
                                                              Additional Praise for  

Financial Independence  

        “It is without reservation that I recommend John Vento ’s 
book  Financial Independence . Not only does the book cover the 
myriad of information that one needs to know for financial 
health, but it is presented in a clear, concise and readable 
manner. Too often, the jargon thrown at a reader about 
financial affairs makes the average person feel ignorant and 
ready to give up all decisions to the ‘professional’ advisor. 
John makes it clear that the average person needs to be a 
participant in this process and provides the clear guidelines 
to make it possible.” 

 —Lynn K. Robbins, PhD 

   “Drawing on 25 years of investment experience and a 
rich legacy of immigrant parents, John Vento defines the 
American Dream in realistic financial terms through his 10 
Commandments of managing your finances and lifestyle. Step 
by step, he lays out in readable prose what he calls ‘10 Key 
Issues to Comprehensive Wealth Management,’ the road to 
financial self-reliance, revealing the wisdom of that old tune 
so many of us failed to heed, ‘Little Things Mean a Lot.’” 

 —Donald Martin Reynolds, PhD, 
art historian and the author of numerous books, 

articles, and reviews on American art and architecture 

   “I have known John Vento for more than 30 years. When it 
came time to decide who to entrust my private accounting 
practice clients, I did not have to think twice. John, to me, 
is a perfect example of success story. His professional and 
teaching experience enabled him to make complex issues 
understandable.” 

 —Vladimir Slizinov, CPA, President, Savara Group      
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                                                                     This book is dedicated to the memory of my 
parents, Rosario Vento and Concetta Giuffre 
Vento, for the sacrifices and commitments they 
made throughout their lives to provide their 

children with the opportunity to live the 
“TRUE” American Dream. 

 Momma and Poppa, I love you, miss you, 
and think about you every single day! 

ffirs.indd viiffirs.indd   vii 26/02/13 11:17 AM26/02/13   11:17 AM



   “Financial Independence” 

 To achieve financial independence, one must know the 
difference between invested assets, personal use assets, 
and liabilities, as well as the difference between needs and 
wants. Wealthy people focus on accumulating investment 
assets, while the middle class and the poor focus on 
increasing their standard of living based on their cash 
inflow. The wealthy understand that the more investment 
assets may grow, the greater cash inflow from these 
investment assets may be. The greater cash inflow from 
these investment assets, the more investment assets may 
continue to grow. If you are able to accumulate sufficient 
investment assets to maintain your desired standard of 
living, your money will be working for you, instead of you 
working for your money.   1     

   This is  point X : fi nancial independence.    

 1 Investments are subject to market risks, including the potential loss of principal 

invested.   
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                                                              Preface

Living the American Dream 

      My fi rst clients were quintessential examples of successful Ameri-
can Dreamers. They came to the United States from Italy after 
World War II with nothing, and they created a wonderful life for 
themselves and their children by working hard, living modestly, and 
saving. I confess I learned more from their example than from any 
college course or studies to gain my licenses. As you might guess, 
these clients were my parents. 

 Rosario Vento, my father, was born in the small town of 
Messina, Sicily, in 1923, and my mother, Concetta Giuffre Vento, 
born in 1921, came from an even smaller village nearby called 
Sant ’Agata. They lived through the Great Depression (which was as 
bad in Europe as it was in the United States), survived World War 
II by seeking shelter in the hills of Sicily, and were married shortly 
after the war ’s end. It was clear that opportunities in Sicily and 
throughout Italy were limited as a result of the devastation of war, 
so they made the diffi cult decision to place their hopes and dreams 
on a new life in America. 

 Because he could not afford to pay for two tickets, my dad ini-
tially came to America alone. After a year, he was able to afford to 
rent a small but comfortable apartment in Bensonhurst, Brooklyn, 
and had saved enough money to pay for a one-way ticket to the 
United States for my mother. She joined him and they began 
the great journey of their life together, eager to work hard and 
reap the rewards of living the American Dream. 

 Neither one had more than an eighth-grade education, nor 
did either one speak English very well. After arriving in the United 
States, my father worked as a barber, and my mother got a job 
as a seamstress in a sweatshop. They had three children in quick 
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xiv Preface

succession, and then after a gap of eight years, one more (me). 
Together, they earned a modest income, but they always man-
aged to live within their means and save what they could. They 
never owned a car; instead, they got around the city by walking 
or using public transportation. They rarely went out to dinner; 
instead, they always prepared fresh, homemade meals. Before 
they spent a dime, they always asked, “Is this necessary?” If the 
item was in fact a necessity, they would then ask: “Is there a less-
expensive alternative?” 

 This was my parents’ attitude toward money throughout their 
lifetime, in good times and bad. During the early years of their life 
in Brooklyn, they saved enough for a down payment for a house 
and obtained a mortgage, which they paid off over 30 years. They 
put all four of their children through college; one became 
a teacher, one a medical doctor, one a social worker, and one, a 
certifi ed public accountant and a Certifi ed Financial Planner 
(again, me). 

 After I graduated from college, I began helping my parents 
manage their fi nances, although as mentioned, they taught me 
much more about money than I was ever able to teach them. Each 
year, I prepared a Statement of Financial Position and a Statement 
of Cash Flow for them, an exercise that for me was not only a pleas-
ure but a reconfi rmation of the values they had taught me. They 
always lived well within their means, were careful savers, and were 
usually able to add funds to their investable assets. Over the years, 
I was able to assist them in developing a well-diversifi ed investment 
portfolio. 

 Ultimately, the year my mother turned 75, they achieved a 
fi nancial milestone that they had never thought possible. I was sit-
ting at their kitchen table, sipping the espresso that my mother 
always prepared for me whenever I came to visit. On this particular 
day, I was there to talk to them about their fi nances. To my great 
joy, I was able to look my mother straight in the eyes, and say: “Con-
gratulations, you and Papa are millionaires!” The combined value 
of their home, their invested assets, and their cash totaled just over 
a million dollars—and of course they had no debt. 

 Words cannot do justice to the expressions on their faces and 
the tears of joy in their eyes. At that moment, my parents knew they 
had accomplished one of their most cherished goals— fi nancial 
independence. For them, the American Dream was not just a 
dream anymore; it was now their reality. 
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 Preface xv

 My mother passed away in 2006 and my father in 2011. They 
left this Earth knowing that they had lived comfortably and respon-
sibly. They had been able to raise, care for, and educate their chil-
dren, and they never became a burden to us. In fact, upon their 
passing, they were able to leave their children with a solid fi nancial 
legacy that could be measured both in dollars and by example. This 
book is dedicated to them and to the hope that the guidance in 
these pages can help you achieve your fi nancial dreams, too. 

    John J. Vento      
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xix

Introduction

Getting to Point X

Every kid over the age of fi ve knows this expression. It can refer 
to many things, but the strongest image for most of us is an ancient, 
moldy pirate’s map showing precisely where a long-lost treasure is 
buried. This book is about helping you discover your own “buried 
treasure.” Of course, this is not a child’s game. It is a guide to the 
necessary knowledge (with a special focus on tax facts and strate-
gies) to help you accumulate the wealth you need to lead the life 
you desire.

I have been a certifi ed public accountant (CPA) and a Certifi ed 
Financial Planner™ (CFP®) for many years: I started my career 
working for KPMG (one of the Big Four accounting fi rms) and 
then established my own practice in 1987. I have worked one-on-
one with literally thousands of individuals, assisting them in their 
pursuit of a secure fi nancial future. I have helped these people 
pursue their fi nancial goals, and this has given them and me tre-
mendous pleasure. However, I have also seen people who, for many 
reasons, have been unable to achieve fi nancial security. Needless to 
say, this is unfortunate.

With this book, my hope is to help everyone fi nd fi nancial secu-
rity and fi nancial independence: from the eager teenager who just 
received his fi rst paycheck to the dual-income couple at mid-life 
who are paying their mortgage, putting their kids through college, 
and perhaps helping aging parents to the retired grandmother who 
wants to make sure her estate is in good order for the benefi t of 
her loved ones. By combining fi nancial planning with tax strategies, 
this book may help readers increase their personal wealth and pur-
sue their fi nancial independence, a position I refer to as point X.
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xx Introduction

Financial Literacy and the New Norm

Before I explain in detail how to reach point X—fi nancial 
 independence—I want to talk a bit about how and why I came to 
write this book. The term  fi nancial literacy  is not new, but it appears 
in our general lexicon more and more frequently these days, espe-
cially since the worldwide fi nancial crisis of 2008, which continues 
to this day. Indeed, today’s unsettled economy has been described 
by the Wall Street Journal and other sources as “the New Norm.” 
Experts believe that the recent recession ushered in a “new norm” 
(or “new normal”), where the spendthrift ways indulged in by many 
before the 2008 crisis have been substituted with an increasing 
interest in saving, general frugality, and need to develop a stronger 
sense of fi nancial literacy.

Basically, fi nancial literacy means having a fi rm understanding 
of fundamental fi nancial concepts and strategies, and the ability 
to manage money responsibly in order to ensure fi nancial security. 
Financial literacy is essential to ensure the fi nancial stability of indi-
viduals and families as well as the overall economic health of society 
as a whole.

As a result of the 2008 economic meltdown, it became stun-
ningly obvious that many people have not managed their fi nances 
in such a way as to provide fi nancial freedom for themselves and 
their families at any stage of their lives—much less after they retire. 
In fact, many fi nancial organizations report that most (yes, most!) 
Americans currently reaching retirement age—the infamous Baby 
Boomers—have not planned or saved adequately for retirement.

Somehow over the last several decades—I believe since the 
end of World War II—many people in our society have come to 
believe many incorrect notions about money. These fi nancial myths 
include such ideas as:

• “Owning your own home is everyone’s right.”
• “The real estate market will always rise.”
• “You can live ‘large’ on credit and never pay any consequences.”
• “If you need to work, you can always find a job.”

These myths—a warped conception of the American Dream—
exploded in a puff of smoke in 2008. (In fact, they were eroding 
for many years, but most people failed to heed the warnings.) As a 
result, many people have suffered fi nancially, some tragically. Many 
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 Introduction xxi

of us are disenchanted about this new norm in our society, as can 
be seen by the Occupy Wall Street movement and similar protests 
throughout the world. The lessons in frugality learned by earlier 
generations—people who lived through the Great Depression of 
the 1930s and World War II—had been lost, and many Americans 
were living way beyond their means, and they now had to pay up.

As a result of the 2008 Great Recession and its aftermath, we 
all must now relearn some essential fi nancial truths, become fi nan-
cially responsible, and prepare for the fi nancial realities of life. In 
other words, we must become fi nancially literate. We must learn all 
we can about our money so that we can make the most informed 
fi nancial decisions in all facets of our lives.

Point X: Our Fundamental Financial Goal

Point X is literally and fundamentally the point at which we can 
stop working for our money and our money starts working for us. 
It is the spot at which our savings and investments alone generate 
enough income to support our chosen lifestyle, and allow us to 
continue to live that lifestyle without having to work for a paycheck. 
It is the place where we have achieved true fi nancial independence.

For most of us, getting to point X is our most fundamental fi nan-
cial goal. It is the position we hope to achieve so that we can retire. 
Even if we do not wish to retire from productive and enjoyable 
work, we all still yearn to arrive at point X—often sooner rather than 
later—to feel fi nancially secure and fi nancially free.

What that number may be in terms of dollars is different for each 
of us. Some people can manage rich full lives on a modest income, 
and seem to be able to fi nd their point X with ease and clarity. Others 
have multimillion-dollar annual incomes, yet still fi nd themselves liv-
ing way beyond their means and view getting to point X as an arduous 
and perhaps an impossible journey. How you determine your per-
sonal point X depends on several variables, including:

• Understanding your present standard of living.
• Projecting how you want to live after you retire (or after you 

stop receiving a paycheck).
• Figuring out how many years of saving it will take for you to 

reach point X.
• Figuring out how many years of financial independence you 

hope to enjoy after you reach point X.
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xxii Introduction

Determining your personal point X also involves some mathe-
matical calculations, including:

• The rate of return you hope to achieve on your investments.
• The effects of inflation and taxes on your investments before 

and after your retire.

Although this process of defi ning point X may look like grad-
school calculus right now, I promise you it is really not all that dif-
fi cult, and my purpose in writing this book is to explain this process 
in the simplest way possible.

Ten Key Issues to Comprehensive Wealth Management

No matter how you defi ne your particular point X, whether it is an 
annual income of $25,000 or an estate of $250 million, you need 
to not only understand but effectively deal with 10 fundamental 
wealth management issues. They are:

 1. Committing to living within your means and conscientiously 
saving for the future.

 2. Understanding taxes and how to effectively minimize your 
tax obligation.

 3. Realistically defining your standard of living, including your 
net worth and your current cash flow.

 4. Managing debt.
 5. Insuring yourself and your family in case of extreme illness 

or death.
 6. Protecting your property.
 7. Planning for the education of yourself and your children.
 8. Investing intelligently and productively.
 9. Planning for retirement.
 10. Preserving your estate.

Throughout our lives, we are in a perpetual state of change, 
fi nancially and otherwise. Our needs and wants are constantly 
altering along with our income and our standard of living. What 
may seem like a fi nancial priority at the age of 18 (buying a car; 
paying for college or graduate school) is probably quite differ-
ent by the age of 30 (purchasing a fi rst home or planning for 
the birth of a child). At 60, we may be considering retirement 
while simultaneously paying for a child’s college education or 
an elderly parent’s care—or all of the above. What makes these 
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fi nancial issues even more challenging is that our economy is also 
in a constant state of change.

Throughout our lives, we will encounter many questions and 
problems relating to money, but every one of them will fall, in some 
way, under one or more of these 10 key wealth management issues. 
It is important that you understand them and work within them 
productively—that you become fi nancially literate. Depending on 
how you prepare and handle each of these wealth management 
issues will determine how successful you will be on your path to 
fi nancial independence, point X. Moreover, these issues are interre-
lated, and how you deal with one very often will have an effect on 
how you treat the others. For example, if you fail to manage debt 
properly, you will fi nd it diffi cult to save for a home of your own, 
your child’s education, or your retirement. Or, if you neglect to 
properly insure yourself against sickness or premature death, your 
spouse and family could be wiped out.

Woven into the issues of wealth management is a common vari-
able. Throughout this book, I provide facts and strategies that will 
focus on minimizing this most signifi cant expenditure, that is, taxes.

Our Biggest Expense

Have you ever gotten to the end of the week, the month, or the 
year, and asked yourself where did all my money go? Many—maybe 
most—people are baffl ed by this question and do not understand 
how, even if they are earning a respectable salary, their entire salary 
could be used up, particularly when they were not especially extrav-
agant. They fi nd themselves with little or no savings, or even worse, 
in additional debt.

What do you consider to be your biggest expense? Most people 
think it is their mortgage or their rent. Others who have children 
in college feel sure that it is those endless educational expenses. 
Still others who may have serious health issues may believe it is 
their perpetual doctor, hospital, and prescription bills.

Well, I promise you, it is none of the above. It is taxes!
Yes, that is where most of your money has gone—and continues 

to go: Taxes, taxes, and even more taxes. For 2013, the maximum 
federal income tax rate is 39.6 percent. On top of that, the combined 
Social Security rate is 15.3 percent (half paid by the employer and 
half paid by the employee). Employers also have to pay additional 
payroll taxes under the Federal Unemployment Tax Act (FUTA) 
and State Unemployment Tax Act (SUTA). Depending on the state 
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xxiv Introduction

and city you live in, you may also be paying well over 10 percent of 
your paycheck for these taxes; for example, New York City resi-
dents pay a combined state and city income tax, which is as high as 
12.7 percent.

If payroll taxes were not enough, we also pay income and capi-
tal gains taxes on our other earnings, such as income from invest-
ments. We also pay sales tax on many items we purchase, and 
numerous excise taxes and other special taxes on many items we 
frequently do not even think about, such as alcohol, tobacco, and 
fuel. We pay for certain licensing fees, registration fees, parking 
meters, tolls, tickets, and summonses, all of which are forms of tax-
ation. We also pay real estate taxes, school taxes, water and sewer 
taxes, mortgage recording taxes, and transfer taxes on property. 
If you choose to give large gifts to a friend or family member, you 
may be subject to a gift tax. Clearly the government will tax you to 
death; in fact, ironically it already taxes you for dying—a little some-
thing called estate tax.

If you take a close look at how much you pay for various taxes, 
chances are this number would be more than 50 percent of your 
overall expenditures. Keep in mind that some of these taxes are 
hidden but nevertheless included in your cost of living.

So, if you want to increase your savings, what would be the sin-
gle most important expenditure for you to focus on in order to 
keep more of what you make and dramatically increase your sav-
ings? The answer, of course, is taxes—taxes, taxes, and more taxes.

But the fact is, most people completely overlook the impor-
tance of minimizing their taxes in order to help maximize their 
wealth accumulation.

Throughout this book, I provide hundreds of tax facts and strat-
egies that will help you accelerate your wealth accumulation and 
dramatically increase your chances of reaching point X, fi nancial 
independence.

Take a Financial Planning Checkup

Before we begin to discuss hard fi gures, you should evaluate your fi nan-
cial situation by completing the Comprehensive Wealth Management 
Questionnaire. This questionnaire will help you start thinking about 
the fi nancial issues you have under control and others that may need 
attention.
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COMPREHENSIVE WEALTH MANAGEMENT QUESTIONNAIRE

The following 20 questions will assist you with identifying your fi nancial 

strengths and weaknesses and in setting your fi nancial goals toward the pur-

suit of achieving fi nancial independence, your very own point X.

 1. Do you save 10 percent or more of your gross income (pay yourself fi rst) 

before determining your standard of living? If you answered no, read 

Chapter 1, Committing to Living within Your Means.

 2. Do you have easily accessible funds to cover at least three to six months 

of your living expenses in case of an emergency? If you answered no, 
read Chapter 1, Committing to Living within Your Means.

 3. If you have a desire for a special purpose (i.e., a home, a special vaca-

tion, a wedding, or a business start-up), do you have plans for accumu-

lating those funds? If you answered no, read Chapter 1, Committing to 

Living within Your Means.

 4. Do you know if you are taking advantage of every tax deduction and tax 

credit available to you? If you answered no, read Chapter 2, Understand-

ing Taxes, and pay particular attention to the tax facts and strategies at 

the end of each chapter.

 5. Do you know the value of your fi nancial net worth? If you answered no, 
read Chapter 3, Determining Your Financial Position.

 6. Do you have a clear understanding of your cash infl ows and  outfl ows ? If 

you answered no, read Chapter 3, Determining Your Financial Position.

 7. Do you maintain a zero balance on your credit cards and maintain no 

other high-interest rate loans? If you answered no, read Chapter 4, Man-

aging Debt.

 8. Do you know whether you have the most favorable terms on your home 

or investment property mortgage(s)? If you answered no, read Chapter 4, 

Managing Debt.

 9. Do you have medical insurance that covers basic medical expenses as 

well as catastrophic medical expenses? If you answered no, read Chapter 

5, Insuring Your Health and Life.

 10. Do you (or your parents) have a plan for paying for nursing home or long-

term home health care costs? If you answered no, read Chapter 5, Insur-

ing Your Health and Life.

 11. Do you have long-term disability insurance to help pay your expenses if 

you (or your spouse) were unable to earn an income? If you answered no, 
read Chapter 5, Insuring Your Health and Life.

 12. Will your family receive suffi cient funds from your life insurance poli-

cies upon your death or the death of your spouse to ensure your family’s 
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continued support and lifestyle? If you answered no, read Chapter 5, 

Insuring Your Health and Life.

13. Do you carry a minimum of $1,000,000 in personal liability insurance? 

If you answered no, read Chapter 6, Protecting Your Property with 

Insurance.

14. Do you have assets that you cannot afford to replace properly covered by 

insurance (e.g., car, home, fi ne jewelry, art)? If you answered no, read 

Chapter 6, Protecting Your Property with Insurance.

15. Do you have suffi cient funds set aside to pay for your children (or grand-

children) to attend college? If you answered no, read Chapter 7, Paying 

for College.

16. Do you know if you will be fi nancially ready to retire or become fi nancially 

independent at your desired age? If you answered no, read Chapter 8, 

Planning for Retirement.

17. If you are changing jobs or retiring, are you confi dent that you under-

stand your fi nancial options and are making the right choices? If you 

answered no, read Chapter 8, Planning for Retirement.

18. Do you fully understand the different investment choices (stocks, bonds, 

mutual funds, etc.) available to you? If you answered no, read Chapter 9, 

Managing Your Investments.

19. Do you (and your spouse) have a will? Has it been reviewed by an attor-

ney within the past fi ve years and was it drafted in your current state of 

residence? If you answered no, read Chapter 10, Preserving Your Estate.

20. Do you (and your spouse) have a health care proxy and power of attor-

ney? If you answered no, read Chapter 10, Preserving Your Estate.

How to Use the Questionnaire

To answer many of these questions, you will need to gather certain 
documents including copies of your will, health care proxy, insur-
ance policies, and banking and brokerage statements. After you 
have answered these questions completely and honestly, you will 
quickly be able to identify the major wealth management issues you 
need to focus on.

Many of these issues should be addressed no matter what your 
age or situation. For example, even if you are single and still in 
your twenties, you should have suffi cient health insurance, be sav-
ing for the proverbial rainy day, and be planning fi nancially for 
retirement, if only by participating fully in your company’s retire-
ment plan. Also, you may need a will, a health care proxy, and a 
power of attorney. If you are married, have children, own a home 
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and other valuable property, additional issues will become increas-
ingly important, like suffi cient life insurance, health insurance, and 
property insurance. As you get into your fi fties and beyond, you 
will be more and more concerned with paying for your children’s 
education, possibly caring for aging parents, and (again) saving for 
retirement.

All of these subjects are addressed in detail in subsequent chap-
ters of this book.

The Power of This Book

Becoming fi nancially independent is not something that happens 
by chance; it requires focus, discipline, determination, sacrifi ce, 
and a lot of hard work. If you are serious about achieving fi nancial 
independence and are willing to make the commitment to do what 
it takes, then this book will provide you with the necessary tools to 
pursue your fi nancial goals. In short, I will guide you toward reach-
ing your own personal point X, fi nancial independence. 

Using fi nancial planning strategies––the 10 key issues to compre-
hensive wealth management––and many real-life (though anonymous) 
client stories––I show how to navigate through the most critical fac-
tors that affect you and your family’s fi nancial life. Most important, I 
explain how to employ current tax facts and strategies in order to save 
hundreds—and perhaps thousands—of dollars every year. By doing so, 
you will not only minimize your biggest expense, you will maximize the 
money you can put into your pocket (or your investment portfolio), 
helping you reach fi nancial independence.

Thus, this book is a complete resource for anyone concerned 
with building wealth and fi nancial security in today’s no-guarantee 
fi nancial environment. Authoritative, comprehensive, and up to 
the minute, it is my hope that this book will become the essential 
fi nancial guide for every individual and every family.
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                                                            1 C H A P T E R 

                       Committing to Living within Your Means 

                                              Live within your means, never in debt, and by husbanding your 
money you can always lay it out well. But when you get in debt 
you become a slave. Therefore I say to you never involve yourself 
in debt. . . 

 —Andrew Jackson, 
seventh president of the United States 

  We all want to live the American Dream. Beginning with the 
earliest European settlers, Americans have sought the height of 
success and prosperity for themselves and their children, and we 
have believed fi rmly that we could achieve it, no matter our race, 
religion, nationality, or gender. All it took was hard work and 
discipline. 

   The American Dream Becomes the American Nightmare 

 Our country was founded on the conviction that it was the land 
of opportunity and prosperity—that was the defi nition of the 
American Dream. In the early years of our country ’s existence, 
infi nite real estate was available for the taking, a great boon for a 
basically agrarian society. If you wanted more land, all you had to 
do was pack up your wagon, travel farther west, and claim it. If you 
were willing to work hard, you could earn an honest living, rear 
and educate your children, and save for your family ’s future. These 
principles stood fi rm for almost two centuries. 
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2 Financial Independence (Getting to Point X )

 Nevertheless, perhaps because of the decades of affl uence that 
followed World War II, this land of “equal opportunity” turned into 
the land of “expected entitlements.” People came to believe that 
living beyond their means—usually on credit—was acceptable, and 
“living large” became the norm. Younger people no longer thought 
they needed to save for a down payment on a house, a new car, or a 
luxurious vacation. They could just put the costs on a credit card or 
take out a loan. Even professional fi nancial institutions fed into this 
false sense of affl uence, giving credit cards, large home mortgages, 
and home-equity loans to people they knew full well could never 
pay them off. This distorted defi nition of the American Dream 
 signifi cantly contributed to the fi nancial crisis of 2008, which we 
are still experiencing today and may well continue to feel for dec-
ades. Our rich American Dream has become a nightmare. 

 Still, despite these gloomy facts, if my parents were able to 
come to a foreign land with only an eighth-grade education, barely 
able to speak the language, and end up as millionaires, certainly, 
anyone blessed with the education and opportunities available 
to most Americans today can become fi nancially independent. 
Anyone can get to  point X —the point at which you can support 
yourself and your family fi nancially with your  investments , not a sal-
ary. All it takes is knowledge of good fi nancial practices and the 
discipline to carry them out. 

   Living within Your Means: The Essential Step 

 The single most important step any individual must take to 
become fi nancially independent is to commit to living within his or 
her means. This sounds obvious; this sounds easy. But believe me, 
it is not! 

 Amazingly, many people do not understand what “living within 
your means” actually implies! I believe that the defi nition of “living 
within your means” is living on  less than  your take-home salary and 
any other resources you receive, such as income from an annuity 
or a trust .  Living within your means does  not  mean existing from 
paycheck to paycheck .  Living within your means does  not  mean liv-
ing on credit or on loans. Living within your means does  not  mean 
turning to parents or friends to pay the tab when you cannot quite 
meet the rent or need to buy a new computer. It means not only 
fi guring out how to pay for your needs and wants, but budgeting 
your income so that you still have a little money left over. 
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 Committing to Living within Your Means 3

  Paying Yourself First 

 In addition to living within your means, if you are ever going to 
get to  point X , you must also  save  money. (You will ultimately need 
to invest this money productively, but I ’ll cover that in Chapter    9    , 
Managing Your Investments.) I call this exercise  paying yourself fi rst.  
Therefore, “living within your means” includes not only such neces-
sities as shelter, food, utilities, and clothing, but also payment into 
your personal savings. Ideally, that payment should be 10 percent 
or more of your gross pay. You may think that this is impossible, 
but once you get started, you will realize how easy it can be. And, of 
course, if you can afford more, by all means, put those funds in sav-
ings or invested assets. 

 The following is an example of how this could work and how 
this will help you achieve fi nancial independence. If you are 
earning $52,000 a year, that is $1,000 a week gross income, and 
you are probably bringing home about $700 of that after taxes. 
If you  pay yourself fi rst  by funding your 401(k) plan and save 
10 percent of your gross income, that is $100 per week (or $5,200 
a year), which may earn a rate of return with compounding over 
the time invested. If you start saving that at age 21 and retire at 
age 65, you will have saved $228,800 over those 44 years. Also, 
that $100 you save affects your take-home pay by only $70 (assum-
ing a 30 percent tax rate), so you will be taxed on $900 instead of 
$1,000 per week, which means you will bring home $630 instead 
of $700 per week. Yes, that is $70 less money you have to spend 
on your needs and wants, but you get the full benefi t of $100 
saved. Assuming you can earn 7 percent per year on your 401(k) 
investments over the 44-year period,   1   you may be able to accu-
mulate $1,383,829 by the age of 65. I believe this is a small price 
to pay for fi nancial independence in the future. I do not know 
any easier way to achieve fi nancial independence. By the way, this 
does not even factor in employer matching dollars, which can sig-
nifi cantly increase your savings. 

  1  The rates of return shown above are purely hypothetical and do not represent the 

performance of any individual investment or portfolio of investments. They are 

for illustrative purposes only and should not be used to predict future product 

performance. Specifi c rates of return, especially for extended time periods, will 

vary over time. There is also a higher degree of risk associated with investments 

that offer the potential for higher rates of return. You should consult with your 

representative before making any investment decision.
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4 Financial Independence (Getting to Point X )

 “Paying yourself fi rst” must be as much a necessity to you as the 
roof over your head, the food on your table, and the clothes on 
your back. It is not a luxury, not something you will start doing next 
week, or next month, or next year, but an essential expense that 
you must pay  now.  

   Know the Difference between What You  Need  and What You  Want  

 If you asked most people to defi ne the necessities (or essentials) of 
life, they would probably say: shelter, food, and clothing. I have just 
added another essential to that list, that is, saving money on a regu-
lar basis, or paying yourself fi rst. However, defi ning what is essential 
(and not essential) in terms of shelter, food, clothing, and savings, 
requires some additional attention:

•   Shelter should not be the biggest house in the best neighbor-
hood decorated with the most expensive furniture ( not essen-
tial ); instead, shelter means a house or apartment that gives 
comfort and safety to your family, and which you can pay for 
and maintain with the money you have available ( essential ). 

•  Providing food for yourself and your family does not mean 
eating out every night at the fanciest restaurants or even 
ordering in from the local pizzeria or Chinese takeout ( not 
essential ); but preparing healthy meals from foods paid for 
within a food budget you have established ( essential ). 

•  Clothing does not mean buying the latest $200 jeans or other 
overpriced designer apparel ( not essential ), but planning for 
your family ’s clothing needs based on a well-thought-out bud-
get ( essential ). 

•  In terms of saving money, you need not try to sock away 
25 percent of your salary, especially if money is tight ( not essen-
tial ); you simply need to get in the habit of saving 10 percent 
or more of your gross pay ( essential ).   

 In other words, you need to begin to discriminate between the 
nonessentials and the essentials, your wants from your needs. 

 In working with thousands of people with regard to their 
fi nances over the past 25 years, I have noticed one common trait 
in every person who ultimately achieves fi nancial independence: 
He experiences anxiety every time he is faced with the decision to 
make a purchase that is not essential. Whether it is an expensive 
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cup of coffee or an expensive car (or even a not-so-expensive car!), 
if he buys it, he experiences anxiety and guilt. In other words, for 
these people, the pain of purchasing a nonessential item exceeds 
the pleasure. 

 Usually, when faced with such a decision, instead of acting 
impulsively, they ask themselves if the purchase is necessary.  (Do I 
need a new suit for my fi rst day at a new job?)  If the answer is  no , they 
are comfortable with the decision.  (I can wear my old suit; I'll have 
it dry-cleaned and pressed, and no one will know that I've had it for three 
years.)  If the answer is  yes (My old suit is looking a little worn—and hav-
ing a new suit will help me to feel confi dent on my fi rst day on the job!),  
they always look for a less-expensive alternative.  (Can I fi nd an 
equally good suit at another store or on sale? Will a less-expensive suit look 
just as good—and make me feel just as self-confi dent?)  

 The fact is, most Americans view this  essential  versus  nonessen-
tial  concept in completely the opposite way. Many people believe 
it is imperative to “keep up with the Joneses,” to quote that old-
fashioned expression, which implies a perceived necessity to appear 
as affl uent as our friends, neighbors, and professional colleagues. 
Other expressions such as  shop till you drop  and  retail therapy  are now 
commonplace in our world, and are considered acceptable, amus-
ing, and even cool!  Shopping till you drop  is thought by many people 
to be as benefi cial to one ’s health as an afternoon of bicycling in a 
park;  retail therapy  is fi rmly believed to be a form of entertainment, 
and even an antidote to anxiety and stress. 

 We are supposed to feel good about racking up thousands of 
dollars on our credit cards—and many people actually do get 
immense pleasure from excessive shopping. (At least until the bills 
arrive.) And, as for putting money into the bank instead of splurg-
ing on a new big-screen TV—forget it. This behavior has nothing 
to do with providing the  essentials  of life, it has to do with satisfying 
our  wants , not our  needs . And, of course, more often than not, it 
has everything to do with whether or not we are living beyond our 
means. 

 Discerning the difference between  essentials  versus  nonessentials , 
 wants  versus  needs , is imperative if you are going to live within your 
means, save suffi cient money, and ultimately get to  point X . You 
may need to train yourself to associate anxiety and guilt instead of 
pleasure with making those exciting, but nonessential, purchases. 
You may need to frequently remind yourself and members of your 
family that short-term gratifi cation from buying nonessentials is not 
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6 Financial Independence (Getting to Point X )

nearly as important or satisfying as achieving the long-term goal 
of fi nancial security. When the pain you associate with sacrifi cing 
your fi nancial future is greater than the immediate gratifi cation of 
providing yourself and your family with nonessential items, you have 
mastered the skills necessary to becoming fi nancially independent.  

      DAILY FINANCIAL AFFIRMATION  

    Securing my own and my family ’s fi nancial future is my number one priority. 

 I live within my means. 

 I always pay myself fi rst. 

 I say  no  to nonessential purchases.   

 ****************************************************************** 

 After you have written down this daily fi nancial affi rmation, say it out loud. Then 

post copies of it around your house in places where you (and other members 

of your family) will see it repeatedly throughout the day—in the center of your 

refrigerator door, on your bathroom mirror, and on your bedside table. Post 

another in your work place, such as next to your telephone or on your com-

puter screen saver. Place a copy in your wallet or purse. Consciously read your 

Daily Financial Affi rmation fi rst thing in the morning and the last thing at night. 

During the day, if you experience a moment of weakness and are about to 

spend money on a nonessential expenditure, read your daily fi nancial affi rma-

tion out loud once again.  

    Simple Saving 

 A traditional savings account is the fi rst place you should consider 
putting the money you are paying yourself. Having enough cash on 
hand to see you through an illness, injury, job loss, or other fi nan-
cial emergency can help you avoid taking on debt or tapping into 
your retirement assets. It is just a smart move. 

 How much you save will depend on your needs, responsibili-
ties, and comfort level, but my rule of thumb suggests that you 
should have enough cash in savings to cover at least three months 
of expenses for couples (if both partners are earning an income), 
and enough cash in savings to cover six months’ expenses, if you 
are single or for married couples with only one spouse earning an 
income. If you fear that your job is in jeopardy, or you think it will 
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 Committing to Living within Your Means 7

take you longer than six months to get back on your feet  fi nancially 
should you lose your job, you should try to have even more in 
 savings. Also, if you are saving for anything other than the prover-
bial rainy day, such as for a house, wedding, new car, or special trip, 
count these funds as extra. (It might even be helpful to open a 
separate savings account for these larger separate items you are 
saving for.) 

 Given the relatively low interest rates offered at this time on 
cash instruments (which include savings accounts, money market 
funds, and certifi cates of deposit, or CDs), and the fact that the 
current rate of infl ation is higher than the interest rate, you may 
actually be losing money on the ultimate purchasing power of your 
savings. However, do not let this alarm you too much. Saving in this 
way is still an essential part of getting to  point X . Also, these savings 
come with Federal Deposit Insurance Corporation (FDIC) insur-
ance of up to $250,000 per depositor, so your money is safe. 

  What Is the FDIC? 

 It is important to understand the added safety and reduced risk of 
saving your money with the protection of the FDIC. For some peo-
ple, having the peace of mind of knowing their money is guaran-
teed to be returned to them is priceless. Traditional types of bank 
accounts, such as checking accounts, savings accounts, and CDs, 
are insured by the FDIC. Banks also may offer what is called a  money 
market deposit account , which earns interest at a rate set by the bank 
and usually limits the customer to a certain number of transactions 
within a stated period of time. All of these types of accounts gener-
ally are insured by the FDIC up to the legal limit of $250,000 per 
depositor, per institution, and sometimes even more for special 
kinds of accounts or ownership categories. For more information 
on deposit insurance, go to the FDIC website at  www.fdic.gov . 

 Many banking and brokerage institutions also offer consumers 
a broad array of investment products such as mutual funds, annui-
ties, life insurance policies, stocks, and bonds. Unlike traditional 
checking or savings accounts, however, these nondeposit invest-
ment products are  not  insured by the FDIC. Many people are under 
the false impression that if they purchase something through their 
bank that they will be protected by the FDIC. This clearly is not the 
case and you must always understand the risks associated with put-
ting your money into non-FDIC-insured accounts. 
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8 Financial Independence (Getting to Point X )

   Saving for Special Situations 

 There ’s an old saying: “All work and no play makes Jack a dull 
boy.” We could adjust that adage slightly and say, “All saving and no 
 splurging  makes Jack a dull boy.” But perhaps it is the word  splurge  
that needs the adjustment. 

 Getting to  point X  primarily refers to achieving ultimate fi nan-
cial independence, where you can stop working for your money 
and your money can start working for you. But for most of us 
throughout our lives, other expensive essentials (and nonessen-
tials) will undoubtedly present themselves, and these will require 
special savings. These might include major purchases, such as buy-
ing a fi rst home, paying for your own or a child ’s lavish wedding, 
celebrating a daughter ’s “sweet 16” birthday party or your parents’ 
50th wedding anniversary, or fi nally taking a lifelong dream vaca-
tion, such as going on a safari to Africa or a trip to the Far East. 

 When planning for these special events and purchases, you 
need to view them as requiring additional savings, beyond your 
cash security savings, and add them as line items to your budget. 
You might even consider opening separate savings accounts to 
help you budget for these special situations, and earmark these 
funds for that special purpose. Nevertheless, you should never 
 sacrifi ce your primary long-term goal of achieving fi nancial inde-
pendence in order to meet these other shorter-term desires. 

   Easier Said Than Done 

 Granted, a world of difference exists between knowing what to do 
and  actually  doing it. We know that in order to reach  point X  and 
become fi nancially independent, we must spend less than we make 
and save more from our salaries, or  pay ourselves fi rst . But now 
comes the hard part: We must actually do it! And the prospect can 
be overwhelming, both emotionally and fi nancially. 

 We live in a society of instant gratifi cation; we want more and 
we want it now, whether it is a daily $5 cappuccino from the local 
coffee house, a $500 pair of shoes, a $50,000 car, or a $500,000 
house. These examples may be exaggerations, but many of us feel 
bad about ourselves if we seem to be faring less well fi nancially than 
our friends and colleagues. We feel a need to maintain a high stand-
ard of living, even if that standard of living is based on borrowed 
money and is measured in such superfi cialities as designer coffees 
and prestigious labels. Also, as discussed, many of us have learned 
to experience excessive spending as pleasurable, not painful. These 
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 Committing to Living within Your Means 9

      AN ACTION PLAN FOR COMMITTING 
TO LIVING WITHIN YOUR MEANS  

• Make the serious commitment to live within your means.  Discuss this com-

mitment with your spouse and children, and urge them to commit as well. 

• Pay yourself fi rst.  Include saving money in your budget, just as you do any 

other essential living expense. 

• Open a savings account .  Save 10 percent or more of your gross pay.  Ask 

your bank to automatically move the designated amount from your checking 

account to your savings account. 

•   Keep suffi cient cash available  to cover three to six months of your basic living 

expenses, depending on your needs. 

•   Place the “Financial Affi rmation” in key places  around your house where you 

and members of your family will see it frequently. 

•   If you are saving money for a special purpose, add that amount to your budget,  
as an additional line item, and consider opening a separate account for that 

purpose. 

•   Complete the Comprehensive Wealth Management Questionnaire (see the 
Introduction) to assist you in establishing your fi nancial priorities and goals.     

emotional factors attached to living within our means can be trou-
blesome, powerful, and diffi cult to overcome. But, like dieting, it is 
essential to your health that you become aware of these feelings and 
correct them. 

 For many people, the reality is that they have already dug them-
selves into a huge fi nancial pit, and getting out of it is going to be 
time consuming and painful. They may need to pay off thousands 
of dollars of credit-card debt (see Chapter    4    , Managing Debt) or 
enormous school loans (see Chapter    7    , Paying for College), before 
they feel that they can begin to seriously save. This is daunting, to 
be sure, but not hopeless. 

   Stop the Insanity 

 Albert Einstein defi ned insanity as “doing the same thing over and 
over again and expecting a different result.” If you have been living 
beyond your means and not saving—and wondering why you never 
have any money—now is the time to stop the insanity! Stop splurg-
ing on small nonessentials and start saving for the big essentials, 
the greatest being your own and your family ’s fi nancial security. 
You must commit to living within your means, discriminate between 
nonessential wants and essential needs, and save for your future. It 
is your treasure, and ultimately, it is your  point X .        

c01.indd 9c01.indd   9 26/02/13 11:18 AM26/02/13   11:18 AM



11

                                                            2 C H A P T E R 

                       Understanding Taxes 

                                                                The hardest thing in the world to understand is the income tax. 
 —Albert Einstein, 

father of modern physics 

  Taxes are the price we pay to live in our society. Our federal and 
state income taxes pay for everything from roads, public schools, 
public libraries, and hospitals to national parks, dams, the U.S. mil-
itary services, and the salaries of all the people who work for the 
U.S. government, including the President of the United States. Our 
taxes also pay for Social Security, Medicare, and other social serv-
ices. Although we want, need, and appreciate these services, many 
of us fear that a tremendous amount of money is wasted in the 
management of government—and we are paying for it. 

 The fact is, the average American family pays more than one-
third of its income in federal, state, and local income taxes—and 
even more in property taxes, excise taxes, sales taxes, and other 
hidden taxes, such as taxes on cigarettes, liquor, and certain 
 luxuries. In other words, for just about everyone, taxes are our big-
gest personal expense, by far. 

 In order to reach  point X,  it is imperative that you understand 
the basics of our tax system, and that you practice careful and crea-
tive tax preparation and planning so your personal tax burden does 
not deplete your income unnecessarily, and your wealth accumulates 
quickly and safely. Tax laws are incredibly complicated, and there 
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12 Financial Independence (Getting to Point X )

is no reason for you to read up on or understand the virtually infi -
nite ins and outs of the often arcane U.S. Tax Code. Most people do 
need help from professional tax advisors to benefi t from tax strate-
gies; however, you should have enough basic knowledge about taxes 
and the tax system to ask the right questions and fi nd the appropri-
ate help to suit your own unique fi nancial and tax needs. And that is 
what this chapter provides: an understanding of the basics you need 
to know to be fi nancially literate. 

   A Brief History of the U.S. Tax System 

 I begin this chapter with a very brief history of taxes in the United 
States, so you can be prepared for what is to come. I remember sit-
ting in my fi rst history class as a child and my teacher saying “The 
reason we study history is because our history tends to repeat itself.” 

 The subject of taxes has been a signifi cant part of American his-
tory since long before the American Colonies became the United 
States of America. Every school child remembers the Boston Tea 
Party of 1773, when the citizens of Boston dressed as Indians and 
dumped tea into Boston Harbor in protest to Britain ’s unfair taxa-
tion on tea throughout the Colonies. This rebellious act played a 
strong role in the start of America ’s Revolutionary War. 

 Actually, at the time of the Boston Tea Party, taxes had already 
been a part of the American Colonial government since almost the 
moment the fi rst Colonists arrived. In addition to taxes imposed by 
Britain, each individual Colony imposed local taxes on themselves. 
The fi rst property taxes were imposed on Colonists as early as 1634, 
less than 15 years after the Pilgrims landed at Plymouth Rock. 

 However, in the early years of the new nation, taxes were 
imposed by the individual states, not the federal government. 
Under Article VIII of the Articles of Confederation, formed in 
1787, the United States federal government did not have the power 
to tax the citizens. Except for tariffs on imports and exports, virtu-
ally all power for taxation rested with state and local governments, 
and until the mid-nineteenth century, many of the states relied on 
property taxes as a major source of revenue. 

  Income Taxes and the Sixteenth Amendment of 1913 

 After the American Revolution, tax on personal income was imposed 
by some state governments, but only in a small way. The fi rst 
federal income tax was adopted as part of the Revenue Act of 1861, 
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 Understanding Taxes 13

to pay for the Civil War, but was allowed to lapse after the war was 
over. However, by the late nineteenth century, the increasing impor-
tance of intangible property, such as corporate stock, caused the 
states to shift to other forms of taxation. In 1913, the Sixteenth 
Amendment to the Constitution, which permitted the federal gov-
ernment to levy an income tax on individuals and corporations, was 
ratifi ed. 

 The Sixteenth Amendment defi ned income as “all income 
from whatever source derived.” In 1926, the law was organized as 
the U.S. Code, or the Internal Revenue Code, and included tax 
on income, estates, gifts, excise, and certain other things. Over 
the years, particularly in 1954 and 1986, the Code was revised and 
expanded, but essentially it has remained as it was devised almost 
100 years ago. 

 Federal income tax rates have fl uctuated wildly since they were 
established in 1913. In 1913, the proponents of the federal tax 
assured citizens that the federal tax on income would be small. The 
opponents of the income tax urged that, at least, there should be 
a provision to the Sixteenth Amendment capping the tax rate at 
no more than 10 percent. However, in 1918 when the government 
wanted money to fi ght World War I, the federal income tax rate 
was increased to an astonishing 77 percent for those in the highest 
income bracket. 

 However, signifi cant income tax cuts have been made over 
the years, usually based on the belief that tax cuts would spur eco-
nomic growth. One such series of cuts was made during the 1920s; 
unfortunately, the last such cut in that series, made in 1928, was 
followed by the stock market crash in 1929 and the Great Depres-
sion. Taxes were raised again in the latter part of the Depression 
and reached new heights (94 percent!) during World War II, again 
in an effort to pay for a very popular war. Income tax rates were 
reduced signifi cantly during the Johnson (1960s), Nixon (early 
1970s), and Reagan (1980s) presidencies, and again between 2001 
and 2008 during George W. Bush ’s presidency. Exhibit    2.1   illus-
trates the dramatic change in income tax rates since 1913. 

    The Emergence of State and Local Income Taxes 

 Although individual states have taxed individuals since even before 
the formation of the U.S. Constitution, most of these were taxes 
on property. Today, many states and some localities continue to 
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14 Financial Independence (Getting to Point X )

rely heavily on property taxes as well as on retail sales taxes. By the 
1920s, many states had adopted taxes on income for both indi-
viduals and corporations, similar in defi nition and structure to 
the taxes imposed by the federal government. The states generally 
taxed residents on all of their income, including income earned in 
other states, as well as income earned by nonresidents in a particu-
lar state. (For example, many people who earn income in New York 
City live in the nearby states of New Jersey, Connecticut, and even 
Pennsylvania. As a result, they are taxed by New York State.) 

   Where Are We Now with Regard to Taxes? 

 In recent years, we have experienced a very serious economic 
downturn, and the subject of raising tax rates, especially on the very 
rich (the so-called top 1 percent of the population), is a frequent 
topic of conversation among politicians and fi nancial experts. 

 Exhibit      2.1  Highest Marginal U.S. Income Tax Rate 1913 to 2013 
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 Understanding Taxes 15

 For the past several years, the federal income tax rates have 
hovered between 10 percent for those in the lower income bracket 
and 39.6 percent for those in the top income bracket. (Refer back 
to Exhibit    2.1  , which shows income tax rates from 1913 through 
2013.) Given our history, and the current state of our economy, not 
to mention the size of the national debt and the promises our gov-
ernment has made with entitlement programs, I think we all can 
predict where tax rates are headed. I believe it is not a matter of 
 if  taxes will increase, but  when.  And you need to be prepared. As I 
have said repeatedly, minimizing your largest expenditure (taxes) is 
critically important to your wealth accumulation plan and to your 
ability to reach  point X.  You should refer to appendix C, for some 
basic concepts and defi nitions of various types of taxes. 

    Organizing and Retaining Your Records 

 Tax records should be carefully kept on a year-round basis—not 
thrown in a drawer or shoebox and then hastily assembled just for 
your annual tax appointment. Without tax records, you can lose 
valuable deductions by forgetting them on your tax return, or you 
may have unsubstantiated items disallowed, if you are audited. 

 Generally, returns can be audited for up to three years after 
fi ling; however, the IRS may audit for up to six years, if it discov-
ers substantial unreported income. The three- and six-year limits 
start with the fi ling of a tax return; if no return is fi led, the time 
limit never starts to run. In other words, if you have failed to fi le a 
return, you can be audited and taxed at any time. 

  Which Records Are Important? 

 The following are some of the records that you will need to retain 
for tax purposes. 

•    Records of income received. 
•  Expense items, especially work-related expenses. 
•  Home improvements, sales, and refinances (for homes with 

profit potential of $250,000 or more). 
•  Investment purchases and sales information. 
•  The documents for inherited property. 
•  Medical expenses. 
•  Charitable contributions (records vary with value of gift). 
•  Interest and taxes paid. 
•  Records on nondeductible IRA contributions.   
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16 Financial Independence (Getting to Point X )

   How Long Should Records Be Kept? 

 Just how long you should keep records is partly a matter of judg-
ment and a combination of state and federal statutes of limita-
tions. Federal tax returns can be audited for up to three years 
after fi ling (six years, if underreported income is involved). It 
is a good idea to keep most records for six years after the return 
fi ling date. 

 Some records are worth keeping permanently, partly because 
of long-term needs and partly because they take up very little 
room. Consider permanently retaining a copy of each year ’s tax 
return. Contracts, real estate buy and sell records, and records of 
property improvements should be retained for seven years after 
the property is sold. 

 If you are in business, your record requirements are more 
extensive. 

    Tax-Preparation Services 

 If you have worked your way through this chapter, no doubt it is 
clear to you that calculating and paying your income taxes is not 
only a complicated process, but it is probably obvious to you that 
the laws and codes affecting taxes change annually making the 
job even more diffi cult. Bear in mind that you are legally respon-
sible for your tax returns whether you prepare them yourself 
or hire someone else to prepare them for you. You have several 
choices. 

  Internal Revenue Service 

 One obvious resource for help with tax preparation is the IRS. 
Under certain circumstances, the IRS will prepare your federal 
income tax return if it is simple and you do not itemize your tax 
deductions. I would not recommend taking this approach, however, 
because it is not a function of the IRS to advise on strategies that 
can reduce your tax obligation; also, the IRS will not prepare any 
required state and local income tax returns. 

 Even if you would prefer to do your taxes yourself or hire a pri-
vate professional preparer, the IRS also offers many publications to 
help with tax planning and preparation. Check out the IRS website 
( www.irs.gov ) for further information. 
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 Understanding Taxes 17

   Tax Planning and Preparation Software 

 In general, two kinds of tax-related software are available: tax plan-
ning and tax preparation:

    1.  Planning programs help you to look into different strategies 
for managing taxes. 

   2.  Preparation programs (such as Intuit ’s TurboTax or H&R 
Block At Home tax software packages) guide you through 
the preparation process.   

 If your taxes are relatively simple, these programs can save 
you time and money. However, if you have experienced major 
life changes (marriage, divorce, a signifi cant inheritance), invest 
in the stock market, or are self-employed, you should probably 
secure the help of a tax professional. 

   Hiring a Tax Preparer 

 Most taxpayers conclude that preparing their own taxes is simply 
too diffi cult and time-consuming, and turn to private profession-
als to help them with this process. For them, a professional tax pre-
parer helps them prepare the most accurate tax return and protects 
them from liability. Also, a good tax preparer can provide advice on 
tax strategy and help manage more complex tax problems. 

 Tax advisors come in a number of guises with varying credentials 
and degrees of competence. The four most common are tax prepar-
ers (or nonlicensed services), enrolled agents (EAs), certifi ed pub-
lic accountants (CPAs), and tax attorneys, described in the following 
paragraphs; Appendix    A     offers an overview of various professionals 
who can help you with your wealth management goals. 

  Nonlicensed National and Local Tax Services     These include such com-
panies as H&R Block and other independent local fi rms. 
These preparers must now register with the IRS, and if they are 
not attorneys, certifi ed public accountants, or enrolled agents (dis-
cussed in Appendix    A    ), they must pass tests required by the IRS to 
prove they have the minimum acceptable competence to prepare 
tax returns. 

 These services are best for people with straightforward, simple 
returns. 
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18 Financial Independence (Getting to Point X )

   Enrolled Agents     EAs are required to pass an extensive examination on 
various topics of taxation and must also meet minimum continuing 
education requirements annually. They are also licensed and author-
ized to represent you before the IRS, should you be audited. 

   Certifi ed Public Accountants     CPAs are highly trained and have passed 
complex and extensive examinations in the areas of accounting, 
taxation, auditing, and business law in order to be licensed. They 
must obtain advanced degrees that include rigorous courses in both 
accounting and taxation. They must also meet a minimum work 
experience requirement before they can be granted a license. CPAs 
are required to meet minimum continuing education requirements 
on an annual basis and are authorized to represent you before the 
IRS, should the need arise. They also must adhere to a fi duciary 
standard to their clients. 

   Tax Attorneys     These are lawyers who specialize in tax planning, and 
are most appropriate for those who have a complex tax situation 
that could result in legal problems, such as the sale of a business or 
a messy divorce. 

 Frankly, if you are committed to reaching  point X , I strongly rec-
ommend that you secure the services of a professional tax advisor—
one who is appropriate for your income and tax needs. In addition, 
you should schedule at least one additional meeting during the 
year, preferably before or after tax season, to discuss all of your tax 
planning and fi nancial needs and goals. 

     Accumulating Wealth through Tax Planning   1   

 As mentioned, our single largest expenditure that we all have 
is our tax obligation. When you factor in federal, state, and local 
income taxes and then Social Security and Medicare taxes, at cur-
rent tax rates, more than 35 percent of our paychecks go toward 
taxes. Then, when you consider sales tax, cigarette tax, fuel tax, 
excise tax, property tax, estate and gift tax, and other such taxes, 
this number can easily exceed 50 percent or more of your income. 

 1 IRS CIRCULAR 230 NOTICE: To ensure compliance with requirements imposed 

by the IRS, we inform you that this book (including any attachments) is not 

intended or written to be used, and cannot be used, for the purpose of (i) avoiding 

penalties under the Internal Revenue Code or (ii) promoting, marketing or rec-

ommending to another party any transaction or matter addressed herein. (iii) The 

taxpayer should seek advice based on the taxpayer ’s particular circumstances from 

an independent tax advisor.
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 So, if our single largest expense is taxes, then it makes sense that 
tax planning can be the most signifi cant step you can take toward 
saving money and accumulating greater wealth. The government 
requires you to pay no more than the amount of taxes you are legally 
obligated to pay, but, believe it or not, the majority of people pay 
much more simply because they do not spend the time to understand 
more about tax planning. You should consider the tax consequences 
when making any major fi nancial decision, whether it is buying a 
house or taking out a loan for your child ’s college education. 

  Tax  Avoidance  Is Not Tax Evasion! 

 The term  tax evasion  has a scary connotation. Most of us know that 
tax evasion (not paying our taxes by illegal means, such as under-
reporting income or overstating deductions) is illegal. People have 
been known to spend time in jail for tax evasion. Tax evasion is ille-
gal, pure and simple. 

 Tax avoidance, however, is perfectly legal. Tax avoidance is the 
legal utilization of the tax code to one ’s own advantage; in other 
words, you can reduce the amount of tax you pay by means that are 
within the law. 

   What Is Tax Planning? 

 It could be said that  tax planning  is just another way of saying  tax 
avoidance . It is a way of maximizing the amount of money you keep by 
minimizing the amount of taxes you pay. Tax planning means edu-
cating yourself about the many ways to avoid overpaying your taxes. 
By focusing on tax avoidance techniques, you will be able to mini-
mize your taxes and maximize your wealth accumulation. More than 
any other method by far, this is the most effi cient way to save money 
and accumulate wealth without dramatically altering your lifestyle. 

 Specifi cally, tax planning involves using every tax deduction, tax 
credit, and tax deferral method allowed in the tax code, and using 
it to your advantage. You must make tax planning part of your eve-
ryday life, and always ask yourself in every fi nancial situation:  Is this 
the most tax effective way to handle this situation?  

   How Do I Learn about Tax Planning? 

 I suspect that after reading the preceding paragraph, you may be 
feeling completely overwhelmed. What is more, you are probably 
ready to really chew me out. (Sure this guy knows about taxes—he 
is a CPA with an MBA in taxation.) And that is true. Tax deductions, 
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tax credits, and tax deferrals are second-nature to me: Studying 
these tax laws and strategies is what I do all day long. And, if you are 
like most people, your knowledge of taxes is probably limited. You 
bring your receipts to your tax accountant every year (if that), and 
hope for the best. Do not feel embarrassed—that is normal. 

 However, becoming educated about taxes is not really that diffi -
cult, and once you begin to see how much money you will save by tak-
ing advantage of various tax credits and other tax-related advantages, 
you will become very motivated. Actually, you have already taken 
the fi rst step in your educational process by reading this chapter. 
Also, read other books, journals, and articles, particularly those that 
address your professional and personal concerns. I would also recom-
mend visiting the following websites, which are packed with tax and 
fi nancial planning strategies, such as CNN Money at  http://money
.cnn.com and Yahoo! Finance  at  http://fi nance.yahoo.com  and then 
click on personal fi nance. Beyond that, speak to a fi nancial advisor 
or your employer ’s human resources department about any and all 
employee tax-related benefi ts available to you, and make sure you act 
on them. Finally, communicate with your tax accountant and fi nancial 
advisor. You need to do this more than once a year at tax time, when 
he or she is at their busiest. Instead, set up a meeting during the sum-
mer months, when most tax people are in a more leisurely period and 
can really focus on your needs and think creatively on your behalf. 

 In the meantime, I have provided, at the end of each chapter, 
my top “tax planning facts and strategies” as they relate to the key 
wealth management issue covered in each chapter. I believe that 
this section of each chapter will be the most valuable to you in your 
wealth-accumulation process. Read it carefully, and discuss it with 
your tax advisor to ensure that you are not paying a penny more in 
taxes than the law requires. 

   Tax Benefits 

 You can reduce the amount of tax you owe by participating in 
any number of tax benefi ts. You can reduce your total income 
(and therefore your progressive tax rate) if you contribute money 
to a retirement account, such as a 401(k) or IRA plan. 

 Tax benefi ts are how Congress rewards people for making 
certain types of fi nancial decisions. The goal of tax planning is to 
choose when tax benefi ts make the most sense for you. 

 The income tax system is voluntary. People are free to arrange 
their fi nancial affairs in such a way to take advantage of any tax 

c02.indd 20c02.indd   20 26/02/13 10:58 AM26/02/13   10:58 AM



 Understanding Taxes 21

benefi ts.  Voluntary  does not mean that the tax laws do not apply; 
you must pay your taxes. However,  voluntary  does mean you can 
choose to pay less tax by managing your fi nances in a way to mini-
mize your taxes. 

 Before you focus on your particular concerns, you need to 
get an accurate picture of your true net worth, fi gure out where 
your money is coming from (and going to) at this very moment, 
establish your fi nancial goals, and begin to budget for the future. 
Chapter    3    , Determining Your Financial Position, shows you how to 
do this. After all, you cannot get to point X if you do not know pre-
cisely where you are starting your fi nancial journey. 

   American Taxpayer Relief Act of 2012 

 On January 2, 2013 President Barack Obama signed into law the 
American Taxpayer Relief Act of 2012. This law makes permanent 
or extends many of the so-called Bush-era tax deductions and cred-
its that were set to expire in 2012 for most Americans under the 
2010 Tax Relief Act. This book refl ects the latest tax law changes 
from the American Taxpayer Relief Act of 2012 and I include many 
of the latest provisions in “Tax Facts and Strategies” at the end of 
each chapter.                                                                                                                                                                                                                                                

ContinuedContinued

      TAX FACTS AND STRATEGIES   2   FOR WEALTH 
ACCUMULATION  

•     Maximize your tax deductions. 

•  Take full advantage of every tax credit. 

•  If possible, shift income and deductions to the tax year that will result in 

lower taxes. 

•  If possible, shift income among family members to take full advantage of 

lower tax brackets. 

•  Defer the payment of taxes to future years through the use of tax-deferred 

accounts. 

•  Maximize your tax-free sources of income. 

•  Meet with your employer ’s human resources department to ensure that you 

are taking advantage of all tax-free fringe benefi ts available to you. 

•  Communicate with your tax and fi nancial advisor quarterly, not just at 

tax time. 

$

(Continued )

 2 See footnote 1.
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•  Refer to this book, and other tax references, periodically to keep you on track 

with your fi nances, and to ensure you are using relevant and current tax facts 

and strategies. 

•  Make tax planning part of your life. Always ask yourself,  “Is this the most 
tax-effective way to handle this fi nancial situation?  ” By far, this is the most 

effi cient way to save money and accumulate wealth, without dramatically 

altering your lifestyle.    

       

      1.   Carefully read through and study this chapter and appendix C.  By doing so, 

you will have begun to acquaint yourself with the basics of the U.S. tax sys-

tem and the process of taxation. Remember: This is your biggest expense, 

and you need to become aware of ways to keep it in check, if not reduce it. 

   2.   Begin to take control of your own taxes.  Create a fi le or fi les and save 

appropriate paperwork in an organized and comprehensive way. Check 

and update these fi les monthly throughout the year, and then go through 

them again when you are preparing to fi le your taxes. 

   3.   If you prepare your tax returns yourself,  check with the IRS for the lat-

est information on taxes, and use one of the formal tax preparation pro-

grams, such as Intuit ’s TurboTax or H&R Block At Home, to help guide 

you through the preparation process. 

   4.   If you decide to hire a professional tax preparer,  fi nd a highly qualifi ed 

tax advisor who best suits your needs and work with him. (Appendix    A     

describes the differences between various professionals.) 

   5.   Consult with your tax advisor at least one other time during the year  to 

identify additional tax and fi nancial saving strategies. 

   6.   Familiarize yourself with current tax facts and strategies  at the end of each 

chapter, discuss them with your tax advisor frequently throughout the year, 

and incorporate them into your fi nancial life. 

   7.   Make conscientious tax planning a part of your life . It is one of the best 

ways to amass wealth and reach  point X .    

AN ACTION PLAN FOR UNDERSTANDING TAXES
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                                                            3 C H A P T E R 

                       Determining Your Financial Position 

                                  Annual income twenty pounds, annual expenditure nineteen six, 
result happiness. 

 Annual income twenty pounds, annual expenditure twenty 
pounds ought and six, result misery. 

 —Charles Dickens, 
English writer and social critic 

  Now that you have taken the extremely important step of com-
mitting to living within your means, and understand that taxes 
are a signifi cant expenditure in your life, you need to determine 
what your fi nancial situation currently looks like. This does not 
mean simply knowing your annual salary or identifying how 
much you take home in every paycheck—although that is defi -
nitely part of it. In order to live within your means, you must have 
a precise understanding of your fi nancial assets, liabilities, and 
net worth, by preparing a  Statement of Financial Position . You also 
need to know—and to track on a regular basis—where all your 
personal funds are coming from and going to: This is your  State-
ment of Cash Flow . Finally, after taking a careful look at your cur-
rent fi nancial position, you must determine your fi nancial goals, 
whether for 5 years, 10 years, or throughout your retirement 
years. Only then can you realistically budget for the future—and 
of course, reach  point X . 
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24 Financial Independence (Getting to Point X )

   Figuring Your Financial Net Worth 

 You cannot get to  point X  unless you know your starting point, and 
to determine that, you need to fi gure out precisely just how much 
you are worth—fi nancially, that is. Figuring your fi nancial net 
worth involves preparing an essential document: a personal State-
ment of Financial Position. 

 To help guide you in its preparation, I have put together a sam-
ple Statement of Financial Position, shown in Exhibit    3.1  , based 
on the fi nancial lives of a hypothetical couple, James and Patricia 
Loomis: Much of the discussion in this chapter uses the informa-
tion in Exhibit    3.1  , so you can use it to follow along. (I have many 
clients who are similar to James and Patricia, but the Loomises 
are purely fi ctional.) In addition, to help you prepare your own 
personal Statement of Financial Position, I have provided a blank 
worksheet, shown in Exhibit    3.2  . 

     Case Study: How One Couple Learned They Were 

Spending More Than They Earned 

 James and Patricia Loomis are a successful—albeit fairly typical—
American couple in their late thirties. They have been married 
for 12 years and have two children, a boy and a girl, ages 10 and 
8. They live in an upscale suburb of Cleveland, Ohio. James is a 
lawyer who worked for seven years for a local Cleveland fi rm, but 
decided to go out on his own fi ve years ago. He now has a success-
ful practice, and he also owns the small offi ce building that houses 
his practice. He purchased this building for $900,000 and still owes 
$740,000 on the mortgage. The current estimated fair market value 
is only $750,000 because real estate values have decreased over the 
past several years. At the time, purchasing the building seemed to 
be a better idea than paying rent to a landlord. His law practice is 
the tenant in the building and pays rent to James, who in turn uses 
this rent money to pay the building ’s mortgage. 

 Patricia has always managed to juggle caring for her family and 
working as a part-time writer since the birth of her children. Before 
having children, she worked as a journalist for several years at a 
newspaper in Cleveland. When she left the newspaper, she rolled 
over her 401(k) into an IRA. She is self-employed as a writer for a 
fi nancial book author and gets paid $25,000 per year for providing 
this service. James and Patricia bought their house, a rather large 
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 Determining Your Financial Position 29

one, which was a stretch for them fi nancially, about 10 years ago for 
$600,000. The house currently has a fair market value of $700,000, 
and the Loomises owe $460,000 on their mortgage. 

 In terms of other anticipated expenses, they know that they 
need to start saving for their children ’s education. The pub-
lic schools in their town are excellent, so private school costs for 
elementary and high school for the Loomis kids are not an issue. 
However, James and Patricia know they will be sending their chil-
dren to college within the next eight years, and they ’ll be paying 
college costs for at least six years, and for two children ’s educa-
tion expenses for at least two of those years. It is also likely that 
their children, who are good students, will want and need gradu-
ate school as well, and will require fi nancial help from James and 
Patricia. 

 James and Patricia do not foresee having to care for aging 
parents. Patricia ’s parents have both already died and James’ par-
ents are fi nancially comfortable and have adequate long-term care 
insurance. 

 At this moment in their lives, James and Patricia are feeling 
fi nancially sound. But is this accurate? A Statement of Financial 
Position will provide a clear picture of their true  fi nancial net worth  
and will begin to point out areas that may not feel problematic now 
but should be addressed before they become overwhelming in the 
future. 

  Measuring Net Worth 

 A personal Statement of Financial Position measures your fi nan-
cial net worth by assigning values to all of your fi nancial assets and 
liabilities. Once you have identifi ed the specifi c amounts of your 
assets and liabilities, you simply subtract the total of your liabilities 
from the total of your assets, and that amount is your fi nancial net 
worth. This calculation represents one of the most basic accounting 
equations: (A – L = NW), or  assets  minus  liabilities  equal  net worth.  
Let us walk through the process. 

   Identifying Assets 

 Your fi rst step in this process is to identify every fi nancial asset you 
have. An asset is simply anything you own that has a value, including 
cash, investments, your primary residence (if you own it) and any 
other real estate you own, your automobiles, retirement accounts, 
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30 Financial Independence (Getting to Point X )

furniture, and jewelry. Once you have identifi ed all the assets you 
own, you should classify them in the following three categories: 
cash and cash equivalents, invested assets, and personal-use assets, 
described in the following paragraphs and referred to in the State-
ment of Financial Position shown in Exhibit    3.1  . 

     1.   Cash and cash equivalents  include cash on-hand, bank 
accounts (savings and checking), money market accounts, 
and Treasury bills (T-bills). These accounts reflect what is 
called  liquid cash , or money that is readily available for emer-
gencies. James and Patricia have $25,850 in cash and cash 
equivalents, as can be seen on their Statement of Financial 
Position. 

   2.    Invested assets   are all assets that are reasonably expected to 
generate income. (These, of course, are the most impor-
tant assets in achieving financial independence or getting 
to  point X , since these are the assets that will be working to 
make money for you.) Examples of invested assets include 
a privately owned business, an investment portfolio, retire-
ment accounts, and fixed and variable annuities. James and 
Patricia have $951,850 in invested assets, which are stated 
at current fair market value on their Statement of Financial 
Position. 

   3.    Personal-use assets   are the assets that, in effect, measure your 
standard of living. Personal-use assets typically do not gen-
erate income; instead, they require you to use additional 
resources to maintain or replace them. This would include 
a primary home, a vacation home, automobiles, furniture, 
jewelry, and artwork. James and Patricia have $768,000 in 
personal-use assets, which are stated at fair market value on 
their Statement of Financial Position.   

 It is worth noting that for the past several decades, until the 
economic crash of 2008, many people considered their homes to 
be an  invested asset,  not a  personal-use asset.  This was because during 
this period, real estate in the United States boomed, and many 
people made substantial fi nancial killings by buying and sell-
ing houses; in other words, we experienced a real estate bubble. 
Sadly, that bubble has burst. The fact is, your home and vacation 
home should always be considered personal-use assets, not invest-
ment assets. 
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 Determining Your Financial Position 31

   Listing Liabilities 

 Liabilities include any fi nancial obligations you may have that 
require you to make payments, either currently or in the future. 
When you list your liabilities on your personal Statement of Finan-
cial Position, they fall into two categories:

    1.   Current liabilities:  full payments for which are due within one 
year (i.e., short-term loans). 

   2.   Long-term liabilities:  payments that can be stretched out for 
one year or longer (such as student loans, business loans, 
mortgages, and home-equity loans).   

 When listing liabilities, be sure to include their terms as well 
as their current outstanding balance. Terms refer to the interest 
rates being paid, the numbers of payments to be made, and any 
prepayment penalties. (It will be essential to know and list these 
terms when evaluating your debt, which is discussed in detail in 
Chapter    4    , Managing Debt.) 

 James and Patricia have current liabilities of $6,000 and long-
term liabilities of $1,347,000. Therefore, their total liabilities are 
$1,353,000. (Technically, the current portion of their long-term 
liabilities, which are the payments that they are required to make 
over the next 12 months, should also be listed as current liabilities. 
However, for ease and clarity, I have not made this distinction, and 
I have included only $6,000 of their credit-card debt as current.) 

   Calculating Your Financial Net Worth 

 Now that you have listed all of your assets and liabilities, the 
moment of reckoning has come. When you subtract your total lia-
bilities from your total assets, you will know your personal fi nancial 
net worth. 

 The number that represents your fi nancial net worth (and 
indeed, your entire personal Statement of Financial Position), may 
well be an eye-opener for you. It will reveal your fi nancial strengths 
and weaknesses. For some people, this is a positive experience, mak-
ing them feel fi nancially secure and sound. However, for many peo-
ple (maybe even the vast majority), these calculations often reveal 
areas that need improvement, and may even uncover serious fi nan-
cial problems. Nevertheless, identifying and facing fi nancial realities 
serves as a starting point for putting your fi nancial house in order. 
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32 Financial Independence (Getting to Point X )

   Analyzing a Statement of Financial Position 

 In James and Patricia ’s case, their fi nancial net worth, as of December 
31, 2012, is $392,700. At fi rst glance, this appears quite positive for 
a couple who are not yet 40 years old. However, despite the fact that 
they have signifi cant assets (a privately owned business, an offi ce 
building, an expensive home), they have a false sense of fi nancial 
security and are a long way from achieving  point X . 

 To put it another way: If the Loomises liquidated all of their assets 
and paid off all of their liabilities, they would be left with $392,700 
(cash) in their bank account. If they took this money and invested it 
prudently, they might be able to generate a 5 percent return on their 
investments.   1   This would provide them with an income of $19,635 
per year before taxes. At this time, their annual income is $216,876, 
which allows them to maintain their current standard of living. Note 
that this number is  more than 10 times  what they can reasonably expect 
their current fi nancial net worth to generate. 

 Clearly, they have not accumulated a suffi cient amount of 
invested assets to allow them to be fi nancially independent. 
(Chapter    8    , Planning for Retirement, discusses in detail how the 
Loomises can close this gap so that they can achieve fi nancial inde-
pendence by the time that they are ready to retire.) 

 At the moment, they have a number of weaknesses in their 
Statement of Financial Position. First, as we have discussed, for 
a married couple in their late thirties, a fi nancial net worth of 
$392,700 is not suffi cient to meet their long-term fi nancial needs. 
In addition, they have only $25,850 in cash or cash equivalents 
available in case of an emergency, which is also not suffi cient. Their 
goal should be to have at least three months’ income, which, in 
their case, would be approximately $54,000. 

 In addition, their invested assets are not as strong or positioned 
as well as they should be. Among their invested assets is James’ 
offi ce building, which (as mentioned) he purchased for $900,000 
in 2006, but after the real estate crash of 2008, is now valued at only 

 1 The rates of return shown above are purely hypothetical and do not represent the 

performance of any individual investment or portfolio of investments. They are 

for illustrative purposes only and should not be used to predict future product 

performance. Specifi c rates of return, especially for extended time periods, will 

vary over time. There is also a higher degree of risk associated with investments 

that offer the potential for higher rates of return. You should consult with your 

representative before making any investment decision.

c03.indd 32c03.indd   32 26/02/13 4:52 PM26/02/13   4:52 PM



 Determining Your Financial Position 33

$750,000. Furthermore, James’ investment portfolio, variable annu-
ity, and IRA accounts are 100 percent invested in stock. This is not 
a well-balanced portfolio, and he may be taking on too much risk. 
Conversely, Patricia has 100 percent of her IRA account in money 
market funds, which are currently paying 0 percent! It seems clear 
that they need professional guidance and management from a 
fi nancial advisor to help them diversify their investments so that 
they can both minimize their risks and maximize their returns.   2   

 With regard to their retirement accounts, they have a total of 
only $55,500, which includes a variable annuity and their IRA 
accounts. As a couple, they always had an excuse for not funding 
their retirement account and instead chose to buy an expensive 
home, go into private practice, and purchase an offi ce building. 
These were the reasons they have underfunded their retirement 
accounts. Although their tax advisor encouraged them to do so 
each year, they chose to delay funding their retirement. This is 
not enough for a couple in their late thirties, and they will need to 
make signifi cant contributions to their retirement accounts going 
forward to be able to retire comfortably in their late sixties. (Again, 
for more information, see Chapter    8    , Planning for Retirement.) 

 They have set aside only $4,000 for their children ’s education, 
and their fi rstborn will be attending college within the next eight 
years. Given the current cost of a college education, they need to start 
fully funding their children ’s 529 plans and other educational saving 
plans. (For more information about preparing fi nancially for their 
children ’s educational needs, see Chapter    7    , Paying for College.) 

 Currently, James is covered for only $300,000 of permanent 
life insurance; Patricia is not covered at all. Given their fam-
ily needs, they are signifi cantly underinsured, and in the event of 
James’ death, Patricia would not be able to maintain their current 
standard of living. They should increase the amount of life insur-
ance coverage on both of their lives. (Life insurance options are 
explored in Chapter    5    , Insuring Your Health and Life.) 

 With regard to liabilities, the Loomises also have some fi nan-
cial issues that must be addressed. Currently, they are carrying 
$34,000 in credit-card debt ($6,000 of which is included as a cur-
rent liability) at the rate of 12 percent per year, and $22,000 at the 
rate of 8 percent per year. They also have a $28,500 car loan at 10 

 2 Diversifi cation does not assure or guarantee better performance and cannot elim-

inate the risk of investment losses.

c03.indd 33c03.indd   33 26/02/13 4:52 PM26/02/13   4:52 PM



34 Financial Independence (Getting to Point X )

percent and an $18,500 car loan at 0 percent interest. James also 
has an outstanding student loan for $50,000 at 3 percent interest. 
They have clearly been living well beyond their means, and since 
their cash outfl ows consistently exceed their cash infl ows, they have 
been forced to accumulate large amounts of credit-card debt. This 
unfortunately is very common for couples who are always trying to 
keep up with the Joneses. With regard to their high-interest debts, 
they need to consolidate their debt and lower their overall interest 
rates and monthly payments. (The one exception is the 0 percent 
car loan, which, based on the existing low interest rate, they should 
continue to make payments.) 

 James’ offi ce building has a mortgage of $740,000, which is 
almost equal to the building ’s current fair market value. Unfortu-
nately, they will not be able to refi nance this loan because of the 
extremely high debt-to-equity ratio (close to 100 percent). Neverthe-
less, they should make an attempt to secure a loan modifi cation with 
their existing lender, but this may be diffi cult to accomplish given 
the current economy and the state of the building ’s reduced value. 

 Conversely, James and Patricia are in a perfect position to refi -
nance the mortgage on their home and should be able to lower their 
rate from 6.5 percent to the current 30-year rate of 4.5 percent. In 
addition, they should take out an additional $100,000 from the equity 
in their home. This $100,000 should be used to wipe out all of their 
credit-card debt as well as James’ $28,500 auto loan, which totals 
$84,500. Unfortunately, there is not suffi cient equity in their home 
to cover his outstanding student loan, so they must continue to make 
payments on this low-interest rate personal loan. The balance of 
$15,500 (from the $100,000) should be added to their cash reserves. 

 The new mortgage at 4.5 percent interest, even with the addi-
tional $100,000, will cost them approximately $34,049 per year, 
compared to the $37,920 they are currently paying on their old 
home mortgage. This reduction ($3,871), together with reduc-
tion of the payments on their credit-card debt ($5,712) and James’ 
auto loan ($7,656), improves their current cash fl ow by a total of 
$17,239 per year. Moreover, because the money they used to pay 
off their debts is now part of their refi nanced mortgage, all of the 
interest payments may be tax deductible. 

 Some fi nancial advisors believe that you should never pay off 
unsecured debt (such as credit-card debt) with secured debt (such 
as a home mortgage). However, I personally believe that under the 
right circumstances, this can be absolutely the right thing to do, as 
the example of the Loomises so strikingly shows. 
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   An Important First Step 

 Analyzing your Statement of Financial Position is one of the most 
important fi rst steps for developing fi nancial goals and implement-
ing prudent fi nancial strategies that will assist you in getting to  point 
X . Moreover, the fi gure that represents your current fi nancial net 
worth is perhaps the most signifi cant number in your quest to get 
to  point X , or fi nancial independence. You need to calculate this 
number once a year in order to measure your success. Personally, 
I always analyze and update my Statement of Financial Position at 
the end of the year, to assist me in establishing my fi nancial goals 
for the upcoming year, which are always a part of my New Year ’s 
resolutions. I strongly recommend that you do the same. 

    Making Sense of Cash Flow 

 Building your personal fi nancial net worth requires minimizing your 
liabilities and increasing your assets, particularly your invested assets. 
Therefore, in addition to calculating your net worth, you need to 
get a fi rm grip on where your money is coming from—and, perhaps 
even more important—where is it fl owing to. In other words, you 
need to create a detailed personal Statement of Cash Flow. 

 Quite simply, a Statement of Cash Flow will show all of your 
 cash infl ows  and all of your  cash outfl ows  (as we refer to them in the 
accounting profession) for a designated period of time, usually one 
year. As discussed in Chapter    1    , the secret to achieving fi nancial 
independence (or getting to  point X ) is to live within (and  ideally 
below) your means, and to  pay yourself fi rst  (i.e., save money). If 
your cash infl ows exceed your cash outfl ows, then you will have dis-
cretionary income, which can (and should) be used to add to your 
savings, or your accumulated wealth. 

 However, if your cash outfl ows are greater than your cash 
infl ows, then you are living beyond your means, are surely accu-
mulating debt, and are severely limiting your chances of getting to 
 point X . As with the Statement of Financial Position, I have created 
a sample Statement of Cash Flow (shown in Exhibit    3.3  ), represent-
ing the current fi nancial life of James and Patricia Loomis, and will 
refer to it to help you identify relevant issues of your own. In addi-
tion, I have provided a blank Statement of Cash Flow worksheet for 
your personal use (shown in Exhibit    3.4  ). Before you can begin fi ll-
ing in your worksheet, you will need to gather copies of your pay 
stubs, most recent income tax return, and bank and credit-card 
statements for the preceding 12 months. 
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 Determining Your Financial Position 51

    Identify Your Cash Inflows (Your Sources of Income) 

 Begin your Statement of Cash Flow by summarizing all of your 
sources of income. This includes your annual salary (or salaries, 
if you have multiple incomes or if you are fi guring cash fl ow for a 
couple, and both husband and wife work.) Include any freelance 
or self-employment income, interest and dividend income, as well 
as pension, Social Security income, and any and all other sources 
of income you may have. Do  not  include any earnings from tax-
deferred accounts such as 401(k)s, IRAs, and annuities, because 
these are not available to pay for cash outfl ows. However, if you 
received  distributions  from these tax-deferred accounts, then you 
should include them as part of your cash infl ows. Finally, these fi g-
ures should refl ect your gross pay, or before-tax income. Your taxes 
are most defi nitely listed under cash outfl ows. 

 James and Patricia Loomis ’s cash infl ows include James’ salary 
of $190,000 (which he budgeted for himself from his law practice), 
Patricia ’s part time self-employment income of $25,000, as well 
as dividend income of $840 from their investment portfolio and 
interest income of $280 on their money market accounts and CDs. 
Finally, they also have cash infl ow from the offi ce building, where 
James ’s law practice is the tenant; the rental income of $78,000 off-
sets the mortgage payment of $77,244 providing them with an addi-
tional $756 per year. As can be seen on the Statement of Cash Flow, 
their cash infl ows total $216,876. 

   Identify Your Cash Outflows (Your Expenses) 

 Cash outfl ows include  essential  items (e.g., housing, food, clothing, 
and transportation) as well as  nonessential  items, or basically every-
thing else you spend money on throughout the year. List each one 
of these basic items as a subheading ( Housing, Food, Personal Care, 
Entertainment,  etc.), then go through your checkbook and credit-
card statements and summarize these payments in as much detail 
as possible. (Do not worry if you are not absolutely perfect; general 
trends will show up fairly quickly.) Some items will remain constant, 
such as your mortgage, your car loan payments, and your student 
loan payments. Others, however, may fl uctuate, or jump out as 
excessive. 

