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Introduction

This edition of Guide to Personal Financial Planning for the Armed Forces continues a tradition that began in 1987 with the first edition of the Armed Forces Guide to Personal Financial Planning. For 25 years, servicemembers and civilian faculty members of the Department of Social Services at West Point have donated their personal time to writing and revising this book in order to help fellow servicemembers achieve their personal financial goals. All royalties earned by the authers are donated to the Military Education Endowment in the Association of Graduates at West Point to support cadet enrichment and development activities. This edition could not be any more timely, given the financial crisis facing this nation since 2008—the worst since the Great Depression. Economic conditions—including uncertainty concerning the duration of the recession and major cuts projected for defense spending—point to less generous pay and benefits, decreased job stability, and increased responsibility for managing one’s own retirement account. These factors make it imperative for servicemembers to evaluate their current personal financial situations and, plan—not just for their long-term futures, but also for possible short- and mid-term economic challenges.

This book provides servicemembers with the basic knowledge and tools that will allow them to put themselves and their families on the road to financial security. In too many circumstances, the authors have heard “seasoned” servicemembers say, “I wish I had known the power of managing my personal finances and the impact of compounding returns 20 years ago!” Readers of this book have no more reason for excuses. This book serves as an introduction to these topics and encourages servicemembers and their families to take a greater responsibility for their personal finances. People (servicemembers and civilians alike) spend an inordinate amount of time trying to earn extra money (working second jobs or looking for slightly higher-paying jobs) but relatively little time managing their finances. This book highlights the benefits and demystifies the process of actively managing one’s finances, in order to provide confidence to servicemembers and their families that they can achieve financial security, independence, and success. This book should also serve as a reference when major financial decisions arrive in the lives of servicemembers and their families.

On behalf of all of this book’s contributors, we hope that you find this book useful and an impetus to take control of your future financial security. We have written this as a gesture of thanks to all of those who serve, and to their families who support our nation’s servicemembers. We are indebted to all of you.

S. Jamie Gayton, Ph.D.

Colonel, U.S. Army

Scott P. Handler, Ph.D.

Major, U.S. Army








PART I

FINANCIAL BASIC TRAINING








1

Realizing Your Financial Goals

Many individuals daydream about a better life, but very few exert the effort to learn how to achieve a higher standard of living through financial planning. Many of these same individuals believe that achieving a higher standard of living requires either saving so much that they must forego opportunities while young, or being lucky enough to “beat” the stock market or win the lottery. Neither of these beliefs is true for the vast majority of individuals; in most cases, one achieves a higher standard of living by making small changes whose impacts compound over time. Some financial experts believe that as much as 90 percent of achieving a higher standard of living is attained through behavior change while as little as 10 percent is a function of individual investment choices. The important take-away is that positive behavior change is the key to achieving a higher standard of living. This book outlines the steps necessary for families and individuals to make behavioral changes in personal finance so that they can accomplish their financial goals and live the lives they have always dreamed of having.

Personal finance is about evaluating future earnings (all sources of revenue) and future expenses (the costs of typical life “events”) to understand the impacts of one’s decisions on one’s future standard of living and to enable informed choices. This book provides servicemembers with the tools to develop a sound financial plan. It helps them better assess future earnings by addressing additional sources of revenue and future costs by reviewing typical lifetime expenditures.

This chapter provides a process for examining the decisions individuals and families make, and the tradeoffs between current and future consumption (exposing the significant rewards of delaying consumption). Specifically, this chapter outlines a process for establishing personal financial planning goals, weighing costs of the goals, and developing a strategy to accomplish the goals. By establishing and implementing a financial plan and budget, individuals and families gain a degree of control over their destiny. However, they must maintain self-discipline in adhering to their plans. A sound financial plan allows individuals and families to protect themselves against accumulating unmanageable debt, take full responsibility for their financial future, and reach their financial goals.

BIG RETURNS TO SOUND FINANCIAL PLANNING

Becoming educated about sound financial planning has several positive results. First and foremost, the only way to consume more in a given year than you earn by working, without going into debt, is to have saved some money in a previous year. The power of compounding interest enables savings to multiply exponentially, giving you more financial freedom and the ability to improve your standard of living and achieve your goals. This is called “letting your money work harder for you, rather than you always working harder for your money.” Patience, aside from being a personal virtue, also carries a financial reward. A useful rule of thumb is that if you divide 72 by the annual interest rate you expect, you get the number of years required for the investment to double.

For example, if a first lieutenant put $10,000 into an investment account expected to earn 7% annually, the account would hold about $20,000 in ten years, $40,000 in twenty years, and $160,000 in forty years. Figure 1-1 shows the growth of a $10,000 investment over a 45-year period for several different annual interest rates. Figure 1-1 is based on a one-time $10,000 investment. In most circumstances, people will continue to add to their savings, especially as their current income grows. If, for example, the lieutenant continued to add $5,000 to her savings each year, she would have $1,738,000 after 45 years, assuming a 7% return. See Fig 1-2 for a graph of this option.

The lieutenant’s ultimate reward depends on the rate of return she expects to earn—which varies by the type of investment—and on the length of time she expects to hold the investment. The longer an investor holds an investment, the more powerful the effect of compounded interest. Figure 1-1 shows that there is very little difference between the accumulated returns at the different interest rates initially; however, as time progresses, the accumulated wealth associated with the higher interest rate grows exponentially faster. Therefore, the sooner a family starts saving, the greater the financial returns in the future. Consider that starting an investment ten years later than desired equates to not earning one last “doubling,” still assuming a 7% return. If a family’s final investment value is $1.5 million dollars, they have foregone an additional $1.5 million by delaying their investment start date by 10 years. This should highlight the importance of starting now—even if the monthly investments are small, compounding will provide significant rewards in the long-term.
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Of course, prices are likely to rise during the time the lieutenant is waiting for her money to grow. The pace at which prices of goods and services rise in a particular period is called the inflation rate. Recently, the U.S. inflation rate has averaged a little less than 3% each year. If prices rise at 3% each year, then an item that costs $1,000 today would cost $1,030 next year and $1,344 in ten years.

Since inflation erodes a family’s true purchasing power, it is even more important to save money in an investment with a positive return greater than the rate of inflation; otherwise, the value of cash will decrease in real terms over time. A family’s true purchasing power is the difference between the future value of savings and the future cost of living. This is called the real rate of return on the original investment, and it yields the total real dollars (adjusted for expected inflation) available at the end of the period. The real rate of return is the difference between the stated (or nominal) rate of return on savings and the rate of inflation:
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Using the real rate of return yields a better measure of an individual’s future financial well-being. If the lieutenant in our example chose to leave her $10,000 as cash each year rather than invest it, she would lose purchasing power of her money due to inflation. With an inflation rate of 3%, after 40 years her $10,000 would have a purchasing power of less than $3,000. Figure 1-3 compares the real value of her $10,000 at a 4% real rate of return to the real value if the $10,000 is left as cash at an inflation rate of 3%. Therefore, the best protection against the effects of inflation is to wisely invest your family’s savings.
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Historically, investors in the United States have earned real rates of return between 1% and 5% annually. The specific rate depends upon the amount of risk the investor is willing to accept, as well as the prevailing interest rate established by the U.S. Federal Reserve. Riskier assets should offer higher expected returns as compensation for that risk. Figure 1-4 shows different returns for our lieutenant, given the returns for different risk levels. The most conservative expected rate of return shown in the graph is 3%; this rate of return will grow to more than $30,000, inflation-adjusted, in forty years. The most aggressive investment shown, 7% real rate, will return over $150,000 in forty years from the initial $10,000 investment. Achieving such returns requires financial planning, budgeting, and starting early to allow investments to compound over time.

STEPS IN FINANCIAL PLANNING

Only servicemembers and their families can determine the ultimate financial priorities for their household. Everyone knows that middle-class life in America is expensive, but the good news is that military personnel, especially those serving longer careers, do earn sufficient income to achieve many of their financial or lifestyle goals. However, achieving one’s goals requires careful financial planning and budgeting. The steps below outline a general process for setting financial goals. Setting aggressive yet achievable goals takes time and should involve everyone in the household. Families should review goals following every major life change, such as a marriage, divorce, birth of a child, relocation, promotion, change in spouse’s career status, and retirement.

Step 1: Brainstorm

As a first step, investors should develop a list of their family’s “life” objectives. Consider the necessity of each item, as well as the family’s willingness to wait for it. It may be helpful to place each item in a matrix like the one shown in Table 1-1. For example, a one-week vacation in Florida might be in the “Nice to Have” column in the table, or in a column for things to do next year. An emergency fund to cover unexpected expenses might be in the “Must Have” column. (Most financial planners recommend that individuals save two to six months of after-tax income for such a fund.) Another example of something that might go under “Must Have” is having a manageable home mortgage payment by the time an individual retires. The longer one postpones planning for future goals, the more difficult achieving those goals can become due to the compounding factor described earlier.
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This phase of the planning process could take some time, depending on the complexity of the family’s household and how long it takes to achieve reasonable consensus. In addition, the matrix might be quite large, with each block containing multiple entries. In the end, the matrix should accurately reflect the family’s current needs and future dreams; it should serve as a useful roadmap for the family’s financial planning.

