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As you become financially independent, 

credit is likely to play a bigger and more 

important part 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 $25 or more a pop—and even ending

up with a bad credit score, 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 having a credit 

card is often a 

prerequisite 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 something online on 

October 10, and you 

receive a bill from 

your card company 

on November 5 that’s

due November 26. 

If you mail in a check 

to pay the bill on 

November 20, the check doesn’t clear

your bank until November 27, almost 

seven weeks after you spent the money.

Of course, you 

don’t want to get overly ag-

gressive. If you try to stretch the

float to the limit, your payment may 

be late. 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 many 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 DVD clubs 

you see in magazines give

you a large number of discs

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.

Here’s a tip: Don’t 

live off your credit 

cards. If you’ve lost 

your job or the job 

hunt isn’t going

well, it’s better to

take a loan from 

your parents than to charge 

your living expenses.
—Jeanette V., 27
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Doing something for the first time can be difficult and 

frustrating—learning to ride a bike, for example, or using a snowboard, 

or visiting a foreign country. But once you’ve gotten the basics down, 

your enjoyment far outweighs the trials of learning. 

Getting a handle on your personal finances is really not much different, 

except perhaps that as your situation in life changes, there is always some-

thing new to learn. But what does hold true for making and managing 

your money is this: By understanding a few basic financial principles you 

can avoid the common pitfalls, help protect what you have, and make 

sound decisions about putting your money to work for you. 

While personal finance and investing are not rocket science, things do 

get complicated. That’s because there are often many choices available, 

and it’s hard to know which is the right one for you. For example, are you 

better off making a large deposit and getting free checking or making no 

deposit and paying a fee for each check? Is it smarter to buy a car with a 

loan or lease the car instead? Which of the dozens of credit cards you’re 

offered really is the best deal? And how should you invest the money in  

a retirement savings plan provided by your employer? (Are you kidding, 

why even think about retirement now!)

If you don’t know the answers to these questions right off, don’t panic. 

Most other people don’t either. But that’s one way to get ahead— 

knowing the important things to consider when making decisions  

about money. And that’s really the reason we wrote this book—to share 

with you what we have experienced first hand, and what we have learned 

from others, especially our daughters as they started out and our  

wonderful, inquisitive staff at Lightbulb Press.

So the next time someone asks us, “Should I use the extra money I have 

to pay off my student loan or invest in stocks?” we can say, “Welcome  

to your financial life. And here’s a little guide that will give you the  

answers to that and many other questions that can help ensure a bright 

financial future.”
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LightbuLb Press
Project team 

Design Director  Dave Wilder
Design  Kara W. Wilson
Design Assistant  Mercedes Lopez
editor  Mavis Wright 
Production and illustration  Thomas F. Trojan

© 2003, 2005, 2011, 2012 by LightbuLb Press, inc. ALL rights reserveD.
www.lightbulbpress.com
Tel. 212-485-8800

ISBN: 1-933569-05-0

No part of this book may be reproduced, stored, or transmitted by any means, including electronic,  
mechanical, photocopying, recording, or otherwise, without written permission from the publisher,  
except for brief quotes used in a review. While great care was taken in the preparation of this book, the  
author and publisher disclaim any legal responsibility for any errors or omissions, and they disclaim any  
liability for losses or damages incurred through the use of the information in the book. This publication  
is designed to provide accurate and authoritative information in regard to the subject matter covered.  
It is sold with the understanding that neither the author nor the publisher is engaged in rendering  
financial, legal, accounting, or other professional service. If legal advice, financial advice, or other  
expert assistance is required, the services of a competent professional person should be sought.

sPeciAL thAnks
Paul J. Benzon  
Karen W. Lichtenberg, Starr Marcello



WELCOME TO YOUR 
FINANCIAL LIFE

tAXes

 140 Getting a Grip on Taxes

 142 The Rating Game

 144 Adjusting Your Income

 146 Keeping Records

 148 Prepaying Taxes

 150 Filing Your Return

 152 Getting Help

 154 Taxing Matters

FinAnciAL PLAnning

 98 Play Your Cards Right

 100 Spotting the Right Car

 102 Loan or Lease?

 104 What a Car Loan Costs

 106 Getting Married

 108 Life Insurance

 110 Inheritances

 112 Planning for Retirement

 114 The IRA Way

 116 Wills and Powers of  

 Attorney

 118 Take a Tip

investing

120 The Basics of Investing

122 A Time and Way to Grow

 124 Risk and Return

 126 Allocating Your Assets

 128 Investing in Stocks

 130 Investing in Bonds

 132 Mutual Funds and ETFs

 134 Adding More Variety

 136 Online Investing

 138 The Words on the Street

intrODuctiOn

 6 A Financial Foundation

At the bAnk

 8 Banking Basics

 10 Shopping for a Bank

 12 Online Banking

 14 Check It Out

 16 Debit Cards

 18 Protected Plastic

 20 Finding Inner Balance

 22 The Savings Route

 24 Nuts and Bolts

FinAnce At WOrk

 26 What Works for You

 28 Getting Down to Business

 30 The Total Package

 32 Bonus Benefits

 34 The Fine Print

 36 Getting Paid

 38 Meet Your 401(k)

 40 401(k) Mix and Match

 42 Making 401(k) Decisions

 44 Health Insurance

 46 Tricks of the Trade

creDit AnD Debt

 48 Credit: Convenience 

 with a Caution

 50 How Credit Works

 52 Getting Carded

 54 It’s in the Cards

 56 Stacking the Deck

 58 Plastic: Power or Peril?

 60 Your Monthly Statement

 62 Building a Credit History

 64 Reading a Credit Report 

 66 Dealing with Credit 

 Problems

 68 Getting in Step with 

 a Loan

 70 Repaying Student Loans

 72 Paying for Graduate  

 School

 74 Dealing with Debt

 76 Points of Interest

 78 Get Real (Estate)

 80 Finding a Place to Rent

 82 A New Lease on Life

 84 Rules for Renting

 86 Renter’s Insurance

 88 Living with Company

 90 Why Buy?

 92 The Home Runaround

 94 Home Insurance

 96 In the House

hOMe FinAnce

4

cOntentscOntents

5



One of the things you discover as you 
start out on your own is that making  
decisions about money—especially  
managing your money—plays an  
increasingly larger part in your life. 

Things that you may have taken for 
granted when you were in school or  
living at home—everything from where 
you sleep and what you eat to how to pay 
your credit card bills—suddenly require 
a lot more time and energy than they  
did before.

What you may also start to realize is 
how much you need to know to make 
smart financial decisions. While your 
common sense can get you through a 
lot, sooner or later you’ll have to make 
choices you’re not sure how to handle.

That’s why this guide explores all of 
the important financial issues you’ll face, 
from banking basics to picking a credit 
card, from reducing your current taxes to 
creating a long-term investment strategy. 

A Financial Foundation
If you get off to a good start, you’ve got the framework 
for a secure future.

day in and day out
Some of the financial questions that 
come up day-to-day can seem pretty  
minor. Should you be using a debit card 
or a credit card to buy your groceries? 
What’s the best way to share living  
expenses with your roommate?

Other issues can be more perplexing: 
Should you pay off your student loans  
to wipe out your debt? Should you work 
freelance so you’ll have time to pursue a 
project that’s important to you?

On an even bigger scale, you may  
be wondering if it really makes sense 
to be putting money into a retirement 
savings plan when you expect to work 
another 40 years. And if you have a plan 
at work, should you also be putting 
money into an individual retirement  
account—an IRA?

bumps in the road
It’s easy to be overwhelmed by financial 
decisions, especially when they come at 
you all at once. Your parents may be so 

happy that they don’t have to do your 
taxes anymore that they dump files on 
your desk. And you may be baffled by  
the complexities of IRS Form W-4, 
which you have to fill out when you start 
each new job.

Similarly, if you’re not sure what  
to do, you may pay more attention to 
convenience than cost, for example, in 
choosing a bank or a checking account. 
You may be tempted to buy a car you 
can’t afford or sign up for telephone 
services you don’t use. And it’s entirely 
likely you’ll be offered credit cards you  
don’t need.

Without realizing what’s at stake,  
you may postpone contributing to a 
401(k) or other employer sponsored 
retirement plan because you don’t think 
you can afford it. Or you may decide that 
since you’ve always been pretty healthy 
you can postpone paying for health  
insurance until your bank balance is  
in the black.

If even one of these situations is  
familiar to you, it’s time to get some 
financial basics under your belt.

just the beginning
The frustrating thing about financial  
decisions is that you can’t just make 
them and forget about them because 
each one has potential long-term con-

sequences. That’s why it’s crucial to 
re-evaluate your situation periodically  
to make sure your earlier decisions are 
still the best ones. It’s not too soon to  
set aside a day each year to examine  
every aspect of your financial life,  
decide what’s working okay, and what 
you ought to change.

It’s also smart to take a close look  
at your finances any time your life 
changes—if you move, for example, or 
change jobs, get married, have a child,  
or gain or lose a lot of money.

by the book
In this book, you’ll find a section on just 
about every financial subject you’ll have 
to deal with.

You can start in the early chapters 
with the basics—like choosing bank  
accounts and evaluating job-related  
benefits—and go on to potentially more 
complex topics, like financial planning 
and investing. Or you can skip around, 
finding the information you need when 
you need it.

Throughout the book, you’ll also find 
real-life stories from people like you who 
have been through some of the same  
financial situations you’re facing. Check 
out what they have to say, and see what 
you can learn from their experiences.

net gains
The good news is that it’s a great 
time to start thinking about your 
finances. The Internet provides 
easy, immediate access to all sorts 
of financial information. Whether 
you’ve got questions about  
banking, credit, investing, or  
financial planning, you can find 
lots of help on the Web. 
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$250,0
00

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.

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.

Ideally, an emergency fund 
should be fairly liquid, which 
means the money is available  
as cash or can be converted to 
cash easily with little or no loss  
of value. But the fund should  
also produce some return, or  
increase in value. Certificates  
of deposit (CDs) and money 
market accounts will probably fit 
these needs.

The goal of having your money 
make some money is one reason 
your emergency fund probably 
shouldn’t be in a checking  
account. The other reason is  
that it’s too easy to spend.

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.

the big picture
Banks are essential to making the  
economy work. They make loans, which 
you can use to pay college expenses, buy 
a car, or purchase a home. They issue  
credit cards, which let you buy products 
or services when you need or want them 
and pay for them over time. And banks 
provide financial services such as check-
ing, savings, and investment accounts.

The money you deposit in your 
checking and savings accounts is an  
important source of funds that the bank 
uses to make loans. And the interest you 
pay on your loans pays for the interest 
you earn on your savings.

But banks don’t fill the role of finan-

cial intermediary just because it’s good 
for you, or for the economy. They want 
to make a profit. To do that, they charge 
you more to borrow than they pay  
you for keeping money in the bank. In 
fact, they rarely pay you anything for  
the money you have in your checking  
account—which you can withdraw at 
any time—and very little on regular  
savings accounts, which give you  
similar access.

And they charge fees on most of 
these accounts to help cover the costs 
of processing checks, providing account 
statements, tellers, ATMs, and multiple 
branches, plus the costs of advertising 
and promotion to attract your business.

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 that up to $250,000 of your 
money, deposited in one or more of 
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 US. 
(There’s separate, 
comparable  
insurance for  
credit unions.)

The $250,000 
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 $500,000 in one CD, only half 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 $125,000 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.

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 account, 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
withdraw cash at the ATM?

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

• Do you have time to get to the
bank during banking hours, or do
you need a bank that’s open nights
and weekends?

• Would you prefer banking online or
over the phone?

8

at the banKat the banK

9



MARCY’S

My Bank
online

Before you settle on a place to bank,  
it’s smart to know what your options 
are. There are more choices than you 
might think.

Among the things that can help you 
decide are the range of services you 
need, how convenient it will be to man-
age your money day-to-day, and whether 
you’re getting a good financial deal.

As important as your decision is, 
though, you’re not making a lifetime 
commitment. If you’re not happy with 
the level of service a bank provides or if 
you think the fees are too high, you can 
always close your account and take your 
money someplace else. Making a switch 
is easy, and there’s no charge.

the big players
If you live in or near a large city, your 
choices may include one or more large 
national or regional banks whose 
names are recognized around the world.

These institutions serve individuals  
and businesses at hundreds, and some- 
times thousands, of branches. In addi-
tion to a variety of checking and savings 
accounts, they typically offer extensive 
investment services, a full range of  

loans, multiple 
ATM locations, 
online banking,  
and automatic  
bill payment.

Shopping for a Bank
Finding a bank is like choosing a pair of shoes:  
You want the right style and size at the right price.

shop arounD
If you do a little research, you 
may be able to find a bank that 
offers special deals to students, 
new customers, or to the new  
employees of their corporate  
and not-for-profit clients. It can 
pay to ask around. And you can 
get help finding a credit union 
by calling the credit union 
national association (cuna) 
at 800-356-9655, or going to 
www.cuna.org. 

large minimum balance, and 
since most non-bank banks 

don’t own their own 
ATMs, you may end 
up paying cash with-
drawal fees to use other 

machines. However, some 
non-bank banks refund those 

fees up to a monthly limit.

virtual banKs
The newest banks are virtual banks, 
which exist only online and have no 
bricks-and-mortar 
branches. Some 
are full-service, 

while others offer 
savings and investment 
products plus mortgage 
loans but not checking accounts. Virtual 
banks typically charge lower fees and pay 
higher interest because of low overhead. 

With virtual banks and the online 
services of bricks-and-mortar banks, you 
can check your 
transactions 
in real time, as 
they happen, 
rather than at 
the end of the 
banking day  
or the end of  
the month.

Like non-bank 
banks, virtual banks 
don’t have branches or 
own ATM machines, 
so you’ll have to  
make deposits  
electronically or  
by mail, and pay 
ATM fees for us-
ing other banks’ 
machines. To 
cover that 
expense, some 
online banks  
reimburse you  
for a certain 
number of
ATM with-
drawals each 
month.

two for one
You might consider using two 
banks—one online and one local. 
That way you get the advantage 
of 24-hour access and reduced 
fees while keeping enough cash in 
a local bank for ATM withdrawals. 
If you’re having your paycheck  
directly deposited, you can split 
the deposit between the two in 
whatever proportion works for 
you. And if you need a bank check 
or a signature guarantee, the local 
bank can provide it.

creDit unions
If you have the  
opportu-
nity, you 
might 
con-
sider joining a 
credit union— 
a cooperative, not-for-
profit financial institution 
created by a company, labor 
union, community group, or  
other organization. Each 
credit union sets its own eligibility  
requirements, which you have to meet  
if you want to join. For example, you 
may have to work for a company to be 
eligible for its credit union.

Credit union fees and loan rates  
are usually lower, and the interest rates 
they pay are usually higher than their 
for-profit competition, making them the 
most economical place to bank. And  
they have a reputation for being  
more friendly.

The potential limitation is the range 
of services. While larger credit unions 
offer most, if not all, of the accounts and 
services you need, smaller ones may have 
limited choices. And many credit unions 
have just one office and are open only 
limited hours.

non-banK banKs
You can also do your 

banking with banks 
established by  
brokerage firms,  
insurance compa-
nies, mutual fund 
companies, and other 
financial institutions.

Some of them 
are non-bank 

banks, 
which  
offer only 
deposit 
services—
that is, 

checking and 
savings accounts but not loans. Others 
offer everything a traditional bank  
offers, and then some: a variety of  
checking and savings accounts, ATM  
and debit cards, electronic bill paying, 
online account access, and more.

If you’re already doing business with 
a financial services company, one-stop 
money management can be extremely 
convenient. And you may get better rates 
and pay lower fees than at other banks.

But there are some potential draw-
backs. You may need to have a fairly 

But convenience has a price tag. 
Charges for basic and special services 
are often higher than you might pay at 
local banks or credit unions. And you 
may need a minimum balance of several 
thousand dollars to get free checking and 
ATM use, a reduced rate on credit cards 
or loans, or the best interest rate on your 
savings account.

Keep it local
If you’re looking for more personal 
service at a better price, you might want 
to check out community banks. They  
offer checking and savings accounts, the 
standard array of loans, and sometimes 
full-scale investment and online services.

Local banks are more likely to 
have weekend and evening hours than  
national or regional banks. Plus, their 
minimum balance requirements for free 
checking and ATM use tend to be lower, 
and their fees and other charges may be 
lower as well.

But there can be limitations. Local 
banks typically have just a few branches. 
If there isn’t one near your home or  
office, it can be inconvenient to handle 
transactions you have to do in person or 
get cash without paying to use another 
bank’s ATM.
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SAVE MONEY

SAVE TIME

IT'S CONVENIENT

Online Banking
Banking—like almost everything 
else—has moved onto the Web.

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 tele-
phone, 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.

Using an online-only 
bank has been a great 
way to reduce fees 
and get easy access 
to all of my finances 
from anywhere. The 

only downside is that, without a 
branch to go to, I have to set up 
direct deposit for my paycheck 
and mail in any other deposits.

—Tim W., 22

More and more people are banking online, 
and with good reason. In addition 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 one online account. About the only 
thing you can’t do is get your computer to 
give you cash—though that day may come.

PAY YOUR BILLS
Electronic bill payment is one of  
the most popular features of online 
banking. You can authorize your payee 
to debit your account on a specific day. 
Or, you can have your bank pay certain 
bills automatically each month just by 
providing the payment information the 
bank needs and identifying the account 
to debit. Most banks 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,  

NET GAINS
If you’re wondering if 
online banking will work 
for you, here’s what some 
fans say about it.

It’s convenient. You can check on 
your balance in real time at any time,  
so you always know how much money 
you have.

It saves time. If you hate standing in 
line, or if it’s hard for you to get to your 
bank during banking hours, then doing 
your banking online can be a lifesaver.

It may save you money. The fees 
are often cheaper and the interest you 
earn is higher at virtual banks than  
anywhere but credit unions. And you  
do save on postage.

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 insulat-
ed 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 informa-
tion are scrambled, or encrypted, by the 
site. No one who doesn’t have the key  
to unscramble the data can tap into  
your account.

You use a personal identification 
number, or PIN, to identify yourself 

whenever you 
enter the bank’s 
site. It may be 
the same PIN 

that you use for your ATM or debit card, 
but it’s probably a good idea to choose a 
different one. That way, even if one PIN 
is compromised, the other isn’t.

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.

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 fee.

GETTING CONNECTED
Whether you use online services offered 
by a bricks-and-mortar institution or 
put your money in a virtual bank that 
exists only online, there are two ways to 
access your account.

You can buy special banking software, 
like Microsoft® Money or Quicken®,  
so you can connect to your bank to 
authorize transactions. Offline, these 
programs let you handle all kinds of  
financial planning and recordkeeping.

Or, you can connect directly to your 
account through the bank’s website with-
out having to buy and install  
special software. Many people find that 
connecting directly has big advantages: • You can get to your account from

any computer, since you don’t have
to install any software• You’re connecting directly to your
bank’s secure network• It may be cheaper, as some banks
charge a monthly fee if you connect
through a third party, plus you don’t
have the cost of the software
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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 words “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.

Doing Double Duty
One way to manage a minimum 
balance requirement is to put the 
money you’ve set aside for your 
emergency fund in a bank CD  
or money market account.

The money is safe, which 
meets one of the basic criteria for 
an emergency fund. And if you’re 
ever in serious enough financial 
trouble to withdraw the money, 
the potential lost interest or be-
low-minimum fees will probably 
be the least of your worries.

weighing in
If you have to maintain a 
minimum balance to get free 
checking, you might want to  
ask yourself a few questions:

• How many checks or debits
will you have, and how many
times will you use the ATM?

• Would you make out better
by investing the minimum
elsewhere and paying the fees
for a basic, no-frills account?

• Should you investigate other
banks, credit unions, virtual
banks, or non-bank banks
where you could get the same
service and convenience at a
lower cost?

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 de-
posits at all, it’s much more likely to be 
hundreds rather than thousands of dollars.

a new interest in checKing
Like regular checking, an interest- 
bearing checking account lets you 
write as many checks as you want each 
month and use the bank’s ATMs. The 
added benefit of these accounts is that 
you earn interest on your balance at the 
rate the bank sets, often about the same 
as you’d earn on a savings account.

So why wouldn’t you choose to earn 
while you spend? Well, unless you main-
tain the minimum balance—an amount 
the bank determines—you not only 
forfeit the interest but typically owe 
more—sometimes much more  —in fees 
than you would for a regular account at 
the same bank. Those fees can kick in for 
any month your balance drops below the 
minimum, sometimes even if it’s just for 
a day or two or just a few dollars.

In most cases, even one month of 
unexpected fees can outweigh what 
you could earn in interest over several 
months. So as great as interest-bearing 
accounts may sound, you’ll want to  
figure out if you can earn as much  
some other way, without the pressure.

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 35 cents per 
check and $2 or $3 per ATM with-
drawal, and flat fees run, on average, 
from $7.50 to $15 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 
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 
sink: no-fee credit cards, loan discounts, 

14

at the banKat the banK

15



THE�
BANK�
TELLER

THE�
BANK

�
CHECK

W
E
LC
OM
E TO

T

H
E
HI
STO

RY

O

F
BA
NK
ING

Will YOU be �
Paying With
Debit or Credit?

D
EB

ITCRE
D

IT

THE BANKING
M U S E U M

ADMISSION FEES

ADULTS
STUDENTS
CHILDREN
SENIORS

SPECIAL
PACKAGES

WEEKDAY
100
80

FREE
75

GUIDED TOUR
500

WEEKEND
110
90
50
80

PARTY OF 10+
$60 EACH

W
E
L
CO
ME

TO 

T
H
E
HI
ST
ORY

O
F
BA
NK
INGW

E
L
CO
ME

TO 

T
H
E
HI
ST
ORY

O
F
BA
NK
ING

As the pennies pile up in your kitchen 
drawer, or you search for one more 
quarter so you can finally do the  
laundry, you may feel like all the talk 
about moving toward a cashless  
society is completely unrealistic. But 
think again. How often do you pay  
with plastic of one kind or another?

In the age of direct deposit and  
electronic bill payment, you’re probably 
handling lots of financial transactions 
by swiping, dipping, or waving a card  
at a machine that can read it. Sometimes 
the card in question is a credit card,  
but it’s more and more likely to be a 
debit card.

it starteD with the atm
Believe it or not, the first bank  
card—more commonly known as an 
atm card —was introduced back in 
1969. But until cards became common 
in the 1970s, the only ways to get cash 
were to stand in line at your bank or 
find someplace that would cash a  
check for you.

As it turns out, cash withdrawals 
were only the tip of the electronic  
iceberg. You can handle almost all your 

Debit Cards
If debit cards are the future of banking, is cash history?

banking business with a bank or debit 
card, from transferring money to  
paying your credit card bill. And you  
can use your debit card—sometimes 
called a cash plus or  debit card—to 
make point-of-sale (pos) purchases  
by using it in place of a credit card.

split personalities
To make a purchase with a plain bank or 
ATM card, you type in your personal  
identification number (pin) just as 
you do to withdraw cash. You don’t have 
to sign anything, though you do get a 
receipt for your records.

You can use debit cards the same 
way—and other ways. That’s where 
things can get a little murky. Sometimes 
you have to authorize a debit card  
transaction with your PIN, but some-
times you don’t. When you don’t use a 
PIN, you sign a receipt just as you would 
if you were charging the purchase to 
your credit card.

What happens in that case, as you 
probably know, is when you hand a sales 
person your card, you’re asked if you’re 
using credit or debit. Your answer lets 
the person know how to process the  

visual clues
There’s one quick way to 
tell a plain vanilla bank  
card from a debit or multi- 
purpose card. Bank cards 
carry your bank’s logo, and  
debit cards carry both the 
bank’s logo and either a 
MasterCard or Visa logo.

payment. But it doesn’t mean that the 
debit card can actually be used as a  
credit card—even if it has the same  
logo as your credit card.

how Debit carDs worK
When you use an ATM or debit card, the 
amount of your purchase is debited, 
or subtracted, from your account and 
transferred electronically to the seller’s 
account. There are usually no limits 
on the number of transactions you can 
make in the course of a day, though  
most banks set a daily dollar limit.

The amount you can spend per 
day is often the same amount that you 
can withdraw as cash, though they’re 
counted separately. For example, if your 
withdrawal limit is $500 a day, your  
debit limit may also be $500. That 
means you could deplete your account 
by $1,000 a day—if you had that much 
money available. At other banks, one 
daily limit applies to both withdrawals 
and purchases.

If you have overdraft protection,  
you can debit up to the limit of your 
overdraft line of credit. But remember, 
you owe interest on the amount that  
the bank transfers to your checking  
account to cover your debt and often  
a fee as well.

the popularity poll
Banks love debit cards. It’s  
much less expensive to process 
electronic debits than it is to pro-
cess checks. And banks collect fees 
from retailers based on the amount  
of your debit purchases, just as they 

do when you use a credit card.
   Retailers like debit cards despite 

the fees they may have to pay—
typically a percentage of the 
transaction—since people tend 
to buy more when it’s easy to pay. 

And retailers do have the right to 
add a transaction fee to your bill 
if they choose. Further, debit cards 

reduce or eliminate the need to accept 
checks, which may be harder to get  
approved than cards and always carry 
the risk that they may bounce or that 
payment may be stopped.

So where does that leave you? There’s 
no question that debit cards are handy. 
You don’t need cash to go to the gro-
cery store, and you can usually get $20 
or more in cash on top of the amount 
of the sale. That eliminates a trip to an 
ATM and may save you $1.50 or more  
in fees.

There are risks, though. Using a  
debit card all the time, for a combination 
of small and large purchases, increases 
the risk you’ll lose track of what you’re 
spending. You don’t get a balance state-
ment with a POS purchase, as you do 
when you withdraw cash. And swiping a 
card can make spending seem painless.

Unless you generally keep a large 
balance in your account, you run the 
very real risk of overdrawing, which  
can be very expensive, or of having a 
purchase refused if you don’t have  
overdraft protection. So using some  
cash may have a point. 
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One reason you may be so comfortable 
using plastic is that you don’t have to 
carry cash. But what happens if you  
lose your debit card or it’s stolen?

protecting your money
The danger is that if someone  
uses your debit card without your  
permission, they can withdraw your 
entire balance, plus the full amount  
of your overdraft line of credit.

But all is not lost. You can get back 
almost everything that’s taken from your 
account—if you act reasonably quickly.

That’s because all electronic fund 
transfers, or efts, are governed by the 
federal reserve board’s regulation 
e (reg e), which spells out in specific 
detail what your rights are and how 
they must be protected. The bot-
tom line is that if you notify your 
bank that your card is missing, 
or that money you didn’t take 
is gone from your account, 
within the time frame Reg E 
specifies, the money must be 
restored to your account.

the ticKing clocK
Reg E spells out two lines of defense 
for protecting your account from  
electronic theft.

If you report a lost or stolen card 
within two days of discovering that it’s 
gone, the most you can end up losing is 
$50, no matter how much is missing 
from your account. In fact, in some  
cases, you may not lose any money at  
all, even if someone uses your card. 

Protected Plastic
The law is on your side if your 
debit card ends up in the  
wrong hands.

the written worD
Whether you report a lost card 
within two days or 60, your bank 
can ask for a written report of 
your loss within ten business days. 
Do it. And do it on time.

In fact, it’s always smart to 
write a letter about any dispute 
that involves money and save a 
copy for your files.

Remember, too, that Reg E doesn’t re-
quire that the report be within two days 
of the actual loss, since it’s possible you 
may not discover it’s gone right away.

If you don’t realize your card is  
gone until you get a bank statement 

reporting withdraw-
als or purchases you 
didn’t make, you still 
have 60 days from the 
postmark on the state-
ment to report the loss 
or misuse. As long as 
you’re within that time 
limit, you still won’t lose 
more than $50.

But if you miss the 
60-day deadline, you could
lose all the money that’s tak-
en from your account after the
60-day period ends—provided
there’s anything left—plus up to
$500 of what was taken during the
60-day period.

Banks have the right to make sure
you’re not trying to rip them off. Despite 
their potential losses, they have the  
burden of proving that they could have 
stopped someone from using your card 
if you’ve notified them promptly. Even if 
they win, the most you can lose is $500.

your report 
or believes the 
evidence doesn’t 
support your 
claims, getting a 
loss resolved can 

be time-consum-
ing and potentially 

expensive.

safety pins
Sooner or later you’re likely 

to lose a debit card or have it stolen.
  As long as your pin isn’t written  

on the card or some other obvious place, 
a thief has to figure it out to get far at  
an ATM or with a card reader. Some  
ATM machines even swallow a card if 
someone has typed in three incorrect 
PINs in a row. But it can happen.

Protecting a debit card that can be 
activated with a signature is harder, since 
retailers don’t always check closely. But 
be sure to sign the back anyway. That 
way there’s always a chance someone will 
discover the forgery and refuse the sale.

Debiting a lemon
The one situation where you’re 
not covered with a debit card is if 
you buy defective merchandise. 
While most credit cards don’t 
make you pay for purchases of 
poor quality, if you buy a piece of 
junk with a debit card, the money 
you spent is gone as far as the 
bank is concerned.

the hassles
The bigger issue with a stolen card,  
of course, is the hassle. If someone has 
used your card before you realize it’s 
gone, your account could be bled dry. 
That may mean bounced checks, over-
draft fees, angry creditors, late fees, and 
a host of other problems.

Your bank initially has ten days to 
investigate your report and refund any 
money that it agrees was withdrawn 
without your permission—potentially 
minus $50. If it wishes, the bank can 
extend its investigation for up to 45 days. 
But if you’ve filed a written report, it 
must put the disputed amount back into 
your account within ten business days so 
you won’t be left high and dry.

The bank has more flexibility with  
accounts open less than 30 days. It can 
take 20 days to finish an initial inquiry 
and refund your money, and up to 90 
days for an extended investigation.

Debit card problems are typically re-
solved quickly. But if the bank questions 
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If you keep track of the checks you  
write, the cash you withdraw, and any 
electronic transfers you authorize, the 
account balance that pops up on an  
ATM screen or appears on your bank 
statement shouldn’t take you by surprise. 
But if you don’t stay on top of your  
account, your records and the bank’s  
are likely to be out of sync.

That can be an inconvenience—or 
worse. So until the day comes when there 
are no more hand-written checks and no 
more cash withdrawals, you’ll probably 
have to resign yourself to balancing your 
checking account on a regular basis.

That means being sure that the 
amount the bank thinks you have in  
your account is fairly close to what you 
think you have, and that there are no 
debits you didn’t authorize.

your leDger is  
your frienD
When you open a  
checking account,  
you get a ledger to  
keep track of your  
cash flow. Ledgers  
come in different  
shapes and sizes, and you  
may find that one type works better for 
you than the others.

With a carbon-copy ledger, you  
automatically create a copy of any  
check you write. But you don’t have a 
place to record electronic transfers or 
ATM withdrawals, and there’s no  
place to add deposits or credits or  
subtract the current check from  
your balance.

Some ledgers are check stubs  
that start life attached to checks but  
are left behind as the checks are used. 
There’s a place on the stub to write the 
amount of the check and to whom it was 
written. And there may be a section you 
can use to update the current balance, 
though you have to transfer the numbers 
from the previous stub.

The most common record-keeper  
is a separate ledger, which fits into  
the top of your checkbook. Each time 
you write a check, deposit money, or 
make an ATM withdrawal, the idea is  
to write the date and the amount in  
the ledger. It’s set up to make adding  

Finding Inner Balance
Keeping good records is crucial to achieving harmony 
in your financial life.

or subtracting each transaction easy,  
so you can keep a running record of  
your balance.

finDing true balance
When your bank mails you a monthly 
statement, or when you check your 
statement online, you can compare the 
amount the bank says you have with 
what your records show. Figuring out 
how to make them match if there’s 
a big discrepancy isn’t a lot of fun. 
But it’ll help you stay in control,  
financially speaking.

The worksheet on the back of your 
monthly statement walks you through 
the process. But be prepared to ask  
yourself these questions:

• Have all the checks you’ve written or
payments you’ve authorized cleared
your account and been subtracted on
the bank statement? (If they haven’t, 
you’ll need to subtract those amounts
from the bank’s figures to get your
real balance.)

• Have you subtracted all your
electronic debits, including any
fees, in your records?

• Have you added in all your deposits
and credits, including direct
deposits and interest if it applies?

• Have you added and subtracted
entries correctly?

get overDraft 
protection
If you miscalculate and  
overdraw, or write checks for 
more money than you actually 
have in your account, you could 
be hit with a substantial fee from 
your bank and potentially another  
one from the bank of the person 
you paid. You can avoid those 
charges, and potential embar-
rassment, if you arrange for 
overdraft protection. With it, 
the bank will transfer enough 
money to your account to cover 
the check.

Though the transfer is actually 
a loan that you’ll have to repay 
with interest, there’s no charge 
if you don’t use the protection. 
Think of it as wearing suspenders 
as well as a belt. Just make sure 
you don’t use it too often, or the 
interest you rack up could catch 
you with your pants down.

Doing the math
  Ending balance  
on your statement 

 –   Any outstanding
amounts

 =  Balance in your ledger 

 +  Any unrecorded credits

 – Any unrecorded fees

• Have you accidentally transposed
numbers, entering $85.85 for $58.58?
(It’s a more common error than
you might think!)

banKs maKe mistaKes, too
Although banks don’t usually make  
errors in addition or subtraction, they’re 
not perfect. Tellers can transpose the 
amount of a deposit, and other informa-
tion can be entered incorrectly. So keep 
all your deposit slips, ATM and debit 
card receipts, and other slips of paper 
until you’ve checked them against your 
monthly statement.

If you find what you think is an error 
in your statement, question it. And be 
sure to write a letter, as well as make a 
phone call, since you may need to prove 
that you made an inquiry if the problem 
isn’t resolved quickly.

helpful hints
There are ways to keep things under 
control:

use technology. Electronic records 
are more current than printed state-
ments. You can check your balance and 
recent transactions on your bank’s ATM 
(though you’ll want to be sure there’s not 
a fee for getting the information when 
you’re not authorizing a transaction). 
You can use a toll-free voice response 
system (vrs) if your bank offers one. 
And online banks update your records 
either in real time or at the end of the 
business day.

limit your atm and debit card 
transactions. If you hit the ATM every 
two or three days, or use your debit card 
for lots of small purchases, you may 
want to rethink your habits if you’re hav-
ing trouble keeping track of what you 
spend. But you do have to weigh fewer 
transactions against the convenience 
(and safety) of not having to carry cash.

check your statement when it 
arrives. Your bank must respond to 
your questions about potential errors, 
but it has the right to require that  
inquiries occur promptly. In some cases 
you have up to 60 days from the date you 
get your statement, but in other cases  
it’s just 14 days. The bank must give you 
information outlining these policies. 
Make sure you’re aware of them.
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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 saving—called 
money market accounts (mmas) or 
sometimes money market deposit 
accounts. They’re similar 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—generally  
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 
may 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.

gone but not forgotten
Most banks have phased out passbook savings 
accounts, which you may remember fondly or not—
depending on how often you lost your passbook.

With these accounts, you handed the teller your 
passbook each time you made a deposit or withdrawal. 
The teller would run the book through a machine  
that calculated any interest due, enter the current  
transaction, and calculate your new balance.
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able in the reci- 
pient’s account  
the next day.

You can also 
establish wire transfer 
privileges between an  
online bank and a  
local bank or a mutual 

fund or brokerage firm and 
a bank. Typically, the 

transferred money is 
available the next day. 

If the fund is handling the 
transfer, there’s usually no fee.

routing numbers appear in magnetic 
image character recognition code 
(micr) in the bottom left hand corner 
of your check. The first set is the code 
for your bank and the second 
set is your account 
number. Scanning 
machines read the 
code and forward the 
data to the right loca-
tion. If you ever need to 
arrange a wire transfer of 
money from one account 
to another, you’ll need to 
provide the bank and  
account routing numbers.

stop payment 
orders are instruc-
tions you give your 
bank telling it not to 
pay a specific check 
that you’ve written. 
There’s generally a 

fee comparable to the fee for bouncing a 
check. But you can prevent payment on 
a check that has been lost and perhaps 
stolen or on a check for goods or services 
that are defective or unacceptable. You 
can give the order over the phone, but 
should provide a written request as well.

A wire transfer is a fast way to move 
money electronically from one account 
to another. For a fee, you can ask your 
bank to send money from your account 
to someone else’s, provided you have  
the account number and bank routing  
number. Usually, the transaction goes 
through at the end of the business day  
that you make the request and is avail- 

To get your banking experience off to a 
good start, it’s smart to be able to talk 
the bank’s language.

available funds is the money in your 
account that you have the right to with-
draw or transfer. Cash you deposit is 
available immediately, as are electronic 

transfers. 
Checks 
become 
available  
following 
the clearing 

guidelines established by the Federal 
Reserve. Mutual fund money market  
accounts with check-writing privileges 
set their own schedule for when deposits 
are available.

bank checks, 
sometimes called 
cashier’s checks, 
are useful if a 
payee requires proof that a payment 
you’re making by check will clear. If 
you need a bank check, you move the 
amount of the payment from your  
account to the bank’s account, and the 
bank gives you a check drawn on its ac-
count for the required amount. There’s 
usually a fee of about $15. You keep the 
carbon copy as your record of payment. 

