







[image: image]

ALSO BY JANE BRYANT QUINN

Smart and Simple Financial Strategies for Busy People

Everyone’s Money Book

THE CLASSIC
BESTSELLER

Completely Revised 
for the New Economy

 

JANE BRYANT QUINN


MAKING 
THE MOST 
OF YOUR
MONEY
NOW


[image: image]

This publication contains the opinions and ideas of its author. It is sold with the understanding that neither the author nor the publisher is engaged in rendering legal, tax, investment, insurance, financial, accounting, or other professional advice or services. If the reader requires such advice or services, a competent professional should be consulted. Relevant laws vary from state to state. The strategies outlined in this book may not be suitable for every individual, and are not guaranteed or warranted to produce any particular results.

No warranty is made with respect to the accuracy or completeness of the information contained herein, and both the author and the publisher specifically disclaim any responsibility for any liability, loss or risk, personal or otherwise, which is incurred as a consequence, directly or indirectly, of the use and application of any of the contents of this book.

[image: image]
Simon & Schuster
1230 Avenue of the Americas
New York, NY 10020
www.SimonandSchuster.com

Copyright © 1991, 1997, 2009 by Berrybrook Publishing, Inc.

All rights reserved, including the right to reproduce this book or portions 
thereof in any form whatsoever. For information address Simon & Schuster 
Subsidiary Rights Department, 1230 Avenue of the Americas, New York, NY 10020

This Simon & Schuster hardcover edition January 2010

SIMON & SCHUSTER and colophon are registered trademarks 
of Simon & Schuster, Inc.

For information about special discounts for bulk purchases, 
please contact Simon & Schuster Special Sales at 
1-866-506-1949 or business@simonandschuster.com

The Simon & Schuster Speakers Bureau can bring authors to your live event. 
For more information or to book an event contact the Simon & Schuster 
Speakers Bureau at 1-866-248-3049 or visit our website at www.simonspeakers.com.

Designed by Paul Dippolito

Manufactured in the United States of America

1 3 5 7 9 10 8 6 4 2

Library of Congress Cataloging-in-Publication Data

Quinn, Jane Bryant.
Making the most of your money now : the classic bestseller / Jane Bryant Quinn.
p. cm.
Includes index.
1. Finance, Personal. 2. Investments. I. Title. 
II. Title: Completely rev. for the new economy.
HG179.Q57    2009
332.024'01—dc22                 2009032610

ISBN 978-0-7432-6996-4

ISBN 978-1-4165-5352-6 (ebook)

Previous editions of this work were published as Making the Most of Your Money 
in 1991 and 1997 by Simon & Schuster, Inc.

For Carll


Contents

Money and Me

STEP 1. BUILDING YOUR BASE

   1. Finding Your Financial Self

   Where You Stand on the Money Cycle

   2. The Ultimate Wish List

   What You’ve Got and Where You’re Going

   3. I Have It Right Here Somewhere

   The Right Way to Keep Records

   4. Your Basic Banking

   Banking in the Internet Age

   5. Poolers, Splitters, and Keepers

   Who Should Own the Property—Me? You? Us? Them?

   6. Willing Makes It So

   Wills and Trusts—For Everything You Can’t Take with You

   7. All in the Family

   Twelve Checklists for Life’s Milestones

STEP 2. FINDING THE MONEY

   8. A Spending Plan That Works

   How to Take Charge of Your Money—At Last

   9. Saving More Money

   Patented, Painless Ways to Save and Where to Save It

10. Kicking the Credit Card Habit

Learning to Live Without Consumer Debt

11. When to Hock the Farm

All the Best Ways to Borrow Money to Invest

STEP 3. YOUR SAFETY NET

12. The Money on Your Life

What Kind of Life Insurance? How Much Is Enough?

13. The Health Insurance Lottery

Paying More, Getting Less, Rooting for Change

14. Disability: The Big Black Hole

The Risk That Everyone Forgets

15. The Driving Dream

The Search for the Best and Cheapest Auto Insurance

16. Fire! Theft! Wind! Flood!

Protecting Your Home and Everything in It

STEP 4. YOUR OWN HOME

17. A House Is a Security Blanket

… Even If It Doesn’t Make You Rich

18. A Second Home for Fun and Profit

The House That Doesn’t Cost You Anything (Much)

STEP 5. PAYING FOR COLLEGE

19. Tuition, Room, and Board

The Matterhorn of Personal Finance

20. The Best College Investment Plans

How to Beat the College Inflation Rate

STEP 6. UNDERSTANDING INVESTING

21. Drawing Up Your Battle Plan

Which Kinds of Investments Serve You Best?

22. How to Pick a Mutual Fund

Every Investor’s Bedrock Buy

23. Working with a Stockbroker

Where It Helps and Where It Hurts

24. Stocking Up

Still Your Ticket to the Future

25. How to Use Bonds

Income Investing—The Right Way and the Wrong Way

26. The Call of the Wild

Some Absolutely Awful Investments

27. Aimez-Vous Growth?

The Case for Putting More Money Abroad

28. Investment Real Estate—The New Winning Systems

Finding the Properties That Pay

STEP 7. RETIREMENT PLANNING

29. How to Retire in Style

The Tax-Deferred Route to Easy Street

30. Making It Last

Still Living Rich at 99

31. Retiring on the House

How to Tap the Equity You’ve Built

STEP 8. MAKING IT WORK

32. Be Your Own Planner … or Find One You Trust

The Secret, Revealed

Appendixes

1. Taxable Versus Tax-Free Bonds

2. How Long Will Your Capital Last?

3. Pension Maximization: Will It Work for You?

4. Life Expectancy

Acknowledgments

Index



Money and Me

No one is born with a mind for personal finance. I certainly wasn’t. I came from a family that handled money prudently, but I understood that only in retrospect. We didn’t talk about it. Everything I learned about money, I learned by watching, reading, doing, and—yes—making some awful mistakes.

I’d love to tell you that I embraced my mistakes because they taught me so much, but I’d be lying. I hated making those mistakes! Still do. The only upside is that, after going wrong myself, I understand how easy it is to get off track—especially when money is short or when so-called financial experts are whispering into your ear. I also learned, through trial and error, what the better choices are.

I started out fine as a money manager, teenage division. On my sixteenth birthday, I took the bus to city hall in my hometown, Niagara Falls, New York, to apply for working papers. That afternoon I interviewed with the head of the public library, who not only hired me for afterschool work but gave me my favorite job title ever: I was a “page” in a building full of books. I spent some of my earnings (not a lot; we weren’t big spenders at Niagara Falls High School) and put the rest in a savings account to help pay for college.

At college, I got a check from my parents to supplement what I’d saved. I watched my pennies, balanced my checkbook, and never overdrew. In those days we couldn’t get credit cards, so I wasn’t put to the plastic test. Summers, I clerked in a grocery story and waitressed at Howard Johnson’s. (I never learned the trick of balancing a fully loaded serving tray on one hand, held above my head. I was always terrified that I’d drop four hamburger specials with Cokes and fries down the customers’ necks.)

Finally I got the summer job of my dreams: reporting stories for the Niagara Falls Gazette. I wasn’t on the front page. It was more like, “Jane, go to the Friday greenmarket and update the table of vegetable prices.” But I was a reporter. I had a desk, phone, and ID card to prove it.

My financial oops moments started when I got out of school and went to work at a consumer newsletter in New York City. For one thing, I didn’t save. I spent every dime and never looked ahead. One year when I unexpectedly had extra income taxes to pay, I had to take out a loan. I lived the paycheck-to-paycheck life.

Lucky for me, a colleague at work dropped by one day to tell me I was an idiot (his word!) not to have joined the company automatic-savings plan. “I can’t afford it,” I whined. “Yes you can,” he said. “Have 5 percent taken out of your pay automatically, and you’ll never notice.” I did, and he was right. I was still living paycheck to paycheck, but suddenly, I was saving money along the way. The money wasn’t much (I wasn’t earning much), but I’m grateful to this day for his having taken the time to tell me I was being dumb. I’ve been devoted to automatic savings plans every since.

I didn’t have a lot of other financial options during my twenties. I married young, had a beautiful baby right away, and money was tight. It got tighter at twenty-five, when I found myself broke, divorced, and struggling to pay rent in a city that isn’t for sissies. Young journalists didn’t earn much, especially if you were of the female persuasion. In those bad old days, there was something called the “female discount.” If a man and a woman held the same type of job in the company, the woman was paid 30 percent less—and it was legal. At my job interview, the discount was figured out right in front of me, on an adding machine. Total humiliation—but I was stuck. Thank goodness for the feminist movement, which eventually put an end to overt wage discrimination—although not in time to help me with the rent.

I survived by pleading for discounts on nursery school fees (the wonderful headmaster said yes) and scrambling for freelance jobs I could work on after putting my son to bed. Those were tears-in-the-pillow years, and bills I didn’t open because I knew I couldn’t pay them right away. It’s the only time I’ve ever run up credit card debt and haven’t forgotten the scare. To this day, I pay my bills in full on the day they arrive.

But except for my checkbook worries, life was great. My son was growing. At work, I was learning how to report and write, and starting to specialize in consumer finance. The more I interviewed financial people, the wider my eyes grew. I realized that I could learn this stuff. It wasn’t magic, it was all based on simple common sense. I’d had no idea.

Fast-forward in time. I got better jobs and earned more money. I married again. We rented a house for a while and finally found the resources to build our own. I felt back on track.

With some money to spare, I ventured into investing and that’s when the oopses really started. I opened an account with a stockbroker—a friend of my dad’s—and asked for advice. He started calling me with new stocks to buy and suggesting that it was time to sell old ones, in order, he said, to diversify. After a couple of years, it hit me that he was making money on commissions but I wasn’t getting anywhere, so I took my money back. At about that time, another broker put an important chunk of my husband’s savings into a single can’t-lose stock. You know the rest of that story! We were stupid and inexperienced, what can I say?

By then, my reading and reporting had led me to low-cost index mutual funds. Whew, just in time. I’ve kept them to this day without a moment’s regret. (You’ll learn to love them too—see page 745.)

But let’s face it, index funds get b-o-o-o-ring. A girl ought to own something interesting, right? Gotta make a killing. At that time, I was editing an investment newsletter and talking to Wall Street gurus all the time. They must know something special about making money. Otherwise, why was I interviewing them?

There’s no point going into all the sad details. Here’s what I got out of my super-guru advice: an oil well in Ohio that came up dry and a top-performing mutual fund that lost 80 percent of its value because it owned too many of that era’s hottest stocks. All the way down, its brainy manager urged me not to sell.

I even went local, in hopes of getting in on the ground floor of something big. A neighbor and former executive of a blue jeans company had a smart new idea for making jeans that fit all figures. I was all too right about the ground floor. That’s where we stayed, as the seed money dribbled away.
 
In my heart, I knew better than to write those checks. I’d reported extensively on oil-well partnerships and how the fees ate you up, even if you were lucky enough to hit some oil. But I was dazzled by the guru—a regular source for me—who touted the Ohio well as something special.

The mistaken mutual fund investment is even more embarrassing. I knew it owned highfliers, but I was so impressed by the manager’s smarts (or what sounded like smarts) that I figured he’d sell those zoomy stocks at their top and switch to the next Great Investment Game when it came along. Wrong. Soooo wrong. As I’ve learned, almost no fund manager can do that successfully (and probably you should delete the word almost).

About my neighbor, what can I say? It was a completely dumb move that my accountant advised against—but the jeans were so cool. (They ought to have been, considering what I paid!)

Did I mention that I bought some gold coins near the 1980 peak?

All my mistakes came from turning off my common sense and BS detector and letting a salesperson or silly enthusiasm run my mind. Happily, I never had too much money at stake, so I could ramp up my savings again. But, gee, I wish I’d kept it all in index funds.

By this time, I had left my job at the investment letter and started freelancing. I quit because I got a promotion but wasn’t given the same title held by the job’s previous occupant—a man. I got a lesser title, not to mention lesser pay. Sound familiar? Those were still the bad old days when women couldn’t catch an even break.

As it turned out, leaving that job was not one of my mistakes. In fact, it’s the best thing that ever happened to me professionally. To earn money, I wrote my first book on personal finance. I started a syndicated newspaper column for The Washington Post, thanks to the head of the syndicate, Bill Dickinson, who was willing to gamble on an unknown. His belief in me changed my life. At first it wasn’t clear that the column would succeed (Jane Bryant Quinn? the newspapers asked. Who’s that?). I still have in my files the names of the nineteen papers and their open-minded editors who bought the new column and gave me my chance.

When the column caught on (250 papers eventually came on board), one thing led to another. I started a column for Newsweek magazine, added CBS-TV (morning and evening news), and wrote the first edition of the book you’re reading now. But I’ve never forgotten the feeling of launching out on my own—the thrill of a high-wire act and the nail-biting wait to see if I’d make it to the other side.

Freelancing taught me yet another lesson. When you work for yourself, your investments ought to be more conservative. No employer was contributing to my retirement plan. If I got hit by a truck, my savings were my only safety net. So I had to invest more carefully. I’ve always held a higher percentage of bonds, compared with stocks, than I would have if an employer were funding my 401(k).

Fast-forward again, to another hard-learned lesson—this one on long-term care insurance. When LTC policies were first introduced, many of them were poor. They low-balled their premiums, bumped up the price later, put unexpected limits on coverage, and sometimes used fine print to deny payments due. Then the products improved and my husband and I applied. My husband was turned down because, by then, he had some health issues. One day he had a debilitating stroke and the cost was all mine. Would those earlier LTC products have paid? Maybe, but maybe not; they were generally nursing-home contracts and I wanted to care for him at home. Still, it’s never a smart idea to put off buying life, health, disability, and long-term care insurance that you know you need. Buy it now while your health is good. One bad diagnosis renders you uninsurable overnight.

When I became a widow, I bought a house in haste. That’s one of the things I’ve always told others not to do. I righted myself and last year had the joy of remarrying. Money matters in life, but what matters more is holding yourself open to happy surprise.

After you’ve read a list of my financial crimes, you might wonder why I’m writing a personal finance book! First, because I’m a lot smarter now. Second, because I hope to help you avoid some of my own hard lessons and make good choices right from the start. It’s pretty easy to avoid my mistakes once you’ve been alerted to them. And third—the most important thing—to abolish the myth that you have to be born with a math book in your mouth to be good at making decisions about your personal money.

I’m terrible at math; I always have been. Personal finance has nothing to do with math. It’s all about understanding simple principles (such as automatic savings), knowing where to find the advice and tools you need (in this book, I’ve rounded them up for you), choosing plain-vanilla financial products (they’ve proven to be superior to everything else), and ignoring the America’s Great Financial Marketing Machine. In a lifetime of studying personal finance, I can say with confidence that roughly 97.23 percent of the highly touted financial products that you read and hear about will make other people rich; they won’t make you rich. The products and strategies that will make you rich are in these chapters.

A trusted adviser who won’t be identified here once suggested that I invest with Ezra Merkin, a prominent financier. “No home runs, just a steady 10 to 20 percent a year using puts and calls,” the adviser said. I begged off. Not my style. Years later, it turned out that Merkin’s miracles came from investing with the notorious Bernie Madoff, the Ponzi guy. (I still trust that adviser in his area of expertise—but not his investment advice!)

I dodged the Madoff bullet not because I suspected fraud but because—by now—I have rules for myself. Investments have to be simple so that I can understand them perfectly. I won’t pay high fees—they’re your first sign that a product is poor. I stick with things like mutual funds whose prices are published daily, online, and can’t be fudged. Mystery systems of puts and calls don’t fit the bill.

