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About this course for instructors 

Personal Investments is a one-credit college course that teaches the basics of investing. It is part 
of a set of six courses that also cover money management, saving, credit, real estate and risk 
management. Personal investments will focus on financial goals, tax-advantaged vehicles, 
investments, historical risk and return, asset allocation, fund evaluation, and the protection of 
wealth. The goal of the course is to teach learners to establish good savings and investing habits 
which take full advantage of the time value of money. Behavioral finance research has shown 
that, even though learners have the knowledge, they are genetically hard-wired to make the 
wrong decisions when it comes to investing. The most effective strategy is to teach them a few 
simple habits that will serve them throughout their financial life.  

The approach to investing promulgated by this book is one that uses asset allocation, index 
funds, laddering, and rebalancing to manage a portfolio. Research has shown that individual 
investors should not stock pick and that index funds outperform actively-managed funds in the 
long run mainly because of their low fees. Most individual investors spend relatively little time on 
their portfolio; therefore asset allocation will serve them well. Laddering is used to manage 
interest rate risk in fixed income investments. Rebalancing makes the buy and sell decision for 
individual investors. The major types of investments will be covered so that the learner will know 
what a diversified portfolio consists of. This book also teaches other investing concepts such as 
risk and return so that learners will be able to understand the volatility of markets and why it is 
important to stay the course. 

There will be repetition of financial behavior lessons promoted in the other modules including 
automatic saving of at least 10% of income and use of tax-advantaged savings vehicles.  

The focus in this book is on activities and assignments that will get the learner to adopt behaviors 
rather than acquire in-depth knowledge on investments. The learner should be able to 
demonstrate mastery by selecting and managing a portfolio in a 401k or an IRA. There are four 
key assignments that allow the learner to demonstrate their grasp of tax-advantaged saving, 
laddering, asset allocation, and fund selection as well. 

Episodes of the PBS program MoneyTrack (also funded by IPT) can be also used by instructors. 

. 

Personal Investments are very personal and it is dynamic. Encourage students to ñOnly share 
what they are comfortable sharing with others.ò A student always has the option to ñpassò on 

a question that they feel is too personal.  
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Personal Investing Lesson Plan 

 TOPIC 
 

ASSIGNMENTS 
 

ACTIVITES AND DISCUSSION 
 

MUST COVER IF TIME PERMITS 

Unit 1  
  

Introduction  
 

 

 
 

Financial behavior inventory 
Introduce yourself to the class. 

Talk about your financial dreams and nightmares. 
MoneyTrack Episode 111 The future 

Financial goals 
Spending plan 

 

Time value of money 
calculations 

Unit 2 
  

Tax-
advantaged 
savings 
 

What you need for 
retirement  p. 32 

View the Mr. Earl video at 
mms://real.wa.gov/dfi/earlseg.wmv 

What did Mr. Earl do right? What is your action 
plan? 

 

401K 
Roth IRA 

IRA 

Can you afford to 
retire? 

http://www.pbs.org/wgb
h/pages/frontline/retire

ment/ 

Unit 3 
 

Investments 
 

Check out interest 
rates p. 51 
 

Class contest for best CD rates. 
MoneyTrack Episode 204 Retirement reality check 

Can you afford to retire? 
http://www.pbs.org/wgbh/pages/frontline/retirement

/ 
 

CDs 
Treasury bonds 

Stocks 
 

Other bonds 
Real estate 
International 
Commodities 

Unit 
4 

Selecting your 
investments 

Asset allocation p. 
68 

Do risk return of different asset classes using 
www.morningstar.com.  

MoneyTrack Episode 201 Back to Basics 
MoneyTrack Episode 206 The Guru Show 

Risk and return 
Asset allocation 

Graphing and 
interpreting risk return 

Unit 5 Selecting 
funds 

Fund selection for 
401k ï p. 74 

Choose a fund and share it with the class. 
MoneyTrack Episode 108 Financial Makeover 

Mutual funds 
Fee expenses 

Closed end funds 
ETFs 

Unit 6 When to buy 
and sell 

Bond laddering p. 
78 
Rebalancing p. 82 
 

Bond laddering activity 
MoneyTrack Episode 212 Changing lanes 

Laddering 
Rebalancing 

Other strategies 

Unit 7 Protect your 
wealth 

Questions to ask a 
financial planner. 

What will you teach your children about investing? 
Video ï Stolen Futures 

MoneyTrack Episode 214, 215 Need to Know 

Selecting advice. 
Identity theft and 

fraud. 

 

mms://real.wa.gov/dfi/earlseg.wmv
http://www.pbs.org/wgbh/pages/frontline/retirement/
http://www.pbs.org/wgbh/pages/frontline/retirement/
http://www.pbs.org/wgbh/pages/frontline/retirement/
http://www.pbs.org/wgbh/pages/frontline/retirement/
http://www.pbs.org/wgbh/pages/frontline/retirement/
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Personal Investing 90-minute Session 
 

Topics Activities Must Cover If Time Permits 

Investments View the Mr. Earl video at 
mms://real.wa.gov/dfi/earlseg.wmv 
What did Mr. Earl do right? What 

is your action plan? 

Stocks, CD, treasuries 
Risk return 
 
 

Other bonds 
International 

Selecting funds Evaluating funds using 
Morningstar.com 

Index funds 
Fees 
Rebalancing 

Time value of money calculations 

Tax-advantaged investments Select funds for a 401K Asset allocation 
401K 
Roth and traditional IRAs 

Effects of cashing out, taking 
loans 
Investment fraud 

mms://real.wa.gov/dfi/earlseg.wmv
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About this course for students 
 
It used to be that you could work 30 years with a company and then retire in comfort. If you were 
loyal to your company, your company would take care of you with a nice pension and health 
coverage. In the old days, paying for college wasnôt such a burden. No more. Folks stay on 
average 5 years at a job before they move on. College educations can cost as much as a house 
in some parts of the country. Whatôs more, this generation is facing social security shortfalls, 
longer lives and higher medical expenses. Youôre on your own and facing a financial future that 
has become more uncertain. Itôs up to you to save and invest for your financial security and to 
achieve our financial goals. 
 
Now over half of families own stocks either directly or indirectly in their retirement accounts, up 
from one third in 1989. In our retirement accounts, we have all kinds of instruments to choose 
fromðbonds, international investments, real estate, and more. How does one decide?  
 
You have to acquire the knowledge and skills to make these decisions. This includes knowing 
what assets are and how theyôve behaved in the past, how to allocate your money into different 
assets and how to move your money around. On the other hand, investing is not as complicated 
as some might lead you to believe. We have the knowledge and experience now to point 
individual investors in the right direction with a few simple steps. Knowledge is power in the 
investment world. Planning is essential to success.  
 
This course will teach you important concepts about investments including return, risk and 
correlation. It will provide an introduction to the different types of investments. It will teach you to 
evaluate different funds and investment advisors. It will give you some basic information on how 
to protect yourself from fraud. 
 
The book includes ñIn-Classò activities and questions, with answers supplied at the end of the 
material. The workbook complements the learning objectives with Key Assignments, Discussion 
Questions, and Activities are designed for the students to complete out of class. There are lots of 
websites and calculators that are located in the workbook to assist you in decision making, for 
now and in the future. 
 
Personal Investments are very personal and it is dynamic. The situation changes constantly. You 
will be asked to share your views and experiences. Only share what you are comfortable 
sharing with others. A student always has the option to ñpassò on a question that they feel is too 
personal. 
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Investing Strategies for a Lifetime 

 Starting Out Twenties Twenties - Thirties Thirties Forties - Fifties Sixties - Plus 
 
Protect 
financial 

dreams 

¶ Set exciting goals 

¶ Make a spending 

plan 

¶ Establish a 

record-keeping 
system  

¶ Establish good 
credit habits and 

history 
 

¶ Create an 

emergency fund 

¶ Learn about savings 

instruments 

¶ Learn about bonds 

¶ Get adequate auto, 

health, and rental 
insurance 

¶ Form a financial 

team with your 
partner 

 

¶ Reach financial goal 

of purchasing a 
home 

¶ Establish a 401k 

account 

¶ Start IRAs 

¶ Learn about major 
asset classes and 

their risk and return 

¶ Create a plan to 

financially survive a 
job change 

situation. 
 