Nuts and Bolts
There’s a lot more to banking than writing an 
occasional check.

the back. Cancelled checks are proof of 
payment, but you are more likely to  
receive an electronic or photocopy  
rather than the check itself back.

certified checks are  
personal checks that 
your bank guarantees 
it will honor. You 
might need one to 
make a down pay-
ment on a home 
or for some 
other major 
purchase. What you do is write the check 
and ask the bank to stamp it certified. 
At that point, the bank freezes, or puts a 
hold on, your account to cover the certi-
fied amount. That way, you can’t spend 
the money before the check is cashed.

float is the time lag between when you 
write a check and when your bank deb-
its your account. If you write a check 
before you have funds available to cover 
it, and it clears faster than you expect, 

your check may 
bounce. When 
you make an 
ATM withdrawal 

or use a debit card, 
there is no float.

A bounced check is a check that you’ve 
written but that your bank refuses to pay 
either because there isn’t enough money 
in your account to cover it or the funds 
you put in to cover it aren’t available yet. 
If a check bounces, the bank typically 
charges you a fee, sometimes as much  
as $35 or more. One solution is to  
arrange for overdraft privileges, a line  
of credit the bank taps on your behalf  
to cover your checks.

A cancelled check is a check your  
bank has paid. The place and date when 
the check was deposited are printed on 

ach payments
When your paycheck is deposited 
directly or your debit card pur-
chase is processed, it’s handled 
by an automated clearing house 
(ACH), an electronic payment 
network that typically links  
banks through an intermediary. 
You can authorize regular bill 
payments using the ACH system 
by giving your payee—such as  
a utility company—the right to  
initiate debits from your checking 
account. Automatic payments 
can simplify your life, but you’ll 
want to share your bank account 
number very cautiously to avoid 
fraud or abuse.

type of check 1 day later* 2 days later* 3 days later* 6 days later*

Federal government check or $ 1,000 
US postal money order

State or local government check $ 1,000

A bank, certified, or traveler’s check $ 1,000

A check from your own bank $ 1,000

A check from a local bank $100 $400 $500

A check from a regional bank $100 $900

A check from an out-of-state bank $100 $900

when can you withDraw?
How fast money deposited in your 
account is available to you depends 
on several factors, including the type 
of check, where the bank it’s written 

on is located, and the amount. Banks 
may require you to use a special de-
posit slip for one-day clearing and may 
process ATM deposits more slowly than 
deposits with a teller. And checks from 

international banks may take up to 
a month to clear.

Here’s a typical schedule for a 
$1,000 deposit. You can check with 
your bank for the schedule it uses.

* The number of days refers to business days.
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Even if you’ve had jobs before—
back in high school, during 
summers, or at college—
working for a living, when 
you’re living on your own and 
taking care of yourself, has a  
different feel to it. Chances are 
you’ll be spending more time doing 
your job than you ever have before, and 
the money you make will probably be a 
lot more important to you.

That’s why it’s so important to make 
sure that you’re doing something that’s 
right for you. And finding that job often 
means more than just doing something 
you enjoy. Sure, what you do as work  
has a huge impact on your day-to-day 
satisfaction, but how you do it—your 
work schedule, your relationship with 
your employer, your job security, and 
other ele-
ments—can 
be just as 
important.

What Works for You
If you’re like most people, you work to live. So you want 
to find a type of work that fits your life.

Working Part-time
For example, if you’ve got a passion that 
takes up a lot of your time—anything 
from writing the Great American Novel, 
to caring for your family or starting  
your own business—a part-time job 
can be a great way to support yourself 
along the way.

Traditional day jobs, like waiting  
tables or working in retail, can give you a 
more open and flexible schedule—even 
if it sometimes means you’ll be working 
at night rather than during the day. And 
if you get good tips or work a lot of over-
time hours, you can make quite a lot of 
money this way. You might find yourself 

missing out on benefits, though. 
Unless you’re working for a fairly 
established company, chances are 
you won’t be getting things like 
health insurance, retirement  
savings, or paid time off.

Part-time FULL-time
While it’s not quite as common, 
it’s certainly possible to find a 
part-time position at a more  

traditional job. For example, you might 
be able to work four days a week, or 
have several mornings or afternoons off. 
The only downside is that unless you’ve 
got job skills that are in high demand, 
chances are you’ll earn much less than a 
full-time employee doing the same job. 
You’ll also be more vulnerable to layoffs 
if business isn’t going well.

But in a strong job market, part-time 
workers are often valued as highly as 
their full-time counterparts, and the  
salary reductions are usually proportion-
ate and fair, even when you’re earning a 
fixed salary for your hours. For example, 
if you want to work a four-day week, 
which is 80% of a full five-day schedule, 
many employers will offer you 80% of a 
full-time salary.

time For a change
the average person holds 9.2 

jobs between ages 18 and 34. 
That means making a change 
about once every 20 months. 

More than half of those changes 
usually happen before age 24.

Some employers offer full ben-
efits as long as you work a certain 
number of hours per week, while 
others will pay an appropriate por-
tion of the cost. Whatever the case, 
you’ll be making less than you would 
for full-time work, but if you have  
other priorities outside of your day 
job, it may be worth it to you.

FootLoose and  
Fancy-FreeLancing
Lots of people, especially young 
people, find that freelance or  
contract-based work fits well  
with the lives they want to lead.  

Just about every industry 
employs contract 
workers, from com-
puter programming to 

landscaping. And if 
you’ve got skills that 

are in demand, 
you can com-
mand a price that 
will often bring 
you more money 
than full-time, 
on-staff employees 
earn. Of course 
you’ve got to be 
the one to line up 
your own work, 
and that can be dif-
ficult to do if you 
don’t have a lot of 

contacts, or if the 
economy is in a 

downturn.

temPing
If you’re between jobs, or just taking 
some time to decide on your career 
path, temporary employment can be 
a great way to get exposure while you 
earn money. In recent years, temping has 
expanded from mostly clerical work to a 
way to try your hand at skilled work in a 
wide variety of different fields. And just 
as with other types of work, the more 
skilled the position you’re qualified  
for, the more you’re  
likely to be paid.

If you want  
to temp, you  
typically enroll 
with an employ-
ment agency.  
When you do, you 
effectively become 
that company’s  
employee, and it hires 
you out to other compa-
nies. Working through  
an agency has its plusses  
and minuses. On one hand, 
the agency takes care of  
many of the business issues 
that temps have to deal with 
on their own. It may even 
cover some or all of your 
benefits. But since the  
agency has to make money 
too, you won’t get paid as 
much as direct employees 
of the companies where 
you work. 

FULL-time

keeP yoUr oPtions oPen
For many people, a traditional  
full-time job fits their lifestyle and  
their needs. After all, there’s something 
nice about knowing you’ve got steady 
employment. And the benefits that often 
come with it, like health insurance and 
retirement savings plans, can provide  
security as well.

But getting a full-time job is only 
one of several ways to work. And while  
it can provide for your needs pretty well, 
it doesn’t fit everybody’s lifestyle. Other 
styles of work can provide freedom  
and variety that you won’t find at a 
9-to-5 job.

When I started out 
at my first real job, 
I had no idea of 
what the average 
daily schedule was 
like at my new  

office. I wanted to make a good 
impression, so I was afraid to 
leave my desk for lunch, even 
though I was working well more 
than the required hours. I ended 
up not eating for the first week—I 
couldn’t even bring myself to take 
the food I brought from home 
out of my bag.

—Sarah S., 24

FreeLance

Part-time

temP
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No job is perfect. There are real advan-
tages and some serious drawbacks to 
most of them—whether you’re on a  
full-time career path, trying to make it 
as a freelancer, or temping just enough 

Getting Down to Business
You can’t chart your career path exactly. But if you know 
how different types of jobs measure up on different issues, 
you’ll have a better sense of where you stand.

FLex yoUr mUscLes
If you want to work full- or part-time, but still have some 
control over exactly which hours you work, you’ve got an 
increasingly good chance of getting your way. More than 
a quarter of employees work at jobs with flexible work 
schedules, or flex time, which allows them to control 
when they start and finish their work day. Flex time may 
not be available if you’re in a first job or an entry-level 
position, but if it’s available, it can be a great way to make a position more 
manageable, or smooth your transition into the working world.

hoUrs FLexibiLity Pay styLe beneFits

hours to pay your bills. But don’t feel 
trapped: Experiment with various 
ways to work until you find the one 
that is right for you. 

35-50 hours is a
typical work week

 often it’s 
limited, but 
a growing 
number of 
companies 
offer flex 
time

most office jobs  
pay on a salaried 
basis

many other 
jobs—and some 
clerical office 
jobs—pay on 
an hourly basis

many employers  
offer health  
insurance, and 
many offer a  
retirement savings 
plan, often with 
matching funds

salaried jobs  
usually offer paid 
vacations—at most 
places, you earn 
your time for the 
first year and get 
two weeks or more 
in subsequent years

While nothing is 
guaranteed, your job 
is more secure than 
many other types

some employers  
offer contracts  
securing your  
position for a set 
amount of time

your employer  
withholds money 
from your paycheck 
for taxes based on 
what you indicate  
on your W-4

you may get a  
variety of different 
tasks or projects, 
but you’ll be  
working for one  
employer in  
one industry

service jobs may 
vary depending on  
seniority, and may 
include overtime

office jobs may  
be a percent-
age of full-time 
hours—such as 
half-time—or set 
at 10 or 20 hours 
a week

you may be able  
to select hours that 
fit your lifestyle, 
but in some service 
jobs you may have 
to work evenings 
and weekends

service jobs usually 
pay hourly, often 
with higher pay  
for overtime

office jobs may 
pay a salary or 
hourly rate

to be eligible for 
health coverage, 
you’ve usually got 
to work at least  
30 hours a week, 
and you may  
have to pay  
to participate

if you’re eligible 
for a retirement 
plan, you’ve usually 
got to work at 
least 1,000 hours a 
year to participate

your time varies 
with each job or 
client and the 
amount of work 
required

you may be able  
to select hours  
that fit your life-
style, but you also 
may have to cater 
more to your  
clients’ needs

some jobs pay on 
an hourly basis, 
while some pay  
a flat rate

you have to pay  
for your own  
health coverage 
and manage your 
own retirement 
savings plan

Permanent part-
time employees at 
office jobs may  
qualify for paid  
time off

as long as you’re  
a satisfactory  
employee, you’re 
fairly secure,  
although in a  
bad economy you 
may be laid off  
before full-time  
employees

your company with-
holds money from 
your paycheck for 
taxes according to 
what you indicate  
on your 
W-4

you may get a  
variety of different 
tasks or projects, 
but you’ll be work-
ing for one employer 
in one industry

you’ve got to cover 
yourself financially  
if you want to take 
time off, and it may 
mean missing out  
on jobs

you’re responsible 
for securing your 
own work

you’ll have to be  
responsible for  
paying your own 
taxes, usually by 
paying estimated 
taxes on a quarterly 
basis

you’ll have to pay 
twice as much to 
social security  
and medicare

depending on  
your skills, you can 
work for as many 
companies in as 
many industries  
as you can find

you’ve got to cover 
yourself financially  
if you want to take 
time off

you can request  
to be placed with 
specific companies, 
but you’re not in 
control of when or 
how much you work 

you may be able  
to move up to a 
permanent position, 
but there’s no  
guarantee

most agencies 
will take care of 
withholding for 
you as a direct 
employer would

you can work  
for a number of  
different companies, 
but your choices  
are bound by  
what your agency 
can provide

you may work 
anywhere from 
a few hours a 
day to full-time

you might have  
to adapt to the 
assignment  
you’re given,  
but most agencies 
will try to find  
a position that  
fits your needs  
and skills

Usually on an 
hourly basis

some agencies 
provide health 
coverage, but 
many don’t

Vacations Job secUrity taxes and 
WithhoLding

Variety
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Retirement
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Chances are your salary will be your biggest concern when 
you’re choosing among jobs or negotiating a compensation 
package with your new employer. 
After all, regular income is 
the most basic priority.  
If you don’t have enough 
to pay for essentials like 
rent, food, and clothing, 
benefits like a retire-
ment savings plan and 
even health insurance 
might seem unim-
portant. But it pays 
to consider a wide 
variety of benefits. 

While most em-
ployers offer full-time 
employees a package of 
benefits, some are more 
comprehensive than others. 
When you’re looking at jobs, make  
sure you weigh the different benefits, 
and make the best overall package, not 
just the highest salary, your ultimate  
priority. That way you can be sure 
you’ve got all your bases covered—for 
the present as well as the future.

insUrance
health insurance is by far the most 
common job benefit, as well as the most 
popular. And with good reason: Even if 
you have to pay part of the cost out 
of every paycheck, the protection that 
health insurance provides is more than 
worth the cost—even if you need it  
only once. 

Even if you’re usually healthy and 
you use health insurance just for regular 
checkups, it’s still better to have it than 
not. Without insurance, it would take 
just one serious injury or emergency 
operation to put a huge hole in your 
financial security.

retirement PLans
retirement plans are another popu-
lar benefit, and one you should make a 
priority when you’re evaluating differ-
ent employers. Retirement might seem 
a long way off when you’re just getting 
started, but if you can’t plan on a source 
of income after you stop working, re-
tirement may be a lot further away—or 
less enjoyable—than you’d like it to be. 

Employer sponsored retirement 
plans, whether funded entirely by your 

The Total Package
There’s more to compensation than just getting paid.

conVentionaL Wisdom
In general, large, well-established 
companies are more likely to offer 
full benefits packages than smaller 
companies. But this certainly  
isn’t the case all the time. Many 
fast-growing companies use  
generous benefits packages to 
woo employees.

put aside reduce your taxable income, 
you actually end up with more money 
in your pocket than if you didn’t partici-
pate. The catch is that you have to spend 
the full amount you allocate on eligible 
expenses before the end of the year or 
sometimes up to three months beyond. If 
you don’t spend it, you can’t get it back. 

For example, if you set aside $1,500 
for medical expenses but you only spend 
$1,000, you lose the other $500. One  
solution is to buy an extra pair of glasses 
or speed up some optional dental work.

extra Protection
While it’s one of the most common 
job benefits, health coverage is just the 
beginning when it comes to insurance. 
Many employers offer disability  
insurance and life insurance as part 
of cafeteria plans, and some might even 
provide them as elements of regular  
benefits packages. Or you might be  
considering buying one of these policies 
on your own.

employer, by you 
alone, or by you  
and your employer  
together, offer an easy 
and effective way to 
start preparing for  
the future.

make yoUr 
oWn 
beneFits:  
caFeteria 
PLans
Some em-
ployers let 
you have a 
hand in designing 
your own benefits pack-
age by offering cafeteria plans, more  
formally known as flexible spending 
plans. These plans may include several 
core benefits, such as health insurance 
or a retirement savings plan. 

But they also let you set aside pretax 
income, which you can allocate among 
the plan options your employer offers to 
pay for certain expenses. For example, 
you could put money into a cafete-
ria plan to cover extra life insurance, 
uninsured medical expenses, such as pre-
scription glasses or contacts, or childcare 
if you need it. As the bills for those ex-
penses come due, you can use the money 
you’ve put into the plan to pay for them.

Cafeteria plans can be a great oppor-
tunity to tailor your benefits package to 
your needs. And since the amounts you 

beneFits For coUPLes
If you’re married or have a domestic 
partner, it makes sense to think of 
your benefits packages together, 
and try to get the best overall pack-
age between the two of you. Here 
are just a few ways to get the most 
out of your compensation packages:

share the health. If your part-
ner gets employee health coverage 
that will cover you, it’s smart to use 
his or her plan if it provides better 
coverage than what’s available to 
you—and vice versa, of course. If 
your plan is better, it makes sense 
for you to stick with it, even if you 
can’t cover anyone else under it.

One good thing about being  
covered under someone else’s plan  
is that it can give you a little free-
dom if you’re currently looking for 
a job, or thinking about freelancing 
or working in some other situation 
where you won’t have coverage 
from an employer. 

invest in one another. If one 
of you has a better retirement plan  
than the other, you might want to 
put more of that person’s salary into 
the plan and devote more of the 
other person’s earnings to more  
immediate short-term expenses. 

If you’re not earning income at 
all—if you’re going to school, say, or 
taking care of a child—your spouse 
can open a spousal ira and invest 
money in your name, and vice versa, 
if you’re working but your spouse  
is not.

serve each other. If both of you 
have a cafeteria plan at work, you 
can save even more by picking and 
choosing benefits. For example, you 
could set aside money for optical 
coverage under your own plan, and 
let your spouse set aside money  
for childcare.

Each state and employer has its 
own rules and policies about domes-
tic partners. Make sure you know 
what you’re eligible for before you 
make any decisions.

Whether these added forms of pro-
tection are worth the money—from 
what you’ve set aside of your salary for 
cafeteria benefits or straight from your 
wallet—depends on your own situation. 
Many young people don’t feel like they 
have much that would need protecting 
if they died or were suddenly disabled. 
But, if you’re supporting a family or pay-
ing a mortgage, you might want to think 
about taking these kinds of precautions. 
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Let the good times roLL
The stronger the economy is, 
the more likely employers are to 
offer incentives. Some compa-
nies, especially those in thriving, 
competitive industries, may offer 
benefits that are more than a few 
notches above the usual insurance 
and retirement choices—anything 
from pet health insurance to use 
of corporate vacation facilities.

If you’re hired when times are 
tighter, the wooing may be a 
little less ardent. But in the next 
economic upswing, be prepared 
to argue that existing employees 
should be offered at least as many 
perks as new recruits.

Bonus Benefits
Extra benefits can move you ahead in  
life—but they can also be a roll of the dice.

bonUs Points
If you sign an employment con-
tract with certain companies, you 
may get an up-front bonus, often 
several thousand dollars or more. 
Extra cash like this can be a huge 
help in dealing with the costs 
of moving or setting up a new 
apartment, or for a summer trip 
or other last hurrah before you 
start work. But make sure you’re 
comfortable with the contract 
you’re signing before you let a 
bonus reel you in. If you break its 
terms—by leaving the company 
earlier than you initially agree to, 
for example—you might end up 
having to give that money back.

With some employers, traditional  
benefits, such as health coverage and  
retirement plans, are just the beginning. 
In fact, it’s not uncommon to find  
benefits packages that include anything 
and everything from stock options to 
day care services.

These extra benefits can be strong  
incentives to take one job over another, 
but don’t lose sight of the bigger picture. 
Ask yourself objectively if you really 
need the incentives these companies are 
offering—and if they outweigh  
the less glamorous but more 
important opportuni-
ties you might have at 
other jobs.

oPtions With 
oPtions
Some employers offer 
stock options as part 
of compensation packages 
or instead of cash bonuses. 
These options give you the right to buy 
the company’s stock at a set price, called 
a strike price. In certain cases—if the 
publicly traded stock rises substantially 
in value, or if a privately held company 
is acquired or goes public—exercising 
your options and selling the stock may 
put a lot of money in your pocket, even 
after taxes.

But that’s not always the case.  
After all, no stock’s price is a sure bet. 
You could easily end up underwater.  
That means you’re gasping 
for air—figuratively 
speaking—when the 
current price of 
your company 

stock is lower than your strike price. 
That makes the options worthless, since 
you’d pay more to exercise them than to 
buy shares on the open market.

In addition, many companies require 
you to work for a set period of time in 
order to become fully vested, or entitled 
to all the options you’re being offered. 
That can trap you with what are known 
as golden handcuffs, meaning you’re 
tied to a job you’d otherwise leave  

because you want to collect 
on the options you were 

promised. 
Similarly, if your com-

pany goes public, there 
may be restrictions 
on when you can sell 
the stock you get by 

exercising your options.
You’ll also want to think 

twice if options come at the ex-
pense of a larger salary. While options 

may pay off big down the road, they can 
also end up being a bust.

sharing the beneFits
Many privately held companies have no 
immediate plans to go public, but still 
want to let you share in the profits if the 
company increases in value. In some 
cases, they’ll offer stock appreciation 
rights (sars) instead of options. 

Like stock options, SARs offer  
promises, not guarantees, of future 
benefit. Depending on how your  

employer’s plan is set up, you 
might be paid the difference 
between the value of the stock 
at the time you received  
your SARs and the value  
at what’s known as a  
triggering event—a 
sale, an initial public  
offering (iPo), or your leaving 
the company. Or you might be able 
to convert your SARs to stock options 
at some point.

One big difference, from your  
perspective, is that with SARs you  
don’t need to purchase stock in order  
to benefit from an increase in value. The 
corresponding downside is that once you 
collect on SARs, you don’t benefit from 
any potential future gains in the stock’s 
value since you get a cash payout and 
not the actual stock. But you also aren’t 
exposed to potential losses if the stock 
declines in value in the future.

QUaLity-oF-LiFe beneFits
Most employee benefits are financial, but 
some companies also offer perks that can 
improve your lifestyle rather than your 
bank account. These benefits generally 
fall into two categories. 

The first group can make your life 
better in the long run even if you don’t 
expect to take advantage of them right 
away. For example, some companies  
offer paid leave if a child or parent is 
sick. Others may offer a sabbatical break 

if you’ve been working there for a 
while. Or they might pay for 

a graduate degree. 
Some com-

panies also offer 
benefits geared 

toward making 
your day-to-day life 

a little more manage-
able. This can mean 

anything from a subsi-
dized on-site cafeteria to a free concierge 
service that can pick up your dry clean-
ing and water your plants. If you want  
to make your transition into real-life  
responsibility a little easier, these perks 
can certainly help. But make sure they’re 
really worthwhile—especially when you 
take into account that most companies 
that provide these benefits do so because 
they want you to spend more of your 
time and energy at work.
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NON COMPETE AGREEMENT

Taking a job can mean a lot more than just  
agreeing to show up every morning. Your  
employer may require you to sign a contract 
or other agreement that very specifically governs 
what you can say and do while you’re at the  
company—or after you leave.

Although there’s not a lot you can do to  
avoid signing if it’s a job you want, it’s important 
to recognize the potential consequences if you 
agree to certain terms and conditions. That way 
you can be prepared for some of the situations  
you might encounter.

The Fine Print
Make sure you know what you’re 
getting into before you sign on  
the dotted line.

non-comPete agreements
Some companies might also include  
a non-compete agreement in your 
contract or job offer letter. These clauses 
mean that if you accept their offer, 
you’re restricted from working for  
competitors for a certain period of time 
after you leave. Other employers ask you 
to sign non-compete agreements when 
you’re laid off if you want to be entitled 
to severance pay. 

Many people feel that non-compete 
clauses are inherently unfair. After all, 

unless you’re deliberately 
planning to change career 

paths, not being allowed to 
work for other companies 
in the same industry can 
severely limit your future 
job prospects. Fortunately, 
most courts feel the same 
way, and non-compete 
agreements rarely hold  
up in court, especially 
those that extend their 
control for long periods 
of time or over large 
geographic areas.

Nevertheless, many 
companies use them as 
scare tactics, hoping that 

nda: keePing secrets
The first agreement you’re likely to come 
across is a non-disclosure agreement 
(nda), sometimes called a confidenti-
ality agreement. By signing an NDA 
when you’re hired, you agree not to  
share any of a company’s proprietary 
information with people outside the 
company, both during and after the  
time you’re employed. 

Of course, what is and isn’t 
proprietary information 
depends on whose informa-
tion it is. At some companies, 
you’re simply prohibited from 
talking about new products 
or ventures that haven’t been 
made public yet. But other, 
more competitive employers 
insist on much more control 
over what you learn and cre-
ate while you’re on the job. 
In some extreme cases, you 
might have to sign an NDA 
at a job interview, before  
you even find out what a 
company really does.

you’ll comply with their conditions just 
because you’ve signed their agreements. 
And some employers do take legal  
action if you break the agreement. So 
while you shouldn’t let a non-compete 
agreement deter you from exploring 
other job opportunities, be forewarned 
that there may be consequences. 

money taLks
It’s perfectly natu-
ral to be curious 
about what your 
coworkers are earn-
ing. And it can be 
enlightening to see 
what you’re being 
paid compared to 
what veteran em-
ployees and other 
rookies are making.

The personnel  
office or your 
supervisor might 
suggest subtly—or 
not so subtly—that 
you should keep 
your salary to  
yourself. While you 
should certainly be 
discreet, it’s illegal 
for them to forbid 
you to discuss it. 

insider trading
If you’re working for or with a public 
company whose shares are traded on the 
stock markets, make sure you know the 
story on insider trading. That’s when 
corporate officers, or other people who 
might have access to confidential infor-
mation, buy or sell the company’s stock. If 
this trading decision is based on informa-
tion that’s not available to the public, it’s 
illegal. So is passing on that information 
to anyone who buys or sells based on it.

Just because you’re not a corporate of-
ficer or a major stockholder doesn’t mean 
you don’t run the risk of getting caught 
up in illegal insider trading. Anyone with 
access to corporate information could  
potentially get in trouble. For example, if 
you’re a paralegal at a corporate law firm, 
the information you see and hear about 
clients could be used for insider trading. 

Or if you work at a newspaper or  
other periodical, you could trade on  
information you learn before it goes out 
on the newsstands. And if you share this 
information with anyone, you could  
both end up in jail. So if you’re in a work 
situation where you’ve got access to  
private corporate information, watch 
what you do and say. 
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No matter how long you work, or how 
many paychecks you get, you’ll probably 
never quite get over the shock of coming 
face-to-face with the difference between 
what you earn and the amount you take 
home—or have deposited in your  
checking account. 

NOTHING BUT NET
What you end up with, after all the  
deductions are withheld, is your net  
pay for the period, more commonly 
known as your take-home pay. Even 
if the person who works next to you has 
the same gross pay, chances are you’ll 
take home different amounts. 

That’s because to calculate net pay, 
your employer subtracts each employee’s 
taxes and deductions. How much gets 
taken out depends on several things:• The elective benefits you participate

in and how much you contribute• How many allowances you claim
on the W-4 form you filled out 
when you started work• Where you live
If your co-worker put more or less 

money than you did into a retirement 
savings plan, had more dependents or 
a second job and so took a different 
number of allowances, or lived in an 
income-taxing city while you lived in  
the suburbs, your checks could be for  
substantially different amounts.

Getting Paid
Your paycheck gets star billing, but your paystub tells you 
what goes on behind the scenes.

THE SILVER LINING
It might seem like having all of that 
money sucked out of your gross pay is 
bad news, especially since so much goes 
toward paying taxes. But if you’re putting 
money into a tax-deferred savings plan 
or a flexible spending account, there may 
be quite a lot to smile about.

That’s because that money comes out 
before your income taxes are withheld. 
Subtracting it reduces the taxes you owe 
and the amount that’s withheld to pay 
them. So even though your net pay is  
reduced by your contributions, the  
benefits cost you less than they would 
if you had to pay for them out of your 
net pay. And that is likely to mean more 
money in your pocket in the long run.

DIRECT DEPOSIT
If you want 
easy, fast  
access to your 
paycheck, go 
for direct  
deposit. You 
just fill out a 
short form 
and give your employer a voided 
check. It’s that simple. 

Every time you get paid, the 
money is deposited electronically  
in your account on the day 
checks are issued. If the official 
pay date falls on a weekend, your 
check may even be deposited at 
the end of the day on Friday.

Depending on your bank’s  
policy, your money may be  
available immediately, and it’s 
always available by the next day 
at the latest. And since banks 
like the electronic ease of direct 
deposit, they’ll sometimes even 
reduce your checking account 
fees if you sign up for it.

Direct deposit can also be a 
great way to keep on top of your 
investing plans since you can  
have each check split up and 
deposited into more than one 
account. If you have part of your 
pay go right into an investment 
account, you can be sure that 
you’re contributing regularly 
without having to think about it.

USING THE BOSS’ BANK
If your employer has its accounts 
with a certain bank, you might  
consider using that bank too. You 
may qualify for free checking, a  
small reduction in borrowing costs, 
or a credit card with no annual fee.

A direct connection between bank 
and employer can make any prob-
lems you have a lot easier to resolve.

But if you can get better or 
cheaper banking somewhere else, 
those advantages are likely to out-
weigh the convenience of using your 
employer’s bank.Your paystub usually has a section with 

all of your relevant personal informa-
tion, including your name and address, 
Social Security number, marital status, 
and any employer-specific information. 

Withholding and deductions are 
subtracted from your gross pay to  
prepay federal income taxes, state and 
local income taxes if you owe them, 
and Social Security and Medicare taxes 
(sometimes lumped together as FICA, 
for Federal Insurance Contributions 
Act). Health insurance premiums,  
retirement savings plans or flexible 
spending plan contributions, union 
dues, or prepaid transportation may 
also be withheld. 

Gross pay is the amount you earned 
for the pay period. If you’re paid by 
the hour, the number of hours and 
the hourly rate will be provided. If 
you’ve received any pay other than 
salary or wages, such  
as bonuses or 
commissions, 
those amounts 
will appear on 
separate lines. 
There’ll also be  
a year-to-date  
total for each 
category.

The company  
I worked for after  
college had a  
relationship with one 
of the local banks—all 
of the company’s  
employees could open 

free checking accounts for two years, 
which included free check writing 
and ATM withdrawals.

After a year, I noticed that I’d 
been charged for writing checks  
and ATM withdrawals. When I called 
the bank, they said that my free 
checking period was over. It took 
three weeks for the bank to fix the 
mistake, and I was never reimbursed 
for the fees I’d paid. But I did get  
another year of free checking.

—Karen L., 24

If you use direct deposit, what looks like a 
check will be attached to the paystub for your 
reference. But since the money will already 
be in your account, the image will be voided 
so that you can’t deposit it—unfortunately.

The pay period identifies the days or 
weeks the check covers. If you’re paid 
twice a month, the check you get on 

the 15th 
may cover 
the first 
half of the 
current 
month or 
the last  
half of the 
previous 
month. 

$

BANK
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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 salary reduction plan, such as a 
401(k) or 403(b).

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 fed-
eral government departments 
and agencies provide a thrift 
savings plan (tsP). And if 
you work for a small compa-
ny—one with fewer than 100 
employees—you may be part of 
a simPLe plan, an acronym for 
savings incentive match Plan 
for employees. 

The rules differ slightly for  
each type of plan, and even 
among plans of the same type. 
But all offer the opportunity for 
tax-deferred earnings.

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. 

Participating in a salary reduction 
plan has three big advantages:

Any tax-deferred contributions  
reduce your current income taxes since 
they’re subtracted from your income  
before tax withholding is calculated. 

Contributions to a tax-free Roth 
401(k) or 403(b) aren’t deductible. But 
when you withdraw after 59½, your 
earnings are tax free if your account has 
been open at least five years. 

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 dif-
ferent points in your 
working life. To keep 
matters simple,  
assume your  
employer doesn’t 
match your 
contributions 

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

38

Finance at WorkFinance at Work

39



yoU

yoUr
emPLoyer

If you want to contribute to a salary  
reduction plan, but you’re feeling con-
fused, you’re not alone. Even the parts 
that are fairly easy to do—including 
deferring current income into your 
plan—aren’t always easy to understand.

That’s true in part because some  
fairly complicated federal rules govern 
these plans. And each employer’s plan is 
a little different from every other one. 

PLaying the Percentages
There’s no one answer to the question  
of how much to contribute to your 
401(k) or 403(b) plan. In fact, the an-
swers you get may seem contradictory.

The federal government caps the  
dollar amount you can contribute in  
any one year. For 2011, that limit is 
$16,500 for all plans but SIMPLEs, 
where the cap is $11,500. All caps may 
be adjusted upward in the future.

Your employer may put a separate 
ceiling on your contribution, typically  
at a percentage of what you earn. Those 
limits typically run between 10% and 
20%, depending on the employer, with 
15% being the most common. 

You can see why things get confusing. 
There may be two different limits, one 
set by the government, and one by your  
employer. And what happens when the 
two limits conflict because the govern-
ment permits a higher contribution than 
your employer, or the other way around? 
The lower limit prevails.

And remember, some employers  
require you to contribute at least 1% or 
2% of your earnings to participate in 
the program, though the government 
doesn’t have a minimum. 

hoW matching Works
Employers who elect to match some or 
all of their employees’ contributions can 
set their own rules for  
how this program operates. 
One typical approach 
is for the employer 
to match 50% of 
what an employee 

401(k) Mix 
and Match
It can take some trial  
and error to find the  
right 401(k) formula.

contributes, up to a maximum of 6% 
of earnings. 

Using that example, if you earned 
$40,000 and contributed 6% of your  
salary, or $2,400 to a 401(k), your  
employer would add $1,200. That’s 50% 
of 6%. Even if you contributed 10% of 
your salary, the same employer would 
still contribute $1,200, or 50% of 6%.

But if you contributed only 4% of 
your salary, or $1,600, your employer 
would add $800, or 50% of your  
contribution.

match Point
Even if you’ve mastered 

the rules on contribution 
limits and the vari-

ous ways matching 
contributions 

are handled, it’s 
still easy to get 

FLexibLe Limits
If your employer matches part  
of your retirement savings con-
tribution, that amount doesn’t 
count toward the government’s 
dollar limit. Nor does it reduce 
the percentage of earnings you’re 
allowed to contribute. The only 
catch is that while you are vested 
immediately in your contribution, 
you probably will have to stay on 
the job a number of years to be 
fully vested in your employer’s 
contribution. When you’re vested 
and change employers, you can 
take the plan assets with you.

confused about how much you should 
put away. While there’s no one answer 
for everyone, many experts say that you 
should max out, contributing up to your 
employer’s or the government’s cap, 
whichever kicks in first.

If that’s a higher amount than you 
can afford, you should contribute as 
much as you feel you can. And if your 
employer matches a percentage of what 
you contribute, you should put in at 
least enough to qualify for the maximum 
match. Since the matching contribution 
is essentially free money, you don’t want 
to miss out on it.

On the other hand, if your employer 
doesn’t match your contribution, or the 
investment choices that your plan offers 
are limited, you might decide to con-
tribute the maximum to an individual 
retirement account (ira), perhaps  
a tax-free roth ira. You can invest as 

a test case
Suppose you earn $50,000, and you’re 
eligible to contribute to your employer’s 
401(k) plan. Your employer caps con-
tributions at 15%. So the most you can 
contribute is $7,500, or $312.50 every 
paycheck if you get paid twice a month.

If you put away that much, you’re 
afraid that you won’t be able to cover 
your rent, food,  
student loan pay-
ments, and all the 
other things you 
spend money on.

Could you do 
half that amount, 
or $156.25 every 
two weeks? That 
may be more  
doable. 

aUtomatic enroLLment
Your employer might enroll you auto-
matically in the retirement plan as soon 
as you’re eligible, often after a year. In 

you choose, and you may be able to 
move your IRA savings into another 
employer’s plan in the future.

that case, the initial contribution rate—
often 3%—is chosen for you. You can 
contribute more if you like or drop out 
of the plan.

case a:
you get the greatest 

contribution 
possible

$50,000
x 15%
= $7,500

50% of your 
contribution up to 
6% of your salary

$1,500

$9,000

case b:
you make the  
most of your 

employer’s match

$50,000
x 6%
= $3,000

50% of your 
contribution up to 
6% of your salary

$1,500

$4,500

case c:
you contribute  
but lose some 

potential match

$50,000
x 3%
= $1,500

50% of your 
contribution up to 
6% of your salary

$750

$2,250

your
contribution

employer’s
contribution

total 
contribution

employer’s
contribution
employer’s

contribution

$50,000
your salary

$50,000
your salary

15%15%
6%6% 3%3%

50% of 6%50% of 6%
50% of 6%50% of 6%

50% of 3%50% of 3%

40

Finance at WorkFinance at Work

41



The point of investing in a 401(k) now, 
when you know that you won’t realize 
the benefits for 30 or 40 years, is that  
you have the opportunity to amass a  
tidy sum.

In the 30 or so years that 401(k) plans 
have been in existence, many people 
have been able to accumulate accounts 
of substantial value despite sometimes 
dramatic drops in the overall investment 
market. The key is to maintain a long-
term perspective. Realizing an average 
annual return of 6% to 8% a year for  
30 years can produce significant gains.

Of course, that doesn’t happen  
automatically, and the return is never 
guaranteed. You’ve got to decide how 
your contribution is invested by select-
ing from among the investments your 
401(k) plan offers.

What the choices are 
mutual funds are the most common 
entrées on 401(k) menus. Most plans  
offer a range of funds, including stock 
funds, bond funds, and money  
market funds, as well as balanced 

Making 401(k) Decisions
Your 401(k) plan offers a wide menu of choices. 
But you’ve got to serve yourself.

funds that invest in both stocks and 
bonds. index funds, which invest to  
reproduce the performance of a particu-
lar market index, are also typical. You 
might also find a few more specialized 
funds, such as one that invests in  
international stocks, or one that focuses 
on up-and-coming small companies.