Step 2: Determine Cost of Goals (in Today’s Dollars)

Today’s society has raised consumption to an art form. The median price of a new home in the United States was $234,500 in May 2012, and the average price of a new vehicle in April 2012 was $30,748. In 2011, the average American wedding cost over $27,000. After the wedding, the U.S. Department of Agriculture has estimated that it costs between $163,440 and $377,400 to raise a child through the age of seventeen. The College Board rubs salt in the wound by reporting that a “moderate” college budget for all expenses at an in-state public college was $21,477 (over $85,000 for four years) for 2011-2012, and a private college was $24,224 (nearly $170,000 for four years).1

In America, every conceivable product and service is available—for a price. The cost of a particular item can vary markedly depending on its size and quality. The cost can also vary widely by region of the country; this geographical variation is particularly important for goods that cannot easily be traded across state borders, such as housing, personal services, and educational services. Fortunately, the Internet provides a powerful tool for researching the prices of different items in your financial plan. A useful starting point is Consumer Reports (http://www.consumerreports.org), which evaluates the quality of various products relative to their prices.

Once you have assigned prices for each item, you can expand the matrix. Table 1-2 includes prices for a few items and also estimates the total funds needed at each stage of the financial plan. Although this chapter has mentioned the importance of inflation, it is possible to use today’s prices for planning future expenses, as long as investors use the real rates of return to estimate their needed savings. Using the real rate of return ensures that investors understand true purchasing power and that they compare apples with apples—today’s dollars with inflation-adjusted dollar investment return.
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To estimate a monetary goal for each period (i.e., a price tag for the financial plan), the family must add all of the subtotals in the bottom row. The grand totals in the very modest example in Table 1-2 vary by sub-period, from $32,000 this year to $325,000 by retirement age. In principle, the grand totals could be much higher, since our table includes very few items. The “magic number” may seem daunting, even unachievable. Before losing hope, remember that time is the investor’s best ally and allows achievement of many seemingly unattainable goals. The establishment of a goal worksheet is a dynamic process that encourages frequent updates to capture changes in goals, the economy, and investment progress. Investors may decide to get a car loan instead of paying with cash or to reduce the size of a house down payment to allow savings to continue to grow. Families may achieve more than they expect. They may also develop some priorities to guide them if it becomes necessary to scale back their goals.

Step 3: Estimate the Total Savings Needed

Now that you have set monetary goals for each period, you must work backwards to estimate the savings needed to reach each goal in the time allotted. Most people have a variety of investments that earn different rates of return, depending on the risk they are willing to accept in saving for each goal and the time available before reaching that milestone. Refer to part III of this book for an in-depth discussion of how best to match a particular savings goal with the most appropriate type of investment.

For now, this chapter keeps matters fairly simple, by using a 3% annual real return rate to illustrate the basic procedure for estimating the savings necessary to achieve one’s goals. The math required to estimate the needed savings is simple. For example, a $1,000 investment today will be worth $1,344 in ten years. One finds that number by multiplying the initial savings, or present value (PV), of $1,000 by (1.03)10, where .03 is the annual expected return and it is raised to the power of 10 for the ten years. This following formula demonstrates how to calculate future value:
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One can rearrange this expression to determine how much to save today to achieve a particular goal in the future.
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The higher the expected real rate of return and, more importantly, the longer the investor’s time horizon, the more powerful one’s savings today becomes. As Table 1-3 shows, if the family needs $1,000 in forty years, and expects to earn 3%, then it must make a $306.56 investment today. However, if the family needs the money in ten years, it must make a much larger investment today, about $744.09 at that same rate.

Step 4: Account for Your Taxes

Since investors pay taxes on investment income, they should account for tax implications when planning for the future. This book covers several scenarios where families can find tax-efficient means of saving, meaning that families will pay less in taxes over time to achieve financial goals. The good news, however, is that the government exempts many components of military pay from taxation. Moreover, the government provides numerous investment options that can reduce or eliminate the tax on savings. Chapter 4 explains tax rates, while chapter 12 discusses tax-friendly investment plans.

Step 5: Calculate the Monthly Allotment

Unless they have just earned a bonus, received an inheritance, or returned from deployment, most investors do not have large lump sums to invest today. Instead, they will have to meet future goals in incremental steps. A monthly contribution, usually called a “system of automatic investment” plan, is a series of regular deposits into a savings instrument. Because the savings earn an expected rate of return every year, the cumulative effect of these monthly payments is highly significant. For military personnel, an allotment from your monthly paycheck to a mutual fund is an example of such an automatic investment plan.

The two tables below provide a guide to the monthly payments needed to save $10,000 by a given future date. Table 1-4 uses lower rates of return because short-term investments tend to be more conservative. Table 1-5 uses higher rates of return because investors often seek more aggressive returns in the long term. Again, time is a powerful ally. At a 4% annual return, an investor must save $261.91 each month to reach $10,000 in three years, but only $67.91 each month to reach $10,000 in ten years.
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Saving $67.91 each and every month is challenging, but it is considerably easier than finding $6,756 to invest all at once, which is the lump sum an investor would need to invest today to reach $10,000 in ten years. Further, because a servicemember’s income is likely to rise over his or her lifetime, the savings plan should become easier to fund over time.

Step 6: Determine the Appropriate Investment Vehicle(s)

Finally, with the help of this book, you should determine the investment vehicle you will use for each goal. As noted earlier, a person with a long time horizon and some tolerance for risk may be comfortable with aggressively invested funds. A person with a shorter time horizon or lower tolerance for risk may be more comfortable with safer bonds and savings instruments. A diversified portfolio provides investors with greater stability and ensures somewhat higher expected returns than just a savings account.

DEVELOPING A MONTHLY BUDGET AS A PLANNING TOOL

The monthly budget is the key tool in establishing a financial routine and reaching a family’s financial goals. A monthly budget brings financial self-awareness by providing answers to central questions: (1) What are my sources of revenue? (2) What are my expenditures or costs now and in the future? (3) How much could I save to achieve my financial goals? Once investors identify revenues and expenditures, they can create priorities for planning their monthly spending.

The Internet has a number of sources available for helping an investor establish a monthly budget and track current expenditures. For example, most major banks have web tools that allow investors to categorize their monthly purchases and show them how they allocated their monthly income. Investors can establish goals for each category to monitor progress towards their desired plan. There are also free resources, such as https://mint.com, where investors can use a web-based system to track all of their accounts, create and manage their budgets, and monitor their bills. There is also an application available for mobile devices that sends monthly summaries and alerts. And, for a fee, one can download traditional software, such as Quicken, that allows families to monitor all aspects of their financial plans, including their budgets, bank accounts, investments, and credit card expenditures. These tools all help families monitor progress towards their goals.


Three Common Excuses for Not Budgeting


1. Negative attitude: “Budgets are depressing and constricting.”

2. Unrealistic expectations: “Budgets are easy—just save half your income!”

3. Low motivation: “This budget is not really my problem.”





Budgeting, despite its usual connotation as an exercise in self-deprivation, is better viewed as a necessary step toward financial well-being. Instead of thinking of a budget as a financial diet, consider it more as a set of well-balanced meals. Attitude is the key to successful budgeting. If you approach your monthly budget as unachievable and as an external constraint, you are likely to fail. If you consider it a personal choice and a path toward meeting a personal goal, you are more likely to succeed. Remember, personal financial success comes largely from making positive behavioral changes, such as sticking to a budget.

Establishing the structure of a monthly budget is simple: 1) develop a measure of available disposable income—what is left after paying taxes and other mandatory expenses, and 2) develop a measure of monthly expenses—where all disposable income goes. In a financially healthy household, monthly disposable income exceeds monthly expenses, allowing the household to save and reach its financial and personal goals. In an unhealthy situation, the household spends more than its income, and accumulates stressful credit card debt, or falls behind on paying bills.


Five Good Reasons to Establish a Monthly Budget


1. Take control of the family’s financial destiny.

2. Get out (and stay out) of consumer (high-interest rate) debt.

3. Build confidence in managing unexpected changes.

4. Provide the family with a working financial plan while the servicemember is deployed.

5. Realize the family’s dreams.





The following section will show how a budget can accurately account for a servicemember’s income, both taxable and nontaxable. Because of its complexity, the section focuses on special issues involving military pay. The subsequent section shows how a budget can guide monthly spending for a household, yielding many positive results: financial security, reduced friction among household members, confidence during a financial emergency, and a sense of financial well-being for the servicemember and the family throughout a deployment.

Understanding A Servicemember’s Military Income

While serving in the armed forces, a servicemember’s total “pay” is the sum of numerous forms of monetary and nonmonetary compensation. Several elements of pay apply to everyone in the military; other elements only apply to a servicemember’s specific individual circumstances. In addition, some components of income are taxable, while others are not. It is crucial that servicemembers have a complete grasp of their total after-tax income when they develop their financial plans and household budgets.
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We assumed a promotion schedule of O-2 before the two-year mark and O-3 at the three-year mark, starting with the 2011 pay charts; cost-of-living increases are estimated at 3%.