¶ Establish tax-

advantaged 
education funds for 
children 

¶ Create a will to 

protect your assets 

¶ Expand investment 

portfolio by asset 
allocation 
 

¶ Upgrade and 

maintain house 

¶ Reach financial goal 

of adequate funds for 
kidsô college 

education 

¶ Asset allocation and 

rebalanced 
investment portfolios 
to accommodate 

retirement 

¶ Able to care for 

parents if desired 
 

¶ Paid all debts in full 

¶ Adequate  health 

and long term care 
insurance coverage  

¶ Estate plan 

¶ Updated will 

¶ Ladder ed 

investments or 
annuities to cover 

for retirement 
income 

¶ Income to last 

lifetime 

 

 
Avoid 

financial 
nightmares 

¶ Having excessive 

credit card debt 

¶ Taking too much 

in student loans 

¶ Victimized by 

identity theft 

¶ Lacking financial 

skills 

¶ Focusing on short-

term satisfaction 

and not  long-term 
needs 

¶ Destroying 

relationships over 

financial problems 

¶ Financial ruin from 

inadequate 
insurance 

 

¶ Not taking 

advantage of the 
time value of money 

by saving early 

¶ Unable to invest 

because lacking 
understanding of 

investments and 
their characteristics 

¶ Taking on too much 

debt - Bankruptcy 

¶ Lack of 

diversification in 
investment portfolio 

¶ Taking on too much 

debt - Bankruptcy 

¶ Untimely death with 

no will  
 

 

¶ Using home equity to 

spend or pay off old 
debts 

¶ Unable to pay for 

major replacements 
on house 

¶ Taking loans on 

401Ks 

¶ Not enough money 

for kidsô college 
educations 

¶ Not able to care for 

parents 

¶ Bankruptcy 

¶ Not able to care for  

self  

¶ Inadequate health 

coverage 

¶ Not enough income 

for retirement 

¶ Victimized by fraud 

because of lack of 
education. 
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Unit 1: Getting Started 
 

Age (years)

10 20 30 40 50 60 70 80

Childhood

High 

School and 

College

Starting a 

family

Growing your career 

and managing 

lifeôs ups and downs 

 
Retirement

Your Financial Life

-$10,000

$20,000

$40,000

$60,000

You begin by 

being a financial 

drain to your 

middle-class 

parents costing 

$10,000 a year 

or $184,000 

until you leave 

the roostðand 

that doesnôt 

include college 

tuition.

Income

Youôre starting to 

earn money (not 

much)  and 

getting the 

education 

($80,000 for a 

public university) 

to earn more. 

This is when you 

start with credit 

cards (33% have 

over $2000 

outstanding 

balance) and 

student loans 

($20,000 average 

for a bachelors).

You start a 401K 

or IRA to save for 

retirement.  

Your earnings start 

to take off and you 

settle down to start 

a family. With that 

comes your first 

house (down 

payment of about 

$30,000), 

mortgage, and the 

kids who now drain 

you $10,000 a 

year. You need an 

emergency fund of 

six months. You 

protect your assets 

with life, property, 

liability, disability 

and health 

insurance. You 

create a will.

You move towards 

your peak earning 

years and use this 

time to grow your 

wealth with proper 

asset allocation and 

rebalancing. 

You upgrade your 

house and save for 

your kidsô college 

education ($100,000 

each) and your 

retirement ($1 million). 

You will change jobs 

(every 2 to 4 years) 

and may be 

unemployed (by 

choice or not) at 

times. You may 

divorce (77% fall in 

wealth). You may 

have to care for your 

parents ($5500 per 

year). All these could 

set you back.

Your income could  

fall well before you 

reach retirement age. 

You continue to 

accumulate for 

retirement and plan 

how your nest egg will 

last for the rest of your 

life. You protect your 

health and assets with 

long term care 

insurance. You may 

work longer because 

you need to or 

because you want to.

If youôve been good 

about saving, you will 

enter retirement debt-

free and comfortable for 

the rest of your life. If 

you havenôt, the only 

option is to continue 

working if you can.  You 

asset allocate, 

rebalance, and ladder 

your investments to give 

you a steady distribution 

of income. Healthcare 

becomes a big expense. 

You protect yourself 

from fraud. You update 

your estate plan.

 

How does a typical person look---financially? Not as prosperous as most of us believe. The 
typical family income in Washington State is $63,000 in 2006 dollars. Household income tends to 
go down during recessions and recover afterwards. Although itôs increased throughout most of 
the last century, itôs been flattening in recent years and still hasnôt recovered from the last 
recession to its 2000 peak. This means that income might not grow as quickly in the future. Some 
evidence suggests that people coming out in the workforce now may be the first generation to 
make less than their parents, mainly because the US economy is not growing as quickly as it 
used to. According to the Economic Mobility study, the economy grew 17% in the last generation 
as compared to 52% in previous generations. 

Washington 
 

2006  
Median 
Income 

Total: 63,705 

2-person families 58,584 

3-person families 66,252 

4-person families 75,140 

5-person families 68,562 

6-person families 62,484 

7-or-more-person 
families 

61,212 

 
Source: US Census 
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Your income changes depending on the economy, tending to go up during good times and down 
during bad. It also changes depending on where you are in your life. You start your life as a 
financial drain on your parents, costing most middle-income families about $10,000 a year. Your 
income rises as you get more established in life, peaks about the time you are 50 years old and 
then declines as you move towards retirement and retire. But this chart doesnôt tell the whole 
story.  

 

What can you do to improve your financial status? Education has an impact. Here is a chart that 
describes the impact of education on your salary. There is a big jump in earnings when you get 
your college degree and even a bigger jump if you get a professional degree such as engineer, 
accountant, lawyer or doctor. Keep in mind that even with the same education, women make 60% 
to 70% of what men make. Some speculate that this is because women are still the main 
caregivers for both parents and children and may take time off to give this care. 
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Of course, your financial life doesnôt proceed as smoothly as even these charts show. Right now 
the average time that someone stays in a job is about 5 years. So that thereôs a pretty good 
chance that youôll be unemployed, underemployed, or self-employed for periods in your working 
life. On average folks have 4.5 spells of unemployment during their working life and they last on 
average about 3 months. This suggests that having an emergency fund or 3 to 6 months of 
income to tide you over such periods is a very good idea. 

Other life events such as marriage (70% of people get married) can have an effect on your 
financial life. Marriage increases a personôs wealth by about 77% because two can live as 
cheaply as one and half. Divorce (40% to 50% of first marriages end in divorce) can have a 
significant impact on your financial life. Divorce can decrease your wealth by 77%. Marriage 
becomes the most significant financial decision you will make in your lifetime. 

You already know that children can have an impact as well. Just as you cost your parents so your 
kids will cost you $10,000 a year for a total of $184,000. When they go to college, the average 
cost of a college education at a Washington state public university is $20,000 per year or about 
$80,000 for a bachelorôs degree.  Other colleges can be priced at 
http://apps.collegeboard.com/search/index.jsp. At the same time as you pay for your kidôs 
education, you may have to bear some financial responsibility for your parents ($5500 per year). 

It follows that net worth or the amount of wealth you have also increases as you age. Your net 
worth---what you own (home, retirement accounts, investments, etc.) less what you owe 
(mortgage, car loans, etc.)--grows over your lifetime and declines as you retire and no longer 
earn money.  

http://apps.collegeboard.com/search/index.jsp
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Debt is a big part of your net worth formula. The goal is to keep your financing payments (credit 
card payments, car loans, student loans and mortgage payments) well below 40% of your income 
while you are working and to pay down all debt by the time you retire. 