 Your cash outfl ows should also include items that many of us do 
not commonly consider as part of our personal or family budget. 
For example, in the spirit of paying yourself fi rst, the fi rst line items 
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52 Financial Independence (Getting to Point X )

under the heading of  outfl ows  on your Statement of Cash Flow 
should be your invested assets ,  including savings, 401(k) contribu-
tions, and any reinvested dividends on investments. In other words, 
these funds should be considered an essential outfl ow of money, as 
important as your rent or mortgage, electricity bill, or grocery bill. 

 Also, all your tax payments (even those paid through your 
employer), should be highlighted and included as part of your cash 
outfl ows, including all tax payments from your income such as fed-
eral income tax, FICA and Medicare, and state and city income tax. 

   Separating Essentials from Nonessentials 

 Once you have listed your cash outfl ows in as much detail as possi-
ble, take some time to analyze your statement very closely. Begin to 
identify which items are  essential,  and which are  nonessential;  which 
ones are  needs , and which are  wants . If you are married, go through 
your statement with your spouse—and even show it to your older 
children, particularly teenagers who may be racking up big bills 
with an automobile, a cell phone, or other expenditures. 

 At fi rst glance, certain items may appear to be necessities, such 
as shelter, food, clothing, and transportation. However, with a 
closer look, these apparent necessities can begin to look more like 
luxuries. For example, your house may be costing you more than 
you can really afford. You may have no trouble meeting the basic 
mortgage payment, but your electricity and gas bills, your lawn and 
garden maintenance, and your property taxes may be through the 
roof. A close analysis of your cash outfl ows might suggest that it 
could be worthwhile moving to a smaller house or a less expensive 
neighborhood. 

 Transportation costs—or more specifi cally, the cost of main-
taining automobiles—are another area where the line between 
necessity and luxury can blur. Is owning a $50,000 car really that 
important? In a household with teenagers who drive, the need 
for two or even three cars may seem imperative, but are the costs 
becoming prohibitive? Like a house, the cost of a basic automobile 
may not be unaffordable, but the price of gasoline, insurance, and 
maintenance can put a big dent in a family budget. 

 With a close look at your Statement of Cash Flow, items that are 
completely nonessential are sure to jump out. Costs for such indul-
gences as manicures, theater tickets, or expensive birthday gifts 
may suddenly seem not only excessive, but frivolous. Also, small 
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cuts, when added together, can turn into big savings for you and 
your family. 

 Consider the following analysis of the Loomises’ Statement of 
Cash Flow. It should inspire additional ideas for ways your family 
can cut costs. 

   Analyzing a Statement of Cash Flow 

 James and Patricia Loomis’ cash outfl ows have been broken out in 
the following categories:

•   Invested assets: $7,620 
•  Housing: $62,980 
•  Transportation: $10,795 
•  Family risk management and insurance: $2,600 
•  Food: $15,545 
•  Personal care: $10,080 
•  Entertainment: $3,550 
•  Loan payments: $21,321 
•  Taxes: $66,760 
•  Gifts and donations: $4,100 
•  Professional fees and legal obligations: $600 
•  Child care and other expenses: $6,690 
•  Other personal expenses: $7,000   

 In all, the Loomises’ cash outfl ows total $219,641, leaving them 
with a discretionary cash fl ow of negative $2,765. (Cash infl ows of 
$216,876 minus cash outfl ows of $219,641.) 

 In other words, James and Patricia are spending $2,765 more 
per year than they are bringing in. Also, like many people, they are 
subsidizing their overspending by increasing their credit-card debt. 
If they continue on this path, they may never achieve fi nancial 
independence. They clearly need to make changes in their cash 
fl ow so that they can increase their invested assets (pay yourself 
fi rst), turn their discretionary cash fl ow from negative to positive, 
and ultimately use the excess discretionary positive cash fl ow to pay 
down their debt. 

 As part of the analysis of their Statement of Financial Posi-
tion, they (working closely with their Certifi ed Financial Plan-
ner TM ) were able to uncover a strategy that consolidated most of 
their debt and reduced their cash outfl ow by $17,239. By closely 
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54 Financial Independence (Getting to Point X )

analyzing their Statement of Cash Flow, they were able to further 
improve their cash fl ow by eliminating some of the nonessential 
expenses. Finally, they (again, through working with their tax 
advisor, fi nancial planner, and insurance agent) were able to fi nd 
some additional creative ways to save on taxes and other important 
expenses. 

   How One Family Cut Basic Costs 

 After the Loomises held a family meeting (which included their 
two children, even though their kids are relatively young), they 
were able to begin to identify which of their basic expenses were 
absolutely essential and which were nonessential. With a little coop-
eration and compromise, they identifi ed those expenses they could 
either minimize or eliminate. (As mentioned, these fi gures are 
listed in detail on James and Patricia Loomis’ Statement of Cash 
Flow, shown in Exhibit    3.3  . It will help if you refer to it throughout 
this discussion.) 

 They started with their housing expenses. In addition to reduc-
ing their mortgage payment, they were able to make some substan-
tial cuts in their home maintenance costs. They eliminated two 
(of the fi ve) television cable boxes they had in their home, reduc-
ing their cable cost by $330 per year. All family members agreed 
that they would not use their cell phones beyond the minutes 
allowed with their family plan, which saved them $396 per year. 
Because each family member had his or her own cell phone, they 
decided to eliminate the household landline, which saved them 
an additional $480 per year. 

 With regard to their house itself, James and Patricia discussed 
the possibility of moving to a smaller, less expensive home, acknowl-
edging that they lived in one of the largest homes in their neigh-
borhood, which was truly a nonessential expense. Even though 
they agreed that a home this size was not a necessity, they were 
not willing to downsize at this time. They were emotionally tied to 
the home, and they felt this was the best place to raise their chil-
dren. They did make a commitment that once their children were 
away in college they would revisit this fi nancial issue and make the 
decision of downsizing at that time. Still, with regard to the house, 
everyone agreed to keep their rooms clean and tidy so that their 
cleaning service could be cut from once a week to every other 
week for a savings of $2,400 per year. With these relatively small 
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 sacrifi ces—all nonessentials—their total housing cash outfl ows were 
reduced by $7,477 per year. 

 After taking a close look at their transportation costs, the 
Loomises found that the only item they could reduce was their auto 
insurance. They contacted their insurance agent, who made them 
aware of a number of discounts they could be entitled to, such as 
increasing their deductible and taking a defensive driving course. 
By taking advantage of these offers, they were able to reduce their 
auto insurance by 15 percent, or $420 per year. 

 After closely examining their other insurance costs (listed 
under “family risk management” in Exhibit    3.3  ), they realized they 
were underinsured and therefore were not able to reduce their 
expenditures in this area; indeed, they need to increase them. 
James and Patricia made a commitment to meet with their life and 
disability insurance agent to discuss their insurance needs, and to 
make sure they had suffi cient coverage. 

 Under the category of food, both James and Patricia were sur-
prised that on average they were spending $200 per week dining 
out, which came to a whopping $10,400 per year. They agreed that 
they would reevaluate the type of restaurants they dined at, and 
would try to limit their dining out to no more than twice a month. 
This would reduce their dining out cost by $5,200 per year. 

 Under the personal care category, James agreed to eliminate 
his monthly fi tness club membership since he had not been to the 
gym in over two years. Although Patricia kept her membership, 
they were able to save $600 per year. 

 With the help of their CPA, they were able to make a creative 
alteration to their out-of-pocket medical expenses. Because their 
health insurance plan is a high-deductible health plan (HDHP), 
they were able to set up a tax-deductible  health savings account  and 
contribute the $5,000 (for 2013 this could be as much as $6,450) 
that they typically paid for out-of-pocket medical expenses to the 
account. Because they are in a 40 percent marginal tax bracket, this 
saved them $2,000 per year in income taxes. As a result, they were 
able to reduce their out-of-pocket medical costs to $3,000 per year. 

 Regarding their entertainment expenses: concerts, theater, and 
sporting events are among the most important things the Loom-
ises do as a couple and as a family, so their entertainment costs 
remained unchanged. 

 As a result of their loan consolidation, their loan payments 
(credit card and car loan) were reduced by $13,368 and their 
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mortgage payment by $3,871, which added $17,239 to their discre-
tionary cash fl ow. (Refer back to Exhibit    3.3  , the Loomises’ State-
ment of Cash Flow.) After a brief conversation with their CPA, who 
reviewed their Statement of Cash Flow, they realized that they could 
take advantage of the child and dependent care credit on their tax 
return. Their accountant told them that based on their adjusted 
gross income, they were entitled to a tax credit of 20 percent (up 
to $3,000) of their child-care expenses for one dependent, and 
up to $6,000 of expenses for two or more dependents. Because 
their total child care cost was $3,000, they were entitled to a tax 
credit of 20 percent of this cost ($600). They were eligible for 
this credit because both of them work and need to pay for childcare 
for their children, both of whom are under the age of 13. In addi-
tion, because they had not taken this deduction before, their tax 
accountant was able to amend their tax returns for the past three 
years, and he secured a total return of $1,800. This deduction will 
continue to add $600 per year to their discretionary cash fl ow until 
their children reach age 13. 

 James and Patricia were amazed that they had gone from a 
negative cash fl ow of $2,765 to a positive cash fl ow of $26,900, and 
they were able to add $29,665 (about 15 percent of their annual 
income) to their discretionary cash fl ow. They decided they would 
use the extra money to fund James’ SIMPLE (savings incentive 
match plan for employees) IRA (an additional $6,500) and Patricia ’s 
IRA account (an additional $3,500). By funding these accounts, 
they further reduced their tax liability by an additional $4,000 (40 
percent of the $10,000 IRA deduction), giving them even more 
discretionary cash fl ow. They also made a commitment to estab-
lish a 529 plan for both their children ’s education and fund it with 
$10,000 per year. 

 They were also fi nally able to commit to purchasing the proper 
amount of life insurance (for both James and Patricia) and long-
term disability coverage (for James), which came to $5,000. 

 After making all these essential fi nancial commitments, they 
still had an additional $5,900 and decided they would use this 
money to pay down James’ $50,000 student loan. They realized that 
if they were to make this additional payment annually, they might 
be able to eliminate this loan within fi ve years. 

 Finally, the Loomises made a commitment to meet with their tax 
advisor at least once during the year (in addition to their annual 
tax visit) to discuss further tax-saving strategies. They believed that 
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in addition to the items they had already identifi ed, they could 
reduce their taxes even further with proper tax planning. With all 
these cost-cutting efforts, the Loomis family has come a long way 
toward putting themselves on the right path to achieving fi nancial 
independence,  point X . 

 By asking yourself these sorts of detailed fi nancial questions and 
answering them honestly, you may be able to cut your own monthly 
expenditures by at least 5 percent and maybe even as much as 15 
percent, as the Loomises did—or perhaps even more. 

   Little Things Mean a Lot 

 If you and your family work closely to identify areas in your life where 
you could minimize expenses, you could easily save at least $10 or 
$20 or even $30 a day. Consider: By saving $20 per day, you would 
be saving $140 per week, about $608 per month, and $7,300 per 
year. If you are 30 years old, and if you invest that savings of $7,300 
annually for 35 years (until you are 65 or about retirement age) at, 
an assumed, 8 percent rate of return, you will amass $1,257,914. To 
assist you in coming up with a number of easy ways to save money, 
see Appendix    B    , 101 Ways to Save $20 or More per Week. 

    Establishing Your Financial Goals 

 By classifying your cash outfl ows as  essential  or  nonessential,  you 
begin to acknowledge and separate your  needs  from your  wants . As 
a result, you start to determine your true standard of living (or life-
style), the one you want to be living, the one you are actually living, 
and the one you need to be living if you want to get to  point X . 

  Defining Your Lifestyle––What Do You Consider “Wealth”? 

 In our society,  wealth  is often defi ned as earning enormous pay-
checks; amassing huge investment portfolios; owning cavernous 
houses fi lled with expensive furniture and state-of-the-art electron-
ics; driving multiple, high-end automobiles that cost in the six fi g-
ures; enjoying luxurious vacations (including vacation homes) at 
ski resorts, Caribbean islands, and European capitals; having clos-
ets bursting with designer clothing (even for infants)—and the 
list goes on. Even so-called “middle-class” folks seem to want these 
things, perhaps on a slightly less-exalted scale, but the quest for 
material goods is the same. 
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58 Financial Independence (Getting to Point X )

 Of course, none of these things are necessities, even for the 
truly wealthy; they are things we  desire . But if we cannot afford 
them, some of us have been known to go into enormous debt to 
buy them, causing immense stress for ourselves and our families. 
This is a book about personal fi nance, so I am not going to discuss 
the social and emotional challenges often associated with great 
wealth—the workaholism, the strained marriages, the lack of time 
for children, the loss of friendships—even the diminishing of per-
sonal integrity and what we call  soul . What my parents considered 
the “American Dream”—the freedom to work hard in order to have 
a secure and happy life for themselves and their children—has 
become warped. 

 The fact is,  wealth  need not mean aspiring to possess a breath-
taking amount of money. For some people, wealth may mean living 
in a small house in a less affl uent neighborhood so that they can 
afford to send their children to the best colleges. For others, wealth 
may mean giving up luxurious material goods in order to work in a 
less high-paying, but personally rewarding career, such as teaching, 
social work, or the arts. 

 It is imperative that you defi ne what  wealth  means to you. In 
other words, you need to be clear about what standard of living 
(or lifestyle) you aspire to and how you propose to achieve it fi nan-
cially. And the curious fact is, no matter what you choose, you can 
still get to  point X . As I have noted before, I have had clients who 
earn hundreds of thousands—even millions—of dollars annually, 
yet they struggle to pay their monthly bills; at the same time, I have 
had clients who live on modest wages, yet are well on their way to a 
secure retirement. 

   Getting to  Point X —and the Places in Between 

 Remember, this is a book about how to get to  point X —the place 
where we can stop working for our money and our money starts 
working for us. For most people,  point X  means retirement, pure 
and simple. This is because it takes most middle-class people several 
decades to amass suffi cient resources so that they no longer need to 
pull down a paycheck. 

 At the same time, for most people, a comfortable retirement is 
not their only fi nancial goal—nor should it be. In addition to sav-
ing for retirement, most of us want to buy a house, educate our 
children, take a vacation every year, and give our families a few 
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special indulgences such as an expensive wedding. We may want to 
start a business or buy into a professional practice of some kind. 
What is more, some people have responsibilities that are sure to 
incur great expense, such as the need to support an aging parent 
or provide lifelong care for a disabled child. 

 Therefore, by defi nition, your fi nancial goals include additional 
items beyond getting to  point X —or saving for retirement. As with 
your overall lifestyle, only  you  can decide what those goals are. 

   Your Financial Goals: What Is Most Important to You? 

 Although I cannot tell you what is most important for you person-
ally, as a Certifi ed Financial Planner, I will express professional 
opinions about the value of certain fi nancial decisions. By complet-
ing the Comprehensive Wealth Management Questionnaire in the 
introduction of this book, you will be able to identify your most sig-
nifi cant fi nancial goals and then be able to prioritize them in order 
of their importance to you. Here are my thoughts and recommen-
dations:

•    Paying yourself first (saving).  As I have said repeatedly, unless 
you have an extraordinarily high-paying job, expect to receive 
a large inheritance, or know for certain that you will win 
the lottery, you must save your money and pay yourself first. 
You need to have cash in savings for that rainy day—in my 
opinion, enough cash to cover at least three-to-six-months’ 
worth of living expenses. To reach your other financial goals, 
including  point X , you need to pay yourself first. 

•   Paying off your debts.  Today, many people are burdened 
with enormous debt. You should pay off all debt—especially 
high-interest credit-card debt—as quickly as possible, before 
you can begin to save seriously. If paying off your existing 
debt is one of your goals, turn to Chapter    4    , Managing 
Debt. 

•   Saving for retirement.  If you are in your twenties, the prospect 
of retirement probably seems incredibly remote, especially if 
you are planning a wedding, buying a house, or expecting a 
new baby. However, I cannot say it more strongly: If you want 
to get to  point X , you need to begin planning for retirement 
and saving for it  now.  (I discuss this in detail in Chapter    8    , 
Planning for Retirement.) 
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•   Buying a home.  Most people are eager to own their own 
home. Despite the problems regarding bad mortgage loans 
and the drop in real estate values in recent years, buying a 
house may still be a good financial decision, but, remember, 
you should consider your house as a  personal-use asset , not as 
an investment asset. Aside from being certain that you can 
afford the mortgage and maintenance costs, you should plan 
to hold on to a property for at least a decade; the days of flip-
ping houses for big financial gain are behind us. Today, own-
ing real estate can be a good way to diversify your investment 
risk, and a well-chosen house or other property will most 
likely increase in value over a period of years, but bear in 
mind that it will take time. 

•   Owning your own business.  Many people dream of owning 
their own business or buying into an existing practice, such 
as a medical, dental, or law practice. The financial ramifica-
tions of purchasing and managing a personal business are 
complicated. Still, owning your own business can be an excel-
lent road to  point X . Although the financial benefits of own-
ing and operating your own business can be significant, so is 
the risk and time commitment required to achieve success. 
Before going into business for yourself, you must fully under-
stand what you are getting yourself into. 

•   Educating your children.  For me, educating my children is a 
top priority. I believe strongly that educating children is the 
best way to insure their financial future. These days, paying 
for college (and private elementary and high school, if that is 
your wish or need) is not only incredibly expensive, but is full 
of financial pitfalls. (See Chapter    7    , Paying for College, for a 
full analysis of this issue.) 

•   Funding unexpected situations.  Some people have unexpected 
or problematic situations in their life, such as the care of a 
disabled child or aging parent, which are among their most 
important financial priorities and require careful financial 
planning .  There are a number of ways to arrange financially 
for these types of issues; for more information, see Chapter 
   5    , Insuring Your Health and Life, and Chapter    10    , Preserving 
Your Estate. 

•   Funding special purchases.  We all have dreams—most of which 
usually cost money—whether it is a trip around the world, the 
ownership of a ski chalet in Utah, or a state-of-the-art gourmet 
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kitchen. Unfortunately, in recent decades, many of us have 
gotten into the habit of buying expensive items on credit. It 
used to be that if you wanted a new car, an expensive wed-
ding, a trip to Paris, or a remodeled kitchen, you saved up 
for it. These days, people frequently put such purchases on 
credit cards or take out loans, creating big debts with high 
interest rates. Big mistake! You need to save.   

    Finding Trusted Advisors 

 To effectively take care of all your fi nancial needs, you will very 
likely need the help of several professionals, including a fi nancial 
advisor, a tax advisor, a lawyer, and an insurance advisor. Please 
refer to Appendix    A    , Selecting a Trusted Advisor, to assist you in 
evaluating the qualifi cations and the type of advisor that would be 
most suited to assist you. Selecting a trusted advisor to guide you to 
fi nancial independence is perhaps one of the most important deci-
sions you will need to make on your journey to  point X.                   

      TAX FACTS AND STRATEGIES   3   FOR DETERMINING YOUR 
FINANCIAL POSITION  

  When preparing your Statement of Financial Position and your Statement of 

Cash Flow and then considering your ongoing fi nancial goals, it is imperative 

that you take your tax issues into account. Here are some tax-saving tips to 

consider when preparing your Statement of Financial Position and your State-

ment of Cash Flow. 

•    Do not use the government as your banker. When cash fl ow is tight, you 

may be tempted to pay your other bills before you pay any necessary taxes 

to the government, but  do not do it . Government charges stiff penalties and 

interests and should always be the lender of last resort. 

(Continued )

3 IRS CIRCULAR 230 NOTICE: To ensure compliance with requirements imposed 

by the IRS, we inform you that this book (including any attachments) is not 

intended or written to be used, and cannot be used, for the purpose of (i) avoid-

ing penalties under the Internal Revenue Code or (ii) promoting, marketing or 

recommending to another party any transaction or matter addressed herein. (iii)

The taxpayer should seek advice based on the taxpayer ’s particular circumstances 

from an independent tax advisor.

$
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•  Remember that you may be able to deduct through 2013 state and local 

sales tax as an itemized deduction if it exceeds the state and local income 

taxes that would otherwise be deductible when you itemize. 

•  Increase your tax-free income by making sure your employer reimburses you 

for all business expenses you paid that are within the guidelines set by your 

employer and the IRS. For example, business travel, meals and entertain-

ment, work car expenses, and continuing education. If you have job-related 

expenses that were not reimbursed by your employer, you may be able to 

take a deduction for the amount that exceeds 2 percent of your AGI, but get-

ting reimbursed will always result in your paying less taxes. 

•  Income-tax-return preparation fees and fees for tax advice may be deduct-

ible but are subject to the 2 percent AGI fl oor. You can also deduct payment 

for fees for representation in a tax audit. Also, if you purchase books that 

provide tax and fi nancial planning advice (including this one), they also fall 

in this category of tax-deductible expenses. 

•  If you are planning to make a large charitable contribution to a qualifi ed 

charitable organization, you should consider making a gift of property such 

as stocks, bonds, mutual funds, or real estate that have increased in value 

instead of a cash donation. The full fair market value of the property is tax 

deductible as a charitable contribution if you held it for one year or more, and 

the gain is not subject to income tax. Therefore, you will not only increase 

your charitable contribution deduction, but you will also avoid paying the 

income tax on the gain. 

•  If you are not subject to AMT, you should consider accelerating your personal 

tax deductions by paying any state or city estimated income tax payments 

that are due in January before December 31. Making these payments a few 

weeks early to the state and city can reduce your federal income tax liability 

by as much as 39.6 percent of this early payment. 

•  If you will be itemizing your tax deductions and expect to be in a higher tax 

bracket this year than next, consider prepaying your January mortgage pay-

ment in December and also paying your fi rst quarter real estate taxes before 

December 31. Not only will you get the tax break on this year ’s tax return, 

but the tax break will be higher if you expect to be in a lower tax bracket next 

year. This may be a wise strategy to implement in a year that you receive a 

large bonus, commission, or perhaps make a gain in a sale of property or 

other investments. 

•  Find a job for your dependent children to help fund some of their living 

expenses. Each child can earn up to $6,100 in 2013 without having to pay 

any federal income taxes. 

•  Make sure you choose the proper fi ling status when fi ling your income tax 

return, because this will determine the standard deduction you may claim 

as well as the tax rates that will apply to your level of taxable income. If you 
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qualify as  head of household , be sure to take advantage of this fi ling status, 

because it can decrease the amount of taxes you will pay. 

•  If one or both of your parents qualifi es as your dependent, you may claim 

head of household  status even if they do not live in your home. To qualify, 

you must pay more than half of your parent ’s household expenses. 

•  If you are planning a wedding, you may want to consider postponing it until 

January to avoid the marriage penalty faced by many married couples. If 

both husband and wife are receiving a good income, their tax liability may be 

higher after they are married and are required to fi le jointly or married fi ling 

separately instead of fi ling as single. 

•  Let us say a lawyer and doctor intend to marry by December 31st of 2013. 

Each has $400,000 per year of taxable income after deductions. 

  If they get married as planned on December 31, 2013 their tax liability will be 

$264,446 per the income tax rate schedules    (Married Filing Jointly). If they 

wait one day to get married January 1, 2014, the 2013 tax table for singles 

would apply and each taxpayer would have a tax liability of $116,164 for a 

total of $232,328 for 2013. The savings of $32,118 could pay for a very nice 

honeymoon. 

•  You may be able to claim a child tax credit of $1,000 for each qualifying 

child who is younger than age 17 at the end of year. This credit is phased 

out for married couples fi ling jointly with an AGI starting at $110,000, 

$75,000 for single and head of household, and $55,000 for married fi ling 

separately. 

•  If you paid someone, such as a day care center, to care for your children 

or other dependents younger than age 13 so that you could work, you may 

qualify for the child and dependent care credit for these expenses. Depend-

ing on your AGI, the credit is 20 to 35 percent of up to $3,000 of the care 

expense for one dependent and up to $6,000 of expenses for two or more 

dependents; this credit can therefore be as high as $2,100, ($6,000 x 

35 percent). If you are married, generally both spouses must work, unless 

one is incapable of self-care (disabled) or is a full-time student. Retroac-

tively to tax years after 2011, the American Taxpayer Relief Act of 2012 

(”ATRA2012”) permanently allows taxpayers to offset their entire regular tax 

and AMT tax liabilities by the amount of most nonrefundable personal tax 

credits. This new law makes permanent the extension of the 35 percent 

dependent care credit and income phaseouts of this credit from $15,000 to 

$43,000 of adjusted gross income (above $43,000 adjusted gross income 

the credit is 20 percent of dependent care expenses). 

•  If you have a qualifying dependent of any age who is disabled, and lives with 

the taxpayer for more than half of the year you may still qualify for the depen-

dent care credit described above. 

(Continued )
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•  You may be able to qualify for the earned-income credit if you have qualify-

ing children and meet certain requirements, and in limited cases, you may 

also qualify for this credit if you do not have children. For example, in 2013, 

the maximum earned-income credit with three or more qualifying children is 

$6,044 and $487 if you do not have qualifying children. The amount of this 

credit is based on your income level and whether you have no children or up 

to three children. If you consider yourself a low-income earner, this credit is 

most defi nitely worth looking at. 

•  If you fi nalize an adoption and pay qualifi ed adoption expenses before 

the end of the year, you may qualify for the adoption credit. For example, the 

maximum adoption credit for 2013 is a nonrefundable credit $12,970 

(this will be adjusted annually for infl ation). For a “special needs adop-

tion” this credit is $12,970 even if actual costs are less than this. For 2013, 

the amount of the credit phaseouts starting with adjusted gross income of 

$194,580 and is totally phased out at $234,580 (this will be adjusted annu-

ally for infl ation). 

•  For 2013, if your company paid adoption expenses up to $12,970 you can 

exclude that from your income for tax purposes.

• Your employer provides you with a withholding certifi cate, Form W-4, where 

you indicate your fi ling status and allowances. This form is used to estimate 

what your tax liability may be by the end of the year. The more exemptions 

you claim, the less tax your employer withholds from your paycheck, but 

please keep in mind that this is just an  estimate  of tax to be paid: Your true 

tax is calculated when you fi le your actual income tax return. You should 

adjust your exemptions so that you are not overpaying or underpaying the 

taxes withheld from your paycheck. Although most people like a big tax 

refund at the end of the year, this simply means you are giving the govern-

ment an interest-free loan. There is no easier way to improve your cash fl ow 

than by adjusting your exemptions so that you are not overpaying your tax 

with each paycheck. 

•  If you live and work in a foreign country and you meet the requirements of 

either the foreign bona fi de residence test or the physical presence test, you 

may be able to exclude up to $97,600 of foreign earned income (employee 

or self-employed) in 2013. If you qualify for the foreign earned-income exclu-

sion based on either of these tests, you may also be able to exclude up 

to an  additional  $92,784 in 2012 of actual housing expenses in excess of 

$15,216 from your federal taxable income depending on your qualifying 

foreign income and foreign location These income exclusions are adjusted 

annually for infl ation. The 2013 housing exclusion amounts have not been 

offi cially announced when this book went to print. 

•  If you commute to your employment, your employer can provide you up 

to $240 per month mass transit or parking benefi ts for 2012 and $245 for 

2013. 
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      AN ACTION PLAN FOR DETERMINING 
YOUR FINANCIAL POSITION  

  You now understand the importance of preparing your Statement of Financial 

Position and calculating your true fi nancial net worth and your current cash 

fl ow. You should also be getting a fi rmer grip on your personal fi nancial goals 

and how to reach them—including, of course, getting to  point X . Here is a 

quick action plan to both get you started and keep you going:

    1.   Prepare your personal Statement of Financial Position.  In order to know 

your true fi nancial net worth, you need to prepare this statement, and 

update it once a year. Use the worksheet shown in Exhibit    3.2   to assist 

you. 

   2.   Prepare your personal Statement of Cash Flow  in as much detail as pos-

sible. Working together with your spouse and children, identify and elimi-

nate as many nonessential expenditures as possible. Use the worksheet 

shown in Exhibit    3.4   to assist you. 

   3.   Pay yourself fi rst.  Use the money you save to decrease your debt and 

increase your invested assets. 

   4.   Defi ne your lifestyle.  Carefully fi gure out what  wealth  means to you, and 

then fi gure out how you plan to fi nancially achieve and support that life-

style. Of course, discipline yourself and members of your family to live 

within your means, no matter what sort of lifestyle you choose. 

   5.   Find a highly qualifi ed tax advisor  who best suits your needs and work 

with him or her closely throughout the year to identify additional tax- and 

money-saving strategies. 

   6.   Familiarize yourself with current tax strategies.  Discuss them with your tax 

advisor frequently throughout the year, and incorporate them into your 

fi nancial life. 

   7.   Set long-term goals.  Annually, set goals for where you would like to be 

fi nancially one year from now, fi ve years from now, and in your retirement 

years. Revisit these goals throughout the year to make sure you are on 

track.    

•  If you discover that you have not taken advantage of any tax deductions or 

tax credits that you were entitled to, you can fi le an amended return to claim 

an additional refund. Generally, the statute of limitations is three years from 

the date you fi led your tax return. Therefore, if you uncover a recurring error 

you can fi le a claim for refund for the last three years of tax returns. This is a 

great way to improve your cash fl ow, and it is another reason why you should 

meet with your tax advisor throughout the year.    

c03.indd 65c03.indd   65 26/02/13 4:52 PM26/02/13   4:52 PM



67

                                                            4 C H A P T E R 

                       Managing Debt 

                                                                   Be assured that it gives much more pain to the mind to be in 
debt, than to be without any article whatever which we may seem to 
want .  

 —Thomas Jefferson, third president of the 
United States, from a letter to his daughter 

    Case Study: How Two Doctors Went Bankrupt in Only a 

Few Years—What Not to Do 

 A few years ago, through one of my seminars, I met a young, 
recently married couple from Baltimore. Both Peter and Suzanne 
Ellis were physicians who had recently completed their residencies 
and were about to embark on their careers. Peter was an intern-
ist, and Suzanne was a gynecologist and pediatrician. At the time 
we met, both Peter and Suzanne had found positions in existing 
practices. Of course, they were no longer interns, but they were 
the low doctors on the totem pole in their respective practices, 
and, like most young professionals, had much to learn. Neverthe-
less, one of their dreams was to set up a full-service family prac-
tice where they would work together, and they wished to make that 
happen as soon as possible. 

 Peter and Suzanne were eager to talk to me because they had 
some fears about the fact that they were starting their professional 
and married lives with a combined debt caused by student loans of 
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more than $500,000. Yes, this is a lot of money, but frankly, I was 
not terribly concerned, because they were both only 30 years old, 
and I believed that their medical careers would provide them with 
the opportunities to make a well-above-average income for many 
years to come. However, I advised them to take their time, save up 
for larger purchases (such as launching their mutual practice or 
buying a house), and avoid credit card or other sorts of bad debt. 

 Despite my advice, they started off on the wrong foot. Wait—let 
me rephrase that: Peter and Suzanne made just about every fi nan-
cial mistake imaginable—and then some. In fairness to Peter and 
Suzanne, they were often led astray by bankers and mortgage lend-
ers, who in my opinion, exercised behavior that bordered on the 
criminal. 

 Instead of deciding to work for four or fi ve years with other 
doctors in established practices (and, therefore, learn the reali-
ties of the day-to-day life of a doctor and the business of running 
a medical practice)—and saving their money—they immediately 
borrowed more than $400,000 to establish a family practice of their 
own. The bank (which was a specialty cash-fl ow lender) was willing 
to provide the funds based on Peter and Suzanne ’s  potential  income 
(future cash fl ow), not their fi nancial reality, which was, quite lit-
erally, no cash, no patients, absolutely no experience managing a 
medical practice, and a half-million-dollars’-worth of student loan 
debt. But Peter and Suzanne were feeling fl ush with their success 
(or the idea of it), and none of the advice provided by the so-called 
experts from their banks hinted that they might be living in a 
dream world—or more to the point, in a fi nancial nightmare. 

 And things got worse. At the same time that they took out their 
business loan, they leased two cars, a Mercedes-Benz and a BMW, 
which they viewed as rewards for their hard work during medical 
school as well as symbols of their (potential) success. The monthly 
payments on the car leases seemed affordable, and, again, the 
fi nancing company was more than willing to put up the money for 
the loans. 

 Peter and Suzanne found a location for their new practice, 
and they moved ahead with leasing the space, but it needed lots 
of renovation in order to become useable as a medical offi ce. 
They thought the renovation would take three or four months, so 
they both kept their respective positions. Still, with both of them 
working full time and, at the same time, building out a medical 
offi ce, they ran into several challenges. The construction ran into 

c04.indd 68c04.indd   68 26/02/13 2:42 PM26/02/13   2:42 PM



 Managing Debt 69

additional delays and ultimately took 11 months to complete, not 
the 4 months they had originally planned, which, for one thing, 
adversely affected their business loan. Still, their bank said “no 
problem,” and instead generously offered to defer the payment 
on their business loan. These deferred payments were simply 
added to the principal of their loan. Therefore, in addition to the 
$400,000 they borrowed to build out the offi ce, they now owed 
an additional $40,000 in interest, which had accumulated over the 
additional 11 months. 

 During the months they were waiting for their offi ce to be 
ready, they also decided to look for a house to buy in order to get 
out of the relatively small one-bedroom apartment they were rent-
ing in downtown Baltimore. They met with a realtor who, in turn, 
introduced them to a mortgage broker. They soon found their 
dream home (fi ve bedrooms, fi ve baths, a beautiful yard, an in-
ground pool, etc.), which was selling for “only” $1,400,000. They 
still had no savings for a down payment or cash for the closing 
costs, and the earnings from their jobs just barely covered their 
monthly expenses. But, shockingly, the mortgage broker was able to 
work with a bank to provide them with some creative fi nancing. 

 The bank was willing to give Peter and Suzanne 80 percent 
fi nancing as long as the seller was willing to provide an infl ated 
purchase price on their contract and then give back a seller con-
cession for that amount. In essence, the seller agreed to artifi cially 
increase the contract price of the home so that Peter and Suzanne 
would qualify for a larger loan. (With this type of loan, at the clos-
ing, the seller agrees to lower the price, which ultimately allows the 
borrower to borrow more than 80 percent of the purchase price. 
This was a very common practice before the housing collapse of 
2008. The banks, the lawyers, and the government regulators were 
fully aware of this practice and encouraged it to promote home own-
ership.) The bank was also “nice enough” to make it an   interest-only 
loan  with negative amortization. This meant that Peter and Suzanne 
were paying only part of the monthly interest on their mortgage 
loan; meanwhile, the principal balance increased every month, 
making the monthly payment more affordable in the short term. 
The mortgage broker also provided them with a  combo loan , which 
allowed them to take on a home-equity loan for the remaining 
20 percent of the purchase price. 

 Peter and Suzanne were overjoyed. Their particular American 
Dream (two successful doctors, practicing together in their own 
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offi ce, and living in a beautiful home) seemed to be coming true 
very quickly, and they had not had to come up with a cent to pay 
for any of it. Or so it seemed, at least for a short period of time. 
They moved into their big new house and furnished it completely, 
putting most of their purchases on multiple credit cards, which 
banks and other fi nancial institutions were only too eager to give 
them. 

 By the time the renovation of their offi ce was fi nally done, they 
were already having a diffi cult time making their monthly payments 
for their home mortgage, car leases, credit cards—and of course 
all their business expenses. Also, at this time, Peter quit his sala-
ried position to focus full-time on building up their new practice. 
Suzanne continued with her position because they felt it could be 
useful to have at least some guaranteed income coming in. 

 But life is full of surprises, and something unexpected hap-
pened: Not long after their offi ce was fi nished and Peter began the 
practice, they learned they were going to have a baby. Although 
they were becoming more and more worried about their fi nances—
and a child would certainly add to their fi nancial burdens—they 
were thrilled. To complicate matters, six months into her preg-
nancy, Suzanne had to stop working for medical reasons and 
remain quiet at home. Then, after the birth of their beautiful and 
healthy baby boy, she insisted on staying home for an additional six 
months to care for their new son. 

 Throughout this time, Peter was not earning enough through 
his practice to be able to draw a salary; in fact he began tapping 
into his personal credit cards for an additional $150,000 cash just 
to keep the practice and his family afl oat. Not only were Peter and 
Suzanne sinking under their fi nancial obligations, in late 2008, 
soon after the birth of their son, the national (and international) 
economy spiraled into a severe recession. 

 People were not spending money unless it was absolutely nec-
essary, making it very diffi cult for Peter to bring new patients into 
his practice. Banks were no longer making loans unless they knew 
for certain that the loans would be paid back. As a result, Peter 
and Suzanne couldn ’t borrow from Bank  A  to make their pay-
ments to Banks  B ,  C , or  D  and so on, a practice they had become 
quite good at. The credit-card companies lowered their credit lim-
its and started to demand repayment of loans that were greater 
than a certain limit. Real estate prices tumbled, and the house 
they had paid $1.4 million for only two years earlier was appraised 
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for only $800,000, making it impossible for them to sell the house 
without still owing a $600,000 debt, with no hope of ever being 
able to repay it. 

 Although Peter began to be able to draw a small salary from 
the practice and Suzanne went back to work full time at her orig-
inal position, their liabilities exceeded their assets by more than 
$1.5 million, and their cash outfl ow far exceeded their cash infl ow. 
They had no choice but to seek bankruptcy protection against 
their creditors. 

 Today, they are fi nally starting to see the light at the end of the 
tunnel. They were forced to sell their home in a short sale; they 
gave up their fancy cars; and they are now fi nally living within 
their means. The bankruptcy eliminated all of their credit-card 
debt, and they were able to renegotiate the terms of their busi-
ness loans, which put them in a position that will allow them to pay 
their monthly obligations. The damage they did to their credit will 
take at least seven years to repair, and there is no telling how many 
years the stress has taken off their lives. 

   Basic Principles for Managing Debt 

 Peter and Suzanne ’s story sounds incredible, but not only is it true, 
it is surprisingly similar to the fi nancial life stories of thousands of 
Americans who are living far beyond their means. In recent years, 
many people have experienced severe fi nancial diffi culties because 
of the national and world economic crisis. Indeed, many people 
have lost their jobs and cannot fi nd work, and as a result, have had 
to go into severe debt. However, for many others, their fi nancial cri-
ses are the result of irresponsible behavior toward money, both on 
the parts of individuals as well as the fi nancial institutions and our 
own government, who failed to regulate, and in fact encouraged, 
this type of behavior. 

 Peter and Suzanne ’s story could have had a much different 
ending if they had simply taken seriously my basic fi nancial advice, 
described in the following sections. 

  Learn the Meaning of Financial Responsibility 

 Being fi nancially responsible implies learning the basics of per-
sonal fi nancial literacy: fi guring your net worth, fi guring and care-
fully watching your cash fl ow, and learning about understanding 
the other fi nancial tools required to make you secure. In Peter and 
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Suzanne ’s case, they were clueless about their personal fi nancial sit-
uation while working toward opening a medical practice, which is a 
business proposition that requires a tremendous amount of fi nan-
cial savvy. They made no efforts to teach themselves about personal 
and business fi nancial practices until it was too late. 

   Live within Your Means and Always Pay Yourself First 

 Peter and Suzanne started life at “less than zero” fi nancially—by 
a huge amount; they had student loans of more than $500,000. 
Had they begun working in established practices, fi gured out how 
much they could earn as medical doctors, fi gured out their net 
worth, created a thoughtful and realistic cash fl ow, and, most of 
all begun saving, they could have moved toward the lifestyle that 
represented their American Dream on a much surer footing. And 
probably fairly quickly. 

   Know (and Respect) the Difference Between Wants and Needs 

 Peter and Suzanne  wanted  to share a successful medical practice, 
but they  needed  to learn more about the real life of a doctor and 
to begin saving for their goals. They  wanted  a lavish and beautiful 
home, but they  needed  a roof over their heads. They  wanted  to drive 
expensive automobiles and have all the other trappings that indi-
cated success, but they  needed  a car (maybe two), some furniture, 
and some savings for unexpected surprises (like a baby). Even with 
their student loans, they could have bought a small house, deco-
rated it modestly, and started saving for their joint family practice. 
They might even have bought a larger house where they could have 
both lived and worked. In any case, they did not need it all  now . 

   Learn to Say  No  

 And, of course, they should have been saying  no  to many things 
from the beginning. I am not saying they should have deprived 
themselves of every luxury, but they should have known that  if 
it looked too good to be true, it probably was— to quote a useful cliché. 
(For example, the ease at which they were able to get both a large 
business loan and a home mortgage loan should have been red 
fl ags to them, especially because they originally felt uneasy about 
carrying their student loans.) They should have said  no  to starting 
their own medical practice before they were ready. They should 
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have said  no  to owning an enormous, expensive house when a mod-
est one would have served them well for a few years. They should 
have said  no  to driving two expensive cars, when two more modest 
cars would have been suffi cient. And they should have said  no  to 
buying all the items that resulted in their maxed out credit cards. 

 Although many of my clients have had diffi culties with regard 
to debt, Peter and Suzanne ’s story is one of the most extreme tales 
of poor debt management I have ever witnessed. Managing debt 
is critical if you want to achieve  point X,  but as Peter and Suzanne ’s 
story illustrates, managing debt can be complicated and diffi cult, 
even for intelligent, well-meaning people, and it can get out of 
hand quickly and disastrously. 

 To achieve fi nancial independence, you must fi rst fully under-
stand the concept of debt, and then you must make sure your own 
personal debt is under control. 

    Good Debt versus Bad Debt 

  Debt.  In a funny way, the word alone conjures up dank Dickensian 
prisons in the backstreets of London, with families chucked inside, 
starving, because they owe the local butcher, baker, and candlestick-
maker.  Debtors’ prisons , as these sorts of places were known, impris-
oned people (together with their families) who were unable to pay 
their bills. Although the act of being imprisoned for nonpayment 
of debt was outlawed in the late nineteenth century, in today ’s 
world of relatively trouble-free bankruptcy, some fi nancial experts 
believe it might not be a bad idea to bring it back. I do not really 
agree; however, I sometimes believe it is far too easy for people to 
walk away almost scot-free from gross fi nancial irresponsibility. 

 Conversely, for many people, debt is a scary concept, although 
it need not be. The fact is not all debt is  bad debt ; indeed some debt 
is not only good, it is essential for establishing good credit, and it 
can be an important factor in growing your wealth and helping you 
reach  point X.  In any case, understanding the difference between 
 bad debt  and  good debt  is imperative to becoming fi nancially literate 
and fi nancially independent. 

 Basically,  good debt  is money that people borrow for purchases and 
situations that, in the long term, will help them amass wealth 
and ultimately reach  point X . Some examples of  good debt  include stu-
dent loans, business loans, certain investment asset loans, and some 
personal-use asset loans (such as an affordable home mortgage). 
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 In contrast,  bad debt  is money that people borrow (usually on a 
credit card) for the purchase of nonessential expenditures as well 
as many personal-use assets. (Recall from Chapter    3     that personal-
use assets are assets that defi ne your lifestyle, such as homes, auto-
mobiles, boats, jewelry, works of fi ne art, etc.) These items have 
value, but they require additional expense to maintain them, and, 
in some cases (such as with a car or boat), they depreciate in value 
over time. Thus, another way to defi ne  bad debt  versus  good debt  is to 
consider whether the item is an  essential  or  nonessential  expense; is it 
a  need  or is it a  want ? 

 For example, if you wish to become a doctor, you may  need  
to take out a student loan to pay for your education, putting you 
in substantial debt for many years. However, ultimately, you will 
be able to use your education to earn an above-average living. As 
a result, this is  good debt . However, if after you have earned your 
degree, you may  want  to buy all the accoutrements that suppos-
edly defi ne success or an affl uent lifestyle, like luxury cars and large 
houses, you can put yourself in serious fi nancial straits, as Peter and 
Suzanne did. This, of course, is  bad debt . 

 When you do not use debt properly, that can lead to signifi cant 
fi nancial hardship and can prevent you from ever becoming fi nan-
cially independent. However, when you use debt to leverage your-
self in the pursuit of accumulating wealth, it can be a very powerful 
tool. 

   Credit-Card Debt 

 The most common form of consumer debt is credit-card debt. In 
our world, we can use a credit card to charge everything from a 
tube of toothpaste to a three-week cruise in the Adriatic. However, 
if we do not pay off the credit-card charges when the bill arrives, 
the money used to buy the items purchased with the card become 
 debt . And credit-card debt is like cancer: If you do not properly con-
trol it, it can kill you—fi nancially, at least. 

 Ideally, you should use credit cards only as a convenient form 
of payment, which is often safer than using cash. Nevertheless, 
you should pay any credit-card charges at the end of each billing 
month. If you cannot afford to pay your complete credit-card bal-
ance at the end of each month, whether you have used it to buy a 
sweater or a sofa, you are  going into debt  in order to pay for the item 
or items you have purchased. Not only that, but you are going to 
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 pay interest  on those purchases—sometimes quite a large interest—
so the item is costing you much more than you originally thought. 

 Basically, when you start using your credit card(s) without 
paying them off, you are subtly (or perhaps not so subtly) indicat-
ing that  you cannot really afford the purchases you have made.  To put 
it another way, these purchases are very likely  nonessential ; they 
are  wants  rather than  needs . And when you begin charging true 
  essentials— such as food, medications, or diapers—on your credit 
cards and are unable to pay for them when the bill comes due, 
you may well be on the brink of fi nancial disaster. 

  The Insatiable Credit Card 

 Credit-card companies sometimes offer teaser rates of 0 percent 
so that you will use their credit card and maintain a running bal-
ance for a few months. Do not fall for this: It is a trap that lures 
you in until you have charged more than you can pay for, and then 
they sock you with a double-digit interest rate. Likewise, some retail 
stores offer 10 percent, 15 percent, and even 25 percent discounts 
on purchases, if you are willing to apply for an in-store credit card. 
Do not be lured in unless you can pay off the purchases when the 
bill shows up in your mailbox. Again, it is just a way to make you 
feel that you can afford a host of  nonessentials . Credit cards can eat 
you alive. 

 To understand the voracious nature of credit cards and what 
it can mean to your fi nancial future, consider this scenario: Your 
end-of-summer vacation week is coming up and you have no plans. 
You look in your newspaper’s travel section or go online and fi nd 
a great vacation package to Quebec for you and your spouse. This 
vacation will cost you $1,750—plus you have always wanted to go to 
Quebec. (Note the term  want .) You book the trip, have a nice week 
away, and then with all of the incidentals and souvenirs included, 
you realize that your trip actually cost you closer to $2,500. At the 
end of the month, you have a few other unexpected bills, so you do 
not have the cash available to pay for the trip when the bill arrives, 
so you leave the charges on your card. 

 Over the next four months, several old friends come to visit 
from out of town, and you decide to entertain them at a few expen-
sive restaurants and throw in a couple of Broadway shows and some 
sporting events; before you know it, you have added another $1,500 
on your credit card. 
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 Now winter is approaching and you  need  a new winter coat. 
While you are out shopping, you see a few great buys on sweaters, 
and simply cannot resist a pair of expensive boots. Suddenly, you 
have added another $1,500 to your credit card. 

 Now, it is a week before Christmas, and you realize that you 
have not purchased any gifts for your relatives and friends. You do 
not have a lot of extra cash, but, yes, you do have that credit card. 
There goes another $2,500. 

 Without really thinking about it, you have just spent $8,000 over 
just a few months for the purchases of any number of nonessen-
tial items—all  wants , not  needs . You even have justifi ed this in your 
own mind, since your monthly minimum payment is only $150, an 
amount you can comfortably cover each month. 

 However, let us take a closer look at this scenario: You now have 
an $8,000 credit-card balance, and the interest rate on your card 
is 22 percent (not unusual), and the monthly payment is $150. 
The fact is, if you pay only the minimum each month,  it will take 
you almost 18 years to pay off this credit-card balance ; even worse,  you 
will end up paying $23,430 in interest . In other words, over the 18-year 
period,  you would be paying a total of $31,430  for those nonessen-
tial items that you originally thought cost you $8,000, four times 
more than you expected. These purchases—and the undisciplined 
fi nancial planning—have robbed you of the potential to save that 
$31,430 toward reaching your fi nancial independence, or  point X . 

 Every time you use a credit card to pay for a nonessential item 
that you cannot afford to pay for at the end of the month, you are 
severely jeopardizing your fi nancial future. Money can compound 
quickly, or grow exponentially, almost magically, if it is saved. (For a 
detailed discussion of the power of compounding, see Chapter    11    , 
The Time Value of Money.) However, this same powerful tool has 
the  opposite  effect if you borrow money, or go into debt, or main-
tain a large balance on your credit cards. Your debt can compound 
as quickly and magically as your savings. You cannot accumulate 
wealth if you are maintaining balances on your credit cards. 

   Paying Down Credit-Card Debt 

 When I evaluate a client ’s Statement of Financial Position, I very 
often discover that he or she is maintaining credit-card balances 
and paying double-digit interest rates (sometimes as high as 20 per-
cent or more) on this debt. At the same time, the client has money 
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sitting in bank savings accounts or invested in other assets that are 
earning a lower rate of return than the interest the client is paying 
on his or her credit cards. In situations like these, it is sometimes 
wise to use the available cash to pay off the credit-card debt. 

 Let us assume you are paying your credit-card company 20 per-
cent interest on a $5,000 credit-card balance, and, at the same time, 
you have $12,000 in a savings account earning 1 percent interest as 
well as $20,000 in an aggressive mutual fund account, where you 
hope to earn 9 percent per year over the long run while taking on 
a great degree of risk. If you had the following choices, which one 
would you choose? 

     1.  Would you want to earn 1 percent on your money in your 
savings account (taxable as ordinary income) with FDIC 
insurance? 

   2.  Or would you want to possibly earn 9 percent (while taking 
on a great deal of risk) through an aggressive mutual fund 
(possibly taxable at capital gain rates)? 

   3.  Or would you want to save 20 percent interest on $5,000, 
guaranteed, by paying off your credit-card balance (tax free)?   

 The answer is obvious: You would pick option 3, which is 20 
percent guaranteed tax-free savings. Therefore, if you have high 
credit-card balances, your best choice should be to  eliminate that 
debt . (One caveat: If you use your savings or investments to pay off 
your credit-card debt, you must not turn around and run up more 
credit-card debt as soon as your cards are clear. Sooner or later, 
you will run out of money, and you will fi nd yourself in even worse 
fi nancial shape.) 

   Other Surprising Resources for Reducing Debt 

 If you do not want to raid your savings or money-market accounts, 
you can consider other potential resources for putting your out-of-
control credit-card debt back in line. Here are a few suggestions. 

  Take Out a Home-Equity Loan     If you own your own home and have suf-
fi cient equity, you might want to consider taking out a home-equity 
line of credit and using it to pay off your credit-card debt. A home-
equity loan helps you in several ways. First, by using the loan to pay 
down the debt, you are trading 18 to 20 percent interest (on your 
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credit cards) for 5 to 6 percent interest (on the home-equity loan). If 
you itemize deductions on your income tax returns, the interest on 
a home-equity loan may also be tax deductible. (Again, beware: Do 
not pay off your credit cards with a loan and then run up the balance 
again. You will be even deeper in debt, and you will have to pay both 
the credit cards and the home-equity loan.) 

   Borrow Against Your Life Insurance     If you have a whole-life insurance pol-
icy, you can borrow against it, and use the money to pay your debt. 
However, be sure to pay it back. If you die before the loan from 
the policy is paid off, the outstanding balance (plus interest) will be 
deducted from the value of the policy, and your benefi ciaries may 
suffer. 

   Borrow Against Your 401(k)     If you have a healthy 401(k) account, you may 
be able to borrow up to 50 percent of its value or $50,000, whichever 
is less. The interest is lower than credit cards, plus you are borrowing 
from yourself, not a bank or mortgage lender. 

 Bear in mind that borrowing from your 401(k) can have severe 
drawbacks, including these:

•   You will be paying back the loan and its interest with after-tax 
dollars. 

•  You must repay the loan within five years. 
•  If you leave your job before you fully repay this loan, you will 

have to pay the balance of what you owe  immediately . If you 
do not repay it, that amount will be treated as a distribution 
to you, and you will be taxed accordingly—with an additional 
10 percent penalty to the IRS.   

 I am not a big fan of borrowing from your 401(k) plan, but I do 
believe it is better than using a credit card. 

   Borrow from Family and Friends     If you fi nd yourself deep in credit-card 
debt, consider borrowing from your mom, your sister, your rich 
maiden aunt, or your best friend in order to get rid of the money-
sucking interest on a high credit-card balance. However, be sure to 
arrange to pay them back quickly—preferably with interest—to not 
only preserve good relationships, but to be sure that you treat this 
transaction as business (not a gift). 
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    Reducing Credit-Card Debt the Old-Fashioned Way 

 What if you do not have lots of extra cash in savings, a thriving 
401(k) account, equity on real-estate or a life-insurance policy, or a 
rich aunt—and you have run up $10,000, $15,000, $20,000 or more 
in credit-card debt? You are probably anxious and frightened about 
this situation (and if you are not, you should be). But all is not 
lost; you can actually reduce your debt the old-fashioned way: Pay 
it back yourself. Here are some constructive actions you can take 
to get yourself back on track fi nancially if faced with off-the-charts 
credit-card debt:

•    Stop using your credit cards.  While it is financially wise to 
have one or two (but not 10) active credit cards, stop using 
them until you pay them off. After you have paid them off, 
do not run up nonessential charges again. (Note:  Do not can-
cel  all of your credit cards. Canceling your cards can have a 
negative effect on your credit score. When deciding which 
credit card to keep, always keep the one that you have had 
the longest: This will help you maintain an overall higher 
credit score. More information about credit scores is pro-
vided at the end of this chapter.) 

•   Consider using a prepaid credit card or a debit card.  Visa 
and MasterCard offer both types of cards.  Prepaid credit 
cards  are prefunded reloadable cards requiring payment in 
advance, after which you can use the card until the payment 
is depleted. You can use them anywhere you can use credit 
cards, as well as at ATMs.  Debit cards  provide electronic access 
to your bank accounts, and most relay a message to the bank 
to withdraw funds from a designated account. You can use 
debit cards as you would use cash or a check. 

•   Know the enemy.  Paying off credit-card debt is war! You need 
to know yourself (and your apparent weakness for buying 
 nonessentials )—and you need to know and understand the 
details of the credit cards you have been abusing. How many 
cards do you have? What is the sum total of all your credit-
card debt? What interest rates are you being charged? How 
quickly can you pay this down? 

•   Reduce your interest rates.  Many financial institutions will 
lower your interest rates if your credit is good—and some-
times even if it is not so good. Contact the institution and 
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plead your case. Or put higher-interest-rate balances on 
lower-interest-rate cards. 

•   Set a due date to repay your debt.  As with any long-
term project, it helps to have a firm goal in terms of time. 
Depending on how much debt you have, give yourself a date 
when you want to finish paying off your debt. Recheck your 
date each month, and make sure you are making significant 
progress. 

•   Give yourself a break.  Paying off credit-card debt is admira-
ble and rewarding, but it is like dieting—it takes strength and 
discipline, and you occasionally need to have a treat. This 
does not mean charge a trip to Paris on your newly cleared 
credit card—in fact, avoid anything having to do with credit 
cards. But perhaps, using cash, buy yourself a new outfit or 
go out for an evening at the theater. In other words, spend a 
little money—just do not put it on a credit card.   

    Auto Loans 

 Buying a car is usually the fi rst major purchase any of us ever make. 
However, unless you are a 17-year-old boy who has saved up his 
caddying tips to buy a third-hand jalopy—or unless you have sig-
nifi cant disposable cash—you are most likely going to have to take 
out an auto loan in order to purchase a new car. Many people buy 
cars frequently (the average American buys a new car about once 
every four years), and many families have multiple cars, sometimes 
one for each member of the family. In this day of expensive cars, 
the purchase of an automobile is almost as complicated as the pur-
chase of a house (and I am not even referring to buying luxury 
automobiles like a Lexus or a Mercedes-Benz). Moreover, buying a 
car is a very signifi cant addition to your personal debt—and poten-
tially a real roadblock to getting to  point X . 

 Like any major purchase, you need to research the automo-
bile market thoroughly before you buy and choose the car—and 
the fi nancial requirements—that best suits your need. You must 
decide if you want to buy a used (or “pre-owned”) car or a new car 
(which you will own when you pay off your loan), or if you want to 
lease a car (which you will return at the end of the lease ’s term, it 
would be like renting a house instead of buying it). 

 For many people, the price of a car they can afford really 
depends on the amount of a monthly payment they can add to their 
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budget. I have two helpful calculators that can help you determine 
how much of a car you can really afford: Go to the car loan calcula-
tor at  http://money.msn.com , click on Personal Finance, click on 
saving & budgeting, scroll down to car buying tools, and click on the 
“How much car can I afford?” section. You can also go to  http://
fi nance.yahoo.com/calculator/index/ , go to the Lifestyle section, 
and click on the “Should I lease or purchase an auto?” calculator. 
You may want to try various “what-if” scenarios with these payment 
calculators. This will give you some guidance on how much of a car 
you can actually afford to buy or lease. 

 Also, in addition to the auto loan or the cost of the lease, you 
need to consider the fact that you need to maintain your car, which 
can be expensive. Moreover, your car comes with a host of other 
necessary costs: insurance, annual license plates, and, of course, the 
ever-increasing cost of gasoline. 

 Given their high cost both to purchase and maintain, automobiles 
can be among the most treacherous purchases we make, not only 
fi nancially but also psychologically. For many people, automobiles 
symbolize relative status. Are you a Mercedes-Benz or a Ford Taurus 
type? There is nothing wrong with wanting to own a Mercedes—
unless you take out a loan for one when all you can really afford is 
the Taurus. Also, if, like Mitt Romney, you want your wife to have “a 
couple of Cadillacs,” you had better be able to afford them, or you are 
going to be in fi nancial trouble. 

 Most of us consider a car to be a necessity, an essential expense, 
a  need  rather than a  want . However, among the many decisions 
involved in buying a car, some entail giving in to very expensive 
 wants  (a new Mercedes), rather than more economical  needs  (a 
used Ford). And you might even consider taking the bus. 

   Student Loans 

 Whenever you make an investment in yourself and your future 
that promises to provide you with a better life and higher income, 
then the money you borrow to achieve that goal should be consid-
ered  good debt . Therefore, if you need to take out a loan (or loans) 
to attend college or pursue an advanced degree or professional 
license, you should feel comfortable that you are incurring  good 
debt . (Consult Chapter    7    , which describes how to minimize this type 
of debt and still get the education you or members of your family 
need and deserve.) 
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 If you qualify for low-interest-rate student loans, you need 
not be in any rush to pay them off. Nevertheless, make sure you 
make every payment on time, so that you can improve your credit 
score. (Again, more information on credit scores is provided at 
the end of this chapter.) Also, student loans may be a useful tax 
 deduction. You may be able to deduct up to $2,500 of student 
loan interest from your taxable income, if you qualify under the 
income threshold. The maximum $2,500 of student loan interest 
may be deductible if the taxpayer’s modifi ed adjusted gross income 
is below $60,000 for single and head of household taxpayers and 
below $125,000 for married taxpayers fi ling jointly. The amount 
of the student loan interest that is deductible is phased out with 
higher modifi ed adjusted gross income (MAGI) until there is no 
deduction for singles and heads of households with $75,000 MAGI 
and married fi ling jointly taxpayers with $155,000 MAGI. Although 
student-loan interest is considered consumer debt, if you use it 
wisely, your return on investment could far exceed your cost of 
interest. In other words, it is  good debt . 

   Home Mortgage Loans 

 On a national—and perhaps an international—level, we are in the 
process of digging ourselves out of one of the most serious fi nan-
cial debacles since the Great Depression of the 1930s. A large part 
of the problem had to do with a serious mishandling (in my mind, 
almost criminal) of home mortgage loans. 

 For several years leading up to the 2008 meltdown, banks were 
lending money for the purchase of a home sometimes without even 
verifying a person ’s income (with loans called  no-income-verifi cation 
loans ) or their ability to repay the mortgage loan. If the bank deter-
mined that someone could not afford the mortgage payment, the 
bank would simply adjust the terms and provide an interest-only 
loan, an adjustable rate loan, a balloon payment loan, or some 
other form of creative fi nancing so that you could purchase a little 
piece (and sometimes quite a large piece) of the American Dream. 

 At a certain point, some banks even allowed seller concessions, 
which simply were an infl ated sales price so that one could buy a 
home and receive 100 percent fi nancing. (How was this legal?) 
You did not even need to come up with closing costs because the 
banks worked those fees into the fi nancing. In some situations, 
people were buying homes with no money down and walking away 
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with money at the closing. To make matters worse, the easy-credit 
policies during this period artifi cially increased the value of homes 
(demand for homes was greater than the supply) and provided 
consumers with an entitlement mentality that justifi ed their unsus-
tainable standard of living. 

 But, of course, as we know, it ultimately all came crashing down. 
It will now take us decades to correct this irresponsible behavior. 
Everyone was to blame, the federal government (regulators), 
the banks (lenders), and even the consumers (borrowers). We all 
should have known better. 

  Owning a Home: Not Necessarily Good Debt 

 The notion of owning a home has long been a signifi cant facet of 
the American Dream. Since the economic boom years following 
World War II, Americans came to believe that possessing a home 
of their own was almost a right. They certainly thought owning a 
house made sound fi nancial sense, mostly because for several dec-
ades, the value of a home escalated, sometimes very quickly. 

 No more; those days are gone. Today, following the Great 
Recession of 2008, the purchase of a home may be a good decision 
(and taking out a home mortgage can be considered  good debt ), but 
only if you can meet certain criteria. 

 Before you begin picking out your dream home in your favorite 
neighborhood, you need to fi gure precisely how much house you 
can actually afford. To help you with this choice fi nancially, visit 
 http://fi nance.yahoo.com/calculator/index/ , go down to the Real 
Estate section, and click on “How much home can I afford?” 

 For example, if your current income is $80,000 from all 
sources, your monthly auto payment is $300, your minimum 
monthly credit card payment is $250, and your monthly student 
loan payment $300, how much of a home can you afford? Before 
we can answer this, we also have to make further assumptions 
that you will be taking a 30-year mortgage and can obtain a 4 per-
cent interest rate and also have $70,000 available for a down pay-
ment. Based on these facts and the guidelines I have set for home 
affordability, you can afford to purchase a home with a $281,353 
mortgage. Your monthly payment on this mortgage would be 
$1,343. 

 As a general rule, in my opinion, your total monthly debt pay-
ments (including car loans, credit card payments, student loan 
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payments, etc., as well as your home mortgage) should not exceed 
33 percent of your gross monthly income. Moreover, before you 
can buy a house, you need to have saved 20 percent of the total 
cost of the home as the down payment, as well as all closing costs. 
Finally, before you buy, you should compare the costs of renting 
versus the costs of purchasing. If you cannot afford the monthly 
payments and costs of maintaining a home, you may need to rent 
rather than buy, or scale down your  wants . 

 Also, given the high costs of acquiring (and ultimately selling) 
a house, you must be committed to living in this home for at least 
10 years for it to begin to potentially increase in value. In addition, 
you should tally the everyday costs of home maintenance: prop-
erty taxes, homeowner ’s insurance, heating, electricity, gas, and so 
forth. Finally, you also need to consider the cost of ongoing home 
maintenance: painting, major repairs, and so forth. And note: I 
have not mentioned those wonderful cosmetic accoutrements (also 
known as  nonessential wants )—the new furniture, the beautiful deco-
rations, the renovated family room in the basement, the gorgeous 
deck, and the in-ground pool. 

 A house should meet your basic living standards ( needs ), and 
should not be based on your ego ( wants ). Still, a house can increase 
in value if you hang on to it for many years and maintain it well. It 
can also help you fi nancially in other ways. 

   Why a Mortgage Is Still  Good Debt  

 The reason a home mortgage is usually considered  good debt  is that 
from the moment you buy the house, it offers certain fi nancial 
reliefs and leverage. For starters, your home mortgage interest may 
be tax deductible. (The federal government allows you to deduct 
mortgage interest expenses to the extent your mortgage does not 
exceed $1 million. Therefore, if you are in the 40 percent tax 
bracket and you are paying 6 percent interest on your mortgage, 
your after-tax cost for fi nancing may actually be only 3.6 percent, 
which is 6 percent less the 40 percent tax savings). Real estate taxes 
are also tax deductible. 

 After you have been paying your mortgage for a few years and 
have built equity in your home, you can use the equity to leverage 
other purchases or fi nancial needs. 

 When comparing the costs of owning a home versus rent-
ing, take the tax savings into consideration. If you pay rent, that 
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expense is not tax deductible and therefore does not provide the 
same advantages as paying a mortgage does. Also, in some situa-
tions, especially if you plan to live in your house for several years, 
the money you would be spending in rent could be building up as 
equity. This is when a mortgage becomes  good debt . 

   Refinancing a Home Mortgage 

 During the past decade, a record number of Americans have refi -
nanced their home mortgages as a result of historically low interest 
rates. The ultimate purpose of refi nancing your home mortgage is 
to lower your costs of fi nancing so that you free up more cash that 
can be used toward reaching fi nancial independence, or  point X . 

 To determine whether it makes sense to refi nance your mort-
gage, you need to perform a breakeven analysis. Quite simply, you 
must determine the number of months it will take you to recover 
the costs of refi nancing from the interest cost you will be saving. 

 Generally speaking, if you plan on living in your home past 
your breakeven period, then refi nancing may be the right decision 
for you. The breakeven period is not determined by the cost of the 
new loan divided by the reduction in the monthly mortgage pay-
ments; although many bankers and mortgage brokers use this as a 
comparison point, it does not tell the whole story. 

 Mortgage refi nancing is a complex and potentially expensive 
process in which you pay off one or more existing debts with a new 
home loan. Therefore, before you refi nance, you need to know what 
your upfront closing costs will be, what your current and new inter-
est rates will be, and a number of other details. Closing costs to refi -
nance your mortgage can include loan origination fees, appraisal 
fees, attorney fees, mortgage recording tax, and so forth. In some 
cases, these costs could be as high as 2 percent of your loan amount. 

 However, if the fi gures work, every month after your breakeven 
point would result in a savings to you. In some cases, you may actually 
be able to reduce the number of years on your loan without increas-
ing your monthly payment. There are numerous possibilities and 
what-if scenarios you need to consider when refi nancing. Visit  http://
fi nance.yahoo.com/calculator/index/,  go down to the Real Estate 
section, and click on  “  Should I refi nance my home  mortgage ?”  to 
determine your break-even point in months. 

 To clarify how to determine your true breakeven point, consider 
the following example. Let us assume that you owe $200,000 on 
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your current mortgage and you are paying 6 percent per year and 
have 20 years remaining on this loan. Let us also assume you can 
refi nance this loan and obtain a new mortgage at 4 percent with the 
same 20-year term. If the bank and other fees associated with refi -
nancing this loan come to $3,000, how many months will it take for 
you to recover your upfront closing costs and then ultimately have a 
true savings as a result of refi nancing? 

 If you are able to reduce your interest rate from 6 percent to 
4 percent, you will have a 2 percent savings on the $200,000 loan 
and will reduce your interest costs by approximately ($200,000 × 
2 percent) $4,000 in the fi rst year alone. Therefore, it will take you 
approximately nine months ($3,000 divided by $4,000 cost savings 
in the fi rst year, or three quarters of a year) to recover your $3,000 
out-of-pocket refi nancing costs. Once you have recovered these 
costs, you will continue saving money at the rate of 2 percent of the 
outstanding balance for the duration of the loan. As long as you 
plan on owning the home and keeping the mortgage for more than 
nine months, refi nancing your mortgage is the right choice. You 
should go through this example with your own set of facts to deter-
mine your own breakeven point in terms of months. 

   Get Professional Advice 

 For most people, buying a home is the single most signifi cant pur-
chase they will make throughout their lifetime. Do not rely on your 
gut instincts or your emotional  wants.  Do the hard research into 
the fi nancial aspects of making this huge purchase. 

 Also, do not rely solely on the advice of your real estate broker 
or mortgage broker, because they may not always have your best 
interests in mind. Before making a fi nal decision about the pur-
chase of a house, consult with your tax and fi nancial advisor. 

    Business and Investment Loans 

 The best investment you can make is investing in yourself. For some 
people, this means furthering their education; for others, it means 
going into business for themselves; and for some, it may mean 
both. Going into business for yourself could be one of the most 
rewarding decisions you could make, but it could also be one of 
the most costly mistakes of your life. You should never jump into a 
business venture without fi rst determining the likelihood of its suc-
cess and your reasonably expected rate of return on your time and 
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investment. If you do not study this carefully and fully comprehend 
the risks, than this potential  good debt  could easily become a  bad debt . 

 If you believe you have a great business plan that has a high 
probability of success and profi t, that can reasonably be expected 
to exceed your cost of fi nancing, and has an acceptable return on 
investment, then this may be considered  good debt . Every time you 
evaluate a business opportunity or investment, you must do your 
best in determining not only your hard costs, but also your oppor-
tunity costs for entering into this business venture.  Opportunity costs  
represent what you would have been able to earn with that money 
if you had invested it elsewhere. 

 Although the best investment you can make is an investment in 
yourself, do not take out any sort of business loan without research-
ing it carefully. Consult with others who have gone into similar 
practices or businesses; study appropriate literature; and discuss 
the fi nancial details with your tax and fi nancial advisor. The same 
applies to investment loans. 

   Understanding Credit 

 What is  credit ? Credit is the act of borrowing money with the agree-
ment to pay it back at some future date. In fact, credit sounds 
suspiciously like  debt ; in other words, all the subjects we have just 
covered, including auto loans, student loans, home mortgages, 
business loans, and, curiously enough,  credit  cards. And indeed, the 
process of establishing good credit involves precisely these sorts of 
common loans. 

 As with debt, there is good credit and bad credit. If you have 
 good credit , it means you pay what you owe on time;  bad credit  means 
you have a history of not paying your bills on time and letting debts 
(again, very often credit-card debt) build up, usually with high, 
speedily compounding interest rates.  Good credit  paves the way to 
getting to  point X ;  bad credit  is almost always a serious roadblock 
to reaching fi nancial independence. 

  A Word about “No Credit” 

 You may also have  no credit . This means that you have never bor-
rowed money from a commercial lender (such as taking out a 
credit card), and there is no record of your payment history. (Note: 
Many boarding school and college students, away from home for 
the fi rst time, have no credit in their own names, but credit-card 
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companies and retail shops are quick to try to lure students into 
“establishing credit.” This can be a good thing so long as the stu-
dent pays his or her bills; however, it can be a tragic situation if the 
student takes out a host of credit cards, runs up huge balances, 
then either leaves his or her parents to pay them off, or is not 
responsible—before they even venture out into the work place—
with huge debts and very likely a shaky credit history.) 

 Actually, some people prefer to maintain a no-credit history, or 
what is known as a  nontraditional credit history . If this is your choice, be 
sure to pay your bills (rent, telephone, utilities, medical) in a timely 
way, and save all your receipts for up to three years. Then, if you 
want to apply for a loan of any kind (such as an auto loan or a home 
mortgage), you can use your receipts to prove your good credit. 

   Establishing and Maintaining Good Credit 

 The trick to establishing and maintaining good credit is pretty 
basic. At the most fundamental level, you need to:

•   Open a checking account. 
•  Apply for a low-interest credit card. 
•  Keep your credit-card balance low—or, better yet, pay it off 

every month. 
•  Finally, pay all your bills on time, never missing a payment.   

 Beyond these fundamentals, you may also go after the bigger-
ticket items like an auto loan or a home mortgage. How you handle 
these loans will affect your  good credit —but conversely, the state of 
your credit will affect whether or not you will be permitted to take 
out these loans in the fi rst place. 

 Establishing and maintaining good credit also involves living 
within your means fi nancially and even paying yourself fi rst. Toward 
that end, you need to establish a budget for all your expenses, and 
then, of course, stick to it. (If necessary, reread Chapters    1     and    3    .) 

 Only when you understand your fi nancial realities (and not 
your “dream lifestyle”) can you create a budget that is appropri-
ate for your fi nancial situation and that you can maintain effec-
tively. This involves being realistic about your spending habits, and 
knowing where you are spending most of your money. (Save your 
receipts, and study your bills each month.) It also means saving up 
for expensive items—new furniture, vacations, a down payment 
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on a house—and not putting these items on your credit card, 
unless, of course, you can pay them off at the end of the month. 
Staying on budget will assure not only that you will have  good credit , 
it will help you on your road to  point X.  

    Your Credit Report and Your Credit Score 

 We have all seen those amusing ads on television, the ones with the 
cute jingles, often involving twentysomething young adults, who are 
now living in their parents’ basement (because they cannot get a 
lease) or are charging 25 pizzas to feed their entire college dorm, 
only to have the “wolf” (read angry parents) show up at their door. 
But what exactly is a  credit report  or a  credit score ? 

  What Is a Credit Report? 

 Anybody who has ever used a credit card or made a loan payment 
has a credit report: It is a formal statement (like a school report 
card) that sums up, among other things, all your “credit” behavior—
such as timely payments, missed payments, the number of credit 
cards you have—surrounding all aspects of your credit. Your credit 
report determines whether or not you are in sound fi nancial shape. 

 These reports are made to (and through) three major credit 
reporting agencies that maintain information on your credit his-
tory. These three agencies are:

    1.  Equifax Credit Information Services
  P.O. Box 740241 
 Atlanta, GA 30374 
 1-888-766-0008 or 1-800-525-6285 
  www.equifax.com    

   2.  Experian (formerly TRW)
  P.O. Box 2002 
 Allen, TX 75013 
 1-888-397-3742 
  www.experian.com    

   3.  TransUnion
  P.O. Box 1000 
 Chester, PA 19022 
 1-800-888-4213 (For ordering your credit report) 
 1-800-680-7289 (For reporting fraud) 
  www.transunion.com      
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 Lenders, employers, landlords, and other service providers buy 
your credit information in the form of a credit report to help them 
decide whether to approve your application for a loan, credit card, 
job, housing, or to offer you a product or service at a particular rate. 

   What Is Included in Credit Reports? 

 Your credit reports from Equifax, Experian, and TransUnion 
include the following information:

•    Personal information.  Compiled from credit applications 
you have filled out in the past, this information normally 
includes your name, current and recent addresses, Social 
Security number, date of birth, and current and previous 
employers and your employment history. 

•   Credit history.  The bulk of your credit report consists of 
details about credit accounts that were opened in your name 
or that list you as an authorized user (such as a spouse ’s 
credit card). Account details (which are supplied by credi-
tors with which you have an account) include the date the 
account was opened, the credit limit or amount of the loan, 
the payment terms, the balance, and a history that shows 
whether or not you have paid the account on time. Closed or 
inactive accounts stay on your report for 7 to 11 years from 
the date of their last activity (depending on the manner in 
which you paid them). 

•   Credit report inquiries.  Credit reporting agencies record 
an inquiry whenever your credit report is shown to another 
party, such as a lender, service provider, landlord, or insurer. 
Inquiries remain on your credit report for up to two years. 

•   Public records.  Matters of public record obtained from gov-
ernment sources such as courts of law—including liens, 
bankruptcies, and overdue child support—may appear on 
your credit report. Most public record information stays 
on your credit report for years.   

   What Is  Not  Included in Your Three Credit Reports? 

 None of the credit reports from Equifax, Experian, and TransUn-
ion include information about your checking or savings accounts, 
bankruptcies that are more than 10 years old, charged-off or 
debts placed for collection that are more than 7 years old, gender, 
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 ethnicity, religion, political affi liation, medical history, or criminal 
records. Also, your credit score (discussed in the next section) is 
generated by information on your credit report, but it is not part of 
the report itself. 

   Checking Your Credit Report 

 You should check your credit report on a regular basis, at least 
once a year—and ideally two or three times a year, because the 
reports and your credit scores are constantly in fl ux. The three 
major credit reporting bureaus, Experian, TransUnion, and Equi-
fax are required by law to give you a free copy of your credit report 
each year on request. Call 1-877-322-8228 or go to  www.annual
creditreport.com  to order your free credit reports. 

 You should take a close look at these reports to ensure that they 
are accurate and complete. If you identify errors or accounts that 
you do not recognize, you should report this to the credit bureaus 
immediately. These problems could jeopardize your credit score 
and may also be an alert to possible identity theft (discussed in the 
next section of this chapter). 

   What Is a Credit Score? 

 Your credit score, called a  FICO  score (named for the Fair Isaac 
Corporation), is a mathematical model designed to predict credit 
risk, based on data contained within your credit report; in effect, 
your credit score summarizes your credit information. Lenders 
typically review your credit report and credit score to determine 
whether to extend credit (i.e., whether to lend you money), and on 
what terms. A higher score usually means you pose a lower risk to 
the lender, who will, in turn, be more likely to offer you favorable 
interest rates. 

 Several factors can affect your credit score, including these:

•    The number of loans you are carrying.  These include a home 
mortgage, auto loans, student loans, retail store credit cards, 
and bank credit cards. 

•   Types of credit used.  Creditors prefer a variety of loans—
mortgages, auto loans, store credit, and so forth. 

•   Payment history.  The credit score takes into account 
whether you have repaid your loans in a timely manner and 
consistently. 
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•   The length of your credit history.  The longer your credit his-
tory, the higher your score. 

•   Public records.  Have you filed for bankruptcy? Have reports 
been made for lack of alimony payments or child-care pay-
ments? If so, these factors will affect your credit score 
adversely. 

•   New accounts.  Have you added new accounts to your debt, 
and if so, how many? Try to maintain no more than three 
or four credit cards, because more than this can lower your 
FICO score, which would make you appear to be a higher 
credit risk to a lender. 

•   Inquiries into your credit file.  Have lenders requested copies 
of your credit information? Fair Isaac ’s research shows that 
opening several credit accounts in a short period of time can 
be an indication of greater credit risk to the lender.   

 As the information contained in your credit report fi les change 
over time, so might any new scores based on your data. Your credit 
score from a month ago may have changed if there has been any 
recent activity on your credit fi le. 

 Your credit score is by far the most important factor that credi-
tors look at to determine whether you are a good credit risk. Credit 
scores range from 280 to 850, with the higher value representing 
lower credit risk. (In other words, the higher your score, the easier it 
should be for you to obtain credit.) The median score ranges from 
690 to 720. A poor credit score (below 600) can cost you the abil-
ity to access additional credit, insurance, utility services such as tel-
ephone and electricity, a rental unit, and even a job. Conversely, an 
excellent credit score (720 or above) will increase your chances of a 
loan approval as well as attractive interest rates and terms. This, of 
course, is the right direction to becoming fi nancially independent. 

   How to Improve Your Credit Score 

 If you would like or need to improve your credit score, here are a 
few good suggestions:

•    Watch your percentage of debt.  Make sure your debt (includ-
ing all bills and loans) remains under 36 percent of your 
gross annual income. 

•   Use credit accounts regularly but conservatively.  Pay them off 
completely each month, as soon as the bill arrives. 
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•   Pay all of your bills on time.  The sooner the better. 
•   Reduce the amount you owe.  Pay off your credit cards and 

other loans as quickly as possible. (See the section on paying 
down credit-card debt earlier in this chapter.) 

•   Maintain credit cards that you have held for long periods of 
time.  If you have accounts at retail stores or credit cards that 
you have had for years, keep them open. Use them conserva-
tively—and pay off balances at the end of each month. Credi-
tors like to see that you have sustained long-term credit. 

•   Get rid of your newest credit cards.  Cancel any cards you 
have applied for within the last six months, unless you have 
moved high-interest balances to cards with lower-interest bal-
ances. Do not apply for new credit cards until the balances 
on old cards are clear. 

•   Avoid applying for new loans . Creditors like to see that you 
can handle different types of loans, including auto loans, 
home mortgages, and student loans. However, do not take on 
more debt simply to improve your credit score. This is seen 
as a negative. 

•   Check your credit reports regularly . You are permitted one 
free credit report each year; however, ideally, it is better to 
check them more frequently. 

•   Fix disputes quickly.  Do not let disputes go beyond 30 days 
or into collection.   

    Preventing Identity Theft 

 So you followed all the rules, paid all your bills on time, and have 
maintained a terrifi c FICO score. Now you must also be prepared 
to take the necessary steps to protect it. Identity theft has become a 
widespread problem throughout the country. Identity theft occurs 
when someone steals your (fi nancial) identity: In other words, they 
borrow money in your name, take out credit cards, open up bank 
accounts, fi le tax returns using your name, or simply sign your 
name to a letter. 

 For identity theft scam artists to steal your identity, they need 
only some of your personal information, like your name, cur-
rent address, Social Security number, date of birth, and perhaps 
your mother ’s maiden name. If the scam artist gets his hands 
on your current credit card, driver ’s license, or birth certifi cate 
you will then become very easy prey. These criminals steal millions 
of identities each year by going through trash pails at people ’s 
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homes and workplaces. They will call or email you and represent 
themselves as government offi cials or fi nancial institutions. They 
will fi ll out change of address forms on your behalf to get utility 
bill information. They will copy down your credit-card number 
and use it to make purchases. They will steal anything they can get 
their hands on to get your personal records. 

 Do not become a victim of identity theft and always be on the 
alert. Never provide anyone with your personal information unless 
you know who that person is. To protect yourself against iden-
tity theft, you must be proactive and always on the defensive. You 
should take the following steps immediately:

    1.  Check your credit report today and on an annual basis. 
   2.  Buy a good shredder, and keep it handy so you can use it 

before discarding any sensitive personal documents. 
   3.  File a police report if any of your personal financial informa-

tion has been lost or stolen. 
   4.  Immediately close any bank or brokerage accounts that have 

been accessed without your knowledge. 
   5.  If you think you have been a victim of identity theft, put your 

credit report on fraud alert with all three credit bureaus. 
   6.  Never print or write your telephone number, driver ’s license 

number, or Social Security number on your personal or busi-
ness checks. 