A servicemember’s basic monthly pay varies with rank and length of service, and is taxable. Consequently, a financial plan—complete with current pay and expected future pay—must account for expected changes in base pay. Fortunately, over time, basic monthly pay follows a fairly predictable path, which is valuable in financial planning. Table 1-6 displays the trend in pay that a second lieutenant (O-1) commissioned in 2011 can anticipate over the first five years of service.

The Department of Defense has approved incentive pay for critical-need occupations and duties that augments monthly basic pay. Personnel in highly skilled branches—such as medical and aviation officers—receive incentive pay, as do personnel performing particularly hazardous or onerous duties. This form of compensation is taxable.

A servicemember’s basic allowance for housing (BAH) varies—based on the location of his or her current duty station, and on whether the servicemember has any dependents. For example, the housing allowance is more generous if the servicemember is assigned to a high-cost area of the country and has dependents. The basic allowance for subsistence (BAS), intended for food, does not vary by location or household status.

Additionally, military personnel may be eligible for many additional forms of pay—usually temporary in nature, depending on the nature of the assignment. Foremost, a servicemember receives additional pay while at sea or deployed to a hostile theater of operations, with most military income becoming nontaxable during a combat deployment. Go to the Defense Finance and Accounting Service (DFAS) websites mentioned below to review military pay and entitlements.

Table 1-7 summarizes the many forms of military compensation. Because of the large number of permutations, it is unproductive to print all of the pay and allowance tables here. They are easily available on the DFAS website governing military pay. The Defense Travel website of the Department of Defense offers a convenient calculator for helping to determine BAH at any location.
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Defense Finance and Accounting Service


Home page: http://www.dfas.mil

Military Pay: http://www.dfas.mil/militarymembers/payentitlements/militarypaytables.html

BAH charts: http://www.defensetravel.dod.mil/site/bahCalc.cfm

My Pay: https://mypay.dfas.mil





Understanding the Tax Implications of Military Pay

Many components of military compensation are exempt from federal or state taxation. In addition, some taxable components of pay become exempt from taxes when servicemembers deploy to a combat zone. This tends to complicate the ability of families to develop estimates of income that are comparable to regular civilian pay. Chapter 4 explains the calculation of taxes and procedures for managing a servicemember’s taxes in greater depth. At this point, investors simply need to become familiar with a few key points.

Taxable income and nontaxable income cannot be compared directly because tax-exempt income is worth more than regular, taxable pay. To convert a nontaxable payment into the equivalent amount of taxable income, you need to use your marginal tax rate, which is the amount of tax you must pay on your last dollar of income earned.

For most civilians, wages and salaries are fully taxable and constitute the bulk of their total taxable income. Such income is frequently called gross (pretax) income. Total after-tax income refers to the income remaining after all taxes have been paid. It is also called disposable income, which means the money available to a family to meet expenses and to save to meet their financial goals. For military personnel, disposable income is the sum of after-tax regular income and any nontaxable income:
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For sound financial planning and budgeting, servicemembers must develop accurate estimates of their monthly disposable income. This number becomes the natural limit on monthly expenses within the framework of the budget. To derive that figure, servicemembers should review their information by using the myPay electronic system. On myPay, servicemembers can view their leave and earnings statements for the past year, and their recent W-2 statements documenting the taxes they have paid. (The website for myPay is at https://mypay.dfas.mil.)

Servicemembers who have income from other sources, such as investment and savings accounts, rental income, or spousal income, should also collect statements reflecting these income sources for the past year. If other income is not earned on a monthly basis, estimate an average for each month by taking the total for the year and dividing by twelve. Place the family’s best estimate of monthly disposable income in the budget table.

Table 1-8 compares a single lieutenant’s monthly sources of revenue when deployed and when not deployed. The lieutenant receives additional pay for being in a hostile fire zone and is no longer taxed on her basic pay. The table also includes other sources of income, such as basic allowance for subsistence (BAS) and basic allowance for housing (BAH), assuming that Fort Hood is the duty station. If the lieutenant were married, BAH would accrue at the “with dependents” rate, and the soldier would receive Family Separation Pay.

Income, especially military income, is relatively predictable. There can be surprises, however, and it is useful to track expected income and actual income—at least for a few months—until you become fully aware of everything going into your bank account each month.

Developing realistic spending goals

The next step in creating a viable household budget is developing realistic spending goals. To get started, collect bank statements, credit card bills, and other receipts of expenditures for the past twelve months. Begin to review your spending patterns, sorting the spending items into categories as you go. Table 1-9 provides a set of spending categories to help with this step. After reviewing your bills and records, add up all expenditures within each category. Divide the total by twelve to calculate a monthly average for each item.
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The list in Table 1-9 is not exhaustive; servicemembers should add lines to account for spending on items not found in the table. The point of this exercise is to create an accurate picture of how the family is spending household income. This process should generate a frank dialogue about household finances. These conversations require honesty and patience as families assess, without hurtful recrimination, what everyone is currently spending.

In some cases, current spending exceeds current income, meaning that the family is accumulating debt, often on credit cards. In many other cases, current spending (excluding contributions to savings and investments) is barely covered by current income, meaning that the family is living paycheck to paycheck. When these patterns exist, the household cannot achieve its future financial goals.

If the family finds itself in this situation, it must carefully consider ways to reduce current spending. The family should develop concrete and realistic solutions to solve this problem, such as reducing services like cell phones, cable TV, and internet service, or reducing purchases of coffee, soda, snacks, cigarettes, alcohol, or meals at high-cost restaurants. Military OneSource (http://www.militaryonesource.mil) is a great resource available to military families that offers counseling (in person and by phone) and guides servicemembers in addressing financial, personal, legal, or marriage issues. They have exceptional resources for helping families overcome debt and the mismanagement of funds. Additionally, service-specific organizations like Army Community Service (ACS) and its service equivalents offer similar counseling through installation assets.

The ultimate goal of this step is to derive a spending limit for each category that will allow the family to increase its capacity to save each month. This process requires kind, honest, and patient negotiation among all family members in order to change ingrained spending patterns. It is common for people to feel anxious about spending limits because today’s culture often confuses moral worth with material wealth. One way to alleviate these frictions is to keep your financial goals handy (Table 1-2) and remind everyone in the family that today’s savings will bring a sense of achievement, security, and reward in the future.

As a family works through its spending goals, the family must also consider its monthly savings goal and ask, “What is possible? What is desirable?” Again, it is common to feel concerned about your family’s capacity to reach its goals. How can $50 each month really make any difference? The simple answer is that any monthly savings moves a family closer to its financial goals. As Table 1-5 showed, regular monthly savings of $61, invested at a 6% (real) rate of return, would generate $10,000 in ten years (in today’s dollars). If you could double that amount to $122, you could double your future savings to $20,000.

When a family abides by a budget, they take full responsibility for their future. They save for the household and create a sustainable pattern of spending, one that they can maintain even in the servicemember’s absence. Imagine the lieutenant’s peace of mind, knowing that when she is deployed, her husband and children will have the tools they need to manage the household finances and maintain the family’s financial security. Imagine the sense of financial independence and satisfaction your family will feel after reaching your financial goals. Families and individuals must take control of their futures through careful financial planning and budgeting.

USEFUL RESOURCES AND SUGGESTED READING


Financial Planning: http://www.financialplan.about.com

AARP: http://www.aarp.org/work/retirement-planning/retirement_calculator

National Endowment for Financial Education: http://www.nefe.org

Military OneSource: http://www.militaryonesource.mil

Mint: http://www.mint.com



Additional Investing Guides


Gardner, David, and Tom Gardner. The Motley Fool Personal Finance Workbook: A Foolproof Guide to Organizing Your Cash and Building Wealth. New York: Fireside Books, 2003.

Tyson, Eric. Personal Finance for Dummies (7th Edition). New Jersey: Wiley, 2012.
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1. Sources: http://www.census.gov/construction/nrs/pdf/newressales.pdf, http://content.usatoday.com/communities/driveon/post/2012/04/car-prices-hit-record/1, http://www.nada.org/NR/rdonlyres/0798BE2A-9291-44BF-A126-0D372FC89B8A/0/NADA_DATA_08222011.pdf, http://www.cnpp.usda.gov/publications/crc/crc2010.pdf, and http://www.collegedata.com/cs/content/content_payarticle_tmpl.jhtml?articleId=10064.
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Smart Banking

A convenient and cost-effective relationship with a bank is essential for military families. Understanding what banks offer and how to choose the best one is an important first step toward responsible financial management. Banks are an essential part of the economy for many reasons, but most importantly for individuals, banks: 1) hold deposits of paychecks and savings, 2) enable commerce by allowing account holders to write checks or make debit payments to purchase goods, and 3) make loans to homeowners, automobile purchasers, and businesses.