Developing simple rules is one of the secrets of managing money well. You create a list of what works for you and apply those rules to each new idea that comes along. If the idea fits, I consider it. If not, I don’t even bother investigating it. For investing, my rules are: mutual funds, not individual stocks; passive investing (index or target retirement mutual funds); strict diversification between stocks and bonds related to age (110 minus your age is the maximum percentage you should risk in stocks); regular rebalancing, to keep the stock/bond diversification on target; low costs, which keeps me out of all those dubious, expensive annuities; and investments whose price I can follow publicly, in the newspapers or online. In other words, b-o-o-o-ring. For thrills, I go to the horse races. I want my investments to be about as interesting as watching paint dry.

This book explains all these rules, and other rules, about savings, credit, mortgages, and insurance. With any luck, they’ll steer you around my mistakes, or at least keep your bumps to a minimum!

At this writing, we’re also in the midst of a once-in-a-lifetime economic earthquake. Important products such as health insurance, credit cards, retirement plans, and college loans are up for change. I’ve caught as many of those changes as I could before this book went to press. You can check for updates on my Web site at www.janebryantquinn.com.

But the details aren’t as important as the overall concepts—eternal commonsense concepts—that you’ll find here. You can apply these rules to new products as well as to the existing ones. Pay down debt, hold down fees, keep all your insurance plans simple, choose plain-vanilla mortgages, stick with simple investments, and tune your BS detector to “high.” I’ve made mistakes in my time but in the end I got it right, and so will you. Every day, I’m cheering you along.

Jane Bryant Quinn

New York



STEP 1
BUILDING YOUR BASE


If I could have lunch with anyone, whom would I choose? Shakespeare, for sure. Cleopatra, to see how compelling she really was. Sojourner Truth. The historian Henry Adams. Jon Stewart (Jon, call me). Archimedes.

Okay, Archimedes isn’t someone you would think of right off the bat. But I have a special feeling for the Greek mathematician. Aside from his theoretical work, he constructed ingenious mechanical devices. He showed that great weights could be moved with small effort, provided that the lever was long enough. “Give me a place to stand,” he said, “and I will move the world.”

Our world could stand a little shove, especially the world of money. Each new generation staggers forward under the weight of old ideas. We “know” too much that isn’t true, or isn’t true anymore. This is a pressed yet hopeful time (as I would explain to Archimedes over sandwiches). The stock boom lies behind us, and so does the real estate boom. Peering forward, we wonder where to light next. Our minds need moving, as well as our money.

That’s a job for a lever. This book was written to help you find a place to stand.
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Finding Your Financial Self

Where You Stand on the Money Cycle

The finest of all human achievements—
and the most difficult—is merely being reasonable.

All of our deepest beliefs about money are formed in the years when we grow up. We learn the great lessons of our era and set out to put them all to work.

But time is a trickster. Just when you think that you’ve learned all the rules, some hidden umpire changes the game.

Think about the Depression Kids. Those woeful years left a legacy of fear. Forever after, the generations marked by the 1930s saved compulsively. A loan made them feel sick to their stomachs. They took no risks. When the Great Prosperity swelled around them, they mistrusted it. They knew in their hearts it wouldn’t last.

Now think about the Inflation Kids, raised in the 1960s and 1970s. They saw in a flash that a dollar saved was a dollar lost because inflation ate it up. A dollar borrowed was a dollar saved. You could use it to buy a car or a stereo before the price went up. They learned to love debt and couldn’t change.

Then came the Bubble Kids of the 1980s and 1990s—years when stock and bond values soared, real estate boomed, and everyone thought it was going to be easy to get rich. Even after the bust, they didn’t save much, because they still trusted “the market” or “home equity” to rebuild their wealth automatically. Can they change their approach to money any better than earlier generations could?

The new turn of the wheel—the 2008 financial bust—is bringing us the Struggle Kids. They endured the Great Recession, with jobs hard to get, layoffs and wage-cuts common, foreclosures and bankruptcies wiping families out, investments unreliable, health care expensive, and global interconnections that no generation has grown up with before. They’re saving more and spending less. What will their orthodoxies be? Can we all find a better place to stand? On the answer to those questions, everything depends.

A Cycle of Spending and Saving

Money comes and goes in your life at different times. Mostly goes, when you’re young. Those are the spent years. Maybe the misspent years. But never mind. As you grow older, the urge to save creeps up on you. Here’s the typical cycle of wealth:

Ages 20 to 30. You establish credit, buy your first furniture and appliances, take out your first auto loan, learn about insurance and taxes. Maybe (here I’m dreaming) you save a little money, in the bank or in company retirement accounts. Retirement accounts are money machines for young people because you have so many years to let them grow untaxed. By the end of the decade, you cohabitate or get married, maybe have a baby, buy a house. (You save for a house the old-fashioned way: by borrowing some of the down payment from your parents.) Entrepreneurs start a business.

Ages 31 to 45. You don’t know where your money goes. Bills, bills, bills. College is a freight train headed your way. Maybe (here I’m dreaming again) you start a tuition savings account. Money still dribbles into retirement savings, but only if your company does it for you—by taking it out of your paycheck before you get it to spend. When you’re pressed, you open a home equity line of credit and borrow money against your house. If you haven’t started a business, you think about it now. This is also a good time to get more education. Invest in yourself and hope for a payoff.

Ages 46 to 55. You do know where your money goes: to good old State U. At the same time, you get the creepy feeling that maybe you won’t live forever. You thrash around. You buy books about financial planning. You have an affair. When all else fails, you start to save.

Ages 56 to 65. These are the fat years. You’re at the top of your earning power, the kids are gone, the dogs are dead. Twenty percent of your salary can be socked away—which is lucky because you will need extra money for your children’s down payments when they buy a house (kids never really go away). Consider long-term care insurance.

Ages 66 to 75. How golden are these years? As rich as your pension, Social Security, and the income from the money you saved. Start out by living on the first two. Let the income from savings and investments compound for a while, to build a fund for later life.

Ages 76 and Up. Quit saving. Spend, spend, spend! Forget leaving money to your kids—they should have put away more for themselves. Dip into principal to live as comfortably as you deserve. This is what all those years of saving were for.

When You Fall Off the Cycle

You say you can’t find your place on the cycle? That’s no surprise. Almost no one lives exactly to order anymore. There are a million ways of getting from birth to death, and they all work. If you fall behind financially during any decade, you’ll need a plan for catching up.

You Have Your Children in Your 30s. It seemed like a smart idea at the time: diapers tomorrow but never today. No one told you that, in your 50s, you’d be paying for college just when you were trying to save for your own retirement. (And even if they’d told you, you’d never have believed that you would ever be that old.) You might have to choose between sending your children to a low-cost college and shortchanging your own future. Maybe your children will have to pay for their education themselves. The moral, for those who can think ahead: save more in your 20s, using the discipline of tax-deferred retirement plans. These plans penalize you for drawing money out, so you’re more likely to leave it in.

You Get Divorced and Start Over. Divorce costs you assets and income, with the greater loss usually falling on the woman. She can rarely earn as much money as her ex-husband takes away. For the man, a new wife and new babies might mean that college tuition bills will arrive in the same mail as the Social Security checks. Unless you’re rich or remarry rich, divorce is a decision to cut your standard of living, sometimes permanently.

You Don’t Marry. You lack the safety net that a second paycheck and an in-home caregiver provide. On the other hand, there’s usually no other mouth to feed. You can start saving and investing earlier than most.

You’re Married, with No Children. You’ve got nothing but money and plenty of it. You are one of the few who really can retire early, not just dream about it.

Life Deals You an Accident. A crippling illness. Early widowhood. A child with anguishing medical problems. A family that has always saved can scrape through these tragedies. A family in debt to the hilt cannot.

You’re Downsized. That’s today’s euphemism for getting fired. The money in your retirement plan goes for current bills. Your next job pays 30 percent less, with no health insurance or retirement plan. But you can still secure your future by downscaling your life to match your income. There’s honor at every monetary level of life.

You Get the Golden Boot. A forced early retirement. Sometimes you see it coming, sometimes it blindsides you. You get a consolation prize in a lump sum payout or a higher pension for a retiree of your age. But you lose 5 to 10 years of earnings and savings. This risk is the single strongest argument for starting a retirement savings program young. At your age, a new job will be hard to come by, but you can’t afford to retire for real. So you do project work, part-time work, and unexpected work such as clerking, to pad out your early-retirement check.

Memo to All Workers: Employers don’t care that you’ve worked hard and late, that you haven’t been sick in a dozen years, or that every supervisor you’ve had thinks you’re hot stuff. They ask only: What have you done for me lately? Is your job essential to business today? Are your skills the right ones for business tomorrow?

Few people “hold a job” anymore. Instead we have talents that we sell to employers for various projects, some longer term than others. In this kind of world, nothing is more important than continuing education and upgrading skills.

Who Needs What When

The number of financial products on the market today—bank accounts, insurance policies, annuities, mutual funds—I estimate conservatively at two zillion point three (2.3Z). Most of them nobody needs but buys anyway because some salesperson convinces you to. In fact, you need only a few simple things, matched to your age, your bank balance, and your responsibilities. The rest of this book tells you how to choose them. Here I offer a general framework for your thinking.



Young and Single



Admit it: you are living your life on hold. Cinderella, waiting for Prince Charming. Peter Pan, not wanting to grow up. You are serious only about your work (or finding work!). Everything else is temporary. There is nothing in your refrigerator and nothing in your bank account. “Wait until I’m married,” you say. But what if you don’t marry? Or you marry late? Looking back, you’ll see that you lost ten good years. Your future starts now. As a young person you should:

[image: image] Establish credit with a low-cost bank card. Practice on one card before getting two. Debt tends to rise to the highest allowable limit. If you’re in college, apply for a bank card before you leave. Banks give credit faster to students than to job-seeking young adults. (They count on the parents to save their kids’ credit rating by paying off their debts.)

[image: image] Get disability insurance coverage if your employer offers it. It pays you an income if you’re sick or injured and can’t work. How will you afford the premiums? By not buying life insurance.

[image: image] Get health insurance if you don’t have a company plan. I know you’re immortal, but buy a policy anyway, just in case you should be a teeny-weeny bit mortal and need an operation or a splint. No one wants a charity patient. If you can’t afford a policy, maybe your parents will buy it for you. They would probably pay for the splint, so buying your health insurance is really a way of protecting themselves. Under health insurance reform, a policy would be mandatory.

[image: image] Invest in your own education and training even if it means more student debt. Your earning power is your single greatest asset.

[image: image] Start saving money. Put away 10 percent of your earnings. I hear you saying “I can’t do it.” So sneak up on it: start with 5 percent, then move up to 7 percent. You can get to 10 percent within the year. Where should the money go? For starters, part to a bank account and part to a retirement plan.

[image: image] Start a tax-deferred retirement plan: an Individual Retirement Account (IRA) or a savings plan through your employer. Put the money into stock-owning mutual funds and leave it there.

[image: image] Rent, don’t buy an apartment. You don’t yet know whether you’re ready to put down roots. Except in unusual boom years, like the ones at the turn of the twenty-first century, it’s hard to make money on real estate that you’ll hold for only a short time—say, less than four years. Resale prices for condominiums and cooperative apartments typically lag behind those for single-family homes. At this point in your life, the money you’d spend on a down payment is better invested somewhere else. Buy only when you have a place you expect to live in for many years.

[image: image] Buy property insurance if you have valuable possessions. You especially need it for business property if you work out of your home. But you don’t need it for furniture if your apartment’s style is Modern Attic.

[image: image] Make a will unless it’s okay for your parents to inherit everything. If you die will-less, that’s where your property will probably go.

[image: image] Create a power of attorney, a living will, and a health care proxy. That’s basic protection in case you meet with a horrible accident that leaves you alive but not alert. Someone has to act for you, both financially and medically, and you should pick those people yourself.


Older Singles



You might be your own sole support for life, but don’t let that scare you into playing your hand too conservatively. Stocks do better than bank accounts or bonds over long periods of time. For financial self-defense, you need:

[image: image] A good credit record—good enough to be approved for a mortgage or a business loan.

[image: image] Enough education and job training to keep your income moving up.

[image: image] Good health and disability insurance. The older you get, the greater your risk of illness or injury. When you pass 60, consider long-term care insurance. You don’t need any life insurance unless someone depends on your income for support.

[image: image] A home of your own. Living will be cheaper and expenses more predictable if you own a house or apartment free and clear when you retire. Keep your homeowners insurance up to date.

[image: image] A habit of saving. Try for 15 to 20 percent of your income. No, that’s not too much.

[image: image] A retirement plan: pension, company tax-deferred savings plan, Individual Retirement Account, Keogh plan, or Simplified Employee Pension (SEP) for the self-employed. Get more than one plan if you qualify. Fund everything to the max.

[image: image] A mix of investments in your retirement plans: some U.S. and foreign stock-owning mutual funds; some Treasury, tax-exempt municipal, or other bonds.

[image: image] An interest beyond your regular job—a pastime or charity. It may open the door to a second career.

[image: image] A will, a living will, a health care proxy, and a durable power of attorney.

[image: image] A good attorney or other surrogate who will manage your money if you can’t do it yourself.



Married Couples



You have a lot of responsibilities. Your mate needs security if you die. Children have to be set up too. After that, the big question is how to handle the family money. You need:

[image: image] A cost-sharing system. If you are a two-paycheck couple, will you split the bills or pool your money in one account? If you are a one-paycheck couple, will you start a savings account for the nonearning spouse? Financially speaking, there is no best way, only your way.

[image: image] Credit cards in the names of both spouses, or separate cards—at least one in each of your names. A wife without joint responsibility for the debt, or a card of her own, could have her cards yanked if her husband dies or leaves. And vice versa, of course.

[image: image] Disability insurance. Every income-earning person needs it, to cover lost paychecks (and maybe home health care bills) if you become too sick or disabled to work.

[image: image] Health insurance. Don’t go without it, especially between jobs. When you’re out of work, you’re under a lot of stress, which can lead to accidents and poor health. Working couples should try not to duplicate benefits in their company health plans.

[image: image] Life insurance. If your family depends on your income for support, you need life insurance. If your family can get along without your income, you don’t. Working couples with no kids may do fine with whatever group term insurance they get from their companies. But you’ll need much more coverage if children arrive. Buying insurance on a nonearning spouse is a luxury purchase. Buying it on a child is a waste.

[image: image] A will, so that beneficiaries will inherit exactly as much as you intend.

[image: image] A power of attorney, so that someone can manage your finances if you can’t.

[image: image] A living will and health-care power of attorney, in case you fall into a permanent coma and don’t want to spend years on life support. You need a surrogate to speak for you, or your living will might be ignored.

[image: image] A premarital agreement, if you want to limit what your spouse will collect at divorce or inherit at your death. These agreements are used mostly by people of vastly unequal wealth, the previously divorced who swear that they won’t be “burned again,” and older people with children from previous marriages to protect. There are postmarital agreements too, for arrangements you wish you had made earlier.

[image: image] Your own home. It should be an acceptable investment if you own it long enough. It’s also a form of forced saving and a cheap way to live in retirement, once you own it free and clear. Keep your homeowners insurance up to date.

[image: image] Regular savings. Sprinkle 10 percent of every check among ready savings, his-and-hers tax-deferred retirement plans, and college savings. Come to think of it, sprinkle more. You’ll never catch up with college costs on a mere 10 percent. Be sure to fund both spouses’ retirement plans. Some couples waste a tax deduction by forgetting to fund a plan for a spouse who has only modest earnings.