Many plans offer target date funds 
as a one-stop alternative. Each of these 
funds owns a number of other funds and 
has a actual date in its name, like 2040 or 
2050. When its date is far in the future, 
a fund concentrates on growth and then 
switches gradually to more emphasis on 
providing income as its date approaches. 
But it’s an investment, so there’s no 
guarantee it will meet its goal when it 
reaches its date.

sLicing the Pie
Since you’ve got the time to weather the 
ups and downs of the stock market, you 
may want to consider putting up to 80% 
of your contributions in different types 
of stock funds, including stock index 
funds, that have the potential to increase 

401(k) to go
If you change jobs, your 401(k) is 
portable. That means your con-
tributions and whatever they’ve 
earned are yours to keep. And 
if you’ve been at your job long 
enough, your employer’s match-
ing contributions are yours too.

You may be able to transfer 
what you’ve got to a new  
employer’s plan, and you can  
always put it in an IRA if your new 
employer doesn’t have a plan  
or doesn’t allow you to transfer 
money from your old one. 

What you don’t want to do 
when you change jobs is take the 
money out of your retirement  
savings plan and spend it. First 
of all, you’ll owe income tax on 
the lump sum—which you might 
have to pay at a higher rate if  
the amount propels you into a 
new tax bracket. You’ll also owe 
a 10% penalty on the entire 
amount of the withdrawal. And 
perhaps worst of all, you’ll have 
to start all over again to build a 
retirement account.

If your account balance is  
between $1,000 and $5,000 
when you leave your job, your 
employer must roll the money 
into an IRA unless you provide 
other instructions. You’ll be  
notified where it is, and you  
have the right to move it. If the 
balance is less than $1,000, your 
employer has the right to cash 
you out, or send you a check for 
the balance minus 20% that must 
be withheld for income tax. 

Even if that happens, you can 
put the money (plus the withheld 
20% from some other source if 
you’ve got it) into a rollover IRA 
within 60 days and hold onto  
its tax-deferred status. If you 
don’t qualify to join your new 
employer’s plan until you’ve been 
on the job for a year, money 
you’ve moved to an IRA can  
continue to accumulate tax- 
deferred earnings. And you  
may make your annual IRA  
contribution to that account.

in value over the long term. These funds 
may lose value more quickly than a  
balanced fund that buys a mix of 
stocks and bonds, which tend to react 
differently to changes in the economy or 
the investment markets. But remember 
that stock funds may increase in value 
more dramatically as well. That’s why 
variety is so important.

You may want to split the rest of 
your 401(k) money between income  
investments and those designed to  
provide stability, sometimes described 
as preservation of principal. For exam-
ple, you might choose a bond fund to 
provide a stream of interest that can be 
reinvested to buy additional shares of 
the fund. And since different investment 
classes perform well at different times, 
those bond funds may provide a better 
return when stocks are doing badly.

stable value funds usually invest  
in money markets and similar invest-
ments, which generally don’t have a lot 
of potential for growth. It may be a good 
idea to put a little money into stability 
funds. But remember that you should 
be doing it for the sake of some level of 
security, not for any large gain.

go yoUr oWn Way
While most young people select a 401(k) 
portfolio concentrated in stock funds—
fairly aggressive is one way to describe 
it—that’s not the only way to structure  
your investments. If you’re just not  
comfortable taking that kind of risk, 
think about putting a little more of  
your contribution into equity income  
or growth and income funds. 

Or if you’ve got a trust or a taxable  
investment portfolio that will provide 
you with money for retirement, it’s  
perfectly reasonable to rethink how  
you want to split up, or allocate,  
your 401(k). 

No matter which investment route 
you take, the most important thing to 
do is to get started. Don’t tell yourself 

you’ll start investing, contributing,  
or allocating your contributions more 
aggressively, sometime in the future. 
Even if you do eventually follow through 
on it, you’ll be missing out on growth 
potential now.

comPany stock
Your employer might include company 
stock as an investment option in your 
401(k) plan. If it’s a great company, the 
stock can be a smart choice. But you may 
also risk being too dependent on the 
fortunes of a single company. Get some 
independent advice before you decide.
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When you’re young and healthy, it’s  
hard to be too worried about illness or 
injury. The aches and pains your parents 
and grandparents complain about are  
decades away. Injuries and accidents are 
things that happen to other people. 

But what if you do get sick or hurt? 
The reality is that you’re never immune. 
And being sick can be very expensive.  
A typical hospital stay can cost thou-
sands of dollars a day, and even a visit  
to the doctor averages well over $100. 

That’s where employer sponsored 
health insurance comes in. It can  
help cover many of the healthcare  
expenses you might be faced with—
usually doctor and hospital visits, 
prescription drugs, and sometimes  
dental care, mental healthcare, and  
physical therapy. And many insurance 
plans cover preventative care, including 
annual check-ups, as well.

the best-Paid PLans
Some employers offer a single health 
insurance plan, while others allow  
you to choose among a number of  
different plans.

Whether or not you have a choice, 
employer provided health insurance  
is one of the best deals you’ll find.  
Some employers pay most or all of the 

Health Insurance
Many employers provide a good 
shield against medical costs.

premium, or cost, that insurance  
companies charge, and many give you 
the option of paying for coverage for 
your spouse, dependents, or partner.

And because it’s a group plan, even 
if you have to pay the full cost of your 
own coverage, you’ll pay a much lower 
premium than you would if you were 
buying insurance as an individual. 

sorting oUt the detaiLs
If you’ve never had to deal with health 
insurance, or if the details are a little 
blurry, it helps to recognize the basic 
differences between managed care 
and fee-for-service coverage.

Joining a managed care plan, which 
includes health maintenance or-
ganizations (hmos) and preferred 
provider organizations (PPos), has 
its benefits—and its drawbacks.

The biggest advantage is cost. You  
pay a relatively low fee, called a copay-
ment, for each visit to a participating 
doctor and each prescription you have 

cobra
If you leave a job 
for any reason, 
you may qualify 
to continue the 
health insurance 
your employer has provided. 

The consolidated omnibus 
budget reconciliation act 
(cobra) of 1985 requires the  
insurer to offer you coverage for 
up to 18 months, or 29 months if 
you’re disabled.

If you’re used to your employ-
er picking up most or all of your  
premium, COBRA will give you 
quite a bite. You’re suddenly 
responsible for the full cost, 
plus up to 2% in administrative 
fees. But if you want to keep the 
same level of coverage you’ve 
had, chances are COBRA will be 
cheaper than buying insurance 
on your own. And holding onto 
it until you take a new job or buy 
other coverage eliminates the  
risk of finding yourself without 
insurance when you need it.

filled. The cost is 
usually from $15 to 
$30, depending on the 
plan. Approved hospi-
tal stays are paid for.

The biggest draw-
back may be lack of 
flexibility. You must 
choose a primary care 
physician who is part 
of the organization to 
handle your basic care. 
That physician, some-
times described 
as a gatekeeper, 
refers you to spe-
cialists outside 
his or her area of 
expertise if you 
need additional 
care. In many 
cases, you must have a 
referral to see a specialist,  

and those referrals must 
be to doctors who also 
participate in the plan. 

If you see a non- 
participating doctor, the 
visit may not be covered. 
And if your primary care 

physician doesn’t feel 
you need a referral, 
you may have to 
pay the cost of a 
visit yourself.

Fee-for-service 
coverage, also 
known as con-
ventional health 
insurance, works 
the opposite way. 
You can visit any 
physician you 
want, but you’ve 
got to pay all of 
your medical bills 
up to a predeter-

mined deductible. After you reach that 
level, you can submit claims for your 
costs, and your insurance company will 
reimburse you, usually for about 70% 
to 80% of the cost they approve for the 
treatment you’ve had. That may be 70% 
of what you spent, but it’s typically less.

hmo or PPo   Fee-For-serVice

$
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Tricks of the Trade
You can avoid nasty surprises if you know how 
things work.

to yoUr heaLth
If you’re self-employed, don’t have a 
job, or your employer doesn’t provide 
healthcare insurance, there are still ways 
to find affordable coverage.  
Many college alumni  
associations offer  
plans to recent grads, 
and professional  
associations and other  
organizations sometimes 
offer affordable group 
plans that are as reasonably 
priced as an employer’s plan. 

If you don’t have access to any of 
these options, it’s sometimes possible  
to be covered under a parent’s plan until 
you turn 26. And of course, you can buy 
an individual policy, although you’ll 
pay a considerably larger premium. 

If saving money on healthcare costs 
is more important to you than having 
everyday care covered, you might want 
to consider a high deductible health 
plan (hdhP) or a major medical 
only plan. The high deductible brings 

If you leave your job, you have the 
right to sell your shares on the open 
market if you work for a publicly held 
company or back to the ESOP at fair 
market value if you work for a  
privately held company.

Worth Waiting For
Each employer sponsored 
retirement plan may have 
slightly different rules  
about how you qualify  
to participate. 

At some jobs, you can 
start contributing with the 
first paycheck you receive. At 
others, you sometimes have 
to complete a waiting period, 
sometimes as long as a year, to 
be eligible. Once the year is up, 
you may also have to wait for 
the next enrollment date, such as  
the beginning of each quarter or twice 
during the year. In the meantime,  
you can be putting the money you’d 
contribute to the plan into an IRA.

If you’re changing jobs and want to 
roll over the assets from your former 
job, ask if the waiting period must apply. 
Some plans are more flexible than  
others and have a shorter waiting period 
for rollover assets. If you have to wait, 
you can open a rollover IRA for your  
old plan assets and contribute to a  
traditional or Roth IRA during the  
waiting period.

borroWing From yoUr PLan
You may be able to borrow against  
the assets you’ve accumulated in your 
employer sponsored retirement plan. 
You generally have to repay the principal 
plus interest within five years. 

There are some advantages to  
borrowing from your plan. There’s no 
credit check, there’s usually no delay in 
arranging the loan, and the interest you 

pay ends up in your account. 
But there are limitations. 

The amount you can 
borrow is capped, so you 
may not be able to access 
enough money to meet 
your needs. You may 
have to pay a substantial 
fee to arrange the loan. 
And you rarely earn as 
much from interest you 

pay back as you would 
if your account value 

was fully invested.
 A potentially larger problem looms 

if you leave your job for any reason 
during the term of the loan. You’ll 
probably have to repay the full amount 
within 30 to 90 days of your departure. 
If you don’t, you’re in default and the 
remaining loan balance is considered a 
withdrawal, subject to income taxes and 
early withdrawal penalty.  

a bad Way to saVe
You might be tempted to have  
too much of your salary withheld 
deliberately so you’ll get a sub- 
stantial refund when you file your 
tax return. Getting the check  
might feel good and might justify  
a vacation or give you the down 
payment on a car. But think about 
it this way: Uncle Sam has had  
free use of your money for up to  
15 months. And you get back only 
the amount you put in.

If you’re afraid you won’t save  
regularly on your own if you have 
a chance to spend  
the money first,  
ask your employer  
about having a certain  
percentage deposited  
directly into an  
investment or  
savings account.  
That way, the  
money has the  
potential to grow.

down your premium, so 
you’ll be able to protect 
yourself from major medical expenses 
without spending lots of money. 

But be aware of what you’re getting 
into by adopting this strategy. If you end 
up having a lot of small- or medium-
level medical costs, your checkbook may 
need even more care than you do. This 
type of insurance doesn’t usually kick  
in until you’ve spent $2,500 or some-
times more.

stock PLans
Some employers offer employee stock 
ownership plans (esoPs). An ESOP  
is a trust to which the company  
contributes shares of newly issued 
stock, stock the 
company owns, or 
the money to buy 
stock. The shares 
go into individual 
accounts set up for 
employees who meet 
the plan’s eligibility 
requirements. 

An ESOP can be part 
of a 401(k) plan or separate from it. If 
it’s linked, your employer may match 
your contributions to the plan by add-
ing shares to your ESOP instead of cash 
to your investment account. The one 
drawback is that a large percentage of 
your total retirement portfolio may be 
in a single investment—your employer’s 
stock. That can make it harder to keep 
your account diversified, though it’s  
not a good reason to turn down the  
opportunity to participate in the plan.

changing yoUr 
WithhoLding
If you start making more money, 
should you change your with- 
holding? The answer depends  
on whether anything else  
is changing in your life.

If you’re starting a second  
job—especially a freelance one 
where taxes aren’t withheld by  
your employer—you may want to 
increase withholding at your first  
job to cover the taxes you’ll pay on 

this new 
income 

stream. Or 
if your marital 

status changes—say, if 
you get married and move and 

take a higher-paying job—you’ll 
want to update your W-4. But if 
you’re just making more at the 
same job, the amount of money 
you’re having withheld will increase 
proportionally to your new salary, so 
you don’t need to adjust anything.
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As you become financially independent, 
credit is likely to play a bigger and more 
important part 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 
$25 or more a pop—and even ending up 
with a bad credit score, 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 having a credit 
card is often a  
prerequisite 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 something online on 

October 10, and you 
receive a bill from 
your card company  
on November 5 that’s  
due November 26. 
If you mail in a check 

to pay the bill on 
November 20, the check doesn’t clear 
your bank until November 27, almost 
seven weeks after you spent the money. 

Of course, you  
don’t want to get overly ag-
gressive. If you try to stretch the 
float to the limit, your payment may 
be late. 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 many 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 DVD clubs 
you see in magazines give 
you a large number of discs 

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.

Here’s a tip: Don’t 
live off your credit 
cards. If you’ve lost 
your job or the job 
hunt isn’t going 
well, it’s better to 
take a loan from 

your parents than to charge 
your living expenses.

—Jeanette V., 27
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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 be able  
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 accumu-
lates 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 ac-
count to cover the amount of the check. 
You pay interest on amounts transferred 
from your line of credit, but you can use 
the line over and over if you need it.

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 may 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 
a penalty fee tacked onto your balance. If 
you don’t pay the minimum for several 
months, the fees will mount and interest  
charges will 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).

A major feature 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 
backed by a savings account at the bank 
that issues the card.

You can charge up to the amount 
you have in that account (or less if you 
choose a lower credit limit). You’ll owe 
interest just as you would on a regular 

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. Many 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 have overdraft protection on 
your account. But at least your 
bank balance will be obvious 
the next time you visit an ATM 
or check your account online. 
That makes it harder to deceive 
yourself about where you stand 
financially at any given moment.

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. 

Banks and other issuers can 
now offer American Express  
credit cards as well as Visa  
and MasterCard, the result  
of lawsuit that permitted the 
added competition.

card, but the money in your account 
guarantees your ability to make every 
payment. The account also earns inter-
est, which may help offset the interest 
you’ll owe on outstanding balances.

One problem with these cards is that 
they may include a number of fees that 
reduce the amount you are able to charge. 
And not all secured issuers report your 
card use, which would help you qualify  
for a regular credit card.

But be wary 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, for a prepaid 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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It’s not hard to find a credit card. Actually, 
you’ll probably get so many card offers that 
the hard part will be choosing the one 
that’s best for you. The adult card market 
is pretty much saturated, and studies 
have shown that people become 
very loyal to the first card they 
get. So card companies do  
everything they can to sign 
up younger customers.

Even if you’re sure you 
won’t let yourself become 
tied to one card for life, it’s 
still crucial to find the card 
that’s right for your needs 
from the start. That means 
thinking about how you’ll use a 
card and what elements of credit 
are the most important to you.

PICK A CARD...BUT  
NOT ANY CARD
If you know you’ll pay your  
bill in full every month, you’ve 
got a fairly easy choice.  Since  
you won’t have to worry about 
what interest will cost you, look 
first for a card with a grace  
period.

It’s in the Cards
Picking the credit card that’s  
right for you can mean the  
difference between being  
fortunate and owing a fortune.

A grace period is the time between 
when your bill is mailed and when  
payment is due. If you’ve paid the  
previous balance in full and on time,  
interest doesn’t start accumulating on 
your charges until after the current 
payment is due. This means that you’re 
using credit without having to pay a 
finance charge—probably the smartest 
use of credit there is.

If you pay your credit card bills by 
mailing a check, you’ll want to be sure 
that you allow enough time for payment 
to reach your creditor. If you pay online 
or with your phone, you’ll want to con-
firm when the payment will be debited 
from your account and how many days 
you need to allow for the transaction to 
be processed.

OUT OF GRACE
Of course, you may not pay off your bill 
every month. Most people don’t. In fact, 
the average person under 35 owes $2,700 
in credit card debt. If you’re likely to pay 
only part of what you owe each month, 

the grace period becomes insignificant 
since you’ll never get the benefit of it. 
Anytime you have an unpaid balance  
after your statement’s due date, interest 
accumulates on all of your purchases, 
even the new ones.

What matters most in this case is the 
interest rate, or finance charge. The 
higher the rate, the more using credit 
will cost you.

A FEW POINTS OF INTEREST
The biggest factor in what any card costs 
is its annual percentage rate (APR). 
For example, if your card has an APR of 
18%, you’ll pay 1.5% interest on your 
balance every month. That means if 
you owe $1,000, you’ll have $15 added 
to your bill. That may seem like a small 
amount, but what if you’re only paying 
the minimum amount each month, 
probably $15 or $20? You’ll barely be 
making a dent in your balance. 

Pay attention to the way a card com-
pany calculates interest, too. It can have a 
substantial effect on what it costs you to 

use one card rather than another.
Most cards use your average 

daily balance, which is the  
average of what you owed each 

day in the billing period to 
figure your interest. So, for ex-
ample, say you had a previous 
balance of $2,000 on the card 
with an 18% APR, and you 
pay $1,000 on day 15 of a 
30-day period. You’d owe a
total of $22.50 ([$2,000 x 
1.5% x 15 days + $1,000 x 
1.5% x 15 days] ÷ 30 = 
$22.50). Under this 
method, you’ll save 
money by paying off a 
large amount of your 
balance during the  
billing cycle.

The adjusted  
balance method is 
the cheapest of all. The 
card company subtracts 
whatever payment you 
make from your begin-
ning balance and charges 
interest based only on  

the remaining amount.  
So if you paid off $1,000 
of a $2,000 bill, you’d  
pay interest on just the  
remaining $1,000. That 
would only cost you $15.

But if the lender charges 
interest based on your  
previous balance,  
payments you make during 

the month don’t reduce that balance. 
Instead, you have to pay interest based 
on the full amount you owed at the  
start of the period, making it the most 
expensive method—you’d owe $30 
($2,000 x 1.5%) in this case.

DON’T BELIEVE THE HYPE
When you don’t have a lot of money  
or credit, all of the offers pouring into 
your mailbox—and into your email  
inbox—can be very seductive. Try to  
resist the urge to sign up with the  
card that has the flashiest package, or 
promises perks you don’t need. Instead, 
focus on the fine print: Every card is 
required by law to include a disclosure 
box somewhere in its promotional  
materials. There you’ll find the informa-
tion you need on interest rates, annual 
fees, and the other important elements 
of a card agreement. So if the rate in 
huge type on the front of the envelope 
looks too low to be true, check the  
disclosure box to find out the real story.

SAVING GRACE
Before the Credit CARD Act of 
2009, creditors could play games 
with the due date of a credit 
card payment, but no more. 
The grace period must be at  
least 21 days, always due on 
the same date each month.  
Any payment that arrives by  
5 p.m. on the due date has  
arrived on time. It can not be  
an arbitrary time, like 10 a.m. 

What’s more, payments due 
on weekends, holidays, or other 
times when the creditor doesn’t 
process payments aren’t subject 
to late fees if the payment arrives 
the first business day after the 
due date.
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A credit card can be more than just a way to buy 
things without having to pay cash. But the extra 
bells and whistles that many credit cards offer rarely 
come for free. And they’re not all worth what you 
have to pay for them, either. So you’ve got to ask 
yourself two questions: What credit card perks—if 
any—do you need? And are they worth your money?

AFFINITY CARDS: SUPERCARDS?
Some banks offer credit cards that are 
cosponsored by another organization, 
perhaps an airline, an ecommerce site, 
your college or university, or a charity. 
These affinity cards give you some-
thing extra on top of the usual credit 
privileges: You can earn frequent flier 
miles, get special deals, or make contri-
butions when you use the card.

Affinity cards are becoming more and 
more common, so chances are you’ll be 
able to find one that does what you’re 
looking for. And if you plan to accumu-
late a lot of charges on your card—say,  
if you use it for business—these cards 
can be a great way to save money or  
support organizations or causes that 
matter to you. 

Stacking the Deck
When you’re auditioning credit cards, you’ve 
got to deal with a cast of thousands.

But do the math 
before you sign up for an 

affinity card. Rewards tend to 
accumulate slowly. For example, 

at the rate of one frequent flier mile 
for every dollar you spend, an average 

card can require as much as $40,000 in 
charges to earn a single round-trip ticket. And 
affinity cards may have higher than average an-
nual fees, so if you’re not going to use your card 
for most of your purchases, you might end up 
paying more than you’re actually getting back.

PRECIOUS METALS
Your first credit card is likely to be a classic card.  
And if you get an American Express charge card, 
it’s likely to be green. But you may be offered 
gold, platinum, or titanium versions—each 
charging a higher annual fee than the basic card.

If you’re wondering whether it makes sense  
to spring for the added cost, the answer depends 
on whether you’ll use the additional benefits 
enough to justify the price you’ll pay. 

For example, if a platinum card costs several 
hundred dollars but gives you membership  
privileges at two or three airlines’ club facilities, it 

make you seem unreliable to creditors 
in the future.

Many cards will also offer you the 
chance to transfer balances from other 
cards to their card at a lower rate than 
your usual rate. This can be a convenient  
way to consolidate your debt, and may 
save you money. Just be sure you know 
the date you’ll have to pay off the  
balances you transfer before the actual 
higher rate kicks in. And be sure to find 
out ahead of time what all of the charges 
will be.

A LITTLE PROTECTION
Some cards—including most charge 
cards, but also more upscale versions  
of credit cards—offer various kinds of 
protection on the purchases you make 
with the card. For instance, a card might 
provide collision insurance on a car 
rental so that you don’t have to pay  
extra for that coverage, or automati-
cally protect things you purchase against 
damage or theft up to a certain value. 
These features can save you money and 
provide peace of mind, but be sure that 
you’ll get some use out of them if you’re 
going to be paying fees for them.

CASH WITHDRAWALS
When you get cash using a credit card 
and your PIN, you’re borrowing against 
a cash advance limit. But if you have an 
American Express card and you’re part 
of their Express Cash program, you  
can use your card to withdraw money 
directly from your checking account for 
a flat fee of 3% of your withdrawal.

Since you’re not borrowing, there’s  
no finance charge. And there’s no fee for 
signing up for Express Cash. But the  
annual fee for the card is higher than  
on most classic credit cards. 

might be worth it if you travel on those 
airlines. The same is true if the card 
covers car rental collision insurance and 
you rent cars frequently.

But if you pay the extra charge  
expecting to get better service from 
the merchants where you use the  
luxury model card, you’re likely to  
be disappointed.

TEASERS AND TRANSFERS
Lots of cards offer introductory rates, 
also known as teaser rates, to attract 
new customers. For example, you might 
find a card with a 3.6% interest rate for 
the first six months, before it increases 
to it’s regular rate.

These offers can be a mixed blessing. 
On one hand, if you know you’re going 
to run up a balance, it might save you 
some money to have a low rate at first. 
And if you know you can pay off your 
balance in a few months, you may be 
able to take real advantage of the  
teaser rate.

But if you’re not watching the  
calendar, it’s easy to let your teaser  
time run out. At that point, you may 
start accumulating more serious  
interest—often at a higher rate than 
you could find on a card without 
a teaser rate. And while switching 
cards every few 
months to take 
advantage of teaser 
offers might save 
you money, it can 
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Being smart about credit involves more 
than just picking the right card. You can 
be diligent about choosing a card with 
no annual fee, a long grace period, and 
the lowest APR on the market, and still 
run up thousands of dollars of debt.

What can really get you into trouble 
with credit cards is how much you 
charge, or more precisely, how much 
more you charge than you’re able to pay 
off. Whether or not you stay ahead of the 
credit game depends on how you handle 
some all-too-familiar situations.

MONEY DOWN…AND OUT
A lot of credit card spending is done 
on the spur of the moment, when you 
haven’t planned on buying something 
and you don’t have cash on hand.

For example, suppose you’re out 
for dinner or drinks with a group of 
friends and the server brings one check? 
It makes life a lot easier just to pull out 
your card and collect cash from every-
one else—to say nothing of the ego trip 
it can be. But chances are you’ll put the 
cash you collect into your pocket rather 
than your bank account. And it’s equally 
likely that one or more of the group says 
they’ll have to owe you their share.

Plastic: Power or Peril? 
If you don’t have enough green when you charge, 
you’ll end up seeing red.

Of course, if you’ve got the will  
power to set aside the cash you get from 
your friends until your monthly bill 
comes due—or the brain power to keep 
a running tally of how much the ones 
who haven’t paid still owe you—there’s 
nothing wrong with picking up the bill 
once in a while. But if it gets to be a 
habit, or if your friends take advantage, 
it can turn into a real problem.

IT’S NO BARGAIN
One of the best uses of credit—the  
ability to buy things at a good price even 
if you don’t have the cash—can also  
create a financial nightmare if you do  
it too often.

For example, what if there’s a huge 
sale at a store where you’ve had your eye 
on a new piece of electronic equipment, 
or a new jacket, or something as essential 
as a bed? There’s no question that getting 
40%—or whatever—off the full price is 
a good deal.

But if that extra $500 or $900 on top 
of your typical credit card balance is 
more than you can repay, you may be 
digging yourself into a hole. And the 
more often you add a major purchase, 
the larger, or deeper, the problem  
can get. 

DANGER IN STORE
Often, when you’re shopping at a retail 
chain or department store, you’ll be  
offered a chance to apply for a store 
credit card, usually with an opportunity 
to save money on your current purchase 
or to take advantage of other savings 
in the future. This can seem like a good 
deal when you’re standing at the check-
out counter, and it can even be  
a good deal sometimes. 
But don’t forget what it will 
mean for you down the line.

First of all, these cards of- 
ten have even higher APRs 
than regular cards, sometimes 
as high as 25%. Some have 
shorter grace periods than 
regular cards. And it’s a fact 
of life that people tend to 
spend more using a card 
than they do if they’re 
spending cash. The lure 
of the additional 10% or 
15% savings the store  
offers you to open and use 
your account can tempt you 
into spending more than  
you might otherwise.

In addition, taking on  
multiple cards—and their credit 
limits—can make you look like a risk to 
future creditors. You can appear to be 
overextended even if you stop using  
the cards after taking advantage of the 
initial offer. Surprisingly, canceling  
the cards you’re not using doesn’t  
necessarily improve your  
credit standing.

And while it may seem inconsequen-
tial, the more bills that arrive during 
the month, the harder it can be to stay 
on top of all of them, even if the total 
amount you charge isn’t huge.

THE BARE MINIMUM LEAVES
YOU ExPOSED

What you charge each month  
becomes all too clear when your 
monthly statement arrives, and you 
see how much you owe. There are 
basically two ways to deal with your 
statement: You can pay all or at 
least a substantial portion of your 

balance. Or you can make the 
minimum payment, which  
must be enough to pay all of  
the interest and some principal 
each month.

While paying the minimum 
keeps you out of trouble with 
creditors, it’s much more costly in 
the long run, since you’ll always be 
paying interest on a large amount, 
which doesn’t decrease very rap-
idly. For example, if 
you pay a minimum balance 
of $20 on a $300 purchase you 

made with a card that has an  
18% APR, you won’t pay off that debt  
for 18 months, and it’ll end up costing 
you $343—over 14% more than the  
purchase price. And that’s if you don’t 
buy anything else in the meantime. 

But if you could pay $50 a month, it 
would take you only seven months to  
repay and cost $317 in total. Of course,  
if you paid off the whole $300 when  
you first got the bill, it wouldn’t cost  
you anything extra—that’s  
the best possible  
credit scenario.

I worked for six months as a personal assistant to  
a film executive. As part of my job, I had to go 
shopping for my boss. I charged big-ticket items to 
my own personal credit card—cases of champagne, 
expensive clothing, a $500 gift for the executive’s 
fiancé—and then waited to get reimbursed. My 
credit limit doubled while I had the job, and when 

the executive was late in reimbursing me, I had to pay the 
interest that accumulated on the balance.

—Caddie H., 24
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The monthly billing 
statement your credit 
card company sends 
you provides the most 
important things you need  
to know about your credit account:  
how much you owe and when payment 
is due. 

But you can find out a lot more,  
including all the activity in the account 
since your last statement, and what 
you’re paying in fees and finance charges, 
if anything. 

Your Monthly Statement
Your monthly credit card statement tells you what you 
owe—and a lot more.

or forget to credit you for something you 
return. And credit card numbers can 
easily be stolen, leading to charges that 
aren’t even yours to begin with.

Paying close attention to your state-
ment can also help you evaluate your 
spending habits and improve them if you 
want to. Since you can see exactly where 
your money goes, as well as how much 
you spend, it’s easy to figure out what 
portion of your card spending is going to 
discretionary items and what portion is 
going to necessities.

ONLINE STATEMENTS
Many card companies let you view your 
statement online. This can make the  
information you’ll find a lot more timely 
and convenient, as well as a lot more  

useful. You can check your account  
status any time and from anywhere.  
But that’s just the beginning.

Since online records are updated 
regularly, you can see exactly what’s  
happening with your account whenever 
you want, without having to wait for a 
paper statement to arrive once a month. 
And most cards let you make payments 
online, which can save you time and 
make your life a lot easier.

Some cards even go beyond a simple 
online statement—they can notify you 
by email when a billing period on your 
account closes, for example, or when a 
payment posts to your account. If your 
card offers extra reminders like these, it 
can’t hurt to take advantage of them.

PAYER BEWARE
If the box that tells you the 
balance due is less than your 
outstanding balance, it’s  
because the card company is 
actually happier if you don’t 
pay off everything you owe 
them. They prefer you to have 
to pay some finance charge.

JUNK MAIL, CREDIT STYLE
You’ll probably get a lot of other ma-
terial in the envelope that holds your 
monthly statement, most of it offers of 
various things to buy. At first glance, 
these can seem like great deals. They 
may not require any money up front, 
and you can pay for items over an 
extended period of time.

But if you stop to analyze—and to 
do the math—they’re often actually 
just long credit arrangements that can 
cost you a lot more than whatever 
you’re getting is worth. Think about 
it: If a credit card company offers you 
something, it’s usually because the 
company hopes to make money  
doing it.

AN EYE TO THE STATEMENT
Every credit card statement looks a  
little bit different, but they all contain 
pretty much the same information. Make 
sure you understand everything that’s 
being reported—it’s the key to  
using your card wisely.

It’s always a good idea to check  
over each entry to make sure that every 
charge is accurate, and that every pay-
ment you make shows up for the right 
amount. It’s easy for a merchant to slip 
up and charge you twice for a purchase, 

Your new balance is what you owed when  
the statement was issued. It includes the  
purchases you made in the billing period that  
just ended, as well as any outstanding balance,  
finance charges, or late fees you owed when  
the period started. Any part of the new balance 
that you don’t pay gets carried forward into the 
next period, and you’ll have to pay interest on it.

Your statement closing or billing 
date shows the date your statement 
was created. Any charges and pay-
ments on your account after this date 
will appear on your next statement.

You have to pay at least your  
minimum payment by the 
payment due date or you’ll 
be penalized with additional 
charges or late fees.

You can use your credit card  
to withdraw money from  
an ATM up to your cash  
advance limit. You pay a  
finance charge from the day 
you withdraw until the amount 
is repaid. There’s usually no 
grace period on cash advances.

Charges are the purchases 
and cash withdrawals you 
make. Each of 
these has a date 
and a reference 
code in case you 
need to discuss  
it with your card  
company.

Credits are 
amounts sub- 
tracted from the 
balance you  
owe because  
of payments  
you’ve made,  
corrections of  
incorrect charges, 
or merchandise  
you returned.

Your previous  
balance is the 
amount you owed 
when your last  
statement was issued. 
Your new balance is 
calculated using  
this number as a  
starting point.

Your finance charge 
is the interest that has 
accumulated on the  
balance you owe.

Your total available credit is the 
amount you could still charge at the 
time that the statement was issued.  
It’s equal to your total credit limit  
minus any charges that were  
outstanding at the time.

Your credit limit, also known as 
your credit line, shows the total 
amount of credit you have access  
to with your card.

The minimum payment due  
is the amount you have to pay in 
order to keep your account in  
good standing—that is, without  
incurring any penalties or harm  
to your credit history. This  
amount must cover the interest  
and some principal.
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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 infor-
mation about you that might influence 
the way lenders evaluate your creditwor-
thiness. This can include anything 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 per-
son to apply is offered a higher—or 
lower—rate? These kinds of things hap-
pen 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, or prime 
rates—go to applicants with the highest 
scores. Applicants with low scores, some-
times called subprime 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. 

GOOD NEWS AND BAD
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

At the same time your potential 
creditors are looking for evidence 
that you’ve used credit wisely, 
they’re also alert to danger signs. 
Those red flags can include:
• A large number of open credit

accounts, especially if they
have large credit limits

• Three or more payments more
than 30 days late

• Loans in default
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Reading a Credit Report
If you can read credit reports, you’ll know what 
they’re saying about you.

If you can think of anything that might 
reflect badly on how creditworthy you 
are, chances are it’s already in your  
credit report. From new credit cards you 
haven’t used yet to more substantial  
issues, like a repossessed car or unpaid 
college loan, credit reports cover a 
breadth and depth of information  
that can be staggering—and some- 
what alarming. 

The trick is to be sure that creditors 
will like what they see when they check 
your report. The good news is that 
you can improve your 
chances of getting  
approved if you review 
your report ahead of 
time. That way you’ll 
have time to correct  
any mistakes and clear 

INQUIRING MINDS WANT  
TO KNOW
Your credit report also contains 
one or more lists of creditors 
who’ve made inquiries about you 
or asked to see your report in the 
past 24 months.

That’s important because  
potential lenders sometimes  
interpret repeated inquiries as  
evidence that you’re taking on 
too much debt and overextend-
ing your ability to pay. And they 
may be reluctant to give you 
credit if you’ve already been  
rejected by other lenders. It does 
seem like a catch-22 that you’ve 
got to have a credit history to be 
able to get credit, but it’s a fact 
of life.

There’s a list of inquiries that 
won’t hurt your credit chances. 
That’s the list showing the  
creditors who want to offer you 
credit —including the unsolicited 
credit card applications you get 
in the mail. You can see that  
list, but it isn’t released to  
other creditors.

Each of your credit  
accounts is listed on 
your report, along with 
the credit issuer’s address 
and your account num-
ber. Any accounts that 
could have a negative  
effect on your credit  
history show up at the 
top of your report, with 
dashes before and  
after their 
identifying 
numbers.

Type and terms show 
whether an account is  
revolving credit or an  
installment loan.

Your credit limit 
is the most you 
can owe on an 
account. Your 
high balance is 
the most you’ve 
ever owed.

The most recent balance is 
the amount you owed on an 
account as of your most  
recent statement.

GETTING A REPORT
Everyone is entitled to a free credit  
report from each of the national credit 
reporting companies each year, thanks to 
the FACT Act. You can ask for all three 
at once or one every four months, either 
online at www.annualcreditreport.com 
or by calling 877-322-8228. Spreading 
out your requests is probably smart, so 
you’ll know quickly if there’s a problem. 
You’re also entitled to a free report if 
you’ve been denied credit, employment, 
or insurance within the last 60 days.

You can request a report by phone or 
online. Contact Equifax at 800-685-1111 
or www.equifax.com, Experian at 
888-397-3742 or www.experian.com, 
and TransUnion at 800-888-4213 or
www.transunion.com.

The comments section is 
crucial for evaluating your 
credit. It shows the status of 
the account, if you’ve ever 
paid a bill 30 days or more 
past its due date, and if so, 
how late. It should also show 
any comments you’ve sent 
to the creditor, such as  
noting that you’ve closed  
an account or disagreed  
with a charge or penalty.

TO THE LIMIT
If you’ve never had a card before,  
chances are the credit limit you’re offered 
will be pretty low to start. But as you 
use a card, the company will probably 
increase the amount it will allow you to 
charge. And once you’ve got one or two 
cards, you’ll find yourself getting card  
offers with higher and higher limits. 
That’s because your use of the credit 
identifies you as someone companies  
can trust to spend money—which means 
you can probably make money for them.

Credit card companies don’t offer you 
higher credit limits as rewards for good 
behavior, or because having access to 
more money is always in your best  
interest. That’s why you don’t have to 
waste any energy worrying that a card 
issuer might cut off your credit, or cancel 
your card, because you owe them money. 
In fact, as long as you don’t default, or 
stop paying what you owe, the more you 
owe them, the happier they’ll be. That’s 
exactly why they go looking for your 
business in the first place. 

up any outstanding problems with 
payment histories.

A general rule of thumb is that the 
more credit you’re planning to apply 
for, the sooner you should take a look at 
your report. If you want to rent an apart-
ment or get a new credit card, check just 
before you apply to make sure the infor-
mation on your report doesn’t cause any 
unnecessary delays. If you’re applying for 
a mortgage, give yourself at least three to 
six months to sort out any problems and 
put your best foot forward.