Banks themselves are businesses that make money by paying account holders a nominal rate of interest to keep deposits at the bank and then loaning that money to others to earn a higher rate of interest. Banks can vary in type, size, and capabilities (see Table 2-1).

SELECTING A BANK

There are several factors to consider when selecting a bank. Convenience and cost of services are the most important considerations.

Convenience

People use banks because they want to make purchases conveniently and because they want to ensure that their money is quickly accessible. Since convenience is a major reason for using a bank, it is a major factor to consider when choosing a bank.


Choose a bank that is convenient, cost-effective, and offers online banking services and ATMs worldwide.



Today, cash is instantly available at twenty-four-hour automatic teller machines (ATM). The better ATM networks share sites and allow clients to obtain cash from machines far removed from the particular bank where they hold an account; many include international access. Look for a bank that has ATM services with convenient home or workplace access. Keep in mind that banks normally charge a fee for using an ATM associated with another bank. However, some banks refund all or part of other banks’ ATM usage fees. For example, USAA (http://usaa.com) does not charge a fee for the first ten ATM withdrawals; it also refunds up to $15 in other banks’ ATM usage fees during each statement cycle.

Another way to access cash is to write a check. A check is simply a note between a client and his/her bank telling the bank to transfer a specified amount of money from the client’s account to someone else. While checks are convenient for transferring money to another person or business, they are at times inconvenient to receive. Due to bank branch locations and operating hours, some people find it difficult to deposit checks into their own accounts or to cash them. However, new applications offered by a growing number of banks on mobile devices are making check depositing more convenient.

Another challenge with checks is that some merchants do not accept them, so a more convenient method to make purchases is to use a debit card. A debit card looks and is used like a traditional credit card. The fundamental difference is that the use of a credit card is a loan—a loan that eventually must be repaid. A debit card acts much like a check in that it draws against the current balance of either a savings or checking account. There are some differences between a debit card and a check. Checks typically take one to three days to clear an account, while debit card transactions usually clear on the same day. If lost or stolen, debit cards require knowledge of a personal identification number (PIN) to make a fraudulent transaction, whereas checks often involve only a forged signature. Finally, debit card use can be monitored electronically for unusual transactions (potentially fraudulent activity)—unlike check transactions, which are just processed through a check clearing center. The end result is that while money may come out of an account sooner if you use a debit card, there may be a slightly lower risk of fraudulent activity if the card is lost or stolen.

A drawback to using debit cards is that they may provide less control over charges against their linked account. Particularly with car rentals and hotel stays, merchants may place holds on debit cards for the estimated cost of the transaction. If the cardholder uses the debit card to purchase something from another merchant while the hold is in place, an account overdraft can occur. An overdraft is when someone withdraws more money from an account than is currently available in that account. Most banks offer overdraft protection against this occurrence (for a fee). Banks charge higher fees or penalties to their clients who draw in excess of their account funds without overdraft protection.

There are two types of debit card transactions. Purchasers may complete transactions by using either a PIN or a signature. “Signature” debit card transactions function like a credit card transaction; purchasers select the “credit” rather than “debit” option on the payment machine. “Signature” transactions help customers avoid the transaction fees that some banks charge for PIN transactions. A signature debit will be withdrawn from the associated savings or checking account, but it may take a day or two longer to clear than a PIN transaction. Additionally, Visa and MasterCard protect signature debit card transactions with “zero liability” protection against fraudulent charges. Finally, banks usually make signature debit card transactions eligible for their rewards programs, whereas check transactions and PIN debit card transactions are not usually eligible. For these reasons, consumers generally should use the signature transaction for debit card purchases.

One of the most important convenience features that banks offer servicemembers is direct deposit. A direct deposit arrangement establishes a direct link between the military pay system and a servicemember’s checking or savings account. On payday, the Defense Finance Accounting Service (DFAS) automatically sends pay to the servicemember’s bank account. Servicemembers can find out details about the pay deposit by accessing their Leave and Earnings Statement (LES) through DFAS’s myPay website (https://www.mypay.gov). The most important convenience of direct deposit for servicemembers is that their paychecks are deposited and their money is available even when they are away from their duty stations—on leave, TDY, or deployment.

Many military families maintain bank accounts in the locality where they are assigned. This necessitates closing old accounts and opening new ones at each duty station. Because closing and opening bank accounts and shopping for the best banking services are time-consuming tasks, it is worth considering whether a local bank is really necessary. An alternative to transferring banks with each change of duty station is to maintain a permanent or hometown bank so that the family can continue to write checks and maintain savings balances while in transit from one assignment to the next. The disadvantage to this option is that the family’s permanent bank may not have a branch near the new duty station, making in-person transactions (check cashing and depositing) much more onerous. It may be prudent to investigate the number and location of branches before committing to a permanent bank. Some banks such as Bank of America, Wells Fargo, Citibank, and Chase have nationwide branches that may make it easier for servicemembers to maintain a more permanent relationship.

Similarly, with technological advances in online banking, it may be most convenient to use a virtual bank, such as USAA (https://www.usaa.com) or E*TRADE (https://www.etrade.com), which servicemembers can use regardless of duty location. Many banks have expanded their virtual services, including those that can be accessed through mobile devices, to include depositing checks, transferring funds, paying bills, and obtaining balances. Virtual banks generally offer the same services as brick-and-mortar banks, but with lower fees and greater convenience. The decision about the type of bank that would best serve a military family’s needs should be a function of the family’s comfort with accessing the bank’s resources through virtual technologies (Internet, phone, chat, and mail). Military families should ask the following questions to determine if a virtual bank can meet a family’s banking needs:


• Does the bank provide a means for electronically depositing checks?

• Is it possible to access cash conveniently if the family is unable to go to a local branch to cash a check?

• Does the bank have a national or international ATM network?

• Does the bank offer online banking, and does the military family have access to a computer with an Internet connection or a mobile device that can access the online banking system?

• Does the bank offer convenient loan service by Internet, mail, or phone?

• Does the bank allow for transfers between savings, checking, or other accounts by Internet or phone?



If the answer to most of these questions is “yes,” a virtual bank may offer the best value (cost-effectiveness and convenience). At most banks, online banking is free; however, some still charge a monthly fee for paying bills using the bank’s online service. You should be able to find a bank that does not charge an online bill-paying fee. For example, USAA federal savings bank does not charge fees for this service; it also offers to pay penalties if the funds do not transfer to the recipient on time. Online bill paying offers further value in that it saves time and postage, and online bankers can use the service from anywhere with Internet access (even during some deployments). Servicemembers should judge online banking services in the same manner as they judge a brick-and-mortar bank; the fundamental analysis remains the same. Remember, the goal is to find the bank that provides you with the maximum value (balancing convenience and cost).

Cost of Services

Comparison shopping is an important step in selecting a bank. Offers of $100 or free items to new customers should give you an idea of how important customers’ business is to banks. Banks competing for your business is good for you as long as you review and assess the competition to get the best possible combination of desired services at the best possible cost.

The military family should shop around to compare the fees different banks charge and the interest that they pay on deposits before committing to a financial institution. Banks compete with other banks in both price and service in order to earn customers. In developing a price strategy, most banks try to attract the most profitable customers; therefore, their pricing schemes encourage or discourage specific types of customers. It is important to understand the banks’ pricing schemes, and for servicemembers to find a bank whose fee structure best matches their customer type. Additionally, by minimizing the number of accounts the family opens with a bank, the family can simplify the banking process and hold down the cost of financial services as well.
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Table 2-1 summarizes the advantages and disadvantages of different types of banks, taking into account convenience and costs.

TYPES OF BANK ACCOUNTS

There are a number of necessary services that banks offer to meet their customers’ basic needs, such as checking and share draft accounts for transactions; savings accounts or money market deposit accounts for emergency funds; and certificates of deposit for short- and medium-term savings. Investment options for meeting servicemembers’ short-, medium-, and long-term financial goals are discussed further in part III of this book.

Checking Accounts

A checking account or share draft account (which is the equivalent of a checking account at a credit union) is the best banking service for conducting multiple monthly transactions. Checking accounts come in two basic varieties: noninterest-bearing and interest-bearing. As their name implies, noninterest-bearing accounts offer no interest on the deposited funds. Since banks pay no interest on these accounts, they are cheaper for the bank to provide. Banks generally encourage depositors who plan to keep very small balances (less than $500 or $1,000) to use noninterest checking accounts.

Some banks charge a per-check fee along with a service fee for a checking account. Banks levy per-check fees on each check written against the account; the fees cover expenses related to processing and clearing checks. Banks may also levy monthly service fees, designed to compensate the bank for the costs of maintaining small accounts, on some checking accounts. Many banks will waive these fees for direct-deposit customers, and most credit unions associated with the military do not have them at all. These fees can really add up, so it is worth shopping around to avoid them. There is no reason to pay a per-check fee or a monthly checking account fee—many military-friendly banks do not charge them.