[image: image] Job skills. A spouse without them is asking for trouble, even if he or she is home with the kids. Life is not fair. Death or disability occurs. Breadwinners lose their jobs. Not all spouses love each other until the end of time. As the poet said, “Provide, provide.”

[image: image] Long-term care insurance once you pass 60.


Blended Families



Life gets expensive when both bride and groom come with children attached. You need everything that any other married couple does, plus extra protection for stepchildren. Check:

[image: image] Whether all the kids are covered by health insurance.

[image: image] Whether you want to change your will to include the stepchildren.

[image: image] Whether you need trusts to ensure that the children of your former marriages inherit the property they’re due.

[image: image] Whether all the kids will have enough money for college.


Younger Widows and Widowers, and the Divorced



Maybe you’re just plain single again. More likely, there are children to support. It’s harder alone. You’ll need a substantial safety net:

[image: image] Buy as much disability insurance as you can get. If you can’t work and can’t support your children, the family might break up.

[image: image] Don’t be without a family health policy for a moment.

[image: image] Buy a lot of life insurance if your children’s future depends on you. Stick with low-cost term insurance and cancel it when the kids grow up.

[image: image] Write a will, especially to name a guardian for your children. Add a living will, a health care proxy, and a power of attorney.

[image: image] Call Social Security. An unmarried child under 18 or 19, or a child disabled before age 22, whose mother or father is dead, can get a monthly Social Security payments on that parent’s account. So can a widowed person (including a divorced spouse whose ex-spouse dies) if his or her child is disabled or under 16.

[image: image] If you’re divorced, report your new status—in writing—to everyone who gave you credit and cancel all joint credit cards. You don’t want your ex-spouse’s new charges to show up on your personal credit history. (You’ll still be responsible for the past debts that you contracted together.)

[image: image] If you’re widowed, maybe you want to report your new status to credit granters. Then again, maybe you don’t. If the card was based on two incomes or on the income of the spouse who died, you may not be able to keep the card unless you can prove that you’re creditworthy. If the family credit history is good and you have an income, the card would doubtless be reissued. But if you have only a small income, it might not be. In that case, nothing in federal law stops you from keeping your old card and keeping mum.

[image: image] Find work. Or find better work. Train for a higher-paying job. You can’t afford to coast.

[image: image] If you collect child support, take out a term insurance policy on your ex-spouse (this should be part of your divorce agreement). The insurance proceeds will make up for your lost child support if he or she dies.

[image: image] Save money even at the cost of your standard of living. Maybe you will remarry, but you can’t count on it.

[image: image] Consider trading down to a smaller house. Keep your homeowners insurance up to date.

[image: image] Own a home—your current house or a smaller one—if you’re rooted in place. Otherwise hang loose and rent on a short-term lease. Your next life may lie somewhere else. Get renters insurance to protect good furniture from fire and small, expensive objects from theft.

[image: image] Take no quick advice about money. Not from your brother. Not from your friends. Above all, not from anyone selling financial products. Salespeople love widows for their ready cash and their presumed dependence on a sympathetic ear. Keep your money in the bank until you’ve learned something about managing it and know exactly what you want to do.

[image: image] Don’t automatically turn your life insurance proceeds into an annuity. Inflation will gradually wipe out the value of a fixed monthly income. You might want to take a lump sum instead and invest it conservatively.


Older Widows, Widowers, and the Divorced



You have great freedom if your children are grown. Your life can be reconstructed from the ground up. Your checklist includes “cancels” as well as “buys”:

[image: image] Cancel your life insurance. Use the money to add to your savings and investments.

[image: image] Cancel your disability insurance if you have retired and no longer get a paycheck.

[image: image] Keep your health insurance. At age 65, get a Medigap policy or join an HMO that will cover what Medicare doesn’t.

[image: image] Call Social Security. If you worked at least 10 years, you’re owed a retirement benefit on your own account, starting as early as age 62. Alternatively, you’re entitled to benefits based on your spouse’s account. You can collect whichever is higher. The widowed are entitled to benefits on their late spouse’s account as early as 60 (50 if you’re disabled) unless their current earnings are too high.

[image: image] Study up on money management. If you’ve never handled investments before, this is the moment that nature has chosen for you to learn. In the meantime, keep your money in the bank. Don’t give it to anyone else to manage until you’ve learned a lot about money yourself. You have to be able to follow what your “expert” is doing. Otherwise your money might be expertly “managed” away.

[image: image] Write a will or change your old one. A living will and a health-care power of attorney grow even more urgent as you age. You need someone to speak for you if you become incapable.

[image: image] Write to your late spouse’s (or ex-spouse’s) company immediately after the death or legal separation. Better yet, write in advance. You may be due some employee benefits, including up to three years of health insurance at group rates. The employer is supposed to notify you about the health insurance but doesn’t always do so. If you don’t apply for the policy immediately after losing your coverage as a spouse, you won’t be able to get it at all.

[image: image] Find work if you need it, perhaps through a temporary help agency.


Sort of Married



More than single but less than married, you have only to change the locks to “divorce.” You need:

[image: image] Separate bank accounts. Contribute to common bills in proportion to your earnings. If one of you earns only 30 percent of the total, that person should pay only 30 percent of the expenses. It’s not fair to hit him or her for 50 percent.

[image: image] Separate property. One buys the lamps, one buys the couch, so that ownership is clear.

[image: image] Written agreements for property bought together. What happens to it if you split up? If one of you dies?

[image: image] A will, to be sure that the other gets—or doesn’t get—what you intend. If you have no will, everything will go to your family, not to your partner.

[image: image] The same health, disability, and living will protection that you’d give yourself as a single person. If you both work, you need no life insurance unless there are children. If you decide that one of you won’t work, buy a policy to protect the partner at home. In a few jurisdictions, a domestic partner—straight, lesbian, or gay—might be covered by the other’s employee benefits plan.

These lists tell you generally what you need. The rest of this book tells you how to get them. As you read, you can construct your own financial plan, chapter by chapter—adding, subtracting, revising, updating—one step at a time.
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The Ultimate Wish List

What You’ve Got and Where You’re Going

Need rises with income. What was out of the question
when you made $30,000 becomes urgent at $60,000
and indispensable at $100,000.

Your own financial plan starts with a wish list. Write it all down, every single thing. A speedboat. A week in Barbados. State U. for two children. Enough money to retire early. Forget that you can’t afford it. Maybe you only think you can’t. The whole reason to have a financial plan is to focus on what matters most and work out a strategy for getting it.

So get out a yellow pad and a pencil, or set up a “Life Goals” file on your computer, and start dreaming. On the left side of the pad or screen, write “What I want.” On the right side, write “When I want it”—next summer? In three years? In the middle, write “How I get there from here.” That middle column is the terra incognita that this book will fill in. You are going to develop some real numbers and a real timetable so you won’t still be dreaming five years from now.

Once you’ve listed all your material wants, stare off into space and think. Even if you can have it all, the cost of getting it might be an extra job, working nights and weekends, working to a later age than you’d intended, or hanging on to a job you hate. Is it worth it? Or would you rather take that speedboat off your wish list?

When reflecting on this question, take another piece of paper (or open a new file) and write down your personal goals. Don’t kid yourself. If money and status are important, say so. Do you want to write a book by the time you’re 30? Start a business? Spend more time with the kids? Move to the country? Become a top officer of your corporation? Change careers? Give more time to charity? All the things you care about most are likely to affect how much money you’ll have, which in turn will shape your financial plan. The planning process asks you to set priorities and make trade-offs.

The plan you finally develop may not work—at least, not exactly. Some things may go better than expected, others may go worse. You may fall behind schedule. You may filch money for a new car that should have gone into the education fund.

But the point is, you’ll know it. You’ll see the hole in your kids’ tuition account and figure out how to make it up. The reason financial plans succeed is almost stupidly simple. It’s their specificity. Instead of vague hopes, you have hard targets—something concrete that you’re working toward every year. Once you see it, you can get it.

Your Basic Security Package

Back to your dreamy goals. I know you’ve remembered to list “Barbados vacation.” But one or two other things might have slipped your mind, without which your prettier plans might be undone. Here is the basic security package that also has to be on your list:

1. Life insurance. Do you have enough? If you die, your spouse or mate needs enough to support himself or herself. Your children need support and education. Part of that money will probably come from the surviving spouse’s earnings. You need enough insurance to cover the rest. For how much life insurance to buy, see chapter 12.

2. Disability insurance. Most people are covered if they die. But what if you fall off a ladder, break your back, and live? That’s the risk nobody thinks about (or wants to). You need two levels of disability coverage: (1) for a short illness of 6 to 12 months, during which you’d try to keep your way of life intact, and (2) for a permanent disability, usually requiring a drop in your standard of living. For how large a policy you need, see chapter 14.

3. Health insurance. You probably get it from the company you work for. If not, call an insurance agent, BlueCross BlueShield, or a health maintenance organization. Long-term care policies are improving rapidly, but they’re not yet for younger people. Shop for this coverage when you pass 60. See chapter 13.

4. Repaying debt. It’s pointless to save money at 5 percent interest while you’re still supporting a Visa card habit at 18 or 26 percent. Pay off the Visa first. Often, the best use of savings is to pay off the debts that are costing you more than your savings earn. For ways of saving more money, see chapter 9.

5. Owning a home. How much do you need for a down payment, and how will you raise it? The lucky ducks go to the Daddy Bank. Failing that, you will have to throw every resource you have at the problem. For ways of finding the money for a home of your own, see chapter 17.

6. College. How much will college cost when your children reach 18, and how long do you have to accumulate the money? Four years at the average public college, for a student living in the state, might cost as much as $84,000, starting in 2009 (assuming annual increases of 5 percent). For the average private college, it might be $170,000 (before tuition discounts). The most selective and expensive schools top $40,100 a year. You’ll find a list of college savings and investment plans in chapter 20.

7. Fun and games. Put some luxuries on your list. A new kitchen. An RV. A trip to Europe. August at the racetrack. Estimate what they will cost (except for the racetrack, where you’ll make money, right?) and when you will want them. Chapter 8 tells you how to fit them into your plan.

8. Retirement savings. How much will you need to retire on? A younger person hasn’t a clue. Too many incalculables exist in the economy and your personal life. Still, you ought to make a start. By your late 40s, the picture should be coming clear. For the book on retirement planning, see chapter 29.

For your pains, you’ll wind up with a daunting list of expenses:


	The price of more life insurance.

	The price of a disability policy.

	The price of health insurance if you don’t have a company plan.

	The extra monthly payments needed to zero out your consumer debts.

	How much you’ll have to save each month for a down payment on a home.

	The net cost of your children’s college (after any student aid) and the length of time you have to raise the money.

	The price of anything special you want for yourself and how long you have to save for it.

	The amount of savings you’ll need for a decent retirement.



Some of you are starting out at the top of this list; others are already partway down. In either case, the total may look unattainable, but I promise you it’s not. It’s like running a marathon: you do one mile at a time until you finish.

Finding the Money

Winning a lottery would be nice. Maybe you could marry rich. An inheritance is dandy, the drawback being how you get it.

Windfalls aside, there are only three ways of getting the money you need to underwrite a financial plan: culling current income, taking loans, and using the gains from your savings and investments. But everything ultimately springs from income, which sets up your savings and pays off your debts.

No plan will succeed if you live to the brink of your income and beyond. You must hold back something for savings and investments. “No way,” you say? It takes $50,000 just to pay the grocer? Sure, but only if you build your life that way. Every single one of us can look down the street and see someone living as well as we do on $5,000 less a year than we make. That’s $5,000 we could be saving every year and still hold up our heads in the neighborhood. Only by living on less than you make will you ever be able to live on more than you make.

Keeping Score

Start your plan by figuring your present net worth. Recalculate it once a year. These figures, and the changes in them, will show you a lot of interesting things:

[image: image] Whether your debts are under control. Is your indebtedness growing faster than the money you’re saving?

[image: image] How well you’re investing the money you save. Does your investment account keep up with the market? Or does it fall behind?

[image: image] How much money you could lay your hands on in an emergency. Do you have enough readily salable assets to help you through a bad patch, or are too many of your assets tied up?

[image: image] Whether you need more life and disability insurance. What income could you get from your assets compared with how much you need to live on?

To find your net worth, add up the value of everything you own (your assets), figured at what you could reasonably sell each item for. Then subtract everything you owe (your liabilities). The remainder is your net worth. It’s the money you’d have if you converted all of your salable property into cash and paid off your debts. If you owe more than you own, you have a negative net worth, and maybe an ulcer. (“I’m going to be a millionaire,” a gambler friend of mine used to say. “I’ll die owing a million dollars.” He came close.)

Your aim is to raise your net worth over time, through a combination of new savings, sound investments that recover after market setbacks, and fewer loans.

Just as important, you need a good balance between assets that are tied up, such as your house, and assets that can quickly be turned into cash.

The parts of your net worth that are always on tap are your quick assets, such as cash, mutual funds, stocks, bonds, and life insurance cash values. You fall back on your quick assets in an emergency.

The parts that might take a long time to sell are the slow assets, such as most real estate. Don’t load up on slow assets until you have plenty of quick assets on tap.

Some of your slow assets are effectively frozen. That would include your home, if no buyer wants it right now, an interest in a limited partnership or other

[image: image]

[image: image]

investment that can’t be sold easily, money owed to you at some point in the future, and a lump sum due from your pension plan. Mentally, you might also add a pending inheritance, although it doesn’t belong on your personal balance sheet until it’s actually yours.

Yet another part of your net worth is restricted in that it can be reached only by paying a penalty. This includes most unmatured certificates of deposit, tax-deferred retirement plans, and tax-deferred annuities if you’re younger than 59½.

When figuring your net worth: (1) You don’t have to know the exact value of everything. A ballpark estimate will do. (2) To find out what your individual bonds are currently worth, ask your stockbroker to price them for you. They will bring more or less than face value, depending on market conditions today. To price bonds yourself, check Investinginbonds.com. (3) Sherlock Holmes couldn’t ferret out the value of limited-partnership shares unless they’re traded publicly. Ask your stockbroker whether he can sell them and for how much. If no one is biting, list the shares at zero. When the partnership dissolves, thank the gods for every dollar you get back. (4) In a pinch, you could sell your cars and jewelry. But you won’t, so they’re not truly part of your usable net worth. You need to know their current value only to keep them well insured.

Patching Your Safety Net

Optimist: “This is the best of all possible worlds.”

Pessimist: “That’s right.”

So far, you’ve been thinking like an optimist. You’re worth more than you thought! Your pencil is flying! Your stock options will pay off your loans, and then you’ll be on easy street! All it will take is a few more years.

But what if you don’t have a few more years?

Here’s where the average plan comes a cropper. How would your family manage if you died? How would you live if you had an accident and couldn’t work anymore? There would be some income from your spouse’s earnings, Social Security, disability insurance (if you were clever enough to have

[image: image]

bought it), and so on. But probably not enough. You’d also have to live on your savings.

To measure the real strength of your position, you have to look at your net worth in another way. How much cash would be available to you or your family if you had to marshal all of your assets to live on?

Start with the figures you just reached and assume three things: (1) you (or your survivor) would not sell your house, one car, and personal property; (2) all other slow assets would be converted to cash; (3) your restricted assets would be freed up for use.

You need a large enough nest egg so that when your savings are combined with other sources of income, your dependents will have enough to meet their expenses. If your savings fall short, fill the gap with more life insurance. If your household depends on two paychecks, do these calculations twice—first assuming that the husband dies, then assuming the death of the wife.