Your use of credit 
gives a detailed  
payment history  
of each account,  
usually going back 
up to 24 months.  
It shows each 
monthly balance for 
revolving credit and the 
outstanding balance on  
installment loans.

64

CREDIT AND DEBTCREDIT AND DEBT

65



Dealing with  
Credit Problems
You might find yourself invaded by  
problems with creditors and credit. But 
you’ve got rights to help you sort things out.

ASK NICELY
If you’re usually 
an exemplary 
credit cus-
tomer, you 
can some-
times persuade your lender  
to let you off the hook if you  
go over your credit limit, or if 
your payment arrives late. Try 
asking the customer service  
representative to waive any 
charges or interest. If you’re  
polite as well as persistent, and 
their records show months of 
prompt payment, there’s a good 
chance you’ll escape the charge. 
Just don’t try it too often.

It’s even possible to talk a 
creditor out of raising your APR. 
There’s often no reason for these 
increases other than the issuer’s 
desire to make more money. 
Politely pointing out your  
history as a good customer  
may get them to back off.

FREEZE!
Once you dispute a credit billing issue, the 
creditor you’re dealing with can’t release 
potentially damaging information about 
that charge to other creditors or credit 
reporting companies.

With almost 200 million consumers in 
the credit-reporting system, mistakes are 
inevitable and problems are sure to crop 
up. Stolen cards, lost payments, billing 
errors, and disputes with lenders can all 
cause you grief as well as harm your  
potential for getting credit in the future. 
But as long as you know your rights and 
take a few precautions, it’s not hard to 
take action if problems come up.

Your first step should be a preven- 
tative one. Hold on to all of your credit-

related information and paperwork, 
including receipts from purchases you 
make using credit cards, billing state-
ments, canceled checks used to pay 
credit bills, credit agreements, policy 
changes, and anything and everything 
else that seems important. That way 
you’ll have evidence to back you up in 
case of any disputes. 

TRUTH, LENDING, AND THE 
AMERICAN WAY
When you apply for credit, you’re 
protected against discrimination  
under the Equal Credit 
Opportunity Act (ECOA). The 
ECOA states that lenders cannot  
reject credit applicants on the 
basis of race, sex, marital  
status, age, national origin,  
or the fact that you receive 
government assistance. In fact, 
they’re required to consider 
public assistance in the same 
light as other forms of income.

You’re also protected in 
any credit agreement by 
the Truth-in-Lending 
Act, also known as 
Regulation Z. Under 
Regulation Z, lenders 
have to tell you in  
writing certain terms  
of the credit they’re  
offering before  
you borrow  
from them.

FITTING THE BILL
If you find what seems like  
an error in a credit billing  
statement, you’re entitled 
to dispute it under the Fair 

Credit Billing Act. This law 
defines billing errors as:

• Charges that you, or other people
authorized to use your account, 
didn’t make

• Incorrect credits or payments, or ones
that show the wrong amount or date

• Charges for items that you didn’t
accept on delivery, or that weren’t
delivered as agreed upon

• Computational errors

• Failure to deliver your billing state-
ment to your current address with
20 days notice of an address change

DOING YOUR PART
If you receive a statement you believe  
to be incorrect, you have 60 days  
from when it was mailed to notify the 
creditor in writing. Be sure to write to 
the address for billing inquiries, and  
to include your name and account  
number as well as an explanation of 
which portion of your bill you think  
is incorrect.

The company then has 30 days to  
acknowledge your letter, and 90 days to 
resolve the problem. During this time 
you are free to use the card, and while 
you should pay all parts of your bill that 
aren’t in dispute, you don’t have to pay 
the disputed amount, or any finance 
charges that it incurs.

Some creditors are quick to respond 
to queries and complaints, while others 
may stall, insist you’re the one in error, 
or otherwise make your life difficult. If 
you’re involved in a long-term credit 

relationship, as you might be with a 
mortgage or car loan, you may just have 
to be persistent and patient. 

But since you have such a choice of 
credit cards, there’s no reason not to  
cancel your account if you find that 
your card company seems unwilling to 
respond to your inquiries or slow to get 
them resolved. But even if you cancel  
a card, you’ll still have to resolve all  
outstanding issues and payments.

REjECTIONS AND REPORTS
If you’re denied credit, you’re entitled to 
know why. So contact the lender. There’s 
always the possibility that the decision 
was based on incorrect or inaccurate  
information. One study found that 29% 
of all credit reports contain errors that 
could result in your being denied credit. 
Another pegged it at 33%. As simple a 
mistake as misspelling your name can 
mean your credit history gets mixed up 
with someone else’s.

If you’ve been turned down or offered 
a high rate, the lender has to tell you  
the credit score it used and which credit 
bureau it came from. Ask the credit  
bureau for a copy of your report—it’s 
free if you ask within 60 days of being 
rejected. If you find that your report 
does contain an error, notify the credit 
bureau that issued it and the lender 
that rejected you immediately. The Fair 
Credit Reporting Act requires that 
they both investigate your dispute—
although they’re not required to make 
any changes to your report if they don’t 
think the change is warranted.

Check your report again 90 days after 
you contact the credit bureau and lender. 
If it hasn’t been changed as a result of 
your complaint, you’re entitled to write 
an explanatory comment of 100 words 
or less that must be included in all  
future reports.
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Getting in Step with a Loan
Loans can be tough to get when you’re young. But a 
strong credit history can keep you in contention.

If you want to do something that costs 
a lot of money, like starting your own 
business or making improvements to 
your home, you’ll probably need a  
loan to help pay for it. The process of  
applying for, obtaining, and repaying  
a loan—sometimes described as  
installment credit—isn’t easy,  
especially when you’re just starting  
out. Unlike credit card issuers, lenders 
won’t be beating down your door to 
offer you loans. But there are things  
you can do to make it easier to get a 
loan—and to pay it off.

APPLYING YOURSELF
When you apply for a loan, you’re  
judged on many of the same criteria  
that are used when you apply for a credit 
card, including your credit score and 
whether you have a regular job. But  
since there’s often a lot more money  
at stake with a loan, you’ll probably  
find lenders digging deeper into your 
financial situation.

For example, a lender may ask to see 
current paystubs or recent income tax 
returns as evidence of what you earn. 
But having a bigger income doesn’t   
automatically make you eligible for a 
loan. How you handle the income is 
equally important.

In deciding whether you’ll be able  
to repay the loan, lenders also look at 
your net worth. That’s the value of  
the things you own, including cash,  

securities, and personal property, minus 
what you owe on your credit cards or 
other debts. Lenders will probably ask 
you to provide this information on a 
standard form. And they typically ask 
for the account numbers and balances 
for whatever bank, brokerage firm, and 
credit card accounts you have. 

Being judged on your net worth can 
work against you when you’re young. 
After all, you probably don’t own that 
much in terms of assets or property, 
which is why you’re applying for the loan 
in the first place. But if you’re investing 
for retirement with a 401(k) or you’ve 
opened an IRA—which you should  
be doing anyway—the money you’ve  
invested can help strengthen your  
financial position. While lenders can’t 
dip into your retirement accounts to 
cover your loans, they usually include 
the amounts as part of your assets. That 
should give your application a boost.

WHAT A LOAN COSTS
When you’re shopping for a loan, check 
the total cost. While the principal, or 
the amount you borrow, and the  
interest you pay are very important, 
you’ve got to look at other factors as well. 
The term of the loan, and the fees you 
pay for applying and for having your 
credit checked are also crucial.

A loan’s annual percentage rate 
(APR) helps you compare costs because 
the APR takes into account the fees you 
pay to arrange the loan, as well as the  
annual interest charges. That gives you 
an accurate picture of what you’ll  
actually pay to borrow.

Interest rates, and therefore APRs, 
vary widely, and are significantly lower  
in some periods than others. A drop 
or increase in rates reflects what’s hap-
pening in the economy as a whole, and 
whether borrowing overall is relatively 
cheap or quite expensive. What doesn’t 
change, whatever the rates are, is that  
you want the lowest APR you can find.

Of course, on a $10,000 loan that 
you’ll repay over three or four years, it 
doesn’t work out to a very big difference 
in your monthly payments. But if you 
ever take a mortgage, where you’ll be 
paying many tens (or hundreds) of  
thousands of dollars over 30 years, an 
extra 0.35% or 0.50% means you’ll be 
paying a lot more money.

Lenders are required by law to tell  
you a loan’s APR in their advertising, 
which means you can compare different 
loans on equal terms without having to 
do any of the figuring on your own.

BORROWED TIME
The term of a loan is an important  
factor in keeping your cost as low as  
possible. While a shorter term means 
that you’ll be making fewer, but larger 
payments, it also means that you’ll be 
paying interest for fewer years. That 
brings your total cost down. So $10,000 
you borrow at 10% would cost you 
$322.68 per month on a three-year loan, 
$253.63 on a four-year loan, and $212.48 
on a five-year loan. But the total cost 
with the three-year loan would be about 
$11,590—instead of more than $12,700 
after five years.

FIRST THINGS FIRST
When you start paying back a loan,  
every check you write pays off a certain 

Amortization is another word 
for the process of paying off a 
long-term loan. It comes from 
the French verb for “to bring to 
death.” Although you might feel 
like you’re the one dying after a 
few years of payments, it’s the 
loan that’s being amortized.

portion of the interest and a certain  
portion of the principal. Banks and most 
other commercial lenders front-load 
their interest so that they can maximize 
their profit. Since you’re paying mostly 
interest at first, it takes a substantial 
amount of time to begin reducing  
your principal.

 Assets
– Liabilities

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

More than 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 
Stafford 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.

You’re not making an irrevo-
cable decision. You can usually 
switch plans if you need to.

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 requires fixed or gradu- 
ated payments for up to 25 
years. 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  
considerably longer period. Of course, 
this increases the overall interest you’ll 

The income-contingent repay-
ment plan resets your monthly 
payments each year based on your 
income, family size, and Direct Loan 
balances. If your payments aren’t large 
enough to cover the interest due, it is 
capitalized and added to your principal. 
If you haven’t paid off the loan after  
25 years, you may qualify to have the 
balance discharged. But the discharged 
amount may be taxable.

You may qualify for the income-
based repayment plan (IBRP) if  
your payment would be less than with  
a ten-year plan. The payment is based  
on income and family size, and may  
allow you to have any remaining balance 
forgiven if you meet the criteria. One  

of those is work-
ing full-time 
in a public  
service job. 

HOLD ONTO THAT DEBT!
If you’re not used to having debt, you  
my want 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 this debt on a long-term 
schedule.

That’s because for many people, the 
interest is 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, especially a tax-deferred 
savings plan, such as an IRA.

DEFERMENT, FORBEARANCE, 
AND FORGIVENESS
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 for as  
long as the deferral lasts. If you have a 
subsidized loan, no interest accumulates. 
If the loan is unsubsidized, interest  
does accumulate.

If you don’t qualify 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 until the forbearance ends,  
but your loans will continue to accumu-
late interest.

If you make at least 120 payments 
on your federal student loans under a 
qualifying repayment plan while you’re 
working full time in a public service  
job, you may be eligible to have an out-
standing balance forgiven. Amounts  
that are forgiven aren’t taxable, which 
is an extra bonus. You can find more 
information at www.studentaid.gov by 
searching for loan forgiveness.

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 fairly near future, 
the graduated repayment plan might 
be best for you. The repayment period 
is up to ten years, and the amount due 
increases every two years. No single 
payment will be more than three times 
larger than an earlier one. You may pay 
somewhat more interest than with a 

standard plan, but not 
as much as with 

longer plans.

To find current information  
on your Stafford Loans, go to  
the National Student Loan  
Data System website at  
www.nslds.ed.gov or call the 
Federal Student Aid Information 
Center at 800-4-FEDAID.

HANDLING MANY 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 
consolidation. When you consoli-

date your federal loans, you take a 
new loan, the consolidator pays off 
your existing loans, and you make  
just one payment. The new rate is 
an average and can’t be higher than 
8.25%. You can choose a payment 
term up to 30 years, but a longer 
term means you pay more interest. 
Consolidating may make you eligible 
for forgiveness for public service work.

Fixed payments, 
fixed term

Lower payments, 
longer term

Increasing payments 
over time

Varying payments for up 
to 25 years

StandardStandard

ExtendedExtended

GraduatedGraduated

Income- 
Contingent
Income- 
Contingent
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required to report your parents’ income 
or assets. So you won’t lose the chance  
to get federal money because of your 
family’s financial situation.

FEDERAL AID
Stafford Loans are the most common 
form of federal aid—in fact, most  
graduate students are eligible to receive 
them. The government sets annual 
loan caps for graduate students that are 
higher than the caps for undergraduates, 
plus an aggregate cap of $138,500 that 
includes both graduate and under- 
graduate loans.

There are two kinds of Stafford Loans. 
Subsidized loans require that you  
demonstrate financial need. If you’re  
in school at least half time, or if your 
loans are in the grace period or in defer-
ment, the government pays the interest 
on them. You can take unsubsidized 
loans regardless of your financial situa-
tion, but you’ll be responsible for all of 
the interest that accumulates.

Based on your income, you may also 
be eligible to take a Lifetime Learning 
Credit when you file your federal in-
come tax return, 
reducing the 
amount you owe.

EARN WHILE  
YOU LEARN
Assistant- 
ships are another 
way to finance 
graduate education. The opportunities 
they provide for research or teaching  
can enrich your resume as well as your 
bank account. 

Assistantships are almost always  
competitive positions, and they can  
often cover a substantial part of your 
tuition and living expenses—in recent 
years, full-time students with assistant-
ships have earned an average of $15,000 
to $25,000 a year. And that’s money 
you’re earning, not borrowing, so there’s 
no payback or interest later on. (You do 

owe federal income tax on fellowship 
income, but not on scholarship aid.)

But make no mistake about it—you’ll 
be working to earn that money. Many 
assistants work 20 hours a week or more, 
especially those in teaching positions. 
That kind of time commitment can be 
difficult when you’re already busy with 
your own work, and it can make what 
you’re getting paid seem a lot smaller.

In recent 
years teaching 
assistants at 
some schools 
have unionized 
to petition  
for better  
working condi-
tions. If you’re 

considering applying for this combina-
tion of work and aid, make sure the 
schools and departments you’re looking 
at treat their assistants fairly.

SOME STRINGS ATTACHED
Your employer may agree to pay for part 
or all of your education. But this free 
schooling isn’t exactly free. Typically, 

you’ve got to agree to go back to your 
job for at least a few years after you get 
your degree. 

If you’ve been happy at the company, 
and you want to stay in the same line 
of work, this can be a great deal. But be 
sure it’s really what you’re looking for. 
You don’t want to get locked into a job 
or career path that looks a lot less  

exciting at the end of grad school than 
it did at the beginning. And pulling out 
of an agreement with your employer can 
result in penalties and fees, as well as 
education costs you weren’t expecting.

If you want to take advantage of an 
employer’s offer without committing to 
something you’re unsure of, see if you 
can work out an agreement that lets you 
go to school part-time and still work. 
That way you can keep your hands in 
both worlds without making a future 
commitment you may later regret.

WHO GETS WHAT?
Students in different graduate  
programs often finance their  
educations in different ways. While 
students in PhD programs can often 
get assistantships and grants as well 
as loans, medical and law students 
usually can’t work while in school 
and depend more heavily on loans.

But it always pays to ask what’s 
available. A state university might  

offer you a reduction to in-state  
tuition rates even if your home is 
elsewhere. Or a private university 
may have discretionary funds it can 
make available to select students.

If more than one school seems  
interested in you, you may be able 
to negotiate more help from the  
one you prefer by mentioning what 
another school is offering you.

DO THE FAFSA FIRST
Regardless of your financial situation, 
your first step should be to fill out 
the Free Application for Federal 
Student Aid (FAFSA). It determines 
your eligibility for federal Stafford 
Loans, as well as many grants, scholar-
ships, and other non-federal aid. Filling 
out the FAFSA can be time-consuming, 
and you’re asked for all sorts of personal 
financial information, so be sure to leave 
yourself enough time. The federal filing 

And while getting a postgraduate degree 
often means you’ll make more money 
down the road, you’ll still need to finance 
your education while you’re in school.

If you depended on financial aid to 
pay for college, you’ll be familiar with 
some of the procedures. But you’ll find 
some new things to deal with as well.

Paying for 
Graduate School
If you study the different ways to pay for grad school, 
you can probably swing it.

Graduate school can be a huge step. It’s 
likely to mean a dramatic change in your 
lifestyle, both personally and financially. 

deadline is June 30 of the year for which 
you’ll need funding, but the sooner you 
get your application in, the better chance 
you’ll have of getting federal money. 
Most graduate programs require that 
you submit your FAFSA in early spring 
for their institutional financial aid pro-
grams. You can complete the application 
online at www.fafsa.ed.gov.

If you encountered the FAFSA when 
you applied for undergraduate aid, you’ll 
find this a welcome change: You aren’t 

Grad School 
 FUND
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WARNINGSIGNS:• Maxing out your credit cards• Squeaking by on minimum payments• Depending on overtime pay• Dipping into your savings account

You’re probably making more money 
now than you ever have before. But 
you’ve probably got more expenses too. 
That’s a dangerous combination. It’s far 
too easy to spend a lot more than you 
actually have. And that leads to trouble 
with debt.

Of course, getting sick, losing your 
job, and other things beyond your  
control can also land you in debt. But 
there are usually ways to prevent debt 
problems, as well as ways to improve 
your situation if you do get into trouble.

WARNING SIGNS
The best way to handle debt is to avoid it. 
Spending within your means and watch-
ing how you use credit—especially credit 
cards—can help. But if you don’t know 
what debt trouble looks like, it can sneak 
up on you. If you find yourself in any of 
these situations, it’s time to start manag-
ing your finances more carefully:• Regularly paying only the minimum

on your credit cards or missing
payments altogether• Regularly hitting your credit limit
on your credit cards• Needing to withdraw money from
your savings account to cover bills
or basic expenses• Having trouble paying for an
unexpected expense, such as car
repairs or a new phone• Depending on unpredictable income, 
such as gifts from family, to get by

FINDING REMEDIES
To start dealing with debt, take a close 
look at your monthly spending and  
pinpoint some areas where you can cut 

Dealing with Debt
It’s dangerously easy to fall into debt when you’re young.

back to free up more money for your 
debts. Then make paying your bills every 
month a priority—not an afterthought.

CAN YOUR CARDS
Since interest on credit cards is higher 

than on most other sources of 
credit, they’re particularly 
dangerous if you’re teetering 
on the brink of debt disaster. If 
you find yourself in such a situ-

ation, it might be time to get rid 
of your cards, especially if you’ve 

had problems with overspending. Even 
if you keep one card for emergencies, it’s 
probably smart to pay in cash or with a 
debit card most of the time.

GET OUT OF DEBT
If you end up in serious debt trouble, 
don’t give up. You can take a number  
of approaches to resolving debt  
problems, a process often known as  
restructuring debt.

The simplest thing you can do is to 
ask your creditors to rewrite the terms of 
your credit agreements so that your bills 
are easier for you to pay off. This often 
means smaller payments over a longer 
period of time, which of course means 
you’ll end up paying more interest and 
increasing your overall cost. But that’s 
usually a better deal in the long run than 
having to default or declare bankruptcy.

If you need help dealing with your 
creditors or figuring out the best way to 
handle your debts, a non-profit credit 
counseling service can help. For a  
relatively modest cost, they’ll help you 
come up with a repayment plan that’s 
feasible for you. Check out: the National 

Foundation for Credit Counseling 
at www.nfcc.org or the Association 
of Independent Consumer Credit 
Counseling Agencies at www.aiccca.org.

Credit counseling is really about 
changing the way you handle money,  
not just getting out of a financial tight 
spot. A repayment plan is a great  
idea, but you also want help creating 
a spending plan and advice on how to 
stick to it. Otherwise, history is apt  
to repeat itself.

PUTTING IT TOGETHER
Using a loan consolidator is another 
way to handle debt. Consolidators lend 
you money to pay off your bills, and you 
repay the consolidator instead of your 
original lenders. 

While debt consolidation may allow 
you to make a lower, more manageable 
monthly payment, the interest rates  
and fees that consolidators charge can  
be much higher than you’d otherwise 
pay. And since many of them impose 
heavy penalties for paying off your 
debt ahead of schedule, you might find 
yourself stuck with even more financial 
headaches than you had before.

STUDENT LOAN DEFAULT
There’s a slightly different course of 
events if you fall behind on repaying  
student loans. If you don’t make a  
payment on time, you’re considered  
delinquent. If you don’t make pay- 
ments as required by your promissory 
note, your loans go into default. The 
consequences can vary, from a damaged 
credit rating to having your federal tax 
refund withheld or even having your 
wages garnished.

If you’re subject to garnishment, a 
percentage of your paycheck is withheld 
to pay your loans. Since that means  
your employer will find out about your 
situation, it can be embarrassing and  
potentially damaging to your job  
security as well as financially harmful. 

Default can also result in your having 
to pay any costs your lender incurs in 
order to collect the outstanding money 
you owe. You’re no longer eligible for 
additional federal student aid, you lose 
deferment or forbearance options, and 
your loan can’t be forgiven. And these 
loans are almost never written off, so 
they’ll haunt you. It’s smart to contact 
your lender to try to put together a feasi-
ble plan before you get into real trouble.

BANKRUPTCY
Filing for bankruptcy is a last  
resort, something you should be 
considering only if you’re looking at 
an extremely long period of debt  
repayment, usually five or more 
years. When you file for bankruptcy, 
the court where you file allows you 
to discharge your debts. Under 
such a plan, you pay less than  
the full amount you owe, and  
your lenders recover some of  
their money.

By resolving your debt, bank-
ruptcy allows you to get a new  
start. You’re legally protected from  
creditors, so you know that your 
situation can’t worsen. But bank-
ruptcy damages your credit history, 
and you stand to lose many of your 
assets in order to repay your debts.

Remember, too, that bankruptcy 
doesn’t wipe out amounts you owe 
the government for income taxes  
or student loans, or get rid of any  
alimony obligations you may have.

I needed a way to  
picture the debt I was 
in. What I did was take 
a big sheet of graph  
paper and plot out the 
monthly balances on  
all of my credit cards  

in different colors. This worked for 
me—it was very helpful to pick a line 
and watch it head down to zero as  
I paid off the card.

—Holly D., 34
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UNSECURED

Points of Interest
Whether you’re watching out for pitfalls or on the  
lookout for good deals, the more you know about credit, 
the better.

WARNING: PAY IT OFF
Thanks to credit card rules that went 
into effect in 2010, your monthly state-
ment must tell you how long it will take 
to pay off your balance if you pay only 
the minimum due each month and how 
much you’ll pay in finance charges. It can 
be a real eye-opener. You’ll also find out 
how much you’d have to pay each month 
to pay off the total in three years and 
what that would cost. 

If you make more than the minimum 
payment due, the credit card company 
must apply the extra to the balances with 
the highest interest rates first. That works 
in your favor because it should help you 
reduce your debt more quickly. 

TO WHOSE CREDIT?
If you’re married or have a partner, you 
can apply for credit as an individual or 
make a joint application. The advantage 
of applying jointly is that both incomes 
and job histories count, which may help 
you to qualify more easily. The drawback 
is that both of you are responsible 
for paying the bills no matter 
which of you spent the 
money. This can be a 
problem if you have  
different spending habits, 
or if your relationship 
comes to a bad end.

Most financial advisers 
urge you to keep at least one 
card in your own name or apply 
for credit as an individual, even if 
your other finances are handled jointly. 
And they suggest using the card regularly 
and paying the bills on time. This way, 
if you suddenly need access to credit in 
your own name, you’ll have it.

What won’t help you build a credit 
history is being listed as an authorized 
user on someone else’s individual  
account. Even if the card you’re using  
has your name on it, your use of credit 
won’t be recorded in your name. It will 
go on the record of the main cardholder.

REASONABLE USE
If you’re not charging more than you 
can pay off, there’s no reason not to put 
as many expenses as you want on your 
credit card. It saves you the trouble of 
having to carry cash and simplifies your 
monthly bill-paying. And, if you have  
an affinity card, using it regularly is a 
good way to accumulate points for air 
travel or qualify for free shipping or  
discount coupons.

SECURED vs. UNSECURED
Most loans you’ll qualify for are secured 
loans. That means you are required to 
put up assets as collateral on the money 
you borrow. If you can’t repay your debt, 
the lender can repossess, or take back, 
your collateral and sell it to recover what 
you owe.

For example, a car loan is a secured 
loan—if you don’t make your payments, 

the lender has the right to repossess your 
car. The same goes for a mortgage, with 
your house as collateral.

Unsecured loans don’t require  
collateral, just your promise to repay—
and the lender’s belief that you’re 
creditworthy. For example, your student 
loans are unsecured. But if your parents 
took a home equity loan to help pay 
your tuition, it’s secured by the  
family home.

Because unsecured loans carry a 
greater risk, commercial lenders may  
be reluctant to make them if you need 
the money for anything but educational 
expenses. The lenders who regularly 
make unsecured loans tend to charge 
high interest rates.

You’ll probably have an easier time 
arranging an unsecured loan informally, 
from a friend or family member.

THE BASICS  
ON BASIS POINTS
If you’re looking for a loan (or dealing 
with repaying one), you’ll probably hear 
lenders mention basis points. They’re 
referring to the unit that’s used to  
measure differences in interest rates.

A basis point is 1/100 of a percentage 
point. So if you’re paying 7.25% interest 
on an adjustable rate loan, and the 
rate goes up 25 basis points, your 
new rate is 7.5%.

1 BASIS POINT
= 0.01%

25 BASIS POINTS
= 0.25%

SWEETENING THE DEAL
The government offers several incentives 
for doing the right thing with your  
student loans. For example, if you  
sign up for electronic debiting for  
your monthly payments, you’ll 
get 0.25% deducted from 
your interest rate—in  
addition to the 
time and  

energy 
you’ll save 

by not having 
to send a payment  

by regular mail each 
month. And you may get an interest  
reduction for having a good record  
of on-time payments. Check the  
Direct Loan website regularly at  
www.ed.gov/DirectLoan or with your 
lender for information about these  
offers, and be sure to take advantage  
of them whenever you can.

TAx-SAVING TIP
Another thing that makes student loans 
a good kind of debt is that you’re often 
eligible to deduct the loan interest you 
pay on your federal tax return. You’re 
likely to qualify for the deduction as long 
as your modified adjusted gross income 
(MAGI) is $75,000 or less—or $150,000 
if you’re married and file a joint return—
and the loan wasn’t from a relative or 
employer. Your loan provider will send 
you IRS Form 1098-E, “Student Loan 
Interest Statement,” to report how  
much interest you’ve paid.

Check out IRS 
Publication 970,  

“Tax 
Benefits 
for Higher 
Education,”  
for more  
information.
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PROS CONS

• Lots of other young people

• A wide variety of jobs

• Easy access to things to do and see

• High cost of living

• Less space and fewer amenities
for your money

• Cheaper and larger housing

• Commuting distance to a city
without having to live in it

• Costs and inconvenience
of commuting

• Fewer young people

• Fewer local jobs

• The most space for your money

• Seclusion from the city
• A smaller selection of jobs

• Usually few young people

• Limited access to urban areas

CITIES

SUBURBS

RURAL

CITIES

SUBURBS

RURAL

How happy you are with where you 
live—the physical space, the ambience of 
the neighborhood, the proximity to your 
job, even the price you pay—can have a 
major impact on your attitude toward 
all the other parts of your life: your job, 
your friendships, even your relation-
ship with your family. That probably 
means that finding the right place 
to live becomes one of your  
priorities, even if it’s a continuing 
process of trial and error.

Everybody’s housing wish list 
is a little different. If you work 
long hours, you might value an 
easy commute to your job. If  
reducing your living costs or  
increasing your living space is 
more important than convenience, 
you might decide to live farther 
away—though you need to factor 
in the cost and the time of your 
commute. If you’re single, you 
might also think about living 
with your parents for a while 
until you can afford a place 
where you’d really like to live.

ShOULd yOU BUy?
For many young people,  
the cost and obligation of a  
mortgage are too intimidating, 
so they rent. But if you’re at 
the right point in life and the 
price is right, buying a home 
can be a smart idea. For example, 
if you’re starting a family, taking a 
long-term job, or if you know you’re 
going to be in one place for more than 
a few years, you might want to think 
about taking the plunge and investing  
in a home.

Owning your home can often be a 
way to get more space for less money. 
And there can be some real financial  
advantages. While you’ll have to keep up 
with a mortgage and regular property 
taxes, you can deduct these taxes, as well 
as interest on your mortgage, on your 
tax return. And in a good economy with 
a strong real estate market, your home  
can be a great investment.

Of course, those mortgage pay-
ments—and the down payment that 
you’ll have to make up front—aren’t  

Get Real (Estate)
“Getting your own place” can mean anything  
from renting the roof over your head to making a 
substantial investment.

exactly small, and not everybody has that 
kind of money to lay out in their first 
years on their own. And even if you do 
have the money, it’s possible that buying 

isn’t the smartest thing, at least not yet. 
If it’s likely you’ll move around in the 
next few years, a home can be a burden. 
And your money might earn more if you 
invested it elsewhere.

IS IT SmART TO RENT?
Having relatively little long-term  
obligation is one of the things that 
makes renting so appealing to young 
people. While you may have to come 
up with a few months’ worth of rent 
as a deposit, it won’t be as much as a 
down payment. You’re not responsible, 
financially or otherwise, for repairs or 
maintenance. And since you haven’t  
actually made an investment in your 
home, you can move without worrying 
too much about losing money. 

But of course, not making that  
investment means that as long as you 
rent, you’ll be spending money to live 
without getting anything back other 
than a roof over your head. And if 
prices skyrocket, chances are you’ll be 
at the mercy of the market. Still, the 

   LOCATION, 
LOCATION, LOCATION
If you’re like many young people, the 
kind of job you’ve got, or the kind you’re 
looking for, will have a large effect on 
where you end up living. Of course, 
that’s not the case for everyone—some 
people base their job searches around 
where they want to live. But whatever 
your priorities are, you don’t have to 
be locked in by a decision. You’ve got a 
bunch of alternatives to consider, each 
with its strengths and weaknesses:

short-term affordability and the freedom 
to move make renting the more popular 
choice for young people. 

Whatever you do, try to make a  
decision that makes sense financially 
and emotionally—don’t pick a place  
you know you’ll hate just to save money, 
or move somewhere you can’t afford  
because it seems like a cool place to be. 

mUSICAL hOmES
Chances are you’ll move regularly in the 
next few years, changing your home as 
often as you change your job—or maybe 
more often. If you keep track of what’s 
been good and what’s been awful about 
the places you leave, you’ll have a better 
sense of what to look for in your next 
house or apartment. For starters:

• Check water pressure in the shower
and the age of the bathroom fixtures

• Consider the age of the stove and the
state of the refrigerator

• Ask about laundry facilities

• Check the electric outlets and wiring
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Apartment Listings

APARTMENTS

CLASSIFIE
D

Ask Around
Maybe.... Why don't 

   you....

Over there!

I heard....

Budget 

25–30%
RENT

TOTAL INCOME

Apartment Listings

Get Professional Help

REALTY

Search

Apartment Listings

Get Professional Help

REALTY

Search

While renting requires less immediate 
cash and fewer obligations than owning  
a home, that doesn’t mean that it’s 
cheap or easy, or that it comes without 
strings attached. In fact, finding—and 
keeping—a good rental can be pretty 
difficult, especially if it’s your first time. 
But if you know what you’re getting into 
beforehand, you have a better chance of 
finding a good place at a good price.

Finding a Place to Rent
Picking the right house or apartment in a tight rental 
market can be like finding a needle in a haystack.

BUdgET AhEAd
Before you start looking at places to 
rent, it helps to get a sense of the money 
you’ll have to lay out. The real estate 
section of a local paper or websites like 
craigslist.org are good places to find the 
going rental rates. Try entering “available 
apartments” for a particular geographi-
cal area in your favorite search engine.

You’ll probably find a fairly wide 
range of prices in most areas, so it’s  

PAyINg UP FRONT
Once you’ve got a good sense of 
what a month’s rent will cost you, 
you can use that amount to start 
budgeting for how much you’ll 
have to pay up front when you 
sign a lease. Exactly what you’ll 
have to pay for depends on where 
you live, but most places will  
require at least the first and last 
months’ rent. Often you’ll have  
to pay an additional month as  
a security deposit. And if you  
use a broker, you could end up  
shelling out from 8% to 18%  
of a full year’s rent. 

natural to wonder how much you should 
be paying. After all, while rent will  
probably be your biggest single expense, 
you don’t want to get locked into paying 
more than you can afford. In an ideal 
world, you wouldn’t want to spend more 
than 25% to 30% of your take-home pay 
on housing, but in a lot of high-demand 
urban areas, you’ll probably find yourself 
having to give up closer to 35% to 40%.

FINdINg yOUR PLACE
Looking for a place to rent can be trying, 
especially when you’ve got limited time 
and money. In many places, opportuni-
ties come and go quickly. So you’ll want 
to take advantage of ways to streamline 
the process. But do so wisely—some 
ways of finding housing are more  
expensive than others.

At 20, I left home 
to move into my 
first apartment. 
Three years, 
two psychotic 
roommates, and 

$20,000 later, owning property  
is a good decade away. If I knew 
that living at home for a couple 
of years could’ve meant owning 
a place by age 25 versus renting 
into my thirties, I would have  
deferred my freedom into a  
down payment.

—Trish C., 23

I lived at home  
for the first year 
after college and 
was able to save a 
good deal. In fact, 
it made a one-

month trip to Europe possible. 
But there’s a cost in deciding to 
live with the ‘rents after four years 
of independence.

—Rich v.B., 24

Asking around among family, 
friends, and other people can’t hurt. You 
can never tell who might know of some-
thing opening up that you can slide into 
easily without having to pay heavy fees. 
If you’re working, see if your company 

has a bulletin board where coworkers 
might post sublets or leases you might 
be able to take over. College alumni 
clubs and websites are another great 
place to find these kinds of leads. 

Searching the rental listings 
websites that exist for most larger 
areas can be a convenient way to locate 
properties. The problem is that lots of 
other people use these resources too, so 
in most high-demand areas the listed 
properties will be gone before you find 
out about them. But these resources are 
a great way to find brokers in the areas 
you’re interested in and get a sense of 
what’s available.

Using a broker can help you  
find a good place, especially if you’re 
not familiar with the area. Brokers can 
provide great access to properties, and 

many even take you around from place 
to place. Just remember that they can be 
aggressive—and costly—salespeople.  
In some cities, landlords pay brokers’ 
commissions, but elsewhere the cost is 
on the renters’ shoulders.

Using listings services, which  
exist in many large urban areas, can be 
hit-or-miss. These companies sell listings  
of apartments being rented without  
brokers, so you can contact owners 
directly. Listings usually cost a few  
hundred dollars for a series of ongoing 
reports, which makes them like a low-
cost broker. The only difference is that 
other people are getting the same listings 
as you are, so you can end up running 
into the same problems you do with 
newspapers and websites. If you decide 
to go with a listings service, make sure 
you have the time and the patience to  
get something out of it.
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CREDIT
REPORT

No matter how much you’re paying, 
your rent is likely to be a large portion 
of what you spend every month. So you 
want to know you’re getting what you 
expect for your money. Part of that is 
making sure that you won’t find any 
nasty surprises—like mice or a lack of 
hot water—in the place you’re renting 
after you sign the lease. 

But you have to pay close attention to 
the business end of things as well. That 
includes being aware of all the terms of 
your lease, and being sure you can live 
with them, before you sign. 

ChECk yOURSELF OUT
While you should certainly look over 
your lease carefully, it’s also important 
to remember that you’re being checked 
out too. When you apply to rent a house 
or apartment, most landlords or brokers 
will check your credit history to make 
sure you’ve handled credit in the past in 
a way that suggests you’ll make your rent 
payments consistently. You should also 
be prepared for your landlord or broker 
to pass on the cost of running the credit 
check, which can be as much as $50.

If you think your credit history might 
be a source of trouble, it’s a good idea to 
request a free copy of your credit report 
beforehand at www.annualcreditreport.
com. While you might not be able to 
erase any serious black marks on your 
record, you can identify and respond  
to any errors. Resolving them should 
help your chances of being approved  
for a lease.

If you are rejected because of credit 
issues, you have the legal right to  
know which credit bureau provided the 

A New Lease on Life
Signing a lease can grant you independence—or 
imprison you in a bad situation.

damaging information to the landlord or 
broker who rejected you, and that credit 
bureau is required to give you a free copy 
of the report in question. But it’s up to 
you to figure out where the problems are 
and fix them before you apply again.

RENTAL AgREEmENTS
Make sure you know whether 
you’re signing a lease or a rental 
agreement. They may sound like 
pretty much the same thing, and  
they do have similarities. But 
there are also some crucial differ-
ences you should be aware of.

The biggest one is how long 
they last. While most leases are 
for a year or two, rental agree-
ments cover a much shorter 
period, usually 30 days. They’re 
automatically renewed at the end 
of this period, unless either you or  
your landlord gives 30 days  
written notice.