 

For most folks, as can be seen by the graph above, their home is the largest part of their net 
worth. People tend to buy their first house when they are 32 (typically 1812 square feet for 
$236,500 in Washington state) and upgrade when they are older ($300,000). That house can also 
be a financial drain with replacing the roof, appliances, the furnace, or even a major renovation. 
However, as a financial asset, donôt depend on your home. Most folks view their homes very 
emotionally and will not sell it even when they retire. About 70% of people who retire donôt sell or 
even take money out of their homes to fund their retirement. 

Location 2006 Median Price 

Kennewick-Richland-Pasco $156,100 

Portland-Vancouver-Beaverton 280,800 

Seattle-Tacoma-Bellevue 361,200 

Spokane 184,100 

Yakima 136,500 

Source: National Association of Realtors   

As you head into retirement, you have to deal with making sure that your financial resources last 
you for the rest of your life and that you have taken precautions to protect your assets. Senior 
citizens are targets of all the scam artists because they have assets and they are trusting or often 
lonely. As you navigate your way through your financial life, itôs important to learn crucial skills to 
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help you deal with all the twists and turns that can be thrown at you. Itôs important that you get 
smart about your money no matter where you are in this journey. 

Now that you have a good idea of what your financial life looks like, you need to acquire the 
investing skills and habits that will serve you through your life. In this first section, you will learn 
about setting goals and creating a spending plan. These two items are of vital importance in 
keeping your investing program on track. 

Setting Financial Goals 

The first important step in your strategy to a secure financial future is to have goals. When we 
donôt have goals we drift and at the end of our work lives, we wonder why we didnôt do what we 
wanted (whatever that was). When we have goals, we achieve them, especially if they are written 
down. 

Now you will have short-term and long term goals. The short-term ones can include a car or a 
vacation. Long term goals are the house, your childrenôs education and your retirement. Lay out 
your lifetime financial goals. Thatôs rightðfor your whole life. It is tough because we tend to have 
short-term horizons. But, you need to think about all your goals now because some of them will 
take a long time to achieve.  

According to The Facts about Saving and Investing (1999) put out by the SEC, two out of three of 
all US families fail to reach one major financial goal. Identify financial or saving goals that excite 
you, such as saving to buy a car; staying home with the kids; leaving an awful job; paying off your 
mortgage; starting your own business; traveling with your family or friends, helping others, and 
more.   
 
Set realistic goals using the SMART approach: 
 

Specific. Smart goals are specific enough to suggest action.   
ñSave money for a used car.ò 
 
Measurable. Goals need to be measurable when youôve reached your goal.  
ñThis used car will cost $8000 so I need to save $1,000 for a down payment. 
 
Attainable. Goals need to be reasonable.  
ñ$8000 for a used car (versus $20,000 for a new car) is reasonable for my 
circumstances.ò 
 
Realistic. The goals need to make sense.  
ñI make $30,000 a year so a used car so saving $84 a month for $1000 makes sense.ò 
 
Time-related. Set a definite target date.  
ñI can save $84 per month and reach $1000 within 12 months.ò 

 
  

 



 

Page 15 

  
Updated 2009 

 

Education 

Education seems to be a necessity in this new global age where higher skill sets are necessary. 
But, education is also a big ticket item with students paying on average $10,000 a year in tuition 
plus $10,000 in living expenses to go to Washington stateôs public four-year universities. For four 
years, this can add up to $80,000. If you go on to pursue a professional degree such as a law or 
medical degree, the cost goes over $100,000. Even community college costs $4000 a year. With 
this large cost, often grandparents must chip in along with parents to ensure that the kids in the 
family have a chance to get the college education.  

Activity  
What is the difference in cost between a public and private university? Check out colleges in 
Washington State such as Seattle University and Whitman and compare them to the University of 
Washington and Washington State. http://cgi.money.cnn.com/tools/collegecost/collegecost.html 

First House 

The first major financial goal for most folks starting out is the house. If youôre living in a typical 
Washington state city a house might cost you $200,000, or $40,000 down payment (keep in mind 
that these prices vary greatly depending on where you live).  

Activity  
Although these sites are not totally accurate, check out www.zillow.com as to the price of a house 
in a neighborhood that you want to live in. How much will you have to pay for the house? 

http://www.zillow.com/
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Retirement 

Most of you are going to live longer than the current life expectancy (about 78 years) because of 
developments that are prolonging life. This means that you will have to ensure that you have 
enough money for a longer period of time. If you think Social Security will take care of your 
lengthening requirements, you might want to reconsider. Social Security currently gives you a 
minimum wage (the average payment as of 2006 is $955 a month and the maximum is $1500). It 
covers about 42% of retired peopleôs needs if they made $15,000 before they retired. If they 
made $60,000, Social Security covers 25% of their needs. Right now workers are putting more 
into the social security than retirees are taking out. But that is expected to change in about 25 
years. At that time, according to the Social Security Administration, people who retire will receive 
only 75% of the current entitlement. Reviewing you Social Security report gives you an amount 
that you can consider as a ñfloorò of your retirement income. If you donôt want to live at that 
income level (about 25%) you will need to start saving. We will address Social Security again in 
Unit 6. 

Although folks think that they will reduce spending when they retire, most keep their level of 
spending up. Many people keep their homes (and all the expenses that come with them) when 
they retire. When you get older, some expenses get bigger. Your medical costs increase. 
Medicare takes care of 54% of your needs, but you must pay extra for doctorôs visits. If you need 
long-term care such as a nursing home, you have to pay the bill yourself. 

Nowadays, most people are resigned to the fact that employers will no longer take care of you 
when you retire. Most people donôt work long enough at any company to even qualify for the 
traditional pension plans. Itôs true that employers are slowly phasing out traditional pension plans 
and phasing in retirement savings plans (401k) that require you to save and invest for yourself. 
Employers believe that these types of plans match what workers do. Most workers donôt stay the 
5 years necessary to get any benefits, let alone the 30 years it takes to get adequate benefits 
from the traditional plans. With the 401k plans, when these workers leave they can take their 
retirement accounts with them. 

Although many people know that these retirement savings plans will be their main source of 
retirement income, about 18% donôt contribute at all. When people leave their companies, many 
cash out and spend their retirement money instead of ñrolling it overò into other retirement plans. 
This means at their next job, they start out with nothing in retirement. Younger folks tend to do 
this most and they are the most hurt by cashing out. Even small amounts set aside early in your 
working life can work hard for you over time. If youôre cashing out, most of the benefits of 
compounding are lost. 

The experts donôt always agree on the amount you need for retirement because thereôs so much 
uncertainty involved in the amount of social security and your longevity not to mention inflation 
rates and rates of return. Itôs estimated that baby boomers (who are starting to retire now) have 
about one third of what they need to retire. 

As a rule of thumb, you can estimate the amount of money that you expect to live on a year and 
divide by 4% to come up with what you might need in your retirement fund if you have no other 
sources of retirement income. 

Question  
When you retire, Medicare takes care of what portion of your medical expenses when you retire? 

a) One quarter 
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b) One half 
c) Three quarters 

 
Answer  
When you retire, Medicare takes care of what portion of your medical expenses when you retire? 

a) One quarter 
b) One half 

c) Three quarters 

Correct answer b. Medicare only covers hospital and prescription drugs. Doctor visits and long-
term care is not covered. 

Question  
When you retire, Social Security benefits can cover what portion of your living expenses? 

a) One quarter 
b) One half 
c) Three quarters 

 
Answer  
When you retire, Social Security benefits can cover what portion of your living expenses? 

a) One quarter 
b) One half 
c) Three quarters 

It depends on how much you made before. If you made $15,000, social security may cover three 
quarters or more of your income. If you made more income, social security will cover less. In the 
future, social security is expected to cover only 25% to 33% of your income. 