Banks often advertise “free” checking accounts, with no per-check or service fees. The catch on some of these free checking accounts is that the bank waives the fees only if the customer maintains a minimum average balance each month; the minimum may be $1,000 or more. In other cases, banks or credit unions offer free checking if the customer maintains a savings account or time deposit above a required minimum (either for deposits in one of those accounts, or for total deposits in all accounts).

Overdraft Protection

It is essential that all military personnel have overdraft protection on their checking accounts. If the family writes a check for more than the balance of the account, the family has “bounced” a check. A bounced check, or a check presented for insufficient funds, can be detrimental to a military career. Good money management and fiscal responsibility are attributes of good officers and noncommissioned officers. The military chain of command will generally view a bounced check as an irresponsible or careless act. Bouncing a check is also expensive. Banks will generally charge $25 to $50 for the administrative cost of handling the check, and the retailer will likely charge a fee as well.


Finding a bank that offers overdraft protection along with free checking is a basic financial goal: The best bank may also pay interest on larger balances.



Families can avoid concerns and fees associated with bounced checks by subscribing to overdraft protection. Overdraft protection is simply a money transfer from a linked account, or a short-term loan from a credit card, that prevents a check from bouncing. For example, if you write a check for $100 but have a balance of only $50 in your checking account, with overdraft protection, the bank would immediately transfer $50 from a linked savings account to your checking account and then process the check. Some banks require the link to be to a bank-issued credit card rather than a savings account in order to qualify for overdraft protection. When the account is linked to a credit card, a customer overdraft will usually be billed as a cash advance, resulting in a fee for the loan and interest accruing immediately on the credit card balance. Although these fees can be costly, they will likely cost the customer less than the fees and penalties associated with bouncing a check. Simply put, do not bank without overdraft protection, and strive to have the protection linked to a savings account to minimize potential fees.

Savings Accounts

An essential part of any financial plan is savings. Unlike checking account deposits, families generally do not need constant access to savings deposits. Therefore, banks can rely more on using funds from savings deposits to make the loans to other customers that will generate additional bank revenue. Banks provide three basic choices for these funds: savings accounts, money market savings accounts, and certificates of deposit (CDs). These accounts are relatively low-risk instruments for achieving short- and medium-term financial goals.

Savings Accounts. These accounts normally have tiered annual percentage yields, or rates of return; larger deposits earn greater rates of return. Generally, savings accounts are not an appropriate means for attaining long-term financial goals because the interest rates on these accounts do not provide the returns necessary for many investors to achieve their goals. Typically, traditional savings accounts provide the lowest yield, money market accounts provide a slightly higher yield, and CDs provide the highest yield of the three. All three of these savings vehicles are FDIC (Federal Deposit Insurance Corporation) insured. (The FDIC guarantees certain bank accounts for up to $250,000 in the event of a bank failure.)

Money Market Accounts. Money market deposit accounts (MMDAs) available from banks offer higher yields than traditional savings accounts, along with additional restrictions (usually higher minimum balances and limited check writing or per-check fees). Money market funds (MMFs), also known as money market mutual funds, are available from brokerage firms and mutual fund companies. They offer yields and restrictions comparable to those of MMDAs, however they are not FDIC insured. The easiest way to access the most up-to-date information about the best money market accounts and trends in banking is Bankrate.com (http://www.bankrate.com).


Open a savings account that earns interest and immediately start saving. Aim to accumulate two to six months’ worth of income as an emergency fund.



Certificates of Deposit. For short- to medium-term investments, you might want to consider certificates of deposit (CDs). Certificates of deposit pay higher interest rates than regular savings accounts but require that the amount deposited remain in the account for a set time period; banks levy early withdrawal penalties on funds removed before the maturity date. CDs are usually available in one-, three-, and six-month, and one-to-seven-year increments, with higher interest rates for the longer maturity periods. Generally, you should use CDs when you have funds beyond what you need for the short term and in case of emergencies. For example, if a servicemember already has an emergency fund with two months’ pay and no other short-term needs for the excess funds, a CD that pays a higher interest rate than a savings account is a good way to save for a short-term goal.

A great advantage of CDs is that the interest is guaranteed for the entire life of the certificate, so a CD enables customers to “lock in” an attractive rate of interest for a known amount of time. Savings accounts do not offer this advantage, typically paying very low interest rates or money-market rates that fluctuate weekly or monthly. However, guaranteeing an interest rate for several years is a double-edged sword, because inflation rates ultimately determine one’s real rate of return (how much one’s purchasing power increases or decreases). For example, a CD with a 4% guaranteed rate of return for five years may seem attractive today if savings deposits are paying 3%, but the 4% rate is much less attractive if money market rates rise to 6% next year (as a function of prevailing inflation and interest rates).

Do not let the fear of an early withdrawal penalty eliminate CDs as an investment option. If you really need your money, or if interest rates shoot way up, you can always get your deposit out of the CD by paying the withdrawal penalty. The penalty usually involves forfeiting interest earned to date, but the principal remains intact. As with all bank deposits, it is important to fully understand the terms of a CD before investing in one. Chapter 11 discusses how a CD may fit into a portfolio of financial assets.

EMERGENCY FUNDS

High-yield savings accounts, CDs, MMDAs, and MMFs with check-writing privileges are all candidates for emergency funds. With respect to emergency funds, families should be much more concerned with the ability to access money quickly than with maximizing the interest earned on such funds. Families must be willing to balance the need for liquidity against the desire to get higher rates of interest. Families should fund their emergency fund first; however if this is not possible, the family should maintain a no-fee credit card with a sufficient line of credit—to provide peace of mind that they will be able to pay for immediate emergency requirements.

The emergency fund provides immediate cash if a disaster or adverse event occurs. Families must first determine the size of their needs. Most financial advisors suggest between two and six months’ worth of living expenses. Two months’ base pay may be sufficient if the family has a good credit history and quick and easy access to credit. Families should anticipate what emergencies might arise that would require immediate payments. Certainly the fund should be large enough to buy plane tickets home for the entire family. In other cases, the family would want to be able to cover the deductible on automobile insurance in case of an accident, or to pay for a significant automobile repair. Families should use common sense to assess their needs, and then adapt the magnitude of their emergency fund to meet their expectations. The family may need a larger fund if they anticipate the death of an immediate family member that would require traveling a great distance, or if the servicemember is contemplating changing careers or starting school (in which case income will become less guaranteed). Even though the family may pay for such emergencies with a credit card, the balance will be due within the month. Emergency funds help prevent families from falling deep into debt and having to pay high consumer-credit interest payments.

LOANS

Most people find it necessary to borrow money from time to time. You may not have the cash available to pay for expensive items like major appliances or cars, and you certainly will need to borrow money to buy a house. It often makes sense to spread the cost over the period of time you anticipate using the purchase, and to do so you must borrow money and pay interest for that convenience. A credit card is a type of loan, and banks are just one type of institution that issue credit cards. You should compare different credit card companies before selecting one. Chapter 3 explains how to evaluate the credit services offered by banks and other credit card companies, and part II of this book addresses borrowing money to finance major purchases like a home or automobile.

Rates are negotiable! Rates on loans are negotiable before and during the term of the loan. This is particularly true for those with strong credit ratings. In order to negotiate a lower rate, scour the Internet for lower rates from rival financial institutions. Armed with this information, call your bank and request that the bank match the rival institution’s rate. See chapter 3 for a more detailed discussion of interest rates.
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Table 2-2 provides a summary of the topics discussed in this chapter, highlighting the factors a family financial planner should evaluate when selecting a financial institution for routine banking.
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Using Credit Wisely

Borrowing to finance the purchase of durable goods such as cars, furniture, and appliances has long been a traditional feature of American life. More recently, gasoline, candy bars, and fast food have been added to the American borrowing culture. This chapter discusses the wise use of consumer credit, costs of consumer credit and debit cards, the operation of traditional bank-loan services, and some of the different types of loans available to consumers. It concludes with a review of the uses, abuses, and costs of consumer credit.

THE BASICS OF CREDIT

Before discussing the wise use of credit and borrowing, it is important to understand where borrowed money comes from. You also need to be familiar with some terms that are necessary for understanding the credit process: interest rate, interest payment, principal payment, opportunity cost, risk premium, and outstanding balance.

Most people view borrowed money as coming from some large institution, such as a bank or a credit card company, and do not consider where these institutions acquire the money to loan out. Every dollar these institutions loan out comes from some person who has chosen not to spend all of his or her current income—someone who has chosen to defer consumption. In short, every dollar loaned comes from someone’s savings.

Individuals and households save money so that they can make purchases in the future. They may set current income aside as savings so that they can have an extravagant night out next month, take a vacation next year, go to college in four years, purchase a house in fifteen years, or retire comfortably in thirty years. Some people may set these savings aside in the sock drawer for easy access, but most savers store their money in a financial institution such as a bank, where the savers expect the savings to grow over time. This growth rate is called the interest rate.