If you think that your family would move to a smaller house at your death, they would net some money from the sale of the house you own now. Add those funds to their assets.

Disability is another story. There’s no life insurance payoff, so your usable assets are much smaller. I’ve shown few liabilities in the table below because

[image: image]

you can’t predict your lump sum expenses. Even the size of your uninsured medical bills is a question. You have three ways to prepare for a disability: get a better disability insurance policy, save more money, or invest better.

Use this same calculation for early retirement.

There is one more way of measuring your personal security: Do you have enough quick assets to cover all the bills coming due this year? That would give you a 12-month breathing space if you lost your job. Figure it this way:

1. How much has to be paid on your debts over the next 12 months? Call this your current debt: $_________.

2. How large are your quick assets, not counting personal property and life insurance cash values? Call this your ready money: $_________.

3. Your ready money should be greater than your current debt. If not, you are living with a lot of risk. As time passes, your ready money should grow larger and larger than your current debt.

Roundup Day

Once a year, sit down with your spouse or mate (if you’re single, sit down with yourself) and see where you stand. Go over everything. Are you spending too much? Did you save enough money? Should you change your investments? Did your net worth improve? Do you need more insurance? What financial goal will you shoot for in the next 12 months? What personal purchases would you like to make?

I call this annual accounting Roundup Day. A good time for it is the week after New Year’s, when things are usually slow. Another good time is the week you do your income taxes, when every money nerve is tingling. Working couples need this day to tally their separate savings and investments, and show their spouses what’s happening with their 401(k)s. Spouses who don’t handle the family money need this day to keep in touch. Everyone needs this day to gloat over triumphs, fix mistakes, and start the next year fresh.

How Much Is Enough?

You don’t have to get richer every year. At some level of personal security, all you need is enough growth to keep your after-tax assets even with inflation. Knowing when to quit and go fishing is just as important as knowing when to keep your shoulder to the wheel.

My job is to help you grow wealthier and more secure. But not everyone is so lucky. Accidents happen. Investments fail. Companies fold. So here’s a heretical thought: If your income dropped, would that be so bad? Would it be so terrible to live in a cheaper place with fewer clothes and luxuries? People who earn $5,000 less than you live happy lives, and so do people who earn $5,000 less than they do.

I wish you every increase, but if the gods frown, there are worse things in life than having to step down.
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I Have It Right Here Somewhere

The Right Way to Keep Records

(Don’t go away. I’m still looking.)

Okay, I confess.

Sitting here, right now, I can’t remember the name of my life insurance company. The keys to my safe-deposit box are in my office, but I’m not sure where. In the pile of papers on the floor to the left, I think there’s the booklet explaining the changes in my group health insurance. In short, I am often a slob about my own financial records.

But I am reforming. Writing this chapter has embarrassed me into reorganizing the scattered Quinn financial files. And take my word for it: when you finish this kind of job, you feel new, as if you had shined all your shoes and cleaned up the cellar.

With good records:

You Can Find Things. I estimate 84 hours saved per year, right there.

You Can Remember What You Have. Did you sign that power of attorney? Did you fill in the form that lets you take money out of your mutual fund by phone? Now you’ll know.

You Can Remember What You Don’t Have. No, you didn’t sign that power of attorney, because you kept misplacing it. Now that you’re putting your records together, you’ll get it done.

You Can Save Money for Your Heirs. They will be able to find things too, without paying a lawyer to do detective work for them. They won’t shake their heads and mutter “What a mess.”

You Can Feel Terrifically Smart and Well Organized. You Will Know That If a Ceiling Fell on Your Head This Very Moment, Your Heirs Would Get Every Dime That Was Coming to Them. Sometimes a deed, contract, or bankbook is hidden away and never found. Ditto for old stock certificates, records of small brokerage accounts, and retirement savings accounts left with a former employer. After several years, unclaimed money passes to the state (page 28). Lawyers tell story after story about stumbling across a stray piece of paper that entitled a widow to money that she didn’t know anything about. Think of the number of widows who throw those pieces of paper out.

Where to Keep Records

Invest in a file cabinet. It doesn’t have to be steel; cardboard works fine. You can tuck a two-drawer cabinet under a table. Or use it as a table (put a round piece of plywood on top and cover it with a cloth). Don’t put it in the attic or behind the ice skates in the closet under the stairs. Unless your cabinet is so handy that you practically trip over it, you’ll put off filing your records, which means that your system will fall apart.

Eventually back tax returns and old bank records will overflow your file drawers. Don’t compulsively save everything with your name and a dollar sign on it. Some records can be thrown away (see “What to Keep, Where to Keep It, What to Toss,” page 29). Put beloved old statements that you can’t part with into labeled boxes. Keep them in the attic or on a closet shelf.

What? You had a fire? I forgot to tell you: invest in a fireproof home safe or bank safe-deposit box for records that are a pain in the neck to replace. Or buy a service that keeps online records in a server off-premises.

A home safe should be rated for fire resistance by the Underwriters Laboratory. You need a class 350 safe, which protects paper documents against high heat for at least a half hour and perhaps up to four. If you keep computer records on CDs, you’ll need a class 125 safe. An unrated metal box with a lock won’t do anything except keep curious children out; in a fire, the heat would scorch to ashes any documents inside.

These safes, incidentally, won’t stop a jewel thief for a moment; they’re only for papers. You might as well write the combination on the top to save the burglar the trouble of whacking off the lock. To protect valuables at home, you need a much more expensive vault. For items that you consider irreplaceable, rent a safe-deposit box.

Safe-deposit boxes are normally rented from a bank, although they are increasingly being offered by credit unions. Small boxes, for holding papers, photographs, and a little jewelry cost around $15 to $50 a year. For a lot of valuables or your magnificent hubcap collection, the bank has larger boxes at a higher price.

Sometimes there’s a waiting list, especially for the bigger boxes. As an alternative, you might look at a private vault company. It charges more than banks but is supposed to follow bank security procedures and may even offer 24-hour access—handy for dropping off your diamonds after the ball. If you have something to hide, it will interest you to know that most private vaults let you open an account under a false name (banks require identification). On the downside, private vaults may not provide all the security that customers were promised. Many have gone bankrupt. Personally, I wouldn’t go near one.

When you rent a safe-deposit box, you sign a card. The bank or vault will also need the signatures of anyone who you think should have access to the box: your spouse, your executor, a business colleague, a friend. Every time you visit your diamonds or hubcaps, you sign again so that your signature can be checked. It takes two keys to open the box, yours and the bank’s. You get two copies of your own key. If you lose one, no problem; it costs maybe $7.50 to $10 to replace. But it might cost $100 if you lose both. The bank doesn’t keep a copy of your key, so it has to drill into your box and start you out with a brand-new lock. Give your cosigners a key only if you want them to be able to enter the box at any time. If you want them to enter it only in an emergency, keep the second key yourself but tell them where it is. (Note that the person who holds your power of attorney does not have access to your box unless he or she is on the signature card.)

What to keep in your safe-deposit box depends mainly on how hard the item is to replace. Most financial documents, such as insurance policies and cemetery deeds, can be replaced pretty quickly; you might put a copy in your box, for reference in case of fire, while keeping the original at home. But reverse that procedure—copy at home, original in the box—for documents that take a long time to procure or will cost you a fee. This category might include birth and marriage certificates, divorce papers, military records, the deed to your house, and citizenship papers. Few people have stock certificates or paper bonds anymore, but those that exist should be kept from harm. So should signed notes for any money you’re owed. Safe-deposit boxes are also good repositories for personal treasures such as old family photos, lists of the contents of your house (to prove what you owned, in case of fire or theft; digital photos can be stored online), the master list of your financial documents (page 42), and heirloom jewelry you don’t wear. Keep your own list of what’s in your box in a file at home, so you won’t forget.

Unfortunately, nothing in this world is 100 percent secure, not even safe-deposit boxes. If a thief breaks in, the bank or vault company is not responsible for your losses unless you can prove negligence. Federal deposit insurance isn’t responsible either. It covers only your deposit accounts. But your homeowners or tenants insurance should pay up to the limits of your policy (page 533). After a theft, you have to prove what you kept in the box, which is not always an easy job. Keep receipts, appraisals, and photos, including a photo of your box with the valuables in it. Put items that could be damaged by water (a flood or a burst municipal pipe) into ziplock bags or plastic containers.

When you rent the box, ask the bank who will have access to it after your death. Almost all the states give ready entry to anyone on the signature card who also has a key. If the cosigner has no key, the bank will drill the box. Anyone not on the card needs proof—for example, a letter of testamentary—that he or she is an heir who’s allowed to remove property. If your will is missing and your representative wants to search the box for it, he or she will need a search order. Ideally, someone with signature authority should also be present. To simplify life for your heirs, keep your will at home and give the executor a signed copy (the executor is the person who makes sure that your will’s provisions are carried out). If you have a cemetery deed, keep that on hand too.

If you and your spouse or mate keep separate boxes, give each other access, just in case something happens. Important! Tell your heirs and executor where the box is and where you keep the keys! Lots of property is lost because relatives haven’t a clue where to look for a box in your name. If you keep a home safe, note the combination to the lock in your personal-money file.

You might also consider a waterproof emergency flight bag, kept on a bedroom shelf. Ask yourself what you’d need if you had to evacuate your house in a hurry because of a hurricane, flood, or fire. Pack that bag with your critical records and mementos: a copy of your homeowners insurance policy, your birth certificate, some wedding pictures. That way, you won’t have to stop and think if you smell smoke in the middle of the night. Just pick up the bag and run. Include photos of what’s in your home. Hurricane victims, for example, have received thousands of dollars extra from their insurers when they were able to prove exactly what they owned.

Do you really need a safe-deposit box? Few of us have documents that are truly irreplaceable. If you don’t need your box for other items—heirloom jewelry, gold coins—you might decide that the annual fee isn’t worth it. If the worst happens, you’ll face the nuisance of replacing your birth certificate, citizenship papers, and so on, but many people consider that a risk worth taking. As an alternative to a safe-deposit box, consider scanning your important documents, filing them in your computer, and backing them up.

Keeping Records Online

Set up folders on your computer for your bank statements, credit card statements, bill-pay accounts, scanned documents, and other records you keep online. File them faithfully and back them up! Without a backup, those records will fry when your hard drive fails (as it inevitably will). You can use a second hard drive, a small flash drive, or a service that backs up your records at another location. Some banks market online storage as a “virtual safe-deposit box.” Make paper copies of documents you need to keep for tax purposes and file them with your tax records.

You Didn’t Lose It, You Forgot It. Now What?

Money—billions of dollars of it—is mislaid in America every year. People move and don’t leave a forwarding address. They forget to give their new address to every institution holding money due them. Sometimes they don’t know they’re owed money. Sometimes they get dotty. Maybe they die without leaving the well-organized records that you’re about to create, and their heirs can’t find all the property.

The federal government is holding an estimated $20 billion worth of uncashed Treasury securities and savings bonds; unclaimed Social Security benefits, civil service retirement checks, tax refunds, veterans’ benefits, and refunds for mortgage insurance premiums owed to many home owners who prepay Federal Housing Administration (FHA) loans; and property left on federal land. The states hold perhaps $10 billion in unclaimed bank and brokerage accounts; Individual Retirement Accounts and other pension savings; paychecks and dividend checks; funds left in unused prepaid tuition plans; refunds from telephone and electric companies that people failed to collect when they moved; uncashed money orders and cashier’s checks; unused gift certificates; contents of unclaimed safe-deposit boxes; and life insurance policies that the heirs never knew about.

Every state’s unclaimed-property law is a little different. But in general, a bank or other private company, including nonprofits, can’t hold dormant funds for more than three to five years.

Your bank account or mutual fund is considered dormant if you’ve made no transactions for several years and don’t answer mail about the account. Untended savings accounts are especially vulnerable. So are safe-deposit boxes that your family doesn’t know about.

Dormant funds held in private hands are eventually transferred (escheated) to the states. The states list the missing owners in newspaper ads, usually in obscure publications. They may also try to find you through telephone directories, credit bureaus, and motor vehicle records. Some states try harder than others.

You can reclaim your property no matter how many years have passed (except in New Hampshire, which confiscates money after three years). When stocks, bonds, and mutual funds go to the state, they’re usually sold after three years and the proceeds retained.

To see if you’re due any money held by a state, go online to the National Association of Unclaimed Property Administrators (NAUPA) (www.unclaimed.org or www.missingmoney.com), where you can link to all the state unclaimed-property offices. If you’re not online, you can get online help at your local library. Most of the states list the names of everyone they’re holding money for. Check for your own name in every state where you’ve ever lived. While you’re at it, check for your parents (including those who have died) and your adult children. Recheck every couple of years to see if anything new has been added to the list. If you find your name, follow the instructions on how to claim the property. States often pay interest on reclaimed interest-bearing accounts, such as bank deposits, but not on other funds.

Unfortunately, there’s no unclaimed-property office for money held by the federal government, nor do the feds try to track down missing owners. If you’re lucky, you’ll get a letter from a private tracing service saying it knows where some federal money is stashed that probably belongs to you. The price of retrieving it runs around 30 percent of the recovered funds (the service might ask for 50 percent, but when you call, you can usually talk it down). People sometimes get sore at these services because they think they charge too much. But if it weren’t for their efforts, you wouldn’t get any money at all. Never pay up front; that’s not a legitimate request. Pay only when money is produced.

What to Keep, Where to Keep It, What to Toss

Clarity, clarity. A filing system should be so logical that anyone who opens the drawers can find exactly what he or she wants. Label every folder, choosing titles that are sensible, not cute. If a financial document doesn’t fit exactly into one of the categories you have already, start a new file for it. Keep weeding out documents that don’t matter anymore. No sense sending your heirs on wild-goose chases. Most of these documents can be kept at home in a simple filing cabinet. There’s an outside risk of losing documents to a fire or flood, so for supersafety, choose a fireproof home safe or safe-deposit box.


Your Will



You have one, of course. A good-looking, clever, glowing social success like you wouldn’t be so dumb as to go without. The only reason I even put chapter 6 in this book (it’s about writing wills) was because that was the only way to get from chapter 5 to chapter 7. Chapter 6. It’s on page 95. Just in case.

It is simple and safe to leave the will with your lawyer, keeping a copy for yourself. On your copy, put the lawyer’s name, address, and phone number. One drawback—if you see it that way—is that your family might feel forced to use that particular lawyer to handle your estate. They don’t have to. They can retrieve the will and pick a different lawyer. If you think that would embarrass them, keep the will yourself. Another drawback is that your lawyer might die. Be sure there’s someone in the firm who will inherit his or her files.

If you keep the will yourself, a safe-deposit box is okay, provided that you know it won’t be sealed at death and your cosigner can get into it without any trouble. If your only cosigner is your spouse, however, you run the risk of dying together. It might take some time for your remaining heirs to get the will, which is needed to confirm the executor and start settling the estate. You also might put your will into a fireproof safe, giving the executor a copy.

If you don’t keep your will at home, put a note in your file telling your heirs where to find it. Whenever you make a new will, destroy the old one along with all copies.


Your Durable Power of Attorney



This is a piece of paper that says, “The named person can act for me, in all financial matters or in certain matters that I have specified here.” The empowered person might be able to manage your money, sign checks to pay your bills, or sell your real estate.

Keep the power of attorney at home, in a filing cabinet or a fireproof home safe, as long as the person you named knows the combination. Give that person a signed copy for safekeeping. (I assume that you trust your deputy; otherwise you wouldn’t have given him or her the power.) Don’t put this important document into your safe-deposit box. Your deputy can’t get into it if you become mentally incapable, which is just when the power of attorney might have to be used.