 
Question  
Your life expectancy when you reach age 65 is: 

a) 13 years 
b) 18 years 
c) 23 years 

 
Answer  
Your life expectancy when you reach age 65 is: 

a) 13 years 
b) 18 years 
c) 23 years 

If you are 65 now, your life expectancy is 18 years. That is older than the average life expectancy 
because if you reach 65, you increase the odds of living longer. 
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Other goals 

Maybe youôve got other goals, like starting your own business (Jeff Bezos used $60,000 of his 
own money to start Amazon.com). Lay them all out and put a price on them. You won't get there 
from here unless you do. According to the 2004 Consumer Finance Survey, here are the top 
reasons people save: 

Retirement 34.7% 

Liquidity  30 

Purchases 7.7 

Buying own home 5 

For the family 4.7 

Investment 1.5 

Education 11.60 

Once you've got your list of goals, post them where you will see them every day, re-evaluate 
every year. Your needs may change. Tax time is a good time since youôre looking at your 
finances any way. Your tax return will tell you how much you earned and you should figure out 
how much you spent. Did you save enough for the year?  Check out your goals. Do you have 
additional goals now?  (A life eventðmarriage, having kids, etc. ð tends to change your financial 
goals.)  

Activity  
Estimate how much you will need when you retire. Use a simple rule of thumb. Most people will 
take out 4% of their retirement fund for annual living expenses. Decide what level of lifestyle you 
want when you retire (e.g. $40,000, $60,000, etc.) and divide by 4%. 
 

Create a spending plan  
 
A spending plan is a planning tool to help you manage your money. It is the core of your financial 
strategy and if implemented and made a habit all your life, you will achieve financial security. A 
spending plan helps you identify your personal financial goals, analyze what income you have 
available, know what you are spending money on, and develop steps to achieve your personal 
financial goals. A spending plan will help you:  

 
¶ Achieve financial goals and dreams.  

¶ Keep a positive attitude about personal finances.  

¶ Save for those important things such as a new car, college education, wedding, new 
house, comfortable retirement, or travel. 

¶ Lower stress level and reduce conflicts in your family.  

¶ Control spending so that you conserve your wealth. 

¶ Eliminate unnecessary debt. 
 

This is how Americans spend their money according to the Bureau of Labor Table of 2004 
Expenses by Family Size. 
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 One person Two person Three 
person 

Four 
person 

Five or 
more 

Expenditures Total  (In 

dollars) 

$23,507 $40,359 $45,508 $54,395 $53,805 

Food at home 1,533 2,954 3,696 4,404 5,151 

Food away from home 1,302 2,336 2,512 3,043 3,042 

Alcoholic beverages 314 400 315 368 309 

Housing 8,371 12,944 14,744 17,914 17,317 

Apparel 862 1,650 2,013 2,643 2,893 

Transportation 4,012 7,692 9,348 10,775 11,123 

Healthcare 1,441 2,827 2,265 2,253 2,150 

Entertainment 1,097 2,051 2,137 2,787 2,718 

Personal 297 512 555 614 658 

Reading 111 168 139 155 131 

Education 423 476 830 1,059 984 

Tobacco 203 312 397 349 416 

Miscellaneous 518 744 843 1,156 743 

Cash contributions 1,063 1,429 1,167 1,287 1,399 

Personal insurance and pensions 1,960 3,864 4,547 5,589 4,770 

Personal Taxes 1,829 3,599 3,066 3,900 2,652 

Source:  2004 Consumer Expenditure Survey, Bureau of Labor Statistics 

 
Start by collecting your pay stubs, household and other bills, expense receipts, checkbook or 
online checking data, checking and credit card statements. Sort the receipts by categories and 
sections listed on the Spending Plan Worksheet (see appendix). The sections are: Income, 
Fixed Expenses, Variable Expenses Discretionary Expenses and Adjustments to Spending Plan. 
Total the dollar amounts in each of these categories for one month. Don't forget to record your 
cash expenditures and online transactions. Look to see where your cash goes, especially if you 
make frequent ATM withdrawals from your bank accounts.  
 
To make it easier to create a spending plan that will work for you, a 4-step process will be used to 
develop each section of the Spending Plan Worksheet. 
 

1. Calculate your monthly income 
2. Calculate fixed, variable and discretionary expenses 

3. Calculate Net Income (Monthly Income minus Total Expenses) 

4. Analyze expenses starting with your discretionary expenses and make spending plan 
adjustments such that you can achieve your saving goals. If necessary, identify your debts to 
pay down and create a debt reduction plan 

 
For more details on how to create a spending plan, you can refer to the first module of this series 
on Money Management. It is important that you have a spending plan each year and that you 
track all expenses to your spending plan. This could include a good manual record-keeping 
system. Here are some suggestions on the financial records you should keep. 
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What financial records to keep and for how long? 

Type of record Length of 
Time 

Reason to Keep 

Bills One-year to 
permanently 

¶ Review your bill statements once a year. 

¶ For most cases, when the canceled 
check from a paid bill was shown on 
your checking statement (or the 
canceled check has been returned 
with your statement), you can shred or 
burn the bill. 

¶ However, bills for large purchases, such 
as appliances, furniture, cars, jewelry, 
computers, rugs, collectibles, antiques, 
etc., should be kept in an insurance file 
for proof of their value in the event of 
loss, damage, flood, or fire. 

Credit card receipts and 
statements 

45 days to 
seven years 

¶ Keep your original receipts until you get 
your monthly statement. 

¶ Shred or burn the receipts if the receipts 
match the monthly statement 

¶ If a large purchase listed above, keep the 
receipt.  

Bank records  One-year to 
permanently 

¶ Go through your checks each year and 
keep those related to your taxes, 
business expenses, mortgage 
payments and home improvements. 

¶ Shred or burn those that have no long-
term importance. 

Paycheck stubs One year ¶ Keep all your paycheck stubs until you 
receive your annual W-2 form from 
your employer; make sure the 
information matches the stubs and W-
2. 

¶ If it does match, shred or burn the stubs. 

¶ If it does not match, request a corrected 
form, known as a W-2c.  

Taxes 
 
Tax returns (forms) filed with IRS 
 
 
Receipts/canceled checks 
(charitable contributions, mortgage 
interest, alimony and retirement 
plan contributions) 
 
 
Records for tax deductions you 

Seven years 
 
 

 
The IRS has three years from your tax filing 
date to audit your tax returns, if it finds 
questionable good faith errors. 
 

¶ The three-year deadline also applies if 
you discover a mistake in your return 
and decide to file an amended tax 
return to claim a refund. 

¶ The IRS has six years to challenge your 
return if it thinks you under-reported 
your gross income by 25% or more. 
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took on your tax forms There is no time limit if you failed to file 
your return or filed a fraudulent tax return. 

IRA contributions Permanently If you made a non-deductible contribution 
to your IRA, keep your records indefinitely 
to prove that you paid tax on this money 
when it comes time for you to withdraw 
from your IRA account(s). 

Retirement/Savings plan 
statements 

One year to 
permanently 

¶ Keep the quarterly statements from your 
401(k) or other plans until you receive 
the annual summary statement. If it 
matches up, then shred or burn the 
quarterly statements. 

¶ Keep the annual summary statements 
until you retire or close the account. 

Brokerage statements Until you 
sell the 
securities 

Keep the purchase confirmations or sales 
slips from your brokerage or mutual fund to 
prove whether you have capital gains or 
losses at tax time. 

House/condominium records Six years to 
permanently 

¶ Maintain deeds, mortgage documents, 
title, cost of improvements, and closing 
statements in a safe place 
permanently. 

¶ Keep tax, rental agreements, rental 
receipts and repairs for 7 years. 

¶ Keep records of the expenses incurred in 
selling and buying the house/property, 
such as legal fees and your real estate 
agentôs commission, for six years after 
you sell your house. 

¶ Keeping these records is important 
because any improvements you make 
on your house, as well as expenses in 
selling it, are added to the original 
purchase price or cost basis. This 
adds up to a greater profit (also called 
capital gains) when you sell your 
house. Therefore, you lower your 
capital gains tax from the sale of your 
house.  

Loan agreements When 
outstanding 

¶ Keep copies of all outstanding loan 
agreements and most recent 
statements indicating how much you 
have repaid 

Insurance policies Long term 
care and life 
insurance ï 
permanently 
 
Others one 
year after 

¶ Keep your insurance cards in your cars 
as required by law. 

¶ Keep copies of your most recent 
homeowners, auto, and umbrella 
insurance policies so that claims can 
be made easily and efficiently. 