To explain what interest rate, interest payment, principal payment, inflation, opportunity cost, risk premium, and outstanding balance are and how they come to be, consider the following story of Jack and Jill. Jill has $100 she could use to buy a bicycle that is priced at $100. Jack has failed to appear at his court date for a speeding ticket and has been arrested on a bench warrant. Jack needs $100 to post bail or he must stay in jail until his next court date, exactly one year from today. Jack asks to borrow the $100 bail from Jill. If Jill loans Jack the $100, she must put off buying the bicycle for one year (opportunity cost), so she is saving $100. Having borrowed the $100, Jack now has $100 (outstanding balance) he owes to Jill. So far, Jill has saved $100 by putting off current consumption opportunities and Jack has borrowed and spent $100 he did not originally have.

Jumping forward a year to Jack’s court date, things in Jack and Jill’s world have changed. For Jill, the price of the bicycle has risen to $105 (inflation). Since Jill had originally wanted to use her money to buy that bicycle, it is reasonable for her to expect Jack to cover the extra inflation cost so that she comes out even. So Jack needs to pay Jill $100 plus $5 for a total of $105 to cover inflation. Jill has also given up a year’s worth of bicycle riding and she wants compensation for that loss. It turns out that Acme-Rent-All, the local bicycle renting agency, rents bicycles for $10 per year. Jill wants Jack to pay an extra $10 to cover the rent for that year of bicycle riding (opportunity cost). Lastly, Jack is not the most reliable person. There was a 10% chance that Jack would forget his court date and Jill’s bail money would have been forfeited. If Jack and Jill were in the habit of making this arrangement, Jill would need an extra $10 for each loan to cover the $100 lost each time Jack forgot to appear in court (risk premium).

To make it a beneficial opportunity for Jill to give up purchasing the bicycle (saving $100) and make the money available to Jack for bail (borrowing $100), Jack must agree to pay Jill the $100 principal plus a $25 fee one year later. That $25 fee is called interest and it consists of three parts:


1. $5 or 5% for inflation,

2. $10 or 10% for opportunity cost of capital, and

3. $10 or 10% for risk premium.



In this situation, if Jack wants to borrow $100 from Jill, he must agree to a 25% annual interest rate. All posted interest rates are a sum of the expected inflation rate, the opportunity cost of capital, and an expected risk premium. If Jack pays all of the $125 he owes Jill, he will make a $100 principal payment and a $25 interest payment. If, on the other hand, he pays Jill the $100 he gets from the court clerk when his bail is refunded, he will make a $25 interest payment and a $75 principal payment, leaving an outstanding balance of $25. If he waits until the end of the next year to pay off the rest, Jack will owe the $25 principal plus $6.25 in accrued interest ($25 x 25% = $6.25) for a total balance of $31.25.

CREDIT HISTORIES AND CREDIT SCORES

Of the three components of the interest rate a borrower faces—the inflation rate, the opportunity cost of capital and the risk premium—there is only one that is directly influenced by the borrower’s behavior—the risk premium. Jack, from the example above, is in control of how reliable he is. As with Jack, individual borrowers build a history of financial reliability through their bill paying and borrowing habits. This reliability is called credit worthiness. Companies that collect and organize this history in the United States are called credit bureaus. The three major credit bureaus are: Experian, Equifax, and TransUnion. These are private companies that face strict government regulation through the Fair Credit Reporting Act (FCRA) and the Fair Credit Billing Act (FCBA) and are overseen by Federal Trade Commission (FTC) and the Office of the Comptroller of the Currency (OCC).

Since lenders use the credit histories collected by the credit bureaus to determine a potential borrower’s credit worthiness, individuals are entitled to a free annual credit report. Individuals can go to AnnualCreditReport.com (https://www.annualcreditreport.com) to get their free credit report. Individuals should obtain and review their credit report from each agency annually, ideally spacing out the requests among the three credit agencies at four-month intervals. This quarterly spacing ensures that individuals do not pay for the “free annual service,” while ensuring their credit history is up-to-date and accurate. Mistakes on a credit report can severely impact an individual’s terms of, and ability to obtain, consumer credit. Under the FCRA, a potential borrower is entitled to an additional free credit report within 60 days of being denied credit or being granted unfavorable credit terms.

The information on a person’s credit report is consolidated into a single number called a Credit Score. There are many algorithms used to generate credit scores, but the most common is the credit score calculated by the Fair Isaac Corporation (FICO). The FICO credit score is a value ranging from 300 to 850. The credit score is a measure of a potential borrower’s credit worthiness and impacts the risk premium a lending institution will add into the borrower’s interest rate. The higher the credit score, the more credit worthy the borrower is assumed to be, and the lower the additional risk premium the borrower faces in the interest rate. A credit score is determined by five types of information:


1. Payment History

2. Outstanding Balances and Available Credit

3. Length of Credit History

4. Amount of New Credit

5. Types of Credit



Credit scores can have a big impact on your financial opportunities. A borrower is unlikely to qualify for a car loan with a FICO score under 650, unlikely to qualify for a mortgage with a FICO score under 620, and unlikely to qualify for a credit card with a FICO score under 600 (see Table 3-1).
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Source: http://yourcreditscorerange.com/2011/understanding-the-fico-credit-score-range



THE ROLE OF CONSUMER CREDIT IN A PERSONAL BUDGET

Today, consumer credit is easy to get—so easy that many families find themselves in financial distress. The danger of too much debt is that there may not be enough income both to pay off the debt and to provide for the basic needs of food and shelter, much less save for future needs. As emphasized in chapter 1, success in personal financial management requires planning and perseverance. An absolute requirement for any family is a regular savings plan. If large monthly debt payments make regular saving impossible, take immediate steps to reduce the amount you owe. Although this situation is easier to prevent than to cure, it is never impossible to get out of debt.

This is not to say that military families should never borrow. Virtually everyone needs to borrow money to finance major purchases, such as automobiles and furniture, or to pay educational expenses. Additionally, very few people can afford to buy a house with cash alone. Without credit, a family could not buy some of these costly items unless they had saved enough money to pay for these purchases outright. If a family has the money available to cover such purchases from their own resources, even if that money was intended for some other long-range goal, they should evaluate the interest rate the lending institution would charge, as it may be more advantageous to use their own funds, or “borrow from themselves,” rather than borrow from a lending institution. If the rate of return foregone on savings is lower than the interest rate a lender would charge for a loan, then “borrowing from oneself” is a wise financial decision. A family can then replenish their savings by “repaying” themselves each month with the amount they would have paid the lender. If, on the other hand, they can secure a very low interest loan and their savings are in a high-interest savings vehicle, it is better to borrow from the lender.

If a family find themselves using consumer credit to finance routine day-to-day needs, they need to reassess their budget and financial goals and return to living within their available income. A good practice is to only use consumer credit for items that will have useful lives of at least the time it takes to repay the debt—for example, durable goods such as cars and furniture, and long-lasting assets such as education. Families should not routinely carry unpaid credit card balances for purchases of clothes, entertainment, groceries, and other such nondurable items. They should cover this spending with current income. Using credit to finance routine purchases or to splurge on extras is a sure sign of personal financial mismanagement.

While one appropriate use of consumer credit is to defray the costs of the occasional emergency, such as airfare for a funeral or a major automotive repair, families should try to handle these situations by using their savings or by seeking assistance from aid agencies that make low-cost loans and grants to servicemembers and their families in times of crisis. One such agency is Army Emergency Relief (http://www.aerhq.org).

Since not everyone reading this book will likely adhere to this strict view of consumer credit, the following paragraphs and Table 3-2 offer some guidance on how much consumer debt is too much. Consumer debt refers to all debts incurred to finance purchases—including car loans and credit card debt, but excluding real estate mortgages or rent. One useful rule of thumb is that monthly payments on consumer debt should be no more than 20% of monthly disposable income, which is income after subtracting mortgage or rent, food, utilities, and taxes. Another guideline is that a family’s total outstanding consumer debt should be less than one-third of their annual disposable income. The important point is that careful planning for consumer debt is one component of a monthly budget, which must also include adequate provisions for regular savings to establish an emergency reserve. To see how to apply these guidelines, consider the following examples.

Debt-Payment Guideline Example. An E-6 at Ft. Drum, New York, with over 8 years of service is living off-post with a spouse and two children and has an after-federal-tax monthly income of about $4,200. This military family has $1,400 in monthly rent, $100 in monthly utilities, and food costs of about $500 per month. Let’s say this leaves the family with about $2,358 a month in disposable income. According to the first guideline, installment debt payments should not exceed $452 per month (20% of $2,358). However, just because it meets the Debt-Payment guideline does not guarantee it is a good choice for a family. How long would it take this family, with $15,000 in consumer debt at an interest rate of 15%, to retire their debt—making the maximum $452 per month payment? Approximately forty-four months, and the family will have paid $4,500 in interest. You can make similar calculations based on your own debt situation by using a calculator at www.bankrate.com or by typing “credit card calculator” into an Internet search engine.
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1. Basic Pay, BAH and Federal Taxes from 2011. Tax liability assumes the servicemember claims standard deduction and exemptions. The residual income is taxed according to the 2011 tax brackets.