Your Living Will, Health Care Proxy, and Uniform Donor Card



Your living will is a piece of paper that says, “If I’m in a permanent coma, pull the plug,” or “don’t pull the plug,” depending on how you feel about it. The health care proxy names the person who will make sure that your wishes are carried out. This deputy can also make other medical choices if you’re temporarily incapable of deciding for yourself. You should give your deputy written permission to see your medical records. If you want other friends or family members to see your records, put that in writing too.

A lawyer can draw up these documents for you. Or fill in the free forms you’ll find at Caring Connections (www.caringinfo.org) or Legaldocs (www.legaldocs.com). Be sure you get them witnessed, as required by the laws of your state. The forms you find on the Web will explain what to do.

Keep these papers in your filing cabinet or fireproof home safe where people can find them. Give signed copies to the people who will make these ultimate choices in accordance with your wishes: your spouse or partner, your child, a friend, your doctor (page 126).

If you want to donate any of your organs after your death (please say yes; they’re of no use to you and may save another person’s life), fill in a Uniform Donor Card and keep it in your wallet. Tell your family of your intent. If that dreadful day should ever come, you’ll have made the decision for them.


Life Insurance Policies



Keep them in your safe-deposit box only if the bank assures you that, under state law, your beneficiary can get to them immediately. Include all correspondence affecting the policy, such as change-of-beneficiary notices or proof that ownership of the policy has been transferred to someone else. The insurance company should have those records too, but there’s a risk that it might lose track. Add the name, address, and phone number of your insurance agent. If you keep the policies and correspondence at home, put copies in your box or scan them into your computerized records, just in case.

In the same file, include a note about any life insurance you have through your employer and how to claim it. Also, file your receipts for mortgage-life and credit-life insurance if you’ve bought any. These policies pay off your loans if you die. If your executor doesn’t know about them, he or she will waste money by paying the debts out of your estate.

You may have some other forms of coverage that your executor should know about. For example, if you charge a travel ticket to a credit card, it might generate $100,000 or more of life insurance if you die during the trip. You might also be covered for accidental death and dismemberment, whether you travel by plane, train, bus, or ship. Ditto if your accident occurs in an airline terminal or while traveling on public transportation to or from the terminal.

The government will cancel your guaranteed student loans or PLUS loans (Parent Loans for Undergraduate Students) if you die or become permanently disabled.

There may be government benefits if you ever served in the armed forces. Your surviving spouse or minor children should also get a $255 death benefit from Social Security.

Credit union members sometimes have small life insurance policies linked to their savings accounts.

If you belong to the American Automobile Association (AAA), you might be covered if you die in an auto accident. Not all clubs offer this protection, however, and coverage varies according to the type of accident.

Other clubs and organizations may also offer small policies as part of your membership package.

Clues to any payments of this sort should be kept in your life insurance file.


Health, Disability, and Long-Term Care Insurance Policies



Keep the insurance policy or the booklet explaining it in your file cabinet, so you can check it whenever you want. As backup, put the names of your health insurer, the policy numbers, the phone number of your company’s employee-benefits office, or the name of your insurance agent on your master list. Also, keep the booklets explaining your benefits under Medicare or Medicaid.

If you’re arguing with your HMO or insurance company about what should be treated or which bills should be covered, put everything in writing and keep copies. You’ll need these records for an appeal or a lawsuit.

A disability policy or long-term care insurance can also be kept on file. Add the name of the insurer and the policy numbers to your master list.


Homeowners, Tenants, and Auto Insurance



You usually get a new policy every 6 or 12 months, but don’t throw the old ones out right away. If someone was injured on your property or in your car 18 months ago and develops back pains from a previously undiscovered crack in a spinal disk, you’ll want to be able to prove that you were insured at the time (especially if you’ve changed companies). Your insurer should have all the records, but you need backup, just in case. Furthermore, the language of insurance policies changes over the years. It could be important to know exactly what you were covered for when an injury occurred.

Keep current policies on file and old policies in a box somewhere. State statutes of limitations normally run for two or three years from the time the medical problem is discovered, so you could be sued for an injury three years after it happened. When your liability has expired, you can throw the policies out.

As usual, put the names of these insurance companies, the policy numbers, and the name of your insurance agent on your master list. File information on how to make a claim. If you bought special riders for valuables such as furs, art, jewelry, and silver, include appraisals of their current value or sales slips showing what you paid for them.


Monroney Labels



A what? Who’s Monroney? He’s an otherwise obscure U.S. senator who, in 1958, helped create the label you get on a new car listing all its features, serial number, and other important data. These labels come in handy when you need information for insurance claims, recalls, and resales. Drop them into your auto insurance file.


Household Inventory



I’m not your mother. I don’t care that your room is messy and you don’t write, but you still haven’t done your household inventory, and how many times do I have to tell you? I know it’s boring. I know that you started out in the living room, put down your pencil while you made some coffee, and never got any further. That’s because you were using a pencil. The simple way is to use a camera. Take pictures of every room, every open closet, every open drawer. If you’re using a video camera, comment on anything especially valuable. Keep sales slips for expensive purchases. Otherwise you’ll have to compile an inventory of all your possessions from memory if your house burns down. Get appraisals on your antiques, art, rare books, furs, good jewelry, silver, and special collections. Some will need special insurance riders.

Put the appraisals, pictures, and sales slips in your safe-deposit box or scan them into your computer records. If you use a home safe instead, stash copies at a friend’s house in case your safe isn’t quite as fireproof as promised.


Personal Papers



Anything that you need to prove who you are, how long you’ve been around, and what you’re entitled to needs to be carefully filed—some items in a file cabinet, others in a home safe or safe-deposit box or scanned into your computerized records. The important papers would include your birth certificate, marriage certificate, all documents relating to separation and divorce, military service records, proofs of citizenship, adoption papers, diplomas, licenses, passports, permits, union cards, Social Security card, and family health records such as vaccinations and dates of operations. Keeping an expired passport makes it easier to get a new one. Don’t stash your military records before checking with the service to be sure that its dates agree with yours. If the service has them wrong and your survivors don’t realize it, they might not get all the benefits they’re due. Military service organizations send out newsletters about benefit changes; save those, too.

As a general strategy, keep at home anything you’ll need to produce for employment, insurance, or government benefits. Choose safer storage for records that are rarely used or hard to replace. You might consider a safe-deposit box for originals, while keeping copies at home.


Tax Records



Yes, I know. You accidentally added the veterinarian’s bill to your deductible medical expenses. How long does the Internal Revenue Service (IRS) have to catch and fine you? Three years, during which time you’d better keep not only your tax return but all supporting data. After that, you’re in the clear and can toss the return, unless the vet is the least of it. The government has six years to audit you if you underreported your income by more than 25 percent. If it pursues you for fraud, or if you filed no tax return at all, there is no statute of limitations; you can be hit for back taxes anytime.

If you lose your federal returns, you can get copies covering the past 10 years. You pay nothing for an IRS transcript (a computer printout showing what was on the original return). For actual copies of the returns, or returns for earlier years, you’re charged $39 each. Request Form 4506 for copies and Form 4506T for transcripts. For state returns, ask the state what’s available. These are just the returns themselves, of course, not the data proving your right to the deductions.

In many cases, you should keep returns longer than the typical four years (the year you filed plus three more). For example:

Keep the returns and supporting documents that show any investment losses you’re carrying forward and tax deductions taken on limited partnerships.

Keep the returns that show any contributions you made to a traditional Individual Retirement Account that were not tax deductible (page 1055). When you start withdrawing money, you’ll need these records to establish how much of each IRA withdrawal is tax exempt. Leave a note for your heirs telling them to watch out for this. If they don’t know you made those contributions, they may inadvertently pay taxes on the whole amount.

If you qualify for a company pension, consider keeping every single return you file, together with your W-2 forms. Companies don’t always keep accurate records of how long you worked and how much you contributed to your retirement plan, especially companies that merge or are sold. You may need your tax returns and W-2s to prove what you’re due when you leave your job.

In fact, it’s worth keeping all your returns if you have the room. You can ditch the supporting documents, but it’s nice to have the returns on hand if one of your employers didn’t report your earnings to Social Security, reported an incorrect amount, or reported it under the wrong Social Security number. The returns also protect you from claims that, in some past year, you never filed returns at all. At this writing, the IRS is developing a service, “My IRS,” that will let you review your returns and other personal business online.


Paycheck Stubs



If you trust your employer to add up your annual earnings correctly (as I do), you can throw your pay stubs away. But sometimes they contain important information that isn’t included on your year-end W-2, such as the number of hours worked. If your union or employer keeps poor records, you may need your pay stubs to prove your eligibility for pension and welfare benefits. The stubs also make it simple to claim unemployment pay. Freelancers should keep all payment receipts for the year. Compare them with the 1099 forms you get, to make sure that your clients reported the payments correctly. Then you can throw the receipts away.


Employee Benefits



They’ve gotten so complicated that companies often publish them in loose-leaf notebooks. File everything. Keep the annual statements on the status of your pension, profit-sharing, salary deferral, or retirement savings plans so you can follow their progress. Keep employment contracts in your home file, with a copy in your safe-deposit box or the office of the lawyer who negotiated them.


Retirement Plans



Add to your master list the numbers and locations of all your retirement accounts: Individual Retirement Accounts, Simplified Employee Pensions, 403(b)s, 457s, Keoghs, company plans. Keep the plan documents in your file cabinet along with the annual reports showing how your investments are doing. Keep records of any loans you took against your plans and loans repaid. An unpaid loan may cost you a tax penalty if you leave the job, and you’ll want to be sure that your employer’s records are right. Finally, keep withdrawal records. Throw them out when the withdrawals show up on the annual statement of your account.


Bank Records



Canceled checks come in many forms these days. You might get the actual checks with your monthly statement; miniature pictures of the checks; or lists of the checks, delivered with a statement online. The miniatures and online statements are easy to file. If you get the checks themselves, keep the ones you might need for tax or insurance purposes. You might keep other checks too, for three years or so. You never know when they’ll come in handy. Here are seven good reasons to have them on hand:

1. If you want to make a budget, old checks are a road map to what you’ve been spending.

2. The IRS might disagree with your version of life and ask for proof. Canceled checks can sometimes stand in for receipts in substantiating tax deductions (although usually the IRS wants receipts).

3. Old checks show the names of the people you’ve done business with and might want to find again.

4. It’s easier to collect in full on a property insurance claim if you can show the company what you paid for your rugs, furniture, and other damaged items.

5. Your ex-spouse might claim that you missed some child support payments. If you didn’t, your canceled checks will prove it.

6. You might have to prove to one of your creditors that a bill was paid. For this purpose, keeping checks for six months should be enough.

7. If you’re one half of an unmarried couple and own property jointly, the checks prove what you paid for, which could be important if you split or your mate dies.

If you also have loans or certificates of deposit, keep the most recent statements showing their status. Old ones can be tossed. When you make new deposits, keep the receipts until the monthly statement comes in, so that you can check that they were entered correctly. Keep loan agreements; when the loan is repaid, throw out the agreements but keep the final closing statement. File any records for open savings accounts. Keep copies of letters that confirm the instructions you gave about your accounts or CDs, including beneficiary statements. Keep all disclosures you receive from the bank about its fees and interest rates so that you can check any changes you question. Note your PIN (personal identification number), lest you forget.


Receipts for Paid Bills



In Your File Cabinet. Keep receipts for every expense that is tax deductible, along with the checks or credit card statements showing that you paid. The IRS prefers both if you’re ever audited.

In Your Fireproof Safe or Safe-Deposit Box. Keep receipts for high-cost purchases such as furs and antiques. They’ll prove your claim if you have to dicker with the insurance company after a fire or theft. Also, keep statements that show you no longer owe money on past debts such as mortgages, closed credit card accounts, old cell phone contracts, and private loans. That protects you if the company ever claims that you never paid.

In a Box on Your Bureau or Desk. Keep receipts for gifts until you know that you won’t have to take them back (if asked, many stores now put “gift receipts” in the box, so that recipients can return things themselves). If you pay in cash, keep the receipt long enough to be sure that the item is in good working order. Throw other receipts out. Your canceled check, debit-card entry, or credit card bill is normally proof enough of payment.


Medical and Drug Bills



Submit them all to your insurer. They’ll be rejected until you have met the annual deductible, but unless you submit them, your insurer won’t know when reimbursement should start.

File copies of all unreimbursed bills for the year. Expenses exceeding 7.5 percent of your adjusted gross income are deductible on your tax return. You might qualify for this write-off if you’ve been very sick or are poorly insured. If you get no tax deduction, throw the bills away.

Keep any bills that you and your insurer are arguing about, along with copies of all the letters you write and receive and notes of telephone calls.


Monthly Credit Card Statements



Check every one as soon as it comes, to be sure that every bill is actually yours. A thief needs only your credit card number, not the card itself, to buy goods and charge them to your account. Paper bills are easy to check; get in the habit of reading through the purchases when you open the envelope. If you’re billed online, however, it’s all too easy to pay without checking the statement, especially if you’ve arranged for automatic payments. Put a recurring alert in your computer’s calendar, telling you to read the bill.

Add to your file on homeowners insurance any statements that show the price of something particularly expensive. Keeping the rest of your statements is optional. Personally, I hang on to them for two years. Who knows when an item charged and paid for will erroneously pop up on my bill again? Who knows what will break and need returning—and how else will I remember the store? Who knows when I’ll want to look up the name of that great Cajun restaurant in Biloxi? Back bills also help you track your spending and draw up a budget. But if you never use these records, toss them. For tax purposes, you need to keep records only of business purchases.

When you take something back to a store, you’ll get a return receipt. Keep it right where you open your mail, to remind you to check that the money was actually credited to your account. When it is, throw the receipt away.


Deeds, Titles, Title Insurance, Surveys



Records of purchase, property descriptions, and proofs of ownership—including the title to your car—belong in your fireproof home safe or safe-deposit box, or scanned into your computer. Copies are available if you lose the originals, but it’s simpler to protect the records you have.

If you inherit property, keep any evidence of what it was worth when you got it. You’ll need it to figure the gain when you sell.

File any records of legal proceedings, current tax assessments, and—if you’re in a condominium or planned community—rules of the property owners’ association. If you rent, file a copy of your lease.


Debts



In the file cabinet: your mortgage, bank loan records, contracts for installment purchases. No problem if a fire burns them up. Your creditors will remember. They’ll even have copies.

But paid-off debts are another story. Get a receipt for the canceled note and keep it in your safe-deposit box. Proof of payment is especially important when you borrow money from an individual. He or she may note the debt in his or her records and forget to erase it. The heirs might ask you (or your survivors) for payment. The receipt shows that you’re clean.


Instructions and Warranties



File the operating instructions for any equipment you buy. File warranty information. File maintenance contracts.



Money Owed to You



Keep the note in your home safe or safe-deposit box. Keep the repayment records in your file cabinet. When you get all your money back, cancel the note.

Note any refundable deposits, to the electric company, the phone company, your landlord. When you move, you’re entitled to get them back.


Household Help



If you have an employee, keep proof that you paid all applicable taxes: Social Security, unemployment, disability, and any other tax your state requires. Keep a copy of the W-2 form you give your employee each January.


Your Phone File



If you keep track of your friends’ names, addresses, and phone numbers in your computer, be sure the list is backed up. Your appointments too. If you keep these records in a book, photocopy it every few months. I lost a book once, unphotocopied. Never again.