   7.  Do not sign the back of your credit card and definitely do 
not leave it blank. Instead write in “Photo ID Required.” 

   8.  Always keep your PINs and passwords in a safe and secure 
location. 

   9.  Do not put your credit-card number or vendor account num-
bers on your checks when making payments. 

   10.  Make a photocopy of everything in your wallet today and 
lock it up in a safe, or some other secure place. If your wallet 
is lost or stolen, you will have all of the relevant information 
such as account numbers and phone numbers to make the 
necessary calls to cancel them.   

   Analyzing Your Debt 

 The essential starting point to debt management is analyzing your 
debt. To do this, take another look at your Statement of Financial 
Position (see Exhibit    3.2   in Chapter    3    ). Your personal Statement 
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of Financial Position is a snapshot of where you stand fi nancially 
today; it is your starting point. 

 As discussed in Chapter    3    ,  debt  refers to all of your fi nancial 
liabilities, or all the fi nancial obligations you have to pay currently 
(within one year) and in the future (one year or longer). Gather 
together all the supporting documentation for your liabilities, and 
check the terms of these liabilities. (The terms include balances 
outstanding, monthly payments, interest rates, number of payments 
remaining, and any prepayment penalties.) 

 Identify the debt that you have incurred to fi nance your life-
style, and focus on reducing and eliminating this type of debt going 
forward. If your consumer debt balances are high, you will need to 
implement a debt management program. A properly structured 
debt management program helps you identify which debt you 
need to eliminate fi rst, along with the necessary steps you need to 
take to make your monthly payments easier to handle. Your num-
ber one priority should be to retire the debt with the highest inter-
est rate while still making all of your required monthly payments. If 
there are less expensive alternatives, such as swapping high-interest 
credit cards for low-interest credit cards, you should take advan-
tage of these lower rates. I have seen many cases where clients have 
shopped around for lower-rate credit cards and then used this as 
a means of negotiating with their current credit-card companies 
for a more attractive rate. Never assume that the interest rate you 
are paying is the lowest rate available to you. Negotiate, negotiate, 
and then negotiate. It will make a difference in the long run. You 
should also consider consolidating your consumer debt—as long as 
you can lower your overall interest rate. 

 As part of the debt analysis, you will also need to evaluate your 
existing mortgage and apply the principles discussed above under 
mortgage refi nancing. If you go through the breakeven analysis 
and come up with a favorable breakeven point, take advantage of 
the lower rate. You should carefully consider the pros and cons 
of using your home as collateral to refi nance and consolidate unse-
cured consumer debt such as credit cards and car loans. 

 If you have fi nancial diffi culties, your unsecured consumer 
creditors are very unlikely to take your property for nonpayment. 
Very often, you can renegotiate these loans and perhaps obtain 
forgiveness of debt. If you have a very weak balance sheet where 
your liabilities exceed your assets, then debt forgiveness may be an 
option before bankruptcy. 
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 Conversely, if you have a very strong balance sheet and your 
assets signifi cantly exceed your liabilities, you may want to consider 
consolidating your high-interest consumer debt into your mortgage 
refi nancing. Not only will you be able to signifi cantly lower your 
interest rate, but the interest you pay on this mortgage may also be 
tax deductible for you. I would only recommend this to individuals 
who have already accumulated a comfortable fi nancial net worth 
and believe their probability of defaulting on their loans does not 
exist. 

 Once again, you cannot move forward effectively and effi ciently 
on the road to fi nancial independence until you clean up the lia-
bilities section of your Statement of Financial position—in other 
words, your debts. Minimizing your liabilities and reducing your 
costs of fi nancing will allow you to accumulate more invested assets 
much more rapidly.        

1 IRS CIRCULAR 230 NOTICE: To ensure compliance with requirements imposed 

by the IRS, we inform you that this book (including any attachments) is not 

intended or written to be used, and cannot be used, for the purpose of (i) avoid-

ing penalties under the Internal Revenue Code or (ii) promoting, marketing or 

recommending to another party any transaction or matter addressed herein. (iii)

The taxpayer should seek advice based on the taxpayer ’s particular circumstances 

from an independent tax advisor.

      TAX FACTS AND STRATEGIES   1   
FOR MANAGING DEBT  

  Here are several tax strategies to help you keep debt under control, but even 

more, to aid you in amassing more wealth on your path to fi nancial indepen-

dence or  point X.  

• You may generally deduct qualifying mortgage interest  on up to two resi-

dences. To qualify, the loan must have been used to buy, build, or sub-

stantially improve your principal residence or second home, and it must be 

secured by this home. The interest paid on this loan is fully deductible to the 

extent the total debt does not exceed $1,000,000 (or $500,000 if you are 

married and fi ling your tax returns separately from your spouse). 

• Interest you pay on home-equity debt is deductible  on debt that is secured 

by your fi rst or second home where the amount of debt does not exceed the 

lesser of $100,000 ($50,000 if you are married and fi ling your tax returns 

separately from your spouse) or the net equity in your home. 

$
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• If you refi nance your home loan  and it is partly home-acquisition debt and 

partly home-equity debt, the overall limit is $1.1 million of this debt. Any 

interest paid on loans in excess of this debt ceiling is generally not tax 

deductible and treated as personal interest. If you can show that this excess 

was used as a business or investment loan, it may then be deductible under 

a separate set of rules. 

• If you pay points to a bank as prepaid interest, they are deductible over the 

term of the loan  unless they are paid on the purchase or improvement of your 

principal residence, and in this case, they would be deductible in the year 

you pay them. You are not allowed a current deduction for points already 

paid on a refi nanced mortgage. 

•  Evaluate the makeup of your debt and convert nondeductible interest on 

personal loans (such as credit-card balances) into fully deductible interest 

by paying off these debts by  using a home-equity line of credit or through con-

solidating your loans as part of a home mortgage refi nance.  Take advantage 

of the current 50-year low in home mortgage interest rates and convert high-

rate nondeductible interests into low-rate deductible interests. 

•   Investment interest paid to buy or carry investments is deductible  up to the 

amount of net investment income. If you do not have investment income, 

you may not deduct investment interest paid. The investment interest paid 

in excess of net investment income may be carried forward and deducted 

in future years when you have net investment income. You may not deduct 

interest paid on loans used to buy or carry tax-exempt securities. 

• If you incur a nonbusiness bad debt, you can deduct it as a short-term capital 

loss.  For example, if you make a personal loan to a family member or friend 

and you expect to get repaid and you are not normally in the business of 

making loans, you may be able to take this as a loss on your income tax 

return. You will have to prove that this was a bona fi de loan, and it should be 

put in writing along with its terms. 

• Normally if a debt is cancelled or forgiven, it must be included in your gross 

income  for tax purposes. If, however, you were insolvent immediately before 

the cancellation or it occurred as part of a Title 11 bankruptcy case, it 

would generally not be taxable to you. For those who cannot repay their 

 mortgages, including when the home values are less than the amount due 

on the  mortgage (”upside down”), banks can cancel the indebtedness. The 

American Taxpayers Relief Act of 2012  extends  for one more year through 

2013 the cancellation of up to $2,000,000 ($1,000,000 if fi ling married sep-

arately) of “qualifi ed acquistion indebtedness” on a principal residence. This 

means that up to $2,000,000 of forgiven or otherwise discharged indebtness 

is not subject to income tax.    
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      1.   Become crystal clear about the difference  between  bad debt  (very often 

high credit-card debt) and  good debt  (such as home mortgage loans, 

student loans, and business loans). 

   2.   If you have a large balance on your credit card(s),  make every effort to pay 

it off as quickly as possible and to maintain a zero balance on your cards. 

   3.   If you have signifi cant high-interest credit-card debt,  consider using cash 

from savings or investments to pay off the balance. Or consider other 

ways to get rid of high-interest credit-card debt, such as taking out a 

home-equity line of credit (which may also allow you to deduct the mort-

gage interest on your tax return), or borrowing from your life insurance, or 

401(k). It is important to get rid of the debt, but be very careful if you bor-

row from other sources. 

   4.  After you have paid off your cards,  do NOT run up the balance on your 

card again!  

   5.   If you have no credit-card debt, check your credit reports and your credit 

scores carefully.  You may need to actually use your credit cards a bit 

more frequently––yet prudently––to ensure that your credit score is 

healthy. 

   6.   If you have an outstanding auto loan or lease,  check it carefully .  Are the 

fees and costs you are currently paying in line with your budget? Could 

you scale back on automobile costs? If you are paying on more than one 

automobile, could you eliminate one or more family cars? 

   7.   If you have a student loan , make every payment on time to maintain good 

credit. Check to see if you qualify to deduct interest from the loan from 

your taxes. (See Chapter    7    , Paying for College, for detailed information.) 

   8.   Avoid taking out a business loan for a fl edgling business  until you have 

researched your business idea thoroughly. Discuss new business plans in 

detail with your tax advisor or a fi nancial planner. 

   9.   If you are considering buying a home,  calculate carefully how much you 

can realistically afford to pay for a house. Do not forget that you will need 

to pay 20 percent of the price as a down payment (plus closing costs) in 

cash. Consult a fi nancial expert to help you make this decision. 

   10.   Credit reports:  Request a copy of your credit report from each of the three 

credit-reporting agencies at least once a year. (By law, you are entitled to 

one free copy from each agency each year.) Better yet, pay the minimal 

fees to check these reports two or three times a year. 

   11.   Credit score:  If your credit score is under 720, take steps to raise it. 

   12.   Identity theft:  Take steps to avoid identity theft. If you fear you are the 

victim of identity theft, report it immediately to the three credit-reporting 

agencies and the Social Security Fraud Administration.    

An Action Plan for Managing Debt
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                                                            5 C H A P T E R 

                       Insuring Your Health and Life 

                                                          There ’s a need for accepting responsibility .  .  . for a person ’s life 
and making choices that are not just ones for immediate short-term 
comfort. You need to make an investment, and the investment is in 
health and education. 

 —Buzz Aldrin, astronaut 

  Even a sound, carefully planned investment strategy can fall 
apart if you have not prepared properly for unforeseen problems 
concerning health and life. If you or a member of your family is hit 
with a prolonged illness, a severe injury, a disability, or death (espe-
cially of the primary wage earner), the planning and investing you 
have so carefully developed can quickly disintegrate. 

 Health insurance and life insurance help protect you and your 
family from the unexpected. The premiums you pay will provide 
you with the peace of mind that comes with knowing that your 
assets and family will be protected, if and when the unexpected 
happens. 

 Having the right kind of health and life insurance at the 
appropriate stages of life is as important as the insurance itself. 
The type and extent of insurance you need as you age will change 
throughout your lifetime. The family health and life risk manage-
ment issues that are important to a young couple are normally 
dramatically different than for an older couple in their retirement 
years. For example, a young couple may need health insurance to 
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cover prenatal care or life insurance to replace the income lost if 
one of the spouses should die before the children are grown. In 
contrast, an older retired couple may have little need for life insur-
ance but may want to protect themselves against the high cost of 
long-term care, and therefore need to consider investing in long-
term care insurance. 

 The major health and life risk management issues are:

•   Health (or medical) insurance 
•  Disability insurance 
•  Long-term care insurance 
•  Life insurance   

 Each of these issues is discussed in this chapter. Your particular 
situation will determine what type of insurance you need, what kind 
of policy or policies will work best for you, and the amount of cov-
erage you should carry. 

   Choosing a Health Insurance Plan 

 Health insurance is imperative, no matter what your circumstance––
young or old, single or married, childless or raising a family. Without 
proper health insurance, a serious illness or accident experienced by 
you or any member of your family can bankrupt you and rob you of 
all your savings. And given the high cost of health care these days, it 
can happen very fast.  Nevertheless, today more than 50 million Americans 
are not covered by health insurance, and that includes more than 10 million 
children.  And the numbers are rising. This is an appalling and fright-
ening statistic. 

 I often meet people who tell me they do not have health insur-
ance coverage. Very often these are younger people who do not 
think they need coverage, individuals who have not been able to 
maintain a long-term job, and very often self-employed individu-
als who are struggling to pay their bills. Usually, their reason is that 
they simply cannot afford to pay the high premiums. My response 
to this way of thinking is you cannot afford to be  without  insurance 
coverage, it is a necessity. All it takes is one major illness or accident, 
and you can be completely wiped out fi nancially. A prolonged visit 
to the hospital for a week or two could easily cost you several hun-
dred thousand dollars. Adding this type of unexpected debt to your 
fi nances can hold you back and may even prevent you from ever 
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becoming fi nancially independent. If you truly are not able to pay 
for health insurance premiums, you will want to fi nd out if you are 
eligible for Medicaid or some other government-sponsored health 
insurance program. If you cannot be covered under Medicaid, then 
you have no choice but to purchase some other form of health 
insurance, even if the policy covers only catastrophic illness or acci-
dent. In my opinion, health insurance is not a choice; it is a neces-
sity that you simply cannot do without. Life is about choices, so 
eliminate some of your wants and replace them with this vital need. 

 When making the decision of which type of insurance is appro-
priate for you, you will need to do a fair amount of research and 
some important thinking about your personal health and fi nancial 
situation and needs. 

 First, you need to understand the various types of policies avail-
able to you. Consider the following questions:

•   Are you covered through some sort of group plan through 
your job or union? Or must you buy your own insurance? 

•  If you are covered by a group plan, is it sufficient for your 
needs? Can you afford to pay the deductible and copay-
ments, and is there a maximum limit on the coverage? 

•  Does it cover any specific situation or condition you or a 
member of your family may have? Verify that the policy does 
not exclude certain medical conditions or treatments, espe-
cially if you have a family history with these types of situations. 

•  Are the doctors you use and trust available under the plan? 
Or is the plan flexible, allowing you to use out-of-network 
caregivers? 

•  What sort of ongoing health care needs do you anticipate, such 
as a future pregnancy or care for a chronic health problem, 
such as asthma, diabetes, arthritis, or high blood pressure? 

•  How much can you afford to pay in premiums? You can 
determine this after analyzing your statement of cash flow 
and eliminating some of your unnecessary wants, and replac-
ing it with this basic need. 

•  How high a deductible can you afford? The higher your 
deductible, the lower your premium will be, so in general, if 
you can self-insure yourself up to the amount of the deduct-
ible, then this would be a wise choice. This works best if you 
are in overall good health and are less likely to need the 
insurance unless a major medical situation occurs.   
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  Traditional Health Insurance Plans 

 For decades, most Americans got their health insurance through 
their employers, and this is still the case. These insurers are usu-
ally private companies (Cigna, Aetna, and United Healthcare are 
a few well-known companies), and corporations, unions, or other 
organizations were able to negotiate good rates for their employ-
ees and members because the organizations were bringing so much 
business to the insurance company. Usually with these plans, the 
employer pays a portion of the cost of the plan and the employee 
pays a portion, often in pretax dollars. 

   Indemnity Plans (Fee-for-Service) 

  Indemnity  plans or  fee-for-service  plans were long the traditional form 
of health insurance plan—and many companies still offer this type of 
plan to their employees. With a fee-for-service plan, the service pro-
vider (the doctor) is separate from the insurer (the insurance com-
pany). With fee-for-service plans, the insurer either pays the service 
provider (the doctor) or you (the patient), directly, usually after 
you have already covered the full cost of the service. Typically, 
indemnity plans cover 80 percent of the health service, and you pay 
20 percent. 

   Managed-Care Health Plans 

 For the past 20 years or so, because of the high costs of both medi-
cal care and insurance, many companies have chosen to opt for 
 managed-care plans.  With this type of plan, the subscriber (or user) 
contracts with and makes monthly payments directly to the organi-
zation that provides the health-care service. (In some cases, an 
insurance company is not involved; however, most major health 
insurance companies offer both indemnity plans as well as man-
aged-care plans.) 

 With a managed-care plan, the insured pays no deductibles and 
what used to be a small fee, which is now an ever-increasing fee or 
co-payment for offi ce visits and medications, and most basic medi-
cal services and preventive care services are fully covered. To keep 
costs down, managed-care insurers control (i.e.,  manage ) the costs 
of the medical care. For example, they may restrict access to a spe-
cifi c list of doctors; require patients to get a referral from a primary 
care physician in order to see a specialist (such as a heart surgeon 
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or a dermatologist); and require that the specialist also accept the 
insurance company ’s fee schedule. 

 The four principal types of managed-care plans are HMOs, 
PPOs, EPOs, and POSs, described in the following paragraphs. 

  HMOs (Health Maintenance Organizations)     An HMO is a collection of hospi-
tals, physicians, and other health-care providers who have joined to 
provide health-care services to its members. There are two types of 
HMOs:

    1.    Group HMOs  , which provide a group of doctors who provide 
healthcare in a central facility (usually a hospital). 

   2.    Individual practice associations (IPAs),   the more popular type, 
where doctors practice from their own offices as well as from 
community hospitals that are affiliated with the IPA.   

 Basic HMOs tend to be the least expensive form of health insur-
ance. Copayments, when they are required at all, are usually small, 
and preventive care services are almost always completely covered. In 
exchange, patients must see only approved doctors and need to get 
permission from a primary care physician before seeing a specialist or 
getting any care outside the HMO. (IPAs can be a bit more fl exible.) 

   PPOs (Preferred Provider Organizations)     A PPO is a plan that shares char-
acteristics of both an IPA and a traditional fee-for-service plan. The 
insurance company or provider group contracts with physicians and 
hospitals that agree to accept a negotiated fee for services provided 
for the insured. In addition (unlike a conventional HMO), a PPO 
also provides coverage for services not provided by the PPO network, 
so you can go to other doctors and hospitals at your own discretion, 
although you will be required to pay a higher fee. Also, PPOs allow 
you to see other doctors and specialists without prior approval. 

   EPOs (Exclusive Provider Organizations)     Like an HMO, the insurance com-
pany contracts with various medical providers to offer services to 
members of the EPO at reduced costs, but it reimburses EPO mem-
bers only when providers associated with the insurance company 
are used. 

   POS (Point-of Service) Plans     This is another form of fl exible HMO plan 
where you are encouraged to use network providers, but are allowed 
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to choose others outside of the plan, usually at a higher co-payment 
or deductible. This is called a point-of-service plan because you 
decide (at the point-of-service) whether to use it more like an HMO 
(within the HMO network) or PPO (outside the HMO network). 

    Blue Cross/Blue Shield Plans 

 If you are on a really tight budget, you might consider purchasing a 
Blue Cross/Blue Shield plan, which is a prepaid hospital and med-
ical expense plan that covers you for major medical and hospital 
expenses if you become seriously ill or injured. Sometimes called 
 catastrophic health insurance , with a Blue Cross plan, you are  taking 
the chance that you will stay reasonably healthy and be able to 
pay for your basic preventive health services out of pocket. At the 
same time, however, you are protecting yourself from fi nancial ruin 
if you should need substantial care or hospitalization. Premiums 
are lower on this type of coverage because you pay out-of-pocket 
for your common medical expenses, such as checkups and minor 
emergencies, and you will be charged a relatively high deductible, 
if you require hospitalization. Look for a policy that is guaranteed 
renewable, has a maximum lifetime benefi t of at least $1 million, 
and covers at least 80 percent of your doctor and hospital bills after 
you meet the high deductible. 

 More than 35 independent Blue Cross/Blue Shield organiza-
tions are in operation around the United States, usually on a local 
or state level (such as Empire State Blue Cross). Although not tech-
nically insurance companies, they are for-profi t corporations. 

   Medicare 

 Medicare (also sometimes called  Original Medicare ) is the United 
States government ’s health insurance program. Administered under 
the Social Security Administration, it is funded from Social Security 
taxes. It primarily provides medical insurance to citizens over age 
65; it also covers Americans younger than age 65 who are collecting 
Social Security disability benefi ts and people of any age with end-
stage renal disease (ESRD) or permanent kidney failure requiring 
dialysis or a kidney transplant. 

 You are automatically eligible for Medicare when you turn 65, 
although you must apply a month or two before your 65th birth-
day; if you apply later, your coverage can be delayed. If you have 
applied, coverage begins on the fi rst day of the month in which 
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you turn 65. For more information, visit  www.medicare.gov  or call 
1-800-MEDICARE (1800-633-4227). 

 Medicare covers three basic health care components: hospital 
insurance, supplementary medical care, and prescriptions, as well 
as an option plan run by private insurance companies. Medicare 
provides very limited coverage for only certain kinds of long-term 
care needs (discussed further in this chapter under the section on 
long-term care). 

  Medicare Part A     This covers inpatient hospital services for up to 90 
days. It also covers up to 100 days in post-hospital (rehab centers or 
nursing home) care in formal extended-care facilities. It is free to 
anyone who has paid Medicare taxes for more than a decade (or is 
married to someone who has). 

   Medicare Part B     Medicare Part B (also known as SMI or supplemen-
tary medical insurance) covers doctors’ services, outpatient care, 
laboratory tests, prosthetic devices, ambulance expenses, and other 
basic medical services—in other words, most things not covered 
under Medicare Part A (except prescription drugs). However, unlike 
Part A, which is free, Part B charges a monthly premium (which is 
deducted from your Social Security check) of slightly less than $100. 
There is also a small deductible along with a 20 percent co-pay on 
most services. This is why many people buy a Medicare supplemental 
insurance policy as well. 

 When you sign up for Medicare Part A, you will be asked if you 
want to be covered under Medicare Part B. You need not sign up 
for Part B if you are covered through insurance through your work-
place or your spouse ’s current job; however, unless you or your 
spouse is actively employed and insured, you need Part B. If you fail 
to sign up right away (either when you turn 65, or when you stop 
working and are no longer covered by a private health insurance 
company) you will be charged a 10 percent premium for every year 
you could have signed up but did not. 

   Medicare Part C     Medicare Part C (also known as  Medicare Advantage ) 
offers health plan options run by Medicare-approved private insur-
ance companies, including HMOs and PPOs. These plans allow 
recipients to receive Medicare benefi ts and services covered under 
Part A and Part B, and most cover Part D (prescription drugs), and 
some even offer additional benefi ts, but for an additional cost. 
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   Medicare Part D     Medicare Part D (prescription drug coverage) covers 
the costs of both brand-name and generic prescription drugs at par-
ticipating pharmacies. All Medicare recipients are eligible for this 
coverage; like Part B and C, it is a voluntary program; it also incurs a 
monthly fee and an annual deductible of about $300. 

   Medigap     Medigap (also called  Medicare Supplement Insurance ) is a pri-
vate health insurance policy designed to fi ll in the gaps that exist 
in fundamental Medicare coverage, including copayments, coinsur-
ance, and deductibles. If you have Medicare as well as a Medigap pol-
icy, Medicare will pay its share of the Medicare-approved amounts, 
and then the Medigap policy pays its share. (A Medigap policy is dif-
ferent from a Medicare Advantage Plan because Advantage Plans are 
ways to get Medicare benefi ts, whereas a Medigap policy only sup-
plements basic Medicare benefi ts. You cannot carry both a Medigap 
policy and a Medicare Advantage Plan.) 

 There are many different types of Medigap policies that are 
regulated under various federal and state laws, and vary in qual-
ity and cost. For additional information you should visit  www.medi
care.gov/medigap  or call 1-800-Medicare (1-800-633-4227). 

    Medicaid 

 Medicaid is a combined federal and state program that helps with 
the medical costs of nearly sixty million Americans in qualifi ed cat-
egories with limited income (generally between 100 and 133 per-
cent of the federal poverty level with some states at higher levels 
depending on the eligible category). In 2012 for a family of four, 
the 100 percent federal poverty line was $23,050.) In more general 
terms, in order to be eligible for Medicaid, you must be fi nancially 
needy, over age 65 or under age 21, blind, disabled, or receiving 
certain welfare benefi ts. 

 Starting in 2014, those eligible for medicaid coverage will 
include “all” those under 65 whose income is 133 percent or less 
than the federal poverty line. This will represent a signifi cant 
increase to the number of people covered on Medicaid, which will 
put a tremendous strain on the system that is already on the brink 
of insolvency. Medicaid covers doctor visits, emergency care, hospi-
tal care, vaccinations, prescription drugs, vision, hearing, long-term 
care, and preventive care. Medicaid is administered on a state level; 
all states offer these services, and many states also provide additional 
services. For more information, visit  www.healthcare.gov . 
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   Children ’s Health Insurance Program (CHIP) 

 CHIP provides low-cost health insurance coverage for children (up 
to age 19) in families who earn too much to qualify for Medicaid, 
but can ’t afford private health insurance. Every state covers routine 
check-ups, immunizations, hospital care, dental care, and lab and 
x-ray services for children. Children receive free preventive care, 
but low fees may be required for certain services. Each state sets its 
own rules for CHIP; to fi nd out more, visit  www.medicaid.gov.  

   COBRA (Consolidated Omnibus Budget Reconciliation Act of 1985) 

 COBRA requires employers with 20 or more employees to give you 
the opportunity to continue your health insurance under the com-
pany ’s insured group for up to 18 months, at your  own  expense. 
You are eligible for COBRA under any of the following scenarios:

•   whether you leave your job voluntarily (or begin working 
part-time) or involuntarily. 

•  if your spouse, who was the primary insured member of your 
family, dies. 

•  if you are getting divorced from a spouse who is the primary 
insured member.   

 The employee retains all benefi ts (except for disability income 
coverage), and pays the employer premiums, up to 102 percent of 
the company ’s cost. COBRA coverage can be extended for up to 
36 months under certain extenuating circumstances, such as the 
divorce or death of the employee. If you become eligible for Medi-
care, but your spouse isn ’t yet eligible for Medicare, your spouse can 
extend his or her COBRA coverage for up to 36 months or until he 
or she becomes eligible for Medicare—whichever comes fi rst. 

   Workers’ Compensation Insurance 

 Workers’ compensation insurance is designed to compensate work-
ers who are injured on the job or become ill through work-related 
causes and are therefore unable to draw a salary. Each state regu-
lates its own workers’ compensation insurance program, and details 
vary from state to state; however, normal benefi ts include medical 
and rehab expenses, disability income, and lump-sum payments for 
death and certain severe injuries. 
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   The Patient Protection and Affordable Care Act 

 On March 23, 2010, President Barack Obama signed the Patient 
Protection and Affordable Care Act of 2010, the central piece of 
legislation that overhauled the American healthcare system. A week 
later, on March 30, 2010, the President also signed the Healthcare 
and Education Reconciliation Act of 2010, a shorter piece of legis-
lation that amended several provisions in the initial Patient Protec-
tion Act. Taken together, these two pieces of legislation provided 
for massive healthcare reform and include an estimated $437 bil-
lion in new taxes and fees. The expanded healthcare coverage 
provided by the legislation is expected to reduce the number of 
uninsured Americans from over 50.7 million to about 32 million. 
The  legislation also included several extra pieces that are only imag-
inatively related to healthcare. In July 2012, the Supreme Court 
 generally upheld the constitutionality of the controversial 2010 
healthcare law. 

 Here are some of the provisions (which include a large num-
ber of non-health-related issues) in the health care reform laws that 
have already gone into effect:

•    Insurance for older children.  Children can remain on their 
parents’ health insurance policies through age 26. 

•   Insurance for pre-existing conditions.  Insurance compa-
nies cannot deny coverage to children with pre-existing 
conditions. 

•   Adoption credits.  The credit for adoption expenses is 
increased to $12,970 for 2013 and is not refundable. This 
credit is adjusted annually for inflation and has been perma-
nently extended. 

•   Small business tax credits for providing healthcare.  Small 
businesses (as well as tax-exempt organizations) with up to 25 
employees may qualify for a tax credit for the cost of purchas-
ing health insurance for their employees. In general, eligibil-
ity for the credit is based partially on the number of full-time 
employees and on the average annual wages per employee. 
To qualify for the credit, the employer must pay at least 50 
percent of the cost of health coverage at the single rate. For 
2010 to 2013, the maximum credit was 35 percent of premi-
ums paid by businesses and 25 percent of premiums paid by 
tax-exempt organizations. For 2014, the maximum credit 
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increases to 50 percent of premiums paid by businesses and 
35 percent of premiums paid by tax-exempt organizations. 
The maximum credit goes to those employers who employ 
10 or fewer employees and who pay annual average wages of 
no more than $25,000. The credit gradually phases out for 
firms with average wages between $25,000 and $50,000, and 
between 10 and 25 full-time equivalent workers. Because the 
calculation involves full-time or full-time equivalent employ-
ees, not the actual number of employees, an employer with 
more than 25 workers could qualify for the credit, if some or 
all of the workers are part-time. 

•   Medicare drug coverage . For those with Medicare drug 
coverage in the so-called donut hole, the law provides a 
50 percent discount on brand-name drugs. Additional dis-
counts are phased in over the coming years, and the donut 
hole will be eliminated by 2020. 

•   Health insurance reporting requirement.  Starting in 2012, most 
employers must report the value of each employee ’s health 
insurance coverage on the employee ’s annual Form W-2. 

•   Medical savings accounts.  Unless prescribed by a medical 
professional, over-the-counter medications can no longer be 
paid for with funds in a health savings account (HSA), flex-
ible spending account (FSA), and health reimbursement 
account (HRA). 

•  The additional tax on nonqualified distributions from HSAs 
increases from 10 percent to 20 percent. For nonqualified 
distributions from an Archer medical savings account (MSA), 
the additional tax increases from 15 percent to 20 percent. 

•   Drug industry fee.  An annual fee is assessed on drug manu-
facturers, starting at $2.5 billion in 2011 and increasing over 
the following years. Additional changes will go into effect 
over the next six years, including these:
•    FSA limits.  In 2013, the amount that can be contributed to 

a Health Flexible Spending Account (FSA) will be limited 
to $2,500 per year, indexed annually for inflation starting in 
2014.  Medical expense deduction.  In 2013, the 7.5 percent 
income threshold for deducting unreimbursed medical 
expenses will increase to 10 percent for those under  age 65. 
Those 65 and older  may continue to take an itemized deduc-
tion for medical expenses exceeding 7.5 percent of adjusted 
gross income through the year 2016. 
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•   Executive pay limit.  Starting in 2013, the compensation 
deduction for certain health insurance companies will be 
limited to $500,000 per year for high-level executives. 

•   Medicare tax increases.  In 2013, the payroll Medicare tax 
will increase from 1.45 percent of wages to 2.35 percent 
on amounts above $250,000 earned by married couples fil-
ing joint returns, $125,000 for married taxpayers filing 
separately and $200,000 for other types of individual tax-
payers. The income threshold levels will not be indexed 
for inflation. A 3.8 percent Medicare tax will be imposed 
on unearned income (interest, dividends, royalties, rental 
income, etc.) for single taxpayers with income over $200,000 
and married couples with income of $250,000. 

•   Medical device tax.  In 2013, a 2.3 percent excise tax will 
be imposed on the sale of certain medical devices.     

   The Healthcare Mandate and Other Issues 

 Starting in 2014, the so-called  mandate —the heart of the healthcare 
act—will go into effect. This mandate requires that all Americans 
carry some form of healthcare insurance. Individuals who are not 
covered by Medicare, Medicaid, or other government health insur-
ance will be required to maintain health insurance coverage or pay 
a penalty. Penalties will be calculated using a percentage of the tax-
payer ’s income or a fl at dollar amount. Subsidies and tax credits 
will be available to help lower income tax payer’s pay for coverage. 
In addition, other factors will slowly go into effect, including these:

•    Health insurance exchanges.  Health insurance exchanges 
will be established by state to enable people to comparison 
shop for coverage. 

•   Required coverage by large employers.  Large employers and 
big businesses (with more than 50 employees) must provide 
coverage for employees or face penalties. 

•   Tax credits for small businesses.  Tax credits will increase 
from 35 percent to a maximum of 50 percent of premiums 
paid by qualifying small businesses that provide coverage for 
their workers. The credit available to nonprofit employees 
will increase from 25 percent to 35 percent. 

•   Health industry fee.  An annual fee will be assessed on the 
health insurance industry, starting at $8 billion in 2014 and 
increasing over the following years. 
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•   Tax on “Cadillac plans.”  In 2018, insurance companies will 
be assessed a 40 percent excise tax on health insurance plans 
with annual premiums exceeding $10,200 for individual 
coverage and $27,200 for family coverage. An increase in 
the threshold amount is allowed for retired persons who 
are age 55 or older (an additional $1,650 for single cov-
erage and $3,450 for family coverage). These increased 
thresholds also apply for plans that cover those engaged in 
high-risk occupations.   

   Health Savings Accounts 

 Created in 2003,  Health Savings Accounts ( HSAs) are tax-free sav-
ings accounts—funded by employees, employers, or both—to 
spend on routine medical costs. Usually, HSAs are for individuals 
who are covered by high-deductible health plans but have no other 
health coverage. 

 A variation on an HSA is a Health Reimbursement Account 
(HRA), which is an account where the employer pays contributions 
to the tax-free accounts that employees can use to pay for medical 
expenses. Like the HSA, it is usually combined with a high- deductible 
health insurance policy. If your employer provides such a plan and 
you qualify, I would highly encourage you to take advantage of this 
pre-tax benefi t that is being provided. 

    Long-Term Care Insurance 

 If you or someone you are responsible for develops a prolonged 
physical illness, a disability, or a cognitive impairment, it ’s likely 
there will be a need for some form of long-term care. Many dif-
ferent care providers help people with chronic conditions over-
come limitations that are keeping them from being independent. 
Long-term care is similar to traditional medical care, except that it 
relates to prolonged medical care treatment. Long-term care assists 
individuals by providing them with the best quality of life possible 
under the circumstances. It typically does not improve or correct 
medical conditions, but helps with the care. Long-term care ser-
vices may include assistance with:

•   Activities of daily living 
•  Home healthcare 
•  Respite care 
•  Hospice care 
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•  Adult day care 
•  Care in a nursing home 
•  Care in an assisted-living facility   

 It is extremely important to note that these types of medical 
care are  not  covered under health insurance policies. 

  Don ’t Be a Victim of Long-Term Care Costs 

 Richard and Nicholas were two clients I had known for more than 
20 years. They were twin brothers who lived next door to each 
other in a modest neighborhood in Brooklyn, New York. Although 
they were twins, their personalities were polar opposites. Richard 
was a hard-working, conservative guy who always  paid himself fi rst , 
paid his bills on time, and of course, had an excellent credit score. 
By the time he retired, he had managed to accumulate $1.5 million 
in investible assets and was able to retire at age 65 without chang-
ing the lifestyle he and his wife were accustomed to. They had two 
grown children, three grandchildren, and were settling in to a com-
fortable retirement life. 

 In contrast, Richard ’s twin brother Nicholas always had dif-
fi culty maintaining a job. He lived his life in the proverbial fast 
lane, regardless of the consequences. He never saved any money; 
worse, he continuously accumulated debt throughout his life. By 
the time he turned 65, he owed more in liabilities than he had 
in assets; in other words, he was broke. He had no choice but to 
continue working until his age and physical condition made it 
impossible. 

 Eventually, Nicholas was no longer able to care for himself; 
fortunately, Richard and his wife happily found him the care he 
needed in a nursing home on Staten Island. Because Nicholas was 
living off only a small Social Security retirement check, he was able 
to qualify for Medicaid. He received care in this nursing home, and 
it did not cost him or his family a dime. The nursing home took 
over Nicholas ’s monthly Social Security check, and Medicaid 
took care of the rest. 

 Six months after Nicholas entered the nursing home, Richard 
suffered a major stroke. Although he survived the initial stroke, 
he was unable to walk, feed himself, or dress himself without the 
help of his wife. His condition got worse, and it became impossible 
for his wife to continue caring for him on her own. As diffi cult as 
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the decision was, his wife and children decided that Richard would 
need the help only a nursing home could provide. 

 Richard ’s family was able to get him into the same excellent 
nursing home as his brother Nicholas; in fact, they became room-
mates, and in a funny twist of fate, ended up living out the rest of 
their lives together. However, their respective fi nancial fates could 
not have been more different. 

 As mentioned, because Nicholas had no assets, Medicaid paid 
for his nursing home care. However, Richard, who had always lived 
responsibly and was able to accumulate assets to secure his fam-
ily ’s future and peace of mind, was therefore ineligible for Medic-
aid. As a result, his family needed to pay for the nursing home costs 
out-of-pocket, and the bill came to more than $110,000 per year. 
They thought they had no choice but to pay because there was no 
other way to care for Richard. He lived for another 11 years, which 
almost completely wiped out the assets that he had worked so hard 
to accumulate. 

 Unfortunately, sometimes the Medicaid system rewards bad 
behavior and penalizes good behavior, and this is a classic example. 
Although Richard received the same care as his brother and lived 
in the nursing home for almost 12 years, this experience used up 
his entire life savings. His wife and children were denied the fruits 
of his labor and the benefi ts of the sacrifi ces he made for them 
throughout his life. Meanwhile Nicholas, who also lived at the same 
nursing home and received exactly the same care, did not have to 
pay a dime. This, in my opinion, is a very sad ending to what should 
have been a fi nancial success story. 

 Perhaps one of the most important things to plan for once you 
become fi nancially independent is how to protect the assets you have 
accumulated. Clearly, if you do not protect your fi nancial independ-
ence once you have achieved it, it is almost as irresponsible as never 
taking the steps to achieve it in the fi rst place. This is where meeting 
with a fi nancial planner and elder care attorney is critical. 

 Richard could have taken the necessary steps early on to pro-
tect his family and the assets they were able to accumulate through-
out their lifetime. This is one family health risk you cannot afford 
to take.  You must take preventive action to ensure that your life long hard 
work and assets are protected in case a catastrophic long-term illness occurs.  
There are numerous strategies you can employ to protect your 
assets; however,  obtaining an adequate long-term care insurance policy  is 
probably the easiest way you can accomplish this. 
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 There are numerous other planning options available that fall 
under the umbrella of Medicaid planning, which include Medicaid 
trusts, retaining a life estate, and outright property transfers. The 
rules and regulations in this area are quite complex and differ from 
state to state. This subject is beyond the scope of this book, but it 
does require serious attention. Therefore, my advice to every fam-
ily is to seek out the proper help and guidance from a qualifi ed 
Medicaid planning attorney. This planning must take place years 
in advance of developing the need for long-term care. If you or a 
family member require long-term care and have not already imple-
mented a plan, you should immediately meet with a Medicaid plan-
ning attorney to minimize the loss of your hard-earned money. 

   The Cost of Long-Term Care 

 The cost of long-term care is extremely expensive. The cost 
depends on the amount and type of care that you will need and 
where and how you get it. For example, of the 50 states, New York 
State has one of the highest costs for obtaining care in a long-term 
care facility. According to a recent survey conducted in 2012 by 
Genworth Financial, the average cost of care for a private room 
in a New York nursing home is $123,005 per year, and the average 
cost to hire a home health aide is $50,336 per year. These costs not 
only vary state by state, but also county by county within each state. 
To fi nd out the cost of the various options of long-term care treat-
ments in your state, visit Genworth ’s website at  www.genworth.com/
content/home.html . Use this website to obtain a general guide of 
what your long-term care cost might be. 

 For most people, the cost of long-term care will wipe out their 
life savings within just a few short years. Being prepared for this 
type of family health management risk is critical to maintain your 
fi nancial independence as well as that of your family ’s. 

 People pay for long-term care in a variety of ways. These 
include: using the personal resources of individuals or their fami-
lies, obtaining long-term care insurance, and receiving some assis-
tance from Medicaid for those who qualify. 

 As described earlier in this chapter, Medicaid is the govern-
ment-funded program that pays nursing home care only for 
individuals who have low income and little or no assets. To get Med-
icaid help, you must meet federal and state guidelines for income 
and assets. Many people start paying for nursing home care out of 
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their own funds and “spend down” their assets until they are eligi-
ble for Medicaid. Medicaid may then pay part or all of their nursing 
home costs. You may have to use up most of your assets on your 
healthcare before Medicaid will help. Basically, you need to be 
broke, because this is a form of public assistance. 

 State laws differ about how much money and assets you can 
keep and be eligible for Medicaid. (Some assets, such as your 
home, may not count when deciding if you are eligible for Medic-
aid.) However, federal law requires your state to recover from your 
estate the cost of the Medicaid-paid benefi ts you receive. Contact 
your state Medicaid offi ce or state department of social services to 
learn more about the rules in your state. 

 This is only the most general information. There are many 
other rules about what you can and cannot keep, but the bottom 
line is that if you are unmarried, you must give up almost every-
thing you have worked so hard to accumulate in order to qualify 
for Medicaid coverage in a nursing home. Unmarried and married 
persons should get legal advice as to the available options regard-
ing protecting your assets. This is a very hot topic, and the law is in 
a constant state of fl ux. 

 Rules for married people vary from state to state. For example, 
in community-property states, all of your income from any source 
(no matter which spouse the checks are made out to) is consid-
ered to be divided equally between both of you. In any other state, 
only checks that are made out to you count toward your Medicaid 
eligibility. 

 As is true for single people in most states, if the cost of a nurs-
ing home is higher than your income, you will qualify for the Med-
icaid nursing home funds. An elder-care attorney can help you 
fi gure this out. Your elder-care specialist can help you estimate the 
amount that your stay-at-home spouse would be able to keep—or 
even have the amount increased according to his or her needs—
because it will be completely different in each state, as are the for-
mulas that determine it. 

 After qualifying on the income test, you also need to pass an 
asset eligibility test. Your home, car, and personal property are 
generally protected for your healthy spouse. Married couples can 
also keep some money in investments or cash. You can obviously 
see that you will have to give up most of your assets to qualify. 
Studies of individuals entering nursing homes have documented 
that half of the people in the study on Medicaid were not poor 
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when they entered the facility. They had to “spend down” their 
assets until nothing was left before Medicaid took over. 

 While your spouse is living in the house, the state will not try 
to take it. Once your spouse dies, however, and the estate is left to 
your benefi ciaries, the state could try to make a claim against the 
home by placing a Medicaid lien against it. 

   Paying for Long-Term Care with Insurance 

 Long-term care insurance is one other way you may pay for long-
term care. This type of insurance will pay for some or all of your 
long-term care. 

 The Health Insurance Portability and Accountability Act of 
1996 (HIPAA) is a federal law that gives some federal income tax 
advantages to people who buy certain long-term care insurance 
policies. These policies are called  tax-qualifi ed long-term care insurance 
contracts,  or simply  qualifi ed contracts . Numerous states also provide 
for special tax breaks for premiums paid for long-term care. These 
include tax deductions and tax credits which would help you pay 
part of the cost of your premiums. If you are paying premiums for 
long-term care insurance, be sure to let your tax preparer know, 
and ask your tax preparer to fi nd out what special tax deduction or 
credits may be available in your state. 

 For 2013, qualifi ed long term care insurance contract premi-
ums can be deducted as medical expenses with limitations based on 
age (up to age 40 $360, 41 to 50 $680, 51 to 60 $1,360, 61 to 70 
$3,640 and over 70 $4,550). 

   Should You Buy Long-Term Care Insurance? 

 Whether you should buy a long-term care insurance policy will 
depend on your age, health status, overall retirement goals, income, 
and assets. For example, if your only source of income is a Social 
Security benefi t or Supplemental Security Income (SSI) and you 
have a minimal net worth, you probably should not buy long-term 
care insurance, because you may not be able to afford the premium 
and you may qualify for Medicaid. 

 Conversely, if you have a large amount of assets but do not 
want to use them to pay for long-term care, you may want to 
buy a long-term care insurance policy. Many people buy a policy 
because they want to stay independent of government aid or the 
help of family. They do not want to burden anyone with having to 
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care for them. However, you should not buy a policy if you cannot 
afford the premium or are not sure you can pay the premium for 
the rest of your life. 

 Consider buying long-term care insurance if:

•   You have significant assets and income, 
•  You want to protect some of your assets and income, 
•  You can pay premiums, including possible premium increases, 

without financial difficulty, 
•  You want to stay independent of the support of others, and 
•  You want to have the flexibility of choosing care in the setting 

you prefer or one in which you will be most comfortable.   

 Private insurance companies sell long-term care insurance poli-
cies. You can buy an individual policy from an agent or through the 
mail. Or you can buy coverage under a group policy through an 
employer or through membership in an association. The federal 
government and several state governments offer long-term care 
insurance coverage to their employees, retirees, and their families. 
This program is voluntary, and premiums are paid by participants. 
You can also add a long-term care benefi t rider through certain life 
insurance policies. 

 The following paragraphs describe some of the specifi c terms 
used in a long-term care policy that will determine your eligibility 
under the plan. When comparing policies, be sure to compare how 
each of the policies defi nes these terms. 

  Activities of Daily Living     The inability to cope with activities of daily liv-
ing (ADLs) is the most common way insurance companies decide 
that you are eligible for benefi ts. The ADLs most companies use are: 
 bathing, continence, dressing, eating, toileting, and transferring  .  Typically, 
a policy pays benefi ts when you cannot do a certain number of the 
ADLs, such as two of the six or three of the six. 

   Elimination Period     With many policies, your benefi ts will not start the 
fi rst day you go to a nursing home or start using home care. Most 
policies have an  elimination period  (sometimes called a  deductible  or a 
 waiting period ). That means benefi ts can start 0, 20, 30, 60, 90, or 100 
days after you start using long-term care or become disabled. How 
many days you have to wait for benefi ts to start will depend on the 
elimination period you pick when you buy your policy. You might be 
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able to choose a policy with a zero-day elimination period but expect 
it to cost signifi cantly more. 

   Infl ation Protection     Protecting against infl ation can be one of the most 
important additions you can make to a long-term care insurance pol-
icy, although it will increase the premium you pay. If your benefi ts 
do not increase over time, years from now, you may fi nd that they 
have not kept up with the rising cost of long-term care. The younger 
you are when you buy a policy, the more important it is for you to 
think about adding infl ation protection; otherwise, you will be only 
partially covered when the need arises. 

   Underwriting     Companies that sell long-term care insurance medically 
 underwrite  their coverage. They look at your health and family history 
before they decide to issue a policy. You may be able to buy coverage 
through an employer or another type of group without any health 
underwriting or with more relaxed underwriting. 

   Guaranteed Renewable Insurance     In most states, long-term care insurance 
policies sold today must be  guaranteed renewable , which means that 
the insurance company guarantees you a chance to renew the policy. 
However, it does  not  mean that it guarantees you a chance to renew 
at the same premium; your premium may increase over time. You 
should consult with an insurance agent or broker who specializes in 
long-term care insurance and would be able to secure a policy that 
will meet your specifi c needs. 

 Do not let your long-term care needs wipe out your family ’s 
fi nancial independence! 

     Disability Insurance 

 If you became disabled and couldn ’t work, would you have enough 
savings to cover your living expenses until you were able to get back 
to work? For most people, the answer to this question is unfortu-
nately no, which means that they would not be adequately pre-
pared. 

 A  disability  is generally defi ned as a limitation of your physical 
or mental ability to work resulting from sickness or injury. It may 
be  partial , in which case you are unable to perform certain job 
tasks and functions, or  total , in which case you are unable to work 
at all. 
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 According to the Council for Disability Awareness, 3 in 10 peo-
ple entering the workforce today will become disabled before retir-
ing, and 1 in 7 people can expect to be disabled for fi ve years or 
more before retirement. These are startling statistics and make it 
very clear that short- and long-term disability is a necessity, espe-
cially if you are the primary wage earner in your family and your 
income is needed to cover your living expenses. 

 Most employers are required by law to provide some form 
of workers’ compensation and short-term disability coverage for 
their employees. However, it is important to understand that 
very few employers provide  long-term  disability coverage, and this 
responsibility rests on your shoulders. The extent of coverage 
under these employer provided short-term disability plans are 
very limited and short in duration. Workers’ compensation pro-
tects you if you are injured while performing your job at work. 
Short-term disability insurance replaces part of your income 
while you are injured or ill for any reason for a short period 
of time. 

 Depending on the state you live in and the policy that you are 
covered under through your employer, your benefi ts may be insuf-
fi cient to allow you to continue meeting your basic living expenses. 
The requirements of an employer to provide short-term disabil-
ity will vary based on your state of employment, because it is not 
required in all states. 

 New York State is one of the states that actually requires 
employers to carry short-term disability coverage for workers who 
are injured off the job or who suffer a serious illness. Using New 
York State as an example, the short-term disability benefi ts pay 
only $170 per week or up to 50 percent of the employee ’s salary, 
whichever amount is smaller. Payments will continue while you 
are disabled, but they end after 26 weeks. If you cannot afford to 
live on this amount per week for six months, then you need to be 
 prepared. 

  Social Security Disability Benefits 

 The disability qualifi cation under Social Security is differ-
ent from the general defi nition, as well as how most insurance 
companies defi ne it. Social Security pays only for  total disability . 
No benefi ts are payable for partial disability or for short-term 
 disability. 
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  Disability  under Social Security is based on your inability to work. 
They consider you disabled under Social Security rules only if:

•   You cannot do work that you were able to do before; 
•  Social Security Administration decides that you cannot adjust 

to other types of work because of your medical condition; 
and 

•  Your disability has lasted or is expected to last for at least one 
year or to result in death.   

 SSA uses a much stricter defi nition in determining your eligibil-
ity for benefi ts. Under its program, the rules assume that working 
families have access to other resources to provide support during 
periods of short-term disabilities, including cash reserves from sav-
ings, workers’ compensation, and short-term disability insurance. 

 To be eligible for Social Security disability benefi ts, you need to 
pass two tests. The fi rst test is a “recent work” test based on the age 
when you become disabled. If you are under 24 at that time, you 
need to have worked 1.5 years out of the 3 years ending with the 
calendar quarter you are disabled. If you are over 30, you need to 
have worked at least fi ve out of the 10 years ending with the quarter 
you are disabled. The second test is a “duration of work test” based 
on the age of becoming disabled. For example, if you became disa-
bled before age 28, you must have worked at least 1.5 years (6 cred-
its of employment), and if you were disabled at age 60, you need to 
have worked 9.5 years (38 credits for employment). For each year, 
four service credits can be earned from wages or self-employment. 
In 2013, you earn one credit for each $1,160 of wages or self-
employment income. When you have earned $4,640, you have 
earned your four credits for the year. 

 It is entirely possible to be deemed disabled by a commercial 
insurance company and not by the Social Security Administration, 
because insurance companies set their own eligibility requirements. 
To receive benefi ts, the SSA requires that you be disabled from 
doing almost any sort of work, whereas commercial companies may 
require only that you be disabled from doing your own particular 
type of work or profession. 

 The Social Security Administration ’s benefi ts—for retirement, 
disability, survivors, or dependents—were initially intended to be a 
safety net that could be used to replace  some  of your lost income. 
You cannot rely on Social Security disability alone, and this is why it 
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is so important that you obtain a long-term disability policy through 
an insurance company. 

   Long-Term Disability Insurance 

 If you become seriously ill or injured, long-term disability insur-
ance would substitute a portion of your salary after a certain period 
of time. Being able to replace the salary you were making before 
you became disabled and unable to work would be a necessity most 
people could not do without. If you don ’t have the proper insur-
ance coverage, a long-term disability could potentially wipe you out 
fi nancially and prevent you from ever becoming fi nancially inde-
pendent. You need to consider whether you and your family could 
survive comfortably without your salary. If the answer is no, then 
you must seek out the proper coverage immediately. This is one 
family health risk management issue you should not do without. 
This is clearly a need and not a want. 

 Ideally, you want to secure coverage that would pay you the typi-
cal maximum benefi t of 66 percent of your income after an acci-
dent that leaves you unable to work at your current job. It should 
cover you in case of an illness or an accident. 

 You should have a policy that would cover you for what is 
known as  owner’s occupation , not  any occupation . This is the option 
that clearly separates what is available on the market through insur-
ance companies from what the Social Security Administration pro-
vides. If you become disabled and can no longer perform your 
current occupation, regardless of what other kinds of work you 
might be able to do, the insurance company will pay you this disa-
bility benefi t. A policy that covers  any occupation  would pay you only 
if you could not perform any job at all. 

 Long-term disability insurance should be  guaranteed, non-cancelable,  
and  renewable . If it is not, your insurance company can cancel your 
policy. By including these options, the only reason your policy can be 
cancelled is if you stop paying your premiums. With these options, 
your insurance company cannot increase your premium or change 
any of your policy ’s provisions, even if there is a change in your 
health that may increase your probability of becoming disabled. 

 Your policy should have  residual benefi ts , which means it will 
guarantee a certain percentage of your former job ’s income in 
comparison to your new job ’s income. It should also include Cost-
of-living Adjustments (COLAs), via a rider that can be included 
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in your policy typically for an extra cost. This rider allows you to 
increase your coverage periodically so that you can factor in infl a-
tion to future benefi ts without having an additional physical. 

 The elimination period, which is the amount of time after your 
injury or the onset of your illness when you receive no benefi ts, 
varies from policy to policy. Ideally, a 60-day elimination period is 
preferable, but you can select a policy with a 90-day elimination 
period to reduce the cost of your premiums. I would recommend 
the 90-day period only if you can afford to live without a paycheck 
for 90 days. (This is also why I recommended in Chapter    1     that you 
have three to six months’ worth of liquid cash available in case of 
an emergency. In essence, you are self-insuring against the possibil-
ity of a short-term disability by maintaining this cash reserve. If you 
do not have this emergency cash available, make sure you are work-
ing toward establishing an emergency fund for yourself and your 
family.) 

    Life Insurance 

 Life insurance was originally designed to protect people while they 
were relatively young, in case the family wage earner died prema-
turely. Later on in life, once the children had grown and the cou-
ple ’s retirement nest egg had already been established, there was 
no longer a need for life insurance, and the policy would be can-
celled. I believe that, for many people, this is actually the way their 
life insurance should be handled today. It is my opinion that most 
people should not be using life insurance as a savings strategy. If 
you ’re single and have no dependents, there is usually no need for 
you to have life insurance. 

 There are four basic questions to ask yourself when determin-
ing your life insurance needs:

    1.  Do I really need it? 
   2.  What dollar amount do I need? 
   3.  How many years will I need it? 
   4.  What type of life insurance policy would best meet my needs?   

 Examine your statement of cash fl ow (described in Chapter    3    ). 
Now imagine what your family ’s statement of cash fl ow would look 
like, in the event that one or both wage earners were no longer 
alive and that income was no longer available. Could the remaining 
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family income cover the fi nancial obligations and dreams you have 
set for the future, such as paying for your children ’s education? If 
your survivors would have enough money to maintain their stand-
ard of living, then you do not need life insurance. On the other 
hand, if there is a shortfall, you will need to make this up by secur-
ing the proper type and amount of life insurance. 

 Quite frankly, life insurance should really be called  income-
replacement insurance . After all, the policy cannot bring you back to 
life; it can only serve as a means to replace the income you would 
have earned if you had lived. As a general rule, many life insurance 
advisors recommend having at least 10 times your annual salary as 
a death benefi t, to allow your family the ability to generate income 
with these funds that will partially replace the lost earnings when 
you are no longer around. How much life insurance you really 
need will depend on several factors, including these:

•   What your current income is. 
•  What percentage of this income your family will need when 

you are gone. 
•  How many years your family will need this income to 

continue. 
•  What inflation rate you expect during this time period. 
•  What rate of return you expect your family will earn on the 

death benefit over this time period. 
•  What lump-sum payments your family will need to make 

when you die.   

 To help you determine what may be the right amount of life 
insurance for you and your family, consider the following example: 
Let us assume you currently earn $100,000 per year before taxes and 
that your family would need $75,000 per year to maintain their cur-
rent standard of living after your death. Let us also assume that you 
would need this income stream for 15 years, because at that point, 
your home mortgage would be paid off and your children would 
be out of college and independent from your spouse. Let us also 
assume your family can expect to earn a 5 percent rate of return on 
this money. We will also assume you have suffi cient assets set aside 
to cover your funeral costs, and to keep the example simple, we 
will not factor in any infl ation. To factor in all of these other vari-
ables, I encourage you to use a fi nancial calculator, such as the one I 
describe on the following page. 
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 This hypothetical situation can be analyzed by also saying 
how much money you will need at a particular point of time in 
order to ensure a $75,000-per-year income stream over a 15-year 
period while these funds are earning a 5 percent rate of return. 
This is a present-value-annuity factor, and you can use Exhibit 11.5 
in Chapter    11     to assist you with this calculation. By completing the 
worksheet on Exhibit    11.5  , you will be provided the answer to this 
question. 

 In step 1, enter 5 percent and in step 2, enter 15 years. Then 
look up the proper present-value-annuity factor by looking at row 
15 years and column 5 percent for a factor of 10.37966. In step 4 
of this exhibit, insert $75,000 in annual cash receipts your family 
would need to receive. Then, multiply the $75,000 by the present-
value-annuity factor of 10.37966. 

 Therefore, you would need approximately $778,475. I recom-
mend rounding this off to $800,000, as this is really a rough esti-
mate of your life insurance needs to replace the lost income from 
your unexpected death. 

 Please understand there are numerous ways to estimate the 
amount of life insurance your family would need and numer-
ous other factors that may need to be taken into consideration. 
A fi nancial calculator can assist you with this calculation because 
it can take numerous other factors into consideration. For exam-
ple, you can use the fi nancial calculator found at  http://fi nance
.yahoo.com/calculator/index/ . Go to the Insurance section, and 
click on “How much life insurance do I need?” This online 
calculator will provide you with a reasonable estimate of the 
proper amount of life insurance to meet your needs. Securing 
the proper amount of life insurance will provide you and your 
family with a tremendous amount of security, and if you choose 
term insurance (described next), I think you will be surprised how 
affordable a large policy can be. 

  Term Life Insurance 

  Term life insurance  is far less expensive than permanent life insur-
ance. I strongly believe that term is the best type of life insurance 
for the vast majority of people, and it literally costs a fraction of 
the price when compared to permanent insurance. Term life insur-
ance is an effi cient way to protect your family, which will give you 
the highest coverage at the most affordable price. 
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 One of your goals should be to make sure that by the time you 
are retired, you will have enough income from your retirement 
plans to support yourself—and your loved ones, after you are gone. 
Once you have enough to live on, there may be no need for life 
insurance. With that said, you should never cancel or attempt to 
change a policy without checking with your doctor and having a 
thorough physical, as you may want to keep insurance you other-
wise would not have needed for medical reasons. By the time you 
are ready to retire and are fi nancially independent, your need for 
life insurance and your need to pay the premiums may be gone. 

 Term life insurance protects you for a certain number of years 
(typically 1 to 20), and once the  term  of the policy is over, you can 
usually renew the policy and begin another term without provid-
ing evidence of your insurability, though often at a higher cost. If 
you die during the term of the policy, the insurance company pays 
out the death benefi t to your benefi ciaries. The older you get, the 
more expensive term insurance becomes, because it is more likely 
that the company will have to pay out the death benefi t. By the 
time you are in your seventies, the premiums in term life insurance 
will be very high, but if you have planned properly, you should no 
longer need it. Depending on your particular situation and individ-
ual needs, you may want to select a level term policy, annual guar-
anteed-renewable term, decreasing term insurance, or increasing 
term life insurance. 

 With a  level term policy , your premiums would stay the same for 
the term you have chosen, usually 5, 10, 15, or 20 years. You can also 
buy  annual guaranteed-renewable term insurance , where, at the end of 
each year if you renew the policy, the premiums increase to refl ect 
your new age. Another option is  decreasing term insurance , which 
reduces the amount of your death benefi t over time. This is typically 
used by people who want the peace of mind of knowing that in the 
event of the breadwinner ’s death, their mortgage can be paid off in 
full. (This is sometimes referred to as  mortgage insurance , but is really 
a term life insurance policy.) This kind of policy starts with a spe-
cifi c death benefi t that decreases each year until your policy expires, 
which typically goes hand in hand with the payoff of your mortgage. 

 There is also  increasing term life insurance , which provides a death 
benefi t that rises steadily as the term continues, which may be an 
option, if this meets your needs. 

 When selecting the number of years of coverage under your 
term policy, it must be long enough to protect your family so that 
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your family can be taken care of fi nancially even after your death, 
and with the loss of your earned income. 

   Permanent Life Insurance 

 If you decide that you don ’t want term life insurance and that per-
manent life insurance will better meet your specifi c life insurance 
needs, there are three major types of permanent life insurance you 
can purchase:  whole life insurance, universal life insurance,  and  variable 
life insurance.  With whole life and universal life policies, the insur-
ance company will invest your cash value and give you a declared 
interest rate. In contrast, variable life policies give you mutual-fund 
type investment options for your cash value, and you have numer-
ous investment options to choose from. 

 One of the major advantages to these policies is that the money 
you invest in a cash-value life insurance policy will grow on a tax-
deferred basis, similar to a fi xed or variable annuity. 

  Whole Life Insurance     A cash value policy, also known as a  whole life policy , 
is a permanent policy in which you are guaranteed coverage for life. 
Your premiums are priced accordingly, because the insurance com-
panies know that they will eventually have to pay out the death ben-
efi ts (unless you let the policy lapse by not paying your premiums). 
These policies have a cash value, which means that the insurance 
company takes your annual premium, deducts some administrative 
fees and a profi t margin plus the cost of death protection, and puts 
the rest into a savings account called your  cash value.  So you are actu-
ally buying term life insurance that will not expire, with a savings plan 
as an add-on. Whole life insurance is generally just a costly way to 
maintain a tax-deferred, and in some cases tax-free, savings account. 

   Universal Life Insurance     This is a variation of whole life insurance, except 
that the return on the investment portion of your insurance premi-
ums is not guaranteed and grows at a variable rate. As with whole life 
insurance, the insurance company makes many of the investment 
decisions. 

 Because whole life insurance policies and universal life insur-
ance policies have cash values, if you decide not to keep your pol-
icy, or if you suddenly need money while you are alive, you can cash 
out. However, if your goal in buying life insurance is to put money 
aside, there are far better ways to save. 
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   Variable Life Insurance     In my opinion, there are far too many costs and 
risks associated with this type of life insurance; therefore, I will sim-
ply say avoid purchasing this type of life insurance since there are 
much better ways to accomplish your goals.   1   

   Comparing Term Life Insurance and Permanent Life Insurance     In most cases, 
purchasing a term life insurance policy that will cover you until 
you are fi nancially prepared to retire is the most effective strat-
egy. If you do not opt into a permanent policy (whether whole, 
universal, or variable life), you can use the money that it would 
have cost you toward accumulating wealth. If you also use this sav-
ings towards funding a qualifi ed employer-provided retirement 
plan or an individual retirement account (IRA), you will be able 
to save in pretax dollars. This will make a signifi cant difference 
in the time it takes for you to reach  point X , fi nancial independ-
ence. (I cover this in more detail in Chapter    8    , Planning for 
Retirement.) 

    A Second-to-Die Life Insurance Policy 

 This type of policy is also referred to as a  survivorship life policy : 
it insures two people (usually spouses), and it does not pay until 
both insured people have died. Such a policy is normally worth 
considering if you are going to leave a very large estate that will 
incur substantial estate taxes. The most common type of second-
to-die policy is universal life, which is permanent insurance. You 
can also purchase 10-, 20-, or 30-year convertible second-to-die 
term life insurance, which is much more affordable. Keep in mind 
the primary purpose for this type of insurance is for estate plan-
ning; therefore, you do not want to outlive the term of your policy. 
Ultimately, a permanent second-to-die life insurance policy will be 
needed for this purpose. 

 Federal tax law allows you to leave an unlimited amount of 
money, tax-free, to your spouse. When your spouse dies, federal 

 1 Before investing, you should consider the costs and fees associated with a 

variable life insurance policy. Plans are subject to enrollment, maintenance, 

administration/management fees, surrender charges, mortality and expense 

risk charges, and charges for any optional benefi ts. As with any investment, it ’s 

important to fully consider the plan ’s objectives, risks, charges, and expenses 

before investing.
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taxes will be due on both your estates, and they usually must be paid 
within nine months of the death of the second spouse. A second-
to-die life insurance policy could theoretically be used to cover the 
payment of these estate taxes. 

 If you have a substantial net worth and believe your estate will 
be subject to signifi cant estate taxes, a permanent life insurance 
policy may then be the right choice for you. Although most peo-
ple only need term insurance, high-net-worth individuals can take 
advantage of the signifi cant tax savings a permanent insurance pol-
icy can offer. When combining a permanent life insurance policy 
with an irrevocable life insurance trust (ILIT), you can signifi cantly 
preserve your family’s fi nancial legacy. (Estate planning with life 
insurance is covered in more detail in Chapter    10    , Preserving your 
Estate.) 

 As you can see, having the right type of life insurance at differ-
ent stages in your life is an essential part of any high-quality fi nan-
cial plan. Making the right choices will accelerate your progress to 
achieve fi nancial independence. You must always remember to dis-
tinguish between what you  need  and what you  want . Life insurance 
is perhaps the most unselfi sh  need  in your life, because you will not 
personally benefi t from it; it is a need you fulfi ll for the benefi t of 
your loved ones. 

    Buying Insurance Policies 

 Before you purchase insurance, make sure you have done the 
proper research. Always shop around and compare policies to 
make sure you are getting what you really need at the best pos-
sible price available. When doing your comparison shopping, 
be certain you are comparing apples to apples (so to speak), 
because many policies have different options with many bells 
and whistles attached. You should not compare based on price 
alone, because the cheapest policy may not be the best policy to 
meet your needs. You must be sure to fi nd out exactly what the 
policy will specifi cally cover and what is excluded from the cover-
age. Make sure you know specifi cally what is required for you to 
qualify for the benefi ts. Finally, you should reevaluate your needs 
each year and ensure that your policies are still meeting your 
requirements. 

 As a general rule, you always want to compare policies from two 
or more insurance companies. Many insurance companies offer 
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you a reduced premium if you are able and willing to pay on an 
annual basis instead of monthly or quarterly. Remember the simple 
rule that every time you purchase something, you must ask your-
self is this something you  need  or something you  want ? And if it is a 
need, is there a less-expensive alternative? Following these simple 
rules will save you money and assist in your pursuit for fi nancial 
independence. 

 When choosing an insurance company, make sure it is fi nan-
cially sound and will be around to pay your claim when the time 
comes. All insurance companies are not created equal, and very 
often, you may be quoted a lower price from a company that is 
not as fi nancially sound as others you are comparing it to. The 
following are the four major rating services for insurance compa-
nies, which can assist you in determining their fi nancial strength; 
check with these rating agencies before entering into an insur-
ance contract:

•   AM Best:  www.ambest.com  
•  Moody ’s:  www.moodys.com  
•  Standard & Poor ’s:  www.standardandpoors.com  
•  Duff and Phelps:  www.duffllc.com    

 Before you buy an insurance policy from any company, please 
be sure the company carries at least all of the following ratings:

•   AM Best: A– or better 
•  Moody ’s: AA or better 
•  Standard & Poor ’s: AA or better 
•  Duff and Phelps; AA or better   

 Throughout your journey to fi nancial independence, you never 
know what unexpected problems may happen. Being prepared 
for the unexpected is precisely what insuring your health and life 
is all about. There are major family risk management issues that 
we all need to be concerned about. Obtaining the proper health 
insurance, disability insurance, long-term care insurance, and life 
insurance can provide you with peace of mind. Being unprepared 
for the unexpected can rob you and your family of your pursuit to 
fi nancial independence.         
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2 IRS CIRCULAR 230 NOTICE: To ensure compliance with requirements imposed 

by the IRS, we inform you that this book (including any attachments) is not 

intended or written to be used, and cannot be used, for the purpose of (i) avoiding 

penalties under the Internal Revenue Code or (ii) promoting, marketing or recom-

mending to another party any transaction or matter addressed herein. (iii) The tax-

payer should seek advice based on the taxpayer ’s particular circumstances from an 

independent tax advisor.

      TAX FACTS AND STRATEGIES   2   FOR INSURING 
YOUR HEALTH AND LIFE  

•       Take full advantage of medical insurance premiums paid by your employer  

on your behalf. This is considered a tax-free fringe benefi t. These medical 

insurance premiums are 100 percent deductible by your employer and tax 

free to you. All payments made by the medical insurance company to cover 

your medical expenses are also tax-free payments made for your benefi t.  

•    Under the Affordable Care Act plan:  You have limited opportunities to deduct 

medical costs (including self-paid medical insurance premiums) for you and 

your family. Starting in 2013, your deduction may be limited to only the 

amount that exceeds 10 percent (7.5 percent for taxpayers over 65 through 

2016) of your AGI. This is why having medical insurance through your 

employer and a Health Savings Account (HSA) is so important, because this 

allows you to pay for these costs in pretax dollars.  

•    If your health insurance qualifi es as a high-deductible plan,  you should establish 

an HSA, and fully fund tax-deductible contributions to cover future medical 

expenses. In 2013, individuals can contribute and deduct $3,250 for a single 

policy and $6,450 for a family. If you and your spouse are 55 or older, you can 

make an additional tax-deductible, catch-up contribution of $1,000 each. 

•  Insurance premium costs for long-term care policies  may be partly or fully 

deductible, depending on your age, as well as the limitations on your AGI. 

(The limitations are similar to those for medical costs.) Benefi ts from a 

qualifi ed long-term care insurance contract are generally not included as 

income and are tax free to the extent they are reimbursements of qualifi ed 

expenses. For 2013, qualifi ed long-term care insurance contract premiums 

can be deducted as medical expenses with limitations based on age (up to 

age 40 $360, 41 to 50 $680, 51 to 60 $1,360, 61 to 70 $3,640 and over 

70 $4,550).  

•   During 2013, payments for personal injuries and sickness under a qualifi ed 

long-term care insurance policy can be excluded up to $320 per diem.  

•    Workers’ compensation payments  for job-related injuries or illnesses are tax 

free.  

•    Dividends on life insurance policies  are generally treated as a refund of your 

premiums and are not taxed until they exceed the total premiums paid.  

$
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• You can exchange certain insurance policies on a tax-free basis  if they meet 

certain requirements. Generally, you can exchange a life insurance policy 

for another life insurance policy, endowment policy, or an annuity contract. 

You can also exchange an endowment policy for another endowment policy 

or annuity contract, and annuity contracts for another annuity contract with 

identical annuitants. See your insurance advisor for more details.  

•    Life insurance proceeds you receive upon the death of the insured are gener-

ally income-tax free  to the benefi ciary. If not properly structured, however, 

the insurance proceeds may be subject to estate taxes (the 40 percent rate 

may apply) and the benefi ciary may actually receive the reduced amount. 

This reduction may be eliminated by setting up an ILIT. (For more details, see 

Chapter    10    , Preserving Your Estate.)  

•    If you are terminally ill, you may be able to take a tax-free withdrawal from 

your life insurance policy  to pay medical bills and other living expenses. If 

your policy does not have an accelerated benefi t clause, you may be able 

to sell your policy to a viatical settlement company without paying taxes. A 

viatical settlement allows you to sell your life insurance policy to a third party 

and collect a portion of the death benefi ts while you are still alive. Upon your 

death, your death benefi ts are paid to the buyer.     

      AN ACTION PLAN FOR INSURING YOUR 
HEALTH AND LIFE  

      1.   If your employer offers health insurance, make sure you understand all fac-

ets of the plan.  If details of the plan are not crystal clear to you, make an 

appointment with your human resources representative and make sure it 

is explained to you. 

   2.   If your employer offers health insurance benefi ts, make sure your plan ade-

quately covers your healthcare needs  (and your family ’s). If it does not, 

buy supplemental insurance or another policy altogether. 

   3.   Familiarize yourself with various types of health insurance plans:  Indem-

nity plans, managed-care plans, health discount plans, government 

plans, and so forth. 

   4.   If you are approaching age 65, become familiar with current Medicare 

laws.  Apply for Medicare at least one month before you turn 65, so you 

will be covered on the fi rst day of the month of your birthday. Although 

you are automatically covered under Medicare Part A, clarify whether or 

not you want to be covered under Medicare Part B or Medicare Part D. 

   5.   Check to see if your employer offers disability insurance  as an employee 

benefi t, because group rates are substantially lower than individual rates. 

(Continued )
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   6.   If you must buy your own disability insurance  (which is usually expensive), 

consider buying a small policy now with a rider to add more later. 

   7.   When considering a disability insurance policy,  look for ways to cut down 

on the price of premiums, such as to age 65 (not lifetime), prepayment, 

or excluding chronic medical conditions that require treatment but will 

not cause permanent disability. 

   8.   Consider buying long-term care insurance,  especially if you are older than 

age 50 (or have parents who may require your help) or you have substan-

tial assets to protect. 

   9.  Carefully analyze your needs for buying life insurance. 

   10.   Understand the pros and cons of the basic types of life insurance  (perma-

nent and cash value—also known as whole life—and term life insurance.) 

   11.  If you feel unsure of your insurance choices and decisions, consider 

securing the help of an insurance broker or insurance advisor. 

   12.  Always secure new insurance coverage before you drop an old policy. 

Never leave yourself without proper coverage.    
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                                                            6 C H A P T E R 

                       Protecting Your Property with Insurance 

                                     Property is the fruit of labor; property is desirable; it is a positive 
good in the world. 

 —Abraham Lincoln, 
16th president of the United States 

  Insuring your home, its contents, and your automobile are not 
only necessary, in some situations, they are required by law. This 
chapter shows you how to analyze your property insurance needs 
and make sure you are suffi ciently covered. Protecting your prop-
erty by implementing the proper risk management strategies is 
critical to achieving and maintaining your fi nancial independence. 
The type and extent of insurance you need will change throughout 
your lifetime, as will the types of assets and the extent of wealth you 
have accumulated. 

 The three major personal property risk management issues 
include the following:

    1.  Homeowner ’s insurance 
   2.  Automobile insurance 
   3.  Umbrella liability insurance   

 Your particular situation will determine what type of insurance 
you need, what kind of policy will work best, and what amount of 
coverage you should have. You should consult with your property 
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liability insurance agent or broker to fully evaluate your needs 
so that you can determine proper coverage to meet those needs. 
It is critically important to remember you should always secure 
your new insurance coverage before you drop your old policy. You 
never want to leave yourself unprotected without proper coverage 
in-between policies. 

 Insurance helps protect you and your family from the unex-
pected. The premiums you pay will provide you with the peace of 
mind that comes with knowing that your assets and family will be 
protected, when the unexpected happens. 

 I begin this chapter by sharing a client story that will under-
score the importance of securing the necessary property and liabil-
ity insurance. This is the most tragic story in the book, but I feel it 
is necessary to make you understand the importance of this topic. 

   Case Study: How a Lack of Insurance Wiped Out 

One Woman ’s Life Savings 

 One of my clients is a medical doctor who devoted her entire life 
to helping children with cancer. She is one of the most caring and 
loving people I know. She became a doctor to care for and nurture 
children in need, which became her life ’s work. At the age of 50, she 
felt something was missing in her life. She had never been  married 
and had no children of her own. She made the bold and coura-
geous decision to adopt a child. I refer to her as Dr. Bigheart. 

 Dr. Bigheart started the long, emotional, and costly process of 
adopting a child. After several disappointments, she fi nally found a 
3-year-old child named Tania, who was living in an orphanage in 
Russia. The child was a beautiful, blond-haired, blue-eyed little girl. 
She was very thin, wore old clothing, and was teary-eyed, but she still 
managed to smile when she fi rst saw Dr. Bigheart, who also had tears 
of joy in her eyes, because she knew she had found her little girl. 

 She spoke with the social worker responsible for Tania, who 
told her about the process of adopting a child and learned it would 
be at least six months before this process would be completed 
and approved. The same day, she noticed that little Tania was very 
attached to a two-year-old boy named Joshua, and she found out 
this was Tania ’s brother. By the next day, Dr. Bigheart decided there 
was no way she could separate the siblings and leave Joshua behind. 
So she completed the paperwork to adopt both children at the 
same time. 
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 As expected, the process took just over six months to complete, 
and she made six separate trips to Russia during this time, each 
time hoping to return with the children. Finally, that day came and 
she got on the plane from Moscow with both children in her arms. 
To this day, she describes this as the single most important day of 
her life. 

 She watched her children grow and went through the usual 
disappointments and joys of parenting. She fi nally felt that her 
life was complete. Through her work as a children ’s cancer doctor 
and her family life, she felt there was a true purpose and meaning 
to her life. 

 On Tania ’s 17th birthday, her mother surprised her with a 
brand-new car. Tania had gotten her driver ’s license and was a good 
driver. Six months later, Tania got into an argument with her boy-
friend, and he broke up with her. She was very upset and drove off, 
speeding down the road in her car. She spun out of control and 
killed a man who was getting out of his car. Her car then crashed 
and rolled over, killing Tania instantly. 

 When Dr. Bigheart got the news of the accident, she rushed to 
the hospital. When the emergency room doctor told her that Tania 
did not survive, Dr. Bigheart collapsed and fell to the ground and 
could not stop crying. She was overcome with grief, could not catch 
her breath, and needed to be admitted into the hospital. She had 
just lived every parent ’s worst nightmare: the death of a child. The 
wake was heartbreaking; Joshua had lost his sister, and Dr. Bigheart 
had lost her daughter. The emotions she was feeling could not be 
described in words, but only through the expression in her face 
and eyes. 

 A month after her daughter ’s death, she was sued by the fam-
ily of the innocent man who was struck and killed in the accident. 
The lawsuit was for wrongful death and the pain and suffering of 
his family, in the amount of $5 million. At this point, Dr. Bigheart 
came to me for advice, and I asked her to bring in her auto and 
other personal liability insurance policies. Just when it seemed like 
her life could not get worse, I had to tell her that she did not have 
enough coverage. She had only a basic auto liability policy, which 
provided only $300,000 in personal liability coverage. When I asked 
about her personal umbrella liability insurance, she said she never 
bothered to get that type of policy. She had never contacted her 
property and liability insurance agent about obtaining any addi-
tional coverage under a personal umbrella liability policy. 
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 As I feared, after her auto insurance company reviewed the claim, 
it threw in the towel and said this claim was in excess of its policy 
limits. The insurance company informed Dr. Bigheart that it would 
pay the full $300,000 from the policy limits, but it refused to cover 
the legal defense costs. Dr. Bigheart was forced to retain a lawyer at 
her own expense to defend this case against her, seeking $5 million. 

 Along with the grief and depression that came with the loss of 
her daughter, she now had to deal with the fear that her life savings 
would be wiped out as a result of this lawsuit. The lawsuit dragged 
on for two years until it was eventually settled. She paid more than 
$80,000 in legal fees and made a fi nal settlement to the victim ’s 
family of $800,000, of which the insurance company covered only 
$300,000. At the age of 67, she was forced to pay this $580,000 from 
her investment savings (and she said that was not even the most dif-
fi cult part of the trial: having to relive what happened that day over 
and over was unbearable). Dr. Bigheart is now in her mid-70s and is 
still working part time. She was not able to fully retire because a big 
part of her retirement savings was wiped out. 

  I cannot overemphasize the importance of having the appropriate prop-
erty and liability coverage.  Speak to your property and liability agent or 
broker today. If you do not have the appropriate umbrella liability 
coverage, you must get it today. Property risk management is one of 
the keys to achieving and maintaining fi nancial independence. The 
rest of this chapter describes what you need to know about the three 
major property risk management issues that are critical to getting to 
 point X . 

   Homeowner ’s Insurance 

 Homeowner ’s insurance needs to cover the cost of rebuilding or 
repairing your home in the event of damage from a fi re, storm, 
burglary, or other type of catastrophe. Standard policies typically 
cover the house (the structure) and its contents (furniture, cloth-
ing, etc.), the latter usually for 50 to 70 percent of the amount for 
which you insured the structure of the house. Therefore, if you 
have $300,000 worth of insurance on the structure of your home, 
you would have between $150,000 and $210,000 worth of cover-
age for your personal belongings; this is above and beyond the 
$300,000 coverage for the structure. 

 Homeowner ’s policies also include liability coverage for 
damage or injury incurred inside or outside your house. 
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  Property Coverage 

 An actual  cash-value policy  will compensate you for the cost of your 
belongings less their depreciation (used value), whereas a  replacement-
cost policy  means that the insurance company must compensate you 
for the actual cost of replacing the lost or damaged items. For exam-
ple, if you have a fi re in one room of your house and all the furniture 
in that room is destroyed and you have a cash-value policy, your insur-
ance company will ask you how much you spent for that furniture. 
If you spent $5,000 and you owned that furniture for 10 years, the 
insurance company may decide that its  current  value is only $2,000—
because, after all, you used it for 10 years. And that is the amount 
the insurance company will pay you: $2,000. 

 In contrast, if you have a replacement-cost policy, the insurance 
company is likely to compensate you with at least $5,000 and prob-
ably even more, given that prices and infl ation have increased and 
the cost of a new bedroom set may be more like $7,500 today. So 
which would you want to receive: $2,000 or $7,500? 

 Of course, you need to consider that the premiums on a 
replacement-cost policy will be more than for a cash-value policy, 
but the difference may be a small price to pay for the additional 
peace of mind you will have in knowing that you will be fully com-
pensated should something catastrophic happen in your home. 

 In my opinion, you should always opt for a replacement-cost 
policy because it will provide you with a reimbursement suffi cient 
to replace your loss. 

   Liability Coverage 

 Liability coverage is intended to protect your assets in the event 
that you are sued by someone who is hurt or whose property is 
damaged because of your negligence. For example, you may be a 
fanatic about keeping your house clean and safe at all times, and 
when it snows you are always the fi rst one out the door with a snow 
shovel and rock salt to keep the sidewalk safe for others. But sup-
pose an unexpected blizzard hits your hometown during Thanks-
giving week, when you are visiting with your family out of town? 
While you are away, you obviously are not able to care for your 
property and ensure the safety of others by shoveling and properly 
cleaning the walkway. If an elderly woman trips and falls, breaking 
her leg and hip, that may require major surgery and hospitaliza-
tion. Without the proper liability and insurance, you would be held 
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liable for her injuries, which could cost you hundreds of thousands 
of dollars. 