2. Monthly disposable income was calculated by subtracting median rent (adjusted for household size and income), food ($500 per month), and utilities ($100 per month) from monthly after-tax income.



Total-Debt Guideline Example. This rule is a bit more constraining than the debt-payment guideline. Modifying the preceding example, the same family stationed at Ft. Drum with an annual disposable income of $28,296 should not owe more than one-third of their disposable income, or $9,432, in consumer debt. Either calculation method will provide a ballpark figure for the maximum debt anyone should carry.

Table 3-2 provides examples of the maximum monthly payments and maximum total consumer debt amounts that junior and mid-level enlisted servicemenbers and officers should undertake.

WHAT ARE CREDIT, ATM/DEBIT, AND CHARGE CARDS?

One of the most popular forms of consumer credit is the credit card. Banks, credit unions, and thrift institutions usually offer either MasterCard or VISA, and sometimes both. Additionally, Discover Bank issues the Discover Card through the Discover Network, and American Express offers the AMEX card through their network (American Express offers a credit card in addition to their traditional charge card). Most military credit unions and financial services companies, such as USAA, offer credit cards with no annual fee and very low interest rates; in fact, shopping around will reveal this to be the case with most credit cards today.

A credit card contract is an arrangement between the lender and the holder of the credit card; it opens a line of credit that the cardholder can borrow against. When the cardholder makes a purchase with a credit card, the lender makes an instant loan to the cardholder for the amount of the purchase. The lender pays the merchant for the goods and bills the cardholder for loan repayment.

From the cardholder’s perspective, the credit card is a very effective substitute for cash or checks in making routine purchases. Credit cards eliminate the insecurity and inconvenience of carrying currency, and the uncertainty about the acceptance of personal checks, since so many retail establishments (including post or base exchanges) accept the nationally known credit cards. Use of a credit card allows the cardholder to make a single payment for all the small purchases made during the month. A cardholder could buy nearly everything needed during the month with credit cards and then repay the entire balance right after payday. In essence, the cardholder receives an interest-free loan on all purchases made throughout the month as long as the balance is paid in full by the due date. However, the constant danger is in spending beyond one’s means, carrying a balance, and paying interest on routine purchases.

One of the best features of credit cards is that they represent a reserve of purchasing power that can be tapped immediately in an emergency. When applying for a credit card, ask for a credit limit that is high enough to finance emergency expenditures. Remember that only the unused portion of a credit line serves as an effective source of reserves. This is a good reason to repay the entire balance each month.

Credit cards can also prove particularly useful during international travel. They reduce the need for converting currency because they are so widely accepted. Furthermore, the exchange rate used by the card companies to convert foreign currency charges into dollars is generally competitive and often better than the exchange rate you would receive at a bank or exchange office.

In addition to credit cards, most bank-like financial institutions offer automatic teller machine (ATM) cards that provide access to savings and checking accounts from machines throughout the world. An ATM card’s use is restricted to banking functions one would perform at a teller window at a bank. The cardholder can make remote and off-hour deposits and cash withdrawals from checking and savings accounts, as well as limited account management actions such as balance transfers and electronic bill paying. Often these ATM cards are also debit cards that can be used anywhere a credit card is accepted. Debit cards have many of the same advantages as a credit card except they do not extend any credit at all. When a transaction is completed with a debit card, the account associated with the card is reduced by the amount of the transaction, plus any fees associated with the transaction. A debit card transaction is exactly like writing a check and must be recorded and tracked as such. While the cardholder is not in danger of carrying an outstanding balance across years as with a credit card, he or she is in danger of overdrawing from the account and being charged punitive fees by the bank. For this reason, many debit cardholders associate a bank line of credit with the debit card account for overdraft protection.

The final category of cards available to consumers is charge cards. The most familiar charge cards are American Express, Diner’s Club, and Carte Blanche. They extend credit but under quite different terms than credit cards. These cards exist only for purchasing convenience and do not allow the cardholder to carry a balance. These cards offer the cardholder many of the same advantages as credit cards, except the ability to extend the payment of purchases across long periods of time. The cardholder is expected to pay all monthly purchases in full at the time of the statement.

HOW CREDIT CARD COMPANIES MAKE MONEY

Credit card companies have three basic sources of income from two different groups—the participating merchants and the cardholders. The merchants, in exchange for a payment option often more secure than checks, commit to pay the credit card company a host of fees (Table 3-3).

Cardholders may pay both fees and interest. These fees include both card membership fees and financial transaction fees (Table 3-4).

In addition to fees, cardholders pay interest on unpaid balances. To truly understand the interest income that credit card companies make, one must understand the effect of the credit card interest rate applied to the monthly balance.


[image: ]




[image: ]



How Balances Are Computed

Credit card issuers use different methods to determine the balance on which they charge interest. As with bank deposits and loans, the method used to calculate the outstanding balance can have an important effect on the total interest expense.

The most common method used by card issuers is the average daily balance (ADB) method. This method applies the daily interest rate to the average of a cardholder’s daily balances during the billing cycle. If the consumer pays the entire statement balance by the due date, the card company charges no interest. If the consumer carries a balance from the previous month, then the balance and all new charges incur interest charges daily until the new balance is paid in full.

There are two other frequently used methods—the previous balance method and the adjusted balance method. In the previous balance method, finance charges are levied on the previous balance due as of the beginning of the billing period. The adjusted balance method levies the charge on the amount of the previous balance minus any payments made during the billing period. Thus, the adjusted balance method results in the lowest finance charge, the previous balance method has the highest charge, and the ADB method falls somewhere in between.

A less-often used balance calculation method is the two-cycle billing method. This is a more costly method than the others. This method takes the average of a cardholder’s balance over the previous two billing cycles and applies the finance charge to that. Using this method, it is possible to carry no unpaid balance for a month and still be charged interest based on the balance of the previous month.

The Effective Annual Interest Rate

When considering using any form of consumer credit, including credit cards, the borrower must understand that the advertised interest rate is not usually the effective interest rate paid. Most advertised credit card interest rates are the nominal Annual Percentage Rate (APR). The nominal APR’s effect on a loan contract is straightforward: A higher nominal APR will yield a higher annual interest payment for a stable outstanding balance across a year. A second consideration is how often the card company calculates interest and adds it to the outstanding balance. A credit card with an 18% nominal APR, a stable ADB of $1000 across a year—with its interest payment calculated, or compounded, monthly—has an Effective Annual interest Rate (EAR) of 19.56%. If the APR is compounded daily, then the EAR is 19.72%. Most credit cards compound the nominal APR daily. The EAR is calculated based on the following formula, where n is the number of times the interest is compounded in a year:
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Typical credit cards offer nominal APRs that range from 7% to 35%, yielding EARs of 7.44% to 41.88%. Often a credit card will offer low introductory nominal APRs of 0% to 2% for the first six to eighteen months. These teaser rates usually only apply if the balance is paid off by the end of the introductory time period. The higher standard interest rate will apply retroactively if the balance is not paid on time.

HOW CONSUMERS CAN BENEFIT FROM CREDIT CARD USE

The main benefit consumers derive from credit cards is convenience. The consumer does not have to carry large quantities of cash for large purchases. The consumer does not have to worry about whether the merchant will accept a personal check. The consumer can smooth out large consumption events such as Christmas shopping or back-to-school spending across several months by taking advantage of the short-term loan aspect of the credit card’s line of credit. The consumer also builds a credit history by making on-time payments, which can favorably influence his or her credit score.

Credit cards offer a “grace period”—a window of time across which new purchases are not assessed interest charges. This period can be as little as 20 days and as long as 50 days, depending on the particular card. Some cards offer introductory 0% interest rates for extended periods of time. This no-interest window gives the consumer the opportunity to pay off a purchase without accruing a finance charge. Most cards do not apply the grace period on new purchases if the account has a previous outstanding balance. So, if the cardholder does not pay off the outstanding balance each billing period, there is no grace period.

There is a kind of credit card called a reward, or affinity, credit card. Reward credit cards allow the card user to accumulate points on a subset of their purchases. Reward card users can redeem these points for discounts on certain classes of future purchases. These points might be spent on hotels and travel, home improvements, brand name merchandise, and much more. Some of the reward credit cards offer cash back refunds. These refunds vary between 1% and 5% of specified purchases; on rare occasions card companies offer 10% cash back rewards for purchases from very select merchants. For those who pay off their monthly balances, reward credit cards are a source of found money. A cardholder who charges most of the family’s monthly expenses might charge $3,000 per month, or $36,000 per year. This charge pattern would earn $360 in rewards at 1%, $720 at 2%, and up to $1800 at 5%.

Two good sources for credit card offers and information are CreditCardGuide.com (http://www.creditcardguide.com) and BankRate.com (http://www.bankrate.com/credit-cards.aspx).