Each of these has its own  
benefits and drawbacks, and the 
one that’s best for you depends 
on your needs. If you know you 
will move within the year, a rental 

agreement might be a better 
idea. But in many cases 

your landlord can raise 
your rent on fairly 

short notice. Leases 
allow you to lock in your 

rent for at least a year, but if 
you move out before that year 

is up, you may well end up  
having to pay through the end  
of the lease.

OThER REjECTIONS
You can be rejected even if you’ve 
got great credit. After all, there’s 
always someone who might have 
a better or longer credit history, 
especially if you’re fairly young 
and you haven’t had a lot of  
experience with credit. In that 
case, there’s not much you can 
do but try again with another 
place and keep up your good 
credit habits.

30
DAY

RENTAL�
AGREE-
MENT

2
YEAR�

LEASE

FINdINg A gUARANTOR
Many brokers and landlords won’t let 
you sign a lease alone if you’re young 
or if it’s your first rental, even if you 
have good credit and a high income. In 
these cases you need a guarantor, or 
cosigner, who agrees to pay your rent if 
you default.

The laws that govern guarantors vary 
from state to state. Some states require 
your guarantor to be a resident of the 
state where you’re renting, while others 
allow guarantors from out of state. If 
you think you might need a guarantor, 
contact prospective brokers or landlords 
to find out the details before you start 
looking at and applying for properties. 

• How much the rent is, when it has
to be paid, and what the penalties
are for late payment

• How much your security deposit is, 
and how it will be returned to you

• Which utilities are and are not
included in the price of the rent

• The conditions for renewing your
lease and for giving notice of
your moving
If there are other rules that apply to

the apartment—such as restrictions on 
pets, or rules about the use of facilities 
in the building—make sure that they’re 
in the lease as well. And if the broker or 
landlord adds any handwritten terms to 
a standardized lease, make sure they’re 
written in pen, initialed, and dated  
by him or her and by you and any  
other tenants.

Knowing the requirements can mean the 
difference between renting the place  
you want and getting turned down on  
a technicality.

LOOk BEFORE yOU LEASE
Your lease is a legally binding agreement 
between you and your landlord. Once 
you agree to it, you’re obligated to keep 
to its terms, so be sure to read it thor-
oughly before you sign. The lease should 
include a few key pieces of information 
that ensure you’re getting exactly what 
you’re paying for:

• The names of all adults who will be
living in the residence

• The exact property that’s being rented
(If it’s an apartment, make sure the
apartment number is listed.)

• The length of the lease and the
dates it covers

LEASECosigner
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You’ve got rights as a renter. Of course, 
your landlord has rights too. If all goes 
well during your tenancy, there’s no  
reason that the two of you should butt 
heads. But if something goes wrong, you 
should know what the laws that govern 
your tenancy are—they can make your 
life a lot easier and help you come out  
on top financially.

hOmE ImPROvEmENT
If you have the urge to make some  
improvements to your place, read  
the fine print of your lease before you 
jump into repainting the bedroom or 
tiling the bathroom. Many leases have 
clauses that prohibit you from making  
any alterations to the property, and  
disobeying this provision could cost you 
your security deposit at the very least. 

If it costs your landlord more than 
that to undo the improvements you put 
in, you could end up in small claims 
court for the rest of the money. And 
while it’s not likely to happen, your  
landlord is legally allowed to evict you 
for breaking the terms of the lease by 
altering the property.

Even if there’s no explicit prohibition 
in your lease, it’s probably a good idea to 
get your landlord’s permission anyway, 
ideally in writing—and before you start. 
This way you’ll have proof of permission 
if anything happens after the fact. And 
who knows? If your landlord thinks  
the work you’re proposing to do is a 
good idea—one that might increase the 

Rules for Renting
Renting a home can be a walk on Easy  
Street—or a tug-of-war with your landlord.

mOvIN’ OUT
If you decide to move 

out of your place before your 
lease is up, chances are you’ll be leaving  
some rent behind. That’s right—in 
most states, if you leave early, you’ve still 
got to pay for the apartment until the 
landlord finds a new tenant. And it’s not 
impossible that you might end up being 

charged for part of what it costs your 
landlord to re-rent the property.

On the other hand, your landlord is 
obligated to find a new tenant as soon 
as possible, which means you hopefully 
won’t have to pay out the rest of your 
lease. And some landlords will let you 
leave early if you pay a termination  
fee or give up your deposit rather than 
have to pay the  
rent every month. 
If you’ve got this 
opportunity, it 
could save you 

money, especially if you’re not sure  
your landlord will be able—or willing—
to re-rent your place right away.

It pays to think ahead about possible 
resolutions. Sometimes the only time 
you can choose the termination option  
is when you sign the initial lease, not 
when you renew.

gET OUT ANd STAy OUT!
It’s probably the last thing you want to 
think about when you’re moving in, but 
if you know a little about how eviction 
works, you’ll be prepared if you ever 
have to face it. Every state has its own 
particular laws, but almost all of them 
require that your landlord give you  
written notice and prove in court that 
you’ve done something that’s worthy  
of eviction.

A landlord can give you three  
different kinds of eviction notices: 

• A pay or quit notice means that
you’ll face eviction if you don’t pay 
your late rent 

• A cure or quit notice means that
you’ve broken one of the terms of
your lease, and if you don’t remedy
it—by getting rid of that unauthor-
ized pet, for example, or turning
down your stereo—you’ll be evicted

• An unconditional quit notice
means you’re out and don’t have the
chance to correct what you did wrong
These notices are usually valid only

when you’ve repeatedly been late with 
the rent or have otherwise broken your 
lease, or if you’ve used your apartment 
illegally in some way, such as running a 
business out of it.

rental’s 
future value—
you might even 
be able to deduct the 
costs from your rent.

Whether your landlord 
will make repairs on your apartment 
if you request them depends on what 
you’re asking for—and on his or her  
attitude. While your landlord has to  
keep your residence in a habitable state, 
cosmetic repairs aren’t required by law, 
so don’t be surprised if your request for 
a new carpet or new fixtures falls on  
deaf ears. Of course if you have a good 
relationship with your landlord, or you 
can show a reason why the repair you 
want would be a good investment, you 
might get lucky.

ThE mORE ThINgS ChANgE
You’re carrying on a long tradition 
when you start dealing with landlords. 
The relationship between landlords 
and tenants comes from the feudal  
system that existed in Europe between 
the tenth and thirteenth centuries. 

Back then, rulers who owned land 
gave portions of it to lords, who would 
rent it to other people in return for 
military service or some of the profits 
from working the land. The rural  
tenants had no rights, and nowhere  
to go for better living conditions.

The landlords of nineteenth-century  
cities were equally autocratic, though 
in a vastly changed landscape of 

crowded tenements. They prospered 
by jamming as many people as  
possible into as small a space as  
possible—something that still defines 
city living.

Eventually, laws established minimal 
standards for plumbing and ventilation 
and required air space between build-
ings. One consequence was the push 
upward. Instead of five- or six-story 
walkups, metal-framed skyscrapers—a 
term first used to describe a tall build-
ing in 1891—changed the image of a 
landlord from hard-hearted individual 
to impersonal corporation.

The loose network of laws that 
establish your rights as a tenant  

continue to evolve, helping to  
guarantee equal access to housing 
and eviction protection as well as  
to plumbing, heating, and other  
necessities.
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RENTER‘S INSURANCE

One of the great things about renting 
instead of buying is that you don’t have 
to deal with the commitment of making 
a long-term investment. But that doesn’t 
mean your home doesn’t have value, or 
that this value isn’t vulnerable. After all, 
even if you don’t own the space itself, it 
holds most of your personal property. 
Plus, as the tenant, you’re liable for what 
happens there. That’s why it’s a smart 
idea to get renter’s insurance. It’s a  
relatively affordable way to get some 
peace of mind along with legal and  
financial security.

IT’S A SLIPPERy SLOPE
Despite what you might think, your 
landlord’s insurance policy doesn’t cover 
everything in your residence. In fact, it 
covers the place itself, but nothing more. 
So if a leaky roof floods your living 
room, you won’t have to pay for repairs 
to the floor, walls, or other parts of the 
dwelling, but you will be stuck with the 
cost of replacing or repairing anything 
that you lose as a result of the flood.

And if that flood is your fault—say, 
from a faucet you left on while you were 
taking a nap—you’re liable for all of 
the damage that’s done. And what if 
a guest slips in that water and breaks 
a leg? Hopefully he or she has health  
insurance. However, since you created 
the hazard, you’re liable for the injury, 
and the health insurance company can 
legally try to recover its costs from you. 
In the worst case, your (former) friend 
could even sue you for negligence.

RUN FOR COvERAgE
If you don’t have insurance protection, 
accidents can leave you broke. Fortu- 
nately, renter’s insurance offers an easy 
and affordable way to protect yourself 
from all sorts of losses, both inside and 
outside of your home. 

Renter’s Insurance
Even if you’re living in a rental, don’t live without a net.

Renter’s insurance can protect you 
in two ways:

Loss and damage. Renter’s  
insurance covers your possessions 
against losses from fire and smoke, 
theft, vandalism, lightning, wind,  
explosion, and water damage from 
plumbing. Your things are also covered 
away from home—say, if you’re on  
vacation and lose a bag—for anywhere 
from 10% to their full value, depending 
on your policy. You’re also covered  
under most standard policies for any 
items that are in your possession, such  
as movies you’ve rented or clothes  
you’ve borrowed from friends. 

Some insurance companies set limits 
for coverage on some valuable items, 
such as computers or jewelry, but most 
other things are fully covered under 
most policies. Certain policies even  
cover cash losses. But remember, making 
lots of claims can boost the cost of your  
policy, or even risk having it cancelled.

Liability. Renter’s insurance covers 
your liability for other people injured at 
your home or by your pets. It also covers 
you for any legal costs you might incur if 
you get hit with a liability lawsuit.

TAkE STOCk
If you want to get renter’s insurance,  
the first thing you should do is take  
an inventory of your home and your  
possessions so that you know how big 
a policy you need.

Don’t be too conservative. While it 
may seem at first glance like you own 
very little of value, it’s not uncommon to 
end up with a total of $15,000 to $20,000 
or more. You should also be sure to  
record whatever inventory you take. 
Make a note of the model and serial 
numbers of all your expensive appliances 
and electronics, get written valuations  
of jewelry or family heirlooms, and  

describe your collection of baseball  
cards in detail. It can’t hurt to take  
pictures of your possessions, or even  
record them on videotape. Then store 
this record someplace safe outside of 
your apartment—maybe at your office, 
or in a safe deposit box at your bank.

Once you have a sense of how much 
coverage you’ll need, look around for 
an insurance company to provide a  
policy. If you already have car insurance, 
or you’re planning to get it, many  
companies will offer you a discount if 
you take out both policies with them.

hOw IT wORkS
Renter’s insurance works pretty much 
the same as other forms of insurance. 
You pay a premium, and if any of the 
losses covered under your policy occur, 
you file a claim and the insurance  
company compensates you for any  
cost over your deductible, up to your 
policy’s limit. 

Premiums for renter’s insurance are 
usually inexpensive, anywhere from  
$75 to $250 a year depending on the 
company and the type and size of policy. 
Accepting a higher deductible usually 
lowers your premium, which can be a 
smart move if most of the things that 
matter to you are pretty expensive.

If you have a loss that’s covered by 
your policy, you get paid back in one of 
two ways, depending on the policy. If 

you have an actual cash value policy, 
you’ll get reimbursed for what the 

item is worth when it’s damaged  
or lost. So, for example, if 

you have a stereo that’s five 
years old, you wouldn’t 
get a lot of money back 
for it. Fortunately, most 
companies these days 
offer replacement  
value policies, which 

pay for what a similar 
item would cost today—so 

you’d get enough money back to buy 
a new stereo.

whAT’S NOT COvEREd
Renter’s insurance doesn’t protect 
you against everything—damage  
from certain natural disasters 
such as floods and earthquakes 
isn’t covered under most policies. 
When you’re shopping for  
insurance, read each policy  
closely to make sure you know 
what is and isn’t covered. If you 
think you’re at risk for something 
that’s not included in the policy 
you’re thinking about buying, 
look further or consider getting 
an additional policy to give you 
the special protection you need.
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Notarized
Roommate
Contract

Lease Lease

Sublease

It’s common to have a roommate when 
you’re starting out. In addition to the 
company the person provides, having 
someone else to share rent and other  
expenses can make it a lot easier to  
stay on top of housing costs. But  
having a roommate comes with  

Living with Company
Living with roommates means sharing more than 
just space.

potential financial and legal issues. And 
since there’s always the chance that you 
and your roommate might end up  
having some personal problems as well, 
you should know where you stand legally  
before you sign a joint lease. 

ONE FOR ALL ANd ALL FOR ONE
In most cases, your lease will state that 
you and your roommates are all “jointly 
and severally liable” for the rent, security 
deposit, and any other costs that come 
up as a result of renting the property. 
This means that you’re all lessees—
that’s the legal term for the people who 
sign the lease—and you’re all responsible 
for each others’ actions. So if one of you 
isn’t able to pay the rent, causes serious 
damage to the place, or violates the lease 
in any other way, the landlord can legally 
evict all of you, not just the guilty party. 
That can mean a black mark on your 
credit history, as well as the cost and  
difficulty of having to find a new place 
to live.

Of course, what actually happens in 
a situation like that is another story. For 
example, if your roommate loses a job 
and can’t pay, you could always choose 
to cover his or her share of the rent  

rather than leaving yourself at the mercy 
of your landlord. Or, your landlord might  
cut those of you that aren’t at fault a lit- 
tle slack, deciding that it’s better to keep 
you than look for a new tenant. But the 
offending roommate may still have to go.

SUBLETTINg
If your landlord allows it, you—or one of 
your roommates—can sign the lease and 
be the official renter, with everybody else 
subletting, or renting a portion of the 
place, from the single lessee. 

Most sublets happen when one  
person rents part of a residence from 
somebody who’s already living there,  
but there’s no reason why you can’t set 
up a sublet relationship with everyone 
moving in at the same time.

The advantage of subletting is that  
it lets you set up an official chain of 
financial responsibility. Say that you’re 
the sublessor, the one with your name 

My new landlord 
made one emphatic 
request when my 
roommate and  
I moved in—he 
wanted only one 
check for the full 

amount of our rent each month. 
At first, it was difficult for my 
roommate and me to trust each 
other—neither of us could afford 
to pay the full rent and not get 
reimbursed for half. So far, we’ve 
been alternating month by month 
who writes the full check to the 
landlord and who reimburses  
the check-writer, and we haven’t 
run into problems.

—Starr M., 23

on the lease, and your sublessee, the 
roommate who’s renting from you, can’t 
pay the rent or does something else that 
breaks your lease. You’re legally entitled 
to evict him or her, or to use part of his 
or her security deposit to pay the rent  
or other resulting expenses until the  
situation changes. This way, you can’t  
legally be evicted because of something 
that your sublessee does.

While subletting sounds great in  
theory, there can be problems. The key  
is often the relationship you have with 
the other people involved. For example, 
you might find it hard to take action 

against a sublessee who’s a friend. And 
of course, it can be even worse if you’re 
the sublessee when a sublessor runs into 
financial trouble.

CONTRACTS
If your landlord doesn’t allow subletting, 
you can always write a roommate  
contract that spells out everyone’s  
obligations to each other as cotenants. 
Make sure you specify how much rent 
each person will pay and when it will be 
paid. Then get it notarized so that it’s a 
legal document. Many lawyers and real 
estate brokers, as well as copy centers and  
stationery stores, provide notary services 
at low costs. If you have a dispute 
with a roommate over something that’s  
outlined in your contract, you can take 
that person to court if you need to.

Make sure any contract with your 
roommates is written and signed if 
you’re serious about keeping it in force. 

Having an actual copy of your agree-
ment will make everyone involved a lot  
more likely to take it seriously. And if 
somebody reneges, a written document 
may hold up in court, while an oral 
agreement may not.

SkIPPINg OUT EARLy
If one of your roommates wants to leave 
before the lease is up, you’re technically 
required to notify your landlord and  
either cover the rent yourself or find a 
new tenant to be responsible under the 
terms of the lease.

But unless your building is pretty 
strict, you can probably just line up  
another tenant without having to notify 
your landlord at all—most landlords 
won’t worry too much as long as the 
rent keeps coming in. Of course, until 
you find another roommate, you’ll be  
responsible for your ex-roommate’s 
share (unless he or she is very generous 
and helpful). And if anything goes wrong 
with the apartment and your new room-
mate isn’t on the lease, chances are you’ll 
have to take full responsibility.

If you can’t afford to keep your place 
until you find a new roommate, or if you 
just want to get out of a bad situation, 
you might want to move out as well. 
In that case, let your landlord know in 
writing and be as flexible as you can in 
helping to find new tenants. The sooner 
you do, the sooner you’ll stop being  
liable for the rent, and the less likely 
your landlord will be to take money out 
of your security deposit or threaten you 
with eviction for nonpayment.

joint Subletting Contracts
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Potential Value of 
Your Investment

Even if buying a home is one of your  
financial goals, you might not be think-
ing about it for the immediate future. 

If you don’t already own, you may 
be less inclined to buy as a result of the 
collapse in the housing market that has 
put many homeowners underwater. This 
means they owe more on their mortgage 
than their home is currently worth. Your 
income is also a factor. If you’re paying 
off college loans and still not certain 
you’ve chosen the right career path,  
you wisely may not want to take on  
another obligation.

On the other hand, if you can afford 
to buy, you may be able to find a great 
property at a good price. Before you de-
cide, get some expert, unbiased advice.

TAx TIPS
If you’re making a lot of money, your 
parents, your accountant, and anybody 
else with financial experience is probably 
telling you that buying a house will be  
a great tax break. That’s because the  
interest you pay on a mortgage is usually 
tax deductible, as is all the money you 
pay in real estate taxes. 

If you really want to see the savings 
that this tax break provides, think about 
it in comparison to renting. If you’re 

Why Buy?
A home you buy has a double identity: It’s a place to live 
and a potential investment.

spending as much on your mortgage as 
you would on rent—which is a fairly  
reasonable expectation in a lot of  
cases—a percentage of the portion that 
goes to interest ends up back in your 
pocket, while with rent it all stays with 
the landlord. And since you pay a larger 
proportion of interest early on with 
most mortgages, you’ll be getting an 
even larger break in the first few years.

For example, if you had a 30-year 
$100,000 mortgage with an APR of 
6.5%, you’d pay almost $6,500 in inter-
est during the first year you owned your 
home. You could include that amount 
in your itemized deductions, along with 
some of the costs of buying. Itemized 
deductions are subtracted from your 

adjusted gross income to reduce your 
taxable income. Itemizing your real 
estate taxes would reduce your taxable 
income—and your taxes—even further.

Owning a home can give you a tax 
break on the selling end as well. If you 
sell a property that’s your primary home 
for more than what you paid for it plus 
the cost of any improvements you made, 
you have a capital gain. As long as 
you’ve lived there for at least two of the 
five years before you sell, and you haven’t 
sold or exchanged another home in the 
past two years, you’re allowed to exclude 
up to $250,000 of that gain if you’re  
single, and up to $500,000 if you’re  
married. That translates into $37,500 
or $75,000 in tax savings, figured at the 
long-term capital gains rate of 15%.

yOUR hOmE AS AN INvESTmENT
As you pay off your mortgage, you build 
up more and more equity, or owner-
ship, in your home, and it becomes  
more and more valuable to you as an 
investment. And while a mortgage can 
seem like forever when the term is longer 
than you’ve been alive, when it ends the 
house is all yours. 

If it increases in value at any point, 
including while you’re still paying that 
mortgage, you can sell it for a profit. 
And, while most other investments don’t 
give you anything tangible while you 
own them, real estate gives you a place  
to live or work.

LOST IN SPACE
Another advantage of 
buying over renting 
is that you usually get 
a lot more space for 
your money. That’s 
definitely a bonus, 
especially if you’re 
living with a partner, 
spouse, or friend.

But though real  
estate prices often rise, 
they don’t always—so there’s 
risk involved, just as with any 
other investment. And if you’re trying 
to sell in a slow market, you’ll have a 
harder time finding a buyer for a house 
than for a stock or bond.

mOvIN’ ON UP
One more good thing about buying a 
home is that it makes it easier to buy an-
other one in the future—often a nicer, 

more expensive one. For one thing,  
as long as you keep on top of your  
mortgage payments, you’ll develop a 
strong credit history. That’ll go a long 
way toward getting you the larger  
mortgage you’ll need for a bigger house, 
especially if you didn’t have much of a 
history before your first house.

Selling your first home for a profit 
can also help you trade up to a more  
expensive one. This is where any  
improvements you make will hopefully 
increase the value of your home above 
what you paid for it. But don’t stake too 
much on a big price increase, especially 
in the short term. And investigate the 
types of improvements that typically  
pay off in higher prices.

SELF-hELP
Another advantage 
to owning your 
home is that every 
improvement you 
make increases 
its value for you, 
not your landlord. 
Even if you’re not 
making huge reno-
vations or additions, 
every time you get 
something major replaced 
or add something permanent 
to the house, you’ll reap the ben-
efits in several ways if you ever want 
to sell or borrow against your home:

•  The money you put in increases
the value, so you can often sell
at a higher price

•  The more the
house is worth,
the more your
equity in it
is worth

•  When you
calculate your
profit on the

sale of the house,
you can use the 

cost of permanent 
improvements to increase 

your cost basis, which in turn 
reduces your capital gain and the 
threat of owing capital gains tax

That’s a lot better than leaving  
behind the fruits of your labor—and 
your money—when you move to  
another rental. 

HOME�
EQUITY

$ FOR�
SALE

SOLD
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Lining up all the necessary pieces to buy 
a home can take a lot of legwork. You’ve 
got to figure out what you can spend, 
what you want to buy, and how you’re 
going to pay for it—and not necessarily 
in that order. It’s a much more involved 
process than renting. But it comes with  
a much bigger payoff, personally as well 
as financially.

BALLPARk FIgURES
If you’re like most people, the key to 
buying is getting a mortgage, a long-
term loan that you can repay over an 
extended period, typically 15 or 30 years. 
While there are no hard and fast rules, 
most lenders use criteria set by Fannie 
mae and Freddie mac, corporations 
that buy mortgages from lenders, to  
evaluate whether you’re a good candi-
date for a mortgage.

The first test asks if you’ve got 
enough regular income to afford the 
payments. Lenders say you shouldn’t be 
spending more than 28% of your pretax 
income on housing. So if you make 
$3,500 a month, you can spend $980 
of that on your mortgage, taxes, and 
insurance. Sometimes if you make a big 
down payment, you can get away with 
paying a larger portion of your income 
every month. Or you may qualify for a 
government sponsored program that 
relaxes the normal guidelines. 

Even if your income puts you within 
that 28% range for the mortgage you’re 
looking for, you’ve still got to prove you 
don’t have too much debt hiding in the 
background. No more than 36% of your 
monthly income can go to all of your 
debts together. That means you can be 
using $1,260 of a $3,500 salary to cover 
your mortgage plus your credit card  
balance, student loans, and any other 
debt. You can see how interest on cards 
could be a big problem here—so make 
sure your spending is under control  
before you go looking for a house.

A steady job and a good credit  
history are also crucial to getting 
through the mortgage process  
successfully. All in all, if you’re a good 
candidate, you should be able to afford 
a house that costs about 2½ times your 
annual salary. If you and a partner or 
spouse are buying jointly, both of your 
incomes count toward this standard.

The Home Runaround
You’ve got to cover a lot of bases to buy a home safely.

START yOUR SEARCh
If a rough idea of what you can afford is 
enough for you to go on—and for many 
people it is—you can jump right into 
the search by contacting a real  
estate broker. 

Since they have good knowledge of 
different areas and the properties that 
are available in them, brokers can make 
your search a lot easier. But as you’ll 
probably know if you’ve dealt with  
brokers while looking for a rental, 
they’re trying to get the highest prices 
possible for the sellers they represent, 
which means you could end up paying 
top dollar.

Brokers usually show you only what 
you can afford, since they’ll lose a sale  
if you don’t qualify for what you’re look-
ing at. But they won’t negotiate actively 
on your behalf to get a lower price. For 
that, you need a buyer’s agent, whose 
job is to get you a good deal on the  
purchase price or better contract terms. 

ShOw mE ThE mONEy
It can be a little nerve-wracking to go 
house hunting without knowing the 
size of the mortgage you’ll ultimately 
qualify for. One way to get around that 
uncertainty is to try to be preapproved 
for a mortgage. That means you apply 
for a mortgage before you start looking 
for a house, so that you’ll know whether 
you’ll be able to borrow, and how much.

There’s not always an opportunity 
for preapproval—lenders usually  
offer preapproved mortgages only 
when they’ve got a surplus of 
cash to lend. But when they 
do, it can be a great way 
to make your shopping 
process a little easier. 

Knowing where you stand can help 
you out in a number of ways. First and 
foremost, you’ll be able to streamline 
your search to include only properties 
within your price range. And you  
can bid on those properties with the 
confidence that you can afford them. 

Also, having a loan already lined  
up cuts down on delays in the buying 
process, so you can sometimes get a 
sweeter deal since you’ll be saving the 
seller some time and trouble. Applying 
for a prequalified mortgage does cost 
money, though, so make sure you’re  
serious about buying before you start.

mORTgAgE ChOICES
As you’re looking for mortgages, make 
sure you know which kind will work 
best for you. If you want to be able to 
budget for your current and future pay-
ments, go for a fixed-rate mortgage. 
That way you’ll always know what you 
owe, no matter what’s going on with 
your finances or the economy at large. 
For example, if you lose your job, or  
go back to school, or if anything else  
happens that would change your cash 
flow, at least you can be sure that your 
payments won’t go any higher.

If it’s more important to you to have 
low payments early on—if you have a 
lower-paying job than you expect to 

have later, for example, or if you have 
a huge student loan burden—think 
about an adjustable-rate mortgage 
(ARm). The rates on these mortgages 
usually start out lower than on  
fixed-rate loans, which may mean  
you can afford a somewhat more  
expensive house. 

You could end up paying more with 
an ARM than with a fixed-rate loan, 
though, if interest rates go higher in the 
future. But you never know—you could 
always end up paying less.

INTERNET mORTgAgES
The Web provides 
a fast, convenient  
way to do research  
and compare  
mortgage lenders. 

And if you  
apply online, you 
can track the progress of your 
mortgage whenever you want. 
The only advantage the online 
mortgage process may not pro-
vide is cheaper interest rates. 
Virtual banks are potential  
mortgage sources, as are web-
based loan companies and the 
online arms of traditional lenders.
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to add the value of the belongings in 
your home into your replacement  
value if you want them covered as  
well—especially if you own a lot of  
expensive things like electronics,  
jewelry, antiques, or collectibles.

ChECk ThE dETAILS
Many insurance companies offer to 
cover the market value of your home, 
which is the price you’d get if you sold 
it in the current market. Since market 
value includes the value of the land 
around your house—which rarely needs 
to be insured—you’ll be paying to insure 
a higher amount than you really need to.

And if you’re insuring your belong-
ings, make sure they’re insured for 
replacement value, not cash value. 
The cash value of belongings is what 
you could get from selling them at the 
present time. And since expensive things 
like appliances depreciate over time, cash 
value is usually a lot less than replace-
ment value. That means you’ll have to 
lay out money of your own if you want 
to replace destroyed or damaged items.

So while it can sometimes be a little 
more expensive to cover your house and 
belongings for replacement value, the 

Buying a home is never financially easy, 
especially when you’re young. But one 
of the things that makes it worthwhile 
is the fact that—unlike with a rental—
the money you spend on it becomes 
an investment.

That’s why home insurance is so  
important. Without it, if your home is 
damaged or destroyed, you lose the place 
you live in as well as whatever it’s worth. 
But if you have insurance, you’ll be able 
to rebuild both your home and the  
financial security it provides.

Even if you don’t think insurance  
is a good idea, you’re stuck with it any-
way. Lenders require you to have it.  
That way they’re protected from any  
loss, especially in the early years of a 
mortgage when most of the equity—and 
the risk—is theirs.

hOw IT wORkS
Home insurance works the same way 
renter’s insurance and other forms of in-
surance do. You pay a regular premium 
for the privilege of being covered. If your 

Home Insurance
If you’re buying a home, you’ll want to protect 
your investment.

home is damaged, you’re responsible for 
covering any repairs up to the amount  
of your deductible. After that, your  
insurance kicks in and reimburses you 
for as much of the damage as your  
policy allows. The larger the deductible,  
the less you’ll have to pay for each  
premium—but of course you’ll have  
to pay more out of your own pocket if 
your house is ever damaged.

whAT COvERS whAT
Home insurance comes in different  
levels of coverage, labeled from H01 
to H08, with higher numbers signifying 
broader and more comprehensive  
coverage. For example, H01 covers only 
a set list of perils, such as fire, wind, and 
hail. Higher levels protect you from  
other threats, like damage and theft,  
and can cover you against liability for  
injuries and accidents that happen on 
your property.

But basic policies don’t usually cover 
against larger disasters, like earthquakes 
or floods. For that, you’ll either need to 

purchase separate policies or pay for 
special riders, which function as 
amendments to your main policy. 
Different riders can vary drastically 
in cost depending on where you live. 
For example, earthquake insurance is 
cheap in the midwest, but expensive 
in California. And the opposite is 
true for tornado and flood insurance.

hOw mUCh dO yOU NEEd?
If you want to figure out how much 
coverage you should have, first you 
have to figure out the replacement 
value of your home. That’s what it 
would cost to repair or rebuild your 
home at today’s prices, including  
materials and labor. Insurers can  
help you appraise your home to  
find this value, but remember that 
it’s in their best interest to arrive at 
a high number. On the other hand, 
don’t be shocked at a number that 
seems higher than you expect,  
especially if you’re living in an  
up-and-coming area.

It’s wise to cover at least 80% of 
your home’s replacement value, and 
many experts advise covering the 
whole amount. You might also want 

INSURINg CONdOS  
ANd CO-OPS
If you own an apartment in a 
condominium or a co-op, you’re 
living inside a structure and 
on property that’s not entirely 
owned by you. But you can—and 
should—still insure your home.

You can get protection for your 
possessions and liability, much 
as you would with renter’s insur-
ance. And you can get additional 
coverage for the walls, floors,  
and ceilings of your property.  
The condominium owner or  
co-op board should cover the 
outer walls of the building.

protection it provides against the forces 
of inflation and the fluctuation of real 
estate prices is usually well worth it in 
the long run.

TAkE NOTES!
If your home is ever damaged, 
you’ll have a much easier time 
recovering money from your  
insurance provider if you’ve  
kept good records of your valu-
able possessions. Write down 
the purchase price and date,  
manufacturer, model, vendor, 
and the serial number of all  
your expensive items. Keeping 
receipts is a good idea too. 

In fact, if you can record your 
possessions with photographs  
or video, you’ll be even safer. 
That way, if anything is dam-
aged, you can shoot it again  
for comparison.

And of course, make sure to 
keep all of this documentation 
in a safe place—one other than 
your house. That way you’ll be 
able to get to it easily if any- 
thing happens to your house.

94

hOmE FINANCE  hOmE FINANCEhOmE FINANCE 

95



WHAT’S IN A RENT PAYMENT? 
When you’re budgeting for rent, make 
sure you know what a monthly payment 
covers. Landlords in different areas in-
clude specific things in the price of rent. 
For example, in some cities, landlords are 
required to provide heat, hot water, and 
utilities. Elsewhere, you’re required to 
pay for some or all of these services  
on top of the  
rent—as 

well 
as arrange for 

them. Hidden costs  
like these can tack on as much as a few 
hundred dollars a month to what you 
pay for housing, so make sure you’re 
aware of them as you start to plan.

CAR AND RENTER’S INSURANCE
If you’ve got a car, it’s not covered under 
renter’s insurance, even though it’s one  
of your possessions. Since there’s more 
risk and higher value involved, cars 
require their own separate insurance 
policies. In fact, car insurance isn’t just  
a good idea—it’s required by law.

In the House
It helps to know the ins and outs of 
home finance.

UTILITY COST-CUTTING
It’s easy to forget to include 
utilities when you’re thinking 
about home finance costs. 
But when you factor in  
electricity, gas, heat, phones, 
and other costs, the total can 
be surprisingly high. A little care and 
research can be helpful in keeping  
these costs down:• Keep air conditioning and heat off

when you’re not home, or set them
on a timer to regulate how much
they’re used• Shop around for the best phone
calling plan, and make the effort
to switch plans if it’s going to save
you money• If you have a cell phone with lots of
free minutes, consider using it as
your main phone to avoid fees on a
land line• If you have a dishwasher, use it to
wash your dishes—it uses over a third
less hot water than doing them by
hand—but not to dry them, since it
uses a lot of electricity

GUEST OR TENANT?
Having guests in your apartment is a 
gray area in terms of leases and legality. 

Most leases state the maximum 
time you can have a guest, usually  
no more than a few weeks. Past that, 
you’re technically supposed to notify 
your landlord, and you can be evicted  
for failing to do so. And if your guest  
stays for a really long time, he or she  
may have to fill out a rental application 
and be responsible for the terms of  
your lease.

Of course, whether any of this will 
happen is another story. If your landlord  
is fairly lax, there’s no reason why you 
can’t have a guest—a person you’re in a 
relationship with, say, or a friend 
from school who’s looking 
for an apartment and  
a job—for as long 
as you want. Just re-
member that having 
a long-term guest 
in your house will 
probably cost you 
money in terms of 
utilities, wear and tear  
on the apartment, and 
groceries. And then there’s always what 
it costs in terms of your patience.

RULES FOR 
ROOMMATES
If you’re living with one or 
more roommates, it’s com-
mon to have some difficulties 
about how to handle sharing 

costs. There’s no sure-fire way 
to avoid this, but there are sys-
tems you can set up for taking 

care of household expenses:• Keep a jar where everyone
puts receipts and bills for what

they spend on household items
and settle up differences every
week or every month• Have a different person take

responsibility for the bills and/or
shopping each month• Break your regular household

expenses down into relatively equal
groups, and have each person pay
for one group

These aren’t the only methods out 
there, and there may be another that 
works better for you and your room-
mates, depending on your financial 
situations and how careful you want to 
be about keeping things even. All that  
really matters is that you find a system 
that works for everyone and stick to it.

INSTEAD OF GETTING 
THE CHINA
If you’re getting married 
and you’re consider-
ing buying a house soon, think 
about setting up a bridal registry with 
a Federal Housing Administration 
(FHA) approved bank. Your friends and 
family can contribute toward a down 
payment on a home you hope to buy.

Some of your guests might not feel 
comfortable giving money for a pur-
chase rather than a gift, as they would  
in traditional registries. But if you feel 
like a step toward a home would be  
more important to you than a toaster 
oven or another pair of candlesticks,  
you might want to think about includ-
ing this option, even if you pair it with a 
traditional registry.

POLICIES FOR TWO (OR MORE) 
Most states allow you to take out a 
joint renter’s insurance policy with 
one or more roommates or with 
an unmarried partner. Not all 
companies offer joint coverage, 
though, so shop around for 
something that meets your 
needs. When you’re ready to 
sign, make sure that each 
person’s name is included 
on the policy so that you’re 
all guaranteed coverage.
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While you often hear people your  
parents’ age talking about planning their 
financial future, it probably doesn’t 
come up as much when you’re around 
your friends. But just because it’s not 
the main topic of conversation doesn’t  
mean you shouldn’t be setting up a  
financial plan. 

Simply put, a financial plan is a  
written statement of your financial goals 
and your strategy for achieving them.  
It includes a list of your current assets 
and how they’re invested. And it lays  
out a schedule for making additional  
investments.

future shock
Getting yourself energized to do  
financial planning takes determination. 
If you have a good job, you can usually 
manage fine from paycheck to paycheck, 

Play Your Cards Right
Whether you want to cash out in a few years or a few 
decades, you’ve got to ante up now.

and you might even be able to cover a 
larger expense, such as a mortgage,  
without too much trouble.

But at some point—whether you’re 
having kids, going back to school, or  
retiring—the things you want or need to 
pay for will outdistance what you have 
in your pocket or your bank account. 
And if you haven’t planned for those 
costs, you may find yourself having to 
postpone or abandon things you’ve been 
looking forward to for a long time.

In fact, the sooner you get started,  
the better. That’s because you’ll have 
more years to put money away. Plus, 
the more time you have, the more  
compounding can help your money 
grow. Compounding occurs when your 
earnings are reinvested to form a new, 
larger base on which future earnings  
accumulate.

the long and short  
(and medium) of it
You’ve probably got a range of goals  
in mind for the future. They can be as 
immediate and as simple as a vacation 
next summer or as far off and large-scale 
as a comfortable retirement. The trick is 
to figure out how to balance all those 
potentially conflicting needs and their 
various time frames.

If you plan your investing—and make 
your investment choices—to give you 
what you need when you need it, you’re 
a lot less likely to find yourself scram-
bling to reach your goals, or missing  
out altogether.