 Homeowner ’s insurance is for major disasters (as mentioned at 
the beginning of this section), not for fi ling small claims, such as 
a broken window from your neighbor ’s son playing hardball in his 
yard, so you can get back the money you contributed to premiums. 
In most cases, if you merely fi le one claim, that will not raise your 
rates or cancel your policy. But if you fi le multiple claims—in fact, 
as few as two, with certain policies—that may cause your insurance 
company to raise your premiums or even cancel your homeowner ’s 
insurance policy altogether. So it is best to get a policy with a high 
deductible, so that you have no reason to fi le lower-cost claims. 
The higher the deductible, the lower your premium; in essence, 
you are self-insuring for any damage up to the amount of the 
deductible. The standard fl at dollar deductible is typically $1,000. 
I would recommend increasing this amount to $2,000, $5,000, or 
even more if you feel you can cover this cost on your own. Because 
you will not be fi ling small claims anyway, why not save the pre-
mium dollars, and you can use this savings to cover these deduct-
ibles in the event a situation occurs. Property insurance helps 
provide you with the peace of mind of knowing you will be made 
whole, when the unexpected happens to you and your property. 
Insurance provides you and your family with a safety net when 
unfortunate events occur such as fi re, theft, burglary, and vandal-
ism. If your home is damaged and uninhabitable, your insurer may 
also compensate you for the costs associated with maintaining a 
temporary residence (renting a hotel room or other home) else-
where, while repairs are made on your home. 

 You must also have liability insurance as well as medical protec-
tion coverage for your visitors. Let us say your children decide to 
have a sleepover in your home with a few of their closest friends, 
and one of their friends falls and breaks his arm, you may need this 
coverage to help pay for the child ’s medical expenses. 

 As mentioned, homeowner ’s policies are designed to provide 
fi nancial protection for you in the event of damage to your home, 
such as caused by a fi re or water damage. These coverages are com-
monly a homeowner ’s major concern, but most policies often pro-
vide you with much more coverage. Your policy will also protect 
your personal property (e.g., furniture, appliances, and electronics) 
from damage as a result of fi re or theft. Furthermore, the policy will 
protect you from liability that may arise from homeownership, such 
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as your child ’s friend ’s parents suing you from the sleepover. Please 
note, fl ood insurance typically requires a separate policy, because it 
is not covered through standard policies. 

 The majority of homeowner ’s policies are written under the HO-3 
contract form. These form numbers are standardized throughout the 
insurance industry, so that if you purchase HO-3 insurance, you will 
be getting the identical coverage, regardless of your insurance pro-
vider. The HO-3 contract provides the following coverage:

•    Broad coverage for your dwelling.  Damage to your dwelling 
from most causes is covered unless it is specifically excluded. 

•   Damage to your personal property for “named perils” only.  
Your personal property is covered only against the perils 
specified in the contract. For example, if you do not live in 
an earthquake-prone area, but you are still concerned about 
fire, theft, flooding, and hail damage, you, as the homeowner, 
may elect to get a named perils policy and only declare cov-
erage against fire, theft, flooding, and hail, while leaving the 
earthquake coverage off the policy. 

•   Limited coverage for jewelry that is stolen.  Coverage is usually 
$500 to $2,000, depending on your resident state. The major-
ity of policies do not cover jewelry that is lost.   

  Endorsements Provide Additional Coverage     If you would like to increase the 
amount of your coverage for valuable items or want to protect your-
self from identity theft, endorsements may provide the additional 
coverage you desire. You can increase your limits for items such as 
jewelry, furs, gold, silverware, or fi rearms. 

   What Liability Insurance Covers and What It Doesn ’t Cover     Liability coverage is 
one of the most important parts of your homeowner ’s insurance pol-
icy in the event that an unfortunate accident or injury takes place on 
your property. 

 Most homeowner ’s insurance covers the following:

•   Slips and falls. Accidental injuries that take place on your prop-
erty can include many unexpected events including a slip or 
fall by a guest or visitor: If that person sues you, your insurance 
usually provides protection against judgments where you are 
found negligent and also offers medical payments to others 
who are hurt or injured on your property.   
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•  Injuries to people who are hurt by you, by your household 
members, or by your pets, even when you are away from home. 

On the other hand, your homeowner ’s insurance probably does 
 not  cover the following:

•   Deliberate actions that result in a claim or loss are typically not 
covered by any insurance  policy . For example, if one of your 
neighbors parks in your driveway and you want to teach him 
a lesson, so you hit him repeatedly with a baseball bat. Inten-
tional acts of violence such as this would not be covered. 

•  Known hazards and risks. Failure to take reasonable precau-
tion to repair, correct, or fix a situation that could result in 
injury or loss is typically not covered by insurance. Always 
keep your property in good condition and take care of poten-
tial hazards immediately. For example, if you have a defective 
sidewalk that is uneven and clearly a hazard, yet you simply 
choose to ignore it and it results in an injury to a third party, 
your insurance company may deny coverage.   

 For most people, their home is their castle and it also repre-
sents one of their most signifi cant assets. Having the proper home-
owners insurance is one of the important steps in keeping you on 
track to achieving fi nancial independence. Without the proper 
insurance, one of your major assets can be lost and be impossible 
for you to replace. Furthermore, if you are sued for injuries sus-
tained by others because of your negligence, you can also be wiped 
out fi nancially. 

     Automobile Insurance 

 Auto insurance is required by law, and the state you live in will dic-
tate the extent and type of coverage required. An auto insurance 
policy is made up of seven different primary coverage types, each 
with its own premium: The cost for each of these protections will 
vary based on numerous factors such as where you live, the type 
of car you drive, your driving record, and even your credit history. 
The only way to fi nd out what your cost of coverage will be is to 
ask for a personalized price quote. When pricing auto insurance, 
it always pays to shop around and you should always obtain a mini-
mum of two price quotes from two separate insurance companies. 
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     1.   Bodily injury liability  provides protection if you injure or kill 
someone while operating your car. It also provides for a legal 
defense if another party in the accident files a lawsuit against 
you. To protect your personal assets, you should have suffi-
cient coverage against a judgment from a lawsuit as a result 
of a serious accident. Bodily injury liability covers injury 
to people, not the cost to repair or replace your vehicle. 
Generally, you would want the same amount of coverage for 
all of your cars. 

   2.   Medical payments, no-fault, or personal injury protection 
coverage  typically pays for the medical expenses of the injured 
driver and passengers in your car. 

   3.   Uninsured motorist coverage  pays for your injuries caused by 
an uninsured driver or, in some states, a hit-and-run driver, in 
a crash that is not your fault. Some states also offer uninsured 
motorist coverage for damage to your vehicle. Even if you live 
in a state with no-fault insurance, it is very important to have 
this coverage: you would be surprised by how many uninsured 
motorists are on the road. According to a recent report from 
the Insurance Research Council, about 13.8 percent of U.S. 
motorists (or one out of seven) are without insurance and 
operating their vehicles illegally. 

   4.   Comprehensive physical damage coverage  pays for losses result-
ing from damages to your car if it is stolen or damaged by 
flood, fire, or animals, but it does not cover collision. One 
strategy for keeping your insurance premium costs low is by 
selecting a high deductible. Self-insuring against these minor 
losses is wise as long as you have sufficient cash reserves to 
cover these costs when the need arises. 

   5.   Collision coverage  pays for damage to your car when your 
car hits, or is hit by, another vehicle or other objects. If you 
own an older car, you should consider dropping this cover-
age, because it is limited to the cash value of your car. Once 
again, self-insuring against certain losses can be wise as long 
as you have sufficient cash reserves to cover these costs when 
the need arises. 

   6.   Property damage liability  protects you in the event your car 
damages someone else ’s property. It also provides you with 
the legal defense coverage if a lawsuit is filed against you. 
For example, if you are backing out of your driveway and 
accidentally step on the accelerator instead of the brake 
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and crash into your neighbor ’s house and end up in their 
living room with your car, the property damage liability pro-
tection can come in handy. 

   7.   Rental reimbursement  coverage pays for the cost of a rental 
vehicle when the insured person ’s vehicle cannot be used 
because of losses covered under comprehensive or collision 
coverage.   

 The insurance industry uses shorthand to describe how much 
coverage each policy provides. For example,  30/50/20  means you 
have:

•   $30,000 in bodily injury coverage per person, 
•  $50,000 in bodily injury coverage per accident, and 
•  $20,000 in coverage for property damage.   

 However, the standard minimum recommendation for home-
owners auto liability coverage is at least  100/300/50:  

•    $100,000 in bodily injury coverage per person, 
•  $300,000 in bodily injury coverage per accident, and 
•  $50,000 in property damage liability.   

 Most states use a no-fault auto insurance system; the other states 
use a third-party system to settle claims. To determine whether your 
state is a no-fault auto insurance state, contact your auto insur-
ance carrier for this information or visit the insurance informa-
tion institute website at  www.iii.org . This website was established 
for improving public understanding of insurance, what it does, and 
how it works. No-fault states require drivers and their insurance 
companies to pay their own costs after a car accident, regardless of 
whether they were or were not responsible: this is why it is referred 
to as  no-fault . Even with no-fault insurance, you may still need liabil-
ity insurance, because if you cause an accident and the costs to the 
other injured people are above a certain amount, they can sue you 
to recover the difference. Without suffi cient liability coverage, the 
shortfall would have to come out of your own pocket. In the case 
study discussed earlier in this chapter about Dr. Bigheart, this point 
of having suffi cient liability coverage was underscored with her 
tragic real-life story. 

c06.indd 142c06.indd   142 26/02/13 11:19 AM26/02/13   11:19 AM



 Protecting Your Property with Insurance 143

 If your child is going to drive, he or she has to have insurance. 
Insurance companies know that young drivers are risky drivers, so 
they will charge you high rates to protect this added risk. The only 
way to determine what the added cost of insurance will be once 
your young driver gets his or her license is to ask your insurance 
provider for a price quote. Knowing the answer to this before your 
child gets a license may encourage you to have your child wait until 
he or she is older. 

 If this does not go over well with your teenagers and you decide 
to have them apply for a driver ’s license, you can still save some 
money on your auto insurance by not purchasing another car. If 
you do purchase a car for your teenage driver, then you should also 
consider  not  buying your child a new car, because it is more sensible 
to have your child drive the oldest and least-expensive car you own: 
this helps keep your cost of insurance lower than it would be oth-
erwise. Of course, if you have an older car, make sure it is still safe 
to drive: Your family ’s safety is always more important than saving 
some money. 

 An insurance company determines your premium based on 
certain statistics and facts about you and other drivers. These fac-
tors are based on your age, your gender, where you live, the type 
of car you drive, your driving record (i.e., whether or not you have 
been in accidents before or have been ticketed by the police), your 
credit score, and many other factors. Although some of these fac-
tors are out of our control, the ones that are not should be care-
fully analyzed before purchasing a car. 

 For example, the cost of insuring a red Corvette is much higher 
than insuring a white Dodge minivan. Selecting an eight-cylinder 
vehicle will generally cost you more than a six-cylinder vehicle 
because the number of cylinders limits the speed of the car. When 
analyzing which car to purchase for yourself and family members, 
be sure to ask your insurance company for a price quote on each 
separate vehicle. This may make your vehicle choice a wiser one 
and a less costly one. 

 The basic rule from Chapter    1    , Committing to Living within 
Your Means, holds true with purchasing auto insurance as well as 
the automobile you are planning to buy. Always ask yourself, is the 
purchase of this vehicle a need or a want? If in fact it is a need, 
is there a less expensive alternative? And always remember, shop 
around and do comparisons to get the very best price possible. 
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   Umbrella Liability Insurance 

 Homeowner ’s, auto, and boat insurance policies do provide a lim-
ited amount of liability protection, but these policies may not pro-
vide you with enough coverage to protect your assets in the event of 
a major lawsuit. A major lawsuit can cost you signifi cant dollars both 
in terms of legal defense costs and the ultimate settlement payments, 
beyond any amount you can reasonably expect to pay from your sav-
ings. Umbrella liability insurance policies provide you with a second-
ary layer of insurance protection that is over and above the normal 
coverage limits of your other policies; umbrella insurance protects 
you only after your homeowner ’s, auto, or boat insurance policy has 
paid or is expected to pay its maximum benefi t. 

 For example, in the tragic story involving Dr. Bigheart, her 
insurance company raised the white fl ag and surrendered because 
the lawsuit that was brought by the family of the man killed by 
Dr. Bigheart ’s daughter was seeking $5 million, yet Dr. Bigheart ’s 
auto insurance policy limit for liability was only $300,000. And 
because Dr. Bigheart did not have an umbrella liability insurance 
policy, she had no other resources to turn to for help. 

 Umbrella liability insurance is like having a secondary para-
chute to protect you in case your fi rst parachute fails or is insuffi -
cient to protect your assets. An umbrella policy can offer coverage 
above and beyond the liability protection of your standard poli-
cies, into the millions of dollars, in case you are sued under any of 
your other insurance policies as a result of an accident or injury, 
including those involving a natural disaster. The amount and 
type of coverage offered through an umbrella liability policy var-
ies based on the policy and insurance provider. Be sure you know 
exactly what the policy you purchase covers and does not cover. 

 Your total combined insurance policies for homeowner ’s, auto, 
boat, and umbrella must cover at least an amount equal to or 
greater than your personal net worth. This is why, in my opinion, 
a personal liability umbrella policy is something that no one who 
owns a car and a home should do without, and I recommend buy-
ing a policy that will fully protect you. Personal liability umbrella 
coverage typically ranges from $1 million to $5 million, and in 
some cases, you can obtain even more. Moreover, the cost of that 
insurance is very low: you can expect to pay only $250 to $350 per 
year for $1 million in coverage; each additional million dollars’ 
worth of coverage typically costs only $175 per year. 
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 Most insurance companies will require you to have a certain 
level of coverage (as described below) under your regular insur-
ance before you can purchase an umbrella policy. Therefore, very 
often you will need to upgrade the coverage under your home, 
car, and boat insurance policy. Most personal umbrella policies will 
require you to maintain at least the following amount of coverage 
under your other policies in order to be eligible for this additional 
coverage. 

•     Auto Insurance Policy:  $300,000 person and $300,000 occur-
rence (for bodily injury) and $100,000 (for property damage). 

•   Homeowner's Insurance Policy:  $300,000 liability. 
•   Boat insurance Policy (if applicable): 

•   $100,000 liability for boats under 26 feet long and under 
50 horsepower. 

•  $300,000 liability for boats 26 feet and longer, or 50 
 horsepower and up.     

 The following paragraphs describe some of the coverage you 
can typically fi nd under a personal umbrella insurance policy. It is 
important to review and compare these policies carefully so you can 
determine exactly what you are and are not covered for. 

  Bodily Injury Liability   This covers the cost of damages to another per-
son ’s body—for example, the cost of medical bills as well as liability 
claims resulting from:

•   Injuries to other parties due to a severe auto accident where 
you were at fault. 

•  Injuries sustained by a guest in your home. 
•  Injuries sustained by your child ’s friend who falls and breaks 

a leg while playing in your yard. 
•  Injuries caused to others by your dog.   

   Property Damage Liability   This covers the cost of damage or loss to another 
person ’s physical property—for example, the cost associated with 
claims resulting from:

•   Damage to someone ’s vehicle as a result of an auto accident 
where you were at fault. 
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•  Damages to public or private property accidentally caused by 
your family members. 

•  Damages incurred when your dog destroys a neighbor ’s 
couch with its paws.   

   Rental Property Insurance   If you own rental property, you can protect 
yourself against liability that you, as the landlord, may be subject 
to—for example, the cost of liability claims from:

•   Someone who slips on ice in front of your rental property, or 
•  Someone who has been bitten by your tenant ’s dog.   

  Umbrella extended coverage  may also be provided in the event 
you are sued for:

•   Slander, which is injurious spoken statements. 
•  Libel, which is injurious written statements. 
•  Malicious prosecution. 
•  False arrest or imprisonment. 
•  Various other personal liability situations.   

 One of the most frequently overlooked reasons to purchase 
umbrella insurance is because you have children. Just think back 
to the tragic story I shared with you about Dr. Bigheart and her 
daughter. As your child ’s parent, you are responsible for your child ’s 
actions, which could result in fi nancial hardships if a serious acci-
dent, injury, or even death occurs because of your minor child ’s 
actions. The age of majority is the age at which a minor becomes an 
adult, in the eyes of the law of your resident state. This age is 18 in 
most states, but a few states extend the age of majority to 19 or 21. 

 Millions of Americans are nearing retirement age: on average, 
more than 7,000 are turning age 65 every day. Some of them have 
lived their lives based on the principles in this book and are now 
fi nancially independent. Yet, as we saw with Dr. Bigheart, the cost of 
a major lawsuit could easily wipe out their entire life savings. 

 As mentioned, the premiums for an umbrella insurance policy 
typically range from only between $250 and $350 a year for $1 million 
in coverage, and about $175 or more a year for every additional mil-
lion dollars in coverage thereafter. In my opinion, that is a very small 
price to pay for the added peace of mind that comes from the protec-
tion provided through these policies. 
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    Buying Insurance Policies 

 Before you purchase insurance, make sure you have done the 
proper research. Always shop around and compare policies to 
make sure you are getting what you really need at the best pos-
sible price available. When doing your comparison shopping, 
be certain you are comparing the detailed coverage and limita-
tions that may apply. Are these policies providing the same level 
of coverage? Are the deductibles the same for each policy? And 
does one policy exclude certain items and the other one include 
them? It is easy to obtain a less expensive policy by purchasing 
one that provides you with more limited coverage. Also, do not 
compare based on price alone, because the cheapest policy may 
not be the best policy to meet your needs. You must be sure to 
fi nd out exactly what the policy will specifi cally cover and what is 
excluded from the coverage. Make sure you know specifi cally what 
is required for you to qualify for the benefi ts. Finally, reevaluate 
your needs each year and ensure that your policies are still meet-
ing your requirements. 

 As a general rule, you always want to compare policies from 
two or more insurance companies. You may also want to con-
sider increasing your deductible, which will generally lower your 
premiums. Also, many insurance companies offer you a reduced 
premium if you are able and willing to pay on an annual basis 
instead of monthly or quarterly. You should fi nd out about mul-
tiple policy discounts if you are purchasing a number of policies 
through the same insurance company (for example, your auto, 
home, and umbrella policy). 

 When choosing an insurance company, you want to make sure 
it is fi nancially sound and will be around to pay your claim when 
the time comes. All insurance companies are not created equal, 
and very often, you may be quoted a lower price from a company 
that is not as fi nancially sound as the others you are comparing it 
to. There are four major rating services for insurance companies 
that can assist you in determining their fi nancial strength; check 
with these rating agencies before entering into an insurance 
contract:

•   AM Best ( www.ambest.com ) 
•  Moody ’s ( www.moodys.com ) 
•  Standard & Poor ’s ( www.standardandpoors.com ) 
•  Duff and Phelps ( www.duffllc.com )   
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 Before you buy an insurance policy from any company, please 
be sure the company carries at least a rating of “AA” or better from 
Moody ’s, Standard & Poor ’s, or Duff and Phelps; if you are evaluat-
ing an insurance company through AM Best, look for a rating of 
“A–” or better. 

 Throughout your journey to fi nancial independence, you never 
know what unexpected property risk issues may arise. Being pre-
pared for the unexpected is precisely what insuring and protecting 
your property is all about. There are major family risk manage-
ment issues that we all need to be concerned about. Obtaining the 
proper homeowner ’s, auto, boat, and personal umbrella liability 
coverage can provide you with the peace of mind of knowing you 
and your property will be protected. Being unprepared for the 
unexpected can rob you and your family of your pursuit to fi nan-
cial independence.        

  1  IRS CIRCULAR 230 NOTICE: To ensure compliance with requirements imposed 

by the IRS, we inform you that this book (including any attachments) is not 

intended or written to be used, and cannot be used, for the purpose of (i) avoiding 

penalties under the Internal Revenue Code or (ii) promoting, marketing or recom-

mending to another party any transaction or matter addressed herein. (iii) The tax-

payer should seek advice based on the taxpayer ’s particular circumstances from an 

independent tax advisor.

      TAXFACTS AND STRATEGIES   1   FOR PROTECTING 
YOUR PROPERTY  

•     Generally, the cost of personal homeowner ’s, automobile, boat, and umbrella 

liability insurance are not tax-deductible. Insurance reimbursements to the 

extent of your loss are generally not taxable. If you receive an insurance reim-

bursement in excess of your adjusted basis (i.e., what you paid for it), this 

will result in a gain you must report as income unless you acquire replace-

ment property and elect to defer the gain. 

•  If you own a rental property, you can generally deduct most of the expenses 

associated with maintaining and managing the property as well as the cost of 

property insurance, which includes premiums for fi re and liability. 

•  Casualty and theft losses attributable to personal use property may be partly 

tax deductible. For example, if a major hurricane damaged your home, caus-

ing extensive damage to the structure of your home as well as your personal 

contents, you can take a tax deduction, but only after applying the limitations 

$
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set by the Internal Revenue Code. After the casualty or theft loss amount 

is determined (less insurance reimbursement) a dollar fl oor reduces the 

deductible loss. The dollar fl oor is $100 for each separate loss, then the per-

sonal casualty and theft losses for the year are further reduced by 10 percent 

of your adjusted gross income. 

•  Having the proper insurance coverage on your property will provide you with 

a tax-free reimbursement of your loss. 

•  Casualty losses resulting from federally declared disasters, such as Hurri-

cane Sandy that hit the east coast in October 2012, may be deducted in the 

prior tax year by fi ling an amended return. This is done to expedite funds into 

the hands of disaster victims. For Hurricane Sandy, the effect of deducting 

the casualty loss for 2011 on an amended return should be compared to 

the results of deducting the loss on your 2012 return so that the largest tax 

benefi t can be chosen. The goal is a simple one: take the loss in the year that 

provides you with the most tax benefi t. 

• Insurance reimbursements for the cost of added living expenses attributable 

to damage to your home do not reduce a casualty loss. The payments from 

the insurance company for these excess living costs are generally not taxable 

and are treated separately from the payments for property damage. 

•  As a matter of law, compensatory damage for physical injury or sickness is 

treated as tax free. For example, if you are injured in a car accident and you 

sue the driver and are awarded $100,000 because of your back pain, you do 

not have to pay taxes on this settlement payment. In contrast, however, dam-

ages for nonphysical personal injuries are taxable, such as from discrimina-

tion, back pay, wrongful termination, or injury to your reputation. So if you 

sue a former employer for wrongful termination not because you were not 

performing your job responsibilities well but because your boss fi red all the 

women in your department and promoted all the men, and if the court rules 

that you were indeed wrongfully terminated and awards you $1,000,000, you 

will have to pay taxes on that $1,000,000. 

•  You may be able to avoid the tax on gain from the sale of your principal 

residence if you owned and used the home for at least two years during the 

fi ve-year period ending with the date of the sale. For a single individual, you 

may be able to exclude $250,000 of the gain. For a married couple fi ling 

jointly, you may be able to exclude up to $500,000 of the gain. This tax-free 

income is by far one of the most favorable reasons for home ownership: it 

does not get better than this. 

•  You will be able to take a depreciation deduction if you own property used 

in your business or other income-producing activities, such as rental real 

estate. If you purchased rental real estate, you may be permitted to take a 

deduction every year, for 27½ years, for residential real estate property. Even 

if your property is increasing in value each year, the government allows you to 

(Continued )
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      AN ACTION PLAN FOR PROTECTING 
YOUR PROPERTY  

      1.  Consult with your property liability insurance agent or broker to fully evalu-

ate your homeowner ’s insurance needs so that you can determine proper 

coverage to meet those needs. 

   2.  Always secure your new insurance coverage before you drop your old 

policy. You never want to leave yourself unprotected without proper cover-

age in-between policies. 

   3.  When buying homeowner ’s insurance, choose a replacement-cost policy 

(rather than the cash-value policy) because it will provide you with a 

reimbursement suffi cient to replace your loss (in the event of fi re or other 

damage specifi ed in your policy). 

   4.  Make sure your homeowner ’s insurance includes both liability insurance 

and medical protection coverage for your visitors, to protect you in case 

someone is injured on your property and brings a lawsuit against you. 

   5.  Remember that auto liability coverage is required in all states, and any-

one who owns a home and has signifi cant assets should strongly con-

sider buying a minimum of 100,000/300,000/50,000 in coverage: 

$100,000 for bodily injury coverage per person, $300,000 for bodily 

injury coverage per accident, and $50,000 for property damage liability. 

Collision and comprehensive damage are both optional types of auto lia-

bility insurance coverage. 

take a write off for depreciation, which is actually a phantom deduction. You 

may be able to generate a positive cash fl ow and actually pay no income tax 

on this income after deducting this depreciation expense. 

•  If you purchased and installed qualifi ed residential alternative energy equip-

ment, such as solar hot water heaters, solar electricity equipment and wind 

turbines for your home through December 31, 2016 you may be able to take 

a credit of 30 percent of the cost without dollar limit. 

•  If you made home energy effi ciency improvements to your home you may 

be entitled to a residential energy credit. The credit is 10 percent of the 

cost of qualifi ed improvements with an overall lifetime limit of $500 through 

December 31, 2013. 

•  If you constructed a new home (including using third-party contractors) 

before 2014 that meets certifi ed energy effi ciency qualifi cations you may 

be entitled to either a $1,000 or $2,000 new home energy effi ciency credit. 

•  If you purchase a qualifi ed plug-in electric vehicle by December 31, 2013 

you may be entitled to a credit equal to 10 percent of the cost of the vehicle 

up to $2,500.    
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   6.  Make sure your children and other members of your household are 

insured under your auto insurance policy. (Check with your auto insur-

ance company since these rules vary by state). Also, keep in mind that 

you can probably lower your insurance premiums if your children drive 

an older car, rather than a brand-new, expensive model. 

   7.  Consider buying an umbrella liability insurance policy, which provides a 

secondary layer of insurance protection that is over and above the normal 

coverage limits of your other insurance policies: This can cost only $250 

per year but can protect you up to $1 million if you are sued. 

   8.  When choosing an insurance company, check with the major insurance 

ratings services to determine the quality of the company: You want to be 

sure that your insurer will be in business and fi nancially sound, if some-

thing happens and you need the protection offered by that company.    
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                                                            7 C H A P T E R 

                       Paying for College 

                                                                      An investment in knowledge always pays the best interest. 
 —Benjamin Franklin, founding 

father of the United States 

  Most parents struggle with the diffi cult decisions they need to 
make when it comes to juggling all of their competing fi nancial 
needs. Throughout this book, I discuss many fi nancial goals that 
we typically have throughout our lifetime. These include building 
a cash reserve, minimizing debt, paying for health and life insur-
ance, protecting your property, and saving for retirement. Each 
time we focus on one of our goals, our limited resources require 
us to make sacrifi ces with the other goals. Therefore, parents 
need to make very important decisions when it comes to how to 
pay for education. The information I provide in this chapter will 
help you make an informed decision and prepare you to meet this 
challenge. 

 In fact, one of the most satisfying aspects of my work as a Certi-
fi ed Financial Planner™ is that I have the opportunity to meet with 
some amazing people and become an integral part of their lives. 
There is no more satisfying feeling than helping clients and their 
children achieve their fi nancial goals and live out their dreams. 
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154 Financial Independence (Getting to Point X )

 If you are like most parents, one of your biggest concerns is, 
 how am I going to pay for my children’s education when the time comes to 
send them off to college?  Some parents hope their children will receive 
academic or athletic scholarships or grants. But for most parents, 
the reality is they will have to pay the majority of the cost of college 
from their savings—or even worse, they may have to go into debt. 

 Moreover, the cost of college is skyrocketing. According to the 
College Board, from 2001 to 2011, published tuition and fees at 
public four-year colleges and universities increased at an average 
rate of 5.6 percent per year  beyond  the rate of general infl ation. The 
College Board also cited the tuition and fees at a private four-year 
college and university (for the 2010–2011 school year) as an aver-
age $28,500—which is a whopping $114,000 for four years! When 
you include room and board, that is $38,589 per year—or $154,356 
for four years. (For more information about the cost of college, 
I encourage you to visit their website at  www.collegeboard.org .)   

 Exhibit    7.1   shows how four-year college costs are projected to 
increase, from 2006 to 2030—which is when parents of babies born 
in 2012 will be sending those kids to college. As you can see, col-
lege costs are projected to rise at an alarming rate that far exceeds 
the rate of infl ation, so if you are a parent, you need to fi nd ways to 
save for your child ’s education that will have a reasonable chance of 
keeping pace with these increasing costs. 

  To have a fi ghting chance to succeed with this fi nancial goal, you 
need to avoid the fi nancial mistakes that are made by many parents. 
The key to accomplishing this is having a good understanding of the 
key components of paying for a college education. These compo-
nents usually include some combination of personal savings, Section 
529 plans,   1   Coverdell education plans, savings bonds, fi nancial aid 
(such as federal grants, loans, and scholarships) as well as education 

 1 529 Plans are subject to certain restrictions. By investing in a plan outside your 

state residence, you may lose available state tax benefi ts. 529 plans are subject 

to enrollment, maintenance, administration/management fees, and expenses. 

If you make a withdrawal for any other reason, the earnings portion of the with-

drawal will be subject to both state and federal income tax and a 10 percent fed-

eral tax penalty. As with any investment, it ’s important to fully consider the plan ’s 

objectives, risks, charges, and expenses before investing. Units of the 529 plan 

investment options are municipal securities and may be subject to market value 

fl uctuation. Before investing in a state-specifi c 529 plan, you should compare your 

own state ’s qualifi ed tuition program and any state tax or other advantages it may 

provide.
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156 Financial Independence (Getting to Point X )

tax deductions and credits. I will cover each of these in this chapter 
after sharing the following client story with you. 

   Case Study: How Not Saving for Your Child ’s Education Can 

Ruin Your Finances—and Your Child ’s 

 About 23 years ago, a young couple named Kathy and Bill came to 
my offi ce to have their income tax return prepared. During the inter-
view, I asked whether they had any dependents that we could claim 
on their tax return. They both looked at each other and smiled and 
then turned to me at the same time and said “we have a dependent 
on the way.” Kathy was four months pregnant. Of course, I immedi-
ately congratulated them, and then I told them they needed to start 
saving now for their child ’s college education. They both laughed at 
my suggestion: they thought I was joking. I replied that it is never too 
early to start saving for a child ’s education, and I recommended that 
they establish a Section 529 Plan before the end of the year. 

 They both lived and worked in New York City and qualifi ed to 
contribute $5,000 each to New York ’s 529 College Savings Program. 
This would have given them the added advantage of a $10,000 New 
York State tax deduction. This would translate into a $1,200 state 
and city income tax savings (based on 12 percent tax rate); there-
fore they could have set aside $10,000 for their child ’s education, 
which would have only cost them $8,800 after the tax savings. I fur-
ther explained to them that any gain they make from this 529 Plan 
over the next 18 years would be distributed  tax free  if they used it 
to pay for qualifi ed higher education expenses. That is right: there 
is both a tax break for putting money into the plan up front  and  
tax-free income when you take it out to pay for college. However, 
although they appreciated my advice, they felt it was too early to 
start saving: they said they needed the money to pay for their child ’s 
new bedroom set, clothing, and other items. In sum, they said they 
could not afford to do it this year, but they would start next year. 

 Kathy was a school teacher and earned a modest salary, but she 
had great benefi ts, not to mention a lot of vacation time. Bill was 
an electronics salesman and his salary was based mostly on commis-
sions from his sales. His income varied widely from year to year and 
he did not have much in terms of employee benefi ts from this job. 

 Every year during tax season, I met with them and again 
reminded them of the advantages of planning and preparing for 
their child ’s college education costs. But every year, they always had 
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 Paying for College 157

an excuse for why they were not able to set the money aside, even 
though they were losing out on the many tax benefi ts available. 
They had to set their priorities based on what was most important 
to them at that time. They always chose to satisfy their  immediate 
wants  and not set aside money for their  future needs . Every year that 
Bill earned a nice bonus, this money went for things like vacations, 
new cars, furniture, remodeling of their home, and a new built-in 
pool in the backyard. They always justifi ed their spending with the 
pleasure of immediate gratifi cation they experienced. 

 The days, the months, and the years went by, and then it was 
time for their son Billy to start looking at colleges. Billy had just 
turned 16, started studying for his SAT exam, and was very excited 
about starting his junior year of high school. Billy was interested in 
medicine and told his parents he wanted to become a doctor. Kathy 
and Bill were very excited and had never seen their son more moti-
vated and eager about school. The three of them spent the after-
noon doing Google searches about what colleges would be best to 
attend to prepare him for becoming a doctor. When they saw what 
the average cost was they were in shock: $32,000 to $52,000 per 
year seemed to be the price range for a private college, and $15,000 
to $25,000 a year for a public in-state college. Although this trou-
bled Kathy and Bill, they did not want to let Billy know they were 
concerned. 

 The next two years Billy hit the books and brought his grade 
point average from 82 to 87. He studied long and hard for the SAT 
exam and was able to score a 1900 on the three parts. He applied 
to a dozen schools that he believed he had a reasonable chance 
of being accepted to. Some were private and some were public. 
Also, he was committed to going away to school and did not want 
to apply to any local colleges. From November through May 1, 
Billy rushed to the mailbox after school each day to see if he had 
received any college acceptance letters. 

 Of the schools he applied to, he was rejected from six of his 
choices, accepted to four, and wait-listed at two. Of all the schools 
he visited, he fell in love with Quinnipiac University in Connecticut, 
but this was one of the two schools at which he was wait-listed. 
He and his parents visited the schools and did further research on 
the remaining six college choices. Two of the schools were public, 
one was in New Jersey, and the tuition with room and board would 
have been about $25,000; the other was a New York state school 
(SUNY) that would have cost about $7,000 per year. 
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158 Financial Independence (Getting to Point X )

 Although both these schools would have provided Billy with 
a top-rate education, he and his parents were not completely sat-
isfi ed. They felt more comfortable with a private education, with 
small class sizes, a beautiful campus, and comfortable dorms. 
The other two private schools he was accepted to would have cost 
$40,000, and he had been awarded a $15,000 merit scholarship; 
still, this would have cost approximately $25,000 per year. 

 It was April 28 and there were only two days left before the big 
decision needed to be made. It was on this date that the letter came 
from Quinnipiac that notifi ed Billy he had moved from the wait list 
to the acceptance list. Billy was extremely excited, and he could not 
wait to tell his parents the great news. The only problem was this 
school cost more than $50,000 per year, and there was no mention 
of a scholarship in the letter. 

 His parents were overjoyed when they saw how excited and 
thrilled their son was. When Billy said “I am going to Quinnipiac: 
this was always my fi rst choice,” his parents showed their excite-
ment as well as acceptance, but inside their heads they were think-
ing,  How in the world are we going to pay for this?  

 Later that evening, Kathy and Bill were lying in bed, discussing 
their concern about how they were going to pay for this education. 
Bill realized they would never qualify for fi nancial aid because their 
combined income was just over $100,000. Kathy looked at their 
savings and realized they did not even have enough money avail-
able to cover the fi rst semester. They both agreed that they should 
have listened to my advice 18 years ago, before Billy was even born. 
But now it was too late, and they had to make a diffi cult choice:  Do 
we take away our son’s fi rst-choice college and send him to a public college, 
which will cost a fraction of the price?  Of course, they made the deci-
sion to give Billy what he wanted and not what they could afford. 

 Kathy said she would be able to get a $50,000 loan from her 
401(k) plan at work. Bill agreed that would get them through the 
fi rst year; then they would fi gure out a plan for the second year later. 

 By the time the second year came, they had to max out their 
credit cards to get the money needed to pay that year ’s tuition. 
They were having a very diffi cult time paying their bills and making 
the minimum payments on their credit cards as well as the 401(k) 
loan. They did not want Billy to take out any student loans of his 
own, and they did not apply for any government-based student loan 
programs. They were confused about how these loans worked, so 
they simply chose to ignore any of the options available. 
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 Paying for College 159

 When they looked over their fi nances, they realized that their 
main asset was their home and that they had more than $250,000 in 
equity just sitting there, which they could access. They immediately 
applied for a home-equity loan and were approved for a $150,000 
loan. They used these funds to get through the next two years 
of college and to catch up with some other bills they had fallen 
behind on. Unfortunately, during Billy ’s fourth year of college, 
Kathy had a nervous breakdown and made the decision she could 
not go back to her full-time job. 

 Kathy was notifi ed by her personnel department that she was 
required to pay back the $50,000 401(k) loan within 30 days of her 
last day of employment or it would be deemed an early distribution. 
They simply had no funds available and nowhere else they could 
borrow from. When tax time came, they owed $20,000 in taxes plus a 
$5,000 early withdrawal penalty to the IRS. What made matters worse 
was that this happened in 2009, when the real estate market crashed. 

 Billy graduated college, but he was not able to go to medical 
school because his grades were not high enough for him to even 
consider applying. After six months of interviewing, he was able to 
get an entry-level job working in the administrative department of a 
local hospital. 

 In the meantime, the recession continued to cause fi nancial 
strain to the family because Bill did not get his usual bonus for two 
years because of low sales volume. Bill and Kathy were in a fi nan-
cial mess, and they knew they needed to do something drastic to 
straighten out their fi nances and minimize the stress in their lives. 
So they made the diffi cult but necessary decision to sell their house. 
Even with the drop in real estate values, they were able to sell their 
home, eliminate all of their debt, and still have about $20,000 in 
cash left over. 

 They moved into a small rental apartment and were able to 
signifi  cantly minimize their monthly expenses. They were able to live 
off Bill ’s salary and Kathy ’s new part-time job. 

 This story could have had a much happier ending if they had 
simply started a college savings plan early on. They made almost 
every fi nancial mistake possible throughout Billy ’s fi rst 22 years of 
life. To be fi nancially responsible and achieve and maintain fi nan-
cial independence, you need to  forego your short-term wants , and then 
 plan and prepare for your family’s long-term needs . 

 Do not make the same mistakes these parents made. Start plan-
ning for your child ’s education as soon as possible. Be open to your 
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children about fi nancial decisions and what consequences these 
decisions will have on the family ’s future. Your family ’s fi nan-
cial situation is not a topic that needs to be kept private; instead, 
it should be shared and understood by all of your family mem-
bers. Understanding the difference between your family ’s needs 
and your family ’s wants involves the participation of you, your 
spouse, and your children. Making the right choices and fully 
understanding the consequence of these actions is a must. Tak-
ing advantage of college savings programs will help you get there 
more easily. Understanding how scholarships, government grants, 
and student loans can help is essential. Taking advantage of all 
the special tax deductions and credits that may help subsidize the 
cost of college is a must. This chapter will provide you with what 
it takes to get not only your children, but you and your spouse 
through the burden and stress of paying for a college education. 

   Conducting a “Needs Analysis” for Your Children ’s College Educations 

 The starting point for planning to pay for education is perform-
ing an education “needs analysis.” Before creating an educational 
funding plan, you must fi rst determine your estimated needs. For 
each of your children that you expect will be attending college, 
you will need to estimate his or her total cost for higher education. 
This estimate should include their tuition, fees, books, supplies, 
 equipment, tutoring, transportation, and possible extracurricular 
activities. If you believe your child will be going away to school, you 
will also need to estimate the added room and board, meal plans, 
as well as travel costs. Once you have estimated what this cost may 
be per year in today ’s dollars, you will need to adjust this for the 
expected education infl ation rate and determine this for each year 
they will be attending college. 

 If you are like most parents, saving for your child ’s education 
is a major fi nancial concern. Given the fact that the current cost of 
a four-year college education could be well into the six fi gures for 
certain colleges and universities, this will most likely cost you a lot 
more than you have anticipated. I would recommend utilizing the 
various college funding calculators provided at Yahoo! Finance or 
 savingforcollege.com . To calculate how much money you will need, 
answer the following questions:

•   How many years until your child enters college? 
•  How many years do you expect your child will be attending 

college? 
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•  What is the total current cost for attending the college of 
your child ’s (and your) choice? 

•  What is the expected rate of inflation (assume 5 percent or 
more) for college costs? 

•  How much money do you currently have saved and earmarked 
for this purpose? 

•  What is your expected after-tax return on your investments 
during this time frame?   

 After inputting the above information into the college funding 
calculator, you will be able to determine how much money you will 
need to save each year (or the lump sum you need now) to cover 
the total cost of your child ’s future college education needs. 

 Let us walk through an example, answering each of the ques-
tions above as follows:

•   If your child is five years old now, you have about 12 years 
until your child attends college, 

•  If you expect your child to obtain a bachelor ’s degree, you 
will need to cover four years of college expenses, 

•  If the annual cost of tuition and all fees at today ’s prices is 
$17,000, 

•  If you allow for a five percent inflation rate, 
•  If you have $10,000 set aside already for your child ’s college 

education, 
•  And if you expect to earn an eight percent return on your 

investments,   2   
•  Then  you will need to save $131,586 by the time your child goes 

to college . To meet that goal, you will need to either invest a 
lump sum now of $52,255 or you will need to save and invest 
$5,607 each year, for the next 12 years.   

 And that is only for  one  child. 
 Fortunately, the sooner you start to save, the more manage-

able this fi nancial goal becomes. For most people, this calculation 

 2 The rates of return shown above are purely hypothetical and do not represent the 

performance of any individual investment or portfolio of investments. They are 

for illustrative purposes only and should not be used to predict future product 

performance. Specifi c rates of return, especially for extended time periods, will 

vary over time. There is also a higher degree of risk associated with investments 

that offer the potential for higher rates of return. You should consult with your 

representative before making any investment decision.
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becomes a reality check and a rude awakening. Unfortunately, most 
parents are not prepared when this day comes, and they put their 
children and themselves into debt (as Kathy and Bill did, in the 
case study at the beginning of this chapter). This does not have to 
be the case for you and your family. By taking full advantage of the 
powerful education planning management strategies discussed in 
this chapter, you can and will be prepared. 

 By taking full advantage of the tax savings offered through 
 Section 529 “qualifi ed tuition plans,” Coverdell Education Savings 
Accounts, and savings bonds, you can accumulate the money you 
will need much more rapidly and possibly on a tax-free basis. By 
understanding all the government grants and loans available and 
how to qualify, this may go a long way in reducing your costs. 
By encouraging your children to do well in high school, they may 
qualify for merit scholarships and other awards. Lastly, if you qual-
ify, you may be eligible for special tax deductions and credits in the 
years that your children attend college and that you pay for their 
college costs. 

 Therefore, there are numerous strategies you can use to make 
this process much more affordable. Lastly, you should seriously 
consider state and city colleges and universities that provide a 
top-rated education at much more affordable prices. A college 
education is extremely valuable, but you must fully weigh out the 
benefi ts and compare them to the cost. As I have said through-
out this book, you must always be able to distinguish between your 
 needs  and your  wants . Since a college education is clearly a  need  in 
today ’s society, you then must ask yourself if there is a less-costly 
college-selection alternative. Planning and paying for your child ’s 
education is one of the keys to achieving and maintaining fi nan-
cial independence. 

   Strategies for Saving Money for College Education 

 Here are four of the most commonly used strategies for saving 
money for a college education:

    1.  Section 529 college savings programs. 
   2.  Uniform Gifts/Transfers to Minors Act (UGMA/UTMA) 

account. 
   3.  Coverdell Education Savings Accounts. 
   4.  U.S. savings bonds.   
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 Paying for College 163

 Each has distinct advantages as well as some drawbacks. Under-
standing how each of these education savings techniques work will 
go a long way to helping you decide which approach (or com-
bination of approaches) would work best for your individual cir-
cumstances. Exhibit    7.2   provides a detailed comparison of these 
four options, based on 2013 tax rules, followed by a detailed 
discussion of each of these four strategies, plus a few more you 
might consider. 

   Section 529 Plans “Qualified Tuition Plans” 

 IRS Code Section 529 was created in 1996 with the passage of the 
Small Business Job Protection Act. This was the birth of  qualifi ed tui-
tion plans,  commonly referred to as  529 plans , which were specifi -
cally designed to help people save and ultimately pay for college 
education on a federal tax-free basis. Investment assets held within 
a 529 plan account accumulate on a tax-deferred basis. Withdrawals 
of accumulated earnings as well as principal are federal income tax-
free, if you use them for qualifi ed higher education expenses at any 
eligible postsecondary educational or vocational institution in the 
United States. Some states also allow you a tax-deductible contribu-
tion for state income tax purposes, if you establish your 529 plan in 
that state ’s sponsored program. 

 Qualifi ed expenses generally include:

•   Tuition 
•  Room and board 
•  Books and supplies 
•  Special needs services in connection with enrollment at a 

qualified institution   

 You can open a 529 Qualifi ed Tuition Plan account for your 
children, your grandchildren, or anyone who is a U.S. citizen or 
legal U.S. resident. There are no age or family relationship lim-
itations on 529 plan benefi ciaries. In fact, you can even open an 
account naming yourself as the benefi ciary to help with your own 
higher education expenses. 

 Section 529 plan earnings can be tax free, if you use them to 
pay for qualifi ed higher education costs. Exhibit    7.3   shows how your 
earnings can grow on a tax-free basis. First, Exhibit    7.3   shows the 
difference between investing $10,000 in a taxable account and a 
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 Paying for College 165

 Exhibit      7.3  Growth of Savings Invested in a Tax-Free 529 Plan versus a Taxable Savings Account 

tax-exempt account, with subsequent investments of $10,000 at the 
beginning of each year for 18 years. This example also assumes an 
eight percent annual rate of return with a 40 percent marginal 
tax rate.   4   This illustration demonstrates the possible value of tax-
exempt earnings over time through a 529 education savings plan. 

 4 See footnote 2.
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166 Financial Independence (Getting to Point X )

As you can see, if you invest the same amount of money in both 
plans,  you could earn almost $100,000 more  over 18 years when you 
invest in the tax-free 529 plan. 

  As you evaluate various college savings options, you should con-
sider both the tax advantages and control you have with each type 
of plan; for example:

•    Control —With a section 529 plan, you are able to exercise 
control over who the ultimate beneficiary of these funds will 
be, and can even terminate the account if you wish. There-
fore, if your firstborn decides not to go to college, and you 
have invested in a 529 plan in his name, you can transfer 
the funds to your second child, or you can simply termi-
nate the plan. If you do not want your beneficiary to have the 
ultimate control of these funds, then a 529 plan may be 
the right choice for you, as it clearly gives you flexibility. 

•   Tax advantages —A 529 plan offers a variety of noteworthy tax 
advantages, such as high account limits, tax-free withdrawals, 
and accelerated federal gifting and estate tax benefits—and, 
in some cases, state tax deductions. This is perhaps one of the 
most tax-effective strategies for saving and paying for higher 
education. There are no income limitations as to who can 
establish an account. High-income earners can take full advan-
tage of these tax benefits.  This is my number one recommended 
strategy for an education savings plan.    5     

   Uniform Gifts to Minors Act and Uniform Transfers to Minors Act     6   (UGMA/UTMA) 

 The Uniform Gifts to Minors Act (UGMA) and Uniform Transfers 
to Minors Act (UTMA) accounts allow your children to invest for 
their college education by holding the funds in their own accounts. 
Any income generated from this account will be taxed each year 
directly to the child, which may allow a portion of the income to be 
taxed at a lower rate. 

 These accounts provide you with a method to transfer assets out 
of your name and into that of a minor, without having to establish a 
trust (which can be expensive). Please note that these transfers are 

 5 See footnote 1.

 6 See footnote 1.
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 Paying for College 167

considered completed gifts and may require the donor (the person 
that gave the gift) to fi le a gift tax return. 

 UGMA and UTMA accounts were not created specifi cally as sav-
ings vehicles for college, but many parents use them for this pur-
pose because these assets typically become available to the minor 
when they are in the early years of college. 

 The accounts are managed by a custodian—usually a parent, 
grandparent, relative, or friend. Individuals can make an irrevoca-
ble transfer for any amount to these accounts as a gift to the minor. 
In the event that the custodian passes away before the child reaches 
majority (i.e., is considered an adult by state law, which varies from 
state to state between ages 18 and 21), the account may then be 
includable in the taxable estate of the donor (i.e., the custodian). 

 The key difference between UGMA and UTMA accounts is that 
UTMA law allows more fl exibility with the type of investments 
that can be included in the account. The UGMA law limits the type 
of investments that can be held in these accounts to bank deposits, 
securities (stocks, bonds, mutual funds), and insurance policies. 

 The main income-tax advantage to transferring these assets to 
a child used to be that all the income earned on these investments 
would be subject to tax at the child ’s signifi cantly lower marginal 
tax rate. However, the IRS created a “kiddie tax” that has signifi -
cantly reduced the tax advantage of establishing these accounts and 
was specifi cally created to close this tax loophole and to discourage 
this type of tax-saving strategy. This tax may apply to your child if 
he or she has investment income (such as interest, dividends, and 
capital gains). For 2013, the kiddie tax on unearned income from 
investments will apply when this income exceeds $2,000. The fi rst 
$1,000 is not taxed because of the standard deduction and the sec-
ond $1,000 is taxed at the child ’s tax rate. The excess income over 
$2,000 is then taxed at the parents’ higher tax rate. The kiddie 
tax applies not only to children younger than age 19, but also to 
children who are full-time students ages 19 to 23 and do not have 
earned income exceeding half of their own support. The kiddie tax 
only applies to the child ’s investment income over $2,000; it does 
not apply to earned income from wages or self-employment. 

 Another major disadvantage to these types of accounts is that 
all assets transferred under UGMA and UTMA laws represent 
an irrevocable gift (transfer). Upon reaching the age of majority 
under the state UGMA/UTMA laws, the child gains control of the 
assets and may use them any way he or she wants to. For example, 
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168 Financial Independence (Getting to Point X )

if little Suzie decides to jump on the back of her boyfriend ’s motor-
cycle on her eighteenth birthday and head to California to start a 
new life, she can take the money with her, because she is no longer 
considered a minor. 

 Yet another major potential disadvantage of UGMA or UTMA 
accounts is that they may affect the amount of fi nancial aid your 
child receives. This is discussed further in the government grants 
and loans section of this chapter. 

 This is one of the major reasons why parents may want to 
invest in their own name instead of the child ’s because when it 
comes to qualifying for fi nancial aid, parental assets and income 
are less of a factor than the child ’s. If your child is approaching his 
or her college years, the custodian is permitted to spend down the 
account for the benefi t of the child prior to completing the fi nan-
cial aid forms. 

 As a general rule, I discourage people from using UGMA or 
UTMA accounts as a method of saving for a child ’s education. The 
minimal tax savings you may achieve is usually not worth the poten-
tial pitfalls. If you want to retain control of the assets, take advan-
tage of tax- deferred savings and qualifi ed tax-free withdrawals, and 
not jeopardize any potential fi nancial aid, you should avoid these 
types of accounts. Instead, use one or more of the other education 
saving vehicles covered in this chapter. 

 If you do use either a UGMA or UTMA account, you should seri-
ously consider spending down the account (instead of using your 
own money) for the benefi t of your children for such expenses as 
their high school tuition, computers, and whatever else they may ask 
for. You will then have extra funds of your own available to fund a 
Section 529 plan. 

   Coverdell Education Savings Accounts 

 A Coverdell Education Savings Account (ESA) was formerly known 
as an Education Individual Retirement Account. A Coverdell ESA 
is a tax-advantaged educational savings account designed specifi -
cally to encourage savings to cover future education costs. These 
accounts can be used to pay for elementary education, secondary 
education, and college costs, such as tuition, books, uniforms, and 
other education-related expenses. 

 The tax treatment of a Coverdell ESA is similar to the Section 
529 Plan with some signifi cant differences. Similar to a 529 Plan, 
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 Paying for College 169

Coverdell ESAs allow your investments to grow tax deferred, and 
the distributions can be tax free for qualifi ed education expenses at 
a qualifi ed institution. 

 The major and most signifi cant difference in these plans, how-
ever, is how  qualifi ed expenses  are defi ned. Qualifi ed expenses under 
a Coverdell ESA account include private primary and secondary 
school, and not just college and university as is the case with Sec-
tion 529 plans. This could make a Coverdell ESA account your 
best choice when saving for a private elementary or high school 
education. If not used for this purpose, you can, of course, use the 
account for higher education expenses. 

 The key features of a Coverdell Education Savings Account 
include the following:

•   There are income limitations for the donor, which may affect 
the ability to make contributions into a Coverdell ESA. For 
tax year 2013 if you were a single individual, head of house-
hold, or a married taxpayer filing separately, you can make 
the full contribution if your income was below $95,000, and 
then it is phased out through $110,000. A married couple 
filing jointly can make a full contribution if their income 
level was below $190,000 and then it is phased out through 
$220,000. The money held in a Coverdell ESA account is not 
considered part of your child ’s assets when applying for fed-
eral financial aid, as long as your child is listed as the  benefi-
ciary  and not as the  account owner.  

•  The custodian of a Coverdell ESA account (i.e., you, the par-
ent) can change  the named beneficiary   without incurring  taxes or 
penalties, as long as the new beneficiary is an eligible family 
member of the previous beneficiary. 

•  Coverdell ESAs have an annual contribution limit of $2,000 
per child; therefore, the use of a Coverdell is limited. This 
$2,000 annual contribution limit has been extended perma-
nently under the American Taxpayer Relief Act of 2012. 

•  Coverdell ESAs allow almost any type of investment to be 
held, including stocks, bonds, and mutual funds. 

•  The funds in a Coverdell ESA must be used for qualified 
education expenses by the time the designated beneficiary 
is 30 years old. Alternatively, you can change beneficiaries to 
another family member younger than the age of 30 in order 
to avoid taxes and penalties before that time comes. 
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170 Financial Independence (Getting to Point X )

•  Coverdell ESAs allow distributions on a tax-free basis for 
qualified elementary and secondary school expenses and not 
only for college and universities.   

 Try to fi t a Coverdell ESA into your overall education savings 
strategy. If you do not qualify to contribute to an ESA account 
because of the income limits, encourage other family members to 
do so, assuming they qualify. For example, if your child gets a sum-
mer job, you can invest the extra cash he or she earns into an ESA 
account (based on your child ’s income level). Although this educa-
tion tax saving break is limited, everything you do in the aggregate 
will make a difference in the long run. 

   Savings Bonds 

 U.S. savings bonds are yet another popular way of saving for 
 college. They offer a low rate of return on your investment, but 
they are also low risk. For example, if you purchased $1,000 in 
series EE bonds or series I bonds between May 1 and October 
31, 2012, the rate would have been 0.60 percent or 2.20 percent 
respectively. The series EE bonds would have earned only $6 and 
the series I bonds would have earned only $22 over a one-year 
period, which is not an attractive rate of return, especially when 
you consider the loss of purchasing power due to infl ation. 

 However, savings bonds are considered a very safe investment, 
because they are backed by the full faith and credit of the U.S. 
government. Both the principal and earned interest is safe, which 
means you cannot  lose  money due to market changes, because U.S. 
savings bonds are not considered marketable securities. U.S. sav-
ings bonds are registered with the U.S. Treasury Department; there-
fore, you can easily replace them if you lose them or they are stolen 
or destroyed. This is in contrast to bearer bonds, which are almost 
equivalent to having cash. Anyone who presents the bonds to a bank, 
even if they have been stolen from you, can convert them to cash at 
any time. You would then be out of luck because bearer bonds are 
not registered to the owner and are treated the same as lost cash. 

 Through a special Education Savings Bond Program, interest 
on certain savings bonds is tax free when you use them to pay for 
qualifi ed higher education expenses. The U.S. savings bonds that 
qualify for this tax-free treatment include series EE bonds issued 
after December 31, 1989, and all series I bonds. 
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 Paying for College 171

 You must also be very careful and make sure you meet the fol-
lowing requirements for this tax-free treatment. 

•    The bond owner (you) must be at least 24 years old on the 
bond issue date (the first day of the month in which the bonds 
were purchased). 

•  Parents can purchase bonds for their children, but the bonds 
must be registered in the parents’ name. 

•  The child cannot be listed as a co-owner, but the child can be 
listed as a beneficiary. 

•  You can also purchase bonds for your own education, in 
which case the bonds must be registered in your own name.   

 Currently, there is an annual purchase limit of $30,000 per 
owner for Series EE Bonds and $30,000 for Series I Bonds. A hus-
band and wife purchasing bonds as co-owners would be able to pur-
chase up to $60,000 in a single year. The purchase limit for Series 
I Bonds is not affected by purchases of series EE Bonds; these pur-
chase limits are independent of one another. 

 There are, of course, some major advantages and disadvantages 
to purchasing qualifi ed Series EE and I U.S. Savings Bonds. First, 
let us look at the advantages:

•   You don ’t need to open an account with a financial institu-
tion, because U.S. savings bonds are registered and issued by 
the U.S. Treasury Department. You can walk into almost any 
bank, credit union, or savings and loan to buy U.S. savings 
bonds. However, you can now also get savings bonds online, 
directly from the U.S. Treasury, at  treasurydirect.gov . 

•  You can buy savings bonds for as little as $25, which makes 
them easily affordable for most people. 

•  The interest on these bonds is always exempt from state and 
local income tax and may be fully exempt from federal income 
taxes when the bonds are used for qualified college expenses.   

 Now for the disadvantages:

•   You are locking yourself into a very low rate of return, which 
most likely will not keep pace with inflation. With interest 
rates at historical lows, the rate of return currently offered by 
these bonds does not make them an attractive choice. This is 
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the biggest disadvantage; therefore, you need to weigh this 
low return against the safety and security of knowing they are 
government-guaranteed obligations. 

•  The exemption from paying federal income taxes when you 
use savings bonds to pay for college expenses is more restricted 
than some of the other alternatives: Series EE and I Bonds are 
only exempt from taxation when they are used for tuition, not 
room, board, or books. 

•  For 2013, if you (as the taxpayer holding the bonds) file your 
taxes as single or head of household, there is an income 
phase out for adjusted gross income between $74,700 and 
$89,700; if you are married and filing jointly, the phase out 
is $112,050 through $142,050. This may completely eliminate 
the tax advantage of using U.S. savings bonds as a vehicle for 
saving for college, if your income reaches these levels in the 
year you need the funds.   

 For all the above reasons, although savings bonds are a popular 
way of saving for college, it is not one of my favorites, especially for 
potentially high-income earners. 

   Roth Individual Retirement Accounts 

 I know what you are thinking: why are Roth IRAs included in this 
chapter as a strategy for saving money to pay for college? The sim-
ple answer to this question is that although a Roth IRA was not 
established as an education savings vehicle, it can serve that pur-
pose if you use it in the right way. 

 Let us assume your son or daughter has been working at a part-
time job and has earned $7,500 or more over the year. What would 
be the best use for this money? I am sure your child is thinking video 
games or designer jeans, but that is not the correct answer, of course. 

 The best use for this money is to fund a Roth IRA for $5,500 and 
a Coverdell Education Savings Account for $2,000. The argument 
for doing this is even stronger if your income level does not allow 
 you  to contribute to these accounts on your own, but your child 
would qualify based on his or her level of income. I have already 
covered the many benefi ts of establishing a Coverdell Education 
Savings Account, so now I am going to focus on the Roth IRA. 

 Let us also assume your child managed to save $5,500 per year 
for fi ve years in a Roth IRA and now is in his third or fourth year of 
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college. Let us also assume that this $27,500 is now worth $45,000 
because of some good investment choices.   7   Your child would be able 
to take a distribution from this account to cover the cost of under-
graduate or graduate school. Assuming he took the full $45,000 
out in one year, only $17,500 ($45,000 less $27,500) of this amount 
would be subject to tax. Moreover, this income is subject to tax  at 
your child’s low tax rate , which could be as low as 0 percent, if it is 
structured properly. 

 Furthermore, although the IRS levies a 10 percent penalty if you 
withdraw money from a retirement account before you are 59½ years 
old, there is an exception to this penalty if you use that distribution 
to pay for qualifi ed higher education costs. Therefore, this amount 
would not be subject to this penalty. Once again, Roth accounts were 
not designed to cover higher education expenses, but you can clearly 
use them as an additional strategy for saving for college. 

 Furthermore, if your child does not need the funds to cover 
higher education expenses, it is still a benefi t for your child to have 
this money invested in a tax-free retirement account before he even 
graduates from college. This would give your child an amazing start 
and advantage to achieving and reaching his or her own fi nancial 
independence. I always encourage children and their parents to 
start saving for retirement as soon as possible. 

   Government Grants and Loans 

 When you consider the multitude of options and opportunities 
available for saving and paying for college education, the subject of 
government grants and loans probably has the most ambiguity asso-
ciated with it. In 2007 through 2008, the U.S. Department of Edu-
cation ’s National Center for Education Statistics conducted a study 
that revealed the following selected fi ndings regarding student 
fi nancial aid:

•   Types of financial aid received by undergraduates in 2007–2008:
•   Sixty-six percent of all undergraduates received some type 

of financial aid. For those who received any aid, the total 
average amount received was $9,100. 

•  Fifty-two percent received grants averaging $4,900. 

 7 See footnote 2.
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•  Thirty-eight percent took out an average of $7,100 in stu-
dent loans. 

•  Seven percent received aid through work-study jobs, aver-
aging $2,400 in wages. 

•  Two percent received an average of $5,400 in veterans’ 
benefits. 

•  Four percent of students had parents who took out an 
average of $10,800 in Parent Federal PLUS (Parent Loan 
for Undergraduate Students) loans, which are included 
in total aid but are not included in student loans because 
they are loans for parents of dependent students.   

•  Sources of aid received by undergraduates in 2007–2008:
•   Forty-seven percent of all undergraduates received federal 

student aid, the average amount of which was $6,600. 
•  Sixteen percent received an average of $2,500 in state-

funded grants. 
•  Twenty percent received an average of $5,000 in grants 

funded by the postsecondary institution they attended.   
•  Federal Title IV of the Higher Education Act, federal aid for 

undergraduates in 2007–2008:
•   Twenty-seven percent of all undergraduates were awarded 

federal Pell grants, at an average of $2,600. A Federal Pell 
grant is financial assistance, awarded by the federal gov-
ernment to undergraduate students on the basis of need. 
The grant may be used toward tuition, room and board, 
books, or other educational costs. This money does not 
have to be repaid. 

•  Thirty-four percent of all undergraduates took out federal 
Stafford loans, averaging a total of $5,000. A Stafford loan is 
a student loan offered to eligible students who are enrolled 
in accredited American institutions of higher education 
to help finance their education. They are made available to 
students through the William D. Ford Direct Loan Program 
and the Federal Family Education Loan (FFEL) program. 

•  Thirty percent of undergraduates received subsidized 
Stafford loans, at an average of $3,400. Stafford loans 
are federal loans that come in two forms, subsidized and 
unsubsidized. Subsidized loans are based on need; unsub-
sidized loans are not. The interest on the subsidized Staf-
ford loan is paid by the federal government while the 
student is in school and during the six-month grace period. 
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•  Twenty-two percent of undergraduates received an average 
of $3,200 in unsubsidized Stafford loans.   

•  Income distribution of undergraduates:
•   Among all dependent undergraduates, 28 percent came 

from families with incomes under $40,000, and another 28 
percent had family incomes of $100,000 or more. 

•  Among all independent undergraduates, 40 percent had 
incomes under $20,000.   

•  Aid received by graduate students in 2007–2008:
•   Seventy-four percent of graduate students received some 

type of financial aid. 
•  The average amount of total aid received was $17,600. 
•  Fifteen percent received an average of $12,100 in assis-

tantships. 
•  Forty-three percent took out an average of $18,500 in total 

student loans. This included 39 percent with an average of 
$15,600 in Stafford loans and 5 percent with an average of 
$15,500 in Graduate PLUS loans.     

 These selected fi ndings from the most recent U.S. Department of 
Education study should give you some idea of the type and sources 
of fi nancial aid that may be available. 

 It is also very important to understand how the federal govern-
ment and institutions calculate how much aid they provide stu-
dents, whether in the form of grants, federal loans, or work study. 
For the most part, the formula to determine the amount of need 
for fi nancial aid will factor in your family ’s ability to pay over time. 
This is expressed as an  expected family contribution.  If there is a gap 
between the cost of attendance at a school and the expected family 
contribution, a fi nancial aid offer may be made. According to the 
U.S. Department of Education ’s  Federal Student Aid Expected  Family 
Contribution Formula Guide , here are the essential factors in the 
expected family contribution calculation:

•   What you, as the parents, currently earn 
•  What your child (the student) currently earns 
•  What the parent owns 
•  What the student owns directly   

 The most heavily weighed factors in evaluating eligibility for 
fi nancial aid is current income received by the parent or child and 

c07.indd 175c07.indd   175 26/02/13 2:45 PM26/02/13   2:45 PM



176 Financial Independence (Getting to Point X )

then whether the parent or the child has control over fi nancial 
assets. It is vital to understand the signifi cance and importance that 
these key factors play in determining fi nancial aid. You should con-
sider these factors when you are selecting the college savings vehi-
cles you plan to use as well as how you plan to hold ownership to 
these assets. 

 Understanding what effect your overall savings will have on 
your chances of receiving fi nancial aid is critical to assessing your 
additional needs. There are several types of fi nancial aid includ-
ing, federal, state, and institutional. Federal aid is the most widely 
used form of assistance available to college students. To be consid-
ered for federal aid, a student must complete the fi nancial aid Free 
Application for Federal Student Aid (FAFSA) forms. 

 Exhibit    7.4   provides the ranges of parental and student income 
and assets that are used to calculate the annual expected family 
contribution for any given student. Once the expected family con-
tribution has been determined, a college ’s or university ’s fi nancial 
aid offi cer subtracts it from that institution ’s cost for attending 
their college or university, in order to determine the annual fi nan-
cial need. Exhibit    7.4   reveals that  income  is more heavily factored 
in the calculation than  assets,  and that  student  income and assets 
are factored in more heavily than his or her parents’ income and 
assets. Exhibit    7.4   also highlights the impact that some of the most 
common college saving vehicles will have on your child ’s ability to 
qualify for fi nancial aid. 

 Exhibit 7.4 Factors Used in Calculating the Annual Expected Family Contribution 

for Financial Aid Purposes  

      Parents    Students  

  Income    22% to 47% of available income    50% of available income over $6,000  

  Assets    0% to 5.64% of assets, including:

•   Mutual funds 

•  Securities 

•  Bank accounts, CDs 

•  529 savings plans where the 

account owner is the parent(s)   

 Qualified retirement plans are not 

considered  

  20% of assets held in student ’s name, 

including:

•   UGMA/UTMA accounts not held in 

a 529 Plan 

•  Minor trusts not held in a 529 Plan 

•  Savings bonds (in student ’s name)   

 Qualified retirement plans (including 

Roth IRAs) are not considered  

    Source:  This information is based on the U.S. Department of Education ’s Federal Student Aid Expected 

Family Contribution Formula Guide, 2012–2013.   
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  However, Exhibit    7.4   does not take into consideration withdraw-
als from a 529 plan, which can have a direct effect on a student ’s 
fi nancial profi le for the purpose of determining expected family 
contribution and therefore can affect the extent of that student ’s 
fi nancial aid package. The signifi cant differences in determining 
the effect of a 529 plan withdrawal is whether the 529 plan is a  pre-
paid tuition plan  or a  college savings plan . 

  Prepaid 529 tuition plans  commonly allow you to purchase units 
or credits at a participating college or university, which can then be 
applied toward future tuition payments. In some situations, they 
can be used to cover the cost of room and board. The majority of 
these plans sponsored by the state have residency requirements. 
Investments in prepaid tuition plans are also sometimes guaranteed 
by the sponsoring state government. 

  Savings 529 tuition plans  generally allow you to establish an account 
for a benefi ciary for the purpose of paying the benefi ciary ’s quali-
fi ed educational costs. As the account holder, you typically have sev-
eral investment choices for your contributions in the 529 savings plan, 
which typically include stock and bond mutual funds as well as money 
market funds. Some also offer age-based portfolios. You can usually 
use the distributions from 529 savings plans at any U.S. college or uni-
versity. Your benefi ciary has the fl exibility of choosing any college or 
university he or she gets accepted to, in any state. It is important to 
note that the investments in these 529 savings plans are not guaran-
teed by state governments. 

 Prepaid 529 plans are treated differently than 529 savings plans 
because they are considered  resources  rather than  assets . This distinc-
tion is signifi cant and extremely important to understand. Although 
assets held in prepaid 529 plans are not considered in the federal 
student fi nancial aid calculation, the  withdrawals  from these plans 
will reduce your fi nancial aid eligibility dollar-for-dollar. This means 
that withdrawals are direct reductions in the amount of fi nancial 
aid that would have otherwise been available. This is an impor-
tant distinction and why you should avoid 529 prepaid plans at all 
costs, if you believe there is a possibility that your child may qualify 
for fi nancial aid. In this situation, the 529 savings plan would be a 
much better alternative. 

 With a 529 savings plan, the portion of the withdrawal that 
represents a return of your principal contribution is not included 
as income and therefore would not have a negative effect on eli-
gibility for federal fi nancial aid. Furthermore, the portion of the  
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withdrawal that represents earnings is not included as income to the 
benefi ciary (i.e., your child) or the college saver (i.e., you) as long 
as you use it to pay for qualifi ed higher education expenses. The 
key issue to remember is that these withdrawals will not result in a 
dollar-for-dollar reduction in the amount of fi nancial aid that your 
child would have otherwise received. 

 The information in this section provides a basic understand-
ing of the calculations used in determining eligibility for federal 
student fi nancial aid. For more detailed information regarding the 
fi nancial aid process, the many different types of fi nancial aid avail-
able, and how your particular facts and circumstances may affect 
the chances of qualifying, visit the following websites:

•    www.finaid.org : one of the most comprehensive sources of 
information about student financial aid, 

•   www.ed.gov : the website for the U.S. Department of Education, 
•   www.fafsa.ed.gov : the Department of Education ’s website for 

the FAFSA, which provides comprehensive information on fed-
eral student aid and allows users to apply online for such aid, 

•   www.studentaid.ed.gov : the website for the Department of 
Education ’s Federal Student Aid (FSA) programs, and 

•   www.collegeboard.com : the website for The College Board, a 
national nonprofit membership association composed of more 
than 5,200 schools, colleges, universities, and other educa-
tional organizations.   

 There are numerous government grant and loan programs. It 
is important for you to do your research and become thoroughly 
familiar with these options early on when planning for your college 
funding needs. If you believe you will qualify for some of these pro-
grams, you can factor these funds into your college-funding plan. 
On the other hand, if you believe you will not be entitled to any 
of these programs, because of your income and assets, you will 
clearly need to focus more on the other college savings programs 
described in this chapter. 

   Athletic Scholarships 

 For those proud parents who may be counting on little Johnny ’s foot-
ball skill or Christine ’s gymnastic abilities to pay their way through 
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college, take a hard look at what your actual chances are of receiving 
athletic scholarships:

  According to the most recent U.S. Department of Education 

study, “approximately 1 percent to 2 percent of undergradu-

ate students in bachelor ’s degree programs receive athletic 

scholarships, equaling a total of about $1 billion a year. While 

that monetary amount is growing at a rate of 4.5 percent year 

over year, the percentage of those that actually receive ath-

letic scholarships has not risen higher than 1.8 percent since 

1995–1996.” 

 —Mark Kantrowitz, publisher of  FinAid.org    

    Education Tax Deductions and Credits 

 During the years your child is attending college, you may qualify for 
signifi cant tax savings through education tax deductions and cred-
its. Because tax credits can be a dollar-for-dollar reduction in your 
taxes, I cover this in great detail. The two major education tax cred-
its for higher education are The American Opportunity Tax Credit 
and The Lifetime Learning Credit. 

  American Opportunity Tax Credit 

 To qualify for the American Opportunity Tax Credit in 2013, your 
family member (student) must be taking at least one-half of the 
normal course load of a full-time student for the fi rst four years 
of post-secondary education. This is available under the following 
circumstances:

•   You can qualify for full credit if your tax filing status is married 
filing jointly with an adjusted gross income under $160,000. 

•  You can qualify for partial credit if your tax filing status is 
married filing jointly with an adjusted gross income up to 
$180,000. 

•  If you are married as of the last day of the year, you must file 
jointly to claim this credit; married persons filing separately 
are not eligible. 

•  All other filing statuses can qualify for full credit if your 
adjusted gross income is under $80,000. 
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•  All other filing statuses can qualify for  partial credit  for adjusted 
gross income up to $90,000. 

•  This tax credit is available for qualified tuition and related 
fees incurred and paid in the first four years of post-secondary 
education for the taxpayer, spouse, and/or dependents.   

 The American Opportunity Tax Credit is equal to 100 percent 
of the fi rst $2,000 of qualifi ed expenses paid in the tax year, plus 
25 percent of the next $2,000. Therefore, the maximum tax credit 
allowed in any given year is $2,500 per student, if there is at least 
$4,000 in qualifying expenses. It is important to note that this $2,500 
credit is available for each eligible student in your household. In 
other words, if you qualify for this tax credit, it would be the same as 
receiving a $2,500 tax-free scholarship for each of your children who 
qualifi es. In essence, the federal government is subsidizing the cost 
of sending your child (or other family member) to college. Up to 
40 percent of this tax credit can be refundable, even if it exceeds 
your tax liability for the year. 

 The American Taxpayer Relief Act of 2012 extended the American 
Opportunity Credit through 2017. 

   Lifetime Learning Credit 

 The Lifetime Learning Credit does not call for your child (or any 
other family member) to have a certain degree or workload require-
ment. This credit may be claimed for one or more courses at an 
eligible education institution that is either part of a post-secondary 
degree program or part of a non-degree program taken to acquire or 
improve job skills. The Lifetime Learning Credit can be claimed for 
an unlimited number of years. For 2013, here are the requirements:

•   You can qualify for full credit if your tax filing status is mar-
ried filing jointly with an adjusted gross income under 
$107,000. 

•  You can qualify for partial credit if your tax-filing status is 
married filing jointly with an adjusted gross income up to 
$127,000. 

•  If you are married as of the last day of the year, you must file 
jointly to claim this credit; married persons filing separately are 
not eligible. 
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•  All other filing statuses can qualify for full credit if your adjusted 
gross income is under $53,000. 

•  All other filing statuses can qualify for partial credit if your 
adjusted gross income is up to $63,000. 

•  This tax credit is available for tuition and enrollment fees for 
undergraduate, graduate, or professional degree programs 
for you, your spouse, or your dependents.   

 The Lifetime Learning Credit provides an annual per taxpayer 
reimbursement for qualifi ed tuition and related expenses per fam-
ily in the amount of $2,000 per year. This means if you pay qualifying 
expenses for more than one eligible student, the overall credit you may 
claim remains $2,000, regardless of the number of children who are 
students in your household. This credit is based on a 20 percent fac-
tor of qualifi ed expenses. Therefore, to obtain the full $2,000 credit, 
you must have at least $10,000 of qualifi ed education expenses for all 
eligible children who are students in your family. This tax credit is non-
refundable; therefore, you will not be entitled to receive it if it exceeds 
your regular tax plus Alternative Minimum Tax (AMT) liability. 

 If you have more than one qualifying child in college during 
the same year, you may have the option of using both the American 
Opportunity Tax Credit and the Lifetime Learning Credit in the 
same year; however, you cannot claim both in the same year for 
the same person in college. 

   Employee Educational Assistance Programs 

 Under the Employee Educational Assistance Program, an employer 
can reimburse an employee ’s tuition, enrollment fees, books, sup-
plies, and equipment for undergraduate and graduate studies. This 
tax-free treatment applies, provided that the courses do not satisfy 
the employer ’s minimum education standards and do not qualify you 
for a new profession. Both undergraduate and graduate courses qual-
ify for this exclusion. 

 These working-condition fringe benefi ts can be excluded from 
the employee ’s income, up to $5,250 per year. This is a tax-free ben-
efi t to the employee (i.e., you or your spouse); at the same time, 
your employer receives a full business tax deduction. 

 It is important to note that neither the employer nor the 
employee can claim an education tax credit for the same expense. 
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If the employee has expenses that exceed the $5,250 employer reim-
bursement, the employee will be permitted to claim the American 
Opportunity Tax Credit or the Lifetime Learning Credit for those 
expenses paid over this amount. Of course, the employee needs to 
meet the qualifi cations for these credits. Under the American Tax-
payer Relief Act of 2012 the employer-provided education assistance 
has been made permanent.                

      TAX FACTS AND STRATEGIES   8   FOR PAYING 
FOR EDUCATION  

•     Establish and fund the maximum annual contribution of $2,000 per year to 

a Coverdell Savings Account for each of your children under the age of 18, 

if you or your child qualifi es. Although there is no upfront tax deduction, all 

future earnings and principal will be paid out tax free if you use it to cover 

private school costs, from kindergarten through graduate school. 

•  Consider transferring appreciated property (such as stocks, bonds, and 

mutual funds) that you plan to sell (to cover education costs), to your chil-

dren age 19 and older or children who are full-time students ages 19 to 23, 

if their earned income is more than half of the amount of their support. They 

can then sell this appreciated property and have the capital gain taxed at a 

rate as low as 0 percent, as long as their overall income is still at or below the 

15 percent tax bracket. They can then use this money to pay for their educa-

tion, and you can avoid paying tax on any gain. 

•  Keep in mind that if you buy U.S. EE Savings Bonds or I Bonds to pay for 

educational expenses and you defer reporting the interest, you may be eli-

gible to exclude the accumulated interests from income when you redeem 

the bonds. 

•  Also keep in mind that if you receive a scholarship and fellowship as a 

degree candidate, these payments are tax free to the extent that they pay 

for tuition, cost-related fees, books, supplies, and equipment that are 

required for your courses. Any amounts paid for room and board as well as 

other incidentals are taxable. 

$

8IRS CIRCULAR 230 NOTICE: To ensure compliance with requirements imposed 

by the IRS, we inform you that this book (including any attachments) is not 

intended or written to be used, and cannot be used, for the purpose of (i) avoid-

ing penalties under the Internal Revenue Code or (ii) promoting, marketing, or 

recommending to another party any transaction or matter addressed herein. (iii) 

The taxpayer should seek advice based on the taxpayer’s particular circumstances 

from an independent tax advisor.
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•  Consider establishing a Code Section 529 plan, which allows you to pre-

pay your designated benefi ciaries’ qualifi ed higher education expenses or 

establish a savings plan from which such expenses can be paid. Although 

you do not receive any federal tax deduction for the contributions you 

make to these plans, the distributions are generally tax free to the extent 

that you use them to pay for qualifi ed higher education expenses. If your 

state has its own sponsored savings plan, you may get the added benefi t 

of a state tax deduction for any contributions you make before the end of 

the year. Each state has different rules, however, so be sure to check with 

your tax advisor. 

•  If you paid qualifi ed tuition and fees for an eligible student in the fi rst four 

years of college or post-secondary institution, you may qualify for the Ameri-

can Opportunity Tax Credit of up to $2,500 for each eligible student through 

2017. Special rules apply, and this credit starts to phase out for married 

couples fi ling jointly with incomes over $160,000 and $80,000 for people 

fi ling as single, head of household, or qualifying widows and widowers. 

•  If you paid qualifi ed expenses for yourself, your spouse, or your dependents 

who are enrolled in eligible educational institutions during the year, you may 

be able to claim the Lifetime Learning Credit of up to $2,000. This credit does 

not have a degree or workload requirement. The credit may be claimed for 

one or more courses that are either part of a post-secondary degree program 

or a part of a non-degree program to acquire or improve job skills. This credit 

is not limited to the fi rst four years of post-secondary education, and there is 

no limit on the number of years it can be claimed. The credit is 20 percent of 

the fi rst $10,000 paid in 2013, and the maximum credit per family is $2,000 

per year. Special rules apply, and for 2013 this credit starts to phase out for 

married couples fi ling jointly with incomes over $107,000 and at $53,000 

for people fi ling as single or head of household.

• If you are not getting the benefi t of this educational tax credit because of your 

high income level on your tax return and your child has his or her own tax 

liability against which the credit may be claimed, you can forego claiming your 

child as a dependent exemption on your tax return. This allows the education 

tax credit to be claimed on your child ’s tax return. Calculate your tax bill as well 

as your children ’s and take advantage of the method that provides your family 

with the greatest tax savings. 

•  For tax year 2013, you may be able to deduct up to $4,000 of qualifying 

higher education tuition and fees paid, depending on your income and fi ling 

status. This deduction is not available to those married fi ling jointly taxpayers 

with incomes $160,000 or more or other taxpayers with incomes of $80,000 

or more. You cannot claim the deduction for expenses of a dependent if you 

have taken the American Opportunity Tax Credit or the Lifetime Learning 

(Continued )
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Credit in the same year. If you qualify for both the education expense deduc-

tion as well as the education tax credits, you must choose to take advantage 

of one. You should calculate your tax both ways, and then claim the one that 

provides you with the highest tax savings. Typically, the credit will provide 

the highest tax savings because it is a dollar-for-dollar reduction of your tax 

liability. 

•  If you paid interest on a qualifi ed student loan, you may be able to claim 

an above-the-line deduction of up to $2,500 on your 2013 tax return. This 

amount is phased out in 2013 for married couples fi ling jointly starting at 

$125,000, and $60,000 for individuals fi ling as single or head of household.  

If you are married and fi ling separately, however, you may not claim this 

deduction, no matter what your income level. 