Your Computer



Back up your files! If your computer is password protected, note the password in a separate file in your filing cabinet. E-mail critical information to another computer—say, in your office—in case a virus destroys both your computer and your hard drive backup. You also can use an Internet storage service that keeps your data in a remote location. Beware free storage services. In the past, they’ve tended to go out of business, taking your backups with them. A service you pay for will be more dependable.


Investments



Your safe-deposit box, fireproof home safe, or files of scanned documents are the right place for the following items:

Paper Stock Certificates. They’re rarely issued anymore, but you may have inherited some. At home, keep a list of their names, denominations, certificate numbers, and CUSIP (Committee on Uniform Securities Identification Procedures) numbers, so you can remember—and refer to—what you have. Take great care with your paper securities: It’s costly and time consuming to replace them (page 803). Records of new purchases are almost always held by your brokerage firm, which is simpler and safer.

Your Right to Stock Options or Deferred Compensation. These are payments that your heirs might overlook.

Paper Bonds. All new U.S. Treasury securities exist only as blips in the mind of a computer, so you have no actual certificates to store. Most corporate bonds and municipals are also issued this way, but store any certificates you have. Also, store any paper U.S. Savings Bonds. In your home file, keep all your purchase records, including a list of the bonds’ denominations, serial numbers, and issue dates. You may need them to prove your ownership if an interest or principal payment goes astray.

Gold, Silver, or Platinum Bars or Coins.

The Names and Account Numbers of Your Mutual Funds and Unit Trusts (on Your Master List).

Your home file is the right place for:

Informational Material You Get from Your Mutual Fund or Unit Trust. Keep the original prospectus and sales literature. They tell you what you bought, how to redeem shares, and the services offered to investors. Keep any letters that say the fund has changed its rules. Keep the fund’s annual reports. They show its performance compared with the market in general—a valuable history when you’re deciding whether to hold or sell. Keep your year-end statements, showing purchases and sales. You needn’t keep all the interim statements and reports.

Your Brokerage House Agreement and Annual Statements. Keep all confirmations of trades. You have to know exactly when each security was bought and sold, the price, and the commission you paid in order to figure out your income tax. Add up your commissions once a year to see what you’re paying for the account. (Commissions usually appear only on your “confirms,” not on your annual statement.)

The Original Prospectus and Sales Material for Any Initial Public Offering You Own. If a deal goes bad and was misrepresented, your prospectus could help establish grounds for a lawsuit. Also keep the annual reports that chart the investment’s progress.

Take notes of all conversations you have with your broker. Put all your instructions in writing, including follow-up letters after a phone conversation. Keep copies. If you get into an argument about how the broker handled your account, these records can support your case.

If you’re a casual investor betting your money on a broker’s say-so, there’s no point cluttering your file drawers with the periodic reports sent by the companies whose stocks you own. But at least look through them before tossing them out. Maybe you’ll learn something. If you’re really following the company, keep the annual reports in your files.


Rental Properties



For reference, keep a couple years’ worth of income and expense records in your current files. Older receipts belong on the shelf with your back tax records.


Business at Home



There you are, in the spare-bedroom-turned-office, trading currency futures for all the parents at your day care center. You know that you can write off your telephone expenses (a separate phone line is best) against the potloads of profits you’re making. But what else? For a home-based business, take a lesson from an accountant on how to keep track of income and expenses and what your tax deductions are. For example, you may be able to depreciate that part of the house that serves as your office. You might also be able to write off a portion of what you pay to heat, light, clean, and insure your house (page 184). So you’ll need to keep all those bills and canceled checks. Keep current bills in the filing cabinet and old bills with the tax records. Carry a business diary or PDA to record tax-deductible expenses for travel, entertainment, supplies, and so on. The IRS gets dark under the eyes when your diary reads as if you composed it just in time to make the audit.


Trust Documents



Keep the originals with your lawyer or in a safe-deposit box. Put copies in your files.


Charities and Gifts



Keep copies of pledges to charities and the letters that acknowledge your contribution. Keep canceled checks showing how much you gave. Keep the appraisals on donated property. If you do volunteer work, keep track of the miles you drive on the charity’s business. They’re tax deductible.

Put notes about important gifts to friends and family members in your safe-deposit box if the gifts will affect the size of your estate tax or keep the peace in a squabbling family.



Bankruptcy Records



I hope you never find yourself in bankruptcy court. But if you do, keep careful records of all the debts that were discharged. Creditors have a nasty habit of trying to collect debts you no longer owe.


In Case of Death



Keep a last-wishes file. Include the cemetery deed if you have one, material for your obituary (relatives often get things wrong), final instructions about your funeral if it matters to you, and a copy of your living will if you don’t want to be kept alive by extraordinary means. Tell your relatives and executor about this file and where to find it. President Franklin D. Roosevelt made detailed notes about how his funeral was to be conducted and put them in the White House safe. They weren’t found until after he was buried.


Safe Deposit Box Key



Drop it into a toolbox. Keep it with the handkerchiefs. For obscurity—the usual fate of a key to a safe-deposit box—those places are as good as any. In my dreams, however, I see the key resting in your top desk or bureau drawer, labeled, with the bank’s name attached (what’s the good of a key if your survivors don’t know which bank to take it to?). I see a note on your master list telling everybody where it is. Ditto for the combination to the lock on your home safe.


The Master List of Where Everything Is



Record the results of your masterful filing system in your computer or on a couple sheets of paper and leave this master list in your home file for your executor and heirs. Put a copy in your safe deposit box. List:


	Your insurance policies and insurance agents

	Employee benefits and the phone number of the office that handles them

	Bank accounts and any particular banker that you deal with

	Where to find your safe-deposit box and keys

	Where you keep your will or living trust and the name of the lawyer who drew it up

	Your executor or trustee

	Where other trust documents are

	Where all your personal papers are

	Your brokers or investment advisers—names, addresses, and phone numbers

	Your accountant

	
Where to find your securities and retirement accounts

	Where your tax records are

	What properties you own and where the deeds are

	Your debts and any money owed you

	Your Social Security number and that of every family member

	Your important computer passwords

	Where you’ve hidden your home safe and what the combination is

	Where you keep your emergency flight bag, if you have one

	A list of all your credit cards—account numbers and emergency telephone numbers—in case your wallet is stolen and you have to cancel them

	Where your last-wishes file is



Finally, photocopy everything in your wallet: ID cards, driver’s license, health insurance card, and other items you carry for reference. That makes them easier to replace.
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Your Basic Banking

Banking in the Internet Age

Good bankers are nice,
but great online services are even nicer.

When you look for a bank, you’re looking for services, convenience, and price. Your options are small banks, big banks, online banks, and credit unions.

Internet banks, with no actual buildings, and the online, or “direct,” services of traditional banks, are a huge win for savers (page 45). They pay top interest rates on savings accounts and certificates of deposit. Their checking accounts also offer higher rates.

Small, community banks win on personal service, both for individuals and small businesses. They usually charge lower fees and pay higher interest rates than big banks do. They’re also in a better position to restructure mortgages that are in trouble. Some of them specialize in trusts and other financial services for the well-to-do. I love community banks.

Big banks win on convenience, thanks to their wider network of ATMs, longer list of financial products, and better services online. They might even let you use your cell phone to pay your bills. But they kill you with fees.

Credit unions win on niceness, community feel, and caring about their members’ financial well-being. In general, they offer better interest rates and lower banking fees than the competition. If you can’t join through your employer, you might find one that serves your city or region. Anyone can join the Pentagon Federal Credit Union (www.penfed.org). For other possibilities, check the Web site of the Credit Union National Association (CUNA) at www.cuna.org; write to CUNA at P.O. Box 431, Madison, WI 53701; or call them at 800-356-9655. Some credit unions offer a limited fare: only checking accounts (known as share draft accounts), savings deposits, and consumer lending. Others also provide mortgages, credit cards, online banking, and stockbrokerage at a discount. Check that the credit union carries federal deposit insurance (see the National Credit Union Administration’s credit union directory at www.ncua.gov/data/directory/cudir.html). Around 3.5 percent of them still carry private insurance, which, as previous banking debacles show, can buckle under pressure.

Savings and loan associations used to specialize in mortgages, but that was many years ago. Now they’re like small or large banks, with similar services for consumers.

Banklike services can also be had at large brokerage firms through their asset management accounts (page 51). But those are best used as convenience accounts for investors. For everyday transactions, most people need a bank.

The New, Improved Choice: An Internet Bank

If you want a basic savings account, there are two ways to go: a traditional bank, where your money will earn a pittance; or an Internet bank, which will pay you more. That’s a no-brainer. Go online!

You open the account online and transact your business there. You can also access the account by mail or phone and speak to a service rep if you have a problem. The rules are simple: no fees, no minimum deposits, no complicated accounts, no bank lines, no time wasted driving back and forth to see a teller. And your savings will earn a lot more money.

You can link your Internet savings account to the checking account you already have at a traditional bank. That lets you move money back and forth with the click of a mouse. Consider having your paycheck deposited into your Internet savings account automatically. To pay bills, move some of that money into your checking account as needed. There might be a two- or three-day delay before the traditional bank credits your checking account with the cash, but so what? You’re earning interest on cash that would otherwise lie fallow. If you’d rather send your paycheck to your traditional checking account, set up an automatic savings arrangement. Have a fixed sum of money transferred to your Internet account every time your paycheck comes in.

Checking accounts are the next step for Internet banks. They’re in their infancy but are sure to grow. As with savings accounts, there are no monthly service fees, no minimum deposits, and high interest rates, compared with those paid by traditional banks. You get overdraft protection if you authorize a check for more than you have in the bank; your only cost is the interest you pay on the amount you borrow to cover the bill. There’s no delay when transferring money from Internet savings into Internet checking, so you can pay your bills immediately. The technology is a little different from that of online bill-paying at traditional banks. You don’t get a checkbook. Everything is paid electronically or with debit cards. Still, it’s easy and will earn you extra money on your funds.


Where to Go for Internet Banking



At this writing, the majors include EmigrantDirect, EverBank, ING Direct, and UnivestDirect. Traditional banks that offer high-rate Internet-only savings accounts include First National Bank of Omaha (FNBO Direct), HSBC Bank (HSBC Direct), and Citibank (Citibank Direct requires you to have a Citi checking account too). High-rate savings are also available at certain brokerage firms such as E*Trade Financial and Charles Schwab. At this writing, free high-rate checking accounts can be had at ING Direct and HSBC Direct, with more to come.

Most Internet banks also offer a range of other banking services: certificates of deposit, Individual Retirement Accounts, mutual funds, credit cards, auto loans, mortgages, and home equity lines of credit.

Note that these are all pure Internet accounts. A Citibank Direct customer has to handle his or her business online (or by mail or phone) and doesn’t have access to the branches. But why would you want it? It’s easier to bank from home at whatever hour suits you. The service is as good as or better than you get from traditional banks. If your paycheck is deposited into your account automatically and you pay your bills online, you rarely have to visit a bank branch. This way of doing business also makes you a cheaper customer to serve, which is why you can earn higher interest rates.

Checking accounts and some of the savings accounts come with ATM cards. Internet customers of a traditional bank can use its ATMs free. ING Direct, which has no ATMs of its own, offers free use of Allpoint ATMs, found in stores and at smaller banks. At other ATMs, you pay the ATM owner $1.50 or $2 per transaction. The Internet banks all reimburse you for at least $6 in ATM charges every month, and sometimes more.

Some people worry that Internet banks are vulnerable to hackers. But banking environments have been highly secure. An Internet bank is no more vulnerable than the online bill-paying services of traditional banks, which millions of customers use. If a hacker broke into a bank’s database, the bank would reimburse you. If the bank goes out of business, your deposits are protected by the Federal Deposit Insurance Corporation (look for the FDIC label on the banks’ Web sites or check it yourself on the FDIC Web site, at www3.fdic.gov/idasp, or call 877-275-3342).

Don’t confuse Internet banks with traditional banks that have simply moved their usual services online. The traditional banks still charge fees for various types of checking or savings accounts, require minimum deposits, and charge if you fall below the minimums. True Internet banks—the direct banks—ditch the service fees and pay high interest rates.

Opening an Account at a Traditional Bank

Don’t just drop in and wait to see someone who’s free. Avoid a long wait by making an appointment with the person in charge of opening new accounts.

Before going to the meeting, check the bank’s financial products and fees online or pick up the brochures that it stocks by the front entrance. Read them to see what services you might want. Make a list of questions.

At your meeting, go through your questions one by one. Ask for a list of the bank’s fees for various services, including all the costs associated with its checking accounts, savings accounts, and credit cards (they may also be listed online). Ask how long it holds checks you deposit before you have access to the money (page 56). If you write checks against your deposits too soon, you’ll be charged $20 or $30 for having nonsufficient funds (the bank calls it an NSF fee).

Explain to the banker the kind of customer you expect to be. How much money will be flowing through your checking account. What services you might need. Find out whom to call if you have a question or need some help. Talk about any loans you might want. A home mortgage or home equity line of credit? Money for starting a business? What does it take to get a lower interest rate on loans and a higher rate on savings?

Take the measure of the person you’re meeting with. Is he or she helpful? Knowledgeable about the bank’s products and services? Willing to answer your questions in detail? Ready with good ideas? Interested in getting your business? A banker who starts out gruff, impatient, vague, supercilious, or ill informed will not improve with time—and what is tolerated in one bank officer will be tolerated in others. Go to a place that makes a better first impression.

Compare the fees, interest rates, and services offered by at least two institutions—say, a big bank and a small one. Each represents a statement of business philosophy. High-fee banks are likely to charge even more in the future; low-fee banks are dedicated to holding down overt costs. Banks that pay high rates on savings have effectively announced that they’ll always be competitive; banks that pay low interest won’t be. Those are messages to pay attention to.

Don’t be swayed by the various types of investments the bank is selling. You can usually do better somewhere else. You should make your decision based on its banking services alone.


Which Checking Account?

No need to wander through the wilderness, wondering which of a half-dozen checking accounts is best. If you’re a customer of a traditional bank, your choice hangs on a single test: what is the lowest average balance you will leave on deposit every month? If it’s small, get a checking account that pays no interest. To earn interest, you have to maintain an average of $2,600 on deposit, depending on the bank, according to the latest checking study by Bankrate.com, which surveys interest rates nationwide. (You can earn interest on as little as $1 if you use an online bank—see page 45.)

By law, banking institutions must use the average daily balance method of figuring your minimum balance. This takes the amount you have in your account each day and averages it across the entire month. If you keep $5,000 there for 29 days and on the 30th day write a $5,000 check, that month’s average balance would be $4,833. In arriving at your average daily balance, some banks will count both your checking and your savings deposits.

Some 218 small credit unions still gyp customers with low-balance accounting. Here, the credit union looks only at the lowest point in your account that month. If you held $5,000 for 29 days and then emptied your account, the credit union would call your monthly balance “$0.” You would earn no interest. Worse, you might pay a fee for falling below the minimum balance. Ask about low-balance accounting before deciding to join.

Besides interest rates and minimum deposits, look at the schedule of fees: monthly fees, fees for each check you write, fees for dropping below the minimum balance or bouncing a check, fees for checking your current balance, fees for using another bank’s ATM, and others. Don’t let your banker’s hand be quicker than your eye. A checking account might deliberately carry a low monthly fee or no fee at all in order to make it look cheap to price shoppers. But the bank might recoup by charging you extra for processing checks. Banks are required to give you a full list of fees. Ask for it before opening an account.