For example, if you’re focused on 
events in the near future, like buying a 
new car or getting married, you’ll want 
to put your money into investments  
that are easily accessible and aren’t so 
vulnerable to loss of value. But for goals 
further down the road, you can afford to 
take a little more risk when you invest, 
since you have more time to recover 
from any setbacks. In fact, since those 
distant goals are usually the more  
expensive ones—like providing for a 
child’s education or buying a second 
home—planning and investing isn’t  
just a good idea, it’s usually a necessity.

Of course, there’s no reason you can’t 
change your goals and your plans for 
achieving them as your life changes. 
For example, if you decide to go back 
to school, you may put your plans for 
a house or family on the back burner. 
Or if you decide to have kids or start 
your own business, you may decide to 
reevaluate your insurance needs or alter 
your investment style. Whatever you’re 
doing or wherever you are in life, it’s a 
good idea to assess your financial plan 
about once a year.

Think about start-
ing small—maybe 
set up an automatic 
deduction from 
your paycheck, 
even if it’s only 

$25 or $50. That way, you don’t 
have to worry about going to the 
bank or jumping online here and 
there to do stuff. I tried to keep 
a schedule at first...told myself 
that I’d invest a certain amount 
every quarter. Yeah, right! When 
you’re busy, it’s tough to keep up 
with even the most well-intended 
schedule.

—George C., 26

aces in the hole
So what’s the trick to creating a  
financial plan that will help you get 
where you want? Picking the actual 
investments that will take you there 

is a different process for each  
person, but there are some general 
rules that apply across the board. If 
you plan well, you should be able to:

outpace inflation. 
You need to put your 
money into invest-
ments with rates of 
return that will make 
money faster than the 
current inflation rate, 
which has averaged 
3% since 1926. That 
way you’ll be able to 
afford the things you’re 
planning for when the 
time comes.

keep taxes low. Taxes 
can eat away at the 
earnings your invest-
ments provide. But 
putting your money  
in a tax-deferred invest-
ment like a 401(k) or 
an IRA, or a tax-exempt 
investment like a Roth 
IRA, can protect some 
of your money from 
that bite.

Be ready for a rainy 
day. Creating an easily 
accessible emergency 
fund can help keep 
your financial plans 
from getting wiped 
out by unexpected 
problems like illness 
or unemployment.

inflation
taXes

emergencY 
fund
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Consumers buy or lease more than  
1.66 million new cars in the US each 
year. That’s roughly one for every  
17 people. While it may be comforting 
to know that other people are coping 
with the same issues of sticker price and 
payment options, there’s no way around 
the fact that buying a car means making 
a big financial commitment. 

what can You afford? 
Unless money is no object, you’ll want 
to know how much you can spend  
before you start shopping seriously for 
a car. You’ll need:

• Enough cash for a down payment, 
often 10% to 20% of the
purchase price

• A regular source of income so you
can keep up with monthly payments

• Money to cover insurance and
regular upkeep

Spotting the Right Car
If you survey the car scene, you can identify a model that 
meets your needs if not your dreams.

read uP
Before trying to negotiate  
the price of a car, you can get 
current invoice information, 
which includes details on rebates, 
factory-to-dealer incentives, and 
holdbacks. Try Consumer Reports 
(www.consumerreports.org) or  
the new vehicles section of  
www.edmunds.com.

Consumer Reports and several 
automotive magazines also  
publish annual guides to buying 
new and used cars with ratings,  
comparisons, and reviews of just 
about every car on the market. 
And you can find all of this  
information over the Web, some-
times for a fee and sometimes  
for free. For starters, check out 
www.cars.com, www.cartalk.
com, www.carsmart.com, and  
www.autobytel.com.

transPortation oPtions
Depending on where you live, 
having a car might be a necessity. 
But if you don’t absolutely need 
one, there can be other ways to 
get around. Living in an urban or 
suburban area with a good mass 
transit or commuter rail system 
can save you a lot of money every 
month. And some employers offer 
the chance to take public trans-
portation expenses out of your 
paycheck tax free, making it a 
great alternative to owning a car.

take the offensiVe
One way to start the search process is  
to investigate preapproval for a loan. 
You complete and submit a short ap-
plication, either online, at your bank, or 
at a car dealer, to find out exactly how 
much money a lender is willing to let 
you borrow—although you don’t have 
any obligation to take the loan. You 
might even want to shop around for  
the best offer on preapproved loans.  
Be aware of the potential charges for 
preapproval, though. It’s often free,  
but some lenders charge a small fee, 
which can add up if you apply to  
multiple loan sources.

what should You PaY?
Your biggest challenge probably won’t  
be finding the car you want to buy, but 
paying the price you want to pay. 

As weird as it may sound, a new  
car actually has several different  
prices. The highest one is usually the 
manufacturer’s suggested retail 
price (msrP), which is the number  
you see on the sticker in the car’s  
window. That’s the price the seller  
would like you to pay.

The car also has an invoice price. 
That’s the official amount the manufac-
turer charges the dealer for the car.  
It includes the cost of building,  
transporting, storing, displaying,  
maintaining, and advertising the car. 

There’s also the actual price, which 
is the amount the dealer really paid. In 
most cases, it’s lower than the invoice 
price because of rebates or other  
incentives the manufacturer offers the 
dealer, promotions the manufacturer 
pays for, or holdbacks, the part of the 
cost that covers running the dealership.

And then there’s the sale price—
the amount you pay. Most 

dealers are willing to 
negotiate a price 

between their actual 

cost and the MSRP, except when the 
model you’re buying is very popular and 
in high demand. 

You’ve got to be the one who initiates 
the bargaining, though. And you have to 
make it clear you’ve done your research 
and know what the real numbers are.

the second time around
Although used cars can be a bit less 
glamorous than brand new models,  
you can almost always get more  
car for your money. That’s because  
depreciation—the decrease of a  
car’s value over time—can claim 10%  
to 40% of a new car’s value in the first 
year alone. So you can often get a great 
deal on a car if you don’t mind that 
someone else has driven it for a while. 

In fact, a luxury car that’s just a 
few years old can cost about the same 
as a new economy car. But remember,  
expensive cars can often cost more to 
maintain and insure, even if they’re  
several years old.

Even if you think a used car is in 
perfect shape, you should do some 

checking. Ask the 
person or dealer-
ship selling the 
car for repair 
records and  
any title  
history they 
have before you 
get your heart set—or put  
your money down—on the car. 

If a private seller doesn’t  
have any records, you can get 
a car’s complete title history at 
www.carfax.com. You’ll need 
the vehicle identification 
number (Vin), which appears 
in the lower left corner of the 
windshield, and your zip code. 
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Buying—whether you’re spending  
your own money or taking a loan, 
also known as financing—is the 
traditional way to get a car, but 
it isn’t the only way. You can also 
lease a car for a monthly fee. 
When the lease ends, usually after  
three or four years, you return the car 
to the lessor, or the company leasing 
you the vehicle.

Leasing has several appealing factors: 
You usually don’t have to put a lot of 
money down, your monthly payments 
are smaller than they would be with a 
loan, and you can change cars every 
few years.

On the other hand, you never 
own a car that you lease, so 
you can’t sell it or trade it in 
for a new one if you want. 
When the lease ends, you 
have to arrange another  
lease or buy a car. And, your 
insurance costs may be  
higher than they would be 
on a comparable car that you 
owned outright.

the terms of a lease
When you buy a car, you 
agree on a price with the 
dealer. Similarly, when you 
lease, you negotiate a price, 
called the capitalization 
cost. In most cases, that 
amount should be less— 
hopefully significantly 
less—than the manufac- 
turer’s suggested retail  
price (MSRP).

Your monthly payment 
is what the lease costs each month, 
including sales tax. These payments re-
main the same for the term of the lease. 

Once you’ve paid all of your monthly 
payments, what’s left is the car’s  
residual value. It’s figured as a per-
centage of the MSRP, based on how 
comparable cars depreciate in the time 
covered by the lease. If you want to buy 

Loan or 
Lease?
Once you’ve found the  
car you want, you’ve  
got to think about how 
to pay for it.

There’s also an acquisition fee 
on top of your initial payment.  
The amount varies, based on the 
car you’re leasing and the lessor.  
It covers credit reports and 
other paperwork.

When you sign a lease, you 
agree to mileage limits—usually 
around 12,000 to 15,000 a year. 
You’ll have to pay 10 to 15 cents 
for every mile you drive over  
that limit. 

Some leases also include a 
regular termination fee, 
which covers charges for wear 
and tear on the car and any  
excess mileage. And, finally, many 
dealers charge a disposition fee 

to pay for the costs of reselling the 
car after the lease is finished.

leasing smarts
When you lease a car, you have to  
qualify for credit, just as you would  
if you were taking a loan. And you  
have to sign a lease agreement that  
spells out the terms and conditions.  
The more you know about how leases 
work, the better the deal you can 
arrange. For more information,  
check out www.leasesource.com.

PaYing too soon
If you want to get out of a  
car loan early—for example, if 
you want to pay off the entire 
amount before the end of the 
term—you may get hit with a 
prepayment penalty, which 
is a lump-sum charge on top 
of the outstanding principal. 
That’s because if you pay off 
what you owe before the 
term is up, you save money 
on interest but the lender 
loses that income.

It’s usually more difficult, 
and more expensive, to try  
to end a lease agreement 
early. In most cases, the  
penalty you have to pay will 
be substantial, sometimes  
the full amount remaining 
on the lease. The only way 
to avoid it is to roll over the 
lease on your current car to 
a lease on a newer or more 
expensive car from the  
same lessor.

the car when the lease ends, you’ll have 
to pay this amount regardless of what 
the car is actually worth at that point.

That cost is the main reason you 
should think twice about leasing if 
there’s any real possibility you’ll end  
up buying the car when the lease ends.  
It would almost always be cheaper to  
finance the purchase from the start.

the cost of a lease 
You have to pay your first and last 
monthly payments and a security 
deposit up front on a lease. You may 
also have to make a down payment, or 
deposit. Also known as the capitalized 
cost reduction, that deposit lowers 
your monthly payments—but not the 
overall cost of the lease.

www.leasesource.com
when You lease

• Residual value may be set artificially
high to lower payments during
the term of the lease, making
purchase expensive

• You have set mileage limits

• You may be penalized for not keeping
the car in perfect condition

• Your agreement with the lessor is
hard to break

when You BuY with a loan

• You may have to make a large
down payment

• You owe sales tax on the purchase
price up front

• You absorb the depreciation of
the car

• After the warranty runs out, you
are responsible for everything that
could go wrong with the car

• You can get a new car every
few years

• Your monthly payments are usually
lower than loan payments

• You can get a more expensive car for
less than it would cost to buy one

• Depreciation isn’t your problem
unless you end up buying the car

• You own your car when the loan
is paid

• You can get full financing if
you qualify

• You can take advantage of
special promotions

• You have no mileage limits  
 P
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When you’re shopping for a car loan, 
remember that what it costs you to  
borrow depends on three things:

• The finance charge, expressed as an
annual percentage rate (aPr)

• The term, or length of time
the loan lasts

• The principal, or amount
you borrow

the aPr
The aPr is a percentage of the loan 
principal that you must pay to your 
credit union, bank, or other lender every 
year to finance the purchase of your car. 
This finance charge includes interest 
and any fees for arranging the loan. The 
charge gets added to the amount you 
borrow, and you repay the combined 
total, typically in monthly installments 
over the course of the term. 

For example, if you take a $15,000 
auto loan from your credit union with  
a 7.5% APR that you repay over four 
years, you’ll owe $362.69 every month. 
Over a year, those payments would  
total $4,352.28, and over the life of the 
loan, $17,409.12. That means it costs  

What a Car Loan Costs
Gearing up to get a car loan is the key to getting wheels.

you $2,409.12 to borrow the money to 
buy the car.

When you’re looking for a loan, you 
want the lowest APR you can find for  
the term you choose. The higher the rate, 
the more borrowing will cost you. 

Most APRs you’ll be offered will be 
in the same ballpark. That’s because the 
cost of borrowing at any given time  
depends on what lenders themselves 
have to pay for the money they’re using 
to make loans. But credit unions, which 
aren’t trying to make a profit, or the  
financing arms of car companies that 
want to promote the sale of their cars, 
might offer lower rates.

You may even find that rates from car 
companies are as low as 0%—especially 
if sales have been sluggish and they’re 
trying to entice buyers. Obviously it can 
be a good deal. But be careful to read  
the fine print about the conditions that 
may apply.

the term
The term of your loan also affects what 
it costs you to borrow. A shorter term 
means higher monthly payments but a 

lower total cost. On the flip side, a longer 
term means smaller monthly payments 
and a higher total cost. 

For example, the same $15,000 loan at 
7.5% APR that cost $362.69 a month for 
a four-year term would cost $466.60 a 
month for a three-year term and $300.57 
for a five-year term. But the three-year 
term would cost you just $1,797.60 in 
finance charges—$611.52 less than the 
four-year loan. And the loan with the 
five-year term would cost $3,034.20, 
or $625.08 more than the one with the 
four-year term.

Balloon loans
You might hear 
about balloon 
loans as you shop 
around for car financ-
ing. These loans require 
you to pay just interest, 
generally calculated at 
an average rate for the 
term of the loan, and 
then make a large  
final payment of the 
outstanding principal.

This style of payment  
can seem attractive, especially  
if you don’t have the money for  
a down payment on a regular 
loan. But it’s also extremely 
risky. If you can’t pay the final 
amount, you might have to take 
out another loan to pay the final 
installment—or worse, your car 
could be repossessed.

Sometimes, though, you still might 
choose the longer term, and the higher 
cost, if you can manage the smaller  
payment more easily than the larger one. 
After all, it can be worth it to pay a little 
more over time if you’re worried that 
you might default on your payments. 

But keep in mind that a car might 
start to cost you money for upkeep after 
it reaches a certain age or you’ve driven it 
long distances. You don’t want to choose 
so long a term for your car loan that 
you’ll still be paying it off while also  
having to pay for major repairs.

the PrinciPal
It should come as no surprise that the 
more you borrow, the more borrowing 
will cost. After all, the finance charge is 
determined by multiplying the interest 
rate times the principal. So the more  
you can reduce your principal, the more 
affordable borrowing will be.

One thing you can do to cut down 
your overall cost is to make the largest 
down payment you can afford so that 
you reduce your interest costs. Looking 

for a car that will have a 
good trade-in value, and 
trading it in while it’s  
still in good condition, 
will help you save money 
later on as well.

not-so-hidden costs
When you’re shopping for a car, 

you have to take costs beyond the 
sale price into consideration. You’ll 
be responsible for sales tax on the full 
amount of the purchase, fees for the 
title and registration, and insurance 
payments. And you’re legally obligated 
to have car insurance in all 50 states.  
In fact, you can’t get a loan without it.

Keep in mind that the cost 
of insurance will vary depending on 
the kind of car you want to buy, your 
age, gender, and driving record, where 
you live, the insurance company you 
choose, and the coverage you want.  
To home in on the best rates, start by 
visiting a number of car-related or  
insurance websites to get a sense of 
what you’ll have to spend.

term: 5 years
aPr: 7.5 %

=$300.57/month

$18,034.20 total 

term: 3 years
aPr: 7.5 %

=$466.60/month

$16,797.60 total 

term: 4 years
aPr: 7.5 %

=$362.69/month

$17,409.12 total 

term: 4 years
aPr: 9 %

=$373.28/month

$17,917.44 total 

a
P

r

term

$15,000 loan
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HI$ HER$

Marriage is a big step in terms of emotional 
commitment, and it often means a big 
financial change as well. 

Merging your financial lives can be 
easier than splitting up the closet space 
or deciding who takes out the garbage.  
Or it can be a source of constant  
tension. The bottom line is that being  
financially compatible—or finding a 
way to work out your differences—is  
essential to a happy marriage.

merge ahead?
Many married couples own most, if 
not all, of their investments and 
possessions jointly. Among 
other reasons it’s so popular 
is that sharing ownership 
of the things you acquire 
can make your marriage 
more equal. And if you 
both have a stake in your 
assets, you may both be more 
inclined to handle them wisely.

Merging your property and  
finances isn’t always the smartest 
thing to do, though. If either of 
you works in a profession that 
might make you vulnerable to 
lawsuits or has had trouble with 
creditors, it may be a better idea 
to keep your assets separate. 
That way, if one of you finds 
yourself in financial trou-
ble, you’ll be able to keep 
the other person’s finances 
secure. Similarly, many 
financial advisers suggest 
you each keep the assets 
you had before getting married  
in your own names.

managing moneY
You’ll have to work out a way to handle 
your household finances. You can adopt 
one of the conventional methods or 
experiment until you find a system that 
works for both of you—recognizing that 
it might mean surviving some fairly  
intense discussions. You can try:

• Pooling your earnings in a joint
account and paying all bills from
that account, including your
individual expenses

• Keeping separate accounts but
splitting the common expenses, with

Getting Married
When you tie the knot, finances 
and ownership can get tangled.

one of you paying rent or mortgage, 
for example, and the other making  
car payments and buying food

• Contributing a percentage of your
income to a household account to
cover the bills and putting the rest in
your own accounts
What happens if one of you makes

a lot more money than the other, or if 
one of you isn’t working? It can be a 
problem, but it’s one you should try to 
discuss frankly, especially if the alterna-
tive is nursing feelings of inadequacy or 
resentment. It might help to acknowl-
edge that your roles could switch if  
the current breadwinner got sick or  
lost a job.

who owns what 
(and how)

There are four ways to own property. 
Each comes with its own rules, which 

govern ownership for just about every 
kind of property, from bank accounts to 

investments and 
real estate.

sole owner- 
ship. As the 
name suggests, 
with sole owner-
ship you alone 
own the asset, 

and you’re free to sell it or give it away 
as you wish, including by way of a will 
or trust. But if you buy something on 
your own when you’re married and  
then you get divorced, it could be  
counted as marital property and be  
subject to division.

Joint tenants with rights of 
survivorship. Under this form of own-
ership, you own property equally with 
two or more people. That could mean 
owning property with just your spouse 

or as part of a larger group—for  
example, you and your siblings. You  
can sell your share of the asset, but 
you’ve usually got to get consent from 
the other owner(s). And you must split 
the proceeds of the sale evenly with 
them. If the other owner is your spouse, 
the asset is considered marital property 
and it gets split up if you get divorced. 
When you or any other owner dies,  
that share becomes the property of the 
remaining owner(s).

tenants by the entirety. You have 
to be married in order to be tenants by 
the entirety, which means that you own 
the property together. As long as you stay 
married, the property  
remains both of 
yours—neither of you 
can sell without the 
other’s permission. 
If one of you dies, 
the other becomes 
the sole owner of the 
property. If you get divorced, you  
become tenants in common. Either  
of you can sell your half without the  
other’s permission. 

tenants in common. If you and 
your spouse are tenants in common,  
you each own a share of the property, 
usually in equal proportions. Ownership 
isn’t limited to the two of you—any 
number of people can own property in 
common. Each of you can sell your share 
independently and keep all of the profits.  
If you get divorced, 
property you and 
your spouse have in 
common could be 
subject to division.

communitY ProPertY 
states
You might want to be extra wary 
of switching your premarital as-
sets to joint ownership if you live 
in a community property state. 
In these nine states—Arizona, 
California, Idaho, Louisiana, 
Nevada, New Mexico, Texas, 
Washington, and Wisconsin—you 
give up the right to own some-
thing exclusively in the future 
once you designate it a joint  
possession. And anything you 
earn during your marriage is  
automatically part of this joint 
pool. But you can protect what 
was yours beforehand if you keep 
it in your own name.
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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 after, 
there are still other ways to die. And 
accidental death policies often come 
with strings attached. A regular 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 probably 
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 on some policies. 
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. What 
you need is a neutral perspective.

as you
take on

more
responsibilities

your need for
life insurance
grows
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STEP UP
IN BASIS

Inheriting a large amount of money or 
valuable property can change your life, 
especially if you’re young. After all, a 
sudden influx of wealth can bring you 
freedom you didn’t have before. But it 
also brings new responsibilities. To  
handle your inheritance the right way, 
there are a few things you should know.

counting Your chickens
The first step toward being responsible 
about an inheritance is not to take it 
for granted before you actually receive it. 
Even if you’re pretty sure that you’ll be 
receiving assets as a result of someone’s 
will, it’s a bad idea to spend or invest 
these assets until you actually have them. 
After all, if you end up having to wait 
longer than you expected to receive the 

Inheritances
Receiving an inheritance can open a Pandora’s box if you 
don’t know how to handle your new assets.

in case of emergencY
Between covering your bills,  
investing, and spending money 
on a little fun, it can be hard to set 
aside an emergency fund when 
you’re young. If you haven’t got 
one yet, an inheritance can be the 
ideal way to get one started.

Using the adviser of the person  
who left you money can help you ease 
into your new financial situation. But 
don’t stick with this person 
blindly just because 
you don’t want to hurt 
his or her feelings. 
Someone who is really 
going to be able to  
help you in the long 
run must suit your 
needs and your  
financial style.

inheriting cash
If you inherit enough 
to do something 
substantial, what 
should you do with it? 
Generally, it’s best to 
take a long-term view.

If you have debts—
especially credit card debts—your first 
priority may be to pay them off. In  
addition to improving your immediate 
financial situation, you’ll be improving 
your credit rating, which means you’ll  
be able to borrow more easily in  
the future.

If you’re in good standing with  
lenders, consider using inherited cash  
to add to your investment portfolio.  
You can beef up contributions to  
your IRA, provided you have earned  
income. Or you might use part of the  
inheritance to open a regular taxable  
investment account or start saving for 
a particular goal.

inheriting inVestments  
and ProPertY
If you inherit investments or property, 
one of the big questions you’ll face is 
whether to keep what you receive or  
sell it. Lots of different factors can  
affect your decision, including the 
sentimental value of the property,  
your financial standing at the time,  
and how well the economy is doing.

One of the biggest concerns is the  
tax you’ll have to pay when you sell  
the property. The good news is that  
because of something called a step up 
in basis, you don’t have to pay tax on 
the increased value of inherited assets.  
When assets are stepped up in basis, 
they’re revalued at the amount they’re 
worth when your benefactor dies, or 
when his or her estate is valued. So when 
you sell an inherited asset, you pay taxes 
as if you had bought it on the date it  
was valued, not at the time it  
was actually purchased. You 
end up saving a lot more 
money than if you paid 
based on the increase in 
value from the date it 
was purchased.

eVerYthing can change
Since tax laws—particularly the 
ones dealing with estates and 
inheritances—are in the midst of 
a major overhaul, it’s hard to say 
how taxes will affect inheritances 
just a few years from now. You 
might receive more cash due to 
the reduction in estate taxes. Or 
you might have to pay taxes on 
inherited property that’s valued in 
a different way than it would be 
now. Stay tuned.

inheritance—or if it loses most of its  
value while you’re waiting—you could 
find yourself in more debt than you  
can handle.

If and when you do receive an  
inheritance you’ve been expecting, you 
should still think things over before  
you act. If you’ve inherited only a  
small amount—say, enough for a little 
vacation—then it can be okay to spend 
it on whatever it can cover.

But if you’re receiving a larger 
amount, you don’t want to waste it.  
The sudden freedom that comes with 
a sizeable inheritance makes it easy to 
spend everything you get without  
thinking about how the money could 
benefit you down the road. In fact, you 
might think about hiring a financial  
adviser if you receive an inheritance  
bigger than 5% of your annual income. 

For example, if you buy stock for  
$20 a share and sell it at $50 a share, 
your cost basis, or original price,  
would be $20, and you’d pay capital 
gains taxes on the $30-a-share profit.  
But if your grandmother buys stock at 
$20 a share and she dies and leaves it  
to you when it’s valued at $50 a share,  
your cost basis would be $50. So if you 
sell it right then at $50 a share, you  
won’t owe any tax. Of course, you  
could always hold onto it and hope it  
increases in value. But that means  
weighing the potential additional  
gain—or loss—against the immediate 
cash value you could pocket by  
selling now.
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Of all the goals you set for yourself,  
being able to afford a satisfying retire-
ment is one of the biggest and the most 
important. Everyone says you’ve got to 
start preparing by investing, but you’ve 
probably got questions: When to start? 
How much to put away? What to buy?

The good news is, there are answers. 
You can invest for retirement in two 
ways: through tax-deferred or tax-free 
plans and through regular taxable  
accounts. Ideally, you do both, since each 
approach can contribute in its own way 
to providing retirement income. And the 
sooner you start, the better the odds that 
you’ll accumulate the nest egg you need.

Retirement savings plans that provide 
tax advantages—whether they let you 
postpone tax on what you earn or avoid 
tax entirely on those earnings—are  
available in several different forms. 
Some, such as 401(k), 403(b), and  
457 plans, are employer sponsored.  
That means, to contribute, you have to 
work for an employer who offers a plan. 
With other plans, such as individual  
retirement accounts (IRAs), you must 
earn income or be married to someone 
who does. Still others, including fixed 
and variable annuities, let you invest 
money from any source.

When you invest in taxable  
accounts—through banks, brokerage 
firms, mutual fund companies, and  

Planning for Retirement
Smart financial planning can be the difference between 
the retirement of your dreams and just dreaming  
about retirement.

shrinking social securitY?
No matter what political party is in 
office, or what their plans are for 
Social Security, there’s almost always 
talk about what the state of the 
program will be when today’s 20- 
and 30-year-olds reach retirement 
age. And since there will be more 
people collecting benefits than 
there are people putting money into 
the system, there’s bound to be a 
change at some point in the future. 

Right now Social Security pays 
for between a third and a half of the 
average retired worker’s monthly 
income, and somewhat less for 
those who earned more during their 
working lives than the the income 

level at which no more FICA tax is 
withheld. While it’s unlikely that 
the system will totally disappear, 
that level of support might shrink, 
especially for wealthier people. Or 
the annual cost-of-living increases 
that the system provides may 
become smaller across the board.  
Or the age at which you qualify for 
full benefits may increase.

The only sure thing about the 
future of Social Security is that 
there is no sure thing. That’s why 
you can’t rely on it too much. And 
it’s why you should make sure 
you’re taking all the steps you can 
to be sure you’ll have a source of 
retirement income.

While it’s wise to put as much 
into a tax-deferred plan as you  
can—especially when you’re  
focusing on retirement—investing 
on your own allows you to put more 

money into different investments. 
Those investments have the poten-
tial to provide a strong return. But, 
as with all investments, you can  
lose money.

other financial institutions—you pay  
tax on your dividend and interest  
income every year. But if you ultimately 
sell your investments for more than  
you paid, which is one of the goals of  
investing in the first place, you pay tax 
on any increase in value at the lower 
capital gains rate. 

three: the magic numBer?
Traditionally, financial writers have 
described the income that you live on 
during retirement as a three-legged 
stool: Social Security, your employer 
sponsored retirement plans, and invest-
ments you’ve made on your own. If one 

of these is reduced or disappears, the 
other two will have to somehow carry 
the weight.

While this 
might seem 
like a shaky 
situation, 
it doesn’t 
have to be 
if you plan 
and invest  
intelligently. After all,  
while the money you get from Social 
Security and your retirement plan are 
both largely linked to how much you 
make in your working years, there’s no 
set limit to what you can invest, and no 
restriction on how you invest it. This 
freedom to move—and grow—makes 
investing an area where you can make up 
for ground you might lose elsewhere.

side BY side
If you have the opportunity to put 
money into a tax-deferred retire-
ment savings plan like a 401(k), you 
can’t afford to pass it up. The potential 
for tax-deferred growth and the chance 
for matching contributions in employer 
sponsored plans can do wonders for 
your nest egg. But these plans aren’t 
the only game in town. Investing on 
your own can be a great move too.

factors

limits 

investing 
options

employer 
matching

current 
income taxes 

taxes over 
time

taxes at 
withdrawal

flexibility

emPloYer Plans

Annual caps set by federal  
government and your employer 

Usually limited to what’s offered in 
your employer’s plan

Optional but often half of what 
you put in, up to 6% of your salary

None, if your money goes in 
before taxes are figured  

Your earnings compound 
tax deferred

Your withdrawals are taxed as 
regular income

You usually can’t withdraw before 
you’re 59½ without a 10% penalty

regular inVesting

As much as you can afford 

Open to whatever is traded 
on the markets

None 

You’re investing after-tax 
money, so there’s no  
tax benefit

You pay annual taxes on 
any interest or dividends

Any gain in value after a 
year or more is taxed at 
a lower long-term capital 
gains rate

You can sell whenever you 
want or need to
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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 qual-
ify to participate, and you want to start 
putting money away sooner. And even if 
you are part of a plan, you may be look-
ing for a way to invest more than the cap 
on what you can contribute.

As long as you earn income, you  
can contribute to an individual retire-
ment account (ira). There is a cap  

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

choosing Your ira
Once you’ve chosen an IRA custodian, 
your next decision is the type of IRA 
you’ll open. 

A traditional tax-deferred ira 
is always available. Beyond the require-
ment that you have earned income, 
there are no barriers—not even the fact 
that you may also be contributing to 
an employer plan. Doing one doesn’t 
prevent you from doing the other. You 
contribute after-tax income and pay no 
tax on any earnings in the account until 
you withdraw them. Withdrawals aren’t 
required until you’re 70½. 

You may be able to deduct your con-
tributions to a tax-deferred IRA under 
certain circumstances. In that case, 
you reduce your current income by the 
amount of the contribution, earnings 
are tax deferred, and you pay tax on 
both contributions and earnings when 
you withdraw. You qualify either by not 
being covered by an employer’s retire-
ment plan or by having an adjusted gross 
income (AGI) that’s less than the annual 
cap that Congress sets. 

A tax-free roth ira differs in a 
number of important ways from its tax-
deferred siblings. You can never deduct 
your contribution, but no income tax is 
due on withdrawals after you turn 59½, 
provided your account has been open at 
least five years. And if you don’t want to 
withdraw, you don’t have to. 

To qualify to contribute to a Roth IRA 
in 2011, your AGI must $107,000 or less 
for a full contribution if you’re single 
and $169,000 or less if you’re married 
and file a joint return. Eligibility phases 
out at $120,000 for singles and $179,000 
for joint filers.

which one for You?
If you’re eligible for all of the IRA  
alternatives, which one is right for you? 
What you need to weigh is the advantage 
of a tax deduction now—which puts 
a little more cash in your pocket—or 
the prospect of tax-free income thirty 
or more years in the future. Either way, 
you’ll have retirement savings, which is 
the most important reason to contribute 
to an IRA. 

The power of compounding has  
the potential to produce big balances if 

you contribute the maximum  
to your IRA each year, starting 
right now. For example, a $5,000 
contribution each year for 40 
years would grow to more than 
$1 million with an average annual 
return of 7%. 

Remember, too, that when 
you choose an IRA you 
aren’t making a lifetime 
commitment to either the 
custodian or the type. You 
can roll over account assets to a 
new custodian, or sometimes even 
into an employer’s plan. And you 
can convert a tax-deferred IRA to 
a Roth IRA by paying the taxes 
that are due on any tax-deferred 
amounts you move. There are no 
income caps limiting who can 
convert to a Roth.

douBle adVantage
IRAs offer the flexibility of individual investments combined with the  
opportunity for tax-deferred growth. A solid IRA investment strategy takes 
advantage of both these strengths but doesn’t guarantee a profit or prevent 
a loss.

tYPe

traditional  
nondeductible

traditional 
deductible

roth 

Pros

• Your earnings grow
tax deferred

• Your earnings grow
tax deferred

• Your contributions are
tax deductible

• Your earnings grow
tax deferred

• Withdrawals not required

• Withdrawals are tax free if
you follow the rules

cons

• 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

• Your contributions aren’t
deductible

on what you can invest—$5,000 in  
2011. 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. But 
you’re likely to have transaction costs.

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 an employer’s plan

•  Choose investments that have
the potential to grow

•  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 invest-
ments 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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Nobody likes to think about wills or 
other legal documents that deal with 
what happens to your assets after your 
death. But unless you think about 
how your property will be transferred 
to your family or friends, and how 
financial decisions will be made if you’re 
not able to deal with them, you risk 
compounding the grief of your loved 
ones and beneficiaries.

whY a will?
You might think a will  
is the last thing you need 
if you have very few  
assets to give away.

But even if you’re  
single and struggling 
to get by that doesn’t 
mean you don’t need 
a will. If you have 
student loans, 
mortgage pay-
ments, or other 
debts that your par-
ents have cosigned, 
making them the 
beneficiaries of your 
will allows them 
to use your assets 
to pay off what you 
owe. While they would 
probably get ownership 
eventually, it could take 
more time without a will.

And if you’ve started a family, 
you’ll definitely want to establish a 
will to provide for your children. In 
addition to leaving them your assets, 
you can use your will to designate a 
guardian in case something happens 
to both you and your spouse.

making a will
There are three different routes you 
can take to make a will. They all work, 
and they’re all legal, but one may meet 
your needs better than the others.

using a lawyer who specializes in 
wills and estates is the safest way to go. 
And if your estate includes any com-
plicated investment holdings—including 
real estate—or if there’s the possibility 
that someone might challenge your will, 
it’s almost a necessity. 

Wills and Powers 
of Attorney
You need will power to be sure your house is in order. 

using a guidebook or a tutorial 
in a computer program or online can 
help you write your own will for a  
fraction of the cost. If you do this, 
though, think seriously about having  
a lawyer review the document.

using a fill-in-the-blanks will is 
cheap and easy, though the form tends 
to be generic and pretty inflexible. But 
if you’ve got simple wishes for a simple 
estate—like leaving all of your assets to 
your spouse or parents—this type of  
will can be better than no will at all. 

Power of what?
You don’t have to be an  
attorney to be designated an  
attorney-in-fact. All the word  
attorney means in this context 
is someone authorized to act on 
someone else’s behalf.

duraBle Powers  
of attorneY
As long as you have property or an  
income, you can benefit from granting 
a durable power of attorney for  
finances. You can use this document  
to designate someone as your  
attorney-in-fact, which ensures that 
your financial matters will be handled  
by someone you trust if you’re  
unable to take care of them 
yourself for any reason.

If your financial 
situation is pretty 
simple, you might 
not think you  
need that kind 
of backup. But if 
you’re incapacitated 
for an extended  
period of time, 
you’ll need some-
one to take care 
of your bills and 
medical paperwork 
at the very least.

And then there 
are larger-scale  
concerns, like  
paying taxes  
and managing  
investments. If you don’t  
designate someone ahead  
of time to take care of these  
matters, the courts will have to  
do it for you, which can be expensive 
and potentially uncomfortable for the 
people involved.

taking action
You can create a durable power of  
attorney that goes into effect as soon as 
you sign it. Or, if you want it to take  
effect only if you’re incapacitated, you 
can create what’s called a springing 
durable power of attorney. It allows 
you to control your affairs until you’re 
unable to, at which point it springs into 
effect (hence the name).

All you have to do to create a durable 
power of attorney is fill out a form and 
sign it in the presence of a notary public. 
Many stationery and copy stores offer 
notary public services for a very small 

fee. Some states require that you have 
witnesses present at the signing.

Some banks and financial services 
companies have their own durable  
power of attorney forms. It’s a good idea 
to see if your bank or brokerage firm  
requires you to sign these documents  
to ensure that transactions between the 
institution and your attorney-in-fact  
go smoothly. And if you want your  
attorney-in-fact to deal with any real  
estate you own, you’ll also have to put  
a copy of the document on file at your 
local land records office.

If you’re married, it’s a good idea to 
give your spouse a durable power of  
attorney. If you’re incapacitated, he or 
she can use a joint checking account  
to pay bills, but may not be able sell 
property you own jointly, and certainly 
can’t do anything with investments,  
bank accounts, or other property that 
belongs solely to you.

In fact, it can be useful to have an 
attorney-in-fact if you’re out of the 
country or out of touch for some other 
reason and decisions have to be made  
or documents signed immediately.
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sPecial kinds of  
term insurance
Many insurance providers offer forms  
of term life insurance that fit particu-
larly well with young people’s needs. For 

example, annual 
renewable term
insurance starts
out at a very 
low price and 
lets you renew 

every year for 
a slightly 

higher pre-
mium. 

Take a Tip
If you know a few financial planning tricks, you’ll be 
ahead of the game.

The low price and short term make it a 
great way to cover yourself while you’re 
making long-term coverage decisons.

If you’re pretty sure you’re going 
to switch from term to whole life 
in the near future, convertible term  
insurance makes it easy. Once you’ve 
qualified for convertible term, you can 
switch to a whole life policy—or any 
other type of life insurance—at  
the same company without 
having to requalify. 

getting tied in knots
Some couples sign a prenuptial agree-
ment before they marry, spelling out 

how their assets 
will be divided 
in case they 
divorce. As 
unpleasant as 
it sounds, a 
formal contract 
may help avoid 
legal wrangles 
down the road 

and save 
money.

A formal 
written  

agreement can be essential if you or  
your spouse has children from a prior 
relationship, owns a business, or is in 
line for a large inheritance. It may also 
be a smart financial move if you are  
supporting your spouse through a long 
and expensive education. That way, 
should you divorce, you may get access 
to your ex’s enhanced earning power.