•  The American Taxpayer Relief Act of 2012 now expands the tax deduct-

ibility of student loan interest by not limiting it to the fi rst 60 months of 

payments. If you take continuing education or refresher courses including 

advanced academic courses or vocational training, you may be able to 

treat these expenses as a work or business expense deduction if they are 

taken to improve your job- or professional-related skills. These expenses 

are generally itemized deductions and are limited or completely eliminated 

by the 2 percent of AGI (adjusted gross income) limitation. You should 

determine if these costs qualify for the Lifetime Learning Credit or the 

above-the-line deduction for tuition and fees. You should always take the 

deduction that will result in the greatest tax savings to you. You may also 

be able to deduct the cost of obtaining a Master in Business Adminis-

tration (MBA) degree if the courses enhance the skills required in your 

 current position, are not considered a minimum job requirement, and do 

not qualify you for a new job.    
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      AN ACTION PLAN FOR PAYING 
FOR EDUCATION  

      1.   Find out—today—what your child's college expenses might be,  even if col-

lege is still 18 years away. Do not wait until your child is in high school, 

because by then, it will be too late for you to save anything to help your 

child, and you will regret not having started planning sooner. For exam-

ple, in 2012, the average cost of a four-year college ’s tuition plus room 

and board amounted to about $150,000 for all four years. That is a lot 

of money to come up with when your child is a junior in high school, but 

believe it or not, if you start saving when your child is very young, you can 

reach that goal. 

   2.   Do not spend money on what you want to buy now —your  immediate 
wants —without fi rst setting aside money for your  future needs . No matter 

what it is you think you “need” now—furniture for your child ’s nursery, 

tennis or piano lessons for your budding prodigy, or a bigger home so 

your kids can each have their own room—none of that is really as impor-

tant as saving for your child ’s education. Do not make the same mistake 

so many parents make by not starting to save now. 

   3.   Determine your family's “needs analysis”  by using the college cost calcu-

lator at  http://fi nance.yahoo.com/calculator/index/ ; scroll all the way down 

to the Career and Education section, then click on “When should I begin 

saving for my child ’s college?” This helps you calculate  your  specifi c 

needs by plugging in your child ’s age, how much you have saved already, 

and other factors. 

   4.   Understand the differences among the four most commonly used 
approaches to saving for college: the  Section 529 college savings pro-

grams; UGMA/UTMA accounts; the Coverdell Education Savings 

Accounts; and U.S. savings bonds. Each has different tax implications, 

income restrictions, and factors affecting who controls the money in the 

account, as well as other differences, so discuss them with your tax advi-

sor to determine which of these is best for your family ’s needs. 

   5.   Keep in mind that you have the most control and the greatest tax benefi ts 
if you save money via a 529 plan:  The example in this chapter showed 

a difference of almost $100,000 more if you save via a tax-exempt 

529 than if you save via a taxable account. Find out how much more 

 you  could earn by doing a similar comparison using your specifi c sav-

ings plan. 

   6.   Understand that if you use a  Uniform Gift/Transfer to Minor Act to transfer 

assets to your child for him or her to use for college, your child will have 

total control over that money—and may decide not to use it for college 

after all. Look for other ways to help your child save for college. 

(Continued )
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   7.   Consider saving via a Coverdell Education Savings Account  for your child ’s 

primary or secondary education expenses, in addition to college, if you 

plan to send your child or children to private schools. 

   8.   Recognize that although investing in U.S. savings bonds is safe , they also 

offer only a very low return, which may make it very diffi cult for you to 

reach your child ’s fi nancial needs for college expenses. 

   9.   If your child has a part-time paying job, consider establishing a Roth IRA 
in your child's name.  Although this is a retirement account, your child 

can withdraw money from it to pay for college, and that withdrawal will be 

taxed at your child ’s tax rate, which could be as low as 0 percent, if struc-

tured properly. And if your child decides not to go to college, he or she 

will have already begun saving for retirement! 

   10.   Learn as much as you can about what fi nancial aid your child might qualify 
for,  based on your (and your spouse ’s) income and assets as well as that 

of your child. See Exhibit    7.4   for 2012–2013 guidelines. 

   11.   Find out if you qualify for either of the two major education tax credits —the 

American Opportunity Tax Credit and the Lifetime Learning Credit: These 

depend on the amount of courses your child is taking in college, your 

(and your spouse ’s) income, and your tax fi ling status. If you are unsure 

whether you qualify, talk to your tax advisor or fi nancial advisor.    
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                                                            8 C H A P T E R 

                       Planning for Retirement 

                                                       If you don ’t want to work, you have to work to earn enough money 
so that you won ’t have to work. 

 —Ogden Nash, American poet 

  Everyone should be planning fi nancially for retirement, regard-
less of how old or young you are. Many employers no longer guar-
antee employee pensions, so your fi nancial needs during your 
retirement may rest completely on your shoulders. People coming 
to retirement are facing concerns that retirees did not face 20 or 
30 years ago, including living longer and supporting themselves 
throughout turbulent fi nancial times. 

 This chapter helps you determine your fi nancial needs for 
retirement, and then how to properly fund them. I show you how 
to determine your own individual  point X , fi nancial independence. 
I also describe tax implications and other risks that might jeopard-
ize your retirement plans, and what steps you need to take to secure 
the peace of mind that comes from a fi nancially secure retirement. 

   Case Study: Saving versus Not Saving for Retirement: 

The $1.7 Million Difference 

 When it comes to being prepared for retirement, I believe there 
are two client profi les that most people tend to follow. One is not 
having any plan at all, and the other is having a well-thought-out 
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188 Financial Independence (Getting to Point X )

retirement planning strategy. Unfortunately, most people do not 
have a real plan to achieve their retirement goal of becoming fi nan-
cially independent. After reading through this chapter, ask yourself 
whether or not you will follow the example set by my clients Mr. 
and Mrs. Poorman or Mr. and Mrs. Richman. 

 Before telling you their specifi c stories, I would like to highlight 
four critical issues that will control and signifi cantly affect your suc-
cess or failure in reaching your retirement goals:

    1.  How much of your income will you save and invest each year? 
   2.  How many years will you be setting aside money for your 

retirement? 
   3.  What type of investments will you use to meet your goals? 
   4.  Will you be disciplined and stay on track?   

 Let us start by considering the story of two clients of mine, who 
I will call Mr. and Mrs. Poorman. About 25 years ago, the Poor-
mans came into my offi ce for the fi rst time to have their income 
tax return prepared. They were recently married and had started 
their fi rst jobs out of college about four years earlier. When I pre-
pared their income tax return, I noticed they had not participated 
in their company ’s 401(k) plans and had not taken any steps in sav-
ing for retirement. I discussed the advantages of starting to save at 
an early age and also went through a tax calculation with them that 
showed them they would save 35 percent of the amount they could 
contribute to an IRA. They were quite impressed with the tax sav-
ings available by setting money aside for their retirement. 

 Although they agreed that funding a retirement plan was the 
smart thing to do, they said they had no money available to do so. 
They had just fi nished paying for their wedding and honeymoon, 
and they had no money left for savings. Although they were con-
cerned about the future, they said they would defi nitely do this 
next year when they had some extra cash. Over the next three 
years, they set money aside for a down payment for their home and 
were not able to fund their retirement. Over the next two years, 
once again, they said they were unable to fund their retirement 
because they needed to furnish their new home. This story contin-
ued throughout their lives, with the birth of their fi rst and then sec-
ond child. Before they knew it, it was time for their two sons to go 
to college, and they were still not able to set money aside for their 
retirement. 
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 Throughout their lives, they always had what appeared to be 
valid excuses for not saving for their future. They failed to under-
stand that they must fi rst set money aside each year and  then  deter-
mine their standard of living based on what was left over. Each year, 
they came in to see me and talked about all the new events and 
projects that were going on in their lives, and each year, they swore 
as soon as they were done, they would start putting money away for 
retirement. Although they seemed to understand the importance 
of saving for the future, their attitude was always  we will start next 
year, after all, it is no big deal if we wait another year.  

 Moreover, in the years that they did manage to set aside some 
money, they turned a deaf ear to my suggestions of investing in a 
well-diversifi ed stock and bond mutual fund portfolio. Instead, they 
decided to keep their savings in a non-retirement account, which 
earned little or no interest from their savings and money market 
funds. Because  they  did not understand the stock and bond market, 
they felt it would be best for them not to get involved. They were 
fearful of the stock market, because their parents had lost quite a 
bit of money in the crash of 1987. Also, even though they did not 
understand the basics of investing, they were not willing to work 
with an advisor to guide them through this process. The Poormans 
did not have a disciplined approach to saving for retirement and 
acted like they had no choice other than ignoring and avoiding the 
decisions that needed to be made to ensure their fi nancial future. 
In fact, the Poormans had no plan to reach their own fi nancial 
independence—their own  point X —at any point in their lives. 

 Twenty-fi ve years later, they are in their early 50s and still liv-
ing paycheck to paycheck to maintain their current standard of 
living. In fact, they recently borrowed all of the equity in their 
home to pay for their two sons’ fi rst two years of college at private 
universities. 

 Are you living your life in a manner similar to the Poormans? If 
so, you can and must change the pattern of this vicious cycle imme-
diately. This is a matter of fi nancial life and death, with no way to get 
around it unless you are willing to make the necessary changes. 

 The same year I met the Poormans, I also met the Richmans. 
Their story was amazingly similar to the Poormans, but with sig-
nifi cantly different results based on the decisions the Richmans 
made. The Richmans were also recently married when I met 
them, but they decided early on to be conservative with their 
spending, and they understood the importance of saving for 
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tomorrow. They had a modest wedding and only invited their 
closest friends and family members. They had a weeklong honey-
moon and were able to get a great deal on an all-inclusive trip to 
the Bahamas. When they fi rst met with me, they not only had no 
debt, they had a combined savings of more than $18,000! As I pre-
pared their tax return, I noticed they had started funding their 
retirement accounts during their fi rst full year of employment 
after college. 

 Even though they did not qualify for an IRA tax-deductible con-
tribution, they both agreed that they would make an annual non-
deductible IRA contribution. The Richmans clearly had a vision of 
what was truly important to them. When they found out the follow-
ing year that they had twins on the way, they became even more 
disciplined and focused about their fi nances. Financial security for 
their family was now their number one priority and not the materi-
alistic goods and services that measure a person ’s standard of living 
throughout their lifetime. They always came in and joked about the 
fact that they will “pay themselves fi rst,” and then determine what 
they can afford after they set aside their savings. They knew that 
what they saved and set aside was not meant to be spent on nones-
sential items. 

 They also realized the value of the tax savings the government 
offered them through fully funding their retirement accounts. 
They were able to save signifi cantly more money because they were 
doing it with pretax dollars. This 35 percent tax savings (from their 
401(k) contributions) meant they would have 35 percent more set 
aside each year. 

 The Richmans understood the power of the time value of money. 
They started saving from their very fi rst paycheck and understood 
early on that their young age was one of their most valuable invest-
ment assets. They knew that the longer they saved, the greater their 
chance of achieving fi nancial independence. They appreciated the 
fact that the amount of time they had to save and invest was more 
important than a strategy of trying to time the entry point to invest-
ing in the market. They took a dollar-cost-averaging approach to 
saving and investing for their future, by having a payroll deduction 
from their retirement account come out of each and every one of 
their paychecks. 

 Although the Richmans were not in the fi nancial service indus-
try and did not fully understand investing, they did seek out my 
advice. They kept a large portion of their money invested in stock 
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and bond mutual funds; they were not overly concerned about the 
ups and downs of the market because they saw themselves as long-
term investors. Their investment approach was simple: they were 
well diversifi ed in a balanced portfolio and viewed themselves as 
owners of many quality businesses as both shareholders and bond 
holders. Each year when I spoke to them and prepared their tax 
return, we also took a look at their asset allocation and made the 
appropriate changes to rebalance their portfolio. They stayed very 
disciplined throughout the past 25 years and focused on buying 
quality investments, were properly diversifi ed, patiently held on to 
their investments even during down markets, and rebalanced their 
portfolio annually.   1   

 Today, the Richmans have more than $1.7 million in retire-
ment savings, have paid off their home mortgage fi ve years early 
after taking advantage of falling interest rates, and have also set 
aside suffi cient funds to get their son and daughter through four 
years of state college. 

 From early on in their relationship, even before they were mar-
ried, they had a clear plan for a comfortable retirement and a strat-
egy for achieving fi nancial independence. Everyone has the ability 
to achieve fi nancial independence. If you are an able-bodied indi-
vidual with a job, you can also achieve fi nancial independence, by 
simply paying yourself fi rst, and then living within the budget of 
whatever is left over. It really is that simple. If my parents were able 
to do it as Italian immigrants working for modest wages, so can you! 

 So, would you consider yourself like Mr. and Mrs. Poorman or 
Mr. and Mrs. Richman? Are you willing to do what it takes to live 
your life like the Richmans? If so, congratulations! You have just 
made your commitment to planning for a comfortable retirement 
and for achieving fi nancial independence for you and your family. 

   Retirement Equation: Calculating Your Personal Point X 

 Most people have the desire and dream of becoming fi nancially 
independent. Wanting to achieve this goal requires planning; you 
cannot leave this to chance. I defi ne fi nancial independence as the 
point where your money can start working for you instead of you 

  1  Asset allocation does not assure or guarantee better performance and cannot 

eliminate the risk of investment losses. Diversifi cation does not assure or guaran-

tee better performance and cannot eliminate the risk of investment losses.
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working for your money, and at the same time you are able to main-
tain your desired standard of living. 

 This number is different for everyone because there are so 
many variables that need to be taken into consideration. The start-
ing point is estimating how much income you will need in retire-
ment and then determining whether your current savings and 
investment plan will be able to provide you with suffi cient income. 
This is the centerpiece of planning for retirement and being able to 
go through these calculations will guide you to what it will take to 
get there. 

 The 10 key questions in determining your own  point X  are 
shown in Exhibit    8.1  . Although there are many other variables 
you need to consider, these are the questions you need to analyze 
and answer when trying to determine your retirement planning 
strategy. 

  The answers to these questions will enable you to calculate 
how much money you will need when you retire. The math used 
in this calculation is quite complicated because there are so many 
variables (including present value and future value calculations). 
Therefore, it is best to use an online retirement planning calcula-
tor. Simply go to  http://fi nance.yahoo.com/calculator . Scroll down 
to the Retirement topic and click on “How much will I need to save 
for retirement?” You will be able to run through an unlimited num-
ber of “what if?” scenarios. 

 Exhibit       8.1  Ten Questions to Determine Your  point X  for Financial Independence 

   1.  What is your current age? 

   2.  What is your combined (current) family annual income? 

   3.  As of today, how much do you have in retirement savings (investable assets)? 

   4.  What infl ation rate do you expect before and during retirement? 

   5.  What age do you reasonably expect to retire? 

   6.  How many years do you estimate you will live in retirement? 

   7.  What percentage of your current income do you need in retirement? 

   8.  What is your projected retirement income from defi ned benefi t plans and Social 

Security benefi ts? 

   9.  What after-tax rate of return do you expect on your investments before retirement? 

  10.  What after-tax rate of return do you expect during retirement? 
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 This exercise will give you a reality check, and you may need to 
alter some of your assumptions. But remember, it is best to be con-
servative and realistic. If the amount you will need to save does not 
appear achievable, you will need to go back and make some adjust-
ments in your standard of living not only now but in retirement. 
Never forget the lesson of Chapter    1    :  Live within your means.  

   The High Cost of Waiting to Save for Retirement 

 Should I start saving now or later? That is the question. The answer 
quite simply is   now  ! 

 Almost everyone has the desire to save for retirement. But all 
too many people delay this process, believing that next year it will be 
easier. As shown in the story about the Poormans, there will always 
be an excuse not to save this year. Falling into this trap can have 
fi nancially devastating consequences to your fi nancial security. Most 
people do not know when they should start and how much they 
should save each year. Quite simply, you need to start immediately, 
and my general rule of thumb is putting away 10 percent or more of 
your gross income each year. 

 The easy way out of making the right decision is to justify it 
by saying you will wait until your income level increases. Unfortu-
nately, with every salary increase most people simply increase their 
standard of living and not their retirement savings. The longer you 
wait, the harder it will be to accumulate the amount you need to 
be fi nancially independent. Remember one of the most valuable 
investment assets you have is time: the more years you save the 
greater your chance of fi nancial success. 

 The fi nancial rewards of starting to save at an early age for 
retirement far outweigh the costly mistake of waiting and spend-
ing your money on your wants. By starting with even small amounts 
each month, you may be able to accumulate a great deal of retire-
ment savings over time. By far the easiest way to do this is by contrib-
uting to your employer ’s retirement plan or if that is not available, to 
an individual retirement account (IRA). Implement a retirement 
saving strategy that allocates a specifi c dollar amount or percentage 
(I recommend at least 10 percent) of your salary every pay period. 
Therefore, you are paying yourself fi rst, as though saving for retire-
ment is your number one required expense. In fact, saving for 
retirement is not an expense because it adds to your investable assets, 
but treating it as such is of utmost importance to your success. 
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 If you are not convinced of the old saying  time is money , I want 
you to spend some time thinking about the following example, 
which compares two individuals with different views on the value of 
time as it relates to saving. 

 Melanie started saving at the age of 25, setting aside $2,000 per 
year for 10 years, which then continued to grow for an additional 
30 years. Over the 40-year period, her tax-deferred account grew at 
a rate of 8 percent per year, bringing the value of her account to 
  $291,565  .   2   

 Brian delayed saving for retirement until the age of 35, when 
he also began to save $2,000 per year for 10 years, which then con-
tinued to grow for an additional 20 years. Over the 30-year period, 
his tax-deferred account grew at a rate of 8 percent per year,   3   bring-
ing the value of his account to   $135,042  . 

 Exhibit    8.2   shows the difference in how their savings grew. 
  Both Melanie and Brian set aside $2,000 per year over a 10-year 

savings time span. They both managed to save $20,000, but they 
ended up with signifi cantly different results when they reached the 
age of 65: Because Brian started 10 years later than Melanie, his sav-
ings were $100,000 less than Melanie ’s! This example verifi es that 
time is money and that one of your most valuable fi nancial assets 
is time. By getting off to an early start with your retirement savings 
program, you can take advantage of the power of compounding. 

 Your annual savings have the potential of earning a rate of return, 
and so does your reinvested earnings. Look at the Rule of 72 in 
Exhibit    11.1   to see just how powerful compounding can be. This is the 
secret to fi nancial independence: by letting your money work for you, 
eventually, you will no longer have to work to maintain your desired 
standard of living. 

 If you have been fi nding it diffi cult to save money on a regu-
lar basis, implement the following savings strategies that will take 
money directly from your paycheck on a pre-tax basis. By utilizing 

  2  The rates of return shown above are purely hypothetical and do not represent the 

performance of any individual investment or portfolio of investments. They are 

for illustrative purposes only and should not be used to predict future product 

performance. Specifi c rates of return, especially for extended time periods, will 

vary over time. There is also a higher degree of risk associated with investments 

that offer the potential for higher rates of return. You should consult with your 

representative before making any investment decision.

  3  See footnote 2.

c08.indd 194c08.indd   194 26/02/13 2:51 PM26/02/13   2:51 PM



195

 Ex
hi

bi
t      

8.
2 

 B
en

ef
it

s 
of

 S
av

in
g 

Ea
rl

ie
r 

$
4

,1
6

0
 

$
6

,4
9

3
 

$
9

,0
1

2$
1

1
,7

3
3

$
1

4
,6

7
2

$
1

7
,8

4
6$
2

1
,2

7
4$
2

4
,9

7
6

$
2

8
,9

7
4

$
3

1
,2

9
2

$
3

6
,4

9
8$
3

9
,4

1
8$
4

2
,5

7
1

$
4

5
,9

7
7

$
4

9
,6

5
5

$
5

3
,6

2
7

$
5

7
,9

1
7

$
6

2
,5

5
1

$
6

7
,5

5
5$
7

2
,9

5
9

$
7

8
,7

9
6

$
8

5
,1

0
0$
9

1
,9

0
8

$
9

9
,2

6
0

$
1

0
7

,2
0

1

$
1

1
5

,7
7

7

$
1

4
5

,8
4

5

$
1

5
7

,5
1

3

$
1

7
0

,1
1

4

$
1

8
3

,7
2

3

$
1

9
8

,4
2

1

$
2

1
4

,2
9

5

$
2

3
1

,4
3

9

$
2

4
9

,9
5

4

$
2

6
9

,9
5

0

$
2

9
1

,5
6

5

$
6

,4
9

3$
9

,0
1

2
$

1
1

,7
3

3
$

1
4

,6
7

2$
1

7
,8

4
6

$
2

1
,2

7
4$

2
4

,9
7

6
$

2
8

,9
7

4
$

3
1

,2
9

1
$

3
3

,7
9

4
$

3
6

,4
9

8
$

3
9

,4
1

8
$

4
2

,5
7

1
$

4
5

,9
7

7
$

4
9

,6
5

5$
5

3
,6

2
7

$
5

7
,9

1
7

$
6

2
,5

5
0$
6

7
,5

5
4

$
7

2
,9

5
8$
7

8
,7

9
5

$
8

5
,0

9
9

$
9

1
,9

0
7

$
9

9
,2

6
0

$
1

0
7

,2
0

1

$
1

1
5

,7
7

7

$
1

2
5

,0
3

9

$
1

3
5

,0
4

2

$
5

0
,0

0
0

$
1

0
0

,0
0

0

$
1

5
0

,0
0

0

$
2

0
0

,0
0

0

$
2

5
0

,0
0

0

$
3

0
0

,0
0

0

$
3

5
0

,0
0

0

$
2

9
1

,5
6

5
: 
M

el
an

ie
's

 in
ve

st
m

en
t 

ba
la

nc
e 

af
te

r 
4

0
 y

ea
rs

.
In

ve
st

 $
2

,0
0

0
 f

or
 y

ea
rs

 1
 t

o 
1

0
; 

su
bj

ec
t 

to
in

te
re

st
 a

t 
8

%
 p

er
 y

ea
r 

fo
r 

4
0

 y
ea

rs
.

$
1

3
5

,0
4

2
: 
B

ri
an

’s
 in

ve
st

m
en

t 
ba

la
nc

e 
af

te
r 

4
0

 y
ea

rs
.

In
ve

st
 $

2
,0

0
0

 p
er

 y
ea

r 
st

ar
ti

ng
 y

ea
r 

1
1

 f
or

 1
0

 y
ea

rs
, 

su
bj

ec
t 

to
 

in
te

re
st

 a
t 

8
%

 in
te

re
st

 f
or

 3
0

 y
ea

rs
.

$
2

,0
0

0

0

$
2

,0
0

0
$

0
5

1
0

1
5

2
0

2
5

3
0

3
5

4
0

4
5

$
1

3
5

,0
4

2

$
1

2
5

,0
3

9

c08.indd 195c08.indd   195 26/02/13 2:51 PM26/02/13   2:51 PM



196 Financial Independence (Getting to Point X )

employer-sponsored retirement plans, you will establish a system-
atic strategy that will force you to pay yourself fi rst and at the same 
time you will do this in a tax-effi cient manner and implement a 
 dollar-cost-averaging investment plan. 

  No matter what method you use, it is extremely important that you start 
saving now!  

   What You Can Expect to Receive from Social Security 

 Social Security benefi ts are viewed by many of us as the building 
blocks of our retirement planning strategy. The current Social 
Security system is under a great deal of stress, and many people 
fear that it will no longer be around when they are ready to retire. 
Advances in medicine have increased life expectancies beyond any 
actuarial assumptions used when the program was originally estab-
lished. These longer life spans have dramatically increased the 
number of people collecting Social Security benefi ts. 

 On January 1, 2011, the very fi rst Baby Boomers—people born 
between 1946 and 1964—turned 65. Millions of them are rushing 
toward retirement age, and they have been promised by our gov-
ernment that they will be taken care of. During 2011 alone, an aver-
age of more than 7,000 people turned 65 every single day, and this 
number is expected to rise in the years to come. This has caused 
and will continue to cause a strain on the Social Security system. 
This all comes at a really bad time for the federal government, 
which is already fl at broke, and for a national economy that is 
already on the brink of fi nancial disaster. 

 A 2011 report from the Social Security Administration released 
the following startling facts:

•   In 1945, there were 41.9 active workers to support each per-
son receiving Social Security benefits. 

•  In 2010, there were only 2.9 workers supporting each Social 
Security pensioner. 

•  It is projected that by 2040, there will be only 2.1 active work-
ers to support each Social Security pensioner.   

 For higher-income earners, Social Security replaces a propor-
tionally smaller percentage of retirement benefi ts. Before 2003, 
you could receive full Social Security retirement benefi ts on reach-
ing age 65. The age to qualify for full retirement benefi ts began to 
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increase on a graduated scale. By 2027, the age to qualify for full 
Social Security retirement benefi ts will have increased to age 67, 
where it is scheduled to remain. It is my belief that this retirement 
age for full benefi ts will continue to increase in order to avoid the 
insolvency of the Social Security system. 

 In a 2011 Social Security Trustees Report, a warning was issued 
about the serious problems facing Social Security in the future. The 
trustees indicated that program costs (benefi ts paid) were more than 
noninterest income (Social Security payroll taxes) for the fi rst time 
in 2010, and they expect this situation to continue. Without changes, 
the Social Security Trust Fund will be exhausted by 2036, and there 
will only be enough money to pay about 77 cents for each dollar of 
scheduled benefi ts. 

 Chances are that most people will probably have to wait longer 
to qualify for full Social Security benefi ts and these benefi ts will 
be replacing a  smaller  percentage of their preretirement income. 
Therefore, it is critically important to understand that your long-
term retirement planning strategy should factor in a more limited 
role for your Social Security benefi ts when calculating required 
income in retirement. 

 Many people fear that Social Security benefi ts may no longer 
be there at all when they are ready to retire. I believe that future 
benefi ts will be reduced by further extending the age to qualify for 
retirement, eliminating and reducing cost-of-living increases, and by 
decreasing the payment requirements for new retirees. On top of 
this, the Social Security tax rate will be increased and the dollar limit 
on which the tax is imposed will be increased. The combination of 
these factors will be the only way to ensure the continued sustain-
ability of the system and the continued payment of these benefi ts. 

 One of the fi rst steps in developing a retirement planning strat-
egy is estimating your Social Security benefi ts in retirement. The 
Social Security Administration (SSA) no longer mails the annual 
estimated benefi t statements. Instead, to obtain this information, 
you must go online to  www.ssa.gov/estimator . This retirement cal-
culator will give you an estimate based on your actual Social Secu-
rity earnings record. This SSA website and calculator will ask you 
for the following information:

•   Your name. 
•  Social Security number .
•  Date and place of birth. 
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•  Your mother ’s maiden name. 
•  Additional information you provide about future earnings. 
•  Age at which you expect to stop working.   

 Based on this information and your actual earnings history as 
maintained by the SSA, the retirement calculator generates an esti-
mate of the amount you would receive under three scenarios:

    1.  If you retire at age 62 (the earliest date you can receive 
benefits) .

   2.  If you wait until full retirement age (which currently ranges 
from 65 to 67, based on year of birth). 

   3.  If you continue working until age 70 before claiming retire-
ment benefits.   

 You cannot use the retirement estimator if you have blocked 
access to your personal information; in that case, you need to 
request that a statement be mailed to you. In the meantime, if you 
want a rough benefi t estimate, you can use the “quick calculator” 
at  www.socialsecurity.gov/OACT/quickcalc/index.html . Most likely, 
however,  this rough estimate will not match the information provided by 
your Social Security statement.  Therefore, I recommend using the 
SSA ’s quick calculator only to get a rough estimate of your Social 
Security benefi ts, both in today ’s dollars as well as infl ation adjusted 
future dollars. 

 The quick calculator asks you three simple questions that helps 
calculate your Social Security benefi ts. Be sure to do this in both 
current and future dollars, because you will need this information 
later when calculating the retirement equation to your personal 
 point X.  Please note that these benefi t estimates depend on your 
date of birth and on your  estimated  earnings history. For security, 
the quick calculator cannot access your earnings record (i.e., the 
information that you have provided to the U.S. government every 
year that you fi le a tax return). Instead, it estimates your earnings 
based on the information you provide. 

   Qualified Retirement Plans 

 If the government had a program that would provide you with an 
interest-free loan so that you could take this money and invest it for 
the long term to secure your retirement, would you take advantage 
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of such an offer? What if this program also included a provision 
that if you lost some of this money through your investments, you 
would not have to pay back that portion of the loan to the govern-
ment? What if this program also allowed you to start paying back 
the loan gradually (also interest free) over your life expectancy, 
starting at the age of 70½? 

 Although this program sounds too good to be true, it is, in fact, 
available to every working individual in the United States, and far 
too few are taking advantage of it. Quite simply, this is precisely 
what happens when you contribute money to a retirement account 
and take advantage of the tax-deferral option. 

  Tax deferral  is a method of postponing the payment of income tax 
on income earned in the current year until you withdraw the funds 
from the tax-deferred account. The government uses the Internal 
Revenue code to infl uence taxpayers’ behavior. The government 
wants individuals to save money for the long term and specifi cally to 
allow them a secure, comfortable, and sustainable retirement. With 
that said, the Internal Revenue code allows individuals to take advan-
tage of tax deferral in many different ways to help encourage and 
accelerate an individual ’s retirement savings. There is no single bet-
ter strategy for achieving fi nancial independence than by doing it in 
a tax-advantaged way. 

 For example, Individual Retirement Accounts and 401(k)s 
allow taxes to be deferred. Also, various insurance products, such 
as fi xed and variable annuities as well as certain life insurance con-
tracts, also allow taxes to be deferred. 

 There is a signifi cant benefi t to deferring taxes as long as pos-
sible, because it allows the entire principal and earnings to com-
pound on a tax-deferred basis, which can have a dramatic effect on 
your retirement savings over an extended period of time. The ben-
efi t of this tax-deferred compounding was highlighted in the sec-
tion on “The High Cost of Waiting” (Exhibit    8.2  ), where Melanie 
accumulated $156,523 more than Brian simply by starting 10 years 
earlier (even though the total amount each of them set aside was 
the same $20,000). Clearly the combined effects of tax deferral with 
compounding are signifi cant over long periods of time. 

 For many people, the initial tax-deferral period is during their 
higher-income earning years when their tax bracket is much higher. 
The added benefi t to this is that you are deferring income out of 
years that would require you to pay a higher tax rate and  possibly 
picking up this income in years where you will be subject to a lower 
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tax rate. Although there is no guarantee that you will be in a lower tax 
bracket in retirement (especially since I believe it is inevitable that 
tax rates will increase in the future), tax deferral is still one of the 
most powerful tools available in retirement planning. 

 Now that you are convinced that tax-deferred compounding is 
the most effective way to achieve fi nancial independence, let us look 
at a summary of some of the most popular plans available. There 
are numerous options available for funding your retirement on a tax-
deferred basis, depending on your particular facts and circumstances. 
Of course, these options are also limited to what may be available 
through your employer: some plans are fully funded by your employer, 
some are partially funded by you, and some are fully funded by you. 

 A  qualifi ed retirement plan  is a plan that meets requirements of 
the Internal Revenue Code and as a result, is eligible to receive cer-
tain tax benefi ts, primarily a tax deduction to your employer and 
tax deferral to you. These plans must be for the exclusive benefi t of 
employees or their benefi ciaries. There are two kinds of qualifi ed 
plans: defi ned-benefi t plans and defi ned-contribution plans. Keep in 
mind that, in most cases, withdrawals made before age 59½ are sub-
ject to a 10 percent penalty, unless you qualify for one of the excep-
tions. Withdrawals must begin no later than April 1 of the year after 
you turn age 70½ and are subject to income taxes in most cases. 

 The following sections describe various types of qualifi ed retire-
ment plans. Once you have a good understanding of the various 
qualifi ed retirement plan options available, you will be in a much 
better position to achieve fi nancial independence. These retirement 
plans are by far the most tax-effi cient weapons available to you in 
your pursuit to accumulating wealth. The fact that the government 
gives you this ability to defer the payment of signifi cant tax dollars 
amounts to an interest-free loan from the government. Think about 
this for a minute. You have the ability to obtain an interest-free loan, 
and at the same time the potential of earning a rate of return with 
these funds. You cannot afford  not  to take advantage of this. 

  Defined-Benefit Pension Plans 

 With this type of plan, an employer commits to paying you (the 
employee) a specifi c benefi t for life, beginning when you retire. 
The amount of the benefi t is known in advance and is usually based 
on factors such as your age, your earnings, and your years of  service. 
Defi ned-benefi t plans do not have contribution limits, because 
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they are based on a specifi c benefi t to be paid in retirement. 
Today, very few private employers provide defi ned-benefi t plans 
because they have turned out to be very costly, given the low rates 
of return from the equity markets in recent years and the lon-
gevity that employees are experiencing in their retirement years. 
These plans are primarily offered through government jobs. I 
believe the traditional defi ned benefi t pension plan will become 
a thing of the past. 

   Defined-Contribution Plans 

 In contrast to a defi ned-benefi t plan, a defi ned-contribution plan 
does not promise to pay you a specifi c amount when you retire. 
Instead, your employer generally allocates contributions to your 
account, many times in the form of matching contributions. As an 
employee, you may be able to make contributions to your account 
within the plan. Therefore, the retirement benefi t you receive from 
a defi ned-contribution plan depends solely on the value of your 
account balance when you retire. 

   Money Purchase Pension Plans 

 This type of plan provides you with either a lump-sum payment or a 
series of monthly payments. The size of this benefi t depends on the 
size of the contributions to the plan. Your employer usually funds 
money purchase pension plans, although some will allow employee 
contributions. 

   Profit-Sharing Plans 

 These plans are funded by your employer and employee contribu-
tions are usually optional. When you retire, you will usually receive 
your benefi t as a lump sum. The company ’s contributions and your 
retirement benefi t may depend on the company ’s profi ts. A profi t-
sharing plan can also be set up as part of a 401(k) plan, and employee 
contributions may also be available. 

   Savings Plan 

 This type of plan provides a lump-sum payment on your retirement. 
You, as an employee, fund a savings plan, although your employer may 
also contribute. You may be permitted to borrow a part of your vested 
benefi ts. A savings plan can also be set up as part of a 401(k) plan. 
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   Employee Stock Ownership Plan (ESOP) 

 With this type of plan, your employer periodically contributes com-
pany stock toward an employee ’s retirement plan. When you retire, 
the ESOP may provide a single payment of stock shares. At age 55, 
with 10 or more years of plan participation, you must be given the 
option by your employer to diversify your ESOP account, up to 25 
percent of its value. This diversifi cation enables you to invest in 
other stocks, bonds, etc., so that you are not solely invested in the 
success of your company. This diversifi cation option continues up 
to age 60, at which time you have a one-time opportunity to diver-
sify up to 50 percent of your account. 

   401(k) Plan 

 This is a qualifi ed plan established by employers to which eligible 
employees may make contributions (in the form of deductions 
from your salary) on a post-tax or pretax basis. Employers offering 
a 401(k) plan may make matching or nonelective contributions to 
the plan on behalf of eligible employees. Some plans allow you 
to contribute money on an after-tax basis; these plans are known as 
Roth 401(k) plans. 

   403 (b) Plan 

 These plans are offered by tax-exempt and educational organiza-
tions for the benefi t of their employees. At retirement, employ-
ees have a choice of a lump sum or a series of monthly payments. 
These plans are funded by employee contributions. 

   Self-Employed Plan 

 These plans were specifi cally intended for self-employed people. 
They are funded completely by wage-earner contributions and 
provide either a lump-sum payment or periodic withdrawals when 
you retire. Self-employed plans have the same investment options 
as IRAs. Contributions to self-employed plans are tax deductible 
within certain generous limitations. 

   Simplified Employee Pension (SEP) 

 These plans were designed for small businesses. Like IRAs, they can 
provide either a lump-sum payment or periodic withdrawals when you 
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retire. They are principally funded by the employer, although some 
SEPs do allow employee contributions. SEPs are usually held in the 
same types of accounts that hold IRAs. Employee contributions in 
those SEPs that allow them may be tax-deductible to the employee. 

   Savings Incentive Match Plans for Employees (SIMPLE) 

 These plans were also designed for small businesses. They can be 
set up either as IRAs or as 401(k)s. The employee funds them on a 
pre-tax basis, and employers are required to make matching contri-
butions. 

    The Difference between Traditional IRAs and Roth IRAs 

 Individual Retirement Accounts (IRAs) are available to all wage 
earners at any salary level, as well as to nonworking spouses. You and 
your spouse cannot contribute more than your combined earned 
income to an IRA. IRAs are funded completely by the individual ’s 
contributions and not by an employer. This is why they are referred 
to as “individual” retirement accounts. These specially designated 
retirement accounts are typically held with a bank, brokerage fi rm, 
mutual fund company, insurance company, or other fi nancial insti-
tutions. Once you set up an IRA, you have several investing options. 
You can choose to invest in stocks, bonds, mutual funds, exchange-
traded funds (ETFs), cash equivalents, real estate, and other invest-
ments. You have total control over these accounts, and you can elect 
a lump-sum payment or periodic withdrawals when you retire. 

 You can choose from two different types of IRAs, either a tradi-
tional or a Roth. Please keep in mind that these are simply the titles 
on the account and do not represent an investment. The decision on 
whether to open an IRA and which type is completely independent 
of how the funds will be invested once the account is established. 

 Contributions to traditional IRAs may be tax deductible if you 
meet the requirements; your withdrawals will be taxable in the year 
that you make those withdrawals. Therefore, a traditional IRA gives 
you a tax deduction in the current year and a tax deferral for any 
earnings, but ultimately you will pay tax when you withdraw from 
your account. In contrast, contributions to a Roth IRA are  not  tax 
deductible, but qualifi ed withdrawals are tax-free. Therefore, Roth 
IRAs do not give you a tax deduction in the current year, but ulti-
mately your qualifi ed withdrawals including earnings will be paid 
out to you tax-free. 
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 So the real question to ask yourself when deciding between a 
traditional and a Roth IRA is whether you prefer getting the tax 
benefi t in the current year or tax-free income in retirement? 

 Both a traditional IRA and Roth IRA are subject to the same 
contribution limits, which are $5,500 in 2013. The maximum  total  
annual contribution an individual can make to a traditional and 
Roth IRA at the same time is $5,500 (as of 2013). There is a special 
“catch-up” provision that allows individuals age 50 and older to save 
even more by allowing them to contribute an additional $1,000, for 
a total limit of $6,500 per year. See Exhibit    8.3   for details. 

 Exhibit 8.3 Table 1: 2013 Effect of Modified AGI on Traditional IRA Contribution If You Are Covered 

by a Retirement Plan at Work   

  Filing Status  

  Married Filing 

Jointly or Qualifying 

Widow(er)  

  Married Filing Separately  if 
you lived with your spouse at 
any time during the year 

  Single or Head of Household or 

Married Filing Separately  and 
did not live with spouse any time 
during the year 

 MAXIMUM TRADITIONAL IRA  contribution  is the lesser of actual taxable compensation or the 

amount below: 

 Under Age 50  $5,500   $5,500   $5,500  

 Over Age 49  $6,500   $6,500   $6,500  

 Maximum Modified Adjusted Gross Income for above Full TRADITIONAL IRA  deductions : 

 $95,000   $ZERO     $59,000  

 The TRADITIONAL IRA contribution is phased out for higher incomes and reduced to $ZERO 

at the following Modified Adjusted Gross Income level of: 

   $115,000   $10,000   $69,000  

     Exhibit 8.3 Table 2: 2013 Effect of Modified AGI on Traditional IRA Contribution If You Are  Not  

Covered by a Retirement Plan at Work  

 Filing Status 

  Single, Head of 

Household or Qualifying 

Widow(er)  

  Married Filing Jointly or Separately  
with a spouse who 
 is not  covered by a plan at work 

  Married Filing Jointly  

with a spouse who  is  covered 
by a plan at work 

 MAXIMUM TRADITIONAL IRA  contribution  is the lesser of actual taxable compensation or the 

amount below: 

 Under Age 50  $5,500   $5,500   $5,500   $5,500  

 Over Age 49  $6,500   $6,500   $6,500   $6,500  

 Maximum Modified Adjusted Gross Income for above TRADITIONAL IRA  deductions : 

 No Modified 

AGI Limit for 

Full Deduction  

 No Modified 

AGI Limit for 

Full Deduction  

 $178,000   $ZERO 

 The Maximum TRADITIONAL IRA contribution is phased out for higher incomes and reduced 

to $ZERO at the following Modified Adjusted Gross Income level of: 

     $188,000   $10,000 
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     Exhibit 8.3 Table 3: 2013 Effect of Modified AGI on Roth IRA Contributions  

 Filing Status 
  Married Filing Jointly  and 
 Qualifying Widow  

  Married Filing Separately  if 
you lived with your spouse at 
any time during the year 

  Single, Head of Household, or 

Married Filing Separately  and 
did not live with spouse any 
time during the year 

 MAXIMUM ROTH IRA contribution is the lesser of actual taxable compensation or the amount 

below: 

 Under Age 50  $5,500   $5,500   $5,500  

 Over Age 49  $6,500   $6,500   $6,500  

 Maximum Modified Adjusted Gross Income for above ROTH IRA contributions: 

 $178,000   $ZERO    $112,000  

 The Maximum ROTH IRA contribution is phased out for higher incomes and reduced to 

$ZERO at the following Modified Adjusted Gross Income level of: 

 $188,000   $10,000     $127,000  

   Traditional Individual Retirement Accounts (IRAs) 

 Traditional IRAs can be an excellent way to save for retirement. If 
you do not participate in an employer-sponsored retirement plan, 
or if you would like to save more money than that plan allows, then 
a traditional IRA could be a great choice for you. A traditional 
IRA is simply a tax-deferred savings account that you can establish 
through a fi nancial institution. 

 One of the greatest advantages of a traditional IRA is the poten-
tial for tax-deductible contributions. For example, if your mar-
ginal income tax rate is 40 percent, then a $5,500 tax-deductible 
traditional IRA contribution could save you $2,200 in income tax. 
Would you not rather put that $2,200 aside for your own retirement 
than pay it in taxes to Uncle Sam? 

 Your contributions to a traditional IRA must come from a non-
retirement account in order for it to be treated as a current-year 
contribution. You may also transfer assets directly from another 
qualifi ed plan, such as a SEP or a SIMPLE IRA. You can also roll 
over money from a qualifi ed employer-sponsored plan, such as a 
401(k) or 403(b), after you change jobs or retire. It is important to 
note these rollovers are not considered current-year contributions 
but are simply transfers from prior-year contributions. 

 Not every person contributing to a traditional IRA is entitled 
to a tax deduction. If you are an active participant in a qualifi ed 
retirement plan through your employer (such as a 401(k) plan), 
your IRA deduction may be reduced or eliminated, based on your 
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modifi ed adjusted gross income. For example, here are the restric-
tions for 2013:

•   If you file your tax return as a single person and your AGI is 
$59,000 or less, you can receive the full tax deduction. 

•  If you are married and file your tax return jointly and your 
combined AGI is $95,000 or less, you can receive the full tax 
deduction. 

•  If you file your tax return as a single person and your AGI is 
more than $69,000, you are not eligible for a tax deduction 
at all. 

•  If you are married and file your tax return jointly and your 
combined AGI is more than $115,000, you are not eligible 
for a tax deduction at all. 

•  If you file your tax return as a single person and your AGI 
is between $59,000 and $69,000, you can receive a partial 
deduction. 

•  If you are married and file your tax return jointly and your 
combined AGI is between $95,000 and $115,000, you can also 
receive a partial deduction. 

•  Finally, if you (and your spouse, if you are married), are not 
an active participant in an employer-sponsored retirement 
plan, you are eligible for a full tax deduction, regardless of 
your AGI.   

 If you do not qualify for a tax-deductible contribution, you can 
always make a full  nondeductible  contribution. This will require you 
to keep track of your basis in the IRA with the IRS, so that once 
you start making distributions you will not be taxed on the por-
tion of the distribution that is considered a return of your basis 
(nondeductible contribution). I would only recommend making 
nondeductible contributions if you do not qualify for a Roth IRA 
contribution. 

 The money in a traditional IRA grows and compounds on a 
tax-deferred basis—which means you will not pay taxes until you 
start receiving distributions after you retire. Many retirees are 
in a lower tax bracket during this stage of their lives. Therefore, 
your tax rate and the overall amount of taxes you save when mak-
ing these contributions may be much greater than the amount 
of taxes you will pay on the distributions in retirement. Although 
withdrawals are taxed as ordinary income, many states have special 
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 exclusions which may result in little or no tax paid at the state level 
on these distributions. 

 The IRS gives you all of these signifi cant tax-advantaged savings 
in order to encourage you to be responsible and save for your retire-
ment. However, the IRS will also penalize you if you take distribu-
tions from your retirement account before you reach age 59½—once 
again to encourage responsible savings for retirement (because obvi-
ously, if you are withdrawing from your retirement account before 
you are retired, that will deplete the money that is supposed to 
be there for you when you retire!). In addition to paying income tax 
on these withdrawals, you may also be subject to a 10 percent federal 
income tax penalty. 

 There are some exceptions to the early withdrawal penalty, for 
example:

•   If you withdraw money as a result of a disability, 
•  If you use that money to pay for medical insurance while you 

are unemployed, or 
•  If you use that money to pay for higher-education expenses.   

 Once you reach age 70½, you must begin taking annual 
required minimum distributions (RMDs) from a traditional IRA, 
starting no later than April 1 of the year after the year you reach age 
70½. If you do not take your RMD, you will be subject to a 50 per-
cent income tax penalty on the amount that you should have with-
drawn. 

   Roth IRAs 

 Roth IRAs are another type of specially designated account that 
allows individuals to save money for retirement in a tax-effi cient 
manner. You cannot deduct the contributions you make to a Roth 
IRA. However, qualifi ed Roth IRA distributions are free of federal 
income tax and are not included as part of your AGI once you 
retire. If you expect to be in a higher tax bracket in retirement, a 
Roth IRA could be a great choice. 

 An added benefi t even to individuals who expect to be in 
a lower tax bracket is that unlike traditional IRA distributions, 
Roth IRA distributions are not added to your AGI. When your 
AGI reaches a certain level, up to 85 percent of your Social Secu-
rity benefi ts can also become taxable. Many retirees who are 

c08.indd 207c08.indd   207 26/02/13 2:51 PM26/02/13   2:51 PM



208 Financial Independence (Getting to Point X )

required to take their required minimum distribution (RMD) 
from their traditional IRAs are forced to pay taxes on their 
Social Security income; a Roth IRA could possibly avoid this 
additional tax. 

 Roth IRAs can be valuable in that individuals can contrib-
ute to a Roth after age 70½, provided they are still working and 
have earned income. There is no RMD requirement with Roth 
IRAs and therefore no mandatory distributions due to your age, 
although benefi ciaries of Roth IRAs must take mandatory distri-
butions. 

 Also, you can withdraw contributions—but not the earnings on 
those contributions—from your Roth IRA, at any time and for any 
reason, without paying tax, and those withdrawals are not subject to 
the 10 percent federal income tax penalty. The tax and penalty apply 
only to the earnings—which is the amount received above your con-
tribution. However, the earnings  are  subject to income tax and the 
IRS 10 percent penalty if you withdraw them before you retire. In 
order to make a qualifi ed tax-free and penalty-free distribution of 
earnings, your account must meet the fi ve-year holding requirement 
and you must be age 59½ or older. If not, these earnings withdrawals 
are subject to the 10 percent federal income tax penalty. The excep-
tions to this penalty are the same as under the traditional IRA. 

 The eligibility to contribute to a Roth IRA phases out for tax-
payers with higher incomes. The rules regarding eligibility for tra-
ditional and Roth IRAs are confusing (to say the least). Therefore, 
I encourage you to visit  http://fi nance.yahoo.com/calculator/index , 
then scroll down to Retirement and click on “How much can I con-
tribute to an IRA?” This calculator will assist you in determining 
your eligibility for either IRA. 

 I believe every individual should take full advantage of the tax 
benefi ts that are available through employer-sponsored retirement 
plans and should fully fund their IRA accounts each year based on 
eligibility. There is no more effi cient way to save for your retire-
ment than to do it through a tax-advantaged account. The gov-
ernment is giving you a gift that will allow you to accelerate your 
savings over time. 

 Because of the strict annual contribution limits, many higher-
income individuals may not be able to save suffi cient funds for 
retirement through conventional retirement accounts. Moreover, 
many individuals have delayed the process of saving for retirement 
and will not have suffi cient funds set aside when the time comes. 
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Establishing an annuity may very well be the solution to addressing 
this problem. 

    Fixed and Variable Annuities 

 By far annuities, in particular variable annuities, are one of the 
most controversial fi nancial planning strategies in planning for 
retirement. Many fi nancial advisors are dead set against annuities 
and do not believe they are appropriate for their clients. Others are 
strong advocates for annuities and believe they should be part of 
an individual ’s overall retirement strategy. I believe that both sides 
of this argument have some merit, but the true answer lies with the 
needs of the individual. In my opinion, annuities are not right for 
everyone, but depending on your specifi c circumstances, they may 
be exactly what you need. Before you consider when annuities are 
appropriate and when they are not, however, you need an overview 
of what annuities are all about. 

 An annuity is an investment product created by a life insurance 
company that promises to provide a series of payments over time. An 
 annuity contract  is not a qualifi ed retirement plan. However, it does 
provide tax-deferred growth like a qualifi ed retirement plan. One 
of the biggest advantages to establishing an annuity is that there are 
no contribution limits, which gives you the opportunity to save sub-
stantially more for retirement. After fully funding your employer-
provided retirement plans and your IRA accounts, you can use an 
annuity to complement your overall retirement savings strategy. 

 One of the biggest arguments against annuities is that they 
typically have contract limitations, fees, and charges, which can 
include mortality and expense charges, account fees, underlying 
investment management fees, administrative fees, and charges for 
various other optional benefi ts. The majority of annuities have 
backloads (surrender charges) that are assessed if you (as the con-
tract owner) surrender the contract before a certain period of time. 
All withdrawals of earnings are taxed as ordinary income, and the 
tax advantage of long-term capital gain and qualifi ed dividends 
does not apply to earnings from annuities. Withdrawals of the 
income portion of the annuity prior to age 59½ may also be subject 
to a 10 percent federal income tax penalty. 

 All guarantees are made by the insurance company issuing the con-
tract and are based on their claims-paying ability. Furthermore, annui-
ties are not guaranteed by the FDIC or any other government agency. 
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 It is possible with some annuity contracts to purchase an insur-
ance option that could pay an income for a specifi ed period of 
time, including your lifetime or the lifetimes of you and your 
spouse. The guaranteed retirement income or income for life 
option may just give you the peace of mind you need, if you fear 
outliving your money. 

 With both a fi xed or variable annuity, you have the option of 
either an immediate or deferred annuity. Deciding on which is the 
most appropriate for you is a function of when you anticipate start-
ing the distribution process:

•   With an  immediate annuity,  you typically fund it with a lump-
sum premium up front. Payments usually start immediately 
after the contract is funded and continue for the life of 
the contract. This type of annuity is often purchased at the 
beginning of retirement and is usually more suitable for 
someone nearing or already in retirement. 

•  A  deferred annuity  can be funded with either a lump-sum or 
a series of contributions over time during the accumulation 
period. The accumulation period is the time during which 
premiums are paid for a purchase of an annuity. The pay-
ments are typically deferred for a certain number of years 
and are based on the account value after the accumulation 
period. The income payment amount will depend on several 
factors, such as the initial investment amount, the contract ’s 
actual rate of return, the contract holder ’s age, and the num-
ber of years payments will be received.   

  Fixed Annuities 

 A fi xed annuity is a contract with an insurance company that 
guarantees a fi xed and guaranteed rate of interest on your money 
during the life of the contract. In essence, you give your money to 
an insurance company, and it promises to pay you back with a pre-
determined rate of interest. Fixed annuities are typically viewed 
as conservative investments; the biggest risk associated with them 
is the claims-paying ability of the insurance company making the 
guarantee. 

 In the current low-interest-rate environment, most fi xed annuities 
do not offer an attractive rate of return. Therefore, if you are seeking 
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growth and the potential of your investment returns beating infl ation, 
then a fi xed annuity may not be appropriate for you. 

   Variable Annuities 

 A variable annuity is a long-term investment vehicle designed spe-
cifi cally for retirement. It is a contract, where you (as the contract 
holder) agree to make a single payment or a series of payments 
to an insurance company in exchange for a future income. These 
income payments to you from the insurance company, which are 
typically made in retirement, can be planned to last for the life-
time of a contract holder (individual or joint), such as a husband 
and wife. 

 Throughout the accumulation period, you invest in an assort-
ment of investment subaccounts based on your risk tolerance, time 
horizons, and long-term goals. If you have purchased an annuity 
with income-for-life guarantees or with a guaranteed death ben-
efi t, you may be willing to take on some additional risk, because of 
the downside protection. You can take part in the growth poten-
tial of the stock market or other investment choices. The future 
value of the annuity and the amount of income available in retire-
ment depend on the performance of these investments. This may 
provide you the opportunity for greater growth and increase your 
chances of outpacing infl ation. 

 The actual account value of a variable annuity (which includes 
the investment principal and income) is not guaranteed. However, 
the value of your account will depend on the performance of your 
investment choices within the subaccounts of the variable annuity. 
Therefore, the account value may be worth more or less than your 
original purchase if you ultimately choose to surrender it. The addi-
tional guarantees you may be able to purchase typically do not guar-
antee the actual account value, but they may guarantee an income 
stream for life or a death benefi t. 

 A variable annuity may also offer you the option to purchase 
guarantees for an additional cost. These guarantees can help pro-
tect against the downside risks of investing in the stock market, 
through guaranteed lifetime payout options. Some contracts pro-
vide guaranteed death benefi ts, regardless of the actual account 
value. In my opinion, some of these guarantees are exactly what 
makes variable annuities so valuable to many individuals. 
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 Some fi nancial analysts believe that retirees may get more fi nan-
cial security by combining insurance products and mutual funds.   4   
Most people would agree that insuring ourselves against the risk 
of the unknown is the prudent thing to do. Risk management is an 
everyday part of our lives. We have health insurance, life insurance, 
long-term disability insurance, long-term care insurance, auto insur-
ance, homeowner ’s insurance, and so on to protect many aspects of 
our life and the security of our family. Therefore, it is only natural 
that we take steps to guarantee the long-term security of our retire-
ment. With the proper riders, the variable annuity contract with an 
insurance company can provide us with this added peace of mind. 
This form of insurance may not be necessary or appropriate for eve-
ryone. But in many cases, I believe it should be one of the tools used 
as part of your overall retirement planning strategy. 

    Retirement Funding: “Needs Analysis” 

 The starting point for planning for retirement is performing a 
“needs analysis.” In other words, you must fi rst estimate how much 
money you will need after you retire, for  the rest of your life . You 
will also need to estimate the benefi ts you will receive from your 
defi ned-benefi t retirement plan and Social Security. Then, you need 
to determine what investment assets you currently have that you 
can use during your retirement. Finally, you identify the amount 
of retirement investment assets you will need to generate suffi cient 
income to support your anticipated cost of living in retirement. 

 To do this, let us revisit Chapter    3     and analyze James and Patricia 
Loomis’ retirement planning needs, as an example. We have already 
worked through the most diffi cult part of this retirement planning 
needs analysis because we already have the Loomis’ statement of 
fi nancial position (shown in Exhibit    3.1  ), and their statement of cash 
fl ow (shown in Exhibit    3.3  ). 

 We start by analyzing their statement of fi nancial position and 
specifi cally by focusing on their investment assets, because these 
are the assets that will help generate the necessary income when 
they retire. The total value of their investment assets as of Decem-
ber 31, 2012, was $951,850. Then we will look at their statement of 
cash fl ow (after recommendations) to determine their total cash 

  4  Based on an article from the Wall Street Journal dated March 8, 2011, “Making the 

Case to Buy an Annuity.”
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outfl ow to sustain their current standard of living. The Loomis’ 
total cash outfl ow was $189,976. 

 To complete this analysis, we need the answers to the 10 key ques-
tions and assumptions from Exhibit    8.1  , shown here in Exhibit    8.4  . 

  James is currently 37 years old and his wife Patricia is 36. Their 
combined family income is $216,876, as outlined on their state-
ment of cash fl ow as of December 31, 2012 (see Exhibit    3.3  ). Based 
on their statement of fi nancial position (shown in Exhibit     3.1  ), 
their total investment assets are $951,850. However, from this 
amount, we will exclude the $4,000 currently in the educational 
savings plan, because this will not be available during their retire-
ment. We will also subtract the $740,000 mortgage on the offi ce 
building. That leaves them with a net of $207,850 in investable 
retirement savings assets ($951,850 less $4,000, less $740,000). 

 Although it is impossible for anyone to accurately predict the 
actual rate of infl ation before and during their retirement, the Loom-
ises have decided to estimate a 3 percent infl ation rate, which is above 
the historical average. James will reach his full Social Security retire-
ment age at 67 and will also be entitled to Medicare at the age of 65. 
Therefore, the Loomises are using this age as their realistic retire-
ment age. 

 Exhibit     8.4  Sample Answers to Determine  Point X  for Financial Independence 

    1.  What is your current age? James is 37 years old and Patricia is 36 years old. 

   2.  What is your combined (current) family annual income? $216,876. 

   3.  As of today, how much do you have in retirement savings (investable assets)? 

$207,850. 

   4.  What infl ation rate do you expect before and during retirement? 3 percent. 

   5.  What age do you reasonably expect to retire? James at 67 and Patricia at 66. 

   6.  How many years do you estimate you will live in retirement? 29 (with Patricia living to 

age 95). 

   7.  What percentage of your current income do you need in retirement? 42 percent 

based on cash fl ow needs analysis, less estimated Social Security benefi ts. 

   8.  What is your projected retirement income from defi ned benefi t plans and Social 

Security benefi ts? James expects $31,212, and Patricia $15,606, from Social Secu-

rity, based on today ’s dollars. 

   9.  What after-tax rate of return do you expect on your investments before retirement? 7 

percent. 

  10.  What after-tax rate of return do you expect during retirement? 5 percent.  
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 Based on James’ family history, he does not believe he will live 
past age 90; based on Patricia ’s family history, she expects to live until 
age 95. Because they are both in relatively good health, they would 
like to use age 95 for Patricia and therefore expect to live 29 years in 
retirement. 

 James went to the Social Security website and used the retire-
ment estimator calculator: He expects to receive $31,212 per year 
in Social Security benefi ts; his wife expects to collect $15,606 per 
year, for a total of $46,818. This represents about 21 percent of 
their current annual income. Because Social Security benefi ts are 
adjusted to future benefi t dollars, they feel comfortable assuming 
that their Social Security benefi ts will cover only 20 percent of their 
retirement income needs. 

 Based on the detailed needs analysis of their cash fl ow state-
ment, they believe they will need 42 percent of the current year ’s 
income to maintain their standard of living in retirement. Here ’s 
how they calculated this:

•   They took their total cash outflow for the 12 months ending 
December 31, 2012, which was $189,976, and they subtracted 
the $7,620 of outflows being added to their investment assets. 

•  They also subtracted the $34,049 per year from their annual 
home mortgage payment, because this mortgage would be 
paid off a few months before James turns 67. 

•  They further analyzed their cash flow statement and realized 
they would no longer need to make the $1,400 per year for 
term life insurance or the $1,200 per year payment for James’ 
long-term disability. 

•  They also subtracted the $3,328 in student loan payments 
currently being paid, because they anticipate this loan will be 
paid off in the next five years. 

•  They also subtracted the $19,125 in Social Security tax, because 
this will no longer be applicable in their retirement years. 

•  We also prepared a tax projection based on their expected 
retirement income and determined that their overall fed-
eral and state income tax would be reduced from the current 
$47,400 to $40,400, which reduced their cash outflows by $7,000. 

•  They also would have been able to eliminate their entire 
child-care-related expenses of $6,090, but they chose not 
to do so, because they factored in helping their future 
grandchildren.   
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 Based on these calculations, they realized they will need $116,254 
($189,976 less $7,620, less $34,049, less $1,400, less $1,200, less $3,328, 
less $19,125, less $7,000). In addition, the Loomises plan on being 
very active and fully enjoying their retirement; therefore, they wanted 
to budget an additional $18,000 per year for travel and entertainment. 

 This brings their total cash fl ow needs in today ’s dollars at 
$134,254, which represents about 62 percent of their current cash 
infl ows. As mentioned, they estimated that Social Security will cover 
about 20 percent of their retirement needs, leaving them with a 
42 percent shortfall. Therefore, they will have to have suffi cient 
investable retirement assets by the time James reaches his expected 
retirement age of 67. 

 Based on the answers to the above questions along with the 
assumptions made, we are ready to determine James and Patricia 
Loomis’  point X —the amount of investable assets they will need in 
order to secure a comfortable retirement and maintain their cur-
rent standard of living. We utilized a “cost of retirement” calculator 
and input all the above facts and assumptions, and we determined 
the following:

•   The annual income that the Loomises will need in the first 
year of retirement above and beyond Social Security will be 
$221,094, which represents their cash flow needs adjusted at 
a 3 percent rate of inflation. 

•  They will need to have $4,867,452 in investable assets saved 
by the time they are ready for retirement. 

•  Their current investable assets are expected to grow to 
$1,582,207 based on their expected rate of return over the 
next 30 years. 

•  This means they will have a shortfall of $3,285,245 ($4,867,452 
less $1,582,207). 

•  To meet this savings shortfall, they will need to save 10.92 
percent of their current cash inflow each year. 

•  They will need to save $23,686 (10.92 percent of their cur-
rent income) in their first year, and this amount needs to 
increase every year to keep pace with inflation.   

 You can conduct a similar analysis of your own fi nancial situa-
tion by going to  http://fi nance.yahoo.com/calculator  under the 
Retirement section, and click on “How much will I need to save 
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for retirement?” This will give you an opportunity to do numerous 
what-if scenarios utilizing your particular facts and circumstances. 

 Based on the analysis we conducted for the Loomises in Chap-
ter    3    , they are on a clear path to achieving fi nancial independence. 
They were saving $7,620 per year before implementing the cash 
fl ow recommendations we made. They were also able to free up an 
additional $26,900 after implementing the cash fl ow savings strate-
gies outlined in Chapter    3    . They had already committed to funding 
James ’s SIMPLE plan with an additional $6,500 and Patricia ’s SEP 
IRA with an additional $3,500 for the year. After their retirement 
needs analysis, they have further agreed to fund a $5,000 nonde-
ductible IRA for the year for James since he had already made the 
maximum contribution for 2012 and they committed to adding at 
least $2,380 per year to their variable annuity. This will bring their 
total savings to $25,000 starting this year, which is more than they 
need to achieve fi nancial independence in retirement.   5               

      TAX FACTS AND STRATEGIES   6   FOR PLANNING 
FOR RETIREMENT  

  Here are several tax strategies that will help you reach your retirement planning 

goals at an accelerated rate, which will put you on the path for fi nancial inde-

pendence,  point X . 

•    Compare the benefi ts of a traditional IRA to a Roth IRA and choose the one 

that is best for your particular situation. With a traditional IRA, you get a cur-

rent year tax deduction for your contribution and tax-deferred growth. With 

the Roth IRA contribution, you do not receive any upfront tax deduction, but 

your qualifi ed withdrawals are completely tax free. 

$

5  For more information on the costs/fees and risks associated with investments, see 

Chapter    9    .
6  IRS CIRCULAR 230 NOTICE: To ensure compliance with requirements imposed 

by the IRS, we inform you that this book (including any attachments) is not 

intended or written to be used, and cannot be used, for the purpose of (i) avoid-

ing penalties under the Internal Revenue Code or (ii) promoting, marketing or 

recommending to another party any transaction or matter addressed herein. (iii) 

The taxpayer should seek advice based on the taxpayer ’s particular circumstances 

from an independent tax advisor.
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•  With a Roth IRA, you do not have to take a required minimum distribution 

(RMD) at age 70½. This may have the added benefi t of keeping your AGI 

low enough to also avoid paying taxes on your Social Security benefi ts during 

your retirement years. 

•  The deadline for making a traditional or Roth IRA contribution is April 15, 

the regular due date for fi ling your income tax return, even if you are fi ling 

an extension. 

•  Fully fund your employer-provided retirement plan before the end of the 

year: the deferral limit for a 401(k) is $17,500 for 2013; the deferral limit for 

a SIMPLE plan is $12,000 for 2013. 

•  Take advantage of the additional deferral limit “catch-up” contribution to a 

401(k) of $5,500 and to a SIMPLE plan of $2,500 for each participant age 

50 or older. 

•  Establish a Roth IRA, $5,500 for 2013 per spouse ($6,500 if age 50 or older) 

if you qualify (AGI under $178,000 if married). If your income exceeds this 

level, establish these as traditional non-deductible IRA contributions. Under 

the new law, you can then convert these to a Roth IRA, regardless of your 

income level. 

•  There is no income limitation for converting a traditional IRA to a Roth IRA. 

Consider converting part or all of your traditional IRAs into a Roth IRA so 

that all your future earnings can grow tax-free. This can be very benefi cial, 

especially in years where you are in very low tax brackets and in years where 

your IRA accounts have decreased in value. Keep in mind, however, that a 

conversion is a taxable transfer, and you must report it on your tax return for 

the year of the conversion. 

•  If you made a contribution to a retirement plan (including an IRA or Roth 

IRA), you may be eligible for a nonrefundable saver ’s credit. This credit can 

be as much as 50 percent of the fi rst $2,000 of eligible retirement contribu-

tions made in 2013. This means you could receive a saver ’s credit of $1,000 

by simply making a $2,000 retirement plan contribution. Talk about great 

incentives to save for your retirement! 

•  If you are separated from your employment for any reason, such as getting 

laid off, quitting, or retiring, you may be entitled to a distribution from a quali-

fi ed employer retirement plan, which would be fully taxable if not properly 

handled. You must set this up as a tax-free rollover, which allows you to make 

a tax-free transfer of a distribution from one qualifi ed employer retirement 

plan to another qualifi ed plan or to a traditional IRA. You should instruct your 

employer to directly rollover the funds either to a traditional IRA you desig-

nate or to the plan of your new employer. If you elect the distribution to be 

paid directly to you, you still have 60 days to make a tax-free rollover yourself. 

If you do not meet these requirements, the full amount may be subject to tax 

and an additional 10 percent penalty. 

(Continued )
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•  Generally, there is a 10 percent penalty that applies to taxable distributions 

made to you before age 59½ from qualifi ed plans. You may avoid the 10 

percent penalty if you meet one of the following exceptions: rollover; dis-

ability; separation from service if age 55 or older; medical costs; substantially 

equal payments for at least fi ve years, as benefi ciary of a deceased plan 

participant, IRS levy, or if part of a qualifi ed domestic relations court order. 

For more details on the exceptions to the early withdrawal penalty, see IRS 

Form 5329 and instructions. 

•  In addition to the above penalty exceptions, with a traditional IRA, you may 

avoid the 10 percent penalty if you use the distribution to pay for qualifi ed 

higher education expenses or if the distribution is used for qualifi ed fi rst-time 

homebuyer expenses of up to $10,000. 

•  You should avoid borrowing money against your retirement plan because that 

can have dire consequences. For example, if you leave your employer before 

you pay off the loan, your employer will reduce your vested account balance 

by the amount of the outstanding loan and will report this loan amount as a 

taxable distribution in the year you separated from service. This amount may 

be subject to tax and the 10 percent penalty. 

•  Making elective salary deferrals to your company ’s retirement plan allows 

you to defer tax on your salary and get a tax-free buildup of earnings within 

your plan until you start making withdrawals when you retire. You must take 

full advantage of these plans by taking the maximum deferral allowed by 

your employer ’s plan. If you cannot manage to do the maximum, then you 

must at least contribute the minimum that will maximize your employer ’s 

match. 

•  Many employer-sponsored 401(k) plans now allow employees to contribute 

as after-tax Roth contributions. If you take advantage of a Roth 401(k), you 

can make signifi cantly higher contributions than what would be available in a 

Roth IRA. Keep in mind Roth  contributions are made in after-tax dollars, so 

you will not receive any upfront tax savings. 

•  Where employer plans include a qualifi ed Roth contribution program 

 conversions can also be made from a pre-tax contribution 401(k) account 

to the Roth 401(k) account. Keep in mind however, that a conversion is a 

taxable transfer and you must report it on your tax return for the year of the 

conversion. 

•  When rolling over retirement plan distributions, your employer must withhold 

20 percent if the check is fi rst paid to you. To avoid the 20 percent with-

holding, you should have your employer make a direct rollover to your new 

employer ’s qualifi ed plan or an individual IRA. Doing a direct rollover will 

avoid the problems associated with this 20 percent withholding. 

•  If you are collecting Social Security benefi ts, up to 85 percent of these ben-

efi ts could be subject to federal income tax. You can avoid paying income tax 

on your Social Security benefi ts if your provisional income is $25,000 or less 
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if you are single, or $32,000 or less if you are married and fi ling jointly. Plan-

ning your retirement income to include tax-free withdrawals such as from a 

Roth IRA account may allow you to keep your income under these thresholds 

and ultimately avoid paying tax on your Social Security benefi ts. 

•  If you are 65 years of age or older before January 2nd of the following tax year 

or blind, you can benefi t from a higher fi ling threshold and a higher standard 

deduction. This additional standard deduction is $1,200 per spouse if mar-

ried and $1,500 if fi ling as a single taxpayer. 

•  For 2012 and 2013 the American Taxpayer Relief Act of 2012 allows tax-

payers 70 1/2 or older to take up to a $100,000 tax-free distribution to the 

charity(ies) of his or her choice from an individual retirement account. This 

will allow a taxpayer to meet their RMD (required minimum distribution) with-

out increasing their adjusted gross income. This can be used as a strategy 

to avoid paying taxes on social security benefi ts for lower income taxpayers, 

and can avoid the 3.8 percent Medicare tax on net investment income for 

higher income taxpayers. 

•  For 2013, the maximum annual benefi t that can be funded by a defi ned 

benefi t plan is $205,000. These contributions are deductible to the busi-

ness entity and never subject to Social Security and Medicare taxes when 

contributed on behalf of an employee. Earnings on investments and sub-

sequent withdrawals are also not subject to Social Security and Medicare 

taxes. Starting in 2013, this becomes even more important since the 0.9 

percent increase in Medicare tax for high income salaries and self-employed 

earnings may apply, as well as the additional 3.8 percent Medicare surtax 

on net investment income. 

•  For 2013, an employee may make up to a $17,500 salary deferral (withholding) 

contribution from pre-tax dollars to a defi ned contribution plan such as a 

401(k), 403(b) and profi t-sharing plan. An additional $5,500 contribution 

can be made if the taxpayer is 50 years old or older. The maximum employer 

and employee contribution for 2013 is $51,000. The maximum contribution 

is based on $255,000 in wages (lower limits apply for key employees and 

highly compensated employees [HCE]). It should be noted that the employer 

portion of contributions is not subject to Social Security or Medicare taxes. 

•  For 2013, the maximum compensation to be considered for a SEP contri-

bution is $255,000, which allows for a $51,000 tax deductible contribution. 

•  For 2013, an employee may make a pre-tax salary deferral up to $12,000 

to their SIMPLE (Savings Incentive Match Plans for employees) retirement 

plan. If 50 or older, the employee can make an additional $2,500 catch-up 

salary deferral. In a matching SIMPLE plan the employer ’s contribution is 

the lesser of 3 percent of the employees taxable compensation or actual 

salary deferral (there are some exceptions to this rule).    
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      1.    Calculate how much money you will need when you retire . There are many 

retirement calculators available online, including one at  http://fi nance.

yahoo.com/calculator . Scroll down to the Retirement topic and click on 

“How much will I need to save for retirement?” You will be able to run 

through an unlimited number of “what if?” scenarios. 

 Once you know how much you will need, you can start planning to reach 

that goal—your personal  point X.   
   2.    Start saving and investing for your retirement as soon as you fi nish school 

and start working.  You may not believe it, but you  can  live on 90 per-

cent of what you earn, no matter how little you think that is. So set aside 

at least 10 percent of your earnings, because the earlier you start, the 

better off you will be: You have the benefi t of time on your side, to help 

that money grow. Do not keep putting off saving for your retirement until 

“later,” whether that is next year, or when you get a raise, or a promotion, 

or a new job—start saving  now.   
   3.    Learn the difference between various types of retirement plans . Then fi nd 

out what the maximum is that you can contribute to the plans that apply 

to you. If you are not sure about this, meet with a fi nancial advisor who 

can review your specifi c fi nancial situation and help you plan better for 

your future.  

   4.    Invest as much as your company will allow you to contribute into your 
employer's 401(k) plan . You do not have to pay income taxes on that 

money now, because you are not receiving it currently as income. Plus, 

most employers still match at least some percentage of what you contrib-

ute. Getting a 3 percent employer match is like getting a 3 percent raise. 

If not contributing makes you ineligible for the match, that would be like 

turning down a raise your employer is willing to give you.  

   5.    Do not worry about the day-to-day ups and downs of the stock market: keep 
in mind that you are saving for  the long haul  —for your retirement. So if 

you are in your twenties, that is at least 40 years away. But even if you are 

in your fi fties and hope to retire at 65 but accept that you may be work-

ing until you are 70, you still have at least 10 years before retirement. So 

what happened to the stock market today is not important to the money 

you will need and hopefully have when you retire. Just keep saving, and 

keep investing, with your long-term goal in mind.     

AN ACTION PLAN FOR PLANNING FOR RETIREMENT
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                                                            9 C H A P T E R 

                       Managing Your Investments 

                                                                         In the 20th century, the United States endured two world wars and 
other traumatic and expensive military conflicts; the Depression; 
a dozen or so recessions and financial panics; oil shocks; a flu 
epidemic; and the resignation of a disgraced president. Yet the Dow 
rose from 66 to 11,497. 

 —Warren Buffett, most 
successful investor of the twentieth century 

  This chapter provides information and guidance for dealing with 
investment, beginning with basic defi nitions of various investment 
vehicles: stocks, bonds, mutual funds, and exchange-traded funds 
(ETFs). I then give general information on the process of creating 
an investment portfolio that considers your fi nancial goals, comfort 
levels, expectations, and the effects of infl ation and taxes on these 
investments. I will also discuss how to adjust a portfolio as your 
fi nancial goals change. 

 The purpose of this chapter is to provide you with an under-
standing of investing, which normally takes people many years to 
learn on their own. Unfortunately, many investors learn this les-
son the hard way and never recover from their fi nancial losses. It 
is important that we learn from our past and do our best to not 
repeat the mistakes history has taught us. The rewards from proper 
investing have been very generous when investors have adopted an 
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investment discipline that allows them to purchase quality invest-
ments and then allow those investments to take their course. This 
may have been best said by Warren Buffett, the primary shareholder, 
chairman, and CEO of Berkshire Hathaway, who is also considered 
by many to be the most successful investor of the twentieth century:

  Put together a portfolio of companies whose aggregate earn-

ings march upward over the years, and so also will the portfo-

lio ’s market value.   

 The information and guidance on investments that I provide in 
this chapter is designed to help you stay the course toward fi nancial 
independence and your  point X.  

   Analyzing Your Risk Tolerance 

 Every investor has his own unique view on risk and can only toler-
ate a certain amount of losses before he or she becomes emotional. 
This ultimately leads to bad investment decisions. Of course, a 
higher level of risk corresponds to the potential for a higher rate 
of return on your investments. If your investing risk tolerance were 
as simple as stating you want the highest rate of return in the long 
run, then you would simply invest in the most speculative types of 
investments. But it is not that simple; instead, you need to examine 
your own personal tolerance to risk so that the ultimate investment 
portfolio you choose will have staying power in both good and bad 
times. It is important to remember that it is you, the individual 
investor, who must have the staying power. 

 Common sense tells us that we should buy investments when 
they are low and try to sell them when they are high. This obvi-
ously results in gains as long as you, the investor, have staying power. 
Unfortunately, we human beings bring our emotions into the 
investment decision-making process and quite frankly, emotions 
cost money. When the economy is booming and the stock market 
reaches new highs, people are more likely to invest their money 
because of all the positive news and emotions surrounding the mar-
ket. Naturally, the opposite is true when the economy is doing poorly 
and the world is fi lled with negative news. Most investors are not will-
ing to invest then; in fact, many sell their investments at lower prices 
at this time. If Macy ’s  department store ran a 50 percent off sale 
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on every item in the store, most people would rush to Macy ’s and 
buy everything they could. On the other hand, if Macy ’s increased its 
prices by 50 percent from the original price, very few people would 
shop in their store. However, when it comes to investing, human 
nature makes us react very differently than this, and many people 
tend to buy high and sell low. 

 Therefore, it is critically important that you select an invest-
ment model that you are willing to stay with, even in the worst of 
markets. The appropriate investment plan for you should be the 
one that provides you with the highest potential rate of return in 
the long run that is within your risk tolerance. 

 Part of determining your risk tolerance goes back to analyz-
ing your personal behavior and how you deal with your other life 
issues. For example, if you typically are a nervous individual and 
tend to go down the straight-and-narrow path in life, then you most 
likely will choose a more conservative investment risk model. On 
the other hand, if you are fearless and like to live life in the fast 
lane, then you would most likely choose a more aggressive invest-
ment risk model. 

 In evaluating your risk tolerance, you must also take into con-
sideration what your ultimate fi nancial goals will be. This will 
help you determine your time horizon. Generally, the shorter 
your time horizon, the less risk you should be willing to take 
on. For example, an 18-year-old investor who has 49 years ahead 
of her before retirement can generally tolerate a much greater 
level of risk than a 60-year-old who is only 7 years away from 
retirement. 

 Because the question of your own personal risk tolerance 
revolves around human behavior and emotions, it is important to 
understand your own investment psychology. I consider this the 
investor ’s psychological evaluation of his or her risk tolerance. 
There are many ways to measure your risk tolerance and numerous 
questionnaires are provided at many investment websites. You can 
also fi nd one at  http://fi nance.yahoo.com/calculator ; scroll down 
to “Career & Education” and click on “What is my risk tolerance?” 
You will fi nd 10 risk tolerance questions to help identify your com-
fort level with investment risk. Exhibit    9.1   provides a simplifi ed 
version of a risk investment, risk profi le questionnaire. Please take 
a few moments to answer these questions to determine your own 
investor risk tolerance profi le and score. 

c09.indd 223c09.indd   223 26/02/13 2:51 PM26/02/13   2:51 PM



224 Financial Independence (Getting to Point X )

      1.  How many years will you stay invested for?  

   1.  ___ 5 years or less 

   2.  ___ 5–10 years 

   3.  ___ 10 years or more    

  2.  What would you typically consider most important when investing?    

 1.  ___ Preserving your capital 

   2.  ___ Conservative growth with income 

   3.  ___ Maximum growth    

  3.  A year after making a $50,000 investment, your account value drops to $40,000 

and the Dow Jones Industrial Average is also down by 20 percent. How would this 

make you feel and what would you do about it?  

   1.  ___ Extremely uncomfortable: I would sell my investments immediately. 

   2.  ___  Uncomfortable, but I would be willing to listen to my fi nancial advisor ’s 

recommendation. 

   3.  ___  I would view this as a buying opportunity and would be willing to invest more 

money at these lower prices.    

  4.  Which of the following phrases matches your view of taking on risk with your 

investments?   

  1.  ___ Not willing to take on risk 

   2.  ___ Willing to take a limited amount of risk 

   3.  ___ Willing to take a high level of risk    

  5.  If you invested $50,000, which range of possible outcomes would you be most com-

fortable with within a year?

     1.  ___ Value fl uctuating from $48,500 and $51,500 (3% increase or decrease) 

   2.  ___ Value fl uctuating from $46,500 and $53,500 (7% increase or decrease) 

   3.  ___ Value fl uctuating from $45,000 and $55,000 (10% increase or decrease)    

  6.  Which of the following statements best describes your attitude toward life?

     1.  ___ Slow and steady wins the race. 

   2.  ___ Live a balanced life, everything in moderation. 

   3.  ___ The greater the risk, the greater the reward.      

 Now that you have answered these six questions, you are ready to determine your 

risk profi le score. Simply add up the numbers next to each question you check off in the 

questionnaire. For example, if you checked off item number 2 for each question, your 

risk profi le score would be a 12. This would place you in the conservative growth inves-

tor profi le as outlined below. 

 Investor Risk Tolerance “Profile”  “Score” 

 ___ Conservative Income  6–7 

 ___ Income  8–10 

 ___ Conservative Growth  11–13 

 ___ Growth  14–16 

 ___ Maximum Growth  17–18 

 Exhibit 9.1  Six Questions to Assess Your Investor Risk Tolerance Profile and Score
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  The answers to the questions in Exhibit    9.1   provide you with a 
numerical score that measures your tolerance to investment risk. 
The higher your score, the more risk you would be able to tolerate. 
Understanding your risk tolerance is one of the most fundamental 
fi rst steps you must take before implementing any investment strategy. 

  Understanding Investment Risk 

 Now that you have evaluated your own risk tolerance, it is impor-
tant to understand exactly what the investment risks are. Once you 
understand what the different investment risks are, you will be better 
prepared to make more informed investing decisions, put together 
an investment portfolio that includes various asset classes, and man-
age your investments. There are numerous types of investment risks; 
the most common include infl ation risk, interest rate risk, market 
risk, economic risk, and company- or industry-specifi c risk. 

     Inflation risk   is the threat that your investment returns will not 
keep pace with the rate of inflation. For example, if inflation 
increases each year by 3 percent, but your investments are only 
growing by 1 percent, you are losing money. This will reduce 
your purchasing power and effectively reduce your real rate of 
return on your investments, net of inflation. In order for your 
portfolio to have a reasonable chance of beating inflation, it 
should include growth-oriented stocks, growth and income 
stock mutual funds, and other growth-related investment vehi-
cles. These types of investments have historically outpaced the 
rate of inflation over the long term, although there is no guar-
antee that they will do so in the future. 