 

Page 22 

  
Updated 2009 

expiration ¶ Keep both long-term care and life 
insurance in a safe place and let a 
responsible person know how to find 
them. 

¶ Create and update an annual inventory 
of all personal property. Include 
appraisals or receipts.  Keep a copy of 
this in a safe place outside of your 
home. 

Health care expenses One year to 
seven years 

¶ Keep your original receipts to file health 
insurance and flexible spending 
account claims 

¶ Keep medical receipts for deductions that 
you claimed on your tax return 

 
 

Protect Your Wealth  
 
The Federal Trade Commission received over 674,354 Consumer Sentinel complaints in 2006, 
64% represented fraud and 36% were identity theft complaints. Identity theft occurs when a thief 
uses another personôs personal identification to open new credit card accounts, take over existing 
accounts, and obtains loans in the victimôs name, of otherwise steal funds from the victim.  
Victims go through a difficult and time-consuming ordeal to clear their names. They must first try 
to convince the lenders and the credit-reporting agencies that they are victims of identity theft. 
They also must deal with calls from collection agencies and endless paperwork in trying to 
remove erroneous information and fraudulent accounts from a credit record.  
 
Credit card fraud (28%) was the most common form of reported identity theft followed by phone 
or utilities fraud (19%), bank fraud (18%), and employment fraud (13%). Other significant 
categories of identity theft reported by victims were government documents/benefits fraud and 
loan fraud. The percentage of complaints about ñElectronic Fund Transferò related identity theft 
doubled between 2002 and 2004. 
 
Thieves get information from 

¶ Garbage ï pre-approved credit cards, bank and credit card statements, and utility bills  

¶ Mailboxes ï both incoming and outgoing mail  

¶ Loan applications ï banks, car dealerships, mortgage companies  

¶ Rental applications ï cars or apartments  

¶ Schools ï classroom attendance sheets that list the studentôs Social Security number  

¶ Desk drawers in the workplace  

¶ Certifications/licenses placed on walls (in the workplace)  

¶ Job applications  

¶ Health club applications  

¶ Internet ï information resulting from the sale of personal banking and investment details, chat 
rooms, and false merchants  

¶ Telephone companies  

¶ Information freely given by the public ï from warranty cards, for contests, to department 
stores, and ñWin a Free Membershipéò forms  
 

Advice to avoid identity theft 
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¶ Donôt disclose any personal information that isnôt integral to a transaction.  

¶ Be careful of any personal information that you give on yourself in social networking sites and 
safeguard financial information on your computer or other file storage centers. 

¶ Carry only one or two credit cards that you use regularly.  

¶ Keep your Social Security number as private as possible. If a salesperson requests it, donôt 
give it. If your health plan prints it on your membership card, ask for one without it. Donôt write 
it on your class attendance sheet (your school already has your number on official records). 
Divulge this number only for legitimate purposes, such as paying taxes, requesting credit, or 
obtaining a driverôs license. Check to see if your social security number is on the internet at 
StolenIDSearch.com. 

¶ Shred or burn mail containing personal information ï from account numbers to travel 
itineraries.  

¶ Prevent mail theft. Have a locked mailbox. Donôt leave mail in your mailbox for the mail 
carrier. Donôt have new checkbooks delivered to your home.  

¶ Lock up your personal papers and canceled checks in your home, in case of a break-in.  

¶ Be cautious on the telephone. Never give out your name, address, Social Security number, or 
other personal information unless you initiate the call and you check to see that the number 
of legitimate. 

¶ Secure all your financial files on your computer and donôt store your personal information on 
the web storage files that can be hacked into. Donôt disclose personal information on social 
networking sites. 

¶ Demand secure information handling. If youôre filling out a credit application at a department 
store or auto dealership, find out what the establishment does with old applications. If it 
doesnôt lock them in file cabinets or shred them, take your business elsewhere.  

¶ Pay attention to your bills. If you suddenly stop receiving your mail, particularly bills, that 
could be a sign that someone has taken over your account.  

 
Fraud examiners recommend that people review their credit reports once a year; all three 
bureaus will need to be contacted.  

¶ Equifax ï To order a credit report: 800-685-1111. To report fraud: 800-525-6285  

¶ Experian ï To order a credit report and report fraud: 888-EXPERIAN (888-397-3742)  

¶ Trans Union ï To order a credit report: 800-888-4213. To report fraud: 800-680-7289  
 

Itôs also wise to opt out of pre-approved credit offers by calling 888-5-OPT-OUT (888-567-8688). 
A scam artist can retrieve a discarded credit card offer and send it to the company, saying, ñYes, 
Iôm interested ï and hereôs my new mailing address!ò Sign up on the National ñDo Not Callò 
Registry (www.donotcall.gov or 1-888-382-1222) to eliminate telephone calls. 

http://stolenidsearch.com/
http://www.donotcall.gov/
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Future Financial Behavior Evaluation 
 

The goal of all financial education is to get you to adopt important 
behaviors that will ensure your financial security. Check all the financial 
behaviors that you engage in. Do this inventory every year. 

Check if you 
will adopt in 
the next 
year. 

Pay all my bills and loan payments on time.  

Have a recordkeeping system for my financial affairs.   

Balance my checkbook and monitor all my financial transactions monthly.  

Track all my expenses.  

Use a spending plan or budget.  

Have an emergency savings fund. 
If yes, how many months of expenses:    1-3 months ____4-6 months ____ 

 

Save or invest money from every paycheck. If yes, percent paycheck saved 
__% 

 

Save for long-term goals.              If yes, which goals: (Check any that apply.) 
Education____    Car ____ Home ____    Home upgrade ____ Vacation _____ 

 

Plan and set goals for financial future.  

Have money in more than one type of investment.   If yes, check any that 
apply: 
Individual stocks ____    Mutual Funds ____ Bonds ____    Real Estate ____ 
Treasury bills or CDs ____ International ____     Commodities ____ 

 

Calculated net worth in the past two years.  

Participate in employerôs retirement plan. 401(k) ___  403 (b) __  Other:  ____  

Have insurance to protect my loved ones.            If yes, check any that apply: 
Health ___   Life___   Property___   Auto___   Disability ___ Umbrella _____ 

 

Put money into other retirement plan:  
Roth IRA ___  Traditional IRA __  SEP or SIMPLE IRA __ 

 

Review my credit report annually.  

Pay credit card balances in full each month.  

Research and compare offers before applying for a credit card or loan.  

Do my own taxes.  

Read about personal money management to improve how Iôm doing.  
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Unit 2. Tax-advantaged Savings 
 
 
The traditional Individual Retirement Account (IRA) was set up by the US government in 1973 for 
workers who did not have employment-based pensions and in 1981 the government extended it 
to all workers to encourage saving for retirement. Since 1981, responsibility for retirement savings 
has shifted from the employer to the employee. Most large employers have set up 401k accounts 
where employees can contribute to their retirement accounts. Any smart investor will use these 
tax-advantaged accounts in building his or her nest egg. 
 
Whether you contribute to an IRA or a 401k, retirement savings accounts work the best when you 
save over a long period of time. The following table and graph shows that if you save $4000 per 
year, you can reach a goal of $1 million if you start early at age 25 and save for 40 years at a 7% 
return. If you wait until you are 40 to start saving for your retirement, you can still save a 
substantial amount. Another fact is that no matter when you start saving, it is your earnings and 
not your contributions or what you put in the account that makes up the majority of your nest egg. 
Therefore, it is important to make contributions so that you can to get the benefit of your money 
working for you. 
 

  Number 
of 

years 

Savings 
per year 

Total 
contributions 

(what you 
put in) 

Earnings 
(what your 

investments 
earn) 

Total 

25-65 years 40 4000 $160,000 $798,540 $958,540 

30-65 years 35 4000 $140,000 $552,947 $692,947 

35-65 years 30 4000 $120.000 $377,843 $497,843 

40-65 years 25 4000 $100,000 $252,996 $352,996. 
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IRAs 
 

 Roth IRA Traditional IRA 

Who is eligible Anyone who had income from 
working and his or her 
nonworking spouse. 
There are income limits. 
Check www.irs.gov Publication 
590 for the latest limits. 