Each of you should be represented by 
your own attorney when the agreement 
is drawn up. And it should be signed  
well before you tie the knot—not at the 
midnight hour—if you want the agree-
ment to survive a potential 
court challenge.

states the kind of medical  
treatment you want—and  
don’t want—to receive if you 
can’t communicate your own 
wishes. Living wills are best 
known for covering issues like 

refusing life support, but 
you can also use them to tell 
doctors just about anything 
related to your treatment.

Most professional 
caregivers opt to prolong 

life when possible, so if you’re 
opposed to such measures, you 

should definitely have a living will 
that states your wishes. And if you do 
want them to take measures to keep you 
alive, it never hurts to have one made 
out anyway. Whatever you do, make  
sure your family and your doctor know  
where they can find your living will if 
they need to.

A few states let you establish a living 
will and a durable power of attorney on 
the same form. But in most cases, you’ll 
have to create separate documents if  
you want to set up both.

insurance: what not to get
Not every type of life insurance is a 
smart bet. Certain types of specialized 
insurance, which cover you only for 
particular circumstances, might seem 
like a great deal because they’re usually 
very cheap. But in the long run, the odds 
that your family would collect on any  

of these policies are very small. That 
means they aren’t worth even the tiny 
price you pay for them. And it’s certainly 
not worth purchasing these policies in 
place of a traditional term or whole life 
policy. Take a look at why some of these 
policies don’t pay:

cancer insurance. As 
the name suggests, your 
family doesn’t collect 
unless you die of cancer. 
So if anything else hap-
pens to you, your family 
won’t gain anything.

credit insurance. 
Instead of paying your 
family, this policy pays 
your creditors. While  
that might seem like a 
smart move—especially 
if you’ve got a lot of 
debt—this insurance 
adds to the cost  
of borrowing.

accidental death  
insurance. Accidental 
death sounds frightening, 
which can make this type 
of policy seem like a great 
idea. But think about it. 
Conventional insurance 
covers accidents—and 
other causes of death.

a car shoPPing 
calendar
You can often get a better deal on 
a car at the end of the month or 
the end of a quarter, since there’s often 
competition among salespeople and 
even among entire dealerships to win 
high sales awards. Of course, salespeople 
know that you’ll be coming to the lot 
with that mindset, and if they know 
you’re hot to buy, they won’t hesitate  
to use your eagerness to their own  
advantage.

One calendar-based car-shopping 
strategy that might work a little better 
is to shop toward the end of the year for 
that year’s model, after the coming year’s 
model has already been released. You’ll 
sometimes have a better chance at get-
ting a lower price, since dealers will want 
to clear old merchandise off their lots.

healthcare 
Planning
Establishing a  
durable power  
of attorney for  
finances doesn’t give 
your attorney-in-fact 
the right to make  
medical decisions on 
your behalf. But you can  
establish a durable 
power of attorney for 
healthcare and designate 
the same person who is 

your attorney-in-fact 
for finances.

If you want to 
have more control 
over the medical 
care you’ll receive, 
you’ll probably want 
to create a living 
will, also known 

as a healthcare  
directive or a 
directive to 
physicians. It 
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Investing is about putting your money 
to work. If you do it wisely, you can 
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 no guarantees  
with investing, the goal over time is  
to increase your wealth and provide 
additional income.

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, mutual funds and etFs
that invest in stocks

• Bonds, mutual funds, and ETFs
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, search for 
investor education resources online, 
focusing first on providers that aren’t 
selling investments. 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 possibly someone at work. 
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,  
an ETF, or a 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 stock 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 aiming for 10% to 
15% of your gross income is a 
good goal. If you’re contributing 
to a retirement savings plan at 
work, you can count the percent-
age 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 investment 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.

The risk of keeping your  
distance from investing is that it 
can be the only way to meet your 
long-term goals like sending your 
children to college, living a com-
fortable retirement—or having 
the means to take enough time 
off to travel around the world.

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 shares  
in 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 what-
ever 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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If you’ve heard it once, you’ve heard it  
a hundred times: The sooner you start 
investing, the better. You might have 
your doubts about whether it really is 
true. But it is.

That’s because of compounding, 
a process that lets you make money 
on your earnings as well as on your 
principal. Compounding occurs when 
dividends or interest you earn on your 
investments are reinvested to form the 
new base on which future earnings can 
accumulate. And as that base gets larger, 
the potential for growth increases. 

Here’s what can happen over a year:

 Base amount on January 1
+earnings=new base amount
+earnings=new base amount
+earnings=new base amount
+earnings=value the next January 1

When interest compounds in an
insured cash or cash equivalent invest-
ment, the dollar value of your account 
always increases, though it may increase 
slowly. If you start with $1,000 and you 
earn 5.25% compounded, you’ll have 
$1,052.50 after a year and 1,107.75 after 
two years, rather than $1,105. The extra 
$2.75 is from compounding.

A Time and Way to Grow
When you’re investing, time has a snowball effect.

Compounding works a little  
differently with equity investments  
such as stocks and mutual funds. In that 
case, if you reinvest all your earnings to 
buy additional shares, the number of 
shares you own increases. But the total 
value of your account may increase or 
decrease depending on whether the price 
per share rises or falls.

For example, suppose you start  
out with 100 shares of a stock mutual 
fund valued at $15 a share and reinvest 
your earnings. By the time you’ve  
accumulated 125 shares, the stock 
market is down and the fund’s share 
price is $12. Despite compounding,  
your account would be worth the same 
$1,500 (125 shares x $12 = $1,500).

But, if the stock market gained rather 
than lost value by the time you’d accu-
mulated 125 shares, and the fund’s share 
price grew to $18 a share, your account 
value would be $2,250 (125 shares x  
$18 = $2,250), a 50% increase in value.

And the more shares you accumulate, 
the more any increase in the share price 
boosts the value of your investment.

ups and downs,  
ins and outs
Over the course of a day, a month, 
or a year, most investment prices fluctu-
ate, sometimes dramatically. They go up  
and down repeatedly in response to a 
range of variables from changing market 
conditions to shifting investor attitudes.  
This constant movement is known  
as volatility.

Some kinds of investments are more 
volatile than others. Stocks, for example, 
tend to change in value more often and 
by larger amounts than bonds or mutual 
funds. So the shorter the time you plan 
to own a stock, the more risk you’re 
taking that its price will be down if you 
need or want to sell it. But short-term 
volatility doesn’t limit the possibility of 

dollar Cost averaging
If you want to use volatility to your  
advantage, dollar cost averaging can 
be a useful investment strategy. When 
you dollar cost average, you invest the 
same amount of money in a specific 
investment on a regular schedule, no 
matter what the price per share is. For 
example, you might add $100 to a  
mutual fund every month. 

When the fund’s price is up, your 
$100 buys fewer shares than it does  
when the price is down. The advantage 

of continuing to buy through these ups 
and downs is that if you stick with the 
plan for an extended period, the average 
price you pay per share will be less than 
the actual average share price. But for the 
strategy to work, you have to buy when 
prices drop—and putting your money 
into an investment on the decline can  
be nerve-wracking, especially if you’re 
not a veteran investor. If you stop  
buying when prices drop, you’ll have 
paid only the highest prices, and that’s 
exactly what you are trying to avoid.

The positive side of putting the same 
amount of money into an investment 
every month, no matter how it’s doing,  
is that you get in the habit of investing 
regularly. That’s a good habit to have. 
And if you’re also reinvesting whatever 
earnings your investment produces, 
you’re getting the added advantage of 
compounding. But there is one caution: 
Dollar cost averaging doesn’t guarantee 
you’ll make money on your investment 
or protect you from losses any more 
than any other investment strategy.

substantial gain if you hold onto an  
investment for a long stretch of time. 

In contrast, liquidity describes the 
ease and speed with which you can  
convert an invest-
ment into cash with 
little or no loss in 
value. Basically, the  
more liquid an  
investment is, the 
less trouble you  
have selling it for 
at least the amount 
you invested. For 
example, savings  
accounts and  
money market  
accounts are consid-
ered highly liquid. 

Liquidity is especially important if 
you need money for a financial emer-
gency, or if you’re planning to sell the 
investment at a specific time to meet a 
particular goal, such as making the down 
payment on a home or buying a car.

let it roll
Reinvesting the money 
your investments may 
generate is one of 
the easiest and most 
reliable ways to take 
advantage of the power 
of compounding.

If you invest in a 
mutual fund, just select 
the reinvestment option 
when you open your  
account. If you invest in 
stocks, take advantage  
of stocks that offer  
dividend reinvestment  
plans (drips). And if  
you have money in 
bonds, put the interest 
you receive into an  
investment account  
to be recycled into the 
next bond—or other  
investment—you buy.

You’ll still owe income 
tax on your earnings,  
at the tax rate that  
applies, except for the 
investments you hold in 
a tax-deferred or tax-ex-
empt retirement account. 
But your money will go 
straight to building your 
assets, rather than sitting 
around and tempting 
you to spend it.
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Risk and Return
Investing is like life: nothing ventured, nothing gained.

If you want to meet your financial  
goals, you’ll have to learn to live with a 
certain amount of risk. Risk means that 
as your investments fluctuate in value 
over time, one or more of your holdings 
may be worth less than you paid for it. 
In fact, some investments may turn out 
to be virtually worthless—or really and 
truly worthless.

But you have to take some risks to get 
a significant return on investment, 
sometimes abbreviated as roi. Return 
includes income you get from an invest-
ment, such as dividends or interest, and 
any gain, or profit, from selling the  
investment for more than you paid to 
buy it. 

For example, say you buy 100 shares 
of stock for $35 a share, collect a $75 
dividend, and sell it for $40 a share. Your 
return is $575 on the investment: $75 in 
dividends plus a $500 increase in value 
(100 shares x $5 increase per share = 
$500). If you realize that return in one 
year, your rate of return on the stock 
would be 16.4% ($575 ÷ $3,500 = .164 
or 16.4%).

That’s a very good return, especially 
compared to what you could be earning 
on the money in a savings account.  
But that return isn’t guaranteed in the 
next year. In fact, the value of the stock 
could drop just as easily as it could  
increase. That’s where risk comes in,  
and why you can lose money when  
you invest. 

very risky Business
Market timing, also known as 
day trading, is an attempt to 
make quick profits by buying  
and selling investments to take 
advantage of minute-to-minute 
price changes. With the speed 
and accessibility of online  
trading, it has attracted a lot  
of attention in recent years.

But it’s like playing Russian  
roulette. You may survive, and 
even make a profit. Since there’s 
no way to predict how prices will 
move, especially over such short 
time spans, market timing means 
you could lose a lot of money in 
a real hurry. To make matters  
worse, each time you trade you 
pay transaction fees. So you 
could be paying to lose money.

Finding your return 
on investMent

Increase (100 x $5) $500
+ Dividend + $75

your return $575

Your return  $575
÷ Amount invested ÷ $3,500

rate oF return 16.4%

 you  you 
 invest  sell
Number of shares 100 100
x Price per share x $35 x $40

total $3,500 $4,000

Suppose you needed cash when the 
stock price had dropped to $32 a share. 
Even if you collect $75 in dividends, 
you’d lose $225 by selling at the lower 
price [100 shares x $32 a share = $3,200 
sale price – $3,500 purchase price = 
–$300 + $75 dividends = –$225]. That’s 
a loss of 6.4% on your investment.

nothing to Fear But…
If the idea of risk scares you, get used  
to it. As an investor you can approach 
risk in three ways: Embrace it, try to 
avoid it, or find a way to use risk to  
your advantage.

You might find risk exhilarating. 
Taking lots of chances on start-up  
companies or concentrating on just one 
or two investments means you’ll either 
make a lot of money or kiss your  
principal goodbye. 

You can try to avoid risk by choosing 
investments that pose little or no danger 
to your principal. That includes insured 
certificates of deposit (CDs). But avoid-
ing what you think of as risk makes you  
vulnerable to one of the biggest invest-
ment risks you face—inflation, or the 
long-term loss of buying power.

By spreading your investments  
across the range of possibilities, in-
cluding both the safest and the riskiest 
categories, you can avoid the risk of  
having all your eggs in one basket  
without giving up the potential for 
a positive return. And if you stick to 
stocks, bonds, and the mutual funds  
that invest in them, the most you can 
lose is the amount you invest.

risky Business
Risk has many faces. The sooner you 
learn to recognize some of the most 
common ones, and where you’re apt 
to encounter them, the less scary they 
should be. 

investment risk, sometimes called 
business risk, is the possibility that an 
investment will not produce the results 
you expect. For example, suppose two 
new technologies are introduced at 
about the same time, both innovative 
and workable. But only one of the  
technologies is widely adopted. If you  
invested in the one that doesn’t survive, 
you may well lose money. But investing 
in the successful one may produce a  

substantial return. And if you’d invested 
in both, your gain in one might offset 
your loss in the other. 

Management risk refers to the pos-
sibility that a company’s management 
team may make serious mistakes in 
directing the company. Whether these 
errors result from honest miscalcula-
tion or from negligence, they can have 
major financial consequences for the 
company’s stock, resulting in substantial 
investor losses. On the other hand,  
superior management can produce  
outstanding results under certain—
though not all—market conditions. 

Market risk is the possibility that 
the equity or bond markets as a whole 
may drop in value, as may happen in a 
periodic correction or a more serious 
recession. In that type of economic  
climate, the prices of even the most 
stable investments tend to decline. 

No matter how alert you are as an 
investor, it can be difficult to anticipate 
a market drop. Historically, however, 
strong markets have always been  

followed by a period 
of loss, and then 

by weak markets 
recovering, and 

growing stronger.

as Close as 
you Can CoMe

There’s no such thing 
as a completely risk-free 

investment. The only 
thing that comes close to 

being risk free is the 13-week 
US Treasury bill. Since it’s 

backed by the federal government,  
there’s almost no chance that the 

principal won’t be repaid. And since 
the term is so short, there’s no real  
danger from a major loss of value. 
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Age 25

Age 80

How many times did your parents  
remind you to eat balanced meals so  
that you’d grow up healthy and strong? 
When they said balanced, what they had 
in mind was probably more vegetables 
and protein and less ice cream and fries. 

Making smart investment decisions 
actually works a lot like putting healthy 
meals together. But with investing, the 
balanced approach is called asset allo-
cation. It means assigning percentages 
of your principal to several different  
investment types or asset classes,  
including stocks, bonds, and cash. 

ASSESSING ASSET CLASSES
One reason to allocate among asset 
classes is to take advantage of the ways 
different classes perform:

Each asset class provides strong 
returns in some years and weak 

returns in others. For example, large 
company stocks gained more than 26% 
in 2009 and another 15% in 2010. But 
that followed a 37% loss of value in 
2008, the biggest drop since 1931. 

The major asset classes tend to 
shine at opposite times. In years—

or periods of years—when stocks 
provide a strong return, bond returns 
are often weak. And when stocks falter, 
bonds often shine. There have also been 
a few years when you could have earned 
more by keeping all your money in cash, 
measured by the return on US Treasury 
bills, than in either stocks or bonds. 

You never know which asset class 
will be strong, or how strong it will 

be, in any given year or period of years. 
So the wisest move is to include several 
asset classes in your portfolio. That way, 
you get the double advantage of benefit-
ing from gains in the asset class or classes 

Allocating Your Assets
A classic strategy for managing risk depends on  
introducing variety into your investment diet.

that are doing well, and offsetting some 
weakness in those that are not.

A mATTEr of TASTE
Deciding what percentage of your  
investment assets to allocate to stocks 
and stock funds, what percentage to 
bonds and bond funds, and what per-
centage to cash and cash equivalents isn’t 
a piece of cake. There’s not a standard 
asset allocation that works for everyone. 
And the allocation that’s right for you 
now probably won’t be ideal at every 
phase of your life. 

Your financial goals and your risk  
tolerance influence the allocations you 
make. But your age is probably the single 
most important factor. That’s because 
the element of unpredictability in  
investing, especially when investing in 
stocks and stock mutual funds, poses  
less risk if you’ve got a long time to  
reach your goals. But if you’re  
counting on your investment assets to 
meet a near-term goal, you’ll probably 
want to minimize the risk of losing  
even some of your principal.

A pLACE To STArT
Here’s an easy asset allocation formula: 
Subtract your age from 100 if you’re a 
man and from 107 if you’re a woman. 
Then allocate a percentage of your 
portfolio equal to your result to stocks 
or stock mutual funds. (The extra years 
recognize that women, on average, live 
longer than men do.)

That means if you’re in your 20s, 
you’d be investing about 80% of your 
money in stocks to maximize your  
potential for long-term growth, with 
the rest in cash, cash equivalents,  
or bonds. 

By the time you get 
to be 80, you may want 
to reduce the percent-
age you’ve allocated 
to stocks to as little 
as 20% of your port-
folio—unless you’ve 
already got enough 
income to live on 
comfortably. In that 
case, you might still 
be investing a sub-
stantial portion of your 
portfolio for growth 
(and the benefit of  
your heirs).

Remember, though, 
that while a carefully  
allocated portfolio can 
increase your long-
term return and help 
offset current losses, 
it can’t guarantee that  
you won’t lose money 
on individual invest-
ments or that you 
won’t end up short in 
realizing your goals.

ChANGING ThE mIx
Investment values shift over time, so  
that an asset class that initially made up 
25% of your portfolio might, at some 
point, increase to 40% while another  
asset class may shrink from 25% to 10%. 

For example, investors who 
have lots of money in small, 
high-tech companies in tech 
booms will see the value of 
those investments balloon 
to a disproportionately 
large percentage of their 
portfolios. Then, if these 
stocks plummet, as they 
may well do, holdings in 
these small companies will 

represent a substantially 
smaller percentage of their 

diminished portfolios. 
If your goals and your  

risk tolerance haven’t changed, 
and the allocation model 

you started with still seems 
right, you might want to 
rebalance your investments 
from time to time to make 
sure that your actual 
portfolio is in line with 
the portfolio you intend 
to own. 

To make that happen, 
you might sell some of 

the investments that have 
increased in value to buy 

investments in the asset class 
that has lost value. Or you might put  
any new money you’re investing into the 
currently underperforming asset class.

But that’s not something you need 
to worry about every day. It’s generally 
enough to review and rebalance your 
portfolio once a year. Another approach 
is to ignore imbalances unless the value 
of any class exceeds the allocation you 
originally selected by 15% or more. 
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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 and 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 15% 

to 20% and reinvest in 
another promising stock.

As helpful as diversification can be in 
helping to manage risk, it doesn’t guar-
antee you’ll make money or ensure you 
won’t lose money in a falling market.

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 widely held 
investments, especially for long-term 
goals. It’s for good reason: They’ve his-
torically provided stronger returns than 

Investing in Stocks
The stock market has its ups and downs, 
in recurring cycles.

any other kind of investment, though 
there’s no guarantee that will be true 
in the future. Some of that increase has 
been the result of dividend payments and 
some the result of increased share value.

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 $10 
billion), mid-cap stocks 
(with market caps  
between $2 and $10 
billion) and small-cap 
stocks (with market caps 
below $2 billion). 

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

• 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

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 various market 
forces and investor attitudes can change 
bond prices just as they change stock 
prices. The only difference is that with 
bonds, these increases and decreases 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—one 
exception is inflation-indexed Treasury 
bonds—the amount you receive over 
time will buy less and less as time goes 
on. This becomes a particularly 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 have less 
credit risk—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 plus all the interest 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 governments 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.

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 gov-
ernment bonds because 
they pose a higher 
credit risk. But you 
don’t get the tax breaks 
you do with Treasurys  

or munis. The interest 
these bonds pay is often 
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 
performances from others. That often 
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. But they’re not 
federally insured, and their value is  
not guaranteed. 

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  
underlying 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 underlying 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 of-
fers 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 may not vary 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 
calculated as an expense ratio. 
But you may 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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While it’s completely possible to build 
a strong investment portfolio without 
looking further than stocks, bonds, 
and cash—or the funds that invest 
in them—there’s a range of other 
investment opportunities that  
can help you achieve your  
financial goals. 

Some choices, like real 
estate or collectibles,  
have the added advantage  
of giving you something  
tangible to enjoy while  
you’re investing.

Others, such as options, 
futures contracts, start-up 
companies, or companies 
that aren’t publicly traded, 
are higher-risk choices that 
you may not be ready to 
consider just yet—or that 
you may not yet qualify to get 
involved in.

the real (estate) deal
Whether you’re living in property you 
own or living off money you make from 

renting your property, real 
estate is an investment. 

And it’s often a good 
one. Real estate may 
increase in value, and 
may provide some 
valuable tax advan-
tages, including being 
able to deduct your 
mortgage interest 
and property taxes 
on your federal 
and state income 
tax returns. 

If you make 
a profit on the 
sale of your 
home, there’s 

another break. If 
you’ve lived there for at least two of the 
five years before you sell, you don’t have 
to pay any capital gains tax on up to 
$250,000 of your profit if you’re single, 

Adding More 
Variety
Stocks, bonds, and cash  
are your main fuel source. 
But other investments  
are available.

or up to $500,000 if you’re married and 
file a joint return.

Of course, there’s no guarantee  
you’ll make money in real estate. And 
you could have a harder time selling  
at a profit than with other types of  
investments. That’s because real estate  
is illiquid, which means it can take time 
to convert your investment to cash,  
especially if you try to sell during peri-
ods of high mortgage rates or limited 
demand. And you may have to settle for 
less than you paid if you need to sell at a 
certain time.

If you don’t want to lay out all the 
money necessary to invest in actual 
property, you can buy shares in publicly 
traded real estate investment trusts 
(reits), which invest pools of money 
in a variety of real-estate ventures. Of 
course, REITs have risks as well, but they 
offer you potential gains with less time 
commitment than if you were buying 
property on your own.

means you can lose money just 
as easily as you can make it— 
sometimes at lightning speed. And 
the dangerous side of leverage is that 
you can actually lose more than you 
invested, which isn’t the case with 
stocks, bonds, or mutual funds.

When you buy or sell a futures 
contract, you’re agreeing to buy or 
sell a specific amount of the under-
lying investment by the expiration 
date on that contract. But since 
there’s no guarantee that you’ll make 
money on the transaction, what 

most investors do is buy an offsetting 
contract as well—for example, one that 
requires them to sell if their original  
contract requires them to buy—hoping 
to make money on the changing value  
of the contracts. 

When you buy an option, you pay 
a premium for the right to buy or sell 
a specific amount of the underlying 
investment at a predetermined price, 
known as the strike or exercise price, 
within a particular time frame. Unlike a 
futures contract, which you’re required 
to settle, you’re not obligated to do  
anything if you buy an option. You can 
just let it expire, so your only cost is the 
premium you paid for the right to buy. 

But an option can be an opportunity 
to profit if you’ve anticipated correctly 
how the underlying investment is  
going to change in value and if you buy 

or sell accordingly.
If you sell an option, you collect the 

premium, but you’re obligated to buy 
or sell the underlying investment at the 
strike price if the option buyer exercises 
the option. That could mean losing 
money, possibly much more than you 
made on the premium. 

But investing in options isn’t right  
for everyone. At the very least you should 
download a copy of “Characteristics and 
Risks of Standardized Options” from the 
website of The Options Clearing Corpo- 
ration at www.optionsclearing.com and 
read it. Click on the Publications tab.

a Matter oF taste... 
For a priCe
Collectibles include  
objects like fine art,  
antiques, stamps, coins, 
toys, fine wine, rare books 

or music, and  
basically any 
other possession 
that people con-
sider valuable. 

Focusing on 
collectibles can 
make investing a 
lot of fun, and you 
can make a good deal of money 
if you have an eye for what will 
be hot in the future. 

But unlike publicly traded 
securities or mutual funds, for 

which there are organized and 
efficient markets, there’s no guar-

antee that anyone will want to buy 
what you have when you want—or 

need—to sell it. This uncertainty 
means there’s no way to anticipate the 

level of return this type of investing 
may provide.

preCious Metals
precious metals like 
gold, silver, platinum, 
and palladium can add 
enduring value to your 
portfolio, although  
their market prices vary 
drastically with supply 
and demand. If you’re 
just getting into  
investing, it can be 
risky to own metals 
directly by buying 
actual gold bars 
or certificates that 
represent owner-
ship from banks or 
other institutions. Buying stock in  
mining companies—or better yet, shares 
in mutual funds that invest in these 
companies—can give you a little more 
liquidity and diversification. 

one step reMoved
A derivative is an investment, such  
as a futures contract, whose value  
depends on the value of an underlying 
investment, such as a commodity. 
(Commodities are the raw materials in 
consumer products, such as wheat or 
crude oil.) 

Derivatives can be attractive because 
they allow you to use leverage to in-
vest without laying out a lot of money. 
But derivative prices are volatile, which 

134

investinginvesting

135



With access to financial and news 
websites, you can get free, up-to-the-
minute information on stock and  
bond markets and real-time quotes on 
individual investments from anywhere 
at any time.

Basic screens on most sites show 
the major indexes, the latest trading 
prices, plus the kinds of information 
you can find in newspapers, financial 
magazines, annual reports, and pro-
spectuses. There may also be links to 
research about individual investments.

Many sites let you identify topics 
you want to follow and have that news  
delivered to you on the site’s homepage, 
a personalized homepage, or by email. 
And if you open an online brokerage  
or mutual fund account, you can act on 
your investment decisions by trading 
on the site. 

opening an aCCount
Opening an online trading account  
begins with filling out an application 
you’ll find on the brokerage firm’s  
website. US brokerage firms require a 
Social Security number for US citizens 
and residents and an IRS Form W-8 for  
international investors. They ask about 

Online Investing
On the Web, investing is just a click away.

your work, your income, and your  
investment experience. They may also 
ask for a financial reference. 

You can apply to open individual or 
joint online trading accounts, as well as 
specialized accounts for retirement or 
education savings. When the account is 

open—often within 24 hours of your  
application being approved—you can 
start trading. As with other US brokerage 
accounts, you have to pay for stock and 
bond purchases within a fixed period 
from the date of the trade execution. 
When it’s three days, the settlement 
date is described as t+3, and when it’s 
one day the settlement date is t+1. If 
payment isn’t received, the transaction 
isn’t settled.

You can handle those payments  
by transferring money from a money 
market or margin account you’ve set  
up with the firm, by check, or by  
electronic transfer.

not playing For keeps
You can test your research skills and your 
investment strategy by creating a mock 
stock portfolio—a feature that some  
online financial sites offer. All you have 
to do is follow the directions on the site 
for setting up the hypothetical account. 
Then you can choose investments and 
track their performance without actually 
putting any of your money at risk.

not always quiCk enough
Online brokerage firms also make  
trading more convenient. In most  
cases, buy and sell instructions you  
type into your computer during regular 
trading hours are confirmed almost  
immediately. That’s generally the case 
with phone calls to your broker as well.

But as fast as trading over the Web  
is, speed isn’t guaranteed. Sometimes—
especially when volume is high and 
you’re eager to buy or sell at a certain 
price—the electronic systems that  
support online trading may have trouble 
keeping up.

And while not common, there have 
been occasional glitches on most online 
sites that shut down trading for a period 
of time.

But online trading does have a time-
related advantage. If you place an order 
online while the markets are closed, it 
should be automatically executed the 
next day. You don’t have that conve-
nience with phone orders.

trading By day
One potentially dangerous consequence 
of online trading is getting involved 
in daytrading, or buying and selling  
investments 
rapidly, often 
within a mat-
ter of minutes, 
to take advan-
tage of quick 
price changes. 

The problem 
with daytrading 
is that it’s impossible 
to predict how much or how fast prices 
will change. Plus, if you’re buying and 
selling at lightning speed, you’re piling 
up trading costs. In fact, most individual 
daytraders end up losing money.

…and By night
after-hours trading, which occurs 
during certain hours when traditional 
exchanges are closed, is increasingly 

open to individual 
investors. But some 
online brokerage 
firms charge extra 
for after-hours 
transactions. And 
since trading vol-
ume is lower during 

these times, there’s 
less liquidity. You may decide that it’s 
smarter to wait and place your electronic 
order for execution when the markets 
open again.

trading savings
There’s a financial benefit to investing 
online: It usually costs less. 

Unlike most traditional brokerage 
firms, which charge a commission based 
on the size of your stock trade or an 
annual fee based on the value of your 
portfolio, many online firms charge a 
fixed rate for any trade up to 1,000 
shares, regardless of the price per share. 

For example, if you buy 500 shares 
at $65 a share, a transaction of $32,500, 
you may not pay more than $10 for the 
online transaction. With a traditional 
full-service broker, however, you might 
be charged between $325 and $650—or 
1% to 2% of the value of the trade—for 
the same transaction. 

Discount brokerage firms, while less 
expensive than full-service firms, also 
tend to base their commissions on the 
amount of the transaction.

What you give up by trading online 
is the chance to interact with an invest-
ment professional who, in addition to 
carrying out your buy and sell orders, 
has a responsibility to alert you to  
potentially unsuitable decisions. 

inForMation overload
The drawback of having so much 
information available is that it can 
be hard to put it into perspective. 
Minute-by-minute 
fluctuations in the 
markets can be  
intimidating, and 
maybe even a  
little frightening, 
especially if  
you’re not an  
experienced investor.  
So keep in mind that not every 
event in the business world, even 
those involving companies whose 
stock or bonds you own, will have 
an impact on your portfolio,  
especially over the long term.
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ASSETS

CAPITAL
GAIN

AGGRESSIVE

MODERATE

CONSERVATIVE

AGGRESSIVE

MODERATE

CONSERVATIVE

Capital gains
When you make money by selling a 
capital asset, your profit is known as a 
capital gain. For example, say you buy 
100 shares of stock at $20 a share and 
then sell at $22 a share. You’d have a  
capital gain of $2 a share, for an overall 
gain of $200.

If you’ve owned the asset for less than 
a year when you sell it, you have a 
short-term capital gain. If it’s been 
longer than a year, it’s a long-term  
capital gain. The good thing about 
holding onto stock until your capital 
gains become long term is that they’re 
taxed at a much lower rate than other 
income—only 15% if your 
marginal tax rate is 25% 
or higher, and at 0% 
if it’s 15% or lower. 
That means investing 
for the long run can 
be tax-savvy as well  
as just plain smart.

If you lose 
money on an 
investment, 
you have a 
capital loss. 
You can 
subtract 
these  
losses 
from your 
gains before figuring the tax you owe.

indexes
indexes track changes in a specific 
financial market or markets, usually 
expressing these changes as percentages 
of a total point value. Each index tracks 
its market or markets from a different 
starting point. This, and the fact that 

The Words on the Street
If you want to walk the walk in the world of investing, 
it helps to be able to talk the talk.

indexes include different investments 
from within the same market, are  
among the reasons why each index 
reports different results for the  
same time period.

index funds allow you to invest  
in the performance of a major stock or 
bond index. Since these mutual funds  
invest in all of the securities included in 
the index, they go up and down in value 
along with the index. Investing in an 
index fund can be a smart move in a bull 
market, since the index’s rising prices 
will raise the fund’s value. But during 
an economic downturn, a more actively 
managed fund might be able to seek out 

good opportunities that an index fund 
would miss—or avoid the dogs 

that an index has to include.
But over time, index funds 

tracking the S&P 500 have 
consistently outperformed 
actively managed funds  
investing in large-cap stocks. 

dividends
The dividends you earn on 

most US stocks and some interna-
tional stocks are considered qualified, 

and are taxed at the same federal rate 
as your long-term capital gains, or a 

maximum of 15%. That’s not the case 
with interest income, dividends paid on 
real estate investment trusts (REITs),  
or collectibles. 

That may be an incentive to include 
stocks and stock funds in your taxable 
investment port- 
folios as well 
as in your 
tax-deferred 
accounts. 
Withdrawals 
from tax-
deferred 
accounts are 
taxed at your 
regular in-
come tax rate.

Not all 
profitable 
companies pay  
dividends, though,  
preferring to reinvest in the company, 
make acquisitions, or buy back shares. 

total return
When you’re investing for growth,  
calculating an investment’s total  
return is the best way to judge how 
well it’s doing. To find return, add  

an investment’s 
change in 
value to any 
earnings it 
provides. 
For exam-
ple, if you
bought 
$2,000 
worth  

of stock that’s now worth $2,150, and  
it paid you $50 in dividends, your total 
return would be $200 ($150 + $50).

To help compare return on invest-
ments of different sizes, you can figure 
the percent return, which is the return 
divided by the original price of the  
investment. So in the example above, 
your percent return would be 10%, or 
$200 ÷ $2,000.

investMent styles
If your image of investing is a roller-
coaster ride of big gains and equally  
big losses in rapid, heart-stopping 
succession, you’re mistaking one tiny 
segment of the investing community  
for all investors. In fact, there are almost 
as many approaches to investing—some-
times called investment styles—as 
there are people who invest.

In broad terms, investors are gen-
erally described as conservative, 
moderate, or aggressive.

Conservative investors are  
primarily concerned with safe- 
guarding the assets they  
already have. While they 
may choose some invest-
ments they expect to 
grow in value, they 
try to minimize the 
chance of losing  
any principal, 
or the amount 
they’ve  
invested.

yield
If you want to measure what 
you’re actually making on an  
investment, find its yield. Yield is an 
investment’s dividends or interest pay-
ments divided by the original amount 
you invested. So if you earned $50 a year 
on a $1,000 bond, your yield would be 
5% ($50 ÷ $1,000). Similarly, you find 
current yield by dividing your annual 
income from the investment by its  
current market price.

Yield can be a good way to evaluate 
an income-bearing investment 
like a bond or money market 
fund. But for other types  
of investments, it doesn’t  
provide as complete  
a picture as total  
return does. 

Moderate investors seek growth and 
some income from a substantial portion 
of their portfolio, while investing a  
smaller percentage to protect their  
principal and a smaller percentage still  
on speculative investments.

Aggressive investors concentrate  
on investments with the potential for  
significant growth provided by high- 
risk investments, although they run a 
greater chance of losing some or all of 

their principal.
    Your approach to investing may 
be a combination of these three 

styles. For example, you might 
invest some of your portfolio 

conservatively, most of it 
moderately, and a small 

portion aggressively. 
That combination is 

sometimes described 
as an investment 

pyramid—a base 
of safety, a main 

structure of 
moderation, 

and a cap 
of risk.

Change 
in value

+ earnings

=total return
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Getting a Grip on Taxes
Taxes put a squeeze on your spendable income.

THE CHAIN OF COMMAND
Taxes don’t just happen. Congress 
passes the federal tax laws that 
make up the Internal Revenue 
Code (IRC), sets the tax rates, and 
authorizes the way tax money 
is spent. The Internal Revenue 
Service (IRS), which is part of the 
US Department of the Treasury,  
interprets the Code through a  
series of regulations and collects 
the taxes. 

Taxes are hard to love. Income taxes in particular are complicated, 
and they cost you money. But since there’s no good way to avoid 
them, it helps to understand how you can pay the government  
as little as possible  
of your earned and  
unearned income  
without running into  
trouble with the law.

TAXING TERMS
One of the best ways to reduce your tax 
bill is by taking advantage of the  
incentives the federal government offers 
to encourage you to invest. That includes 
opening tax-deferred accounts or 
making tax-free investments.

Tax deferred means that you can 
postpone paying taxes on investment 
earnings and sometimes on investment 
principal as well. But that advantage  
applies only to investments you make in 
special tax-deferred retirement accounts, 
such as traditional individual retirement 
accounts (IRAs) and employer spon-
sored retirement savings plans, such as 
401(k), 403(b), or 457 plans. In fact, no 
income tax is due on a tax-deferred ac-
count until you withdraw money. Then, 
tax is due in the year you withdraw. 

In contrast, earnings on tax-free  
accounts are never taxed, though you do 
have to pay income tax on the money 
you invest. Accounts that are federally 
tax exempt include Roth 401(k)s and 
403(b)s, Roth IRAs, Coverdell ESAs,  
and Section 529 plans, which let you  
save for children’s college expenses, and 
municipal bonds issued by state and  
local governments. In addition, federal 
government bonds are free from state 
and local, but not federal, income taxes.

year, you have to complete all of your 
transactions by December 31 of the year 
for which the taxes are due. 

As essential as tax planning is, there’s 
an important caution. You don’t want to 
make financial decisions solely  
because they would reduce your taxes. 
For example, even though the interest on 
municipal bonds is tax free that doesn’t 
mean they are a better investment for 
you than stocks. 

HOW THE TAX SYSTEM WORKS
The federal government, most state  
governments, and some local govern-
ments tax your wages and other earned 
income, as well as your income from  
investments, or unearned income,  
to get the money they need to keep  
running. And they collect most of those 
taxes through withholding. 

Withholding means your employer 
holds back part of your gross pay,  
reducing what you get to take home,  
and sends that withheld amount to the 
correct government agency—to the 
Internal Revenue Service (IRS) 
for federal taxes and to state or local  
agencies that levy taxes. By having some 
tax withheld from each paycheck, you 
pay all or most of the income tax you 
owe by the end of the tax year.

Income taxes aren’t the only money 
that’s withheld. Your employer must also 
withhold money for Social  
Security and Medicare, as required  
by the Federal Insurance 
Contributions Act (FICA).  
And you can choose to have  
your contributions to employer  
sponsored retirement savings  
plans, payments for health  
insurance, and other expenses  
withheld as well.