   Interest rate risk   is typically associated with bonds and other fixed-
income investment vehicles, which tend to be sensitive to 
changes in interest rates. When interest rates rise, the value 
of these investments falls. Of course, the opposite is true as 
well: As interest rates drop in our economy, the value of these 
investments increase. One way to protect against interest rate 
risk when you believe interest rates will be rising is to shorten 
the duration of your bond holdings (closer maturity dates). 

   Market rate risk   is the risk of when the overall market experi-
ences a decline. It typically drags down the value of all 
securities at the same time. Market rate risk is a result of 
the aggregate movement in the market and may not relate 
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specifically to your investments. Market risk can affect 
almost any type of investments; including stocks, bonds, 
commodities, real estate, and many others. 

   Economic risk   occurs when the overall economy experiences 
a downturn, such as when a recession occurs. These eco-
nomic downturns can result in a decrease in earnings 
and profits from the underlying companies you may be 
invested in. This can diminish a company ’s ability to pay a 
dividend or even the interest on its bonds. It is important 
to note that certain companies and industries may be more 
sensitive to economic changes than others. For example, 
companies that produce luxury items will be much more 
sensitive to economic downturns than companies that pro-
duce necessities. 

   Company- or industry-specific risk   occurs when an event affects only 
a specific company or industry—for example, if accounting 
irregularities are discovered during a particular company ’s 
financial statement audit, the value of investment in that 
company is likely to decrease. These types of events can have 
a significant effect on a company ’s value as well as the confi-
dence investors can place with its management. By far, this is 
the strongest reason for a well-diversified portfolio and why 
you should never keep all your eggs in one basket.   

    Stocks, Bonds, Mutual Funds, and Exchange-Traded Funds 

 The most effi cient and popular way to invest is by purchasing indi-
vidual stocks, bonds, mutual funds, and exchange-traded funds 
(ETFs). Therefore, I believe that it is essential that I provide you 
with a description of each of these investment vehicles. 

  Stocks   1   

 A stock represents a fractional ownership interest in a corpo-
ration. When you invest in a corporation, you become a partial 
owner in the company ’s business and can participate in the com-
pany ’s profi ts or losses. As a shareholder in a corporation, you 

 1 As with other investments, there are generally fees and expenses associated with 

buying and selling securities. Fees may include taxes, commission costs, markup, 

account transfer and maintenance fees, and custody fees.
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have the benefi t of limited liability protection: This protection 
minimizes your downside to no more than your investment in the 
company. 

 When the corporation makes a profi t, you may be rewarded 
with a dividend. Furthermore, if the corporation continues to grow 
its revenues and profi ts, so will the value of the stock you own. 
You can also realize these gains in the stock ’s value by selling your 
shares of a company. 

 If the company does not do well, you may never see the pay-
ment of a dividend, and in fact, the value of your stock could 
decline. The risk and potential reward associated with investing in 
stocks are generally much higher than with the other investment 
vehicles. Therefore, you should be prepared to experience high 
volatility when investing in stocks. 

   Bonds   2   

 A bond represents a loan that you make to a corporation or gov-
ernment entity, which then in return promises to pay you back with 
interest over time. In essence, you act as the banker (lender), and 
the bond issuer is the borrower. This indebtedness to you is docu-
mented through a bond certifi cate, which is issued to you by the 
entity. 

 The bond issuer typically needs to raise money to meet other 
obligations or to facilitate certain projects. If you decide to invest in 
that issuer ’s bond, you are willing to lend your money in exchange 
for the promise to be paid back with a specifi c rate of interest. The 
bond investor usually will receive regular interest payments every 
six months. The interest payments on a bond is usually fi xed and 
stated as a percentage of its “face” value. 

 It is important to understand that bonds come with interest-rate 
risk (described previously): As noted, the values of bonds have an 
inverse relationship with the direction of interest rates in our econ-
omy. The longer the time frame to maturity, the more sensitive the 
fl uctuation in market price will be. 

 When you own individual bonds purchased at face value and 
hold them to maturity, you will receive the interest payments plus 
your original principal. Of course, this assumes that the bond issuer 
does not default on its promise and ultimately pays you back. 

 2 See footnote 1.
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 Not all bond issuers are created equal. The stronger their bal-
ance sheet and the higher their credit rating, the lower the risk 
involved. The opposite is also true. Therefore, it is logical that the 
higher the risk associated with purchasing the bond, the higher 
the rate of return that will be offered by the bond issuer. Bonds 
are typically considered safe investments, but keep in mind the 
higher the rate of return being offered is typically associated with 
a higher potential for default risk. 

 Bonds can be divided into three major categories: U.S. Treas-
ury bonds, municipal bonds, and corporate bonds. Each category 
has its own unique features, which you should take into considera-
tion when selecting and evaluating the components of your bond 
holdings. 

  U.S. Treasury Securities     Bonds, bills, and notes issued by the U.S. gov-
ernment are also known as  Treasuries  and typically represent the 
highest-quality bonds available to investors. However, in August 
2011, credit-rating agency Standard and Poor ’s (S&P) announced 
that it had downgraded the U.S. credit rating for the fi rst time in his-
tory. This sent shock waves throughout the credit markets. S&P said, 
“Political brinksmanship in the debate over the debt had made the 
U.S. government ’s ability to manage its fi nances less stable, less effec-
tive, and less predictable.” In spite of this, many people continue to 
invest in U.S. Treasury securities, clearly for their known safety and 
peace of mind. I would be very cautious here because U.S. Treasury 
yields are currently at historical lows and below the expected infl a-
tion rate. What may seem like a very safe and conservative invest-
ment could still result in losses. 

 U.S. government bonds are issued by the U.S. Department of 
the Treasury. They are extremely liquid and traded on the second-
ary market. Treasury securities are backed by the full faith and 
credit of the U.S. government. They are considered to have less 
risk than other bonds, and are considered a safe haven especially 
during turbulent economic times. The interest earned on treasury 
bonds is exempt from state and local taxes. There are four major 
categories of U.S. Treasury securities:

    1.    Treasury bills   (T-bills) are short-term bonds that mature in 
less than one year. They are sold at a discount from their face 
value and do not pay interest until their maturity. 
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   2.    Treasury notes   (T-notes) earn a fixed rate of interest every six 
months and have maturities ranging anywhere from 1 year to 
10 years. 

   3.    Treasury bonds   (T-bonds) have maturities ranging from 10 to 
30 years. Similar to treasury notes, T-bonds also have a cou-
pon payment every six months. 

   4.    Treasury Inflation-Protected Securities   (TIPS) are inflation-
indexed bonds. The principal of TIPS is adjusted by changes 
in the Consumer Price Index. They are typically offered in 
maturities ranging from 5 to 20 years.   

   Municipal Bonds     Municipal bonds are issued by state and local gov-
ernments. The money raised by the issuance of these bonds is 
typically used to pay for public service projects, such as the con-
struction of public schools, highways, low-income housing, sewer 
systems, and other municipality projects. Municipal bonds are 
exempt from federal, state, and local income taxes for investors 
who live in the jurisdiction where the bond is issued: This “triple 
tax-free” treatment can make them very attractive investments to 
high-income taxpayers. Exhibit    9.2   shows the equivalent corporate 
bond rates of return to municipal bonds: For example, if you have 
a marginal tax rate of 40 percent, you would have to earn 10 per-
cent on a corporate bond to equal a 6 percent rate of return on a 
municipal bond. 

  There are two major categories of municipal bonds issued by 
state and local government:

    1. General obligation bonds  are secured by the full faith and 
credit of the issuer and are supported by the issuer ’s taxing 
authority. 

   2. Revenue bonds,  unlike general obligation bonds, are secured 
by the revenues specified in the legal contract between the 
bond holder and bond issuer. They are required to use these 
revenues for repayment of the principal and interest on the 
bonds. They are not backed by the full faith and credit or 
taxing authority of the municipality; instead, they are backed 
solely by the revenue-generating ability of the municipal proj-
ect, such as a bridge toll and other user fees. Under certain 
circumstances revenue bonds can be subject to federal, state, 
or local alternative minimum tax.   
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 Exhibit 9.2  Municipal versus Corporate Bonds  

 In State Municipal 

Bonds Rate  Corporate Bond Equivalent Rate at Marginal Federal, Local Tax Rate of: 

   10%  20%  30%  40% 

 1.00%  1.11%  1.25%  1.43%  1.67% 

 2.00%  2.22%  2.50%  2.86%  3.33% 

 3.00%  3.33%  3.75%  4.29%  5.00% 

 4.00%  4.44%  5.00%  5.71%  6.67% 

 5.00%  5.56%  6.25%  7.14%  8.33% 

 6.00%  6.67%  7.50%  8.57%  10.00% 

 7.00%  7.78%  8.75%  10.00%  11.67% 

 8.00%  8.89%  10.00%  11.43%  13.33% 

 9.00%  10.00%  11.25%  12.86%  15.00% 

 10.00%  11.11%  12.50%  14.29%  16.67% 

      

 If $10,000 investment—the annual amount of return based on the above table 

 $100  $111  $125  $143  $167 

 $200  $222  $250  $286  $333 

 $300  $333  $375  $429  $500 

 $400  $444  $500  $571  $667 

 $500  $556  $625  $714  $833 

 $600  $667  $750  $857  $1,000 

 $700  $778  $875  $1,000  $1,167 

 $800  $889  $1,000  $1,143  $1,333 

 $900  $1,000  $1,125  $1,286  $1,500 

 $1,000  $1,111  $1,250  $1,429  $1,667 

   This exhibit shows the equivalent full taxable interest rate at different marginal tax rates to result in the same 

after tax rate for in-state municipal bonds.   

   Corporate Bonds     These bonds are issued by corporations and other for-
profi t business entities, which issue bonds in an effort to raise capital 
for their expansion and other operating needs. Corporate bonds gen-
erally pay a higher level of interest than government bonds, because 
they are not backed by the government. A business that has a strong 
balance sheet, strong earnings, and an excellent credit rating will 
pay a much lower rate of interest than a business that is not as fi nan-
cially stable. It is important to understand that when a corporation 
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provides a higher interest rate on their bonds, these bonds come 
with greater risk. Lastly, it is essential to note that interest earned on 
corporate bonds is subject to ordinary income tax rates. 

    Mutual Funds    3   

 Mutual funds have become one of the most popular ways to invest 
because of their many benefi ts, which include access to profes-
sional money managers, diversifi cation, multiple asset classes, con-
venience, and liquidity, and many other benefi ts. Mutual funds also 
offer investors easy access to investing your money (at all levels—
that is, regardless of how much or how little money you invest). 

 When you invest in a mutual fund, you become a shareholder 
of that mutual fund. As a shareholder, you will participate in the 
profi ts and losses of the mutual fund. Keep in mind that invest-
ing in mutual funds is similar to investing directly with an individ-
ual corporation, in that your liability is limited to the amount you 
invested. 

 The management team of a mutual fund typically includes 
one or more investment managers, who are assisted by a team 
of investment analysts in deciding what and when to buy particu -
lar investments within the framework defi ned in the mutual fund ’s 
prospectus. These investment decisions involve trading securities, 
recognizing capital gains and losses, and generating interest and 
dividends, all on behalf of the mutual fund and its investors. As one 
of the mutual fund’s investors, you participate in these results in 
proportion to your holdings. 

 Some of these earnings are paid out to shareholders on a quar-
terly basis in the form of a dividend and/or capital gain distribu-
tion. You have yet another way to participate in the success or failure 
of your mutual fund investment by selling the shares you own. If 
you sell your mutual fund shares at a price higher than you origi-
nally paid, you may realize capital gains and conversely, if you sell 
them for less, you may realize capital losses. As a result, mutual 
funds provide you with three opportunities for growth of your 
investments, through dividends, capital gains distributions, and pos-
sibly capital gains on the sale of your investment. 

 3 As with other investments, there are generally fees and expenses associated with 

buying mutual funds. Some of these fees may include shareholder transaction 

costs, investment advisory fees, and marketing and distribution expenses.
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 When you invest in a mutual fund, you are pooling your money 
together with many other investors under the common control and 
management of an investment company. A mutual fund company 
is an investment company that professionally manages your invest-
ment portfolio. Every mutual fund company has a list of various 
mutual fund’s investment options with varying objectives as stated 
in their prospectus. You can pick and choose the mutual fund type 
that is best aligned with your own long-term objectives. 

 These mutual fund objectives typically include broad catego-
ries, such as:

•     Growth funds,   which invest primarily in securities that are 
expected to increase in capital value, rather than yielding 
income from dividends and interest. 

•    Growth and income funds,   which have a dual strategy of 
increasing in capital value and providing current income 
generation by paying dividends and interest. 

•    Equity income funds,   which invest in a variety of different 
income investments, but generally invest in securities from 
established, credit-worthy companies that consistently pay 
dividends. 

•    Balanced funds,   which include both stocks and bonds in 
a single portfolio that attempts to have a diversified asset 
allocation. 

•    Bond funds,   which invest primarily in bonds and other debt 
instruments. 

•    Tax-exempt bond funds,   which invest in municipal bonds 
(which are debt securities issued by a state, municipality, 
county, or special-purpose district). 

•    Money market funds,   which earn interest while maintaining a 
net asset value of one dollar per share, typically invested in 
short-term securities representing high-quality, liquid debt 
and monetary instruments.   

 Within each of these broad categories, there are other many 
subcategories, for example:

•    Domestic funds,  which invest only in securities from within the 
investor ’s country of residence (such as the United States). 

•   International funds,  which invest in securities located any-
where outside of the investor country of residence. 
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•   Global funds,  which can invest in securities located anywhere 
in the world, including the investor ’s country of residence. 

•   Emerging markets funds,  which invest in securities in a single 
developing country or a group of countries: Typically, they 
include countries in Eastern Europe, Africa, the Middle East, 
Latin America, the Far East, and Asia. 

•   Small-cap funds, or small-market capitalization funds,  which gen-
erally invest in securities with a market capitalization between 
$300 million and $2 billion. 

•   Mid-cap funds, or middle-market capitalization funds,  which gen-
erally invest in securities of companies with a market capital-
ization that ranges from $2 billion to $10 billion. 

•   Large-cap funds, or large-market capitalization funds,  which gen-
erally invest in securities of companies with a market capital-
ization of $10 billion or more. 

•   High-income funds,  whose objective is to pay a high income 
to shareholders. To accomplish this, they typically invest in 
high-risk financial instruments.   

 There are many other subcategories, with new ones being cre-
ated every year; therefore, you should always consult with your 
investment advisor and read the prospectuses before investing in 
any fund. One of the drawbacks to mutual funds is that they cannot 
be traded throughout the day, and their purchase and sale price is 
determined at the close of the day. 

 Which mutual fund is right for you depends on your particular 
facts and circumstances, including your risk tolerance and ultimate 
investment objectives. I believe that mutual fund investing can be 
the most convenient and effi cient way for an individual investor to 
meet their investing objectives. They offer you, the average inves-
tor, direct access to professional money managers, which would 
otherwise be available only to large institutions. They allow you to 
increase your level of diversifi cation beyond what you could do on 
your own. They also expand the asset classes and choices that would 
normally be available to you. Finally, they are a convenient way to 
invest that also provides liquidity and ease of access to your funds. 

   Exchange-Traded Funds (EFTs) 

 An ETF is an investment vehicle that trades just like a stock on 
the stock exchange. An ETF holds assets such as stocks, bonds, or 
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 commodities, similar to what is done through a mutual fund. How-
ever, unlike a mutual fund, but similar to a stock, an ETF ’s value 
fl uctuates throughout the day. Many ETFs are based on a particular 
index, such as the S&P 500, the Dow Jones Industrial Average, gold 
index, corporate bond index, health care index, and many others. 
ETFs are not actively managed; instead, they simply hold invest-
ments that represent a particular index. This makes ETFs more 
attractive to certain investors because they have lower costs, and 
most mutual fund managers cannot consistently outperform the 
indexes. 

 If you prefer investing in asset classes and do not put much 
weight on the value of active investment management, then ETFs 
may be better suited for you than investing in mutual funds. Con-
versely, if you do value the decision-making abilities of professional 
investment managers, then mutual funds may be the better choice 
for you. 

 As with any decision in life, you must weigh the advantages and 
disadvantages of investing in individual stocks and bonds, mutual 
funds, or ETFs. For many people, the right choice may be a combi-
nation of all of the above. 

    Diversification and Modern Portfolio Theory 

 It is every investor ’s ultimate goal to achieve the highest possible 
rate of return without taking on any unnecessary risks. The ques-
tion is,  is it possible to increase my rate of return without taking on more 
risk?  If so, it should be every investor ’s objective to do so. 

 Modern portfolio theory has shown us that this is an achievable 
goal. Many large institutional investors use modern portfolio theory 
in managing their portfolio, and this is an investment strategy that 
you should be aware of and should employ. Modern portfolio the-
ory attempts to maximize an investment portfolio ’s expected return 
within a given risk profi le. It attempts to minimize risk for a given 
level of expected return, by cautiously choosing the size of various 
asset classes within a portfolio. 

 This theory discovered that if you spread your investment dol-
lars among several different asset classes, you may be able to lower 
your volatility on your overall investment portfolio without sacrifi c-
ing your return on investment. This is possible because different 
types of assets often change in value in opposite ways because they 
are negatively correlated. For example, generally, when we see the 
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value of stocks increase, the value of bonds tends to decrease. This 
is an example of negatively correlated asset classes. The theory also 
showed that diversifi cation can also lower risk even if assets’ returns 
are not negatively correlated. One of the underlying presumptions 
of this theory is that investors are rational and that markets are effi -
cient. 

 When we analyze the risk versus return of cash, bonds, stocks, 
and alternatives, it has been shown that a properly diversifi ed port-
folio that includes these asset classes can minimize risk without 
sacrifi cing return. For example, in Exhibit    9.3, Investment Growth 
Based on Rates of Return 1980 to 2011, you can clearly see that if 
you invest 20 percent of your portfolio in stocks and 80 percent in 
bonds (rather than 100 percent in bonds), that can result in less risk 
with a higher return. The general rule of investing states the higher 
the risk, the higher the potential rate of return. This Nobel-prize-
winning discovery by Harry Markowitz was able to show that with a 
properly diversifi ed portfolio that included both stocks and bonds, 
it was actually possible to increase your rate of return and, at the 
same time, lower the risk of the overall portfolio. This is an amazing 
discovery which goes against the basic premise “the higher the risk, 
the higher the return.” 

  The beauty of diversifi cation is that when you have a group 
of asset classes, some of which are negatively correlated, you can 
reduce the volatility (i.e., risk) of your portfolio and at the same 
time possibly increase your rate of return. 

 Many fi nancial scholars have come to realize that all investment 
classes fl uctuate in value, but that different asset classes fl uctuate 
differently under different sets of circumstances. It has also been 
found that many asset classes are not positively correlated and in 
fact in some cases are inversely correlated. 

 Distributing your investment risk among different asset classes 
can help to smooth out your investment return. Diversifi cation is an 
investment strategy that every investor should use. Diversifi cation is 
also one of the main reasons I am a big advocate of mutual funds 
and exchange-traded funds (ETFs) for both novice and experienced 
investors. Whether you have $1,000 or $10 million to invest, these 
investment vehicles can provide you with the level of diversifi cation 
that is essential to maximizing your risk and reward equation.   4   

 4 Diversifi cation does not assure or guarantee better performance and cannot elim-

inate the risk of investment losses.
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 Exhibit      9.3  Investment Growth Based on Rates of Return 1980 to 2012 
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   Asset Allocation and Rebalancing   5   

 Asset allocation is an investment strategy that provides a systematic 
approach to diversifi cation that may help you establish the most 
effi cient blend of assets based on your particular risk tolerance 
level and investing time horizon. Studies have shown that asset allo-
cation is more important than all other factors in managing your 
investments. Although it is helpful to work with a professional 
money manager who has a proven successful track record, selecting 
the right balance of asset classes is more important. Asset allocation 
seeks to control investment risk by diversifying a portfolio among 
the four major asset classes:

    1.   Cash  includes currency, coins, checking accounts, savings 
accounts, money market accounts, and certificates of deposit. 

   2.   Bonds  include government, municipal, and corporate bonds. 
   3.   Equity  represents an ownership interest in a business entity by 

investing in a company ’s stock. 
   4.   Alternatives  include investments in tangibles, such as real estate, 

art, precious metals and stones, as well as collectibles.   

 Each asset class has a different level of risk as well as potential 
rate of return. The basic idea is that while one asset class may be 
increasing in value one or more of the others may be decreasing. 
Therefore, asset allocation and diversifi cation may help you ride out 
market fl uctuations and protect your portfolio from a major loss in 
any one asset class. They may also provide you with the staying power 
and control over your emotions even after a big downturn in the 
market. However, it is important to understand that asset allocation 
and diversifi cation do not guarantee against loss. They are simply 
strategies that may help smooth the ride to your fi nancial independ-
ence,  point X . It is fundamental to fi nd a mixture of asset classes 
with the highest potential return within your risk profi le. Exhibit 
   9.4   shows seven sample asset allocation models that can be used as a 
guide to fi t into your own risk tolerance level. There are, of course, 
an unlimited number of variations to these sample models. 

 5 Before you rebalance your portfolio, you should consider whether the method 

of rebalancing you decide to use will trigger transaction fees or tax consequences. 

Your fi nancial professional or tax adviser can help you identify ways that you can 

minimize these potential costs.
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 Exhibit      9.4   Seven Sample Asset Allocation Models (1 = Most risk-adverse investor; 

7 = Most aggressive investor) 

50% Fixed Income:
Short Term and 
Money Market35% Fixed Income:

Investment Grade 

15%
Fixed Income:

High Yield

1  Conservative Bond Income
       100% Fixed Income

30% Fixed Income:
Short Term and
Money Market

30% Fixed Income:
Investment Grade

20% Fixed Income:
High Yield

16% Equity:
Large Cap

2% Equity: Mid Cap 2% Equity:
International

2  Conservative Income
     80% Fixed Income &

20% Equity

20% Fixed Income:
Short Term and
Money Market

30% Fixed Income:
Investment Grade

20% Fixed Income:
High Yield

21% Equity:
Large Cap

4% Equity:
Mid Cap

2% Equity:
Small Cap

3% Equity:
International

3  Income
      70% Fixed Income & 30% Equity
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15%  Fixed Income:
Short Term and
Money Market

25% Fixed Income:
Investment Grade

15% Fixed
Income: High

Yield

29%  Equity:
Large Cap

5% Equity: Mid Cap

3% Equity: Small Cap

4% Equity:
International

2% Commodities 2% Real Estate

4  Conservative Growth
55% Fixed Income + 43% Equity + 2% Commodities + 2% Real Estate

2% Fixed Income:
Short Term and Money

Market

25% Fixed Income:
Investment Grade

13% Fixed
Income: High

Yield 

35% Equity:
Large Cap

6%  Equity:
Mid Cap

4% Equity: Small Cap

7% Equity:
International

4% Commodities

4% Real Estate

5  Growth
40% Fixed Income +  52% Equity + 4% Commodities + 4% Real Estate

(Continued )
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 Exhibit      9.4   (Continued ) 

  Depending on your risk tolerance and time horizon, you can 
select anywhere from model 1 to model 7; for example:

•   If you will need money in the near future, you should con-
sider a model that involves less risk, such as model 1, 2, or 3. 

•  If you are saving for retirement and have 10 or more years 
until you will need access to these funds, you may be able to 
take on more risk and would like to increase your potential for 
growth. In this case, model 4, 5, 6, or 7 may be more suitable. 

•  If your time horizon is less than a few years, you should prob-
ably not be investing at all; instead, you should keep your 

2% Fixed
Income:

Short Term and
Money Market

5% Fixed Income:
High Yield

13% Fixed
Income:

Investment
Grade

46% Equity:
Large Cap

8% Equity: 
Mid Cap

6% Equity: Small Cap

10% Equity:
International

5% Commodities

5% Real Estate

6  Maximum Growth
20%  Fixed Income + 70% Equity + 5% Commodities + 5% Real Estate

7% Equity:
Small Cap 

58% Equity:
Large Cap

10% Equity:
Mid Cap 

15% Equity:
International

5% Commodities

5% Real Estate

7  Maximum Growth No Fixed Income
90% Equity + 5% Commodities + 5% Real Estate
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cash in a savings account for easy access. Investing should 
always be viewed as a long-term commitment.   

 It is very important to keep in mind that there is no one 
approach that will fi t every individual investor. 

 Now that you have selected your ideal asset allocation model 
based on your acceptable risk tolerance, it is important to monitor 
and maintain this allocation. Rebalancing your portfolio is one of 
the essential aspects of maintaining a successful investment strategy 
over time. Rebalancing requires you to analyze the changes in your 
asset allocation model periodically and make changes in an attempt 
to bring you back to your original allocation. You do this by selling 
and buying various investments within each of the asset classes, to 
maintain your established asset allocation. 

 Suppose the original asset allocation model you established 
included 1 percent cash, 28 percent stock, and 71 percent bonds. 
During a period of falling interest rates, your bond values increased 
to represent 76 percent of your portfolio and your stock values 
now only represent 23 percent of your overall portfolio. Rebalanc-
ing will require you to sell off part of your bond portfolio and to 
purchase additional stock holdings to bring you back to your origi-
nal model. This also forces you to sell some of your bond holdings 
that have done well at a higher price and allows you to purchase 
stocks that have not done well at a lower price. This is a systematic 
approach to buying low and selling high for at least some portion 
of your overall investment holdings. It is also important to note that 
by maintaining your asset allocation, you will keep your risk toler-
ance level within your comfort zone. 

 To further highlight how the rebalancing would work, refer to 
Exhibit    9.5,   Investment Rebalancing. Here, we start with the sam-
ple investment model 1, conservative bond income, with 15 percent 
allocated to fi xed high-yield bonds, 35 percent allocated to fi xed-
income investment-grade bonds, and 50 percent to fi xed-income 
short-term and money-market. After year 1, the initial asset alloca-
tion percentages have changed because of the performance of each 
asset class. In order to rebalance and put your model back to its 
original allocation, you would be required to purchase $1,875 of 
fi xed-income short-term bond mutual funds and money-market 
and you would have to sell $788 of fi xed-income investment-grade 
bond mutual funds and $1,088 of fi xed-income high-yield bond 
mutual funds. This would take you back to your original percentage 
allocation. 
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 Exhibit 9.5  Investment Rebalancing  

 Sample Investment Model 1 — Conservative Bond Income 

   Market Value of Portfolio  % of Portfolio 

   Total 
 Fixed Income 

High Yield 

 Fixed Income 

Investment 

Grade 

 Fixed Income 

Short Term and 

Money Market 

 Total 
 Fixed Income 

High Yield 

 Fixed Income 

Investment 

Grade 

 Fixed Income 

Short Term and 

Money Market 

 Initial Investment  $100,000  $15,000  $35,000  $50,000  100.00%  15.00%  35.00%  50.00% 

 % Change Year 1    10%  5%  –1%         

 Change During Year 1  $2,750  $1,500  $1,750  $(500)         

 Year-1 Before Rebalance  $102,750  $16,500  $36,750  $49,500  100.00%  16.06%  35.77%  48.18% 

 REBALANCE - Year 1  $–  $(1,088)  $(788)  $1,875         

 Year-1 After Rebalance  $102,750  $15,413  $35,963  $51,375  100.00%  15.00%  35.00%  50.00% 

 % Change Year 2    4%  6%  0%         

 Change During Year 2  $2,774  $617  $2,158  $–         

 Year-2 Before Rebalance  $105,524  $16,029  $38,120  $51,375  100.00%  15.19%  36.12%  48.69% 

 REBALANCE - Year 2  $–  $(200)  $(1,187)  $1,387         

 Year-2 After Rebalance  $105,524  $15,829  $36,933  $52,762  100.00%  15.00%  35.00%  50.00% 

 % Change Year 3    2%  3%  5%         

 Change During Year 3  $4,063  $317  $1,108  $2,638         

 Year-3 Before Rebalance  $109,587  $16,145  $38,041  $55,400  100.00%  14.73%  34.71%  50.55% 

 REBALANCE - Year 3  $–  $293  $314  $(607)         

 Year-3 After Rebalance  $109,587  $16,438  $38,355  $54,793  100.00%  15.00%  35.00%  50.00% 
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  In the example provided, rebalancing is being done once a 
year, always taking you back to your original asset-allocation model 
investment percentages. Once again, this is a systematic approach 
that allows you to not only stay within your risk tolerance profi le 
but also allows you to sell a portion of your holdings after they have 
increased in value and to purchase a portion of your holdings that 
have decreased in value. The added benefi t to this is that you are 
using a disciplined approach to buying low and selling high for at 
least a portion of your portfolio. 

 For many investors, rebalancing once a year is usually suffi cient. 
However, in recent years, because of the high volatility in the mar-
kets, rebalancing more frequently has become more appropriate. 
Rather than using a specifi c date or time frame, I think it is best to 
use a percentage change in your allocation as the trigger point for 
rebalancing. For example, if any one asset class percentage within 
your model changes by more than 5 percent of its original value, 
that would be a trigger point for rebalancing. 

 One of the major advantages of using rebalancing as one of 
your investment strategies is that it provides you with a disciplined 
approach to taking profi ts from some of your winners, allowing you 
to cash in on these gains. Another advantage to rebalancing is that 
it allows you to pay close attention to your portfolio, because you 
are examining the changes in your investment allocation, which 
will also allow you to reevaluate your individual investment choices 
within each asset class. Finally, rebalancing may smoothen out your 
overall investment rate of return. 

   Dollar-Cost Averaging 

 The simple fact of investing is that if you could always buy at mar-
ket lows and always sell at market highs, then you would guarantee 
yourself a profi t and never have a fi nancial worry. Unfortunately, 
after 25 years of working with thousands of individuals, I have yet to 
meet any investor or fi nancial advisor who has fi gured out a system 
to accomplish this. One simple philosophy to investing is that you 
must be realistic as to what is possible and what is not. 

 Far too many investors try to predict the market along with 
their entry and exit points. This strategy typically results in a disap-
pointing overall rate of return. To participate in market gains you 
need to be invested in the market during its profi table days. Try-
ing to time the market is a very risky game. Instead, focus on the 
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amount of time you will be invested in the market and not on the 
timing of your individual investments. An investment strategy that 
may help you fi nd the way around these investing pitfalls is  dollar-
cost averaging . 

 With a dollar-cost averaging investing strategy, you put a certain 
amount of money into your investment portfolio every month over 
an extended period of time. Regardless of market conditions and the 
ups and downs in the value of your particular investments, you will 
be committed to purchasing a certain dollar amount each month. 
When the individual share price of your investment increases, you 
buy fewer shares, and when the individual share price of your invest-
ment decreases, you will buy more shares with the same monetary 
investment. Therefore, your average cost per share will refl ect both 
the low prices and high prices you paid. This system averages out the 
overall price per share you ultimately will pay. 

 One of the main advantages of dollar-cost averaging is that you 
are  not  trying to predict the entry or exit point of your investments. 
This approach simply puts you into a routine of investing on a reg-
ular basis, regardless of market conditions. This investment strategy 
may also reduce your risk of investing a large sum of money in one 
investment when the share price may be overvalued. 

 Another big advantage to utilizing a dollar-cost averaging invest-
ment strategy along with a rebalancing strategy is that it may help 
smooth your investment ride, especially during volatile markets. You 
will not experience the largest possible gains during a bull market, 
but you may minimize your losses during a bear market. The sim-
ple idea is the more you do to take the emotions out of investing, 
the more likely you are to stick to your investment strategy. The ulti-
mate goal, of course, is to come back to your original asset alloca-
tion model, periodically rebalancing and consistently adding funds 
to your investment portfolio on a regular basis so that you can pur-
sue your targeted rate of return on your investments over time. 

 Most people do not realize that when they are contributing to 
their 401(k) plan at work through each paycheck, they are actually 
implementing the dollar-cost averaging investment strategy. As I 
have mentioned repeatedly throughout this book, there is no bet-
ter way to achieving fi nancial independence than by doing it in a 
tax-effi cient manner. Combining these investment strategies with a 
systematic savings plan that includes paying yourself fi rst is the best 
way I know of becoming fi nancially independent. 
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   Inflation and Taxes: The Biggest Drains on Investment Return 

 Infl ation and taxes are perhaps the two biggest drains on your 
investment returns. Taking these factors into consideration is very 
important in your journey to achieving fi nancial independence. 

 The technical defi nition of infl ation is the rise in consumer 
prices over time. It is vital to your savings that your investment 
returns keep pace with the rate of infl ation in order to avoid a true 
loss of purchasing power. If the average infl ation rate has been 3 
percent and your after-tax adjusted rate of return on your invest-
ments is below 3 percent, you are in fact losing purchasing power 
and diminishing your wealth. 

 In order to accumulate wealth, your investment objective should 
be to earn a rate of return after taxes that will exceed the prevailing 
infl ation rate. Looking back to the history of the investment mar-
kets, the one way to beat infl ation is by having some of your money 
invested in growth-oriented investments. This includes growth 
stocks, growth mutual funds, growth ETFs, and growth alternative 
investments. These investment vehicles may provide the poten-
tial for returns that could exceed infl ation over the long term. Of 
course, these growth-oriented investment vehicles also come with a 
greater risk than other types of investments. 

 As you select your asset allocation model based on your risk 
tolerance level, never forget that smart investors always focus on a 
well-diversifi ed portfolio. Taking on too much risk or taking on too 
little risk can both be equally damaging to your fi nancial success. 
You must fi nd your own perfect balance in determining your own 
risk-reward ratio. 

 When investing, you must always consider the tax consequences 
of your investment when determining your true rate of return. 
Here are just a few examples of how taxes affect investments:

•   If you hold an investment for more than a year, you will 
have the added advantage of long-term capital gains treat-
ment. Net short-term capital gains are taxed as ordinary 
income, which means they can be taxed at a federal rate as 
high as 39.6 percent (based on 2013 tax rates). In contrast, 
net long-term capital gains are taxed at a preferential fed-
eral rate that does not exceed 20 percent (based on 2013 tax 
rates). 
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•  Starting January 1, 2013, there are three possible income tax 
rates on long-term capital gains (investments held for more 
than one year): 0, 15, and 20 percent. 

•  If you are in the 15 percent income tax bracket or lower, 
your gain may be free of federal income tax. 

•  If you are above the 15 percent income tax bracket but below 
the 39.6 percent income tax bracket, your long-term capital 
gain rate will be capped to no more than 15 percent for fed-
eral income tax purposes. 

•  For those subject to the 39.6 percent taxable income bracket, 
the long-term capital gain rate will be capped at 20 percent 
for income tax purposes.   

   Medicare Surtax on Net Investment Income 

•    Starting in 2013, a new 3.8 percent Medicare tax is imposed 
on net investment income for single or head of household 
taxpayers with income over $200,000, married couples filing 
jointly or a qualifying widow(er) with income over $250,000, 
and married taxpayers filing separately with income over 
$125,000. 

•  The combined maximum income tax rate and Medicare tax 
rate on short-term capital gains could be as high as 43.4 per-
cent (39.6 percent + 3.8 percent). 

•  The combined tax rate for long-term capital gains for those 
in the 39.6 percent income tax bracket could be as high as 
23.8 percent (20 percent + 3.8 percent). 

•  For those taxpayers subject to the 3.8 percent medicare tax 
that are below the 39.6 percent income tax bracket, the com-
bined maximum long-term capital gains tax rate could be as 
high as 18.8 percent (15 percent + 3.8 percent).   

 If you do not pay attention to the tax consequences of your 
investments, you may be paying signifi cantly more in taxes than the 
law requires. 

 The following tax facts and strategies are an extremely impor-
tant part of your overall investment strategy. To maximize your true 
rate of return after taxes, you must be aware and take advantage of 
each of these tax facts and strategies.              
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      TAX FACTS AND STRATEGIES   6   FOR 
MANAGING YOUR INVESTMENTS  

•      If your investments incurred foreign taxes, you can claim those foreign taxes 

as a tax credit or as an itemized deduction.  

•   If you are planning to sell a piece of business or investment property and plan on 

replacing it with other business or investment property, take advantage of Inter-

nal Revenue Code Section 1031 Exchange Rules. With a qualifi ed exchange, 

you can postpone the current tax liability until you dispose of the new property.  

•   If you are starting a business as a corporation, take advantage of Internal Reve-

nue Code Section 1244 Stock. Under these rules, if your business fails, you can 

deduct up to $50,000 of the loss against ordinary income if you fi le your taxes 

as single, and up to $100,000 if you are married and fi le your taxes jointly. Oth-

erwise, the loss would be subject to the capital loss limitation rules, which state 

that you can take capital losses only to the extent of capital gains plus $3,000 in 

any given year; the balance of the losses can be carried to future years.  

•   Consider selling some of your investments in stocks, bonds, or mutual funds 

that have declined in value from when you originally purchased them. To real-

ize these capital losses, you must complete the transaction before December 

31. Capital losses can offset capital gains for the current year, plus an addi-

tional $3,000 in capital losses can be used to offset your ordinary income. 

Any excess loss above this amount can be carried forward to future years.  

•   You can then buy back these investments after 30 days to avoid the wash 

sale rules, which would otherwise disallow these losses. The  wash sale rules
prevents you from claiming a loss on a sale of stock if you buy replacement 

stock within 30 days before or after the sale.  

•   Stock dividends and stock splits on common stock are usually not taxable, but 

dividends paid out of current or accumulated earnings of a corporation are, in 

fact, taxable. Be sure to include only  taxable  dividends on your income tax return.  

•   Dividends from most domestic corporations and many foreign corporations 

are usually treated as qualifi ed dividends. For 2013, qualifi ed dividends 

receive favorable tax-rate treatment and are taxed at a rate of 20, 15, or 0 

percent. Taxpayers who are in the overall tax rate bracket of 15 percent or 

less will pay 0 percent on their qualifi ed dividend income; most others will 

$

(Continued )

 6 IRS CIRCULAR 230 NOTICE: To ensure compliance with requirements imposed 

by the IRS, we inform you that this book (including any attachments) is not 

intended or written to be used, and cannot be used, for the purpose of (i) avoid-

ing penalties under the Internal Revenue Code or (ii) promoting, marketing or 

recommending to another party any transaction or matter addressed herein. (iii) 

The taxpayer should seek advice based on the taxpayer ’s particular circumstances 

from an independent tax advisor.
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pay the 15 percent rate except those with higher incomes subject to the new 

39.6% income tax bracket, who will pay 20 percent.  

•   Under The Patient Protection and Affordable Care Act, starting in 2013 there 

is a 3.8 percent Medicare tax on net investment income if your modifi ed 

adjusted gross income is above $250,000 for married fi ling jointly and quali-

fying widow(er), above $125,000 for married fi ling separately, and $200,000 

for single and head of household.  

•   When evaluating different investment choices, you must consider the overall 

rate of return after taxes, which may make a tax favored type of investment 

more attractive.  

•   Interest from municipal bonds and municipal bond funds are generally not 

subject to regular income tax, if the underlying bonds are from the same 

state or local government you reside in. If the municipal bonds are not from 

the state you reside in, they will be free of federal tax and may be subject 

to your state and local tax. If part of your investment objective is to generate 

tax-free income, you should consider buying municipal bonds. But to receive 

this triple-tax-free advantage, make sure they are from the state or local gov-

ernment in which you reside. Starting in 2013, with the medicare surtax on 

3.8 percent on net investment income, municipal bonds can be more attrac-

tive since they are also exempt from this new tax.  

•   If you take an early withdrawal from a certifi cate of deposit, you may be able 

to deduct the full amount of the early withdrawal penalty from your income 

tax return.  

•   Interest on securities issued by the federal government (such as Treasury 

bonds, notes, and bills) is fully taxable at the federal level, but it is not subject 

to state or local income tax.  

•   Capital losses on the sale of property held for personal use such as your 

home are not tax deductible.  

•   When evaluating investment and fi nancial decisions, you should consider 

the after-tax effects of a transaction so that you truly understand your real 

rate of return when compared to other investment choices.  

•   If you hold a capital asset for more than a year, you will receive long-term 

capital gains treatment and the preferential tax rate of 20 percent or 15 

percent or 0 percent. If you hold a capital asset for a period of one year or 

less, it is taxed as ordinary income and can be taxed at a rate as high as 39.6 

percent. Holding capital assets over a year can make a signifi cant difference 

in the amount of tax you pay. This is yet another reason why you should treat 

investing as a long-term endeavor and avoid impulsive short-term trading.  

•   Keep an accurate record of all stock transactions, along with when you 

bought it, especially if you purchased stock from the same company at dif-

ferent times. By using specifi c identifi cation, you may be able to control the 

amount of gain or loss on the sale or part of your investment holdings. You 

are required to make adequate identifi cation, typically by giving your broker 

specifi c instructions of which shares are to be sold. This must be communi-

cated to you in writing through the brokerage fi rm.     
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      ACTION PLAN FOR MANAGING 
YOUR INVESTMENTS  

      1.   Know how tolerant of risk you are, before you invest in anything.  If you know 

you are the type of person who prefers to “play it safe,” then you should 

invest accordingly; conversely, if you are more of a risk taker, that will 

determine your approach to investing as well. 

   2.   Understand the different types of risk that can affect your investments.
Learn as much as you can about infl ation risk, interest rate risk, mar-

ket-rate risk, economic risk, and company-specifi c or industry-specifi c 

risk—all of which may infl uence how well or how poorly your investments 

perform. 

   3.   Diversify your investments so that you do not have “all your eggs in one 
basket.”  If you spread your investment dollars among several differ-

ent asset classes, you may be able to lower your volatility on your over-

all investment portfolio without sacrifi cing your return on investment. 

For example, you might invest some of your money in specifi c company 

stocks, some in bonds, and some in mutual funds or exchange-traded 

funds (ETFs). 

   4.   Do not try to predict when it is best to invest; instead, invest regularly with 
the same amount of money,  whether the market you are investing in is up 

or down. This is called  dollar-cost averaging , and this approach helps 

you develop a routine or habit of investing. It also helps you not get emo-

tional about your investing. 

   5.   Know the tax implications of your investments.  There are differences that 

can affect the value and after tax performance of your investment portfo-

lio. Consider hiring a fi nancial planner to help you get the most from your 

investments.    
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                                                            10 C H A P T E R 

                       Preserving Your Estate 

                                                             In this world nothing can be said to be certain, except death 
and taxes. 
 —Benjamin Franklin, Founding Father of the United States 

  So you have worked hard, lived within your means, followed the 
guidance provided in this book, and reached your very own  point X , 
fi nancial independence. Congratulations! 

 Your whole life, you dreamed of becoming fi nancially inde-
pendent for the benefi t of yourself and your family; now it is time 
to turn your attention to preserving your estate so that your loved 
ones can benefi t from your life ’s hard work and sacrifi ces. If you 
do not take the necessary steps to preserve your estate, unintended 
benefi ciaries may take a signifi cant amount of your estate instead. 
These unintended benefi ciaries include the federal and state gov-
ernments, the state administrator, attorneys, and perhaps even rela-
tives you have not spoken to in decades. The money you may spend 
today on a qualifi ed estate attorney may save your estate signifi cant 
dollars in both estate taxes and administrative costs down the road. 

 Estate planning can give you peace of mind by assuring your 
family ’s fi nancial security will continue even after your death. It can 
signifi cantly reduce estate taxes, administrative costs, and assure 
that your loved ones will be taken care of. It allows you to dispose 
of your assets as you see fi t, with consideration given to your heirs’ 
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individual needs. It is important to understand that estate planning 
is not just for the wealthy. 

   The Federal Gift and Estate Tax System 

 The federal gift and estate tax system is a unifi ed system that works 
hand-in-hand with virtually the same rules and tax rates that are 
applicable. The main difference between the two is that the gift tax 
is imposed on the donor for gifts made throughout his or her life-
time, whereas the estate tax is imposed on the donor based on the 
value of his or her net estate on death. 

 The American Taxpayer Relief Act of 2012 permanently extends 
the estate, gift, and generation skipping tax exemptions based on the 
2011 amount of $5,000,000, increased each year subject to infl a-
tion adjustments, resulting in $5,120,000 exemption in 2012 and 
$5,250,000 for 2013. The tax rate increases from 35 percent to 40 
percent starting January 1, 2013. 

 In order to ensure that you preserve your estate for your 
intended benefi ciaries, it is important to stay on top of the ever-
changing rules of the game. Working closely with a trusted tax 
advisor is perhaps one of the best ways to ensure that you can take 
advantage of these tax law changes when they arise. 

   Legal Documents to Consider for Estate Planning 

 Regardless of the size of your estate, you should consider address-
ing your own individual planning issues, in order to preserve your 
estate and make your wishes known, preferably in writing. I recom-
mend meeting with a qualifi ed estate planning attorney to deter-
mine if you need a will prepared, based on your particular facts and 
circumstances. If you have no minor children, or if all of your assets 
are held jointly with your spouse, or if you have no assets to speak 
of, then your estate may not need to go through probate. If so, you 
may not need a will. Or, if you are willing to have your assets admin-
istered and distributed according to the rules of your particular 
state, you may also not need a will. 

 If you need a will, it must be prepared in accordance with the 
laws in your resident state. Although your will may still be valid 
after you move to a new state, certain parts of it may become inva-
lid or may require changes due to the unique laws of your new state 
of residence. If the laws of your new state are different, this could 
 invalidate your will or certain parts of it. It is always best to update it 
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and to use an attorney who is familiar with the laws of your current 
state of residence. 

 In my opinion, everyone should consider their own particu-
lar needs; then you should determine what legal documents are 
most appropriate for you, whether it is a will, a trust, a health care 
proxy, a living will, or durable power of attorney (or some combi-
nation thereof)—all of which I will explain in this chapter. Please 
note that the names of some of these documents vary from state 
to state. 

 Before I discuss the details of estate planning techniques, it 
is important to understand some of the key legal documents that 
may be needed in this planning process. An effective estate plan may 
need to include one or more of these documents that may cover 
all three phases of your life. Phase I is while you are alive and well, 
Phase II is in the event that you become disabled, and Phase III is 
after your death. 

 To preserve your estate and allow your loved ones to share in 
your success of reaching  point X , you will need to address numer-
ous legal forms so that your legacy can be transferred with ease. 
All of the legal forms described in the next sections must be 
appropriate to your particular state of residence and must be the 
“statutory” forms. These forms, usually drafted by the state legis-
lature, cannot be refused within that particular state if they are 
prepared and executed correctly. Utilizing the statutory forms will 
minimize the likelihood of these documents being questioned for 
content. 

 If you already have an estate plan that includes some of these 
documents, pull them out and review them. You will be surprised 
how quickly they can become out of date with changes that take 
place throughout your life, such as marriage, the birth of a child, 
or the death of a loved one. You (and your spouse, if you are mar-
ried) should have your will reviewed at least once every fi ve years by 
an attorney to ensure that it is up to date with both your wishes and 
the laws that apply in your current state of residence. You should 
review and update these documents more frequently in the event 
of legislation changes. Your fi nancial advisor or estate attorney 
should bring any legislative changes to your attention so that you 
can take the necessary steps to ensure your will is still fulfi lling your 
wishes and minimizing your estate-tax exposure. 

 Also, I cannot overemphasize the importance of working with 
a qualifi ed estate attorney who is thoroughly familiar with the laws 
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in your state of residence. All of the following documents should 
be drafted by and executed in front of an attorney. If your fi nan-
cial and family situation is very simple, you may want to consider 
using an online legal service such as LegalZoom or Nolo. Although 
these online legal services can save you some money up front, I still 
believe that in most cases, the legal advice and associated cost of 
working directly with an attorney should more than pay for itself in 
the long run. 

  Preparing Your Will to Distribute Your Assets after Your Death 

 A  will, also called a last will and testament,  is a written document 
that provides instructions on how you would like to distribute 
your assets after death. It is the most popular and basic estate 
planning document, and also addresses many of your wishes and 
desires after death. (Here again, the term  property  does not apply 
only to real estate but to all personal property you own, including 
investments, etc.)  

 It is extremely important to understand that a will only cov-
ers assets held soley in your name. Assets that already have named 
benefi ciaries, jointly held property with rights of survivorship, and 
transfer-on-death accounts (TDAs) are examples that pass auto-
matically upon your death as a matter of law. These different types 
of ownership are discussed later in this chapter. Also, you should 
be aware that a will becomes effective only upon your death and 
after it is probated; therefore, you can change your will at any 
time prior to your death, assuming that you still possess the legal 
capacity to execute the document. 

   Creating a Trust for a Specific Beneficiary(ies)  

 A trust is a legal document that creates an arrangement where one 
person (named the  trustee ) manages property given by another per-
son (named the  trustor ) for the benefi t of a third person, (named 
the benefi ciary). If used properly, a trust can be a very effective estate 
planning tool that also allows you to avoid postmortem (i.e., after-
death) legal fees. 

 Trusts differ from wills: they are separate legal entities. Like a 
will, trusts spell out how you want your property distributed. Trusts 
let you customize the distribution of your estate with the added 
advantages of property management. Trusts are covered in more 
detail later in this chapter. 
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   Designating a Health Care Proxy 

 A  health care proxy  is a document where you designate an  individual 
to make decisions regarding your health care treatment in the 
event you are unable to provide informed consent because you 
have become incapacitated. This is also known as a  durable power of 
attorney for health care . The person you designate can generally make 
decisions regarding medical facilities, medical treatments, surgery, 
and a variety of other health care issues. Much like a durable power 
of attorney, the health care proxy involves important decisions; 
therefore, you should take extreme care when choosing who will 
make them on your behalf. This is solely used for health care deci-
sions and should not be confused with a general power of attorney. 

 A health care proxy provides an individual with strong beliefs 
about the type and level of health care the individual will receive, 
even after he or she is not capable of making the decision person-
ally because of his or her mental and/or physical state. This proxy 
provides the most fl exibility for a health care agent to make deci-
sions, based on the day-to-day conditions of a patient. 

 The cost of medical treatment is signifi cant, especially when 
there are prolonged serious medical conditions involved. Making 
your wishes clear through a health care proxy can save your estate 
signifi cant dollars on unwanted medical treatments. 

   Establishing a Living Will 

 A  living will,  which is also known as a  directive to physicians  or a  health 
care directive,  spells out the kinds of life-sustaining treatment you will 
permit in the event of your incapacity. It gives doctors and hospitals 
your instructions regarding the nature and extent of the care you 
want should you suffer permanent incapacity, such as an irrevers-
ible coma. This concerns life support services of various kinds, from 
respiratory assistance to feeding tubes. 

 Unlike with a health care proxy, a living will does not appoint 
an individual to make decisions for you and does not require 
actions on anyone ’s part. Instead, the directive provides written 
instructions from you for the attending physician. The decision 
for or against life support is one that only you should make. That 
makes the living will a valuable estate planning document. When I 
have this diffi cult but necessary discussion with clients, they almost 
always tell me they would choose to not prolong their lives if they 
are suffering from a terminal and painful illness. This is especially 
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true if  prolonging their lives will wipe them out fi nancially instead 
of being able to provide for their loved ones. This is a diffi cult and 
sensitive topic, and I believe that every individual should have the 
right to make his or her choices known through a living will. A 
living will may be used in conjunction with a durable health care 
power of attorney. Bear in mind that laws governing the recogni-
tion and treatment of living wills may vary from state to state. It is 
important that you make your wishes known in writing, and not 
leave these decisions to your loved ones. 

   Designating Durable Power of Attorney 

  Durable power of attorney  is a legal agreement that enables you to 
designate who will make your legal and fi nancial decisions. This 
document may be necessary in order to avoid the need for a guard-
ianship or conservatorship; unlike the standard power of attorney, 
durable powers remain valid even after you become incapacitated. 
Obviously, in order for this power to be valid, you need to have 
capacity when you execute this document (as with the execution of 
all documents). 

 A durable power of attorney appoints a person you designate 
to act for you and handle fi nancial matters should you be unable or 
perhaps unavailable to do so. This power of attorney may include 
delegating control over all of your assets and belongings, including 
real estate, bank accounts, brokerage accounts, and so on. It can be 
valid either when you execute it or it can become valid at a specifi c 
time or event, such as if you become incapacitated. 

 A power of attorney that is not valid on its execution is called 
a  springing power of attorney  because the powers spring out at some 
time in the future. Usually, this is prepared for an individual who 
does not trust giving someone full power of attorney at the time of 
its execution. The problem with a springing power of attorney is 
that in the event that you want the powers to start upon your inca-
pacity, no one will accept the power of attorney until you secure a 
court order to certify that you are incapacitated. This is a very long 
and costly process and the power of attorney may not be legally 
valid at the time you need to use it. 

 A general (i.e., nonspringing) power of attorney should be 
used only if you absolutely trust the person you are granting the 
powers to, because if your power of attorney conveys that right 
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to that  person on execution, that individual has the ability to 
 misappropriate your assets at any time without your knowledge. 
Therefore, your decision on which type of power of attorney to 
execute requires very careful consideration. You should exercise 
extreme caution when providing someone with this level of control. 

    The Probate and Administration Process 

and Why You May Want to Avoid It 

 Surrogate courts or probate courts are special courts of law that 
have specifi c jurisdiction over proceedings incident to the settle-
ment of a decedent ’s estate. If you die and have a will, your will 
must be probated in order to have it legally recognized. The legal 
defi nition of  probate  is “the act of proving that an instrument pur-
porting to be a last will and testament was executed in accordance 
with legal requirements and of determining its validity thereby.” If 
you die without a valid will, your estate will go through the  adminis-
tration process . In this instance, when you die without a valid will, you 
are considered to have died  intestate , and the intestacy laws of your 
state of residence will determine who will receive your assets. 

 The major problems associated with both probate and adminis-
tration include high administrative costs, lengthy delays, open pub-
lic record of the estate, retention of assets and court involvement 
and supervision, not to mention all the added legal and accounting 
fees. The probate and administrative fees can consume between 6 
percent and 10 percent of your gross estate, according to the Amer-
ican Bar Association. In my opinion, these are the major reasons 
you would want to avoid going through probate or administration, 
and applying some of the strategies outlined in this chapter can 
accomplish this. Spending a few thousand dollars on estate plan-
ning while you are alive can ultimately save your benefi ciaries a sig-
nifi cant amount of money, headaches and delays. 

 If you are a private person and do not look favorably on disclos-
ing your personal fi nances to others, you should be aware that the 
proceedings of the probate courts are a matter of public record 
open to anyone interested in knowing your personal fi nancial 
affairs. 

 Properly titling your property, naming benefi ciaries, and estab-
lishing trusts may facilitate your estate to pass to your heirs without 
having to go through the probate or administrative processes. If you 
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do the proper estate planning while you are alive and well, you can 
pass your estate to your loved ones privately, without unnecessary 
delays and expenses; also, this process may allow you to control your 
estate after death. 

  Estate Planning Strategies That Keep You in Control after Death 

 If you would like to have continued control of your estate after 
your death, there are several planning strategies you may want 
to implement while you are alive. Each of these provides a dif-
ferent degree of control over distribution, and each has differ-
ent pros and cons. Essentially, you need to understand how your 
property will be distributed when you die with or without a will, 
with or without some form of joint ownership, with or without 
benefi ciary- designated contractual agreements, and with or with-
out a trust. 

 Understanding how each of these estate planning strategies 
works and interacts with one another is essential to properly con-
trolling your estate after death. If you do not take all of these facts 
into consideration during the estate planning process, the results 
could be dramatically different than what you had intended. 

   What Happens to Your Estate When You Have a Will—and When You Do Not 

 As mentioned, when someone dies without a will, that is called 
dying  intestate.  When that happens, the laws of your state will deter-
mine who your assets are distributed to. These laws are always based 
on your family tree. When a blood relative cannot be located, the 
state may then be entitled to take over ownership of all of your 
estate: This is the common law doctrine known as  escheat . If you have 
not implemented any estate tax planning strategies and you do not 
have a will, you are going to have the least control over the distribu-
tion of your assets and the fulfi llment of your last wishes. 

 I encourage almost everyone to have a will as the most basic 
estate planning strategy, especially if you are not willing to imple-
ment some of the other estate planning strategies. Another essen-
tial reason to have a will is if you have minor children. If both you 
and your spouse die at the same time (for example, in a car acci-
dent or plane crash), it is best if you have already determined in 
advance who will care for your children. You would not want any 
of your family members fi ghting over legal custody of your chil-
dren. Avoiding potential family confl icts over child custody will not 
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only avoid the expensive legal process but make it more likely that 
family members will work in harmony in looking out for your chil-
dren ’s best interest. 

 With the exception of individuals with minor children, 
the  following may represent situations where a will may not be 
 necessary:

•   If you have no assets in your individual name (for example, 
if all your assets are either jointly held or are in the name of 
a trust for others) or if all the assets in your name have des-
ignated beneficiaries other than your estate (for example, if 
you have a named beneficiary for your life insurance or IRA 
account), then a will is not necessary because all of your assets 
will be transferred by operation of law. Therefore, you do not 
need a will to designate anything to anyone. I realize that 
even the poorest of people have some assets such as clothing, 
furniture, and other personal belongings, but this level of 
assets does not justify going through the costly probate pro-
cess. Therefore, even if a will exists in these cases, it would 
still not be financially justified to go through this process. 

•  If you want to leave your assets to your beneficiaries in the 
same proportion as predetermined by your state ’s laws, you 
do not need a will to accomplish this. In this case, if you die 
with or without a will, your individual beneficiaries will receive 
the same inheritance. Therefore, a will is necessary when your 
wishes are different from your state ’s predetermined (default) 
allocations.   

 By having a properly drafted will, you can decide who will ulti-
mately inherit your assets. Also, you can choose your executor as 
well as set up any trusts that you may want after death. The  executor  
is someone you appoint (in your will) to carry out your last wishes, 
as outlined in your testament. 

 The only people who can contest a will are people who would 
be entitled to receive a certain percentage of your estate if you die 
without a will. For example, if you are a widow or widower and you 
have three living children and no deceased children, your three chil-
dren would equally receive your estate, under all state intestacy laws 
(provided you do not have a trust naming someone else to receive 
some or all of your assets). However, suppose you  execute a will and 
decide to exclude one of your children. When you pass away and the 
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will is offered for probate, the excluded child has standing to con-
test the will because he will be receiving less than he would have 
received under the intestacy laws (namely one-third of the estate). 

 However, it is important to remember that someone who has 
standing to contest a will cannot contest the will on the grounds 
that he or she does not like its terms; instead, that person must 
allege and prove in court that the will was not properly executed, 
or that the person (e.g., you) did not have the requisite capacity to 
make the will at the time of its execution or the will was not prop-
erly executed in accordance with the formal requirements of the 
state. If someone contests the will and is successful, then the will is 
declared void and the estate will be distributed in accordance with 
the state intestacy laws. 

   What Happens to Your Estate When You Have Beneficiary-Designated Contractual Agreements 

 Yet another estate planning strategy to control your estate after 
death is through a  contractual agreement by benefi ciary designation . For 
example, if you have a retirement plan through your employer, an 
IRA, life insurance, or an annuity contract, you can and should 
designate a benefi ciary. The rights to the proceeds from these con-
tracts will automatically pass to the individual(s) you designate as 
your benefi ciary. Using a designated benefi ciary on these contracts 
typically has the added benefi t of avoiding probate. 

 Alternatively, you can also designate your estate as the benefi -
ciary, if you want the asset to be transferred in accordance with your 
will. Unfortunately, this makes these assets subject to probate; there-
fore, I recommend avoiding this choice, if possible. It is extremely 
important to review these contracts to make sure your benefi ciary 
designations refl ect your current wishes, because these contractual 
agreements supersede the intentions you state in your will. 

   What Happens to Your Estate When You Have a Trust 

 Perhaps the most fl exible estate planning strategy that allows you 
to control your estate before and after your death is by creating 
a trust. A trust can be created while you are alive (called an  inter 
vivos trust)  or after your death through your will (called  a testa-
mentary trust ). A trust can give you the maximum control over the 
 distribution of your estate after your death because the terms of a 
trust provides the trustee with your specifi c instructions. 
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 A trust can have the added advantage of using the services of 
professional asset managers, who can protect your assets in the 
event of your incapacity. When a trust is set up properly, you can 
use it as a mechanism to signifi cantly reduce your gift and estate 
tax liabilities. Later in this chapter, we will cover in great detail the 
many estate planning strategies that can be implemented with a 
trust. When evaluating whether a trust strategy is appropriate for 
you, you need to consider the upfront costs and ongoing adminis-
trative and professional fees to maintain it. 

    Using a Planned Gifting Strategy 

 For 2013, the gift tax exclusion is $14,000 per year. What this means 
is that you can make a gift in this amount to anyone—and to as 
many people as you like—every calendar year, and that money will 
not be subject to gift tax or included in your taxable estate. Fur-
thermore, it will not be added back to your lifetime exemption of 
$5.25 million for 2013. This amount can be increased to $28,000 
per year if a non-donor spouse agrees to split the gift. This can be 
a great way to transfer assets to children, grandchildren, and other 
intended heirs while you are still alive. Ultimately, this will reduce 
the taxable value of your estate and, at the same time, your ultimate 
estate tax liability. 

 In theory, if you and your spouse want to gift $28,000 to 10 peo-
ple this year, you could reduce your estate by $280,000. Based on 
the 2013 federal estate fl at tax rate of 40 percent, you would save 
your estate $112,000, assuming you would have a taxable estate 
upon death. With a properly structured lifetime gifting program, 
you could signifi cantly reduce and in some cases completely elimi-
nate any potential estate tax liability. 

 Two of the most overlooked exceptions to the gift tax exclusion 
limitation have to do with tuition and medical payments—specifi cally:

    1.  Any qualified tuition payments made on behalf of a donee 
beneficiary (for example, your child or grandchild) are not 
considered a gift if you make the payment directly to the 
educational institution. 

   2.  Any medical payments made on behalf of a donee benefi-
ciary are also not considered a gift if you make the payment 
directly to the medical provider.   
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 Therefore, you can pay an unlimited amount of someone ’s col-
lege tuition directly to the school and still be permitted to give an 
additional $14,000 directly to the donee benefi ciary without affect-
ing your lifetime exemption. Therefore, you may want to consider 
paying your children ’s and grandchildren ’s tuition directly to the 
institution and use this as one of your valuable estate planning tools. 

   Ownership of Property and How It Is Transferred 

 A critical part of the estate planning process revolves around how the 
ownership of property (this includes real estate and any other assets 
you hold title to) is treated and ultimately how it is transferred to 
your benefi ciaries. In fact, the manner in which you hold title to your 
property will supersede provisions contained in other documents, 
such as your will. Many times people may execute a will with the 
intention of leaving some of their property to particular individuals, 
yet those individuals do not receive what was intended by the dece-
dent because all their property was jointly held with other individuals. 

 For example, here is a very common scenario where a decedent ’s 
wishes may be denied because of operation of law. A parent (typically 
a widow or widower) may have joint bank accounts with only one of 
his or her children, for convenience purposes only. This is usually 
done with a child who is the primary caregiver for that parent or who 
simply does the parent ’s banking. The parent makes a will leaving all 
of his or her assets equally to his or her children. When the parent 
passes away, those bank accounts become the legal property of the 
child that had joint ownership over the bank accounts. Therefore, 
the legal title of the account passes by operation of law and super-
sedes the intention of the parent as stated in the will. 

 For this reason, it is extremely important for you to verify the 
ownership of property and how it is held. You can either gain or 
lose signifi cant tax benefi ts, depending on how you structure the 
ownership of your property. The following are the four basic forms 
of legal ownership to property. Understanding the differences 
between each can have a considerable impact on how your estate 
assets are eventually transferred. 

  Individual Ownership 

  Individual ownership  occurs when one person owns a 100 percent 
interest in a property. For example, if you own a piece of real 
estate, a bank account, or a brokerage account and your name is 
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designated as the only owner, this would be considered individ-
ual ownership. Through an estate, ownership is passed in accord-
ance with a will or by the laws of intestacy. The complete value is 
included in the gross taxable estate of the decedent. 

 When two or more persons own property, it is said to be held 
 concurrently . There are several types of concurrent ownership, 
including  tenancy in common, joint tenancy , and  tenancy by the entirety.  

   Tenancy in Common 

  Tenancy in common  is the most common type of concurrent owner-
ship in property. In this context,  tenant  means  owner  (not  renter,  as 
it does in everyday language). Each tenant ( owner ) has the right to 
convey his or her interest in the property. When one of the tenants 
( co-owners ) dies, that tenant ’s interest passes to his or her heirs or 
by will to someone else. With this type of property ownership, each 
owner has an undivided fractional share of the property. 

 In other words, suppose you own a house with your husband, 
and the deed to your house is held by  tenancy in common . What that 
means is if your husband dies, his ownership of the house passes to 
his heirs, that is, not to you, even though you “co-own” the prop-
erty. For that to happen, you would have to own the property as 
“joint tenants,” described in the next section. 

   Joint Tenancy 

  Joint tenancy  exists when two or more persons share equal, undi-
vided whole interests in the property. The key feature of joint ten-
ancy is the right of survivorship, whereby, upon the death of one of 
the joint tenants, his interest is automatically passed to the others 
by operation of law and cannot be transferred in accordance with a 
will or trust document. 

 An added benefi t of joint tenancy is that it avoids probate with 
respect to this asset. Anyone can share joint interests, but there are 
additional tax benefi ts when this arrangement is shared between a 
husband and wife, which is known as a  qualifi ed joint tenancy . Under 
qualifi ed joint tenancy, half of the property is included in the fi rst 
decedent ’s estate. Because of this, the surviving spouse obtains 
a stepped-up basis on the fi rst decedent ’s half of the property. A 
 stepped-up basis  allows the benefi ciary to value the property at the 
decedent ’s date of death for tax purposes, and this value is used to 
determine gain or loss upon the eventual sale of the asset. Quite 
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simply, the cost for determining gain or loss is based on the proper-
ty ’s value after death, rather than on what the decedent actually paid 
for it. If any non-spouses participate in joint ownership, the entire 
value of the property is includable in the decedent ’s estate, reduced 
only to the extent that the estate can prove that the surviving tenant 
contributed to the cost of the property in proportion to his share. 

   Tenancy by the Entirety 

  Tenancy by the entirety  is another form of concurrent ownership, simi-
lar to joint tenancy, but it can only be created between a husband 
and wife. Tenancy by the entirety differs from joint tenancy and ten-
ancy in common in that neither spouse can convey his or her inter-
est without the express consent of the other; therefore, one of the 
main advantages to this type of joint ownership is that it offers pro-
tection from creditors. Under common law, husband and wife are 
viewed as one person. Neither party can alienate or encumber the 
property, so that upon the death of one, it is inherited by the sur-
vivor (in the event of a divorce, it becomes a tenancy in common). 
However, tenancy by the entirety is recognized only in certain states. 
Check with your attorney to see if your state allows this form of joint 
ownership: it may be vital to maintaining your fi nancial independ-
ence in the event creditors try to put a claim against your property. 

 Through community property statutes, all property earned or 
acquired by either spouse is owned in equal shares by each spouse. 
The essential principle of community property is that the earn-
ings of either husband or wife and the revenue from their property 
belong to the “community” of their marriage. There are no restric-
tions on how each spouse can give away his or her half of the com-
munity property for estate purposes. There is no law requiring one 
person to leave his or her half to the surviving spouse. 

 There are nine states that currently have community property 
laws: Arizona, California, Idaho, Louisiana, New Mexico, Nevada, 
Texas, Washington, and Wisconsin. 

   Amount Includable in the Estate and the Stepped-Up Basis 

 The amount includable in the estate of a decedent is based on his 
or her percentage of ownership. It is important to remember that 
the benefi ciary can be chosen by the decedent, except in the case 
of joint tenancy, under which the surviving joint tenant(s) automat-
ically inherit(s) the interest of the decedent. 
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 There are major tax benefi ts to the benefi ciary of property 
from an estate. The benefi ciary of the property interest receives 
a stepped-up basis, as of the date-of-death value or the alternative 
valuation date (six months later). The benefi ciary may be able to 
avoid or minimize capital gains tax on the sale of this asset, because 
their cost basis is increased to this estate valuation. Here is a com-
mon scenario of the benefi t from this stepped-up basis: 

 A widow or widower passes away while owning real property. 
The children inherit the property either through a will or through 
administration (if there is no will, as described at the beginning of 
this chapter). The house is valued at $750,000, and the children 
sell it within a year for $750,000, with closing fees of $30,000. In 
this example, the children will collectively realize a $30,000 loss 
on their personal tax returns. If this asset is the only asset in the 
estate, it will not be subject to estate taxes, and the benefi ciaries still 
receive the stepped-up basis. They not only receive the property 
free of estate tax, but may also be able to get an income tax deduc-
tion from the costs of selling the property. 

    Reasons for Creating a Trust 

 As mentioned earlier, perhaps the most fl exible estate planning 
strategy that allows you to control your estate before and after 
death is by creating a trust. A trust can be created while you are 
alive (an  inter-vivo  trust) or after death through your will (a  testa-
mentary  trust). A trust can give you the maximum control over the 
distribution of your estate after death because the terms of a trust 
will provide the trustee with your specifi c instructions. 

 A trust is a device of protection and control of someone ’s assets 
and is also used to protect current and future benefi ciaries. When a 
trust is created, there are three key parties involved with its creation. 

•    The first party is the  trustor,  sometimes called the  settler or 
grantor of the trust , and is the individual who establishes and 
funds the trust. 

•  The second party is the  trustee,  who can be a person or an 
institution. The trustee is entrusted to hold legal title to 
property in order to administer it for the benefit of the ben-
eficiary in accordance with the trust document. 

•  The third party is the  beneficiary  (or beneficiaries) ,  who 
must eventually receive 100 percent distribution of the trust 
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corpus (which refers to all property transferred to a trust. 
For example, if a trust is funded with $100,000 in cash, that 
money is considered the trust corpus).   

 There are four key questions you must answer in order to know 
the type of trust you may need to establish. All trusts can be specifi -
cally defi ned and classifi ed after asking these questions. 

     1.  Was the trust created during an individual ’s lifetime or upon 
his death?
•   If the trust was created during an individual ’s lifetime 

through a separate legal document (a trust document), 
this is considered an inter-vivo trust. 

•  If the trust was created after death within a last will and tes-
tament, it is considered a testamentary trust.   

   2.  Do you want the ability for the trust to be changed, altered, 
amended, or revoked by the trustor?
•   If the answer to this question is yes, then this is considered 

a revocable trust. 
•  If the answer to this question is no, then this is considered 

an irrevocable trust.   
   3.  For federal income tax purposes, how is the trust classified 

and taxed?
•   Grantor trust 
•  Simple trust 
•  Complex trust   

   4.  How does the trust define income?
•   It is important to note that a trust document ’s defini-

tion of income is considered its accounting income 
and this can be different than the tax law definition of 
income. These definitions can have a significant impact 
on distributions and taxation to both the trust and the 
beneficiaries.     

  A living trust (inter-vivo)  is a trust that is set up during your life-
time and takes effect when you transfer assets into the trust. A liv-
ing trust can be used to transfer legal titles to property, including 
cash, stocks, real estate, etc., and can provide a means to manage 
these assets during your lifetime. Although these asset transfers 
change the legal title, you (as the creator or grantor) can retain 
income from the assets throughout your lifetime. Therefore, you 

c10.indd 266c10.indd   266 26/02/13 2:47 PM26/02/13   2:47 PM



 Preserving Your Estate 267

maintain control and the decision-making authority over the assets. 
These types of trusts are frequently used as a substitute for a will, 
because the trust usually terminates upon the death of the gran-
tor and the trust documents dictate who the benefi ciaries of the 
assets will be. You can also select the person you want as the trustee, 
which could include yourself, to carry out the instructions set out in 
the trust document. You can name successor trustees to take over 
if and when you can no longer act as the trustee. Last but not least, 
a living trust also helps you avoid and minimize the administrative 
expenses, delays, and publicity involved with probate, because these 
trust assets transfer by operation of law. 

 In contrast, a  testamentary trust  is a trust created through a will 
and only takes effect when you die. With these trusts, legal title to 
the assets does not transfer until your death. There is no separate 
legal trust document; it is created by a clause in your will. One of 
the pitfalls of a testamentary trust is that it will  not  avoid probate 
because the trust can be created only through the probate of a will. 

  Revocable and Irrevocable Trusts 

 Most trusts are revocable (in other words, you retain full control)—
if you create a revocable trust, you can make future changes and 
even terminate the trust. On the other hand, if the trust is irrevo-
cable, you give up control; therefore, changes and termination are 
very diffi cult and sometimes impossible to make. 

 When you transfer assets into a revocable trust, they are not 
considered a completed gift; therefore, you do not have to fi le a 
gift tax return, which is required when a gift exceeds $14,000 in any 
given year. However, upon the death of the trustor (i.e., you, as the 
creator of the trust), the assets of a revocable trust are included in 
your taxable estate. These assets are considered to be part of your 
estate because you retained benefi cial ownership and control of 
those assets. Therefore, revocable trusts are not useful in minimiz-
ing estate taxes, but they do serve the purpose of avoiding probate 
or administration because the trust assets pass to your benefi ciaries, 
in accordance with the trust document you created. 

 Living trusts allow you to control the distribution of your estate, 
and certain trusts may enable you to reduce or avoid some of the 
taxes and fees that will be imposed on your estate after death. When 
you establish a revocable living trust, you are permitted to be the 
trustor, the trustee, and the benefi ciary of that trust. By  setting up a 
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living trust, you transfer ownership of certain assets you would like 
to place in the trust from yourself to the trust. You are no longer 
the legal owner of the assets you placed in your trust. Your trust is 
now the legal owner, even though as the trustee, you maintain com-
plete control of these assets. 

   A-B Trusts 

 One of the most popular living trusts is an A-B trust, which is also 
known as a  bypass trust  or a  credit shelter trust . This also allows the sur-
viving spouse to possibly double the amount of his or her estate-tax 
exemption when the surviving spouse dies. When you use an A-B 
trust, two trusts are created upon the death of the fi rst spouse. The 
decedent ’s assets will be separated between the survivor ’s trust, (“A” 
trust), and the decedent ’s trust, (“B” trust). This will create two 
separate legal entities, both of which are permitted to use the full 
amount of the federal and state estate tax exemption. 

 The surviving spouse still maintains full control of her own trust 
(“A” trust). She can also receive income from the deceased spouse ’s 
trust (“B” trust) and can even make withdrawals of principal for 
health, support, or maintenance when needed. Upon the death 
of the second spouse, the assets of both trusts pass directly to the 
heirs, and will avoid probate. 

 With the enactment of the 2010 Tax Relief Act, some couples 
may no longer need an A-B trust to maximize the federal estate tax 
exemption, because of the new portability rules. With the passage 
of the American Taxpayer Relief Act of 2012, the spousal portability 
has been permanently extended, with annual infl ation adjustments 
to the exemption from estate and gift taxes with a tax rate of 40 
percent in excess of the limit starting in 2013. Form 706, the estate 
tax return, must be fi led to establish that amount of portability of 
the spouse ’s exemption. This new higher threshold has eliminated 
many people from being subject to the federal estate tax altogether. 
With the introduction of this new provision called  portability,  A-B 
trusts may not be as benefi cial as they were in the past, but they 
should still be fully used by married couples. Portability of the 
exemption to the surviving spouse is now made available through 
an election on the estate tax return Form 706. This allows the sur-
viving spouse to use their spouses’ unused exemption plus their 
own, allowing a married couple to exempt up to an expected $10.5 
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million starting in 2013 from federal estate taxes. Before you make 
this rushed decision about not using an A-B trust, there are several 
issues you must consider. 

 It is critically important to note that many states have their own 
estate or inheritance tax laws you will need to consider. Currently, 
none of the states has adopted the federal concept of portability. 
Therefore, if you are married and leave all your assets to your sur-
viving spouse, he or she will only be able to use his or her own state 
exemption, and your exemption will forever be lost. Furthermore, 
a trust provides you with the ability to shelter the appreciation of 
assets placed in the trust. It may also protect these assets from credi-
tors and allow you to preserve the state estate tax exemptions for 
both you and your spouse. 

   How a Trust Is Taxed 

 How a trust is classifi ed and taxed for federal income tax purposes 
depends on the type of trust involved. When determining which 
type of trust would be most suitable to meet your fi nancial objec-
tives, it is important to understand how different trusts are taxed. 

 There are three types:

    1.   With a  grantor trust , for income tax purposes, the trust is 
treated as if it does not exist. All income in a grantor trust 
is reported on the trustor ’s personal income tax return, as 
if the trust was never created. All revocable trusts are con-
sidered grantor trusts and are taxed in this manner. Some 
irrevocable trusts are treated as grantor trusts when the 
terms of the irrevocable trust creates a grantor trust for 
income-tax purposes. If a trust is not considered a grantor 
trust, it is taxed in a manner similar to personal individual 
income taxation except the tax rates are compressed and 
the trust is subject to the maximum tax rate at a much 
lower threshold. Income earned by a trust will either be 
taxed at the trust level or at the income beneficiary level. 
A trust is permitted to take an income distribution deduc-
tion against the trust income for all income that is properly 
distributed from the trust. Under the American Taxpayer 
Relief Act of 2012 the following will be the tax brackets on 
income taxable to the trust and estates in 2013:
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•   15 percent on taxable income up to $2,450 
•  25 percent on taxable income over $2,450 but not over $5,700 
•  28 percent on taxable income over $5,700 but not over $8,750 
•  33 percent on taxable income over $8,750 but not over $11,950 
•  39.6 percent on taxable income over $11,950   

 In addition to the above income tax, a trust or estate will have to 
pay a 3.8 percent Medicare tax on net investment income start-
ing in 2013 under the Patient Protection and Affordable Care Act. 
The tax is imposed on the lesser of “undistributed net investment 
income” or excess of adjusted gross income over the dollar amount 
at which the highest tax bracket begins, which would be the excess 
of $11,950 for 2013. 
 

   2.  With a  simple trust,  all income must be distributed and is 
taxed at the income beneficiary level. If the income is not 
properly distributed, it can be deemed distributed even if it 
was not. 

   3.  With a  complex trust,  the trustee has certain discretion and 
can either distribute or not distribute the income to the ben-
eficiaries. Any income not distributed to the beneficiaries is 
taxed at the trust level and at the trust ’s tax rate. The trustee 
has up to 65 days after the close of the trust year to make a 
distribution, which would be considered made during the 
previous tax year.   

   Transfers with Retained Life Interests 

 When assets are transferred and the transferor retains the use and 
enjoyment of the transferred asset for the remainder of his or her 
life, the rules of Internal Revenue Code Section 2036 apply. This 
is most common when individuals transfer real property to their 
children and retain a “life estate” interest in the property for them-
selves. This simple transfer is fairly common as it accomplishes the 
following benefi ts to estate planning:

•   It avoids probate or administration of your will when you die, 
with respect to this asset, as the property is already in your 
children ’s name. 

•  By retaining the “life estate,” the IRS still considers the assets 
owned by you, and your children are therefore entitled to a 
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stepped-up basis. Without the “life estate,” in the case of an 
outright gift, your children will not be entitled to a stepped-
up basis. 

•  The life estate also protects you in case of a dispute between 
you and your children, because with the life estate, you can-
not be disturbed or evicted from the property. Even in the 
best families, children get divorced; some predecease their 
parents, and some may have family arguments that may 
impact the children ’s decision to try to remove you from 
your house.   

   Split-Interest Trusts 

 Certain trusts are established through the transfer of assets into the 
trust with the stipulation that there will be an  income benefi ciary  as 
well as a  remainder benefi ciary . A remainder benefi ciary of a trust is 
entitled to the principal of the trust outright after the interest of 
the prior benefi ciary has been terminated. These types of trusts are 
referred to as  split-interest trusts  and include the following:

•   Grantor-retained income trust (GRIT) 
•  Grantor-retained annuity trust (GRAT) 
•  Grantor-retained unitrust (GRUT) 
•  Qualified personal residence trust (QPRT)   

 The major advantage of establishing these split-interest trusts 
include the following:

•   You (as the trustor) continue to control the income for a set 
period of time. 

•  There is an objective discount in the value of the gifted asset, 
at the time the gift is made. 

•  All future growth of the asset remains outside of the living 
estate of the trustor (transferor).   

 These three points are critical components of several sophisti-
cated estate planning techniques. The value of the gift can be sig-
nifi cantly reduced based on the value of the retained interest by 
the transferor. Because the value of the gift is signifi cantly reduced 
by implementing this strategy, you can minimize and in certain 
cases eliminate the gift tax consequence of the transfer. If someone 
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makes a gift of a future interest in a property and retains the right 
to use that property during a period of time, they are deemed to 
have given only a partial interest. 

 For example, let us assume you gave a gift of stock with a cur-
rent fair market value of $500,000 to a trust, but you retained the 
right to all income generated by this gift for a set time period of 20 
years. You will need to determine the present value of this future 
gift to be completed 20 years from now. The IRS allows you to use 
the present value of this future gift of $500,000, 20 years from now, 
which is discounted based on the applicable IRS long-term inter-
est rate. For the purpose of our example, we will assume that the 
IRS long-term interest rate has been set at 5 percent at the time of 
the gift. 