You want an account that pays the highest interest rate possible on the average balance you can afford to keep, while not breaking your back with extra fees. So look around. At GoodGuy Bank, your checking deposits might earn $75 a year. At BadGuy Bank, exactly the same account might cost $150 even counting your interest earnings. In general, smaller banks charge lower fees and require lower checking account balances than larger ones. Here’s an idea of what’s around.


If You Keep a Low Balance and Write Your Account Down Almost to Zero Every Month, Look at

No-interest checking. The majority of accounts require no minimum balance and charge no monthly service fee. Where monthly fees and balance requirements exist, they’re low. You earn no interest on the idle money in the account.

If You Maintain a Sizable Minimum Balance in Your Checking Account, Look at

Interest-Paying Checking. You earn a wee interest rate on your idle balances—at this writing, less than 0.5 percent. There are usually no monthly fees if you maintain a minimum balance in the $2,500 to $10,000 range, depending on the bank. Otherwise you might pay $10 or so per month. At some banks, the amount of interest you earn and the fees you pay vary from month to month, depending on the size of your balances or the amount of business you do.

No-Interest Checking Plus a Bank Money Market Account. Why keep $2,500 on deposit earning 0.5 percent or less? Instead choose no-interest checking and park your $2,500 in the bank’s money market deposit account (page 219), where it will earn more.

Bundled Accounts. Your interest-paying checking account may be “bundled” with other banking services, such as discounts on loans or a quarter-point interest bonus on various savings deposits. You get the whole package for a single monthly fee or no fee at all, depending on the size of your combined checking and savings deposits.

If You Write Only a Few Checks Every Month, Look for

Basic, Lifeline, Student, or No-Frills Checking. These accounts are for people who keep superlow average balances (as low as one penny) and write just a few checks a month. If there’s a fee, it’s small. The first 8 to 12 checks or withdrawals may be free, with fees of 35 cents or more for each check over the limit (if you write a lot of checks, you should be in regular checking). This simplified service is offered by about half the banks, although it may be restricted to students or the elderly.

Express Checking. You do all your banking business by personal computer, phone, and ATM. If you need a teller, you pay a fee.


Protect Yourself Against Overdrawing Your Account

It’s easier than ever to overdraw. You’re not only writing checks against your account, you’re also taking money from ATMs, making purchases with debit cards, and arranging for certain bills to be paid automatically every month. What’s more, the checks you write can be turned into digital images and sent to your bank for payment overnight. A supercareful person will get all these payments and withdrawals into the check register on time. But it’s easy to slip, and when that happens, checks may bounce. To avoid high bounced-check charges, set up one of these three backup systems:

1. Link to Your Savings Deposits. If you accidentally overdraw, the bank will take the extra money out of your savings—either regular savings or a money market deposit account. There may be a $5 or $10 fee for each transfer.

2. An Overdraft Line of Credit. The bank lends you money to cover the check or withdrawals. You pay interest as long as the loan is outstanding and, sometimes, an annual fee of $15 to $25. Some banks lend only in $50 increments, so if you write a check for $1 too much, you’ll have to borrow $50 to cover it. There may also be a transfer fee. Monthly repayments may be deducted from your account automatically.

3. Link to Your Credit Card. Overdrafts will be charged as a cash advance. You’ll pay a fee each time ($3 or so), plus the card’s high interest rate.

What About Bank “Courtesy Overdraft Protection” Plans? Your bank might advertise that it automatically covers overdrafts for accounts in good standing, up to a certain amount—say, $300. You’ll pay $20 to $35 for every item covered. The amount owed, plus fees, is deducted from your next deposit. Sometimes there’s an additional fee of $2 to $5 for every day that you don’t repay the loan. This “courtesy” is usually offered “free” as a part of the package, and you can see why. It makes a ton of money for the banks! Reject it. Instead, choose one of the three alternatives above.

When Can a Bank Say That a Checking Account is “Free”?

A free account has no monthly maintenance fees, no per-check fees, and no fees for falling below the minimum balance. But there can be plenty of other charges: for ATM use, bounced or stopped checks, printing checks, balance inquiries, and a few other minor items.


Alternatives to Checking Accounts

Asset Management Accounts. These are for active investors who want an easy way to keep track of their cash. They generally combine a money market account (which doubles as an interest-paying checking account) with a brokerage account and a credit or debit card. With asset management accounts:


	Your cash earns a higher interest rate than you’d get from regular interest-paying checking (although less than you generally get from a bank money market deposit account).

	You can draw on your money with a special checkbook or a debit card (checks may have to be written for a certain minimum, such as $250).

	You might get a credit card, which can trigger a loan against any stocks you own.

	A single monthly statement shows all your investment and banking transactions.

	All dividends and interest are automatically reinvested.

	You might get access to your funds through an ATM network.



Some accounts offer an automatic bill-paying service and let you arrange to have your paycheck deposited electronically.

The minimum deposit for asset management accounts (including the value of your stocks and bonds): $1,000 to as much as $25,000. Annual fees run from zero to $125. These accounts are offered by a few big banks, brokerage houses, some mutual funds, and a few insurance companies. When you’re not with a bank, you may have to wait up to 15 days for the checks to clear.

Money Market Mutual Funds. These too are normally for investors. Rates of interest change daily but are usually higher than those on the banks’ interest-paying checking accounts. The funds that offer checking (about half of them do) charge lower fees than banks and zero for falling below the minimum balance. You can arrange to have your paycheck deposited directly. For more on money market funds, see page 220. Most won’t cash checks smaller than $100 or $250, so you’ll still need a bank account.

The drawbacks to using money funds as checking accounts: You may not have access to ATMs, deposited checks will be held for up to 15 days before you can draw against them, and you can’t get a line of credit.


Paying Bills Online

At most traditional banks, you can pay your bills online—a huge convenience. You enter the names and addresses of the companies or people you owe money to. If it’s a company, include your account number. When the bills come in, you just call up your payee list, enter the amounts you owe, click, and pay. Payments to big companies usually go electronically. Otherwise the bank will mail a paper check, so you can pay a friend, a small business, your sister, anyone. The account can be programmed to pay certain bills automatically every month. You can also transfer money from one account to another. Some banks charge a fee for online bill paying, but most don’t.

Online bill paying is a godsend if (like me!) you hate balancing your checkbook. All your deposits and online payments show up on your computer screen when you access your account. That gives you a running daily tally of most of the money in your account. Occasionally an item you buy with a debit card might not register right away, so it’s worth checking those receipts against the sums debited from your account. You also have to keep track of the few paper checks you might still write by hand. As long as you can keep a cash cushion in your account, however, online banking makes checkbook balancing obsolete. Whew!

Online payments may also save you money. Some companies charge $1 to $5 a month for mailing paper bills. You avoid this fee if you arrange to have the bills paid automatically through your bank account.

One warning when you pay online: The debit will show in your checking account immediately, but the actual payment won’t be sent right away. Some banks make the payment in a couple of days; others take as long as a week. If your bank delays sending out checks, pay your bills as soon as they arrive. If you hold your bills for a couple of weeks and the bank adds a week for processing, your payment may arrive late and incur a late charge. (Even if your bank takes a week to pay, by the way, it will probably credit your checking account with interest until the cash actually leaves the account.)

Money management online: The next step for online banking will be personal financial management. Some banks already show you all your accounts, including your mortgage, on a single page. They may break down your expenses by tax category or provide a budgeting tool. You can even link to your other financial institutions, such as brokerage or mutual fund firms, and manage those accounts through your online bank portal. Other possibilities: an online check register where you can enter checks you write by hand, thus keeping your bank balance up to date; daily downloading of your credit card charges, so you’ll always know how much of your income you’ve spent that month; online spending alerts if you go over your budget for certain types of expenses; and similar options.

Can you switch banks? Changing banks gets more complicated once you’ve established online bill-paying accounts. But don’t hesitate if your bank has been giving poor service or hiking your fees. Some banks have “switch kits” to walk you through the procedures. An increasing number of banks will even handle the switch for you, to make it easier to move.

How about paying bills online through each company’s individual Web site? Why would you bother? You’d have to click on several sites and remember a pile of passwords. When you pay through your bank, it’s just one password, all the time.

How about letting utilities and other regular billers take what they’re owed from your bank account automatically every month? Absolutely not. It there’s an error, it takes a while to get your money back. If you cancel the payments, the companies may keep drawing on your account for several months more. Set up these automatic payments yourself, through your bank account online. That lets you stop payments at any time.

How about paying through a dedicated bill-paying service? No point. These services charge monthly fees, while your bank’s service is usually free.

How safe is banking online? Plenty safe. Banks are extremely careful about their security systems. The breaches you hear about involve mostly credit or debit cards and corporate or government data, not bank data. Millions of people successfully bank online through traditional services and Internet banks. If a hacker gets into a bank system and steals your money, the bank will pay. If a fraudster steals your PIN and writes himself a giant check, you’re liable for no more than $50, as long as you tell the bank right away.

Paperless Banking

Internet banks don’t send out paper statements. Traditional banks urge you to cancel your paper statements and let the computer keep track of everything for you. One problem: your online account may show transactions back for only 6 months (online banks may show 12 months). The bank can retrieve older payments, but it will take a few days and you may be charged a fee. That’s a problem if there’s an audit or transactions are questioned. If you have a traditional account, I’d suggest that you keep paper statements and file them for at least 6 years. At an Internet bank, I’d print out or download a statement every month and file that.


If Your Bank Fees Are Too High

Join the crowd. Everyone’s screaming. That’s one of the reasons they’re moving to purely Internet banks—to avoid the fees.

If you prefer traditional banks, you may be able to cut your costs. When you opened your checking account, you probably looked only at how much interest you could earn. Now you know that the best account is the one that carries the lowest fees.

To find that account, start by analyzing your recent bank statements. Circle every fee to see how much you’re spending each month (it could be as much as $300 a year) and list what all the fees were for. Then make a written summary of the way you use the account. How many checks do you write per month, and what do they cost? How often do you use a teller or ATM (and does your bank charge you for it)? How low does your monthly balance go? How many incidental services do you use? How large are your savings deposits there? How much interest have you earned on your interest-paying checking, and does it exceed the fees you pay?
 
Armed with this information, sit down with a bank employee and say that you’d like to find ways of lowering your fees.

[image: image] Maybe you have an interest-paying checking account but your balance keeps falling below the required minimum. That might cost you $10 or more each time. You’ll save money over the year by choosing free no-interest checking.

[image: image] Maybe you write so few checks that you can manage on a no-frills account.

[image: image] Maybe your fees will drop if you keep more deposits in the bank. If you have a CD somewhere else, move it to this bank when it matures.

[image: image] Maybe you’re tapping your account through another bank’s ATM. That usually costs more than using your own bank’s machines. Big banks have ATMs everywhere. If you’re at a small bank, see if it has a “selective surcharge” deal that lets you use the ATMs in a particular network free.

[image: image] Maybe you pay ATM fees to check the balance in your account because you don’t keep your check register up to date. You might even find yourself overdrawing month after month. Switching to online banking could save you money because you’d always know how much cash you had on hand. (So would keeping up your check register, but I don’t want to ask too much.)

[image: image] Maybe you haven’t noticed that your account limits the number of debits you’re allowed each month. You can eliminate overage fees by staying within the rules.

[image: image] Maybe it costs less to pay by debit card or automatic electronic transfer than to pay by check. Automatic transfers work for any regular monthly payments: mortgage, rent, auto loan or lease, condo maintenance, life insurance premiums, utility bills, and regular monthly investments.

[image: image] Maybe your bank offers online banking from your home computer at a lower price than banking in person or by mail.

[image: image] Maybe it’s cheaper to have your paycheck deposited electronically or to accept a checking account statement in lieu of canceled checks.

[image: image] It’s doubtlessly cheaper to switch to a credit union if there’s one you can join (page 44) and it has the services you want.

[image: image] For sure, it’s cheaper to buy checks from a commercial check printer rather than through your bank. Three to try: Checks in the Mail (www.citm.com or 800-733-4443); Deluxe Checks (www.deluxe.com or 800-335-8931); and Checks Unlimited (www.checksunlimited.com or 800-210-0468).


Two Final Points



1. Banks have to tell you 15 or 30 days in advance when they’re raising a fee, depending on the product. But the notice might be written in fine-print Sanskrit, which means that you’ll probably throw it away. Prudence dictates that you read all bank notices and get a translation when you don’t understand them. If you don’t bother, check your statements periodically for new fees that you may have missed.

2. Banks charge wildly different fees! Your bank may be expensive compared with the competition. You might be able to cut your fees in half simply by comparing prices and switching to a cheaper bank. Small banks and credit unions usually charge the least. But a few big banks have eliminated all nuisance fees for customers who keep balances of $2,000 or more.

How to pay the lowest fees the easy way: choose an Internet bank. Or have I said that before? Also look at credit unions and small community banks.

Test Your Banker’s IQ

A good banker should be able to answer all nine of the following questions. If you get a blank look—or a gentle drift of oral fog—ask again. You’re entitled to a clear and simple statement that makes sense. If you don’t understand what the banker is saying, don’t blame yourself. Blame the banker, who probably doesn’t have all the facts and is covering up. If you had $10 for every “expert” who wasn’t, you’d be rich.

1. Ask: With interest-paying checking, what does the banking institution pay interest on? By law, it must pay on the money that’s in your account at the end of each day. That’s “day of deposit to day of withdrawal.” But some pay on each check from the day you put it in. Others pay only on the collected balance, which means you get no interest until the check has provisionally cleared. That usually takes one or two days but sometimes more.

Some banks advertise more than one rate, depending on the size of your deposit. They might pay 1.5 percent on balances up to $1,000 and 2.7 percent on larger amounts. But what exactly does that mean? There’s a good way and a bad way to figure it.

Say, for example, that you deposit $2,500. You might get 2.7 percent on the whole amount, usually called a tiered rate. That’s good. Or you might get 1.5 percent on the first $1,000 and 2.7 percent only on the remaining $1,500, usually called a blended rate. That’s bad. In fact, it’s a clip job. Avoid blended rates.

2. Ask: What is the penalty for falling below the minimum balance? The fee might exceed the interest that your account is likely to earn. If you can’t be sure of maintaining the minimum balance, switch to an account with a lower minimum—for example, a no-interest-paying account.

3. Ask: What fees might you have to pay with this account? You should get a list, including charges for maintaining the account, processing checks, bouncing checks, using an automated teller machine, using a human teller, buying checks printed with your name and address, confirming your current bank balance, buying certified checks, stopping payment on a check, transferring funds by telephone, and depositing checks that turn out to be no good (called deposit item returned—see page 58).

4. Ask: Will the bank reduce the interest rate on your loans if you keep a checking account there and allow the loan payments to be deducted automatically?

5. Ask: If you invest in a certificate of deposit or take out a loan, will the bank eliminate the fees it charges for your checking account? Most institutions give their better customers special breaks. Some tie-in deals, however, are not worth having. You might save yourself a quarter point on an auto loan by taking out a certificate of deposit. But that’s no bargain if cheaper auto loans are available somewhere else.

6. Ask: If you sign up to have your paycheck deposited directly in your account, will the bank waive the fee? Some banks offer lower monthly fees or free checking for direct deposits.

7. Ask: What’s the cost of protecting yourself against a bounced check? Get all the fees for overdraft protection—whether linked to your savings account, credit line, credit card, or the bank’s so-called courtesy (or high-fee) plan.

8. Ask: When you deposit a check, how long do you have to wait before being able to draw against the funds? By law, your bank has to tell you exactly what the rules are. People with new accounts usually have to wait longer than people whose accounts have been at the bank for two or three years.