Anyone up with age 70 ½ with 
income from working and his 
or her nonworking spouse. 
There are no income limits.  

What is the maximum you 
can contribute 

You cannot contribution more 
than you earn in 
compensation. Up to $5000 
(2008) $6000 for those 50 and 
over. 
Check www.irs.gov Publication 
590 for the latest limits. 

You cannot contribute more 
than you earn in 
compensation. Up to $10,000 
per couple ($5000 each) 
combined contribution or 
$10,000 ($6000 each) for 
those 50 and over. 
Check www.irs.gov Publication 
590 for the latest limits. 

Tax status of contributions Contributions must be after-
tax. 

Contributions may be pretax 
up to certain income limits. 
Check www.irs.gov Publication 
590 for the latest limits. 

Tax status of earnings Earnings are tax free. Earnings are tax deferred. You 
pay ordinary income tax when 
you take the money out 
therefore missing out on lower 
capital gains tax. 

Withdrawals Contributions may be 
withdrawn without penalty. 
Earnings can be withdrawn 
without penalty for some 
expenses. See www.irs.gov 
Pulication 590 for the list. 
Otherwise there is a 10% 
penalty in addition to tax. 

Withdrawals made before age 
59 ½ will be subject to a 
penalty of 10% in addition to 
tax. 

Mandatory age for 
withdrawals 

None 
 

70 1/2 

Traditional IRA 

The traditional Individual Retirement Account (IRA) was set up by the US government in 1973 for 
workers who did not have employment-based pensions and in 1981 extended it to all workers to 
encourage saving for retirement. Since that time it has gone through many changes and the 
current 2008 rules allow people to contribute up a maximum of $5000 ($6000 for those over 50 
years old) with pretax dollars for those workers who make up to $50,000 for a single filer or Head 
of Household and $75,000 for a married couple filing a joint return or qualifying widow(er). These 
amounts change annually and they can be found in the IRS publication 590, Individual Retirement 
Arrangements (IRAS). Http://www.irs.gov/publications/p590/ar01.html. 

Anybody who earns compensation (wages, salaries, tips, professional fees, bonuses, 
commissions, self-employed income, or even alimony), can make their own contributions to an 

http://www.irs.gov/
http://www.irs.gov/
http://www.irs.gov/
http://www.irs.gov/
http://www.irs.gov/
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IRA. You have to set up your account with a trustee (most brokerage firms or banks are trustees), 
canôt put in more than your compensation or $5000 per year, must make your contribution in cash 
(except for rollovers), and must follow a few other stipulations. A non-working spouse in a 
household can contribute as well.  

You can transfer your IRA between trustees or financial companies. You can rollover other 
retirement plan assets to an IRA. Most financial planners recommend that you set up a separate 
ñrollover IRAò for this so that if you want to roll the assets into your new companyôs plan, you can 
do this easily. When you rollover your retirement plan assets, itôs best to do a direct rollover from 
one trustee to another even though you are allowed 60 days to complete the rollover. If you use 
the 60 days, you will be subject to mandatory 20% withholding for federal income tax, which you 
would have to replace if you want to roll over your entire distribution to your IRA. If you hold the 
assets for more than 60 days, your distribution will be subject to current income taxes and a 10% 
early withdrawal penalty if you are under age 59½. You can also convert to a traditional IRA to a 
Roth IRA. (Read the IRS rules for this.) 

If you withdraw from your IRA before age 59½, you pay a 10% penalty. This is in addition to the 
ordinary income tax you would pay on the withdrawal. There are hardship withdrawals that are 
exempt from the 10% penalty but you must pay ordinary income tax on them. As of 2008 these 
were: 

¶ Un-reimbursed medical expenses that are more than 7.5 percent of your adjusted gross 
income. 

¶ Medical insurance for yourself, your spouse and your dependents if you lose your job. 

¶ Distributions that you take because of you are disabled before age 59 1/2 are not subject 
to the penalty tax. 

¶ You are the beneficiary of a deceased IRA owner. 

¶ You can receive distributions from an IRA that are part of a series of substantially equal 
payments over your life. 

¶ Expenses for higher education during the year (check for details). 

¶ You will not be penalized on a distribution of up to $10,000 used to buy, build or rebuild a 
first home.  

Check the IRS for the latest exceptions. You could pay extra taxes if you donôt withdraw the 
minimum required (according to life expectancy tables) starting age 70İ. You canôt borrow from 
your IRA and you canôt use it as security for a loan.  

For these workers who put their money in pretax, a traditional IRA is very similar to the 401K 
(described later) except that the contribution limit for the 401K is much higher and the company 
may match the employeeôs contributions. Traditional IRAs may also be partially or fully pretax up 
to certain income limits. Check http://www.irs.gov/publications/p590/ch02.html#d0e8996 for the 
latest guidelines. 

Roth IRA  
Different from a traditional IRA, contributions to Roth IRAs are made after tax. Why would anyone 
want to contribute? Well, the distributions are tax-free. This benefits those who are young and will 
accumulate large returns on their accounts. The contribution limits are the same as with the 
traditional IRA. However, those eligible to contribute must be within the income limits (check 
http://www.irs.gov/publications/p590/ch02.html#d0e8996 for the latest limits). Roth IRAs have 
another advantage in that they are not subject to minimum distribution requirements. 
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Roth IRAs also allow withdrawals of contributions without penalty. Financial planners think that 

these are winners for people with moderate incomes and low tax brackets. You may also convert 
your traditional IRA to a Roth IRA if you are within certain income limits. However, you must pay 
taxes on your account in order to do so. 
 
Other types of IRAs are also available for employees of smaller firms. For more information about 
IRAs, go to the IRS website http://www.irs.gov/taxtopics/tc451.html. 
. 

Savings and Thrift Plan - 401K Plans 

Many folks save for retirement through company-sponsored plans. Most of these are structured 
as 401K (named after the IRS code that established them in 1981) company plans where 
employees can make pretax contributions to their own accounts. According to the Investment 
Company Institute, in 2006 there were 43 million participants in 457,830 plans with $2.1 trillion in 
assets. Depending on the plan, employees may also make after-tax contributions where tax on 
the investment income is deferred until retirement. Here are some key actions to take on your 
401K. 

¶ Try to put away 10% to 15% of your income for retirement. 

¶ Max out on the employer contribution. This is money that you shouldnôt leave behind. 

¶ Invest in index funds and save on fees. 

¶ Avoid taking out a loan on your 401K. 

¶ Determine an asset allocation that makes sense for your time horizon (your age will 
impact how long you have to invest and that will influence your asset selection.) 

¶ Set aside your money every paycheck and automatically use dollar cost averaging to buy 
your funds. 

¶ Rebalance your portfolio to keep your designated asset allocation. 

¶ Ask about fees. You can lobby for a lower cost provider if you think that fees are too high. 

¶ Donôt cash out your 401K when you leave a company. It can hurt you in the future. 

If you contribute to a 401K, your money is put before taxes--that means your salary is reduced for 
tax purposes. To encourage saving, some plans will automatically make you a participant, 
contributing 3% of your salary unless you opt out. The maximum contribution is $15,500 in 2008 
($16,500 in 2009) with an additional catch-up of $5000 ($5,500 in 2009) for those over 50 years 
old. About 82% of employees contribute and on average participants put in 6.8% of salary.  

Employers may match all or part of this contribution. This means that they will put in some money 
for each dollar that you put in. About 91% of employers match up to on average 3.3% of your 
salary in 2006. This means that for every dollar you put in, on average most employers will put in 
50 cents. If your employer matches your contribution, the 401K is the best way to save for your 
retirement. 