 Therefore, the future value (FV) of the gift is set at $500,000, 
the applicable long-term interest rate ( i ) is equal to 5 percent, 
and the number of periods ( n ) is equal to 20. At this point, you 
would turn to Exhibit    11.4   “Present Value Factors” (in Chapter    11    ) 
and go to the column with 5 percent and then go down the row 
for 20 years to fi nd the factor of 0.37689. In other words, based on 
the present-value factor table, the IRS will allow you to objectively 
discount the value of this gift from $500,000 to $188,445 ($500,000 
× 0.37689). This technique will allow you to transfer $500,000 to 
the trust for the benefi t of your benefi ciaries and will only use up 
$188,445 of your lifetime exclusion. Therefore, if you ultimately 
have a taxable estate upon death, you have reduced your taxable 
estate by $311,555 ($500,000 – $188,445). Assuming the estate tax 
rate upon your death is 40 percent, this will result in a reduction of 
your estate tax liability by $124,622 ($311,555 x 40%). In addition, 
any future appreciation in the value of this $500,000 stock will not 
be included in your estate. The only catch is that you (i.e., the trans-
feror) must live beyond the 20-year period established by this trust. 
If you die before the completion of this gift (which, in this example, 
is 20 years) the full value of the stock as of your date of death will be 
included in your estate. That defeats the whole purpose of establish-
ing the split-interest trust. Therefore, the biggest pitfall in using this 
technique is that the trust must terminate before you die. If it does 
not, the trust assets are valued as a part of your estate, and these 
assets will be included as of the date of death value. 

 To highlight the signifi cance of this estate planning technique, 
let us assume that the $500,000 is worth $2 million on your date of 
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death, which is 21 years after the stock was transferred into the 
trust. One of the major advantages of transferring property out of 
your estate while you are alive is that all future capital apprecia-
tion will avoid being included in your estate valuation upon your 
death. Once again, this is a powerful technique for minimiz-
ing your estate tax liability and maximizing the amount that gets 
passed on to your heirs. Let us also assume that your estate would 
have been subject to the estate tax rate of 40 percent; this tech-
nique would have reduced the ultimate federal estate tax liability by 
$724,622($2 million less $188,445= $1,811,555 × 40%). This is a 
somewhat complex estate tax planning technique, but a very effec-
tive one for preserving your estate and ultimately maximizing the 
amount you pass on to your loved ones. 

 This tax planning technique has been signifi cantly limited 
by the creation of Internal Revenue Code Section 2702, which in 
essence, eliminates the use of GRITs with four major exceptions:

    1.  If the GRIT was established before September 20, 1999. 
   2.  If the beneficiary of the GRIT is not related to you. 
   3.  If the asset in the GRIT is your (the trustor ’s) primary home 

or vacation home, held in a qualified personal residence 
trust (QPRT). 

   4.  If the trust is a GRAT or a GRUT.   

 You should consult with an experienced estate tax attorney and 
fi nancial planner to determine whether using a split-interest trust 
would be benefi cial to you. These are clearly advanced estate tax 
planning techniques and can only be properly used with the guid-
ance of an estate tax attorney that specializes in these matters. 

   The “Charitable” Trust 

 Charitable trusts are created when you have a charitable intent and 
would also like to accomplish the following:

•   Have continued control of income. 
•  Potentially get an immediate charitable deduction while you 

are alive. 
•  Potentially eliminate capital gains tax. 
•  Potentially eliminate or reduce estate taxes.   

c10.indd 273c10.indd   273 26/02/13 2:47 PM26/02/13   2:47 PM



274 Financial Independence (Getting to Point X )

 These types of trust include the following:

•   Charitable lead annuity trust (CLAT). 
•  Charitable lead unitrust (CLUT). 
•  Charitable remainder unitrust (CRUT). 
•  Charitable remainder annuity trust (CRAT).   

 In theory, these charitable remainder trusts work the same as 
the split-interest trusts discussed above, except that the remainder 
benefi ciary is a qualifi ed charitable organization under 501(c)(3) 
of the Internal Revenue Code. The present-value calculations and 
the benefi t of removing assets from your estate would be the same, 
with the added benefi ts of getting a charitable deduction. A chari-
table remainder trust allows your spouse or children to access the 
earnings from assets in the trust for a time, with the asset eventually 
going to charity. 

 The vast majority of people simply give donations to charity by 
cash or issuing a check. Such donations typically entitle you to take 
a tax deduction in the year of your contribution, but you must be 
prepared to prove it with a receipt from the charity. 

 There are several more sophisticated gifting techniques you 
can use that will not only benefi t your charity but, if structured 
properly, can signifi cantly lower your income and estate taxes. 
Both you and the charity can signifi cantly increase the benefi t 
from your charitable gift if it is made from highly appreciated 
property of almost any kind. When you own property that has 
increased in value and at the same time you have a charitable 
intent, you can get the best of both worlds. By gifting the prop-
erty to the charity, you may be entitled to an income tax deduction 
for the fair market value of the gift; the charity could then sell the 
appreciated property, if it chooses to do so, and the charity will not 
be subject to capital gains tax. Therefore, you not only lower your 
taxable income by avoiding the capital gains tax but you also bene-
fi t from a higher charitable deduction since the gift is being made 
in pretax dollars. 

 To obtain the tax advantages associated with charitable giving, 
the gift must be made to a qualifi ed charitable organization, which 
means the charitable organization must:

•   Have been organized in the United States. 
•  Be operated on a nonprofit basis. 
•  Not be involved with political activities. 
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  Gifting Strategy    Pros    Cons  

  Outright Gift    Income tax deductible in year 

of gift  

  No retained interest, or control 

after gifted  

  Charitable Lead Trust    A current gift to charity 

 Current income tax deduction 

 Transfers assets to heirs at a 

future discounted value  

  Charitable gift is irrevocable 

 With current income tax 

deduction, future income is 

taxable to the donor 

 Donor gives up the use of 

income generated throughout 

the life of the trust  

  Charitable Remainder 

Unitrust  

  Current income tax deduction 

 Bypass capital gains tax on 

appreciated property will reduce 

estate taxes  

  Charitable gift is irrevocable 

 Qualified appraisal commonly 

required 

 Complex administration and 

setup  

  Charitable Remainder 

Annuity Trust  

  Current income tax deduction 

 Bypass capital gains tax on 

appreciated property 

 Fixed income stream  

  Fixed payment is not limited to 

the net amount of trust income 

 Qualified appraisal commonly 

required 

 Complex administration and 

setup  

 Exhibit 10.1  The Pros and Cons of Various Gifting Strategies

•  Must be a qualified charitable organization recognized by the 
IRS as a 501(c)(3).   

 In addition to these qualifi ed charitable organizations, you 
may give to veterans’ posts, certain fraternal orders, volunteer fi re 
departments, and civil defense organizations. 

   Using a Trust to Further Increase the Benefits of Charitable Gifting 

 There are several different gifting strategies available for planned 
giving, which include giving an outright gift to charity or setting up 
a charitable trust. Each has its own pros and cons, summarized in 
Exhibit    10.1  . 

   Charitable lead trusts  are designed for individuals who would 
like to see their charity benefi t immediately from their gift. With 
a charitable lead trust, your gift can have an immediate benefi t to 
your charity, and at the same time it may entitle you to benefi t as 
well. If you usually make outright contributions to your charity, and 
generally sell an appreciated investment and give all or some of the 
money to charity, you may be a perfect candidate to take advantage 
of the benefi ts offered by using a charitable trust. 
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 With a charitable lead trust, you are actually gifting the 
income to the charity from the asset and not the actual asset. Your 
deduction will be based on the rate of return the charity can rea-
sonably expect to receive, the duration of the trust, and the IRS 
valuation tables used in calculating the value of the gift. With a 
charitable lead trust, the income from the gifted assets will go 
to the charity; the charity will then continue to receive distribu-
tions throughout the life of the trust. You can establish the life 
of the trust for a set number of years or an individual ’s lifetime 
including your own. Once this time period has expired, the trust 
will terminate and the remaining assets will be paid to you or 
your benefi ciaries. If during your lifetime, you are interested in 
increasing your gifts to charity as well as your tax benefi ts, a chari-
table lead trust may enable you to accomplish your goals. With a 
charitable lead trust, you can also pass an appreciated asset on to  
your heirs with little or no estate taxes. 

  Charitable remainder trusts  allow you, or your benefi ciaries, 
to receive payment of a specifi ed amount annually, and at the end 
of the trust period, the designated charity receives the remainder 
assets. You can receive either a percentage (Charitable Remain-
der Unitrust) of the value of the trust or a fi xed amount (Charita-
ble Remainder Annuity Trust). The trustee can sell off the highly 
appreciated assets gifted to the trust and then reinvest the pro-
ceeds to generate income, and avoid capital gains tax. This strategy 
may allow you to rebalance your investment portfolio without the 
typical tax consequences and at the same time you can shift your 
investments to high income-generating assets, which will improve 
your cash fl ow. Furthermore, you may also be eligible for a current 
year income tax deduction on the calculated present value of the 
remainder interest that will ultimately go to the charity at a future 
date. Although the gift to the trust is irrevocable, you do have con-
trol over which charity will eventually receive this gift. 

   Summing Up What You Need to Know about Trusts 

 You must choose a trustee wisely and clearly state your intentions 
in the trust document. Even when the benefi ciary does not receive 
any benefi t for decades, the benefi ciary will ultimately assume own-
ership of the trust assets. During the period in between the trus-
tee is in charge of controlling the assets in the trust, and complying 
with the instructions in the trust document. Choosing someone 
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who knows how to handle fi nancial matters and who will carry out 
your intentions is critically important to the successful utilization 
of these trust strategies. Trusts are highly complicated instruments 
that must strictly conform to tax rules and regulations; you must 
consult with an experienced estate tax attorney and a fi nancial 
planner before implementing these strategies. 

    Benefit from a Family Limited Partnership 

 If you own a family business, rental properties, or a farm, you may 
have some additional estate planning hurdles to deal with down 
the road. If you are “hard-asset rich” but cash poor, your family 
may be faced with liquidity problems upon your death, when it 
comes time to paying the estate taxes. The federal government 
requires your executor or administrator to pay your estate tax 
liability within nine months of your date of death. Your family 
members may have no intention to sell any of the property you 
left behind for them, but they may be forced to do so to pay the 
estate taxes. The key goal of any estate planning strategy is to 
minimize estate taxes and to also provide the necessary liquidity 
when the time comes. The main objective is to preserve the estate 
and to allow your family to continue to own and operate the fam-
ily business, rental properties, or farm. 

 Therefore, the formation of a family limited partnership is 
another estate planning strategy that you can use in these situ-
ations. A family limited partnership is typically established as a 
separate legal entity to hold and manage a family business or invest-
ment property; it may also open up the opportunity to various 
other estate and income tax planning strategies. 

 The family limited partnership agreement provides control 
to the parent and divides the right to the income, including future 
appreciation in value among family members, in an attempt to pro-
vide fi nancial and tax benefi ts to the overall family. These family 
partnerships typically commence by creating a general limited part-
nership, followed with the assets being transferred into partnership. 
As the parent, you can then start the process of gifting limited part-
nership interests (non-controlling interests) to your children. You 
would continue to hold the general partnership interest (control-
ling interest), and this would make the parent the partner with full 
control. The children would have no control as limited partners. 
The parent would continue to maintain and exercise complete 
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control even after your children become majority partners, as long 
as they are the only limited partners. As limited partners, your chil-
dren would share in the income of the family limited partnership 
in proportion to their ownership interests, which have been estab-
lished through your gifts. 

 This estate tax planning strategy allows you to provide your 
children with an ownership interest while you are alive, and at the 
same time, it allows you to reduce your future estate tax liability 
with the added benefi t of a succession plan for your family-owned 
business, property, or farm. You will be able to gift limited part-
nership interests to your children over time, which will allow you 
to take full advantage of the $14,000 (possibly $28,000 if you are 
married) annual gift tax exclusion without giving them control of 
the money or property. If that was not reason enough, you may also 
benefi t by having their share of the income from this family limited 
partnership taxed at their lower income tax rate that may apply. 

 The full value of the partnership interests transferred to your 
children while you are alive will escape inclusion in your taxable 
estate, including any appreciation in value after the date of transfer. 
This is a very powerful estate planning strategy if you are able to 
take advantage of it. 

   Estate Tax Planning and Life Insurance 

 An Irrevocable Life Insurance Trust (ILIT) is another estate plan-
ning strategy that includes using a trust that can be set up to 
hold life insurance policies, preventing the proceeds from being 
included in your taxable estate. 

 One of the key features of an ILIT is that it allows you to keep 
the death benefi t out of your estate. You (as the trustor) can make 
annual gifts to the trust in order for the trustee to pay for the life 
insurance premiums each year. These gifts are made annually, up 
to $14,000 per benefi ciary, which will also serve the purpose of fur-
ther lowering the estate value and estate tax liability. Therefore, not 
only does the value of the estate get reduced by the gifts you make 
each year, but ultimately the entire death benefi t will escape estate 
taxes on your death. 

 It is very important to note that you never want to own life 
insurance in your own name if the possibility exists that your estate 
may be subject to estate taxes. The death benefi t from life insur-
ance held in your name will be included in your taxable estate. 
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Based on the current estate tax rate, the federal government may 
be entitled to 40 percent of your death benefi t. Although life insur-
ances proceeds are generally not subject to income tax, they can 
and will be subject to estate taxes if owned by you and you have a 
taxable estate. The transfer of ownership of a life insurance policy 
from an individual who dies within three years of the transfer to 
anyone else, including a trust where the insured is the transferring 
individual will cause the death benefi t of the policy to be included 
in the taxable estate. Starting in 2013, the federal estate tax rate of 
40% has been made permanent with an infl ation adjusted exemp-
tion of $5.25 million. 

 A second-to-die insurance policy insures two people and pays a 
benefi t after the death of the second person. (See Chapter    5    , Insur-
ing Your Health and Life, for more details.) The premiums are typi-
cally much less expensive than premiums for a single life insurance 
policy, because they are based on the life expectancies of the two 
insured individuals, the husband and wife. Because the unlimited 
marital deduction allows assets to pass to the surviving spouse with-
out federal estate taxes, the estate taxes in general do not become 
an issue until the death of the second spouse. When the estate 
assets pass out of the marriage to the heirs, this is when you nor-
mally incur the estate tax liability. Thus, a second-to-die survivor-
ship life insurance policy could pay a benefi t at the time when your 
family really needs it, to pay estate taxes. 

 Once again, you must seek out a qualifi ed estate attorney and 
fi nancial advisor to not only set this up properly, but also to admin-
ister the trust because there are strict guidelines that must be fol-
lowed each year. The cost and availability of life insurance depends 
on a number of factors such as your age, health, and the type and 
amount of insurance coverage you want to purchase. Before imple-
menting a planning strategy involving life insurance, it would be 
sensible to make sure that you are insurable. 

  Spousal “Portability” of the Exclusion 

 The 2010 Tax Relief Act revived the estate tax after it was elimi-
nated in 2010. Perhaps one of the most signifi cant changes created 
by this act is spousal “portability” of the exclusion, which has been 
made permanent with the American Taxpayer Relief Act of 2012. If 
the fi rst spouse to die does not fully use his or her exclusion, then 
the surviving spouse may inherit the decedent spouse ’s unused 
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exclusion and may therefore be entitled up to an infl ation adjusted 
$10.5 million exclusion upon his or her death. 

 The spousal “portability” is only available if an election is made 
by the executor or administrator on a timely fi led IRS Form 706, for 
the fi rst spouse to die. If this form is not fi led and the election is not 
made, the surviving spouse will be limited to only her $5.25 million 
exclusion. Therefore, even if an estate tax return is not required 
to be fi led upon the death of the fi rst spouse, the surviving spouse 
and the executor should consider fi ling and making this election 
to preserve the full amount of the exclusion that was made availa-
ble under spousal “portability” rules. If the surviving spouse remar-
ries, she can only take advantage of portability rules once. This rule 
prevents an estate from taking advantage of the spousal portability 
exclusion more than once because of multiple marriages. 

 Estate taxes are an important concern in distributing your 
estate because the money your estate pays in taxes will not be 
available to your heirs. Each estate is allowed a federal estate tax 
exemption and a certain amount that can pass tax free, either 
through lifetime gifts or after death. By implementing some of 
the strategies covered in this chapter, you should be able to pre-
serve more of your estate for the benefi t of your loved ones. If 
upon your death, the total value of your estate is less than the 
applicable exemption amount at the time of your death, no fed-
eral estate taxes will be due. Always remember to check the rules 
for your state of residence, because the exclusion can be much 
lower at the state level. I would recommend going to your resi-
dent ’s state department of taxation and checking out what the 
exclusion would be at the state level for you. You can, of course, 
also ask your attorney and fi nancial planner to provide you with 
further guidance with the state estate tax rules, since they do vary 
by state. 

 I would encourage you to go to  www.smartmoney.com/calcu
lator , scroll to “Taxes,” and then click on “Estate.” Then click on 
“Estate Taxes” under “Estate Planning” to calculate the amount of 
estate taxes you may owe based on today ’s estate tax exemption 
and rates. Be sure to use your statement of fi nancial position (as 
discussed in Chapter    3    ), and do not forget to add the death ben-
efi t of any life insurance held in your name when determining your 
net worth for this calculation. You should use this calculator to esti-
mate the approximate amount of federal estate taxes that would be 
required to be paid based on the current tax laws. 
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 An important part of estate planning not only includes know-
ing the strategies to minimize taxes but also to plan on how you 
and your family will pay them when the time comes. As mentioned, 
estate taxes are generally due nine months after the date of death, 
and are to be paid with cash. There are basically just a few options 
when it comes to how your executor will pay the estate taxes upon 
your death, including:

•   Using your current savings and liquid investments. 
•  Borrowing the money. 
•  Liquidating hard assets, such as selling real estate. 
•  Using life insurance proceeds.   

 If the fi rst three options are not appealing or practical, then you 
should consider life insurance, and consider implementing the strat-
egies I discussed earlier in this chapter, in the section on “Estate Tax 
Planning and Life Insurance.” Paying the estate taxes when the time 
comes could present a challenge to the executor and your survivors. 
This is why it is essential to put a plan in place that will include how 
the ultimate estate taxes will be paid. You must put a plan of action 
in place while you are still alive; otherwise, your executor and survi-
vors may be forced to liquidate your assets at bargain prices in order 
to meet this time-sensitive estate tax obligation.         

1 IRS CIRCULAR 230 NOTICE: To ensure compliance with requirements imposed by 

the IRS, we inform you that this book (including any attachments) is not intended 

or written to be used, and cannot be used, for the purpose of (i) avoiding penal-

ties under the Internal Revenue Code or (ii) promoting, marketing or recommend-

ing to another party any transaction or matter addressed herein. (iii) The taxpayer 

should seek advice based on the taxpayer ’s particular circumstances from an inde-

pendent tax advisor.

      Tax Facts and Strategies   1   for Preserving Your Estate  

•     If you give your child or any other individual an interest-free or below-market 

interest loan, you can limit or even completely avoid imputed interest by 

the IRS, as long as the total outstanding loan balance owed to you by this 

individual does not exceed $100,000 and tax avoidance is not the principal 

purpose of this loan. 

$

(Continued )
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•  When you sell property that you inherited, you are automatically given a 

holding period of more than one year (long term capital gain treatment). 

Generally, you will also receive a step-up in basis to the fair market value 

of the property as of the date of death. In many cases, this step-up in basis 

completely eliminates the income tax on the sale of most inherited proper-

ties. With a step-up in basis, the cost for determining gain or loss is based on 

the property ’s value at death and not based on what the decedent actually 

paid for it. 

•  When determining the gain or loss from the sale of property that was gifted 

to you, your cost basis is generally determined by the donor ’s cost basis, 

plus all or part of any gift tax paid. If you sell the gifted property for less than 

the donor ’s cost basis, you cannot report a loss. Making gifts of appreciated 

property to a family member who is in a lower tax bracket before an antici-

pated sale can reduce the overall income tax to be paid by the family as a 

whole. 

•  You can give gifts throughout your lifetime and receive an exemption for the 

fi rst $5,250,000 of taxable gifts starting in 2013; this is in addition to 

the $14,000 annual gift to any number of persons per year. These gifts will 

not be subject to gift tax to you and can be received on a tax-free basis by 

the recipient. 

•  You can make annual gifts of $14,000 to any number of persons, typically 

children or grandchildren, without incurring a gift tax. If a husband and wife 

both engage in gifting, they can jointly give away $28,000 per year per recipi-

ent without incurring a gift tax. Over several years, the amount of money that 

can be transferred to benefi ciaries can be substantial, thereby reducing the 

size of the taxable estate and the ultimate estate tax liability. 

•  You can pay an unlimited amount of someone ’s college tuition directly to 

the school and still be permitted to give an additional $14,000 directly 

to the donee benefi ciary without affecting your lifetime exemption. Therefore, 

you may want to consider paying your children ’s and grandchildren ’s tuition 

directly to the institution and use this as one of your valuable estate planning 

tools. 

•  You can pay an unlimited amount of someone ’s medical expenses directly 

to the hospital and still be permitted to give an additional $14,000 directly to 

the donee benefi ciary without affecting your lifetime exemption. 

•  Gifts and inheritances you receive are not taxable, but distributions taken 

from an inherited IRA or qualifi ed plan are taxable. 
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•  A gift or inheritance will be taxable if in fact it is a payment for services 

rendered. 

•  By establishing an Irrevocable Life Insurance trust (ILIT), you can reduce 

the size of your taxable estate each year while providing your benefi ciaries 

with a larger inheritance. Each year, you make a gift to the ILIT, which low-

ers your taxable estate. The trust then buys life insurance for the benefi t 

of your benefi ciaries. When you die, the life insurance proceeds are kept 

outside of the estate (ownership by the trust). Then, these proceeds are not 

subject to estate tax and are also income-tax free to your benefi ciaries. This 

is a must-do for large estates that will be subject to estate taxes.

• A benefi ciary can claim an itemized deduction for the amount of federal 

estate taxes paid on income in respect of a decedent (IRD). Be sure to ask 

the executor of the estate for the amount of federal estate taxes paid on the 

IRD. Your share may be used as a miscellaneous deduction not subject to 

the 2 percent AGI fl oor. 

•  As a married person, you may be able to reduce or eliminate estate taxes 

by using the marital deduction that allows the passing spouse to transfer 

an unlimited amount of assets to the surviving spouse free from estate and 

gift tax. 

•  Prior to January 1, 2010, the estate tax exemption was subject to the “use it 

or lose it” rules for each spouse. Therefore, if a spouse died without suffi cient 

assets to use up his or her full estate tax exemption, the unused amount was lost 

forever. Under the American Taxpayer Relief Act of 2012, the portability (origi-

nally established in 2010) between spouses of the lifetime estate tax exemp-

tion has been made permanent and for 2013 the infl ation adjusted amount 

is $5,250,000. Any unused portion of the deceased spouse ’s exemption is 

available and added to the estate tax exemption of the second spouse. This 

will preserve the full $10,500,000 estate tax exemption for the married 

couple. The spousal “portability” is only available if an election is made by 

the executor or administrator on a timely fi led IRS Form 706, for the fi rst 

spouse to die. If this form is not fi led and the election is not made, the sur-

viving spouse will be limited to only her $5.25 million exclusion. Therefore, 

even if an estate tax return is not required to be fi led upon the death of the 

fi rst spouse, the surviving spouse and the executor should consider fi ling 

and making this election to preserve the full amount of the exclusion that 

was made available under spousal “portability” rules.    
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      1.   Decide which legal documents you need, to ensure that you and your 

estate are taken care of properly.  Most people should have a will. You 

may also want to have a living will, a health care proxy, and a durable 

power of attorney, and you may want to set up one or more trusts, in 

addition to your will. These documents ensure that your wishes are fol-

lowed, should you become incapacitated and not able to make decisions 

for yourself. Your will ensures that the assets you have accumulated 

during your lifetime will be distributed the way you want them to be, to 

whomever you choose, on your death. 

   2.   Keep in mind that if you die without a will, your estate will be distributed 

according to the relevant laws in the state where you lived.  Generally, 

these laws follow your family tree, but distributions may be made in a 

proportion that is not what you would have wanted. Keep in mind these 

distribution rules vary state by state. 

   3.   Take advantage of gifting strategies that can help you prevent losing 

some of the value of your estate to taxes.  For example, at present, you 

can gift up to $14,000 (to as many people as you want) each year, which 

achieves two benefi ts. First, you can give money directly to your family, 

friends, or philanthropies while you are alive; second, by lowering the 

value of your estate, your estate taxes will be lower. 

   4.   Make sure you understand the difference between various types of prop-

erty ownership:  individual ownership, joint tenancy, and tenancy by the 

entirety, as each has a different effect on what happens to that property 

upon your death. 

   5.   If you have a signifi cant estate you must meet with an experienced estate 

attorney and implement some of the advanced tax planning techniques 

mentioned in this chapter.     

An Action Plan for Preserving Your Estate
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                                                            11 C H A P T E R 

           The Time Value of Money 

                                                   One of the most important concepts to accumulating wealth and 
becoming fi nancially independent is understanding the  time value 
of money . By far, the most valuable asset we have is time, but unfortu-
nately it is usually something we take for granted and then do not 
fully appreciate until later in life. 

 The time value of money formulas are highly complex math-
ematical equations, beyond the scope of this book; however, I rec-
ommend you purchase a fi nancial calculator, which can perform 
these calculations for you. In fact, if you are in the business world, 
owning a fi nancial calculator is a necessary tool in order for you 
to succeed. Rather than making this a complicated chapter that 
sounds like calculus, I am going to give you some very simple exam-
ples and fi nancial tables that will make this an easy concept to 
understand. 

 Before we get started, I would like to defi ne the most basic 
interest formula:  

  I     =     P     ×     R     ×     T    

    I = Interest calculated 

 P = Principal 

 R = Annual interest rate 

 T =  Time period covered in the interest calculation (number 
of months out of 12)   
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 For example, if you have $100,000 and are earning 5 percent 
interest over one year, the components of the formula would be 
P = $100,000, R = 5%, and T = one year. Therefore, $100,000 × 
5% × (12/12) one year = $5,000. This represents the most basic 
interest formula. 

 After one year, your principal would now be worth $105,000, 
which would be the original $100,000 plus $5,000 in interest. 

 In year two, you would have P = $105,000, R = 5% and T = one 
year. Therefore, $105,000 × 5% × (12/12) one year = $5,250. As 
a result, in year two, your original $100,000 increased its earning 
power by $250 with all other factors remaining the same. 

 With each year that passes, the earning power increases: This is 
referred to as the  power of compounding . You can truly appreciate this 
over time, because the outcome can be astonishing. 

   The Rule of 72 

 Before I describe how to use the fi nancial tables provided in 
the following pages, I would like to explain the  Rule of 72 , which 
unlocks the answer to how long it will take you to double your 
money. Of course, the answer to this depends on your interest rate 
(rate of return). Simply divide the assumed rate of return into 72. 
For example:

•   If your assumed rate of return is 10 percent, divide 10 into 
72, which equals 7.2 years. 

•  If your assumed rate of return is 5 percent, divide 5 into 72, 
which equals 14.4 years.   

 So, for the purpose of this example, let us assume a rate of 
return of 10 percent per year and a starting point of $25,000. Based 
on the Rule of 72 (see Exhibit    11.1  ), here ’s how that amount will 
increase:

•   In 7.2 years, that $25,000 will double to $50,000. 
•  In 14.4 years, it will double once again to $100,000. 
•  In 21.6 years, it will double once again to $200,000. 
•  In 28.8 years, it will double once again to $400,000. 
•  In 36 years, it will double once again to $800,000. 
•  In 43.2 years, it will double once again to $1.6 million.   
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 Exhibit 11.1  Rule of 72  

 Annual 
Rate of 
Return 

 Years to Increase Your Investment 

 2 times  4 times  8 times  16 times  32 times  64 times 

 1%  72.00  144.00  216.00  288.00  360.00  432.00 

 2%  36.00  72.00  108.00  144.00  180.00  216.00 

 3%  24.00  48.00  72.00  96.00  120.00  144.00 

 4%  18.00  36.00  54.00  72.00  90.00  108.00 

 5%  14.40  28.80  43.20  57.60  72.00  86.40 

 6%  12.00  24.00  36.00  48.00  60.00  72.00 

 7%  10.29  20.57  30.86  41.14  51.43  61.71 

 8%  9.00  18.00  27.00  36.00  45.00  54.00 

 9%  8.00  16.00  24.00  32.00  40.00  48.00 

 10%  7.20  14.40  21.60  28.80  36.00  43.20 

 11%  6.55  13.09  19.64  26.18  32.73  39.27 

 12%  6.00  12.00  18.00  24.00  30.00  36.00 

 13%  5.54  11.08  16.62  22.15  27.69  33.23 

 14%  5.14  10.29  15.43  20.57  25.71  30.86 

 15%  4.80  9.60  14.40  19.20  24.00  28.80 

 16%  4.50  9.00  13.50  18.00  22.50  27.00 

 17%  4.24  8.47  12.71  16.94  21.18  25.41 

 18%  4.00  8.00  12.00  16.00  20.00  24.00 

 19%  3.79  7.58  11.37  15.16  18.95  22.74 

 20%  3.60  7.20  10.80  14.40  18.00  21.60 

 If Initial Investment Was $25,000 on January 1, 2013 

 At the below interest rates, by what month will the investment reach the future amount? 

 Annual Interest Rate 

 Future Amount >  $50,000  $100,000  $200,000  $400,000  $800,000  $1,600,000 

 1%  2084-Dec  2156-Nov  2228-Nov  2300-Oct  2372-Oct  2444-Sep 

 2%  2048-Dec  2084-Dec  2120-Dec  2156-Nov  2192-Nov  2228-Nov 

 3%  2036-Dec  2060-Dec  2084-Dec  2108-Dec  2132-Dec  2156-Nov 

 4%  2030-Dec  2048-Dec  2066-Dec  2084-Dec  2102-Dec  2120-Dec 

 5%  2027-May  2041-Oct  2056-Mar  2070-Jul  2084-Dec  2099-May 

(Continued )
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 Annual Interest Rate 

 Future Amount >  $50,000  $100,000  $200,000  $400,000  $800,000  $1,600,000 

 6%  2024-Dec  2036-Dec  2048-Dec  2060-Dec  2072-Dec  2084-Dec 

 7%  2023-Apr  2033-Jul  2043-Nov  2054-Feb  2064-May  2074-Sep 

 8%  2021-Dec  2030-Dec  2039-Dec  2048-Dec  2057-Dec  2066-Dec 

 9%  2020-Dec  2028-Dec  2036-Dec  2044-Dec  2052-Dec  2060-Dec 

 10%  2020-Mar  2027-May  2034-Aug  2041-Oct  2048-Dec  2056-Mar 

 11%  2019-Jul  2026-Jan  2032-Aug  2039-Mar  2045-Sep  2052-Mar 

 12%  2018-Dec  2024-Dec  2030-Dec  2036-Dec  2042-Dec  2048-Dec 

 13%  2018-Jul  2024-Jan  2029-Aug  2035-Feb  2040-Sep  2046-Mar 

 14%  2018-Feb  2023-Apr  2028-Jun  2033-Jul  2038-Sep  2043-Nov 

 15%  2017-Oct  2022-Aug  2027-May  2032-Mar  2036-Dec  2041-Oct 

 16%  2017-Jul  2021-Dec  2026-Jun  2030-Dec  2035-Jun  2039-Dec 

 17%  2017-Mar  2021-Jun  2025-Sep  2029-Dec  2034-Mar  2038-May 

 18%  2016-Dec  2020-Dec  2024-Dec  2028-Dec  2032-Dec  2036-Dec 

 19%  2016-Oct  2020-Jul  2024-May  2028-Feb  2031-Dec  2035-Sep 

 20%  2016-Aug  2020-Mar  2023-Oct  2027-May  2030-Dec  2034-Aug 

 Exhibit 11.1  (Continued ) 

  These mathematical facts are accurate and verifi able, yet most 
people are astonished when they truly understand the power 
of compounding and how powerful the time value of money 
can be. 

 In Chapter    8    , Planning for Retirement, we discussed the retire-
ment equation of how to achieve fi nancial independence and 
reach  point X . After having a better appreciation for the time value 
of money, you can now understand why it is so critical to pay close 
attention to these key factors. Achieving the highest rate of return 
within your risk tolerance (Chapter    9    , Managing Your Invest-
ments) is a critical component to this equation. Starting early and 
having a better appreciation of your most valuable asset—time—
will give you a tremendous advantage to achieving your fi nancial 
goals. 

 To do your own fi nancial calculations to determine what it 
will take to achieve your own fi nancial independence— point X—  
you need to understand how the following four fi nancial tables 
work .  
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 The Time Value of Money 289

  Future Value (FV) Factor of a Sum Certain 

 The Future Value (FV) factor of a sum certain will determine how 
large a single sum will become at the end of a specifi ed period of 
time if the amount invested earns a specifi ed interest rate (rate 
of return) with compounding each period. Please refer to Exhibit 
   11.2  , “Future Value Factors of a Sum Certain,” as I take you 
through this example. The purpose of Exhibit    11.2   is to determine 
the future dollars you will have based on your  investment today  over a 
period of time at an assumed interest rate (rate of return). 

  For example, if you invested $10,000 today at 7 percent return 
per year, after 20 years, you would have $38,700. The way you would 
determine this is by looking at Exhibit    11.2  , going down the year 
column to 20 years, and then going across to the 7 percent column 
per year to obtain the factor of 3.870. You then take the current sin-
gle sum of $10,000 and you multiply it by the future value factor of 
3.870 percent ($10,000 × 3.870) = $38,700. 

 For comparison purposes, if you take all of the same assump-
tions but are fortunate enough to generate a 10 percent return on 
your money, you would end up with $67,270 after the same 20-year 
period. If you look at Exhibit    11.2  , the cross section of 20 years at 
10 percent gives you a FV factor of 6.727 percent. This additional 
3 percent return on your money over a 20-year period with com-
pounding would result in an additional $28,570 of earnings. This 
example highlights the importance of trying to generate the high-
est possible rate of return within your risk tolerance over the long 
run. 

    Future Value (FV) of an Annuity Factor 

 The Future Value (FV) of an annuity factor will determine the 
future value of a stream of equal payments made at regular inter-
vals over a specifi ed period of time if the amount invested earns 
a specifi ed interest rate (rate of return) with compounding each 
period. Please refer to Exhibit    11.3,   “Future Value of an Annuity 
Factor,” as I take you through this example. The purpose of Exhibit 
   11.3   is to determine the future dollars you will have based on your 
 annual investment  over a period of time at an assumed interest rate 
(rate of return). 

  For example, if you invested $5,000 annually at 5 percent 
return per year, after 25 years, you would have $238,635. The way 
you would determine this is by looking at Exhibit    11.3  , going down 
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 Exhibit 11.2  Future Value (FV) Factors of a Sum Certain  

 The purpose of this table is to determine the future dollars you will have based on your investment today over a period of time at an 

assumed interest rate (rate of return). 

 Insert    Your Calculation 

 %  Step 1  Insert your expected annual return on your investment. 

   Step 2  Insert the amount of years of your investment. 

  

 Step 3 

 From the table identify correct interest column and insert result for row that has 

correct number of years and insert the factor at left. 

 $  Step 4  Insert your investment amount today. 

 $  Step 5  Multiply factor in step 3 times step 4 amount. This is your future dollars. 

 Year  1%  2%  3%  4%  5%  6%  7% 

 1  1.010  1.020  1.030  1.040  1.050  1.060  1.070 

 2  1.020  1.040  1.061  1.082  1.103  1.124  1.145 

 3  1.030  1.061  1.093  1.125  1.158  1.191  1.225 

 4  1.041  1.082  1.126  1.170  1.216  1.262  1.311 

 5  1.051  1.104  1.159  1.217  1.276  1.338  1.403 

 6  1.062  1.126  1.194  1.265  1.340  1.419  1.501 

 7  1.072  1.149  1.230  1.316  1.407  1.504  1.606 

 8  1.083  1.172  1.267  1.369  1.477  1.594  1.718 

 9  1.094  1.195  1.305  1.423  1.551  1.689  1.838 

 10  1.105  1.219  1.344  1.480  1.629  1.791  1.967 

 11  1.116  1.243  1.384  1.539  1.710  1.898  2.105 

 12  1.127  1.268  1.426  1.601  1.796  2.012  2.252 

 13  1.138  1.294  1.469  1.665  1.886  2.133  2.410 

 14  1.149  1.319  1.513  1.732  1.980  2.261  2.579 

 15  1.161  1.346  1.558  1.801  2.079  2.397  2.759 

 16  1.173  1.373  1.605  1.873  2.183  2.540  2.952 

 17  1.184  1.400  1.653  1.948  2.292  2.693  3.159 

 18  1.196  1.428  1.702  2.026  2.407  2.854  3.380 

 19  1.208  1.457  1.754  2.107  2.527  3.026  3.617 

 20  1.220  1.486  1.806  2.191  2.653  3.207  3.870 
 21  1.232  1.516  1.860  2.279  2.786  3.400  4.141 

 22  1.245  1.546  1.916  2.370  2.925  3.604  4.430 

 23  1.257  1.577  1.974  2.465  3.072  3.820  4.741 

 24  1.270  1.608  2.033  2.563  3.225  4.049  5.072 

 25  1.282  1.641  2.094  2.666  3.386  4.292  5.427 

 26  1.295  1.673  2.157  2.772  3.556  4.549  5.807 

 27  1.308  1.707  2.221  2.883  3.733  4.822  6.214 

 28  1.321  1.741  2.288  2.999  3.920  5.112  6.649 

 29  1.335  1.776  2.357  3.119  4.116  5.418  7.114 

 30  1.348  1.811  2.427  3.243  4.322  5.743  7.612 

 31  1.361  1.848  2.500  3.373  4.538  6.088  8.145 

 32  1.375  1.885  2.575  3.508  4.765  6.453  8.715 

 33  1.389  1.922  2.652  3.648  5.003  6.841  9.325 

 34  1.403  1.961  2.732  3.794  5.253  7.251  9.978 

 35  1.417  2.000  2.814  3.946  5.516  7.686  10.677 

 36  1.431  2.040  2.898  4.104  5.792  8.147  11.424 

 37  1.445  2.081  2.985  4.268  6.081  8.636  12.224 

 38  1.460  2.122  3.075  4.439  6.385  9.154  13.079 

 39  1.474  2.165  3.167  4.616  6.705  9.704  13.995 

 40  1.489  2.208  3.262  4.801  7.040  10.286  14.974 

 41  1.504  2.252  3.360  4.993  7.392  10.903  16.023 

 42  1.519  2.297  3.461  5.193  7.762  11.557  17.144 

 43  1.534  2.343  3.565  5.400  8.150  12.250  18.344 

 44  1.549  2.390  3.671  5.617  8.557  12.985  19.628 

 45  1.565  2.438  3.782  5.841  8.985  13.765  21.002 
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 Year  8%  9%  10%  12%  15%  20%  25% 

1  1.080  1.090  1.100  1.120  1.150  1.200  1.250 

2  1.166  1.188  1.210  1.254  1.323  1.440  1.563 

3  1.260  1.295  1.331  1.405  1.521  1.728  1.953 

4  1.360  1.412  1.464  1.574  1.749  2.074  2.441 

5  1.469  1.539  1.611  1.762  2.011  2.488  3.052 

6  1.587  1.677  1.772  1.974  2.313  2.986  3.815 

7  1.714  1.828  1.949  2.211  2.660  3.583  4.768 

8  1.851  1.993  2.144  2.476  3.059  4.300  5.960 

9  1.999  2.172  2.358  2.773  3.518  5.160  7.451 

10  2.159  2.367  2.594  3.106  4.046  6.192  9.313 

11  2.332  2.580  2.853  3.479  4.652  7.430  11.642 

12  2.518  2.813  3.138  3.896  5.350  8.916  14.552 

13  2.720  3.066  3.452  4.363  6.153  10.699  18.190 

14  2.937  3.342  3.797  4.887  7.076  12.839  22.737 

15  3.172  3.642  4.177  5.474  8.137  15.407  28.422 

16  3.426  3.970  4.595  6.130  9.358  18.488  35.527 

17  3.700  4.328  5.054  6.866  10.761  22.186  44.409 

18  3.996  4.717  5.560  7.690  12.375  26.623  55.511 

19  4.316  5.142  6.116  8.613  14.232  31.948  69.389 

20  4.661  5.604  6.727  9.646  16.367  38.338  86.736 

21  5.034  6.109  7.400  10.804  18.822  46.005  108.420 

22  5.437  6.659  8.140  12.100  21.645  55.206  135.525 

23  5.871  7.258  8.954  13.552  24.891  66.247  169.407 

24  6.341  7.911  9.850  15.179  28.625  79.497  211.758 

25  6.848  8.623  10.835  17.000  32.919  95.396  264.698 

26  7.396  9.399  11.918  19.040  37.857  114.475  330.872 

27  7.988  10.245  13.110  21.325  43.535  137.371  413.590 

28  8.627  11.167  14.421  23.884  50.066  164.845  516.988 

29  9.317  12.172  15.863  26.750  57.575  197.814  646.235 

30  10.063  13.268  17.449  29.960  66.212  237.376  807.794 

31  10.868  14.462  19.194  33.555  76.144  284.852  1,009.742 

32  11.737  15.763  21.114  37.582  87.565  341.822  1,262.177 

33  12.676  17.182  23.225  42.092  100.700  410.186  1,577.722 

34  13.690  18.728  25.548  47.143  115.805  492.224  1,972.152 

35  14.785  20.414  28.102  52.800  133.176  590.668  2,465.190 

36  15.968  22.251  30.913  59.136  153.152  708.802  3,081.488 

37  17.246  24.254  34.004  66.232  176.125  850.562  3,851.860 

38  18.625  26.437  37.404  74.180  202.543  1,020.675  4,814.825 

39  20.115  28.816  41.145  83.081  232.925  1,224.810  6,018.531 

40  21.725  31.409  45.259  93.051  267.864  1,469.772  7,523.164 

41  23.462  34.236  49.785  104.217  308.043  1,763.726  9,403.955 

42  25.339  37.318  54.764  116.723  354.250  2,116.471  11,754.944 

43  27.367  40.676  60.240  130.730  407.387  2,539.765  14,693.679 

44  29.556  44.337  66.264  146.418  468.495  3,047.718  18,367.099 

45  31.920  48.327  72.890  163.988  538.769  3,657.262  22,958.874 

The purpose of this table is to determine the future dollars you will have based on your investment today over a period of time at an 

assumed interest rate (rate of return).

Insert Your Calculation

% Step 1 Insert your expected annual return on your investment.

Step 2 Insert the amount of years of your investment.

Step 3

From the table identify correct interest column and insert result for row that has 

correct number of years and insert the factor at left.

$ Step 4 Insert your investment amount today.

$ Step 5 Multiply factor in step 3 times step 4 amount. This is your future dollars.

Exhibit 11.2 Future Value (FV) Factors of a Sum Certain
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 Exhibit 11.3  Future Value (FV) of an Annuity Factor  

 The purpose of this table is to determine the future dollars you will have based on your annual investment over a period of time at an 

assumed interest rate (rate of return). 

 Insert    Your Calculation 

 %  Step 1  Insert your expected annual return on your investment. 

 Years  Step 2  Insert the amount of years of your investment. 

   Step 3  From the table identify correct interest column and insert result for row that has 

correct number of years and insert the factor at left. 

 $  Step 4  Insert your annual investment amount. 

 $  Step 5  Multiply factor in step 3 times step 4 amount. This is your future dollars. 

 Year  1%  2%  3%  4%  5%  6%  7% 

 1  1.000  1.000  1.000  1.000  1.000  1.000  1.000 

 2  2.010  2.020  2.030  2.040  2.050  2.060  2.070 

 3  3.030  3.060  3.091  3.122  3.153  3.184  3.215 

 4  4.060  4.122  4.184  4.246  4.310  4.375  4.440 

 5  5.101  5.204  5.309  5.416  5.526  5.637  5.751 

 6  6.152  6.308  6.468  6.633  6.802  6.975  7.153 

 7  7.214  7.434  7.662  7.898  8.142  8.394  8.654 

 8  8.286  8.583  8.892  9.214  9.549  9.897  10.260 

 9  9.369  9.755  10.159  10.583  11.027  11.491  11.978 

 10  10.462  10.950  11.464  12.006  12.578  13.181  13.816 

 11  11.567  12.169  12.808  13.486  14.207  14.972  15.784 

 12  12.683  13.412  14.192  15.026  15.917  16.870  17.888 

 13  13.809  14.680  15.618  16.627  17.713  18.882  20.141 

 14  14.947  15.974  17.086  18.292  19.599  21.015  22.550 

 15  16.097  17.293  18.599  20.024  21.579  23.276  25.129 

 16  17.258  18.639  20.157  21.825  23.657  25.673  27.888 

 17  18.430  20.012  21.762  23.698  25.840  28.213  30.840 

 18  19.615  21.412  23.414  25.645  28.132  30.906  33.999 

 19  20.811  22.841  25.117  27.671  30.539  33.760  37.379 

 20  22.019  24.297  26.870  29.778  33.066  36.786  40.995 

 21  23.239  25.783  28.676  31.969  35.719  39.993  44.865 

 22  24.472  27.299  30.537  34.248  38.505  43.392  49.006 

 23  25.716  28.845  32.453  36.618  41.430  46.996  53.436 

 24  26.973  30.422  34.426  39.083  44.502  50.816  58.177 

 25  28.243  32.030  36.459  41.646  47.727  54.865  63.249 

 26  29.526  33.671  38.553  44.312  51.113  59.156  68.676 

 27  30.821  35.344  40.710  47.084  54.669  63.706  74.484 

 28  32.129  37.051  42.931  49.968  58.403  68.528  80.698 

 29  33.450  38.792  45.219  52.966  62.323  73.640  87.347 

 30  34.785  40.568  47.575  56.085  66.439  79.058  94.461 

 31  36.133  42.379  50.003  59.328  70.761  84.802  102.073 

 32  37.494  44.227  52.503  62.701  75.299  90.890  110.218 

 33  38.869  46.112  55.078  66.210  80.064  97.343  118.933 

 34  40.258  48.034  57.730  69.858  85.067  104.184  128.259 

 35  41.660  49.994  60.462  73.652  90.320  111.435  138.237 

 36  43.077  51.994  63.276  77.598  95.836  119.121  148.913 

 37  44.508  54.034  66.174  81.702  101.628  127.268  160.337 

 38  45.953  56.115  69.159  85.970  107.710  135.904  172.561 

 39  47.412  58.237  72.234  90.409  114.095  145.058  185.640 

 40  48.886  60.402  75.401  95.026  120.800  154.762  199.635 

 41  50.375  62.610  78.663  99.827  127.840  165.048  214.610 

 42  51.879  64.862  82.023  104.820  135.232  175.951  230.632 

 43  53.398  67.159  85.484  110.012  142.993  187.508  247.776 

 44  54.932  69.503  89.048  115.413  151.143  199.758  266.121 

 45  56.481  71.893  92.720  121.029  159.700  212.744  285.749 
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 Year  8%  9%  10%  12%  15%  20%  25% 

1  1.000  1.000  1.000  1.000  1.000  1.000  1.000 

2  2.080  2.090  2.100  2.120  2.150  2.200  2.250 

3  3.246  3.278  3.310  3.374  3.473  3.640  3.813 

4  4.506  4.573  4.641  4.779  4.993  5.368  5.766 

5  5.867  5.985  6.105  6.353  6.742  7.442  8.207 

6  7.336  7.523  7.716  8.115  8.754  9.930  11.259 

7  8.923  9.200  9.487  10.089  11.067  12.916  15.073 

8  10.637  11.028  11.436  12.300  13.727  16.499  19.842 

9  12.488  13.021  13.579  14.776  16.786  20.799  25.802 

10  14.487  15.193  15.937  17.549  20.304  25.959  33.253 

11  16.645  17.560  18.531  20.655  24.349  32.150  42.566 

12  18.977  20.141  21.384  24.133  29.002  39.581  54.208 

13  21.495  22.953  24.523  28.029  34.352  48.497  68.760 

14  24.215  26.019  27.975  32.393  40.505  59.196  86.949 

15  27.152  29.361  31.772  37.280  47.580  72.035  109.687 

16  30.324  33.003  35.950  42.753  55.717  87.442  138.109 

17  33.750  36.974  40.545  48.884  65.075  105.931  173.636 

18  37.450  41.301  45.599  55.750  75.836  128.117  218.045 

19  41.446  46.018  51.159  63.440  88.212  154.740  273.556 

20  45.762  51.160  57.275  72.052  102.444  186.688  342.945 

21  50.423  56.765  64.002  81.699  118.810  225.026  429.681 

22  55.457  62.873  71.403  92.503  137.632  271.031  538.101 

23  60.893  69.532  79.543  104.603  159.276  326.237  673.626 

24  66.765  76.790  88.497  118.155  184.168  392.484  843.033 

25  73.106  84.701  98.347  133.334  212.793  471.981  1,054.791 

26  79.954  93.324  109.182  150.334  245.712  567.377  1,319.489 

27  87.351  102.723  121.100  169.374  283.569  681.853  1,650.361 

28  95.339  112.968  134.210  190.699  327.104  819.223  2,063.952 

29  103.966  124.135  148.631  214.583  377.170  984.068  2,580.939 

30  113.283  136.308  164.494  241.333  434.745  1,181.882  3,227.174 

31  123.346  149.575  181.943  271.293  500.957  1,419.258  4,034.968 

32  134.214  164.037  201.138  304.848  577.100  1,704.109  5,044.710 

33  145.951  179.800  222.252  342.429  664.666  2,045.931  6,306.887 

34  158.627  196.982  245.477  384.521  765.365  2,456.118  7,884.609 

35  172.317  215.711  271.024  431.663  881.170  2,948.341  9,856.761 

36  187.102  236.125  299.127  484.463  1,014.346  3,539.009  12,321.952 

37  203.070  258.376  330.039  543.599  1,167.498  4,247.811  15,403.440 

38  220.316  282.630  364.043  609.831  1,343.622  5,098.373  19,255.299 

39  238.941  309.066  401.448  684.010  1,546.165  6,119.048  24,070.124 

40  259.057  337.882  442.593  767.091  1,779.090  7,343.858  30,088.655 

41  280.781  369.292  487.852  860.142  2,046.954  8,813.629  37,611.819 

42  304.244  403.528  537.637  964.359  2,354.997  10,577.355  47,015.774 

43  329.583  440.846  592.401  1,081.083  2,709.246  12,693.826  58,770.718 

44  356.950  481.522  652.641  1,211.813  3,116.633  15,233.592  73,464.397 

45  386.506  525.859  718.905  1,358.230  3,585.128  18,281.310  91,831.496 

The purpose of this table is to determine the future dollars you will have based on your annual investment over a period of time at an 

assumed interest rate (rate of return).

Insert Your Calculation

% Step 1 Insert your expected annual return on your investment.

Years Step 2 Insert the amount of years of your investment.

Step 3 From the table identify correct interest column and insert result for row that has 

correct number of years and insert the factor at left.

$ Step 4 Insert your annual investment amount.

$ Step 5 Multiply factor in step 3 times step 4 amount. This is your future dollars.

Exhibit 11.3 Future Value (FV) of an Annuity Factor
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the year column to 25 years, and then going across to the 5 percent 
column per year to obtain the factor of 47.727. You then take the 
annual investment of $5,000 and you multiply it by the FV annuity 
factor of 47.727 percent ($5,000 × 47.727) = $238,635. 

 For comparison purposes, if you take all of the same assump-
tions but are fortunate enough to generate a 10 percent return 
on your money, you would end up with $491,735 after the same 
25-year period. Look at page 2 of Exhibit    11.3  ; the cross section 
of 25 years at 10 percent gives you a FV annuity factor of 98.347 
percent. This additional 5 percent return on your money over a 
25-year period with compounding would result in an additional 
$253,100 of earnings. This example highlights the importance of 
trying to generate the highest possible rate of return within your 
risk tolerance over the long run. 

    Present Value (PV) Factor of a Sum Certain 

 The Present Value (PV) factor of a Sum Certain will determine 
the current value of a single sum to be paid at a specifi ed date 
in the future if the amount invested earns a specifi ed interest rate 
(rate of return) with compounding each period. Please refer to 
Exhibit    11.4  , Present Value Factors of a Sum Certain, as I take you 
through this example. The purpose of this table is to determine 
the  present investment  needed for a future amount of dollars over a 
period of time at an assumed interest rate (rate of return). 

  For example, if you wanted $100,000 in 20 years, how much 
would you need to invest today at a 5 percent interest rate (rate of 
return) per year? The way you would determine this is by looking 
at Exhibit    11.4  , going down the year column to 20 years, and then 
going across to the 5 percent column per year to obtain the factor 
of 0.37689. You then take the future amount of dollars needed of 
$100,000 and you multiply it by the PV factor of 0.37689 percent 
($100,000 × 0.37689) = $37,689. Therefore, if you would like to 
have $100,000 in 20 years and expect to earn a 5 percent return on 
your money, you would need to invest $37,689 today. 

 We can verify and cross-check this calculation by using the FV 
factors from Exhibit    11.2  . If you now look back to Exhibit    11.2  , 
year 20, rate of return 5 percent, you will come up with a FV fac-
tor of 2.653 percent. If you take the $37,689 and multiply this FV 
factor of 2.653, you come up with the same $100,000 with a small 
rounding difference. This not only verifi es and confi rms these 
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calculations, but also proves that the PV and FV factors have an 
inverse relationship to one another. 

 It is important to note that the PV factor is used to fi nd the PV of 
a future payment, by discounting them at some specifi c rate and this 
factor is always less than one. In contrast to the FV factor, which is 
used to fi nd the FV of a present amount, it is always greater than one 

    Present Value (PV) of an Annuity Factor 

 The Present Value (PV) of an annuity factor will determine the cur-
rent value of a stream of equal payments made at regular intervals 
over a specifi ed period of time if the amount invested earns a speci-
fi ed interest rate (rate of return) with compounding each period. 
Please refer to Exhibit    11.5  , Present Value on an Annuity Factor, 
as I take you through this example. The purpose of this table is 
to determine the present investment needed to have  equal future 
annual cash receipts  over a period of time at an assumed interest rate 
(rate of return). 

  For example, if you wanted to receive $25,000 annually for 25 
years, how much would you need to invest today with a 4 percent 
interest rate (rate of return)? The way you would determine this is 
by looking at Exhibit    11.5  , going down the year column to 25 years, 
and then going across to the 4 percent column per year to obtain 
the factor of 15.62208. You then take the amount you want to 
receive annually $25,000 and you multiply it by the PV annuity fac-
tor of 15.62208 percent ($25,000 × 15.62208) = $390,552. There-
fore, if you would like to receive $25,000 per year over the next 25 
years and expect to earn a 4 percent return on your money, you 
would need to have $390,552 today. 

 For comparison purposes, if you take all of the same assump-
tions but are fortunate enough to generate a 10 percent return 
on your money, you would only need $226,926. Look at page 2 of 
Exhibit    11.5  , the cross section of 25 years at 10 percent gives you 
a PV annuity factor of 9.07704 percent. This additional 6 percent 
return on your money over a 25-year period with compounding 
would allow you to receive the same $25,000 annual annuity pay-
ment, with an investment of $226,926. This means you would be 
able to invest $163,626 ($390,552 less $226,926) less today and still 
manage to generate the same annual annuity payment. This exam-
ple highlights the importance of trying to generate the highest pos-
sible rate of return within your risk tolerance over the long run. 
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 Exhibit 11.4  Present Value (PV) Factor of a Sum Certain  

 The purpose of this table is to determine the present investment needed for a future amount of dollars over a period of time at an 

assumed interest rate (rate of return). 

 Insert    Your Calculation 

 %  Step 1  Insert your expected annual return on your investment. 

 Years  Step 2  Insert the amount of years of your investment. 

   Step 3  From the table identify correct interest column and insert result for row that has 

correct number of years and insert the factor at left. 

 $  Step 4  Insert your future investment amount. 

 $  Step 5  Multiply factor in step 3 times step 4 amount. This is your present value. 

 Year  1%  2%  3%  4%  5%  6%  7% 

 1  0.99010  0.98039  0.97087  0.96154  0.95238  0.94340  0.93458 

 2  0.98030  0.96117  0.94260  0.92456  0.90703  0.89000  0.87344 

 3  0.97059  0.94232  0.91514  0.88900  0.86384  0.83962  0.81630 

 4  0.96098  0.92385  0.88849  0.85480  0.82270  0.79209  0.76290 

 5  0.95147  0.90573  0.86261  0.82193  0.78353  0.74726  0.71299 

 6  0.94205  0.88797  0.83748  0.79031  0.74622  0.70496  0.66634 

 7  0.93272  0.87056  0.81309  0.75992  0.71068  0.66506  0.62275 

 8  0.92348  0.85349  0.78941  0.73069  0.67684  0.62741  0.58201 

 9  0.91434  0.83676  0.76642  0.70259  0.64461  0.59190  0.54393 

 10  0.90529  0.82035  0.74409  0.67556  0.61391  0.55839  0.50835 

 11  0.89632  0.80426  0.72242  0.64958  0.58468  0.52679  0.47509 

 12  0.88745  0.78849  0.70138  0.62460  0.55684  0.49697  0.44401 

 13  0.87866  0.77303  0.68095  0.60057  0.53032  0.46884  0.41496 

 14  0.86996  0.75788  0.66112  0.57748  0.50507  0.44230  0.38782 

 15  0.86135  0.74301  0.64186  0.55526  0.48102  0.41727  0.36245 

 16  0.85282  0.72845  0.62317  0.53391  0.45811  0.39365  0.33873 

 17  0.84438  0.71416  0.60502  0.51337  0.43630  0.37136  0.31657 

 18  0.83602  0.70016  0.58739  0.49363  0.41552  0.35034  0.29586 

 19  0.82774  0.68643  0.57029  0.47464  0.39573  0.33051  0.27651 

 20  0.81954  0.67297  0.55368  0.45639  0.37689  0.31180  0.25842 

 21  0.81143  0.65978  0.53755  0.43883  0.35894  0.29416  0.24151 

 22  0.80340  0.64684  0.52189  0.42196  0.34185  0.27751  0.22571 

 23  0.79544  0.63416  0.50669  0.40573  0.32557  0.26180  0.21095 

 24  0.78757  0.62172  0.49193  0.39012  0.31007  0.24698  0.19715 

 25  0.77977  0.60953  0.47761  0.37512  0.29530  0.23300  0.18425 

 26  0.77205  0.59758  0.46369  0.36069  0.28124  0.21981  0.17220 

 27  0.76440  0.58586  0.45019  0.34682  0.26785  0.20737  0.16093 

 28  0.75684  0.57437  0.43708  0.33348  0.25509  0.19563  0.15040 

 29  0.74934  0.56311  0.42435  0.32065  0.24295  0.18456  0.14056 

 30  0.74192  0.55207  0.41199  0.30832  0.23138  0.17411  0.13137 

 31  0.73458  0.54125  0.39999  0.29646  0.22036  0.16425  0.12277 

 32  0.72730  0.53063  0.38834  0.28506  0.20987  0.15496  0.11474 

 33  0.72010  0.52023  0.37703  0.27409  0.19987  0.14619  0.10723 

 34  0.71297  0.51003  0.36604  0.26355  0.19035  0.13791  0.10022 

 35  0.70591  0.50003  0.35538  0.25342  0.18129  0.13011  0.09366 

 36  0.69892  0.49022  0.34503  0.24367  0.17266  0.12274  0.08754 

 37  0.69200  0.48061  0.33498  0.23430  0.16444  0.11579  0.08181 

 38  0.68515  0.47119  0.32523  0.22529  0.15661  0.10924  0.07646 

 39  0.67837  0.46195  0.31575  0.21662  0.14915  0.10306  0.07146 

 40  0.67165  0.45289  0.30656  0.20829  0.14205  0.09722  0.06678 

 41  0.66500  0.44401  0.29763  0.20028  0.13528  0.09172  0.06241 

 42  0.65842  0.43530  0.28896  0.19257  0.12884  0.08653  0.05833 

 43  0.65190  0.42677  0.28054  0.18517  0.12270  0.08163  0.05451 

 44  0.64545  0.41840  0.27237  0.17805  0.11686  0.07701  0.05095 

 45  0.63905  0.41020  0.26444  0.17120  0.11130  0.07265  0.04761 
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 Year  8%  9%  10%  12%  15%  20%  25% 

1  0.92593  0.91743  0.90909  0.89286  0.86957  0.83333  0.80000 

2  0.85734  0.84168  0.82645  0.79719  0.75614  0.69444  0.64000 

3  0.79383  0.77218  0.75131  0.71178  0.65752  0.57870  0.51200 

4  0.73503  0.70843  0.68301  0.63552  0.57175  0.48225  0.40960 

5  0.68058  0.64993  0.62092  0.56743  0.49718  0.40188  0.32768 

6  0.63017  0.59627  0.56447  0.50663  0.43233  0.33490  0.26214 

7  0.58349  0.54703  0.51316  0.45235  0.37594  0.27908  0.20972 

8  0.54027  0.50187  0.46651  0.40388  0.32690  0.23257  0.16777 

9  0.50025  0.46043  0.42410  0.36061  0.28426  0.19381  0.13422 

10  0.46319  0.42241  0.38554  0.32197  0.24718  0.16151  0.10737 

11  0.42888  0.38753  0.35049  0.28748  0.21494  0.13459  0.08590 

12  0.39711  0.35553  0.31863  0.25668  0.18691  0.11216  0.06872 

13  0.36770  0.32618  0.28966  0.22917  0.16253  0.09346  0.05498 

14  0.34046  0.29925  0.26333  0.20462  0.14133  0.07789  0.04398 

15  0.31524  0.27454  0.23939  0.18270  0.12289  0.06491  0.03518 

16  0.29189  0.25187  0.21763  0.16312  0.10686  0.05409  0.02815 

17  0.27027  0.23107  0.19784  0.14564  0.09293  0.04507  0.02252 

18  0.25025  0.21199  0.17986  0.13004  0.08081  0.03756  0.01801 

19  0.23171  0.19449  0.16351  0.11611  0.07027  0.03130  0.01441 

20  0.21455  0.17843  0.14864  0.10367  0.06110  0.02608  0.01153 

21  0.19866  0.16370  0.13513  0.09256  0.05313  0.02174  0.00922 

22  0.18394  0.15018  0.12285  0.08264  0.04620  0.01811  0.00738 

23  0.17032  0.13778  0.11168  0.07379  0.04017  0.01509  0.00590 

24  0.15770  0.12640  0.10153  0.06588  0.03493  0.01258  0.00472 

25  0.14602  0.11597  0.09230  0.05882  0.03038  0.01048  0.00378 

26  0.13520  0.10639  0.08391  0.05252  0.02642  0.00874  0.00302 

27  0.12519  0.09761  0.07628  0.04689  0.02297  0.00728  0.00242 

28  0.11591  0.08955  0.06934  0.04187  0.01997  0.00607  0.00193 

29  0.10733  0.08215  0.06304  0.03738  0.01737  0.00506  0.00155 

30  0.09938  0.07537  0.05731  0.03338  0.01510  0.00421  0.00124 

31  0.09202  0.06915  0.05210  0.02980  0.01313  0.00351  0.00099 

32  0.08520  0.06344  0.04736  0.02661  0.01142  0.00293  0.00079 

33  0.07889  0.05820  0.04306  0.02376  0.00993  0.00244  0.00063 

34  0.07305  0.05339  0.03914  0.02121  0.00864  0.00203  0.00051 

35  0.06763  0.04899  0.03558  0.01894  0.00751  0.00169  0.00041 

36  0.06262  0.04494  0.03235  0.01691  0.00653  0.00141  0.00032 

37  0.05799  0.04123  0.02941  0.01510  0.00568  0.00118  0.00026 

38  0.05369  0.03783  0.02673  0.01348  0.00494  0.00098  0.00021 

39  0.04971  0.03470  0.02430  0.01204  0.00429  0.00082  0.00017 

40  0.04603  0.03184  0.02209  0.01075  0.00373  0.00068  0.00013 

41  0.04262  0.02921  0.02009  0.00960  0.00325  0.00057  0.00011 

42  0.03946  0.02680  0.01826  0.00857  0.00282  0.00047  0.00009 

43  0.03654  0.02458  0.01660  0.00765  0.00245  0.00039  0.00007 

44  0.03383  0.02255  0.01509  0.00683  0.00213  0.00033  0.00005 

45  0.03133  0.02069  0.01372  0.00610  0.00186  0.00027  0.00004 

The purpose of this table is to determine the present investment needed for a future amount of dollars over a period of time at an 

assumed interest rate (rate of return).

Insert Your Calculation

% Step 1 Insert your expected annual return on your investment.

Years Step 2 Insert the amount of years of your investment.

Step 3 From the table identify correct interest column and insert result for row that has 

correct number of years and insert the factor at left.

$ Step 4 Insert your future investment amount.

$ Step 5 Multiply factor in step 3 times step 4 amount. This is your present value.

Exhibit 11.4 Present Value (PV) Factor of a Sum Certain
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 Exhibit 11.5  Present Value (PV) of an Annuity Factor  

 The purpose of this table is to determine the present investment needed to have equal future annual cash receipts over a period of time at 
an assumed interest rate (rate of return). 

 Insert    Your Calculation 

 %  Step 1  Insert your expected annual return on your investment. 

 Years  Step 2  Insert the amount of years of your investment. 

   Step 3  From the table identify correct interest column and insert result for row that has correct 

number of years and insert the factor at left. 

 $  Step 4  Insert your annual cash receipts you want to receive. 

 $  Step 5  Multiply factor in step 3 times step 4 amount. You need to invest this amount. 

 Year  1%  2%  3%  4%  5%  6%  7% 

 1  0.99010  0.98039  0.97087  0.96154  0.95238  0.94340  0.93458 

 2  1.97040  1.94156  1.91347  1.88609  1.85941  1.83339  1.80802 

 3  2.94099  2.88388  2.82861  2.77509  2.72325  2.67301  2.62432 

 4  3.90197  3.80773  3.71710  3.62990  3.54595  3.46511  3.38721 

 5  4.85343  4.71346  4.57971  4.45182  4.32948  4.21236  4.10020 

 6  5.79548  5.60143  5.41719  5.24214  5.07569  4.91732  4.76654 

 7  6.72819  6.47199  6.23028  6.00205  5.78637  5.58238  5.38929 

 8  7.65168  7.32548  7.01969  6.73274  6.46321  6.20979  5.97130 

 9  8.56602  8.16224  7.78611  7.43533  7.10782  6.80169  6.51523 

 10  9.47130  8.98259  8.53020  8.11090  7.72173  7.36009  7.02358 

 11  10.36763  9.78685  9.25262  8.76048  8.30641  7.88687  7.49867 

 12  11.25508  10.57534  9.95400  9.38507  8.86325  8.38384  7.94269 

 13  12.13374  11.34837  10.63496  9.98565  9.39357  8.85268  8.35765 

 14  13.00370  12.10625  11.29607  10.56312  9.89864  9.29498  8.74547 

 15  13.86505  12.84926  11.93794  11.11839  10.37966  9.71225  9.10791 

 16  14.71787  13.57771  12.56110  11.65230  10.83777  10.10590  9.44665 

 17  15.56225  14.29187  13.16612  12.16567  11.27407  10.47726  9.76322 

 18  16.39827  14.99203  13.75351  12.65930  11.68959  10.82760  10.05909 

 19  17.22601  15.67846  14.32380  13.13394  12.08532  11.15812  10.33560 

 20  18.04555  16.35143  14.87747  13.59033  12.46221  11.46992  10.59401 

 21  18.85698  17.01121  15.41502  14.02916  12.82115  11.76408  10.83553 

 22  19.66038  17.65805  15.93692  14.45112  13.16300  12.04158  11.06124 

 23  20.45582  18.29220  16.44361  14.85684  13.48857  12.30338  11.27219 

 24  21.24339  18.91393  16.93554  15.24696  13.79864  12.55036  11.46933 

 25  22.02316  19.52346  17.41315  15.62208  14.09394  12.78336  11.65358 

 26  22.79520  20.12104  17.87684  15.98277  14.37519  13.00317  11.82578 

 27  23.55961  20.70690  18.32703  16.32959  14.64303  13.21053  11.98671 

 28  24.31644  21.28127  18.76411  16.66306  14.89813  13.40616  12.13711 

 29  25.06579  21.84438  19.18845  16.98371  15.14107  13.59072  12.27767 

 30  25.80771  22.39646  19.60044  17.29203  15.37245  13.76483  12.40904 

 31  26.54229  22.93770  20.00043  17.58849  15.59281  13.92909  12.53181 

 32  27.26959  23.46833  20.38877  17.87355  15.80268  14.08404  12.64656 

 33  27.98969  23.98856  20.76579  18.14765  16.00255  14.23023  12.75379 

 34  28.70267  24.49859  21.13184  18.41120  16.19290  14.36814  12.85401 

 35  29.40858  24.99862  21.48722  18.66461  16.37419  14.49825  12.94767 

 36  30.10751  25.48884  21.83225  18.90828  16.54685  14.62099  13.03521 

 37  30.79951  25.96945  22.16724  19.14258  16.71129  14.73678  13.11702 

 38  31.48466  26.44064  22.49246  19.36786  16.86789  14.84602  13.19347 

 39  32.16303  26.90259  22.80822  19.58448  17.01704  14.94907  13.26493 

 40  32.83469  27.35548  23.11477  19.79277  17.15909  15.04630  13.33171 

 41  33.49969  27.79949  23.41240  19.99305  17.29437  15.13802  13.39412 

 42  34.15811  28.23479  23.70136  20.18563  17.42321  15.22454  13.45245 

 43  34.81001  28.66156  23.98190  20.37079  17.54591  15.30617  13.50696 

 44  35.45545  29.07996  24.25427  20.54884  17.66277  15.38318  13.55791 

 45  36.09451  29.49016  24.51871  20.72004  17.77407  15.45583  13.60552 
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 Year  8%  9%  10%  12%  15%  20%  25% 

1  0.92593  0.91743  0.90909  0.89286  0.86957  0.83333  0.80000 

2  1.78326  1.75911  1.73554  1.69005  1.62571  1.52778  1.44000 

3  2.57710  2.53129  2.48685  2.40183  2.28323  2.10648  1.95200 

4  3.31213  3.23972  3.16987  3.03735  2.85498  2.58873  2.36160 

5  3.99271  3.88965  3.79079  3.60478  3.35216  2.99061  2.68928 

6  4.62288  4.48592  4.35526  4.11141  3.78448  3.32551  2.95142 

7  5.20637  5.03295  4.86842  4.56376  4.16042  3.60459  3.16114 

8  5.74664  5.53482  5.33493  4.96764  4.48732  3.83716  3.32891 

9  6.24689  5.99525  5.75902  5.32825  4.77158  4.03097  3.46313 

10  6.71008  6.41766  6.14457  5.65022  5.01877  4.19247  3.57050 

11  7.13896  6.80519  6.49506  5.93770  5.23371  4.32706  3.65640 

12  7.53608  7.16073  6.81369  6.19437  5.42062  4.43922  3.72512 

13  7.90378  7.48690  7.10336  6.42355  5.58315  4.53268  3.78010 

14  8.24424  7.78615  7.36669  6.62817  5.72448  4.61057  3.82408 

15  8.55948  8.06069  7.60608  6.81086  5.84737  4.67547  3.85926 

16  8.85137  8.31256  7.82371  6.97399  5.95423  4.72956  3.88741 

17  9.12164  8.54363  8.02155  7.11963  6.04716  4.77463  3.90993 

18  9.37189  8.75563  8.20141  7.24967  6.12797  4.81219  3.92794 

19  9.60360  8.95011  8.36492  7.36578  6.19823  4.84350  3.94235 

20  9.81815  9.12855  8.51356  7.46944  6.25933  4.86958  3.95388 

21  10.01680  9.29224  8.64869  7.56200  6.31246  4.89132  3.96311 

22  10.20074  9.44243  8.77154  7.64465  6.35866  4.90943  3.97049 

23  10.37106  9.58021  8.88322  7.71843  6.39884  4.92453  3.97639 

24  10.52876  9.70661  8.98474  7.78432  6.43377  4.93710  3.98111 

25  10.67478  9.82258  9.07704  7.84314  6.46415  4.94759  3.98489 

26  10.80998  9.92897  9.16095  7.89566  6.49056  4.95632  3.98791 

27  10.93516  10.02658  9.23722  7.94255  6.51353  4.96360  3.99033 

28  11.05108  10.11613  9.30657  7.98442  6.53351  4.96967  3.99226 

29  11.15841  10.19828  9.36961  8.02181  6.55088  4.97472  3.99381 

30  11.25778  10.27365  9.42691  8.05518  6.56598  4.97894  3.99505 

31  11.34980  10.34280  9.47901  8.08499  6.57911  4.98245  3.99604 

32  11.43500  10.40624  9.52638  8.11159  6.59053  4.98537  3.99683 

33  11.51389  10.46444  9.56943  8.13535  6.60046  4.98781  3.99746 

34  11.58693  10.51784  9.60857  8.15656  6.60910  4.98984  3.99797 

35  11.65457  10.56682  9.64416  8.17550  6.61661  4.99154  3.99838 

36  11.71719  10.61176  9.67651  8.19241  6.62314  4.99295  3.99870 

37  11.77518  10.65299  9.70592  8.20751  6.62881  4.99412  3.99896 

38  11.82887  10.69082  9.73265  8.22099  6.63375  4.99510  3.99917 

39  11.87858  10.72552  9.75696  8.23303  6.63805  4.99592  3.99934 

40  11.92461  10.75736  9.77905  8.24378  6.64178  4.99660  3.99947 

41  11.96723  10.78657  9.79914  8.25337  6.64502  4.99717  3.99957 

42  12.00670  10.81337  9.81740  8.26194  6.64785  4.99764  3.99966 

43  12.04324  10.83795  9.83400  8.26959  6.65030  4.99803  3.99973 

44  12.07707  10.86051  9.84909  8.27642  6.65244  4.99836  3.99978 

45  12.10840  10.88120  9.86281  8.28252  6.65429  4.99863  3.99983 

The purpose of this table is to determine the present investment needed to have equal future annual cash receipts over a period of time at 
an assumed interest rate (rate of return).

Insert Your Calculation

% Step 1 Insert your expected annual return on your investment.

Years Step 2 Insert the amount of years of your investment.

Step 3 From the table identify correct interest column and insert result for row that has correct 

number of years and insert the factor at left.

$ Step 4 Insert your annual cash receipts you want to receive.

$ Step 5 Multiply factor in step 3 times step 4 amount. You need to invest this amount.

Exhibit 11.5 Present Value (PV) of an Annuity Factor
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    Summing Up 

 Having a solid understanding of the tables in this chapter is 
essential to calculating and budgeting your way to fi nancial inde-
pendence. With the time value of money and the power of com-
pounding, you can map out your own formula to fi nancial success. 
These tables will provide you with the answers to the following 
essential questions:

    1.  How much will my current investment account be worth (see 
Exhibit    11.2  ) based on an assumed rate of return at a par-
ticular point in time (your  point X )? 

   2.  If I invest a fixed amount annually, how much will it be worth 
(see Exhibit    11.3  ) based on assumed rate of return at a par-
ticular point in time (your  point X )? 

   3.  How much will I need to invest today (see Exhibit    11.4  ) 
based on an assumed rate of return so that I can have a cer-
tain amount of dollars at a future date (your  point X )? 

   4.  How much will I need to accumulate (see Exhibit    11.5  ) in 
my investment account based on an assumed rate of return 
so that I can receive an annual annuity payment starting at a 
particular point in time ( point X ) for a fixed number of years?   

 The answers to these four essential questions are found in 
Exhibits    11.2   through    11.5  . I recommend you reread this section 
until you have a full understanding of how these numbers work. 
Also use a number of “what-if ” scenarios and test these tables to 
answer these questions for your particular facts and circumstances. 
These tables and calculations are an essential tool in Chapter    8    , 
Planning for Retirement, and, of course, in planning and determin-
ing your very own fi nancial independence— point X . 
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      Selecting a Trusted Advisor 

                                    Perhaps one of the most important decisions you will need to 
make in your pursuit to fi nancial independence is the selection of 
a trusted advisor. This trusted advisor will be your life coach, who 
will be there for you during good times and bad times and whose 
primary goal will be to help you achieve your long-term fi nancial 
objectives. This trusted advisor should be a fi nancial planner who 
can analyze your fi nancial status and assist you in setting up and 
implementing a fi nancial program to achieve your ultimate goal 
of fi nancial independence. Developing a close relationship is criti-
cal to your overall success because your advisor should understand 
you and have a clear picture of your fi nancial goals and dreams. 
This trusted advisor and his or her team must be able to provide 
you with comprehensive wealth management services that include 
fi nancial planning, tax preparation and planning, investment 
advising, risk management, education planning, retirement plan-
ning, and estate planning services. 

 The best place to start is by asking your friends and fam-
ily if they can recommend a trusted advisor with whom they have 
worked well. Before meeting with fi nancial planners, you should do 
some research about their backgrounds, including their education 
and other relevant credentials. A good place to start would be visit-
ing their websites, and then the licensing board website for what-
ever credentials they hold. 
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 You should meet and interview a few fi nancial planners who 
can meet your needs. When meeting with them, consider the fol-
lowing 10 questions:

    1.  Do you have confidence in the person who referred you to 
this advisor? 

   2.  What education and credentials does this advisor hold to 
make him or her qualified to advise you? (Read through 
the qualifications of trusted advisors listed below and decide 
what is most important to you.) 

   3.  What is the compensation model for the advice and service: 
fee-based, hourly, or commission? (Fee-based is a percentage 
of your money under management; hourly is based on time 
charges; and commission is transaction based.) 

   4.  What are the financial advisor ’s areas of expertise and does 
this line up well with your needs? (Wealth management 
issues go hand in hand with the areas of expertise.) 

   5.  What standard of care will this advisor be held to, fiduciary 
or a suitability standard? (These terms are described in the 
next section.) 

   6.  What is the extent of services that will be provided: is it trans-
actional or is it truly a trusted advisor relationship? ( Transac-
tional  means compensation is based on commissions.) 

   7.  Is the financial decision-making customized to you or does 
the advisor take a one-size-fits-all approach? One-size-fits-all is 
not appropriate. An 18-year-old person ’s goals and risk toler-
ance are much different from an 80-year-old retiree ’s. 

   8.  Does the financial advisor provide tax advisory services such 
as tax planning and preparation that are integrated into your 
overall financial planning? 

   9.  What is the organizational structure of the advisor ’s firm: 
will you be dealing directly with the same advisor or a junior 
member of the team? 

   10.  What is the financial advisor ’s philosophy and approach to 
handling risk: Does this advisor make you comfortable?   

 There are more than 100 designations, or credentials, in the 
fi nancial service industry, with many more being created each year. 
It is very important to understand the difference between these des-
ignations so that you can narrow down your search to those who 
are the most qualifi ed and suitable to meet your needs. In this 
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appendix, I provide you with a description of the designations that 
in my opinion are most respected and recognized in the fi nancial 
industry. I have subdivided these into the following categories: 
fi nancial planners, tax advisors, investment advisors, insurance advi-
sors, and attorneys. 

   The Difference between Suitability and Fiduciary Standards 

 The  suitability standard  requires a client to receive recommenda-
tions that are suitable, or appropriate, to the individual ’s particular 
circumstances. Under the suitability standard, fi nancial profession-
als are not required to put the client ’s best interests fi rst. Financial 
professionals are also not obligated to disclose confl icts of inter-
est. This standard is less rigorous than the  fi duciary standard , which 
requires fi nancial professionals to act in the best interests of their 
clients. They are required to disclose confl icts of interest. The fi du-
ciary standard also requires that fi nancial professionals do not max-
imize their own compensation ahead of their clients’ best interests. 

 The fi duciary standard only applies to certain fi nancial pro-
fessionals and industries. There is a big movement for securities 
sales people (such as fi nancial advisors and insurance agents) to 
be required to be subject to this higher standard. When evaluat-
ing who you should rely on to guide you through your life journey 
of fi nancial independence, selecting the proper trusted advisor is 
critically important. When evaluating your choices of advisors, you 
should ask to what standard they are being held. 

   Financial Planners 

 The title  fi nancial planner  frequently refers to a fi nancial advisor who 
develops and implements a comprehensive wealth-management 
plan based on your needs analysis, which includes your long-term 
fi nancial goals, together with issues pertaining to investments, estate 
planning, tax planning, risk management, education planning, and 
debt management. Many fi nancial service providers refer to them-
selves as  fi nancial planners,  but quite often, they do not consider a 
client ’s overall fi nancial situation. A true fi nancial planner should 
address all of these issues because they are interrelated, and quite 
often, how you deal with one will have a direct effect on the oth-
ers. When choosing a fi nancial planner, make sure you are receiving 
comprehensive service and not simply being sold on one particular 
product or service. 

bapp01.indd 303bapp01.indd   303 26/02/13 11:43 AM26/02/13   11:43 AM



304 Appendix A

  Certified Financial Planner™ (CFP®) 

 Certifi ed Financial Planner™ (CFP®) is perhaps the most widely rec-
ognized credential in the fi nancial planning industry. These advisors 
must pass a comprehensive fi nancial planning exam and the rigorous 
certifi cation requirements that are administered by the CFP board. 
Upon passing this painstaking two-day exam, prospective CFP® can-
didates must also complete at least three years of professional expe-
rience and earn a bachelor ’s degree in order to obtain the CFP® 
designation. The academic requirements for certifi cation include 
courses covering insurance, estate, retirement, education, tax, and 
investment planning, as well as ethics and the fi nancial planning 
process. CFPs must abide by a code of ethics that includes adhering 
to a fi duciary standard as well as complying with specifi c practice 
principles. Most Certifi ed Financial Planners™ are also investment 
advisors, but not all investment advisors are Certifi ed Financial Plan-
ners™. Financial planners may be fee-only or fee-based .

   Chartered Financial Consultant® (ChFC®) 

 The Chartered Financial Consultant® (ChFC®) designation was origi-
nally created by the  life insurance  industry. The ChFC® designation 
requires the same core courses as the CFP® designation, plus two 
additional elective courses that tend to focus on general  fi nancial 
planning  issues. There is no comprehensive board exam required for 
this credential. The ChFC® designations are granted by The Ameri-
can College. Those who earn this designation are considered knowl-
edgeable in fi nancial planning matters and are considered to have 
the ability to provide appropriate fi nancial advice. 