IS THIS PROGRESS?
The US income tax system is  
progressive, which means that  
people with higher incomes are taxed  
at higher rates than those with lower  
incomes are. The argument in favor  
of this approach is that the greatest tax 
burden falls on those who can afford  
to carry it. Opponents argue that it  
imposes an unfair burden on the people 

THINKING AHEAD
If you earn money, buy a house, get  
married, have children, start a business, 
save for retirement, or make an invest-
ment, it will affect the amount of the 
federal income tax you owe. 

Tax planning is one way to make 
the tax system work for you instead of 
against you. Basic tax planning involves 
two steps: • Recognizing the tax consequences

of your financial decisions• Making choices that will reduce or
postpone the tax you owe
For example, if you sell an investment

that has increased in value to give you 
cash to buy a new car, you’ll have a  
capital gain on your profit. That will  
increase your tax bill. To offset this gain, 
you might want to sell investments that 
have lost value. That way, you may be 
able to deduct your capital losses from 
your capital gain to reduce or eliminate 
the amount on which you owe tax.

GETTING THE TIMING RIGHT
There are deadlines that govern the ac-
tions you can take to reduce your taxes. 
With the exception of contributions to 
tax-deductible IRAs or to certain other 
retirement plans, which you can usually 
make as late as April 15 for the previous 

whose ingenuity and hard work make 
the economy strong. 

A different system, which taxes  
everyone at the same rate, as sales taxes 
do, is called a regressive, or flat, tax. 
Advocates of a flat income tax argue 
that it’s simpler and does away with the 
kinds of tax breaks that tend to favor the 
wealthy. But opponents say that a flat tax 
means the middle class would carry too 
large a proportion of the total tax bill.
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The Rating Game
It may not feel like a match made in heaven, but  
what you pay in income taxes goes hand in hand 
with what you earn and who you are.

at the margin
Your marginal tax rate is  
the highest rate at which you  
pay income tax. Sometimes it’s  
described as the rate you pay on 
your last dollar of income.

People with the lowest taxable 
incomes have a marginal rate of 
10% and those with the highest 
have a marginal rate of 35%. But 
unless you pay at just the 10% 
rate, your effective tax rate,  
or the actual percentage of your 
total taxable income that you  
pay, is always less than your  
marginal rate. 

For example, if you were  
single in tax year 2010, you  
paid $14,938 on a taxable  
income of $75,000. Your mar- 
ginal rate was 25% but your  
effective rate was just under 20%  
($14,938 ÷ $75,000 = 19.91%).

taxed at the lowest rate, you pay at that 
one rate. But if you have taxable income  
that puts you into the next higher 
bracket, the income in the lowest bracket 
is taxed at one rate and the remainder at 
the next rate. And if your taxable income 
puts you in the highest bracket, you pay 
tax at all six rates, with a different rate 
for each bracket. But unless your taxable 
income is more than $100,000, the point 
at which you must calculate the tax you 
owe, rather than look up the amount 
that’s due in the tax tables the IRS  
provides, you may never be aware of 
paying at more than one rate. 

filing status
Your filing status is the other factor 
that determines how much income tax 
you owe in any year. In fact, filing status 
is the major reason that people with  
similar incomes owe different amounts. 

When you’re supporting yourself—
which means you get less than half of 
your support from someone else—you 
choose your filing status from among  
the five that are available, based on your 
actual living situation, or, more precisely, 
your situation as the IRS defines it.

• Single

• Married filing jointly

• Married filing separately

• Head of household

• Widow or widower with
dependent child
When you do have a choice, such as

filing joint or separate returns when 
you’re married, you’ll usually owe less 
tax if you do the conventional thing  
and file jointly. Plus, filing separately 
makes you ineligible for a number of 
tax-related benefits, like being able to  
convert a traditional IRA to a Roth IRA.

changing the rules
Tax laws change all the time, but the  
basic structure has been in place  
since the 16th amendment to the  
US Constitution was adopted in 1913.  

Often the changes are minimal, but  
the major overhauls, in 2001 and 2003,  
introduced reduced tax rates, relaxed  
estate taxes, got rid of some inequities 
for married taxpayers, and expanded  
the tax benefits you get for saving for  
education and retirement.

The result was that most people  
paid less income tax than if the changes 
had not been made, though the laws 
continues to be controversial. Here’s  
the current status:

• Most of the provisions were
renewed in 2010 but will expire on
December 31, 2012

• The laws can always be changed
again, after that date
As a taxpayer, you have to stay alert

so you can take the greatest advantage 
of the tax law provisions that can benefit 
you the most.

not that common
There are some curiosities in the 
tax code that you may run up 
against from time to time. For  
example, if you live in the District 
of Columbia or one of the eleven 
states that recognizes common-
law marriage, or if you lived in 
one of those states when you  
began your relationship, you can 
file a federal joint return with  
your partner even though you’re 
not legally married. If you’re 
interested, the eleven states 
are Alabama, Colorado, Iowa, 
Kansas, Montana, Oklahoma, 
Pennsylvania, Rhode Island,  
South Carolina, Texas, and Utah. 

However, if you’re married to 
someone of the same sex, you’re 
not permitted to file a federal 
joint return even though you 
can file joint state income tax 
returns if you live in the District of 
Columbia or one of the states that 
recognizes same-sex marriages.

You pay federal income tax at one 
or more tax rates, or percentages 
of your taxable income. That’s  
because the government slices  
income into graduated ranges, or 
segments, called tax brackets, 
with each bracket taxed at an  
increasingly higher rate. For  
single filers in tax year 2010,  
taxable income up to $8,375 was 
in one bracket, income between 
$8,375 and $34,000 in the next 
highest bracket, and so on. The 
top bracket included taxable  
income over $373,000. 

If your total taxable income 
falls within the bracket 

state and local taxes
While federal income taxes get the most attention, you may also be paying  
income taxes to the state where you live. Just seven states collect no income 
tax at all—Alaska, Florida, Nevada, South Dakota, Texas, Washington, and 
Wyoming. Two others—New Hampshire and Tennessee—tax interest and 
dividend income but not earned income. 

While state income tax rates tend to be significantly lower than federal 
rates, you may be in for a shock when you add the two together to find 
what’s known as your combined tax rate. If you live in a city that also collects 
income tax, the bite can be even larger.

While you can deduct certain taxes you pay to your state and city on your 
federal return if you itemize your deductions, about the only way to avoid  
local taxes is to relocate to a state that doesn’t impose them.
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If you’re looking for the bright side 
of paying income taxes, consider this:  
Your taxable income—the amount of 
income that’s the base for calculating 
what you owe—is always less than your 
total income, sometimes called your 
gross income.

Adjusting Your Income
Fortunately, you don’t owe tax on every last nickel.

That’s because the tax 
law—officially the Internal 
Revenue Code—lets you deduct  
certain amounts from your total income 
in figuring your taxable income. And 
you may even be able to subtract credits 
to reduce your actual tax.

some free lunch
A few—but not many—sources  
of income aren’t taxed if you’re 
on the receiving end, including 
gifts, tuition scholarships and 
some fellowships,  
tax-exempt  
interest from 
municipal 
bonds, and 
child support  
payments.

taxing the unearned
Remember, you also owe tax on  

unearned income from your savings 
and investment accounts.

If you sell investments for more  
than you paid for them, you owe 
capital gains tax on your profit. 
Long-term gains on most assets you 
own for more than a year before you 
sell them are taxed at a lower rate than 
short-term gains or earned income. But 
they’re still taxed.

If you’re paid interest on a savings 
account, certificate of deposit (CD), or 
bond, you owe tax on that amount even 
if you leave the interest in your account 

The process of finding the tax 
you owe begins with totaling  

your income. You add up all your 
earned and unearned income,  
including basic things like your salary, 
tips, interest, and bonuses. Your in-
come may also include a list of things 
that might not occur to you, such as 
sick pay and unemployment. The IRS 
provides a fairly exhaustive list in the 
instructions that come with tax forms 
and in Publication 17, “Your Federal 
Income Tax.” 

to compound. The same is true for  
dividends you receive on stocks or  
mutual funds, whether or not you re-
invest those earnings. The good news is 
that the tax on most dividends is figured 
at the long-term capital gains rate. 

Banks, brokerage firms, mutual  
fund companies, and other financial  
institutions typically don’t withhold  
income tax on the interest or dividends 
they pay you. So you have to estimate the 
income you anticipate each year. If it’s 
substantial, you can either increase the 
amount you have withheld from your 
earned income or pay estimated taxes.

the bottom line 
and below
Once you know  
your taxable  
income, you look 
up the tax that’s 
due on the tables 
the IRS provides, 
or, for taxable  
income over 
$100,000, calcu-
late the amount 

working the numbers

The next step in determining your 
taxable income—which deter-

mines the tax you owe—is calculating 
your adjusted gross income (agi)  
by subtracting your adjustments to 
income, or certain specific expenses 
listed on the tax form you use. (If 
you’re eligible to use the 1040EZ,  
the process is a little different, but it’s 
clearly spelled out on the form itself.) 

Among the adjustments that will 
probably be relevant to you at this  
stage are interest on student loans, 
contributions to deductible IRAs or 
self-directed retirement plans, such 
as simplified employee pensions 
(seps), self-employment taxes, and 
alimony you pay.

you owe. Everything you need is in the 
instructions that come with your form.

Next, you subtract any credits you 
qualify for. Credits are better than  

You can take either the 
standard deduction, an 

amount that covers certain personal 
expenses, or you can itemize, or list, 
your deductions and take that amount 
if it’s higher than the standard. Most 
people don’t bother itemizing, but if 
you have mortgage interest and real  
estate taxes, charitable contributions, 
or certain other expenses, itemizing 
may pay off in lower taxes. 

But the only medical expenses you 
can deduct are amounts you paid out 
of pocket during the year, that were 
not covered by insurance, and that  
are more than 7.5% of your AGI.

Next, you subtract exemptions 
and deductions from your AGI 

to find your taxable income. 
You get one exemption for your-

self, two exemptions if you’re married 
and filing a joint return, and one for 
each of your dependents. The exemp-
tion amount is indexed to inflation,  
so it changes a little bit each year. 

In some years, there are exceptions 
to the general rules on deductions, so 
it always pays to check if you qualify 
for additional savings that would  
reduce your taxable income. For  
example, in 2010 you can deduct any 
loss you had resulting from a federally 
declared disaster that occurred after 
2007 but before 2010.

If you’re going to claim someone 
as a dependent and take an exemp-
tion, that person must qualify by 
meeting five tests, or standards,  
the IRS describes in the instructions 
provided with your tax return. People 
other than your children may pass the 
tests, but the rules are rather strict.

deductions or exemptions because they 
directly reduce the tax you owe, not 
your taxable income. But you have to  
qualify for them, usually by having 
spent money on things like education,  
foreign taxes, childcare or adoption  
expenses, or care for elderly or disabled 
dependents. Each credit requires that 
you attach an explanatory form to your 
tax return, and there are income and 
other restrictions that may limit your 
ability to claim some or all of them. 

Finally, you compare what you owe 
with what you prepaid to see if you get 
a refund or have to write a check.
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Taxes seem to invite clutter. Tattered 
shoeboxes and bulging envelopes stuffed 
with hundreds of slips of paper are  
staples of tax humor. 

But there’s a serious side to all  
that mess. You need a year’s worth of 
financial documents to fill out your tax 
return. And before one tax year ends, 
the next tax year—with its own set of 
essential records—has already started. 

One way to avoid total confusion is 
to keep all your records in one place. As  
they arrive, or at least as often as once a 
month, take the time to organize them by 
category, date, or whatever works for you. 

documenting it all
Certain documents are essential for 
completing your tax return. 

w-2 forms. If you’re working
full- or part-time, you should get a 
W-2 form from your employer no later
than the end of January. The form  
reports what you earned for the year, 
what was withheld for income taxes, 
Social Security and Medicare, and any 
additional deductions.

1099 forms. If you’re a freelancer, 
you’ll get a 1099 from each job,  
reporting the amount that you were 
paid. If you’re investing or saving, you’ll 
get a 1099 from each financial institu-
tion where you have an account. For  
instance, you’ll get a 1099-int to report 
interest you earned and a 1099-diV to 
report dividends on stocks and mutual 
funds. Other 1099 forms report govern-
ment payments, income from royalties 
or rentals, and so forth. 

The more you earn and the more 
complicated your financial situation,  
the more records you need. Here’s  
a potential list:

• Confirmations of purchase and sale
prices of stocks and bonds that

Keeping Records
When it comes to taxes, spring cleaning 
takes on a whole new meaning.

helpful hint
To learn more about keeping  
tax records, look at IRS 
Publication 552, “Record- 
keeping for Individuals.” You  
can get a copy in any IRS office, 
call 800-829-3676, order it online 
at www.irs.gov, or download a 
copy from that website. 

endless slips of paper
The IRS recommends holding onto 
Copy C of your W-2 form until  
you start receiving Social Security  
benefits. That’s so you can prove 
what you’ve earned and where 
you’ve worked if you think you’re 
not getting the right benefits. 

That may be overkill, though. 

Each year, several months before 
your birthday, you get a statement  
from the Social Security Administra- 
tion reporting what’s been credited 
to your account. If you check each 
year to be sure the new information 
is accurate, and get it corrected if it 
isn’t, you shouldn’t need to keep  
50 years of W-2 forms.

In all other cases, just use your best 
judgment. If you think a receipt or  
check is relevant, then there’s no harm 
in holding onto it for awhile. 

shedding the excess
If the need to be neat gets overpowering, 
there are documents you can get rid of. 

When you get your W-2 from your 
employer, you can discard your pay-
check stubs for the previous year. You 
also don’t need to worry about keeping 
quarterly investment dividend or interest 
statements once you get the 1099 that 
reports them. 

You don’t need telephone bills, utility 
bills, or similar receipts for tax purposes, 
though you may want to hold onto  
them for a year to help track your living 
expenses and plan for the next year.  
And you do want to check each bill as it 
arrives to be sure your last payment was 
credited to your account before you  
discard the previous one. 

Banks suggest you keep your account 
statements and cancelled checks (or  
photocopied versions of them) for  
several years. A good rule of thumb is, 
the longer the better.

you sold 
during the 
year so you 
can figure 
your capi- 
tal gains 
(or losses)

• Statements
of interest
you paid
on student
loans, mort-
gages, and
investment accounts

• A statement confirming the contribu-
tion you made to a deductible IRA

• Records of uninsured medical and
dental expenses if the total may
qualify for deduction

• Records of state and local taxes
you paid

• Records of expenses you paid for
business travel or volunteer work for
which you haven’t been reimbursed

Usually these records go  
back into your files after you’ve 
completed your tax form. But some 
experts suggest that if you have  
unusually large adjustments to  
income or itemized deductions that 
might trigger IRS questions, it can 
make sense to attach copies of your 
supporting documents.

hold on!
So how long do you need to keep your 
tax return and the back-up documents 
after you file? In most cases, the IRS  
recommends at least three years.  
That’s how long they have to audit, or 
examine, your return. But be sure to 
check your state’s tax regulations, since 
some states have different audit rules.

You should keep your federal and 
state tax returns, as well as your W-2s, 
1099s, and other important forms, in  
a safe place. In fact, if you’ve got a safe 
deposit box, you might want to store  
your actual returns there and keep  
copies at home. 

There are a few tax-related docu-
ments you should hold onto indefinitely. 
For instance, if you’ve bought a home, 
you need to keep proof of what you 
paid for it and any money you spent on 
renovations. They can help reduce your 
capital gains if you ever sell. The same 
goes for any property you’ve inherited  
or received as a gift.

If you’ve sold any investments, you 
should keep proof of that sale for at least 
three years. And you should keep records 
of your contributions to tax-deferred 
and tax-exempt plans as long as there’s  
a penny left in them.
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Although the government insists you 
prepay what you owe in tax, the IRS 
generously provides two methods for  
doing it: withholding and estimating. 
Your problem is how to be sure you’re 
paying the right amounts.

Withholding makes your life easier, 
even if you’d rather not have to share 
your earnings with Uncle Sam. The  

Prepaying Taxes
You get a Hobson’s choice with taxes: You can prepay 
or you can prepay. 

IRS doesn’t set the amount that’s  
withheld from your salary or wages.  
Your employer determines your with- 
holding from the information you  
provide on irs form w-4. You fill out 
a W-4 whenever you begin a new job, 
and you can update an existing one  
at any time to increase or decrease the 
amount that’s being taken out. 

stay under the radar
There’s no law limiting the number 
of allowances you can claim, so 
you’re free to claim the number  
that produces the result you seek—
coming as close as you can to what 
you owe.

There may be times when you 
want to bump up the number of  
allowances you claim for a short  
period. For example, if you belong to 
a union that’s still negotiating a new 

contract after the old one expires,  
you may get a lump sum retroactive 
payment in one paycheck. If your 
employer were to withhold based 
on the gross amount of that check, 
more is likely to be withheld than 
you’ll owe. So you’d want to  
withhold less on that payment.

Once that lump sum has been 
paid, you can go back to the  
number that more accurately  
reflects your tax situation. 

dealing with w-4
To complete the W-4, you must:

• Provide your name and Social
Security number

• Indicate whether you’re single, 
married, or married but withholding
at the single rate

• Choose the number of allowances
you claim, and decide whether you
want an extra amount withheld
Sound easy? On the surface, it is. But

there’s a catch. What you’re trying to do 
is to come as close as you can to match-
ing the amount withheld with what 
you’ll owe in taxes. That way you avoid 
the prospect of a penalty for underpay-
ing and the pointlessness of overpaying. 

Virtually the only wiggle room you 
have is in the number of allowances you 
claim—typically one for yourself, one  
for each dependent you can claim on 
your tax return, and one for each factor 
that reduces the tax you owe. The  
higher the number of allowances, the 
less will be withheld from your paycheck, 
and the higher your take-home pay  
will be. Conversely, claiming few or no  
allowances means your take-home pay 
will be lower but you’ll prepay more. 

with the person who’s helping you.  
And ask for an explanation of any  
solution that’s suggested so you’ll know 
how to tackle the problem the next  
time it comes up.

paying estimated taxes
If you’re self-employed or a freelancer, 
either full-time or in addition to working 
as an employee, the IRS expects you to 
estimate how much tax you’ll owe for  
the year and pay part of it each quarter, 
in April, June, September, and January. 
You use Form 1040ES, “Estimated Tax 
for Individuals,” to figure your estimated 
tax and make your payments.

The first payment is due for the  
first quarter in which you have taxable 
income. You can pay everything you  
expect to owe then, in a lump sum, or 
you can spread what you owe over the 
rest of the year. The usual way is to  
divide the total you’re prepaying by  
four (or however many quarters are  
left) and pay it in equal amounts. That’s  
fine if your income is fairly regular and  
predictable. But you may have a problem 
if it’s not—something that’s fairly  
common when you work for yourself. 

The solution may be to recalculate  
the tax you owe each quarter to find the 
minimum due on each of the remaining 
dates. You can get IRS Publication 505, 
“Tax Withholding and Estimated Tax,” or 
you can consult a tax adviser. In fact, you 
may want to find one who specializes in 
clients with self-employment income.

double identity
If you’re paying estimated income taxes, 
perhaps because you’re a freelancer or 
self-employed, you have to pay Social 
Security and Medicare taxes, called  
self-employment taxes, yourself.  
The Social Security that’s due in most 
years is 12.4% of your earnings up to  
the annual cap. You must also pay 2.9% 
of your total earnings for Medicare,  
with no cap. 

Those are twice the  
percentages that your  
employer withholds  
if you have a job. That’s 
because you’re pay-
ing two shares—yours 
as employee and yours 
as employer. The con-
solation is that you can 
deduct half the total, equal 
to the employer’s share, as 
an adjustment to income 
on your tax return. That 
reduces your AGI, and 
your taxable income.

If your tax situation is pretty  
simple—for example, if you have just 
one job and no investment income—you 
may be right on target by taking one  
allowance for yourself and one for each 
dependent. But if you discover in April, 
when you file your return, that way too 
much or too little has been withheld, you 
need to make some changes to your W-4. 

help or hindrance?
To help you figure out the right number 
of allowances, the IRS provides a  
“Deductions and Adjustments Work- 
sheet.” It’s about as difficult a document 
as you’ll find anywhere. To use it, you 
need detailed information about your 
income, your expenses, your filing  
status, and any potential adjustments  
to income.

Don’t hesitate to ask for help, either 
from your employer or a tax adviser. But 
be prepared to share last year’s tax return 
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Filing Your Return
There’s a when, what, and how of taxes: when to file, 
what to file, and how to file.

Paying taxes is no fun, and sometimes 
it seems like filing the forms themselves 
is just as bad. But if not having to file a 
tax return sounds appealing, think again. 

REFUND WARNING
Beware of tax preparers who 
offer to give you your tax 
refund as soon as you file. 
What they’re really giving 
you is a very expensive loan.

HOW TO FILE
In the past, you had to file your return  
by mail, making sure it was postmarked 
by midnight on April 15—or April 16  
or 17 if the 15th fell on Saturday or 
Sunday. You can still do it that way. But 
the IRS has kept up with the times, and 

you have other options.
Telefiling. If you qualify to file 

the 1040EZ, you may be able to do 
it over the phone. But you’ve got  
to receive a Telefile package from  
the IRS.

You can call Telefile at any time. 
All you need is the Customer 
Service Number (CSN) included 
in the Telefile package and the basic 

information about your income and  
filing status. A computer does the math, 

and tells you whether you have a 
balance due or a refund coming. 

You’ll also get a confirmation 
number, which you should 

hold onto as proof that 
you’ve completed 
your return. 

Electronic 
Filing. Whatever 
form you qualify  
to use, you can file 
electronically— 
completely  
paperlessly if you 
choose—either on 

your own or using a tax preparer. In fact, 
in most states you can file your federal 
and state income taxes at the same time.

All you need to handle the filing  
yourself is access to a computer and  
tax software approved by the IRS,  
which you can buy, download and  
print, or use online. You can get a list  
of approved software or sites at the  
IRS website, www.irs.gov. Just click  
on the e-file button.

Whichever electronic method you 
use, you can expect a faster refund (if 
you have one coming) than if you’d  
filed the conventional way. For an even 
faster turnaround, you can have the  
refund direct deposited in your bank  
or credit union account. 

If you owe money, you can pay by 
credit card or debit card. But remember, 
there is a fee for using a credit card.  
And if you don’t pay the full amount  
of your bill by the date it’s due, you’ll 
owe a finance charge to the issuer. 

Worse still, if you have an unpaid  
balance on your card when you charge 
your taxes, you may owe a finance charge 
on your total tax bill from the day you  
authorize the payment.

File by October 15. If you’ve 
requested an extension, which is 

automatically granted, you must file  
your completed return either by e-file 
or in paper format by October 15. Of 
course, you can file any time before  
that date as well.

The only times you don’t have to file are:• When your income is so low it falls
below the limit set by Congress for
your filing status• If you’re being claimed as a depen-
dent, earn even less than the already

low floor for non-dependents, and 
have only a small amount of 

unearned income

WATCHING THE CLOCK
Although the official date for filing your 
return and paying any outstanding tax 
you owe is April 15, you’ve actually got 
several options:

File and pay by April 15. You 
won’t face penalties or have to 

make interest payments.
Pay by April 15, and get a 
four-month filing extension. 

You can get a filing extension until 
October 15 if you submit Form 4868 by 
April 15. But you still have to pay your 
taxes by April 15—usually at least 90% 
of what you owe—and you’ll be charged 
interest and penalties if you don’t pay  
on time.

Pay after April 15. With or 
without an official filing extension, 

you’ll rack up penalties and interest until 
you pay all of what you owe. 

Pay as much as possible 
on April 15, and the rest 

in installments. You can submit  
Form 9465, which is a request for an  
installment payment plan, with your  
return. The IRS will notify you within  
30 days if your request is approved. If it 
is, you can pay the rest of what you owe 
in installments. You’ll also have to pay  
a penalty, interest, and a one-time  
processing fee. 

5 File by October 15

1 File and pay 
by April 15

2 Pay by April 15, and 
get a four-month 
filing extension 

3 Pay after April 15 

4 Pay as much as possible 
on April 15, and the rest 
in installments

CHOOSING THE RIGHT FORM
In most cases, the less complicated 
your financial life, the easier it will  
be to prepare your tax return. 

The IRS provides three forms, the 
nine-question 1040EZ, the slightly 
more complicated 1040A, and the 
detailed 1040. You can use the 
simplest one you qualify for, based 
on your income, where that money 
comes from, and whether you’re 
claiming dependents, deductions, 
credits, capital gains, or other  
adjustments.

ELIGIBILITY RULES
You’re eligible to 
use the 1040EZ if the 

following apply to you:• Taxable income
under $100,000• Single, or married and filing
jointly with your spouse• Not claiming any dependents• Under age 65• Earned income only from wages,
tips, taxable scholarships and
fellowships, or unemployment
compensation• No itemized deductions,
adjustments, or tax credits other
than the earned income credit

You’re eligible to 
use the 1040A if the 

following apply to you:• Taxable income 
under $100,000• No itemized deductions or adjust-
ments, except for IRA contributions
or student loan interest• No self-employment, capital gains,
or rental income• Eligible to claim dependent care,
as well as several credits, including
credits for the elderly and disabled,
child, education, earned income,
and adoption

You’re required to use 
the 1040 if any of the 

following apply to you:• Taxable income 
above $100,000• Self-employment income• Capital gains or losses
from investments• Itemized deductions• Receive or pay alimony
After you’ve filed a return for the

first time, the IRS will automatically 
send you the same form for the next 
tax year—or a simpler one if you  
qualify to use it.
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There’s something about the prospect of 
filling out a tax return that most people 
find intimidating. But don’t despair. You 
can get the help you need.

The Internal Revenue Service (IRS) is 
the place to start. You can visit its website 
at www.irs.gov, stop by an IRS office, or 
call one of its toll-free phone numbers.

You can get line-by-line guidance for 
doing your return in comprehensive 
guides from J.K. Lasser, Ernst & 
Young, Consumer Reports, and 
others. These books are cheap, 
they’re updated every year, and 
they provide some handy tax-saving 
tips. Many of them are based on IRS 
Publication 17, “Your Federal Income 
Taxes,” which you can get free from the 
IRS or download to your computer.

What might be even more appealing 
is some of the tax preparation software, 
available on CD or online, that walks 
you step-by-step through the filing  
process. You can find a list  of approved 
software on the IRS website by clicking 
on the e-file button and then on the list 
of partners. There are also a number of 
financial websites that offer free advice 
and general guidance.

in person
You may want to get some help from  
the person who has been doing your  
return—perhaps one of your parents or 
a tax-savvy friend or relative—or from a 
tax professional. In fact, almost half of  
all taxpayers pay someone else to do  
their taxes. 

Finding the right person for the job 
can be almost as daunting as the pros-
pect of doing your taxes yourself, in part 
because there are so many people ad- 
vertising tax preparation services, and in 
part because it can be hard to evaluate a 
preparer’s expertise. Often a recommen-
dation from family, friends, or coworkers 
is the best way to start your search. 

Unfortunately, there’s no qualifying  
test or licensing system required for 
people calling themselves tax preparers, 
though many of them provide excellent 
help at modest fees. Some preparers 
work independently, while others  
work for nationwide commercial tax 
preparation services. 

If your tax situation is complicated 
because you have income from a number 

Getting Help
If you’re a tax rookie, you can team up with the pros. 

of sources, major tax-deductible expens-
es, or business expenses, you may want 
to move up the financial adviser ladder 
to work with an enrolled agent or a 
certified public accountant (cpa). 

a word to the wise
Help from IRS publications and 
Web resources is free and accu-
rate, and always a good starting 
place. Assistance from an IRS 
representative is free as well. 
But experts suggest that you 
get a written copy of the advice 
you get from an IRS representa-
tive. Otherwise the agency isn’t 
responsible if you use incorrect 
information to report your income 
or calculate the tax you owe. If 
fines or interest payments are due, 
they’ll be your responsibility.

Enrolled agents have either worked 
for the IRS or passed a comprehensive 
IRS-sponsored exam. CPAs must pass 
rigorous state qualifying exams. And 
both must meet continuing education 
requirements, which helps ensure  
they’ll be up-to-date on changing tax 
laws—something that may be an issue 
for most of the current decade. 

what help costs
Surprisingly, tax help won’t break the 
bank. Most of the standard guides cost 
less than $20, and computer software 
programs are rarely more than $30. 

If you use a commercial preparer for 
a fairly basic form, you can expect to pay 
up to $100, depending on whom you 
use. For a more complicated return, an 
enrolled agent may charge $300 or more, 
and a CPA $500 or more. 

And do your homework. For example, 
you should have a sense of which form 
you qualify to use. If a potential preparer 
insists you use the 1040 when you know 
you can use the 1040A, that may be a 
sign to look for someone different. 

Remember, too, that being comfort-
able with the person you’ll be working 
with is also important. For example, you 
may prefer a conservative, play-it-safe 
approach to deductions over an  
aggressive one. And at the end of the day, 
you’re responsible for the accuracy of 
your return, no matter who prepares it.

what can go wrong
If you file your return on time, 
pay what’s due, and don’t play 

fast and loose with the rules, 
you probably won’t be hearing 
from the IRS. But you can make 

mistakes that the agency’s soft-
ware catches. Then you’ll get a 
notice called a CP-2000, with 

the likely result that you’ll owe 
additional tax, and perhaps interest 
and penalties. You can pay up or you 

can respond with an explanation.
Sometimes a phone conversation 

will handle the problem, though you 
should always send a written confirma-

tion that spells out how the inquiry was 
resolved, keeping a copy in your files. If 
the problem is more complex, you may 
want to get professional tax or legal  
advice. When you have to send docu-
ments, send copies, not originals. And 
keep a file of the entire exchange.

If there are bigger  
problems, you may face  
an examination, or audit. 
Then you have to show  
the IRS that all the  
information you 
provided 
on your 
form is 
correct. 
If you 
can’t 
back up 
your claims, 
you’re likely  
to get a bill for 
what the IRS 
thinks you owe, 
plus penalties  
and interest.

be prepared
If you’re looking for a preparer, it’s a 
good idea to talk to several candidates 
and ask some or all of these questions:

• Who are your typical clients?

•  How many returns did you prepare
last year?

• How much experience do you have
with tax situations similar to mine?

•  What are your professional
credentials?

•  Are you available to answer
tax questions during the year?

•  Would you describe yourself as
aggressive or conservative in
interpreting tax law?

•  What happens if I’m audited or
the IRS contacts me? Will you

be available to help?

I tried to use tax 
software to do my 
taxes but had more 
than one job in the 
tax year. One job 
had a 401(k) and 
one didn’t. The 

program wouldn’t complete my 
return unless I entered 401(k) 
information for each job. I ended 
up getting my taxes prepared...

I had to pay 50 bucks to 
an accountant. 

— Frantz A., 23
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Taxing Matters
You may end up knowing more about taxes than you 
thought there was to know.

TAXPAYER BILL OF RIGHTS
IRS Publication 1, “Your Rights as a 
Taxpayer,” is sometimes described  
as a taxpayer’s bill of rights. 

Among the things you’re  
guaranteed are the rights to:•  Know why you’re being asked

for information, how it will be
used, and what will happen if
you don’t provide it•  Produce only the documents
the IRS asks for•  Bring someone with you to
any meetings with the IRS and
record any meetings with
an IRS representative•  Interrupt any meeting
with the IRS if you need
professional advice•  Be represented by someone
authorized to practice before
the IRS, such as an attorney,
certified public accountant,
or enrolled agent•  Propose installment payments
for taxes that are due

WHAT’S AN AUDIT?
If the IRS thinks you owe more tax 
than you paid, the agency schedules 
an audit, or an examination of your 
tax return and the records that back 
up your claims. They’re checking  
to see if you’ve reported all your 
income and are entitled to all 
the adjustments and deductions  
you’ve claimed.

There are actually several types  
of audits. A correspondence audit 
is conducted by mail. You supply 
copies of the specific records that  
the IRS requests, and you get a letter 
reporting the agency’s conclusions—
usually with a bill for additional tax.

An office audit takes place in an 
IRS office. You’re told ahead of time 
what the questions are and which 
records to bring with you to review 
with a tax auditor.

A field audit takes place in your 
home, your office, or the office of a 
tax professional who can represent 
you before the IRS. It’s conducted  
by a revenue agent, who can  
examine your entire return and  
all your supporting documents. 

It’s possible you may prevail  
and owe nothing more. And if you 
disagree with the IRS finding that  
additional tax is due, you can  
appeal. You can even take your  
case to court if you can’t reach a 
compromise solution, but it’s a  
slow and expensive process.

GET SOME EXCISE
Did you ever wonder about the extra 
taxes you pay when you buy a gallon of 
gas or an airline ticket, or the ones that 
get tacked on to your phone bill? The 
federal government imposes excise 
taxes on the manufacture, sale, or con-
sumption of specific goods and services 
produced and used within the country. 
In addition, state and local governments 
often add excise taxes of their own.

Instead of being 
levied as a percentage 
of the price, as sales 
taxes are, excise taxes 

are figured as a per-
unit cost—such as 
the federal charge 
of 18.3 cents on a 
gallon of gas. The 

best-known, and 
oldest, excise taxes 

increase the prices of tobacco and  
alcohol, as well as crude oil and fuels. 

In fact, high excise taxes, not the 
wholesale price of gas, help explain  
why you pay more to fill your fuel  
tank in some states than you do  
in others. 

As prevalent as excise taxes seem, 
the revenue they produce amounts to 
less than 10% of all the tax the federal 
government collects. Some of the money 
ends up in special trust funds that are 
used to improve highways or airports, 
or to clean up hazardous chemical spills. 
Part of the excise tax on phone bills is 
designated to pay for Internet access in 
public schools.

ADDED VALUE?
A Value-Added Tax (VAT) is a national 
sales tax widely used across Europe, as 
well as in Canada, Mexico, and other 
countries either to supplement or replace 

a national income tax. Like other sales 
taxes, a VAT is a flat tax. But it’s imposed 
on sales at each stage in the production 
of something of value, from the sale of 
raw materials to retail distribution. 

For example, when you pay VAT on 
a new wool jacket, yours is the last in a 
series of VAT payments that started with 
the sale of the wool, moved on through 
the production of the cloth, the manu-
facture of the jacket, the purchase by  
the wholesaler, and the order from the 
retail shop. 

Is a VAT possible in the US? One of 
the factors that works against enacting  
it is that a national sales tax would prob-
ably restrict what states could collect in 
sales taxes of their own. And sales taxes 
are a primary source of state revenue.

BACKUP WITHHOLDING
If you receive income that’s reported on 
a Form 1099—as dividends and interest 
are, for example—you’ll be asked to  
provide your Social Security number, 
also called your Tax Identification 
Number or TIN, and sign Form W-9 

which certifies that you’re not subject 
to backup withholding. That  
means you don’t have to have tax 
withheld on this type of income, but 
only pay the tax owed when you file 
your return.

If the IRS hasn’t notified you that 
you must pay backup withholding, 
which could happen if they suspect 
you are underreporting interest or  
dividend income, you can sign with a 
clear conscience. If you don’t complete 
the form, income taxes will be with-
held. A 28% withholding rate  
applies through December 2012.

DOING THE WASH
Did you know that federal law requires 
banks and businesses to report deposits 
and payments of more than $10,000 
when they’re made in cash? 

It’s one of the tools the government 
uses to try to prevent money laun-
dering, or schemes to route illegally 
acquired cash through legitimate bank 
accounts and businesses to make the 
money appear as if it had been earned 
legitimately.

IRS

IRS

IRS

CORRESPONDENCE AUDIT

FIELD AUDIT

OFFICE AUDIT
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As you become financially independent, 

credit is likely to play a bigger and more 

important part 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 $25 or more a pop—and even ending 

up with a bad credit score, 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 having a credit 

card is often a 

prerequisite 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 something online on 

October 10, and you 

receive a bill from 

your card company 

on November 5 that’s 

due November 26. 

If you mail in a check 

to pay the bill on 

November 20, the check doesn’t clear 

your bank until November 27, almost 

seven weeks after you spent the money. 

Of course, you 

don’t want to get overly ag-

gressive. If you try to stretch the 

float to the limit, your payment may 

be late. 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 many 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 DVD clubs 

you see in magazines give 

you a large number of discs 

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.

Here’s a tip: Don’t 

live off your credit 

cards. If you’ve lost 

your job or the job 

hunt isn’t going 

well, it’s better to 

take a loan from 

your parents than to charge 

your living expenses.
—Jeanette V., 27
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W E L C O M E  T O  Y O U R  F I N A N C I A L  L I F E
Starting out on your own can mean dealing with unfamiliar, 
even intimidating,  situations,  especially when it  comes to 
finances. This helpful new guide explains the key to financial 
s u c c e s s  a n d  t h e  w a y  t o  a v o i d  s o m e  c o m m o n  f i n a n c i a l 
pitfalls,  including falling into debt, incurring unnecessary 
fees  and penalties ,  and putting of f  investing.  I t ’s  arming  
yourself from the start with the information you need to make 
smart decisions.
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