Many employers require that an employee work for a certain period of time to earn the right to 
keep the employer match. This is called a ñvestingò schedule. Letôs say you make $50,000 a year 
and contribute 3% or $1500 to your 401K every year. Your employer contributes $0.50 for every 
$1 you put in, contributing $750 a year. There is a five year vesting schedule, at 20% a year. 
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Year Cumulative 
contribution at 
$1500 a year 

Cumulative 
Employer Match 
at $750 a year 

Vested Employer match that you can 
take with you if you leave 

1 1500 750 20% 150 

2 3000 1500 40% 600 

3 4500 2250 60% 1350 

4 6000 3000 80% 2400 

5 7500 3750 100% 3750 

If you leave after two years, you would only be 40% vested meaning you could only take 40% of 
the total company match of $1500. You could, of course, take your contribution of $3000 for a 
total of $3600 [($1500*40%)+3000]. If you leave after 4 years, you could take 80% of the total 
employer match of $3000. This with your contribution of $6000 would total to $8400. Sometimes 
the ñvesting scheduleò is based on the number of hours worked, or a calendar date, or an 
anniversary of hire date. An employee should be knowledgeable about her plans vesting 
schedule. Each plan can be different. 

Most 401Ks allow employees to make their own decisions among investment selections. 
Companies offer 10 or more selections. Most allow changes at any time and the rest allow at 
least 4 changes a year. It is very important that you review your choices for your investments. No 
one cares about your money as much as your do.  

About 82% of plans allow loans to the employee. Depending on the company plan, employees 
may borrow up to a maximum of 50% of the account balance or $50,000. Where permitted, about 
25% of participants have loans for an average balance of about $6000. The loan must be repaid 
with after-tax payroll deductions. Most plans have restrictions on what the money can used for if 
you borrow it. The top items on the list are: Home purchase, education, and medical expenses. 
Loans are not a good idea as you have less money working for your retirement. Remember if 
you borrow from your 401k, the loan can become immediately due if you are terminated or 
quit.  

You can start withdrawing money when you hit age 59½ and no later than age 70½. You can 
withdraw before age 59İ, but only for ñhardshipò reasons defined by the government, and you 
may still have to pay 10% penalty tax on these withdrawals. If you quit your job and your account 
is more than $5000, you can leave your money with the company plan. You also have the option 
of moving your money to your new companyôs plan or moving your money into a ñRollover IRA.ò 
Even though you have 60 days to decide, itôs best to make these arrangements ahead of time. If 
the check is made out to you for a later decision, 20% will be withheld for taxes (which you donôt 
get back until you file your return). There is a 10% penalty for withdrawing before age 59 ½ and 
you have to pay taxes on your withdrawal on top of that.  

Here is an example of how a 401K works. Jill is single and makes $30,000 a year gross salary. 
She usually pays about 15% tax on her salary. Her employer will match her 401K contributions by 
50 cents for every dollar that she puts in up to a maximum of 6%. Jill puts in $1800 or 6% of her 
salary. Her employer matches 50 cents on her dollar so it puts in $900. Her salary for tax 
purposes has been reduced to $28,200 so if she stays at the same tax rate, she would save an 
additional $270 in taxes (15% of $1800). (Her taxes are deferred until she draws the income from 
the IRA.)  If her employers continue to contribute in the same way and she receives an 8% return, 
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she would have over $100,000 that she would not have otherwise. In actual case, Jillôs salary will 
increase and so will her employerôs contributions so the amount could be substantially more. 

One key point to make about 401Ks: The taxes do not disappear. They are deferred, meaning 
when you take the money out at retirement, you will have to pay taxes on the distributions. Also, 
another disadvantage is that you will pay taxes at ordinary income tax rates which would be 
higher than the capital gains tax rate that may be applicable to some of your investments. This 
reason may make a Roth IRA attractive since the contributions to Roth IRAs are made after tax, 
the distributions are tax-free. 

401K Asset Allocation 
 
Once you are eligible for a 401K and have decided to contribute, you will be asked to decide how 
you want to allocate your contributions. About 52% of 401K plans offer 10 or more selections of 
investments. You will learn more about these investments later on in this book. Here are the most 
commonly offered: 
 

Money market funds. These funds generally return at the short-term interest rates. Money 
market funds are low return and relatively low risk. Some employees increase their 
allocation in money market funds when they are preparing to take cash out. 

Equity funds. Funds that invest in stocks. About 8000 different American companies are listed 
on the three major US stock exchanges. If you were to buy every single share of stock 
out there (pay the market value), you would spend about $12 trillion. Worldwide there are 
54 stock exchanges and the total value of companies was $32 trillion as of the end of 
December 2008. When you own a stock, you own a piece of the company. In addition to 
being categorized as domestic and international, stocks can be categorized as large, 
medium or small. Larger plans may have selections in indexed funds, growth funds, and 
international funds. As compared to bonds, stocks have higher return and higher risk. 

Bond funds. These funds invest in bonds. The safest bonds are US Treasury bonds. Other 
bonds include corporate bonds or bonds issued by foreign countries. Bond funds do not 
behave like bonds that you buy and hold to maturity. There may be capital gains or 
losses if interest rates move. Bonds tend to be lower risk and lower return than stocks. 

Target allocation funds.  These allocate assets based on the age or risk tolerance of the 
investor. They may allocate more to stocks if the employee is young and more to bonds 
when the employee is older. For employees who donôt know how to allocate, these funds 
are an easy alternative however you should still study them to see if they meet your 
requirements. 

Guaranteed Investment Contracts (GICs). GICs are fixed-rate investments insurance 
companies sell to retirement plans. A GIC behaves almost as if you had invested your 
money in a bond which you are holding until maturity. These tend to be low risk if you 
hold them until their due date. 

Company stock. Some companies make their contributions (the employer match) in company 
stock. They also allow employees to choose company stock as an investment option. The 
danger with having too much of your account in one stock is that you could take a large 
drop in your portfolio is this stock does poorly. 

 
As can be seen by the chart below, employees tend to allocate assets based on the market 
performance. During the recession of 2002, the allocation into equity funds fell by over 10%. This 
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is an indication that employees are reacting to the market. Allocation into company stock has 
fallen from almost 20% in 1996 to about 15% in 2004. This is a good sign as too much of your 
account in one stock is a dangerous thing. 
 

 
 
Experts recommend that; 

1. Pay yourself first by putting regular contributions into your accounts.  
2. Donôt put too much of your assets in any one category (30% to 40% maximum) and not 
more than 4% in one stock including your employerôs stock. (What does your ñpie chartò 
look like?) 

3. Invest in index funds for lower fees.  
4. Change your asset allocation goals as you near retirement to make sure that you will 

have the income you need. 
 
You also donôt have to determine which fund has the best manager. By paying yourself first 10%- 
15% out of every paycheck, you will use dollar cost averaging to buy into your 401K which is 
better than trying to outsmart the market. Since itôs been shown that we canôt outsmart the 
market, putting in regular amounts is the best tactic to take. (The vast majority of people buy high 
and sell low as will be shown later.) 
 
Rebalance or buy and sell investments in asset classes to match your asset allocation goals. So, 
if stocks do really well and your stock allocation grows to 50%, you will sell stocks and buy 
another asset that has dropped to less than your allocation. Studies show that this is an effective 
way to maximize your return and take the edge off down markets. 

 
Asset allocation also changes with age. Younger participants put more of their assets in equity or 
stock funds. Older participants move more assets to fixed income so that there will be less risk as 
they near retirement and require the funds. Because assets get larger as the worker gets older, 
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he or she relies more on investment returns to increase the value of the account. Younger 

workers increase the value of their accounts with contributions. 
 

 

 
 
If you have a 401K with a company match available and donôt participate, you are losing out. 
About 18% to 25% of employees donôt participate or contribute to them. This is especially 
prevalent in younger folks, as about half of those under 25 donôt contribute. If you donôt diversify 
your investments, you can lose out as well. A heavy allocation to company stock has hurt workers 
at Enron, Qwest, MCI Worldcom and other companies where the stock took a drubbing (dramatic 
loss in value).  
 