 To be eligible for this designation, the applicant must already 
have a minimum of three years of relevant work experience in the 
fi nancial service industry. It is also highly recommended that appli-
cants have a degree connected to fi nance or business before apply-
ing, because that will make the course of study easier to master. 

    Tax Advisors 

 Tax advisors include professionals licensed or authorized by their 
state and/or the Internal Revenue Service, who have advanced train-
ing and are knowledgeable as to the tax law. They are retained in 
order to legally minimize the client ’s tax burden and assist them in 
being compliant with the law. 
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  Certified Public Accountant (CPA) 

 The Certifi ed Public Accountant (CPA) designation is the oldest 
and most respected fi nancial credential in the United States. This 
designation has long been widely recognized by the public as the 
defi nitive credential of tax expertise. CPA requirements vary by 
state, but generally a CPA needs 150 semester hours of undergradu-
ate level courses that cover accounting, auditing, and business law, 
plus a bachelor ’s degree or higher in order to sit for the 14-hour, 
two-day exam. This comprehensive exam covers accounting, audit-
ing, bookkeeping, taxes, business law, ethics, and more. 

 A CPA is always an accountant, but not all accountants are 
CPAs. CPAs handle a variety of jobs and tasks. They offer income 
tax preparation and advice for a range of clients including indi-
viduals, small businesses, and corporations. To maintain their 
license, every three years CPAs must take 120 hours of continuing 
education courses in order to stay abreast of changes in their pro-
fession. 

 Many states have a second tier of accountant qualifi cation, usu-
ally entitled Public Accountant (PA) or Licensed Public Accountant 
(LPA). However the majority of states have closed the designation 
of PA to new entrants, with only about 10 states continuing to offer 
this designation. 

 Certain CPAs who are interested in specializing in fi nancial 
planning can also obtain a Personal Financial Specialist (PFS) des-
ignation, which is offered by The American Institute of Certifi ed 
Public Accountants (AICPA). To qualify, CPAs must be members in 
good standing and complete the additional educational and testing 
requirements. 

   Enrolled Agent (EA) 

 EAs provide a very important service to the general public. An EA 
is an individual designation provided by the IRS. It is one of the 
few designations that signifi es a concentration of profi ciency in the 
fi eld of taxation. Unlike CPAs, who may or may not provide tax ser-
vices, all EAs specialize in taxation. 

 The specialized EA exam administered by the IRS is broken 
down into four parts of three hours each over a two-day testing 
period. This exam covers personal, estate, and corporate taxes, as 
well as ethics and IRS regulations, but does not include accounting, 
auditing, bookkeeping, or business law. 
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 EA status is awarded by the IRS to individuals who meet its 
requirements. Individuals who earn this designation must adhere 
to ethical standards and are required to complete 72 hours of con-
tinuing education credits every three years to maintain this status. 

 EAs are granted the same privilege as attorneys and CPAs, who 
have the authority to represent clients before the IRS, with a prop-
erly executed IRS Form 2848 Power of Attorney and Declaration of 
Representative. 

    Investment Advisors 

 An investment advisor is defi ned by the Investment Advisers Act of 
1940 as a “person or fi rm that, for compensation, is engaged in the 
act of providing advice, making recommendations, issuing reports 
or furnishing analyses on securities, either directly or through pub-
lications.” 

 In 2010, the Dodd-Frank Act amended certain provisions of the 
Investment Advisory Act of 1940 by delegating to the states respon-
sibility over certain investment advisors who have under $100 mil-
lion of assets under management. This amendment to the Act 
increased the threshold above which all investment advisors must 
be registered with the Securities and Exchange Commission (SEC) 
from $30 million to $100 million under management. This means 
that state securities regulators now have the primary authority over 
a substantial number of investment advisors who were previously 
subject to primary regulation by the SEC. 

  Registered Investment Advisor (RIA) 

 Registered Investment Advisors (RIAs) are either registered with 
the SEC or the state securities agency in the state where they have 
their principal place of business. Investment advisors are prohib-
ited from providing advice known to be deceitful or fraudulent. 
They are also prohibited from acting as a principal on their own 
accounts by buying and selling securities between themselves and 
their clients. Investment advisors have a fi duciary duty to their cli-
ents, which holds them to a much higher standard. This means 
they have a fundamental obligation to provide not only suitable 
investment advice but they are always obligated to act in the client ’s 
best interests and not their own. 

 Most investment advisors charge either a fl at fee for their ser-
vices or a percentage of the assets under management. On average, 
fee-based advisers charge between 1 and 1.5 percent of the assets 
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under management per year for providing ongoing investment 
advisory services, and they do not charge commissions. This typ-
ically will limit potential confl icts of interest between the invest-
ment advisors and their clients. The advisor will generally get paid 
more as the client ’s asset base grows from the advisor ’s recom-
mendations, because the advisor ’s fees are based on assets under 
management. This is a signifi cant difference when compared to 
transactional compensation (commissions) as is usually the case 
with a stock broker. 

 RIAs are normally established by individuals or small invest-
ment fi rms that are independent of the larger fi nancial services 
fi rms. They are also commonly known as fi nancial advisors, asset 
managers, money managers, portfolio managers, investment coun-
sellors, or investment managers. 

 The SEC and State Security Regulators do not make any rec-
ommendation or endorsement of any investment advisor; in fact, 
if one is registered, it simply means that the investment advisor has 
fulfi lled all of the necessary requirements for registration. 

   Chartered Financial Analyst® (CFA®) 

 The chartered fi nancial analyst® (CFA®) designation is considered 
to be one of the most elite and diffi cult credentials to obtain in the 
investment management industry, which focuses on fi nancial analy-
ses. The academic requirements and standards for this designation 
are second only to that of a CPA. This designation requires three 
years of coursework that covers a range of topics and disciplines 
such as technical and fundamental analysis, fi nancial accounting, 
and portfolio theory and analysis. Those who earn this designation 
frequently become portfolio managers or analysts for a variety of 
fi nancial institutions. 

   Investment Advisory Representative (IAR) 

 Individuals who work for investment advisory companies and 
whose main responsibility is to provide investment related advice 
are referred to as investment advisory representatives (IARs). IARs 
are only permitted to provide advice on topics on which they have 
successfully passed the appropriate examinations and are properly 
licensed. 

 An IAR is also required to be registered with the appropriate 
state authorities. Many IARs hold either the CFP® or ChFC® desig-
nations, to increase their credibility and fi nancial knowledge. 
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   Stockbroker 

 A stockbroker is a legal term that refers to an investment profes-
sional who buys and sells securities on behalf of clients. Stockbro-
kers are regulated by state securities commissioners and by the 
SEC. They are also subject to oversight by the Financial Industry 
Regulatory Authority (FINRA), which is an industry self-regulatory 
body. Stockbrokers must recommend “suitable” investments, but 
they are generally not required to have a fi duciary duty to their 
clients. Stockbrokers are also legally referred to as  registered repre-
sentatives.  They may also call themselves  fi nancial advisors, fi nancial 
consultants,  or  investment consultants.  

    Insurance Advisors 

 Before we get into the specialized designations for insurance advi-
sors, it is important to understand the difference between an insur-
ance agent and an insurance broker. 

  Insurance Agents 

 Insurance agents are insurance professionals who serve as a liai-
son between an insurance company and the insured. Insurance 
agents have an administrative responsibility, which relates to the 
timely and accurate processing of forms, premium payments, and 
the related paperwork. An agent does not have a duty or respon-
sibility to conduct a thorough examination of your fi nances or to 
make certain that you have been provided proper coverage. As the 
insured person, it is  your  responsibility to make sure you have pur-
chased the necessary coverage. 

 Insurance agents can be captive or independent. A captive 
agent is an agent who works for only one company and, therefore, 
sells policies provided by only one insurance company. In contrast, 
an independent agent is one who works for many insurance pro-
viders and can provide a comparison of different insurance policies 
and providers. 

   Insurance Brokers 

 An insurance broker is required to have a broker ’s license, which 
normally means the broker will have additional educational quali-
fi cations and broader experience than an insurance agent. Brokers 
typically provide a variety of different insurance products to meet 
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your needs. Most states require insurance brokers to have a higher 
duty of responsibility to their clients than an agent. Brokers have 
the duty to analyze your particular situation and secure the proper 
and adequate coverage that you may require. Typically, brokers 
will charge an administrative fee or the premium payments may be 
higher to refl ect this higher level of service. 

   Chartered Life Underwriter® (CLU®) 

 The Chartered Life Underwriter® (CLU®) designation was origi-
nally created by the life insurance industry. This is a professional 
designation for individuals who wish to specialize in life insur-
ance and estate planning. Individuals must complete fi ve core 
courses and three elective courses, and successfully pass all eight 
two-hour, 100-question examinations to receive the designation. 
The courses required to earn this professional designation are 
offered through The American College. There is no comprehen-
sive board exam required for this credential. 

   Chartered Property Casualty Underwriter® (CPCU®) 

 The Chartered Property Casualty Underwriter® (CPCU®) is 
respected as the premier designation in property-casualty insur-
ance. This designation is offered by the Insurance Institute of 
America. This program provides a broad understanding of the 
property-casualty insurance industry and focuses on the legal, 
fi nancial, and operational aspect of risk management and insur-
ance. This designation requires the completion of eight courses 
of intensive academic study, but as with the CLU and the ChFC, 
there is no comprehensive board examination required. 

    Attorneys 

 To become a lawyer, you must have an undergraduate degree and 
then successfully complete three years of law school to earn a law 
degree. After law school, generally you must pass a bar examination 
in the state where you will be practicing law. 

  Tax Attorney 

 Tax attorneys are lawyers who have additional advanced education 
and training in tax law. Tax attorneys typically get involved with 
high-level tax matters, which may require a legal opinion or legal 

bapp01.indd 309bapp01.indd   309 26/02/13 11:43 AM26/02/13   11:43 AM



310 Appendix A

representation with the IRS or tax courts. Tax attorneys can nego-
tiate settlements on your behalf and are trained to analyze com-
plicated tax matters and can formulate a plan for resolving your 
problem and settling your case. Tax attorneys are most qualifi ed to:

•   Represent someone in lawsuits with the IRS. 
•  Represent someone in criminal IRS investigations. 
•  Represent someone accused of tax fraud against a taxpayer. 
•  Represent someone in income tax audits and appeals before 

the IRS. 
•  File estate-related tax returns and representation in estate tax 

audits. 
•  Assist with business start-ups, mergers, and acquisitions that 

involve complex structures. 
•  Handle employee payroll tax issues and disputes. 
•  Advise on international business transactions and related tax 

treaties.   

   Estate and Elder Law Attorneys 

 An attorney who specializes in estate and elder law typically has an 
expertise in trust, estate, and/or Medicaid planning. These attor-
neys will work very closely with fi nancial planners and will draft and 
execute the legal documents required as part of the overall fi nan-
cial planning process. These attorneys are experts in drafting wills, 
health care proxies, power of attorneys, and trust documents. Many 
of these attorneys also handle transactions that involve a family 
business and real estate. 

 Some of these attorneys refer to themselves as  Elder Law Attorneys  
and will have an added level of expertise in Medicaid planning for 
assisted-living or nursing-home care. They can provide an asset pro-
tection plan for clients who may need long-term care. They may also 
represent individuals in both contested and uncontested guardian-
ship actions.    
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      101 Ways to Save 
$20 or More per Week 

                                 Here is a list of 101 ways you could save $20 or more. That may not 
sound like a lot of money to you, but watch how that $20 can grow:

•   If you tuck away that extra $20 into a savings account every 
week, at the end of the year,  you will have $1,040.  

•  If you are 30 years old and invest that additional $1,040 for 
35 years (until you are 65) at 8 percent rate of return,  you will 
have $179,209.  

•  If you are able to save $20 or more per day ($7,280 per 
year) for 35 years at an 8 percent rate of return,  you will have 
$1,254,466.    1       

 That is pretty astonishing; that as little as $20 per day has the 
potential of accumulating to more than $1 million over 35 years. With 
that said, becoming a millionaire is within almost any hard-working 
American ’s reach. All you need is the desire, willingness, discipline, 
and information provided throughout this book to help get you there. 

 Working together with your entire family, you could easily 
adopt several of these savings strategies, allowing you to set aside 

 1 The rates of return shown above are purely hypothetical and do not represent the 

performance of any individual investment or portfolio of investments. They are for 

illustrative purposes only and should not be used to predict future product perfor-

mance. Specifi c rates of return, especially for extended time periods, will vary over 

time. There is also a higher degree of risk associated with investments that offer 

the potential for higher rates of return. You should consult with your representa-

tive before making any investment decision.
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as much as $20 or more  per day . Your family fi nances should be 
discussed and shared with your entire family so that a cooperative 
commitment to fi nancial responsibility and ultimately fi nancial 
independence can be achieved. 

 Go to  www.fi nance.yahoo.com/calculator , scroll down to “Sav-
ing & Spending,” and click on “How much should I save to reach 
my goal?” to determine just how quickly and easily you can accu-
mulate a million dollars or more based on an assumed number of 
years, rate of return, and dollar amount to be set aside each year. 
You could also use Exhibit    11.3  , “Future Value (FV) on an Annuity 
Factor,” to calculate this amount. 

 In Chapter    3    , I showed you how to prepare your own Statement 
of Cash Flow and then to analyze this statement with your family to 
improve and increase your discretionary cash fl ow. The additional 
cash fl ow provided through these cost-saving strategies should be 
added to your investment assets, which will lead you to fi nancial 
independence. 

 The following is a list of 101 basic money-saving tips that 
will help you fi nd the extra money needed to start a serious sav-
ings plan. These recommendations have been listed in the same 
order as your Statement of Cash Flow, shown as Exhibit    3.4   in 
Chapter    3    . 

   Housing 

   1.  Cut your cable TV costs. Drop premium TV channels. Switch 
to basic cable, join Netflix and Hulu. 

   2.  Package your telephone bill with your cell phone, Internet, 
and your cable TV. 

   3.  If you have a cell phone and rarely use your landline, con-
sider getting rid of the landline. 

   4.  If you rely on your landline at home or at work and use your 
cell phone rarely, check out pay-per-use cell phones. 

   5.  Make sure you are getting the best package deal from your 
telephone provider. Contact your provider and discuss the 
most economical telephone plan for you and your family. 

   6.  Refill your cleaning product spray bottles with a less expen-
sive refill, instead of buying another more expensive spray 
bottle. 

   7.  Buy generic or store-brand products. 
   8.  Clean your house yourself. If you must have a cleaning person, 

consider cutting it down to every other week or once a month. 
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   9.  Learn to do simple home repairs yourself such as shampoo-
ing rugs, declogging a sink, and mowing your lawn. Try to 
avoid calling expensive plumbers, gardeners, and handymen, 
if possible. 

   10.  Reduce your heat and air-conditioning costs by using a pro-
grammable thermostat to minimize your utility use and cost. 

   11.  Replace incandescent light bulbs with compact fluorescent 
bulbs (CPLs). These use more than 70 percent less energy 
and last much longer, which will save you money on the cost 
of light bulbs and on your electricity bill. 

   12.  Never let the hot water run in the sink or shower unless you 
are actually using it, and try to cut your time in the shower by 
half to significantly reduce your hot water use and cost. 

   13.  Ensure that your home—especially your attic—is sufficiently 
insulated. If the insulation in your attic is less than 6 inches 
thick, you are under insulated. Insulation of 12 inches thick 
can lower your heating and cooling costs by 25 percent in a 
year. 

   14.  Compare the many different home insurance policies 
and find the one that is right for you. Some websites, such 
as  www.RateSupermarket.ca , will make it easier for you to 
choose the insurance company that best fits your needs. 

   15.  Install an alarm system in your home: With monthly moni-
toring, this will save you more on your home insurance 
premiums. 

   16.  Taking out higher deductibles on your insurance policies will 
decrease your insurance premiums. 

   17.  Ask your insurance agent for money-saving tips on your 
premiums. 

   18.  Smoking can increase your home insurance premium 
because of the increased risk of house fires caused by careless 
smoking. This is another great reason to quit smoking. 

   19.  When you leave a room in your house, turn off the light. 
   20.  Installing ceiling fans can also help save money by using less 

air conditioning. 
   21.  Clean out the coils in your refrigerator every six months to 

keep it running efficiently. Having only one refrigerator in 
your home will cut energy costs as well. 

   22.  You can save up to 14 percent or more on your energy bill by 
upgrading to a tankless or solar water heater. 

   23.  Buy a home that is affordable to prevent going into debt. 
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   24.  If you refinance your home mortgage, you may be able to 
reduce your interest cost as well as the term of the loan. 

   25.  Reduce your loan-to-value (LTV) ratio by paying down your 
principal, which may eliminate the need for private mort-
gage insurance (PMI); at the same time, you may qualify for 
a lower rate on your home mortgage.  

  Transportation 

    26.     If you drive to work, take public transportation or car pool. 
    27.     Also inquire about car pools to school and extracurricular 

activities for your children. 
    28.     Find the least expensive gas stations in your neighborhood, 

and get into the habit of gassing up there. 
    29.     Read your automobile owner ’s manual. If your car can run 

on regular unleaded gas, then stop paying high prices for 
premium gas. 

    30.     Avoid driving over 55 miles per hour to save gas. 
    31.     Having a good driving record can help save you money on 

insurance premiums. Always be alert whenever you are driv-
ing and be sure to never drink and drive. 

    32.     You can also save money on your auto premium by qualify-
ing for antitheft, multicar, good student, and low mileage dis-
counts, to name a few. 

    33.     Wash your own car. You can save anywhere from $5 to $30 on 
an expensive car wash and you can usually do it just as well, if 
not better, on your own. 

    34.     Buying a used car can be much less expensive than a car that 
is brand new. The idea of buying used items also apply to 
many other areas as well. 

    35.     Cleaning your car ’s air filter when you change the oil can 
save you money by improving your gas mileage. 

    36.     Ensure you have the right amount of air pressure in your 
tires to improve gas mileage.  

  Family Risk Management 

    37.     Buy term life insurance when you are young. It is better to 
get as much protection as you can at a younger age when you 
are still healthy and the price will be locked in at a lower rate. 

    38.     Ensure that you choose the proper length of term life insur-
ance coverage that best suits your needs. 
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    39.     Before getting a life insurance policy, check with your employer ’s 
human resources department to find out if your company 
offers this coverage to employees. Companies typically get 
these policies at a much cheaper rate than an individual can. 

    40.     Unfortunately, insurance companies take into account your 
physical health. Therefore, people who smoke, have high 
cholesterol levels, have high blood pressure, are overweight, 
and have other problems (including depression) will usu-
ally have higher insurance premiums than a person who is in 
good physical shape and health. Improve you health to lower 
your premium costs. 

    41.     Sit down with your family and plan your goals. Save money 
by planning which expenses are necessary and unnecessary. 
(Needs vs. wants.)  

  Food 

    42.     Give up the expensive $4.00 designer coffee you buy every 
morning on your way to work. Instead, pick up coffee at a 
less expensive coffee shop for $1.25—or better yet, bring a 
thermos of coffee from home. 

    43.     Brown-bag your lunch—and your kids’ lunches, too. 
    44.     When possible, buy meat, vegetables, pasta, and other ingre-

dients in bulk, make casseroles and stews, and then freeze 
unused portions. 

    45.     Use leftovers for tomorrow ’s lunch or reheat for the next 
day ’s dinner. 

    46.     Buy groceries and other household items in bulk from stores 
such as Sam ’s Club and Costco. 

    47.     Cut up your vegetables yourself instead of buying them precut. 
    48.     Most major grocery stores and drugstores offer rewards cards 

that make you eligible for their sales, special discounts, and 
rewards. Take advantage of these offers. 

    49.     Some stores even allow you to earn points with every pur-
chase you make. Once a month or so, you will be able to cash 
in the points for gift certificates at the store. 

    50.     Find dual-purpose rewards cards. Many grocery stores (such 
as Winn-Dixie, Tom Thumb, and Stop & Shop) also give you 
gas discounts as well as grocery discounts. 

    51.     Plan your weekly shopping using supermarket circulars to 
buy groceries that are on sale. 
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    52.     Learn how to “extreme coupon.” Using coupons with store 
sales and promotions will save you extra money. Online cou-
pon codes are another source of savings for many people; 
before you make any online purchases, do a quick search to 
see if the retailer has any available coupons. Many websites 
collect a database on all the coupons available online such as 
 RetailMeNot.com . 

    53.     Eat one vegetarian meal per week. It is not only healthier, it 
is cheaper. 

    54.     If you and your family eat out more than once a week includ-
ing ordering food in, commit to only a once-a-week “splurge” 
at a restaurant. Better yet, make that once a month! 

    55.     When eating out with your spouse or a friend, share a meal. 
Portions are usually much more than you should be eating 
anyway so you will eat less and save money. 

    56.     Take advantage of restaurant coupons and early bird specials. 
    57.     Learn to cook your favorite restaurant recipes at home for a 

fraction of the price! 
    58.     Give up junk foods completely: Not only are they expensive, 

they are unhealthy. 
    59.     Make your own baby food with fresh fruits and vegetables. 
    60.     Make your own flavored water by squeezing fresh fruit into 

the water. 
    61.     Stock up on your favorite wine or other beverages when they 

are on sale. 
    62.     Buy your favorite type of wine from a less expensive win-

ery. For example, purchasing a California wine may be less 
expensive than a French wine, but just as tasty. 

    63.     Buy the cheaper brands of liquor, Scotch, gin, vodka, and so 
forth, especially if you use a mixer. 

    64.     Planning your meals can save you money and time. When 
grocery shopping, you will know exactly what you need to 
buy so there is no excess food thrown out at the end of the 
week. 

    65.     Eating a healthy breakfast will help you save money by cut-
ting down on larger meals later in the day.  

  Personal Care 

    66.     Do not throw out torn clothing or broken items; instead, 
mend or repair. 
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    67.     When possible, wear clothing more than once between 
washes and dry cleaning. Your clothes will not only last lon-
ger but you will cut down on cleaning costs. 

    68.     Buy clothing that can be hand or machine washed to avoid 
dry cleaning costs. 

    69.     Hang your clothes to dry instead of drying them in the dryer. 
This saves money on your utility bills as well as wear and tear 
on your clothing. 

    70.     Buy clothes at discounted brand name stores, such as Mar-
shalls, T.J. Maxx, and so forth. You can also check out resale 
or vintage stores. 

    71.     Try coloring your hair at home with over-the-counter hair dyes 
instead of professionally or if you want to have your hair col-
ored professionally, extend the time between colorings with 
over-the-counter touch-ups. 

    72.     Learn how to trim your own hair, especially bangs. 
    73.     Do your own manicures and pedicures. 
    74.     Give up smoking, not only for health reasons but to save 

money. Use the savings accumulation calculator to determine 
how much this is actually costing you over time. 

    75.     Ask your doctor to prescribe generic medications, and use 
generic over-the-counter products. 

    76.     Instead of paying monthly gym fees, take up walking, run-
ning, biking, or using workout videos. 

    77.     When cleaning out your closet, sell your clothing or donate it 
to receive a tax deduction. 

    78.     Usually when signing up for a service, you can have fees 
waived just by asking if they will cut out all the excess fees such 
as sign-up or maintenance fees.  

  Entertainment 

    79.     Avoid ordering pay-per-view events on a regular basis; cut 
down to once a month. 

    80.     Wait for movies to come out on DVD or use programs like 
Netflix instead of the high price of going to a movie theater. 

    81.     When you do go to the movies, bring snacks from home 
instead of paying for overpriced snacks at the theater. 

    82.     Check out free events offered in your neighborhood. Many 
towns offer free concerts and movies in the park or at the 
beach during the summer. 
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    83.     If you buy a lot of books, magazines, or movies, buy these 
items online, used, or rent them from your public library.  

  Loan Payments 

    84.     Negotiate a lower credit card rate. Several credit card compa-
nies will reward good credit with a lower rate. 

    85.     If you are not paying off your credit cards each month, stop 
using them. Destroy them or store them in a safe place to 
eliminate temptation. 

    86.     Clear your credit card debt. The first step in becoming finan-
cially independent is through clearing all of your debts that 
you have first. Even if you have a minimal 1 percent per 
month (12 percent per year) interest on an $8,000 balance, 
this will cost you more than $20 a week. 

    87.     Do not pay unnecessary maintenance fees on your bank 
accounts. Switch banks or get the fees removed.  

  Taxes 

    88.     Use the tax facts and strategies provided at the end of each 
chapter in this book to minimize your biggest expenditure, 
which is taxes.  

  Gifts and Donations 

    89.     Do not donate money when you cannot afford it. Instead of 
donating money, donate your time or other items that you no 
longer need. 

    90.     There is no need to buy expensive gifts for birthdays or holi-
days. Remember, it is not the cost of the gift that matters, it is 
the thoughtfulness, so save money by buying something less 
expensive that the person you are giving the gift to will still 
enjoy.  

  Professional Fees and Legal Obligations 

    91.     Do not view accounting and legal fees as an expense. If the 
professional services provided are not saving you many times 
the cost of the fee, then it is time to look for a new advisor. 

    92.     Make sure you are securing your professional services from 
a trusted advisor who can meet your professional needs (see 
Appendix    A    ).  
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  Child Care and Other Expenses 

    93.     Save on children ’s toys: Buy them when they are on clearance, 
after the holidays. Put them away to give to your child at a 
later date or when your child is invited to a party, and have 
your child choose one of these gifts to give to his or her friend. 

    94.     Save on children ’s clothes: Ask family and friends for hand-
me-down clothes that their children have outgrown. 

    95.     Save on children ’s furniture: Avoid spending money on chil-
dren ’s furniture. Instead, check out thrift shops and antique 
stores for dressers, chests, armoires, and other such items: 
With a fresh coat of paint and new hardware, these are per-
fect for a child ’s room.  

  Pet Care and Other Expenses 

    96.     Shop at pet specialty stores such as Petco, which usually offer 
pet food, even name-brand varieties as well as other pet sup-
plies, at much lower prices than grocery stores. 

    97.     Cats and dogs need teeth cleanings. Instead of buying expen-
sive pet tooth care, wash their teeth with a paste made of bak-
ing soda and water, using a soft cloth. 

    98.     Avoid buying expensive bedding or toys for pets. Use old 
blankets for bedding; make play toys out of old clothes. 
(Stuff catnip toys with bulk catnip.) The animals will not 
know the difference. 

    99.     For annual pet vaccinations, check with your local animal 
shelter to see if they are providing these services for free or 
for a minimal fee. 

    100.     If you or your child is yearning for a pet, choose a dog or 
cat from an animal shelter. It is not necessary to spend thou-
sands on a special breed.  

  Personal Expenses 

    101.     Do not spend as much on vacations. Instead of going on 
expensive vacations, traveling first class, eating at the most 
expensive restaurants, going on all the most expensive tours, 
and going to overpriced five-star hotels, fly coach, cook in 
the hotel if possible, and go to a safe, fun, cheaper hotel.        
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                                                             Appendix C

           Basic Concepts and Defi nitions of Various Types of Taxes 

      In the United States, taxes are imposed on individuals and cor-
porations by the federal government, most state governments, and 
some local (or city) governments. These include taxes on income, 
property, sales, imports, payroll, estates, and gifts, as well as various 
license fees. 

  Federal Income Taxes 

 At the federal level, the Internal Revenue Service (IRS) imposes 
income tax based on individuals, corporations, estates, and trusts. 
Income subject to tax includes almost all income from whatever 
source; with regard to income earned outside the United States, 
residents are taxed on worldwide income, but may be allowed a for-
eign tax credit if foreign taxes were paid on the same income. The 
tax is based on taxable income (as defi ned) times various tax rates 
at different levels of income. You, as an individual, are permitted 
to reduce your taxable income by taking personal allowances and 
certain tax-deductible expenses—such as home mortgage interest, 
state and local taxes, charitable contributions, medical, and certain 
work- and investment-related expenses. You can also reduce your 
taxes through tax credits, some of which may be refunded if they 
exceed the tax calculated. 

 In 2013, the current federal tax rates on income vary from 10 
to 39.6 percent of taxable income. 
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   State Income Taxes 

 In the United States, 43 states and many localities impose an 
income tax on individuals; 47 states and many localities impose a 
tax on the income of corporations. Tax rates vary by state and local-
ity, and they may be fi xed or graduated. State and local income 
taxes are imposed in addition to federal income tax, and are 
determined under state law. Most states conform to many federal 
concepts and defi nitions, including defi ning income and busi-
ness deductions. Some states have alternative measures of taxable 
income, or alternative taxes, especially for corporations. 

 States imposing an income tax generally tax all income of 
corporations organized in the state and individuals residing in 
the state. Taxpayers from another state are subject to tax only on 
income earned in the state or apportioned to the state. Businesses 
are subject to income tax in a state only if they have suffi cient con-
nection to the state. 

   Estate and Gift Taxes 

 Estate and gift taxes in the United States are imposed by the fed-
eral and most state governments. An  estate tax  is an excise tax levied 
on the right to pass property at death. (Here, “property” does not 
mean real estate only; instead, it means any and all personal prop-
erty, which includes real estate as well as all other assets and belong-
ings: cars, jewelry, furniture and furnishings, investments, etc.) The 
estate tax is imposed on the estate, not the benefi ciary. Some states 
impose an  inheritance tax  on recipients of bequests.  Gift taxes  are 
levied on the giver (i.e., donor) of property where the property is 
transferred for less than it is actually worth. An additional  generation-
skipping transfer (GST) tax  is imposed by the federal and some state 
governments on transfers to grandchildren (or their descendants). 

 Taxable gifts are gifts made in excess of an annual exclusion 
($14,000 for gifts made in 2013) per donor per donee. The taxa-
ble amount of an estate is the gross fair market value of all rights 
considered property at the date of death (called the  gross estate ), 
less liabilities of the descendant, costs of administration (including 
funeral expenses), and certain other deductions. State estate taxes 
are deductible, with limitations, in computing the federal taxable 
estate. Bequests to charities reduce the taxable estate. 

 Estate tax applies to all property owned in whole or in part by a 
citizen or resident at the time of his or her death, to the extent of 
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the interest in the property. Generally, all types of property are sub-
ject to estate tax. Whether a descendant has suffi cient interest in 
property for the property to be subject to gift or estate tax is deter-
mined under applicable state property laws. 

 Taxable values of estates and gifts are the fair market value. 
For some assets, such as widely traded stocks and bonds, the 
value may be determined by market listings. The value of other 
property may be determined by appraisals, which are subject to 
potential contest by the taxing authority. Monetary assets, such as 
cash, mortgages, and notes, are valued at the face amount, unless 
another value is clearly established. Life insurance proceeds are 
included in the gross estate, when owned by the descendant. 

   Payroll Taxes 

  Payroll taxes  are the taxes an employer withholds and pays on 
behalf of his employees and are based on the wages or salary of the 
employee. Payroll taxes are imposed by the Federal and most state 
governments. Revenues from these taxes are used to fund such pro-
grams as Social Security, Medicare, unemployment compensation, 
workers’ compensation, and health care. 

 In the United States, payroll taxes are assessed by the Federal 
government, all 50 states, the District of Columbia, and numerous 
cities. These taxes are imposed on employers and employees and 
on various compensation bases. They are collected and paid to the 
taxing jurisdiction by the employers. Most jurisdictions imposing 
payroll taxes require reporting quarterly and annually. 

  Income Tax Withholding     Federal, state, and local withholding taxes are 
required in those jurisdictions imposing an income tax. Employ-
ers must withhold the tax from wages paid to their employees in 
those jurisdictions. Computation of the amount of tax to withhold 
is performed by the employer, based on representations by the 
employee regarding his or her tax status on IRS Form W-4. Amounts 
of income tax withheld must be paid to the taxing jurisdiction, and 
they are available as refundable tax credits to employees. Income 
taxes withheld from payroll are not fi nal taxes, merely estimated 
prepayments. Employees must still fi le income tax returns and self-
assess tax, claiming amounts withheld as payments. Based on the 
American Taxpayer Relief Act of 2012, the Internal Revenue Service 
has prepared the following income tax withholding tables based 
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on annual income as follows (Table 7, Annual Payroll Period [IRS 
Notice 1036], Released 1/4/13):

 Tax Rate 

 Single or Head of Household Filers  Married Filing Jointly Filers     

 Income Above  Income Up to  Income Above    Income Up to 

 0%  $ 0  $ 2,200  $ 0  $ 8,300 

 10%  $ 2,200  $ 11,125  $ 8,300  $ 26,150 

 15%  $ 11,125  $ 38,450  $ 26,150  $ 80,800 

 25%  $ 38,450  $ 90,050  $ 80,800  $154,700 

 28%  $ 90,050  $185,450  $154,700  $231,350 

 33%  $185,450  $400,550  $231,350  $406,650 

 35%  $400,550  $ 402,200  $406,650  $458,300 

 39.6%  $ 402,000  No Limit  $ 458,300  No Limit 

   Social Security and Medicare Taxes     Federal social insurance taxes are 
imposed equally on employers and employees consisting of a tax of 
6.2 percent of wages up to an annual wage maximum ($113,700 in 
2013) for Social Security plus a tax of 1.45 percent of total wages 
for Medicare. For 2011 and 2012, the employee ’s contribution was 
reduced to 4.2 percent, while the employer ’s portion remained at 
6.2 percent. To the extent an employee ’s portion of the 6.2 percent 
tax exceeds the maximum by reason of multiple employers, the 
employee is entitled to a refundable tax credit on fi ling an income 
tax return for the year. 

 Starting in 2013, employees and the self-employed will also 
be required to pay 0.9 percent additional Medicare tax on their 
earned wages and self-employed income in excess of limits based 
on their income tax return fi ling status ($250,000 for married fi l-
ing jointly, $200,000 for single, head of household, or qualifying 
widow(er), or $125,000 for married fi ling separately). 

   Unemployment Taxes     Employers are subject to unemployment taxes by 
the Federal and all state governments. The tax is a percentage of tax-
able wages with a cap, which varies by jurisdiction and by employer ’s 
industry and experience rating. Some states also impose unemploy-
ment, disability insurance, or similar taxes on employees. 

   Reporting and Payment     Employers must report payroll taxes to the 
appropriate taxing jurisdiction in the manner each jurisdiction 
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requires. Quarterly reporting of income tax withholding and Social 
Security taxes is required in most jurisdictions. Employers must also 
fi le reports of unemployment tax quarterly and annually with each 
applicable state, and annually at the Federal level. 

 Each employer is required to provide each employee an annual 
report on IRS Form W-2 of wages paid and Federal, state, and local 
taxes withheld, with a copy going to the IRS and many states. These 
are due by January 31 and February 28 (or March 31, if fi led electroni-
cally), respectively, following the calendar year in which wages are paid. 
The Form W-2 constitutes proof of payment of tax for the employee. 

 Severe penalties apply where Federal income tax withholding 
and Social Security taxes are not paid to the IRS, and administered 
properly. 

    Medicare Surtax on Net Investment Income 

 Starting in 2013, The Patient Protection and Affordable Care Act 
(2010) provides a new 3.8 percent tax on net investment income 
(including interest, dividends, capital gains, rental and royalty 
income, and passive business income). 

 This new Medicare tax may be imposed on the net investment 
income for single and head of household taxpayers with income 
over $200,000, married couples and qualifying widow(er) with 
income over $250,000, and married fi ling separately with income 
over $125,000. 

 For individuals this tax applies to the  lesser  of: (1) an individ-
ual ’s “net investment income” for the tax year,  or  (2) any excess of 
“modifi ed adjusted gross income” (MAGI) for the tax year over the 
applicable threshold amount. 

 For example, if a single taxpayer has $180,000 of wages and also 
received $30,000 in net investment income, their modifi ed adjusted 
gross income would be $210,000 or $10,000 above the threshold 
amount. The 3.8 percent Medicare surtax would apply to the lower 
of net investment income ($30,000) or the excess of  modifi ed 
adjusted gross income over the threshold amount ($10,000). 
 Therefore, only the $10,000 will be subject to this 3.8 percent 
 Medicare  surcharge for a total of $380. 

   Property Taxes 

 Property taxes are most commonly applied to real estate and business 
property, including interest in land, buildings, and improvements. 
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Ownership interests include ownership of title as well as certain other 
rights to property. Automobile and boat registration fees are a subset 
of this tax. 

 Property taxes are imposed on owners of property by most local 
governments and many special-purpose authorities, and these taxes 
are usually based on the fair market value of the property. Prop-
erty tax rules and rates vary widely. Taxes on property are typically 
imposed only at the local level, although there may be multiple 
local jurisdictions that tax the same property. 

 Property tax is based on the fair market value of the property 
being taxed. The amount of tax is determined annually based on 
the market value of each property on a particular date. 

 The assessment process for property taxes varies by state, and 
sometimes within a state. Each taxing jurisdiction determines val-
ues of property within the jurisdiction and then determines the 
amount of tax to assess based on the value of the property. Payment 
times and terms vary widely. If a property owner fails to pay the tax, 
the taxing jurisdiction has various remedies for collection, includ-
ing seizure and sale of the property. 

   Sales Taxes 

 Sales taxes are imposed on the price at retail sale of many goods 
and some services by most states and some localities. Sales tax rates 
vary widely among jurisdictions, from 0 percent to 10 percent, and 
may vary within a jurisdiction based on the particular goods or ser-
vices taxed. Most jurisdictions exempt food sold in grocery stores, 
prescription medications, and many agricultural supplies. Gen-
erally, cash discounts, including coupons, are not included in the 
price used in computing tax. 

 Sales tax is collected by the seller at the time of sale, or remitted 
as use tax by buyers of taxable items who did not pay sales tax. Sales 
taxes, including those imposed by local governments, are gener-
ally administered at the state level. States imposing sales tax require 
retail sellers to register with the state, collect tax from customers, 
fi le returns, and remit the tax to the state. 

 There are no federal sales taxes in the United States. 

   Excise Taxes 

 Excise taxes are imposed at the federal and state levels on the 
manufacture, sale, and/or consumption of a wide variety of goods, 

bapp03.indd 326bapp03.indd   326 26/02/13 3:06 PM26/02/13   3:06 PM



 Appendix C 327

including alcohol, tobacco, tires, gasoline, diesel fuel, coal, fi re-
arms, telephone service, air transportation, unregistered bonds, 
and many other commodities and services. Some jurisdictions 
require that tax stamps be affi xed to goods to demonstrate pay-
ment of the tax. 

   Tariffs, Customs, and Duties 

 The United States imposes tariffs or customs duties on the import 
of many types of goods from many jurisdictions. The duty is levied 
at the time of import and is paid by the importer of record. This 
tax must be paid before the goods can be legally imported. Rates 
of duty vary from 0 percent to more than 20 percent, based on the 
particular goods and country of origin. Customs duties or tariffs are 
only imposed by the federal government. 

 A wide variety of other taxes, some called  user  or  license fees,  are 
imposed. Failure to properly comply with customs rules can result in 
seizure of goods and criminal penalties against involved parties. The 
U.S. Customs and Border Protection (CBP) enforces customs rules. 

   Licenses and Occupational Taxes 

 Many jurisdictions within the United States impose taxes or fees on 
the privilege of carrying on a particular business or maintaining a 
particular professional certifi cation. Common examples include 
accountants, attorneys, stockbrokers, barbers, casinos, dentists, doc-
tors, auto mechanics, and plumbers.  Licensing  or  occupational taxes  
may be a fi xed-dollar amount per year for the licensee, an amount 
based on the number of practitioners in the fi rm, a percentage of 
revenue, or any of several other bases. Persons providing profes-
sional or personal services are often subject to such fees. In addi-
tion to the tax, other requirements may be imposed for licensure. 

 All 50 states impose  vehicular license fees . Generally, the fees are 
based on type and size of vehicle and are imposed annually or bian-
nually. All states and the District of Columbia also impose a fee for 
a driver ’s license, which generally must be renewed with payment 
of fee every few years. 

   User Fees 

 Fees are often imposed by the Federal or state governments for use 
of certain facilities or services. For example, fees are often imposed 
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for use of national or state parks, use of certain highways (called 
 tolls  on toll roads), parking on public streets, and use of public 
transportation. Such fees are usually imposed at the time of use. 

   Administrating Taxes: Collecting and Distributing 

 Three different entities handle different aspects of taxes:

    1.  Congress and the President of the United States write and 
approve the tax laws. 

   2.  The IRS is responsible for enforcing the laws, for collecting 
taxes, for processing tax returns, for issuing tax refunds, and 
for turning over the money collected to the U.S. Treasury. 

   3.  The U.S. Treasury is responsible for paying various govern-
ment expenses.   

 Taxes in the United States are administered by literally hun-
dreds of tax authorities. At the federal level, there are three tax 
administrations:

    1.  The Alcohol and Tobacco Tax and Trade Bureau (TTB) 
administers taxes on alcohol, tobacco, and firearms. TTB is 
part of the U.S. Department of Justice. 

   2.  The IRS administers all other taxes on domestic activities. 
The IRS is a division of the U.S. Department of Treasury. 

   3.  The CBP administers taxes on imports (as mentioned, as part 
of customs duties). The CBP belongs to the U.S. Department 
of Homeland Security.   

 Organization of state and local tax administrations varies 
widely. Every state maintains a tax administration. A few states 
administer some local taxes in whole or in part. Most localities also 
maintain a tax administration or share one with neighboring locali-
ties. 

    Income Taxes: Concepts You Should Know 

 Under the U.S. tax system, everyone is taxed, in some way or another. 
This includes every person, company, corporation, or nonprofi t organ-
ization. (Partnerships are not taxed; rather, their partners are subject 
to income tax on their shares of income and deductions, and they take 
their shares of credits.) 
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 In plain terms:  You are taxed based on your income.  Income is 
any money you have earned because you have worked for it or 
invested for it. Income includes wages, interest, dividends, profi ts 
on investments, and pensions; however, it does not include gifts 
such as inheritances or scholarships. People and organizations are 
responsible for reporting their income and calculating their tax. 
Some organizations are exempt from tax, but they still are legally 
required to fi le a tax return. 

 The amount of taxes you owe is based on your income. Peo-
ple who earn more income pay higher taxes than those who earn 
less; this means that tax rates get progressively higher the more you 
earn. Conversely, you can reduce your taxes by taking advantage 
of various tax benefi ts—or, to put it another way, through intelli-
gent tax planning. But it is up to you to take control of your tax 
 situation. 

 The Federal income tax is usually the largest tax you will have 
to pay every year. As mentioned, most American families pay about 
a third of their gross income in taxes, including Federal, state, and 
possibly local taxes, Social Security taxes, and property taxes. 

  General Payment or Withholding of Income Taxes 

 The U.S. Federal and state income tax systems are self-assessing 
systems. In other words, taxpayers must declare and pay tax, but 
they are not assessed by the taxing authority. Employers must with-
hold income tax, as well as Social Security and Medicare taxes from 
wages. Quarterly payments of estimated taxes are required if taxes 
are not paid through withholding. Married taxpayers who both 
work must consider if they need to raise their withholding because 
of the graduated tax rates. The tax withholding tables that your 
employer uses does not factor in the possibility that the overall fam-
ily income can be in the higher tax bracket because of multiple 
jobs or the fact that your spouse also works. 

   Progressive Tax Rates 

 Personal income taxes are fi gured on a progressive rate: the larger 
the amount of the taxable income, the higher the rate at which it is 
taxed. Also, income is taxed in  brackets . In other words, as income 
moves from a lower range to a higher range (or bracket), the per-
centage of tax goes up. The higher rate applies only to the income 
in that particular bracket, not the entire taxable income. The tax 
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rate for each rate—whether it is 10 percent, 25 percent, or more—
is called the  marginal tax rate.  The  total tax liability , which is calcu-
lated by dividing the tax liability by the taxable income, is called the 
 average tax rate , and is usually much less. 

   Filing Status 

 Taxes depend in part on fi ling status, which is based on your mar-
ital and family status as of the last day of the tax year (which is 
December 31). Filing status affects whether you are required to fi le 
an income tax return, the amount of your standard deduction, and 
your tax rate. If you have a choice (such as married, fi ling jointly; 
or married, fi ling separately), you should calculate your taxes both 
ways, and obviously choose the status that results in the lower rate. 

 The fi ve fi ling statuses are:

    1.    Single taxpayers:   Unmarried or legally separated from their 
spouses. 

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

   3.    Married, filing separately:   Each spouse files his or her own 
return, reporting only his or her income, deductions, and so 
forth. 

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

   5.    Qualifying widow or widower   with a dependent child.   

   Pay-As-You-Go Process 

 As anyone who has ever received a paycheck knows, our active wages 
are not the amount we actually receive; instead, our  take-home  pay 
is comprised of our gross wages minus our taxes. By law, you must 
pay your taxes throughout the year. This is called  pay as you go . For 
most people, this means your income taxes are taken out of your 
paycheck and sent directly to the Federal Government. At the end 
of the year, you have paid in a certain amount of money in taxes. 

 Self-employed persons also prepay their taxes by forward-
ing part of their income to the IRS, four times a year on specifi ed 
dates. These are called  quarterly estimated tax payments . 
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 If you paid in more than you owe, the government refunds 
the amount in excess of what you owed. This is called a  tax refund . 
If you have not paid enough to cover what you owe, then you 
have a balance due. And you must pay this amount due by April 
15 of the following year, or the government will charge you inter-
est and penalties on the amount you have not paid. 

  Federal Withholding Tax Allowances     These taxes depend on the level of your 
earnings and the number of allowances you claim. (These allowances 
are requested on a form called a W-4, which you fi ll out at the behest 
of your employer). A taxpayer is allowed one for him- or herself, and 
one for each dependent, including spouse, children, or parents if 
they are being supported by the taxpayer. Certain other special or 
additional allowances are permitted or claimed based on a variety 
of things, such as marital status (married, single, separated, divorced); 
amount of time worked during the year, and so forth. 

   Federal Insurance Contributions Act     All employed workers (except certain 
employees of the Federal Government) must pay taxes under the 
Federal Insurance Contributions Act (FICA), for old-age benefi ts, 
survivors’ benefi ts, disability benefi ts, and hospital insurance ben-
efi ts. This tax is commonly known as Social Security (and includes 
Medicare), and various percentages are allotted to both, depending 
on current law. The employer pays 50 percent, and the employee 
pays 50 percent. Self-employed people must pay the whole tax, but 
they can deduct 50 percent on their tax returns. 

   Other Withholding Taxes     Most states also require income taxes, and the 
rates differ from state to state. Some cities also impose income taxes. 

     Calculating Your Taxable Income and Liability 

 Calculating and paying income taxes is an incredibly complex pro-
cess. It can be a tricky process just to defi ne such concepts as  gross 
income  as well as the  true income subject to tax  (which is calculated by 
subtracting adjustments, deductions, and exemptions from gross 
income). Beyond that, the Internal Revenue Code places all sorts 
of conditions and exceptions on how the idea of  income  can be 
defi ned and treated. Nevertheless, it is important that you compre-
hend the basic defi nitions of the most important terms as well as 
the fundamentals of this process. 
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  Gross Income 

 Gross income is all the income you receive during the year from 
whatever source. Personal gross income falls into three general 
 categories:

    1.    Active income:   Wages, salaries, bonuses, tips, commissions, 
as well as certain other forms of income including pension 
income and alimony. 

   2.    Portfolio income:   Interest, dividends and profits generated 
from most types of investment holdings, including savings 
accounts, stocks, bonds, mutual funds, options, and futures. 

   3.    Passive income:   Income derived from real estate, limited part-
nerships, and other tax shelters.   

 Certain income may be  tax exempt , including:

•   Child-support payments 
•  Compensations from accident, health, and life insurance 
•  Gifts and inheritances 
•  Municipal bond interest 
•  Scholarships and fellowships 
•  Veterans benefits   

 In addition, the amount of deductions and write-offs that tax-
payers can take in certain categories are subject to a number of 
rules, regulations, and limitations. 

  Capital gains  is the gross income received when an individual 
sells an asset (such as a stock, bond, or real estate) for more than its 
original cost. Capital gains are taxed at different rates, depending 
on the holding period of the asset. Also, restrictions are imposed on 
the capital losses a taxpayer can take in any given year. 

   Adjusted Gross Income 

 A number of adjustments against your basic gross income are per-
mitted, before you reach a number that represents your adjusted 
gross income. These elements include (with possible limitations):

•   Tuition costs for higher education (through 2013). 
•  IRA deductible contributions. 
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•  Self-employed health insurance. 
•  Penalty on early withdrawal of savings. 
•  Alimony paid .
•  Moving expenses. 
•  Deductible contributions to a Health Savings Account (HSA) 

and Archer Medical Savings Account (MSA) that you or your 
spouse made.   

 The ultimate number reached is termed your  adjusted gross 
income (AGI).  

   Deductions: Standard and Itemized 

 After you have calculated your AGI, you can consider other deduc-
tions. You can take the  standard deduction , which is a fi xed amount 
that depends on your fi ling status (for 2013 the standard deduction 
for most taxpayers is: $6,100 single, $12,200 married fi ling jointly 
and surving spouse, $6,100 married fi ling separately and $8,950 
head of household). Or, you can list  itemized deductions,  which allow 
taxpayers to reduce their taxable income by listing certain personal 
expenditures, including:

•   Medical expenses (in excess of 10 percent of AGI or 7.5 per-
cent if 65 or older). 

•  State and local income tax (or sales tax through 2013). 
•  Real property taxes. 
•  Residential mortgage interest .
•  Private mortgage insurance premiums treated as qualified 

mortgage interest through 2013. 
•  Charitable contributions. 
•  Job and other expenses (in excess of 2 percent of AGI).   

 These deductions are usually subject to various restrictions and 
limitations. The decision to take a standard or itemized deduction 
may change from year to year, depending on your needs. Starting 
in 2013, the American Taxpayer Relief Act of 2012 reinstates the 
phaseout of itemized deductions for high income taxpayers. The 
phaseout is 3 percent for the amount of itemized deductions in 
excess of the following threshold adjusted gross income amounts, 
not to exceed 80 percent of itemized deductions allowable before 
this limitation: 
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•  $250,000 adjusted gross income for single filers. 
•  $300,000 adjusted gross income for married filing jointly and 

surving spouse filers (one-half of these amounts for married 
filing separately filers. 

•  $275,000 adjusted gross income for head of household filers. 

 In 2013, standard deductions for those who are dependents of 
another is the greater of $1,000 or $350 plus the taxpayer ’s earned 
income. 

   Exemptions 

 Exemptions allow you a deduction from your AGI based on the num-
ber of dependents an individual has: For 2013, each exemption allows 
the taxpayer a $3,900 deduction. A taxpayer can claim an exemption 
for him- or herself, his or her spouse, and any dependents, which can 
include children or other relatives earning less than a certain income. 
Furthermore, an exemption can only be claimed by one taxpayer in 
any given tax year. Starting in 2013, the American Taxpayer Relief 
Act of 2012 reinstates the phaseout of personal exemptions for high 
income taxpayers The phaseout amounts begin at the following levels 
of adjusted gross income of: 

•  $300,000 married filing jointly and surviving spouse filers 
until $422,500 above which there is no exemption (one-half 
of these amounts for married filing separately filers. 

•  $250,000 single filers until $372,500, above which there is no 
exemption. 

•  $275,000 head of household filers until $397,500, above 
which this is no exemption. 

    Calculating and Filing Your Taxes 

 To estimate the amount of tax you must pay, you now need to 
address a number of issues:

•   The tax rate applicable to your personal income 
•  Tax credits 
•  Tax forms and schedules 
•  Procedures for tax liability   
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  Tax Rates 

 To fi nd the amount of your taxable income, you subtract deductions 
(standard or itemized) and personal exemptions from your AGI. 
Once you know the amount of your taxable income, you must refer 
to tax rate tables to fi nd the amount of taxes you owe. Exhibit    C.1   
shows how you can calculate what your tax rate is at various income 
levels, whether you are single, married and fi ling jointly, married and 
fi ling separately, a head of household, or a qualifying widow or wid-
ower. The American Taxpayer Relief Act of 2012 has permanently 
extended the tax brackets of most Americans that were set to expire 
in 2012. These brackets are 10 percent, 15 percent, 25 percent, 
28 percent, 33 percent, and 35 percent. For some high income tax-
payers the highest bracket is now 39.6 percent, which applies to any 
taxable income for 2013 (adjusted for infl ation in subsequent years) 
 above  the following amounts: 

•  $400,000 for single filers. 
•  $450,000 for married filing jointly and surviving spouse filers. 
•  $225,000 for married filing separately filers. 
•  $425,000 for head of household filers .

Exhibit C.1 Table 1 2013 U.S. Tax Rate Schedule for Individual: Filing Status Is Single

 Example: IF you are SINGLE and your taxable income is $92,000 for 2013 your U.S. income tax is $19,053 

 Taxable Income      The Tax Is 

 $87,850      $17,891 

 $4,150  Multiply by  28%  $1,162 

 $92,000  Total Taxable Income  $19,053  Total Tax 

 2013 Schedule X: Use if your 2013 filing status is SINGLE 

 If Taxable Income Is 

 Then the Tax Would Be       

 Taxable Income of the 

Amount Over    Over  But Not Over   

 $-  $8,925      10%  MULTIPLIED by  $- 

 $8,925  $36,250  $893  PLUS  15%  MULTIPLIED by  $8,925 

 $36,250  $87,850  $4,991  PLUS  25%  MULTIPLIED by  $36,250 

  $87,850    $183,250   $17,891   PLUS    28%    MULTIPLIED by    $87,850  

 $183,250  $398,350  $44,603  PLUS  33%  MULTIPLIED by  $183,250 

 $398,350  $400,000  $115,586  PLUS  35%  MULTIPLIED by  $398,350 

 $400,000  ---------  $116,164  PLUS  39.6%  MULTIPLIED by  $400,000 
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Exhibit C.1 Table 2 2013 U.S. Tax Rate Schedule for Individual: Filing Status Is Married Filing 

Jointly or Qualifying Widow(er)

 Example: IF you are MARRIED FILING JOINTLY and your combined taxable income is $220,000 for 2013 your U.S. 

income tax is $49,066 

 Taxable Income      The Tax Is 

 $146,400      $28,458 

 $73,600  Multiply by  28.0%  $20,608 

 $220,000  Total Taxable Income  $49,066  Total Tax 

 2013 Schedule Y-1: Use if your 2013 filing status is MARRIED FILING JOINTLY or QUALIFYING WIDOW(ER) 

 If Taxable Income Is 

 Then the Tax Would Be       

 Taxable Income of the 

Amount Over    Over  But Not Over   

 $-  $17,850      10%  MULTIPLIED by  $48,600 

 $17,850  $72,500  $1,785  PLUS  15%  MULTIPLIED by  $17,850 

 $72,500  $146,400  $9,983  PLUS  25%  MULTIPLIED by  $72,500 

 $146,400  $223,050  $28,458   PLUS    28%    MULTIPLIED by    $146,400  

 $223,050  $398,350  $49,920  PLUS  33%  MULTIPLIED by  $223,050 

 $398,350  $450,000  $107,769  PLUS  35%  MULTIPLIED by  $398,350 

 $450,000  ---------  $125,846  PLUS  39.6%  MULTIPLIED by  $450,000 

Exhibit C.1 Table 3 2013 U.S. Tax Rate Schedule for Individual: Filing Status Is Married Filing 

Separately

 Example: IF you are MARRIED FILING SEPARATELY and your taxable income is $80,000 for 2013 your 

U.S. income tax is $16,133 

 Taxable Income      The Tax Is 

 $73,200      $14,229 

 $6,800  Multiply by  28%  $1,904 

 $80,000  Total Taxable Income  $16,133  Total Tax 

 2013 Schedule Y-2: Use if your 2013 filing status is MARRIED FILING SEPARATELY 

 If Taxable Income Is 

 Then the Tax Would Be       

 Taxable Income of the 

Amount Over    Over  But Not Over   

 $-  $8,925      10%  MULTIPLIED by  $- 

 $8,925  $36,250  $893  PLUS  15%  MULTIPLIED by  $8,925 

 $36,250  $73,200  $4,991  PLUS  25%  MULTIPLIED by  $36,250 

  $73,200   $111,525  $14,229   PLUS    28%    MULTIPLIED by    $73,200  

 $111,525  $199,175  $24,960  PLUS  33%  MULTIPLIED by  $111,525 

 $199,175  $225,000  $53,884  PLUS  35%  MULTIPLIED by  $199,175 

 $225,000  ---------  $62,923  PLUS  39.6%  MULTIPLIED by  $225,000 
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   Alternative Minimum Tax 

 Some taxpayers (those in higher tax brackets) are subject to  alter-
native minimum tax (AMT).  AMT is designed to ensure that high-
income taxpayers with many deductions and tax-shelter investments 
are paying their fair share of taxes. 

 Retroactive to years starting after 2011, the American Taxpayer 
Relief Act of 2012  permanently  increases the exemption from this 
tax (with annual infl ation adjustments starting in 2013). For 2013 
the exemptions are as follows: 

•  $51,900 for unmarried taxpayers. 
•  $80,800 for married joint or surviving spouse tax return 

filers. 
•  $40,400 for married filing separately filers. 

   “Kiddie” Tax 

 A dependent child ’s unearned income (interest, dividends, capital 
gains) if below age 18, or 18 to 23 if a full time student, may be taxed 
at the parent ’s usually higher income tax rates. For 2013, the fi rst 

 Example: IF you are HEAD OF HOUSEHOLD and your taxable income is $60,000 for 2013 your 

U.S. income tax is $9,503 

 Taxable Income      The Tax Is 

 $48,600      $6,653 

 $11,400  Multiply by  25%  $2,850 

 $60,000  Total Taxable Income  $9,503  Total Tax 

 2013 Schedule Z: Use if your 2013 filing status is HEAD OF HOUSEHOLD 

 If Taxable Income Is 

 Then the Tax Would Be       

 Taxable Income of the 

Amount Over    Over  But Not Over   

 $-  $12,750      10%  MULTIPLIED by  $- 

 $12,750  $48,600  $1,275  PLUS  15%  MULTIPLIED by  $12,750 

 $48,600    $125,450  $6,653  PLUS  25%  MULTIPLIED by  $48,600 

  $125,450   $203,150  $25,865   PLUS    28%    MULTIPLIED by    $125,450  

 $203,150  $398,350  $47,621  PLUS  33%  MULTIPLIED by  $203,150 

 $398,350  $425,000  $112,037  PLUS  35%  MULTIPLIED by  $398,350 

 $425,000  ---------  $125,365  PLUS  39.6%  MULTIPLIED by  $425,000 

Exhibit C.1 Table 4 2013 U.S. Tax Rate Schedule for Individual: Filing Status Is Head of Household
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$2,000 of the child ’s unearned income generally would not be taxed 
at the parents’ rate. 

   Tax Credits 

 After determining taxable income and calculating tax liability (i.e., 
the amount you owe), you may be allowed to take certain  tax credits.  
A wide variety of tax credits may reduce income tax at the federal 
and state levels. Some credits are available only to individuals, such 
as the child tax credit of $1,000 for each dependent child or the 
earned income tax credit for low-income wage earners. A few credits, 
such as the foreign tax credit, are available to all types of taxpayers. 

  Difference between a Tax Deduction and a Tax Credit     It is important to under-
stand the difference between a tax deduction and a tax credit. A  tax 
deduction  reduces the amount of income you pay taxes on; a  tax credit  
reduces dollar-for-dollar the amount of taxes you pay. 

 For example, if you have a $1,000 tax deduction from your 
income, and you are in the 35 percent tax bracket, you will save 
$350 ($1,000 × 35 percent) in taxes. Conversely, if you have a $1,000 
tax credit, this amount is deducted, dollar-for-dollar, from your tax 
liability, and you will save $1,000. Some of these tax credits can only 
be used to reduce your tax liabilities. Others can be refundable after 
your tax liability has been reduced to zero. 

    Tax Forms and Schedules 

 The IRS requires taxpayers to fi le their returns using specifi c tax 
forms, usually a 1040 form or some variation. The government no 
longer automatically mails these tax forms to taxpayers. Individuals 
should go online to  www.irs.org  to download the necessary forms or 
publications they need to prepare their tax returns. The vast major-
ity of tax payers use a paid preparer or an online tax program to 
fi le their tax returns. 

    Other Tax Considerations 

 As complicated as this process already is, certain other variables 
may need to be taken into account with regard to personal taxes. 

  Estimated Taxes 

 For most people, taxes are taken out of their paychecks by their 
employers. However, if you work for yourself or otherwise receive 
income that is not subject to withholding (investments, consulting 
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fees, freelance jobs, etc.), you are required to pay estimated taxes to 
comply with the  pay as you go  ruling. Estimated taxes must be paid 
in four installments throughout the year—on April 15, June 15, 
September 15, and January 15 (of the next tax year.) Failure to esti-
mate and pay these taxes is subject to a penalty. 

   April 15 

 The tax year corresponds to the normal calendar year: January 1 
through December 31. Taxpayers must fi le their returns no later 
than April 15 of the year immediately following the tax year. (This 
can be done electronically.) If the taxpayer has withheld more than 
his liability, he will receive a refund; if he has underpaid his tax lia-
bility, he must pay the difference. 

   Extensions 

 If needed, you can apply for a fi ling extension, with a due date 
of October 15. Nevertheless, you, the taxpayer, must estimate the 
taxes due and remit any estimated taxes due with the application 
for the extension. (In other words, a tax extension does not give a 
taxpayer more time to pay his taxes.) 

   Amended Returns 

 If you discover you have overlooked certain taxable income or a 
potential deduction(s) or credits, you can fi le an amended return 
up to three years from the date you fi led your original return or 
two years from the time you paid the taxes, whichever is later. 

   Audited Returns 

 Although the chances of being audited are low, the IRS does review 
some returns to make sure the returns have been correctly calcu-
lated: this review is called an  audit . The IRS conducts a few random 
checks; it also targets high-income earners. In addition, certain items 
can trigger an audit: a sudden increase in income; returns missing a 
signature; itemized deductions that are exceedingly high or higher 
than previous years or the average of others in the same tax bracket. 

 The IRS can take three years from the date of fi ling to audit 
your return. If it does audit your taxes, the IRS will be looking to 
see that all income received was properly reported and that any 
and all deductions were legitimate. As a result, it is imperative that 
you keep complete and accurate records, and store them for at 
least three years, or to be on the safe side, for six years. 
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Adoption credits, 108

Adoption expenses, 64

Affordable Care Act plan, 130

Alternative Minimum Tax (AMT) 

liability, 181

American Opportunity Tax Credit, 

179–180, 182

American Taxpayer Relief Act of 2012, 

63, 97, 169, 180, 182, 184

Annual guaranteed-renewable term 

insurance, 125

Annual required minimum 

distributions (RMDs), 207

Annuities, arguments against, 209

Annuity contract, 209

Any occupation policy, 121

Asset allocation, 191

Asset eligibility test, 115

Assets, 29, 176

Auto loans, 98

Backloads, 209

Bad debt, 74, 87, 97. See also Good debt 

vs. bad debt

Balloon payment loan, 82

Bankruptcy protection, 71

Bodily injury liability, 141, 145

Business loans, 98

Business ownership, 60

Cadillac plans, 111

Calculators, on line

auto loan calculator, 81

college cost calculators, 185

college funding calculator, 161

fi nancial calculator, 124

retirement calculator, 207–208, 215

retirement planning calculator, 

192, 197

Cash and cash equivalents, 30

Cash infl ows, 35

Cash outfl ows, 35, 53

Cash-value policy, 137

Catastrophic health insurance, 104

Catastrophic long-term illness, 111

Catchup provision, 204

Certifi ed public accountants (CPAs), 

17–18, 55–56

Charitable contributions, 62

Child and dependent care credit, 56

Child tax credit, 63

Closing costs, 82, 84–85

Clothing, 4

College cost calculators, 185

College education, cost of, 154

College education payments

about, 153–156

action plan for, 185–186

athletic scholarships, 178–179

case study, 156–160

Coverdell Education Savings Account 

(ESA), 168–170

education tax deductions and credits, 

179–184

government grants and loans, 173–178

Graduate Plus (Parent Loan for 

Undergraduate Students), 175

needs analysis, 160–162

Roth Individual Retirement 

Accounts, 172–173
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College education payments (continued )
Savings Bonds, 170–172

Section 529 plans, 163–166

strategies for saving money, 162–179

Uniform Gifts to Minors Act 

(UGMA), 162, 166–168

Uniform Transfers to Minors Act 

(UTAM), 162, 166–168

College funding calculator, 161

College savings plan, 177

Collision coverage, 141

Combo loan, 69

Commuter expenses, 64

Comprehensive physical damage 

coverage, 141

Conforming to, 56

Cost-of-living adjustments (COLAs), 121

Coverdell Education Savings Account 

(ESA), 154, 162, 168

Credit, good vs. bad, 87

Credit accounts, 92

Credit card balance, 98

Credit card debt. See also Debt 

management, by loans

about, 74–75

credit card costs, 75–76

credit card repayment, 76–77

debit cards, 79

diffi culty of, 9

prepaid credit card, 79

repayment date, 80

stop using, 79

Credit fi le inquiries, 92

Credit history, 88, 90, 92

Credit report inquiries, 90

Credit reporting agencies, 89

Credit reports, 89–90, 93, 98

Credit reports and credit scores

checking, 91

elements of, 90

improving, 92–93

items not included in, 90–91

Credit scores, 82, 89, 91–92, 98

Credit types, 91

Current liabilities, 31

Day care center, 63

Debit cards, 79

Debt, 87. See also Bad debt; Credit card 

debt; Good debt; Good debt vs. 

bad debt

Debt forgiveness, 95, 97

Debt management

action plan for, 98

bankruptcy case study, 67–71

basic principles, 71–73

case study, 67–71

credit, 87–89

credit card debt control, 79–80

credit problems, 87–88

credit report and credit score, 

89–93

debt analysis, 94–97

fi nancial responsibilities, 71–72

good debt vs. bad debt, 73–74

house ownership, 83–84

identity theft, 93–94

learn to say no, 72–73

living within one’s means, 72

mortgage debt, 84–85

mortgage refi nancing, 85–86

pay yourself fi rst (practice), 72

professional conduct, 85–86

retail therapy, 5

tax facts and strategies for, 96–97

wants vs. needs, 72

Debt management, by loans

auto loans, 80–81

borrow against 401K, 78

borrow against life insurance, 78

borrow from family and friends, 

78

business and investment loans, 

86–87

home equity loan, 77–78

home mortgage loans, 82–83

student loans, 81–82

Debt payments

completion, 59

monthly, 83

Decreasing term insurance, 125

Deductible levels, 138

Deductible period, 117

Deferred annuity, 210

Dining out, 55

Disability, 118, 120
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Disability insurance

health insurance, 118–122

long term, 121–122

Social Security disability benefi ts, 

119–121

Disability insurance policy, 131–132

Diversifi cation, 191, 202

Dividends on life insurance 

policies, 130

Down payments, 84

Drug industry fee, 109

Earned income credit, 64

Education of children, 60. See also 

College education payments

Education Savings Bond Program, 

170–171

Education savings programs, 164

Education tax deductions and grants. 

See also College education 

payments

American Opportunity Tax Credit, 

179–180

Employee Educational Assistance 

Programs, 181–182

Lifetime Learning Credit, 180–181

tax facts and strategies for, 182–184

Einstein, Albert, 9

Elimination period, 117, 122

Emotional wants, 86

Employee-sponsored plans, 205

Enrolled agents (EAs), 17

Equal opportunity, 2

Equifax, 89–91

Essentials vs. nonessentials, 5, 51–52

Estate preservation

about, 251–252

action plan for, 284

contractual agreement by benefi ciary 

designation, 260

control after death, 258

family limited partnership, 277–278

Federal Gift and Estate Tax 

System, 252

gifting strategy, 261–262

legal documents, 252–257

probate and administrative process, 

257–261

property ownership and transferal, 

262–265

tax facts and strategies for, 281–283

tax planning and life insurance, 

278–281

trust creation, 265–277

trusts, 260–261

wills, 258–260

Expected entitlements, 2

Expected family contribution, 175

Experian, 89–91

Federal Deposit Insurance Corporation 

(FDIC), 7

Federal Family Education Loan 

(FEEL), 174

Federal Student Aid Expected Family 
Contribution Formula Guide 
(DOE), 175

FICO score, factors affecting, 91–92

Financial calculator, 124

Financial goal establishment

action plan for fi nancial position, 65

fi nancial goals, 59–61

point X, 58–59

trusted advisers, 61–65

wealth, 57–61

Financial independence, 35

Financial net worth, 29

Financial position determination

about, 23

asset identifi cation, 29

cash fl ow sense, 35–50

case study, 24–29

cash infl ows, 51

cash outfl ows, 51–52

cost cutting, 54–57

essentials vs. nonessentials, 52–53

fi nancial goal establishment, 57–61

fi nancial net worth, 24, 31

fi nancial net worth statement, 32–34

fi rst step, 35

listing liabilities, 31

net worth measurement, 29

small things, 57

statement cash fl ow analysis, 53–54

Statement of Financial Position, 30

tax facts and strategies for, 61–65
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Fixed and variable annuities

about, 209–210

fi xed annuities, 210–211

variable annuities, 211–212

Flexible spending account (FSA) 

limits, 109

Food, 4

401(k) Plan, 20, 199, 203

Free Application for Federal Student 

Aid (FAFSA) forms, 176

Funding special purchases, 60–61

Funding unexpected situations, 60

Goals, long-term, 65

Good debt, 73–74, 81–85, 87

Good debt vs. bad debt, 73–74, 87, 98

Graduate Plus (Parent Loan for 

Undergraduate Students), 175

Group HMOs, 103

Group plan, 101

Head of household status, 63

Health and life insurance

about, 99–100

action plan for, 131–132

buying insurance properties, 128–129

disability insurance, 118–122

health savings accounts, 111

healthcare mandates, 110–111

life insurance, 122–128

long-term care insurance, 111–118

selection of, 100–102

tax facts and strategies for, 130–131

types of, 102–110

Health industry fee, 110

Health insurance exchanges, 110

Health insurance plans. See also 

Medicare

Blue Cross/Blue Shield plans, 104

Children’s Health Insurance 

Program (CHIP), 107

COBRA (Consolidated Omnibus 

Budget Reconciliation Act of 

1985), 107

EPO’s (exclusive provider 

organizations), 103

HMOs (health maintenance 

organizations), 103

indemnity health plans (fee-for-

service), 102

managed-care health plans, 102–103

Patient Protection and Affordable 

Care Act of 2010, 108–110

PPOs (preferred provider 

organizations), 103

traditional healthcare plans, 102

Worker’s Compensation 

Insurance, 107

Health insurance reporting 

requirements, 108–109

Health Reimbursement Account 

(HRA), 111

Health Savings Account, 55, 130

Healthcare and Education 

Reconciliation Act of 2010, 108

Higher Education Act, 174

HO-3 insurance, 139

Home buying, 60

Home loan refi nancing, 97

Home ownership vs. renting, 84

Home-equity debt, 96

Home-equity line of credit, 97

Home-equity loans, 77

Homeowners insurance

coverage, 139–140

endorsements, 139

liability coverage, 137–140

property coverage, 137

Homeowner’s policies, 138

Housing expenses, 54

Identity theft, 98

Immediate annuity, 210

Income, 176

Income sources, 51

Income test, 115

Income-replacement insurance, 123

Increasing term life insurance, 125

Individual Practice Associations 

(IPAs), 103

Individual Retirement Accounts (IRAs), 

20, 126, 193, 199, 203, 205

Insurance costs, 55

Interest payments, 75

Interest-only loans, 82

Internal Revenue Code, 13
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Invested assets, 30

Investment interest, 97

Investment management

about, 221–222

action plan for, 249

asset allocation and rebalancing, 

237–243

bonds, 227–228

corporate bonds, 230–231

diversifi cation and Modern Portfolio 

Theory, 234–236

dollar-cost averaging, 243–244

exchange-traded funds (ETFs), 

233–234

infl ation and taxes, 245–246

Medicare surtax on net investment 

income, 246

municipal bonds, 229–230

mutual funds, 231–233

risk tolerance, 222–226

stocks, 226–227

tax facts and strategies for, 247–248

U.S. Treasury securities, 228–229

Investments, 2

Irrevocable life insurance trust 

(ILIT), 128

Jewelry, 139

Kiddie tax, 167

Legal documents

durable power of attorney, 256–257

health care proxy, 255

living will, 255–256

trusts, for specifi c benefi ciary, 254

will preparation, 254

Legal documents for estate planning, 

about, 252–254

Level term policy, 125

Liabilities, 29

Liability coverage, 136

Liability insurance, 138

Life insurance

about, 122–124

permanent life insurance, 126–127

second-to-die life insurance, 127

term life insurance, 124–126

universal life insurance, 126

variable life insurance, 127

whole life insurance, 126

Lifetime Learning Credit, 179, 182

Living within one’s means

action plan for, 9

diffi culty of, 8–9

dream into nightmare, 1–2

essential step, 2–6

FDIC, 7

insanity, 9

life insurance, 193

needs vs. wants, 4–6

paying yourself fi rst, 3–4

simple saving, 6–9

special situation saving, 8

Loans

application for, 93

interest-only, 69

number carried, 91

Long-term care insurance

about, 111–112

activities of daily living, 117

costs of, 114–116

criteria to consider, 113, 132

elimination period, 117–118

guaranteed renewable insurance, 118

infl ation protection, 118

options of, 112–114

paying for, 116

purchase decision, 116–117

underwriting, 118

Long-term disability coverage, 119

Long-term liabilities, 31

Marriage taxation, 63

Medical costs, 55

Medical device tax, 110

Medical expense deduction, 109

Medical insurance premiums, 130

Medical laws, 131

Medical savings accounts, 109

Medicare

about, 104–105

Medicaid, 106

Medicare Advantage, 105

Medicare drug coverage, 108

Medicare Parts A-D, 105–106
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Medicare (continued )
Medicare Supplement Insurance, 106

Medicare tax increase, 110

Medigap (Medicare Supplement 

Insurance), 106

Modifi ed adjusted gross income 

(MAGI), 82

Money market deposit account, 7

Mortgage insurance, 125

Mortgage refi nancing, 34, 85

Named perils, 139

National Center for Education 

Statistics, 173

Needs vs. wants, 52, 74, 76

Net worth, 29

No-fault coverage, 141–142

No-income-verifi cation loans, 82

Non-business bad debt, 97

Nondeductible contribution, 206

Obama, Barack, 21, 108

Older children, insurance for, 108

Opportunity costs, 87

Original Medicare. See Medicare

Outfl ows, essentials vs. nonessential, 57

Owner’s occupation policy, 121

Parent Federal Plus (Parent Loan for 

Undergraduate Students), 174

Partial disability, 118

Patient Protection and Affordable Care 

Act of 2010, 108

Paying one’s self fi rst (practice), 8, 35, 

59, 65

Payment history, 91

Pell Grant, 174

Percentage of debt, 92

Personal injury protection, 141

Personal-use assets, 30, 60

Point X (fi nancial independence), 

8, 11, 15, 32, 58, 73–74, 96, 127, 

187, 213

Potential income, 68

Pre-existing conditions, 108

Prepaid 529 tuition plans, 177

Prepaid credit cards, 79

Prepaid tuition plan, 177

Property damage liability, 141, 145

Property insurance

about, 133–134

action plan for, 150–151

automobile insurance, 141–145

buying, 147–148

case study, 134–136

homeowners insurance, 136–140

tax facts and strategies for, 148–150

umbrella liability insurance, 144–146

Property ownership and transferal

amount included in estate, 264–265

individual ownership, 262–263

joint tenancy, 263–264

stepped-up basis, 264–265

tenancy by entirety, 264

tenancy in common, 263

Public records, 90, 92

Qualifi ed contracts, 116

Qualifi ed expenses, 169

Qualifi ed retirement plans

401(K) Plan, 202

403 (B) Plan, 202

defi ned-benefi t pension plans, 

200–201

defi ned-contribution plans, 201

employee stock ownership 

(ESOP), 202

money purchase pension plans, 201

profi t-sharing plans, 201

qualifi ed retirement plans, 198–203

Savings Incentive Match Plans for 

Employee (SIMPLE), 203

savings plans, 201

self-employed plan, 202

Simplifi ed Employee Pension (SEP), 

202–203

Qualifi ed tuition plans. See Section 529 

plans

Qualifying mortgage interest, 96

Rates of return, 32

Rating agencies for insurance 

companies, 129

Record organization and retention

records of importance, 15

retention duration, 16
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Rental property insurance, 146

Rental reimbursement coverage, 142

Replacement-cost policy, 137

Residence test, 64

Residual benefi ts, 121

Retirement accounts, 33

Retirement calculator, 207–208, 215

Retirement estimator, 197–198

Retirement planning. See also Qualifi ed 

retirement plans

action plan for, 220

case study, 187–191

cost of waiting, 193–196

fi xed and variable annuities, 

209–212

funding needs analysis, 212–216

Point X calculation, 191–193

Roth IRAs, 207–209

Social Security benefi ts, 196–198

tax facts and strategies for, 

216–219

Traditional IRAs, 205–207

Traditional IRAs vs. Roth IRAs, 

203–209

Retirement planning calculator, 

192, 197

Retirement savings, 59

Revenue Act of 1861, 12

Roth Individual Retirement Accounts, 

taxes of earnings from, 208

Section 529 plans

about, 163–166

control and tax advantages, 166

vs. Coverdell Education Savings 

Account (ESA), 168

resources, 177

restrictions of, 154

withdrawals, 177

SEP, 205

Shelter, 4

Shopping til you drop lifestyle, 5

SIMPLE IRA, 56, 205

Simple saving, 6–7

Small Business Job Protection Act, 163

Small business tax credits, 108

Social Security Administration 

(SSA), 197

Social Security benefi ts, 198, 207

Social Security Trust Fund, 197

Spending down, 116, 168

Splurging, 8

Stafford Loans, 174–175

Statement of Cash Flows, 23, 35–50, 

52, 65

Statement of Financial Position, 23, 65, 

76, 94

Student income and assets, 176

Student loans, 67–68, 82, 98

Supplemental Security Income (SSI), 

116

Survivorship life policy, 127

Tax advisor, 65

Tax attorneys, 17

Tax avoidance vs. tax evasion, 19

Tax credits for small businesses, 110

Tax deferral, 199

Tax planning and life insurance

about, 278–279

spousal portability of exclusion, 

279–280

Tax planning, wealth accumulation 

through

about, 18–19

American Taxpayer Relief Act of 

2012, 21–22

tax avoidance vs. tax evasion, 19

tax benefi ts, 20–21

tax planning, 19–20

taxes, understanding, 18–22

Tax rates

federal income, 13

highest marginal income, 14

income, 13

Tax records, 15

Tax strategies, current, 65

Tax system history

current situation, 14–15

income taxes and Sixteenth 

Amendment, 12–13

state and local income taxes, 13–14

Taxes. See also Section 529 plans

facts and strategies, 61–65

from Roth IRAs, 208

on Social Security benefi ts, 207

bindex.indd 349bindex.indd   349 26/02/13 2:49 PM26/02/13   2:49 PM



350 Index

Taxes, understanding

about, 11

action plan for, 22

action plan for understanding 

taxes, 22

record organization and retention, 

15–16

tax facts and strategies for wealth 

accumulation, 21–22

tax planning, wealth accumulation 

through, 18–22

tax system history, 12–15

tax-preparation services, 16–18

Tax-free income, 62

Tax-preparation services

certifi ed public accountants 

(CPAs), 18

enrolled agents, 18

Internal Revenue Service, 16

nonlicensed national and local tax 

services, 17

tax attorneys, 18

tax planning and preparation 

software, 17

tax preparer, 17

Tax-qualifi ed Long Term Care 

Insurance Contracts, 116

Time is money, 194

Time value of money

about, 285–286

future value factor of a sum 

certain, 289

future value of an annuity factor, 

289–294

present value of a sum certain, 

294–295

present value of an annuity factor, 

295–299

Rule of 72, 286–299

summary, 300

Total disability, 118–119

Transportation costs, 52, 55

TransUnion, 89–91

Trust creation

AB trusts, 268–269

charitable gifting and trusts, 

275–276

charitable trusts, 273–275

reasons for creating, 265–277

revocable and irrevocable, 267–268

split interest trusts, 271–273

summary about, 276–277

taxation of, 269–270

transfers and retained life interests, 

270–271

Umbrella extended coverage, 146

Umbrella liability insurance

bodily injury liability, 145

buying insurance policies, 147–148

extended coverage, 146

property damage liability, 145

rental property insurance, 146

Uniform Gifts to Minors Act (UGMA), 

162, 166–168

Uniform Transfers to Minors Act 

(UTMA), 162, 166–168

Uninsured motorist coverage, 141

Universal life insurance, 126

U.S. Constitution, Sixteenth 

Amendment, 13

U.S. Department of Education, 173

U.S. Savings Bonds, 162

Variable life insurance, 126

Viatical settlement company, 131

Waiting period, 117

Wants vs. needs, 5, 185

Wealth. See also Debt; Debt 

management; Point X (fi nancial 

independence)

defi ned, 57

infl ation and taxes, 245

insurance choice, 127, 133

lifestyle, 57–58, 65

pay yourself fi rst (practice), 35

qualifi ed retirement plans, 200

tax planning facts, 26

taxes, 15, 17, 19, 21–22, 239

time value of money, 285

Wealth accumulation, tax facts and 

strategies for, 21–22

Websites, 20

Whole-life insurance, 126

William D. Ford Direct Loan 

Program, 174

Worker’s compensation payments, 130
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