Credit cards offer the cardholder quick, easy access to a line of credit that is very useful in cases of emergency. Unexpected costly events, such as emergency leave or large car repairs, often require large, instantaneous expenditures. In many cases, the only source of payment for unexpected large expenditures is a credit card. Once the purchases are charged on the credit card, it is more cost-effective for the cardholder to use savings to pay off as much of the credit card debt as possible—if the APR of the credit card exceeds the return on the savings. If the card has a low introductory APR that expires at some time in the future, treat that particular credit card balance as a closed-end loan by establishing a time period for repayment and faithfully making regular monthly payments.

CAUTIONS TO CREDIT CARD USE

Although credit cards offer great utility to consumers, their misuse costs cardholders many millions of dollars in unnecessary interest expenses. Accumulating credit card debt is an easy trap for an undisciplined consumer and a sure sign that he or she has become dangerously overextended on credit. It is best to repay the entire balance during each billing cycle.

While the convenience and temporary free credit feature of credit cards make them potentially useful to everyone, many consumers accumulate large unpaid balances on their card accounts and continually make sizable interest payments. The card issuers make this easy by asking that the cardholder repay only a minimum monthly amount, which is usually far less than the unpaid balance. This minimum payment can be little more than enough to cover the finance charge of the previous month and 1% or 2% of the principal. Cardholders making only the minimum payment will take a long time to repay their debt and guarantee the card companies a hefty return on the loan. Occasionally, often right after Christmas, credit card companies encourage consumers to take a payment holiday and skip a month’s payment. The interest charges, of course, accrue on the unpaid balance, making it a very expensive holiday for the consumer when he or she eventually has to pay the bill with additional interest.

A quick way to establish a reasonable payment plan is to divide the balance on the statement by the number of months needed to repay the balance, then add estimated finance charges. This becomes a monthly payment plan. For example, to repay an entire $2,000 balance in ten months requires a payment of $200 on the principal each month. To calculate the total monthly payment, add the $200 principal payment to the finance charge from the previous month’s statement. It is generally wise to use any leftover funds from other parts of the budget to reduce credit card debt as quickly as possible.

Cardholders who accrue large card balances that they cannot easily repay within a short period of time should consider getting a signature loan from a bank or another financial institution to consolidate their debts at the lower signature loan rate. Such a loan adds the discipline of fixed monthly installment payments. Banks will consider the credit limits of all active credit cards when they decide whether to approve a loan. After all, there is nothing that stops a consumer from immediately going out and incurring new charges on a credit card once the signature loan is used to repay the credit card balance.

In summary, avoid carrying a balance on credit cards. If carrying a balance is necessary, make it a priority to reduce or eliminate it quickly. In general, repay credit card debt before trying to save, since credit card APRs tend to be higher than returns on savings. If you are carrying balances on more than one credit card, pay the minimum on the cards with the lowest APR and concentrate on eliminating the credit cards one at a time, starting with the card with the highest APR.

CREDIT CARD INSURANCE

Occasionally, credit card issuers will encourage cardholders to buy credit card insurance. There really is little reason to pay for such insurance, because cardholder liability for unauthorized use of their cards is generally limited to $50, and few issuers actually attempt to get their cardholders to pay even that. Cardholders must make sure that they report any lost credit card within twenty-four hours. One technique for keeping track of credit cards—in case a purse or a wallet is lost or stolen—is to empty the contents of the purse or wallet onto a copy machine and make a copy of the credit cards. Do this now and on each birthday. Put the copy in a safe place at home. This provides a quick and convenient record in case of a loss or theft.

CHOOSING A CREDIT CARD

There are three primary factors that potential cardholders should assess as they determine the card that is best for them: annual fees, rewards programs, and costs associated with interest rates, late fees, and balance computation methods. Cardholders will generally have to prioritize the benefits of the three factors, oftentimes accepting less than optimal circumstances in one factor to achieve desired outcomes in the other two. For example, having a no-annual-fee card with great rewards might require accepting a higher effective interest rate on purchases; having a no-annual-fee card with a low interest rate might require sacrificing the rewards program.

Today, virtually anyone in the military who wants a credit card can get one, and many servicemembers have more than one. This has changed the strategy of card issuers—from simply reaching new credit users to trying to lure credit card customers away from one another. The competition has expanded further by offering incentives for making card expenditures over cash expenditures, making expenditures on one card over another card, and carrying a balance. Credit card companies promote these behaviors by an array of ever-expanding/increasing rewards payments to card users. Another common technique for lenders to increase credit card use, especially among those users who expect to carry a balance, is to offer a low introductory APR (such as 0.9%) for a six-month to one-year period. At the end of the introductory period, the APR often jumps up significantly. It is common for lenders to exclude cash advances from these introductory rates and to switch to the higher, “regular” APR if cardholders exceed the credit limit or have a late payment. Credit cards are a lucrative business for card companies. As such, potential cardholders should carefully review card amenities and their spending and payment patterns in order to select the card that will allow them to best maximize their value in this mutually beneficial arrangement.

Annual Fees. Servicemembers should not pay an annual fee to use a credit card. Better-educated consumers have caused many financial institutions to offer credit cards with no annual fees and to compete for credit cardholders’ business in other ways. There are so many no-fee cards available that servicemembers should not pay an annual fee unless there is some financial reason to do so. Some rewards cards charge annual fees, but many do not. Unless a card holder can justify the annual fee with a cost-benefit analysis that shows the benefits from the card with an annual fee (subtracting out the fee) exceed the benefits from a no-annual-fee rewards card, paying an annual fee does not make sense.

Rewards Programs. There are rewards cards that focus on gas rebates, expenditures with certain merchants (such as Amazon.com), and even car companies. Servicemembers should review rewards cards and select the card that offers the maximum rewards on the expenditures for which they make a majority of their purchases.

Interest Rates and Balance Compounding Periods. If a cardholder expects to maintain an outstanding balance on a card, then interest rates and compounding periods are important factors. If the cardholder expects to pay off balances each month, then the rates are a less important consideration. Servicemembers who expect to maintain an outstanding balance want a card with a consistently low effective annual interest rate and one that uses a compounding method that minimizes costs.
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TABLE 1-6
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TABLE 3-1
FAIR ISAAC’S REPORT OF AMERICAN CREDIT SCORES IN 2011

Credit score Percentage of Population
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FEES CREDIT CARD COMPANIES CHARGE CARDHOLDERS
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TABLE 1-5
MONTHLY PAYMENTS NEEDED TO SAVE $10,000
OVER A LONGER PERIOD

Number of Years

Real rate of return 10 15 20 30 40
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6% $61.02  $3439  $21.64 $9.96 $5.02
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12% $43.47 52002 $10.11 $2.86 5085
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FEES CREDIT CARD COMPANIES CHARGE MERCHANTS

Fee Type

Charge

Annual Fee: A yearly fec for
maintaining a credit card account.

Usually from $80 to $400 per year.

Transaction Fee: A fee charged for
each transaction.

Usually $0.25 per transaction.

Authorization Fee: A fee charge for
card authorization.

‘This is in addition to the transaction
fee and applies whether the transaction
completes or not.

Interchange Fee: A fee charged on the
total amount transferred.

Usually 1-6% of the balance per trans-
fer. It averages 2% and depends on the
merchant’s volume.
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TABLE 1-4
MONTHLY PAYMENTS NEEDED TO SAVE $10,000
OVER A SHORT PERIOD

Number of Years
Real rate of return 1 2 3 4 5
1% $820.52  $41260  S27375  S20428  $162.60
2% $825.72  $40874  $269.76  $20028  $1S8.61
3% $821.94  $40481  $26581  S19634  $154.69
4% SSIS.I7  $40092 26191  $19246  $150.83

5% S814.41  $397.05  $258.04  SIS863  S147.05
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TABLE 1-8
DISPOSABLE INCOME FOR A SINGLE SECOND LIEUTENANT
DURING A TYPICAL MONTH

Tncomse Type (aﬁl’l'.}'::':.'l’ﬂe) (am?iﬂ"i’.ffﬁ.m
Basic and special pay (before taxes) $2,784 $2,784
Federal taxes on basic and special pay ($310) 0

BAH at Ft. Hood with no dependents (tax-exempt) $1,026 $1,026

Hostle fire pay 50 225
Interest and investment income $75 $75

BAS (tax-cxempt) 5223 5223

TOTAL $3,799 $4,333
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TABLE 1-2

PERSONAL FINANCIAL GOALS WITH “PRICE TAGS”
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TABLE 1-3
'WHAT YOU NEED TO SAVE TODAY TO REACH A FUTURE GOAL

1f you need $1,000 in  If you need $1,000 in  If you need $1,000 in

::r”: ‘;”:: 10 years, then today 20 years, then today 40 years, then today
You must save You must save You must save
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4% $675.56 $456.39 520829

5% $613.91 $376.89 $142.05
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CONSUMER DEBT GUIDELINES
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Figure 1-2
One-Time Investment of $10,000 vs. Adding
$5,000 to Initial $10,000 Investment Each Year
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TABLE 17
MAJOR COMPONENTS OF MILITARY COMPENSATION
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