When people leave a company, 60% of younger folks will cash out their 401Ks instead of moving 
them over into a rollover IRA. This costs you a lot. Letôs say you have $6000 when you cash out.  
You will pay a 10% penalty of $600 plus taxes on the $6000 (at 15%) or $900. So $1500 is out 
the door leaving you with $4500 to spend. Thatôs not the entire cost. In 40 years that $6000 at 8% 
return would have grown to $130,000. With your job change, and cash out, you end up starting 
back at square zero.  
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Comparing 401Ks to Traditional and Roth IRAs 
 

 401K  Roth IRA  Traditional IRA  

Who is eligible  Determined by employer.  Anyone who had 
income from working 
and his or her 
nonworking spouse.  
There are income 
limits.  

Anyone up with age 70 ½ 
with income from working 
and his or her nonworking 
spouse. There are no 
income limits.  

Maximum you 
can contribute  

$15,500 (2008 with cost of 
living after that) or 
maximum set by employer. 
$5000 catch-up 
contribution for those 50 
and over.  
Your employer may 
contribute a match 
which makes this 
attractive.  

$5000 (2008 with cost 
of living after than) 
each with $1000 
catch-up contributions 
for those over 50.  

$5000 (2008 with cost of 
living after that) each with 
$1000 catch-up 
contributions for those 
over 50.  

Tax status of 
contributions  

Contributions are pretax.  Contributions must be 
after-tax.  

Contributions may be 
pretax up to certain 
income limits.  

Tax status of 
earnings  

Earnings are tax deferred. 
You pay ordinary income 
tax when you take the 
money out therefore 
missing out on lower 
capital gains tax.  

Earnings are tax free.  Earnings are tax deferred. 
You pay ordinary income 
tax when you take the 
money out therefore 
missing out on lower 
capital gains tax.  

Withdrawals  Withdrawals made before 
age 59 ½ will be subject to 
a penalty of 10% in 
addition to tax.  

Contributions may be 
withdrawn without 
penalty.  
Earnings can be 
withdrawn without 
penalty for some 
expenses.  

Withdrawals made before 
age 59 ½ will be subject to 
a penalty of 10% in 
addition to tax.  

Mandatory age 
for withdrawals  

70 1/2  None  70 1/2  
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Assignment ï What you need for retirement 
 

What age do you want to retire?  

What lifestyle do you want at retirement? What will this lifestyle cost?  

What will your health care costs be when you retire?  

Total the two   

What will you need in your retirement account? 
(Divide the number above by 4%) 

 

Determine how much you will have to save each year to reach your retirement goal 
using the calculator: 
http://www.bankrate.com/brm/calculators/retirement/401k_retirement_calculator.asp 
Copy the results into your paper. (Click on report) 

 

 
Reflect on what you have to do to achieve your retirement goal. Will you have to reduce your 
expectations of the lifestyle? Will you have to increase your contributions to retirement?  
What action will you take to make it happen? 
 

http://www.bankrate.com/brm/calculators/retirement/401k_retirement_calculator.asp
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Unit 3: Investments 
 
You have your financial goals for your life and your spending plan plus a good record-keeping 
system designed. Now you can start accumulating an emergency fund and investing. Remember, 
time is your ally when you save early because of compounding. Time is your enemy if you have 
debt because of compounding. So make sure that your credit card debt and installment debt are 
under control before you embark on a saving and investing plan.  
 

Income Investments 
 
When folks are starting their investing, itôs important to invest in what they understand. Most folks 
start with bank products such as certificates of deposit. These are part of a category of 
investment or asset class called income investments. Many of them, such as bank CDs and 
treasury bonds, are among the safest investments and the easiest to understand. However, other 
income investments can be pretty risky. Here is a table that summarizes some of the more 
common income investments. 
 

Income Investments 

Vehicle Advantages (+) Disadvantages (ï) 

Savings Accounts: 
 

usually no minimum amount 
usually very liquid ï unlimited 
withdrawals 
very safe - FDIC insured 
 

lower interest rate 
 
 

Money Market Accounts: 
 

higher rate than savings account 
very safe -  FDIC insured 
somewhat liquid ï can make 
withdrawals 
 

minimum deposit required, 
often $1,000 to $2,500 
6 withdrawals per month 
 

Certificates of Deposit (CDs) 
 
 

higher rate than savings account  
very safe -  FDIC insured  
 
Term-time period: 3 months to 5 years 
 

minimum deposit required, 
often $500 to $2,500 
illiquid - penalty for early 
withdrawal 
 

Savings Bonds (bonds issued by the 
U.S. government to help pay its 
expenses) 
 

safe- guaranteed by US government 
small minimum purchase of $25;  
higher rate than savings account 
can purchase directly from Treasury 
interest may be tax-exempt if used for 
education 
 
Term time period: 20 ï 30 years 
 
 

Lower interest rates than 
Treasuries 
Illiquid ï cannot cash out in 
first year 
Penalty for withdrawal 
within five years 
 
 

Treasuries Safe ï guaranteed by US government 
Higher interest than savings account 
and saving bonds 
Noncallable 
Liquid ï can be sold on secondary 

High minimums of $1000 
May result in capital loss if 
interest rates rise 
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market 
Capital gain possible if interest rates 
fall 
Choices of many maturities up to 30 
years 
Not taxed at state or local level 
 
Term time period: 90 days to 30 years 
 
 

Money Market Mutual Funds 
 

Higher interest than savings account 
Tax exempt interest available 
 
 

Not FDIC insured 
 
 

Corporate Bonds Higher interest than treasury bonds. Riskier than treasuries as 
they depend on the 
fortunes of one company. 
Companies can fail. 

Municipal Bonds Interest may be tax-exempt. Some of 
these bonds may be insured to reduce 
risk.  

Riskier than treasuries as 
they depend on the 
economic health of one 
region. Local economies 
can become depressed. 

Mortgage-backed Bonds Interest is payable monthly and is 
usually higher than treasury bonds. 

Has a high call risk as 
homeowners prepay 
mortgages. Previously 
thought to be safe as 
homeowners tend not to 
default on loans. However, 
in 2008-10, these can be 
risky because of higher 
default rates. 

 
 

Certificates of Deposit 
 
When your liquid savings account (s) has grown to build up an emergency fund of three to six 
months of living expenses, you should consider a longer-term investment with a higher yield. A 
common fixed income investment is a certificate of deposit or a CD, which earns higher interest 
rate than most money market investments. A CD is a short to medium-term, FDIC insured 
investment. CDs pay higher yields than most liquid savings accounts, money market accounts 
and money market mutual funds. But, to earn the higher yield you must give up access to your 
money for a specified period of time called a term.  
 
Common features about CDs are: 

¶ CDs are not liquid, since your money is committed for a period of time, and will incur penalty 
fees for withdrawing your money early before the term expires (before it reaches maturity).  

¶ You invest a fixed amount of money for a period of time called term and the ending date 
called maturity date.  
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¶ Youôre guaranteed your principal (deposit amount) plus a fixed amount of interest, which you 
can receive periodically throughout the term and you have the option to withdraw the interest 
payments as they are paid by the bank or credit union.  

¶ When the term expires you can cash out the principal and interest, or roll over (start the term 
again) the CD for another term with a new interest rate.  

¶ CDs can be purchased for almost any time duration with the most popular CDs between 
three months and five years. Usually, the longer you allow the bank or credit union to use 
your money, the higher your interest rate, however longer terms can be subject to more 
interest rate fluctuations.  

¶ CDs are issued by banks and credit unions but can be purchased through banks, credit 
unions or brokerages in their offices or online over the internet. CD considerations are: 

o Interest rate  
o Interest yield includes the effect of compounding interest rate and is higher than the 

interest rate (APR) 
o Time-based fixed income with a set maturity date. 
o Penalties fees for cashing out the CD before the maturity date 
o Interest payments may be withdrawn as they are paid by the bank. 
o CDs are insured by the FDIC up to $100,000 ($250,000 on retirement accounts) 

 

Types of Certificates of Deposit (CDs) 

The terms of a CD can range from one month to five years or more.  How do you decide whether 
to buy a short-term or long-term CD? Consider the interest rate environment. Are rates extremely 
low? If so, go for the shorter term so your money is not tied up if rates rise in the near term. Itôs 
very frustrating collecting 2% interest on a long-term CD when market rates increase and current 
CDs are paying 6%.  

 