9. Ask: If you choose paperless statements, how long does the bank keep the record of your past transactions (for tax purposes, you want seven years) and what does it cost to retrieve your past records?

How Fast Will the Bank Clear Checks You Deposit?

There you stand, like a kid with his nose pressed against a pet store window. Your money is romping behind the glass and you can’t get at it. Any checks you deposit may be held by your bank for a specified number of days. Fortunately, most institutions offer one-day clearance for almost all checks deposited to well-established accounts. But they’re allowed to hold checks longer and you need to know the outside limits.

Under federal law, banking institutions normally must give you access to at least $100 of your deposit on the next business day (not counting Saturday, even if the bank is open) and must clear the rest of your deposit on a specified schedule (with some quirky conditions here and there). All the following limits apply to checks deposited to your account before the bank’s cutoff hour—generally, noon for ATM deposits and 2:00 p.m. for deposits made in person. Add one business day for checks you deposit after the cutoff. The general schedule:

1. One business day for federal, state, and local government checks, electronic payments (like direct deposit of a paycheck or Social Security check), postal money orders, cash, personal checks drawn on the same bank, cashier’s checks, and certified checks. To get one-day access, certain checks have to be deposited in person or sometimes on special deposit slips. Ask about this if your timing is critical.

2. Two business days for local checks.

3. Five business days for out-of-town checks.

4. For cash or checks deposited on a business day (not Saturday) in the bank’s own ATM: one business day for U.S. Treasury checks; two business days for cash, local checks, cashier’s checks, and state and local government checks; and five business days for out-of-town checks.

5. For cash or checks deposited in an ATM not owned or operated by your bank: five business days.

6. On checks you mail to the bank: one business day after receipt by the bank for U.S. Treasury checks; two days for cashier’s checks, postal money orders, and local checks including the checks of your own state and local governments; five days for out-of-town checks.

Is a bank ever allowed to hold checks longer than usual? Absolutely. It needs at least some weapons against the risk of fraud. Expect a delay in drawing against deposited checks if:

1. You’re a brand-new customer. The bank gets 30 days to take your measure, during which time you might have to wait longer than usual for checks to clear. But on the next business day, even new customers can draw on the first $5,000 of funds from a government, cashier’s, or travelers check, or from deposits made electronically. So if you move, transfer your bank account by wire. If you bank entirely online, you won’t have to transfer your account at all.

2. You repeatedly overdraw your checking account or are redepositing a check that bounced. In this case, a local check can be held for 7 business days and an out-of-town check for 11 business days.

3. You deposit more than $5,000 in checks in a single day. Part of your money will be released on the normal schedule; part can be held up to 6 business days longer.

4. The bank has “reasonable cause” to think that something is fishy. This covers such things as suspicion of fraud, suspicion that the account holder is going bankrupt, or concern that the check is too old to cash.

These rules all apply to withdrawals by check or to cash withdrawals through a human teller. Limits are also allowed on cash withdrawals through an ATM. Limits on cash withdrawals are always allowed for security reasons, through tellers as well as through ATMs.

The Most Hated Bank Fee in America

It’s the fee known in bank jargon as deposit item returned (DIR). You may be charged a DIR when you get a check, deposit it, and then learn that it bounced. You are blameless. You had no idea the check wouldn’t clear. Nevertheless, the bank nicks you for an average of $6, with some banks going as high as $10 (large banks charge more than small ones). If the DIR drops your account below the minimum balance, you’re charged a fee for that too.

In most cases, the checks aren’t truly bad. The writer just made a math mistake in his or her check register, forgot to enter past checks, or thought a paycheck would clear faster than it did. When the check is resubmitted, it’s usually good. Still, the innocent party pays. If you’re hit with a DIR, call your bank and ask it to cancel the charge. It sometimes will.


How Fast Will Your Bank Cash the Paper Checks You Write?

Faster than you think possible. If you give a check to a major retailer, it may be scanned into the banking system right from the store and debited from your account before you get home. Never count on having a day or two of “float” before your checks are cashed. Treat your checkbook as if it were a debit card.

What You Need to Know About ChexSystems and SCAN

You probably never heard of ChexSystems. But you’re on its blacklist if you ever mismanaged a bank account. Banks report people who dupe them in some way. Maybe your account was overdrawn, the bank closed it, and you never paid what you owed. Maybe you withdrew $100 through an ATM, then closed your account before the bank learned about the $100. Maybe you didn’t realize that you got $100 too much. But your intentions don’t matter. If you beat the bank out of money, it will report you to ChexSystems. When you try to open a new account somewhere else, you’ll be denied. If you pay the old bank what you owe, it’s supposed to add that fact to your file. Even so, a new bank might refuse to take you on. Black marks stay on your ChexSystems report for five years, unless the reporting bank asks that it be removed.

The Shared Check Authorization Network (SCAN) is a similar database used by retailers and other businesses that accept checks. They scan your check against the names of people who have bounced checks and not made good. The database also shows whether your bank account is still open. If you appear to be passing a bad check, the retailer won’t take it. Unpaid checks stay on the system until the retailer reports them as paid or otherwise resolved. If you don’t pay, you stay on the record for up to seven years.

If you think there’s been a mistake or you don’t know what you’ve done wrong, go to Consumer Debit Resource (www.consumerdebit.com/consumerinfo/us/en/scan/report/index.htm) for information on how to order your reports. You can print order forms to mail or fax. Or call ChexSystems at 800-428-9623 or SCAN at 800-262-7771 (have your checking account number and driver’s license number ready).

More Check Facts

To cash checks at a branch other than your own, get a signature card.

When you endorse a check (that is, sign your name on the back), it becomes as good as money and can be cashed by anyone who finds it. To prevent that, endorse it with instructions: “Pay to the order of Amanda Smith” or “For deposit only.” When accepting an endorsed check from someone else, ask him or her to write “Pay to the order of [you],” so that if you lose it, neither of you will be out the money.

Endorse checks on the back, at the left-hand end, in the first inch and a half of space. If your signature is anywhere else, the bank may ask you to sign again. Most checks now carry a line to show where your signature goes.

Technically, a check may be good for years. But in practice, the bank might refuse any check that is more than one year old. That is, if the bank notices.

If you write a check and wish you hadn’t, call your bank and ask it to stop payment. Your account should be flagged right away, but you have to follow up with written authorization, usually by filing a stop-check form. The cost: $18 to $32. A stop payment lasts for a limited period of time but can be renewed. If the check slips through, the bank takes responsibility for it. The stop-check form should spell out the rules.

You can arrange for regular, automatic transfers from your checking to your savings account. Interest earned on your certificates of deposit can be deposited into either account.

If someone forges your signature on a check and the bank cashes it, you are entitled to 100 percent reimbursement. It doesn’t matter that you failed to report that your checkbook was stolen (although you should have). It doesn’t matter that you kept your checks with your credit cards, which carry your signature. In most cases, it is the bank’s absolute responsibility to guard against forgery. Some banks blame you and refuse to pay, in which case you should write directly to the bank’s president and to its state or federal regulator.

You have a responsibility too. If you don’t report a forgery within 14 days after the bank mailed your statement and fraudulent checks continue to be cashed by the same person, the later losses are all yours.

Use a certified check when the person you’re paying wants a guarantee that the check will be good. The bank certifies that the check will be paid by withdrawing the money from your account when the check is issued. A cashier’s check can be used by people with no checking account. You give the money to the bank, and it issues a check on its own account. Banks, money order companies, and the post office also issue money orders, payable to specific people. Keep all receipts. They’re your only proof of payment. File them as if they were canceled checks.

If you have a checking or savings account that you haven’t touched for a while, check into its status. Some banks stop paying interest on quiescent accounts. Some even start charging fees. You can usually return to claim an old account, but you won’t receive any interest for the years it lay dormant or get back the fees that you were charged.

If your bank accounts lie untouched for three to seven years (and sometimes longer, depending on your state), the money will be turned over to the state treasury (page 28). Ditto for property in safe-deposit boxes, certificates of deposit, even property held by the bank in trust. The bank, saving and loan (S&L), or credit union first has to try to reach you by writing to your last known address and putting a notice in a local newspaper. The state may have to advertise too. If you don’t show up, the money goes. You (or your heirs) can get it back by going to the state with proof of ownership. But only a few states pay interest on the accounts they’ve held.

If you owe the bank money and haven’t paid, it can generally dip into your other accounts—savings; checking; sometimes even a trust account, depending on the trust document—to satisfy the debt. Some states put modest limits on which accounts can be seized for what. Federal law prevents banks from taking money to satisfy a disputed credit card bill. But otherwise you are at risk for your own unpaid loans and any loans that you cosigned.

Balancing Your Checkbook

Good news: you don’t have to. The Rockies won’t crumble, Gibraltar won’t tumble, if you take the bank’s word that your balance is right. It’s important that your written check register comes close enough, so you don’t overdraw or fall below the minimum balance the bank requires. But what’s a $1.26 discrepancy among friends? If you’re allergic to arithmetic, bank online, where you always have an automatic running tally of your balance. If you’re still in the pencil-and-paper age, here’s the minimum you can get away with:

[image: image] Enter every deposit and withdrawal on your check register as you go along, not forgetting your dealings with ATMs, direct deposits such as paychecks, bills paid automatically through electronic transfers, and money withdrawn when you paid for something with a debit card. (For more on debit cards, see page 276.)

[image: image] When the statement comes in, check every deposit and withdrawal against your check register to be sure there aren’t any errors or alterations. If you wait a year or more to report a mistake, the bank might not make good.

[image: image] Note each check that was cashed.

[image: image] If you have an interest-paying checking account, add the interest the bank paid that month to your checkbook balance. Then subtract all the fees. (These items show on your monthly statement.)

Assuming that nothing feels wildly out of line, it’s okay to leave it at that—even if your bottom line is a little different from the total the bank reports. I don’t always trust a bank to enter checks correctly, but I do trust its addition. (My own addition isn’t so hot.)

Every six months or so, purge your math errors. Take the current balance as reported by your bank, add all new deposits, subtract all uncashed checks, enter the result as the new balance in your checkbook, and start over. If the error seems large, take your checkbook to the bank and ask for help.

Mind you, I don’t recommend that you leave your checkbook a mess. But getting it in perfect balance isn’t the Oscar of good financial planning.

Automated Teller Machines

The ATM is McBanking at its easiest. You insert a card and punch a few buttons. Instantly, you’re in touch with your bank account to confirm your checking account balance, withdraw or deposit funds, or, at some machines, switch money from one account to another. Banks hook up their ATMs to national and international networks, so funds are available when you’re out of town or traveling abroad. I’ve given up traveler’s checks; I travel with only cash and an ATM card.

Most banks don’t charge you for using their own ATMs. If you reach your account through another bank’s ATM, that bank will claim a fee—usually in the $1.50 range. The ATMs in retail stores may cost $2 or $2.50. Abroad, you’ll be charged up to 3 percent. Deposits are usually free (but not always). You’ll probably be charged even if all you want is to check the balance in your account or get a cash advance on a credit card.

If the Big Attraction of ATMs is Convenience, the Big Risk is Crime. When you slip your card into an outdoor ATM, you’re a sitting duck for a cruising crook. He knows that you’ve just picked up some cash. If he has the time, he might force you at knifepoint to tap your account for even more. Then he might steal your car and drive away.

ATM crime is growing, although no one knows by exactly how much. Banks don’t like to report it for fear of scaring you away. Also, full disclosure of the risks of using ATMs might give victimized customers stronger grounds for suing the banks to recover their losses. So the bankers keep mum.

Under the Electronic Fund Transfer Act, your bank has to reimburse you for all but $50 of an unauthorized withdrawal, provided that you report the loss immediately. So you’re covered if a thief swipes your card and drains your account. You are also covered if you’re persuaded by a gun in your back to empty out your account. Some institutions have tried to avoid paying customers in this situation, but the law says that you’re owed.

It is not at all clear, however, that the bank has any liability for your losses if you’re knocked on the head as you’re leaving the machine. Customers have sued their banks, but most of the cases are settled out of court. In at least one case, a bank argued successfully that the customer was himself negligent for using a poorly lighted ATM at night. Here’s how to play it safe with an ATM:

[image: image] Don’t use ATMs at night, even if they are located on bank property. A survey by the Bank Administration Institute discovered that most ATM crimes take place in the evening between seven and midnight, on bank premises.

[image: image] Don’t use ATMs in isolated areas at any time.

[image: image] Don’t use ATMs that are badly lit or readily accessible to a quick-hit thief in an automobile.

[image: image] Don’t be the only person at an ATM.

[image: image] Don’t use ATMs that are hidden by shrubbery.

[image: image] Don’t use a drive-up ATM without first locking your car doors.

[image: image] Don’t use ATMs that lack a permanent surveillance camera that could identify an assailant. (During a Florida lawsuit, it was discovered that although a sign at an ATM said the machine was under surveillance, no camera existed.)

[image: image] Don’t write your personal identification number (PIN) on your ATM card. The PIN tells the bank machine that you’re really you. If your card is lost, that number is an open door into your account.

[image: image] Don’t give your PIN to a stranger. If the stranger claims to be a cop or banker, he’s lying. No one but a crook would ask.

What about relatives and friends? If you give them your PIN so they can use your account and they take more money than they should, you have to swallow it. The bank won’t pay. Ditto if your daughter finds your PIN and writes herself electronic checks. Change your PIN if you want to rescind someone’s access to your account.

For Fast, Fast, Fast Relief

When you have to get money to someone in a hurry, a check might serve if it’s delivered fast. Use a commercial overnight delivery service or the post office’s Express Mail. If the recipient has nowhere to cash the check or doesn’t have time to wait for the check to clear, use one of the following quick-delivery systems:

1. An ATM card. If the recipient has a card, you can put money into his or her U.S. bank account. It can be withdrawn at a cash machine, here or abroad. Abroad, you’ll get the wholesale rate on your currency exchange.

2. Postal money orders sent by Express Mail. You can count on rapid delivery only within the United States. International money orders are governed by country-to-country agreements and may take four to six weeks to arrive.

3. Western Union. Call 800-325-6000 or go online at www.westernunion.com. By phone, you can charge up to $10,000 on your Visa, MasterCard, Discover Card, or debit card. Online, the limit is $999.99 to $2,999.99, with Visa, MasterCard, or your debit card. Or take cash (sometimes a cashier’s check is okay) to a local Western Union agent. Some agents, and the 800 service, are available 24 hours a day, 7 days a week. Cash can be transferred within the United States, to Puerto Rico, and to more than 190 foreign countries in 15 minutes or less. Funds wired elsewhere usually take at least 2 business days because delivery goes through local banks. The recipient can pick up the money at any Western Union agency. For the address of the closest one, ask the local agent or the 800 operator.

4. MoneyGram. It will transfer cash to more than 170 countries, for pickup within 10 minutes. To find a nearby location, go to www.moneygram.com or call 800-MONEYGRAM (for Spanish, call 800-955-7777). You can also send money through an online account. The limit is $500, charged to your Visa or MasterCard, or $899.99 if you’re debiting your bank account.

5. The U.S. State Department. It’s the agency of choice if your son was robbed in Bangladesh. In an emergency it will send cash within 24 hours to any American embassy or consulate for a fee of $30 per check. All you have to do is get the money to the State Department, using Western Union, bank wire, overnight mail, or regular mail. For details, call Overseas Citizens Services at 888-407-4747.

6. Your bank, for big-money transfers within the United States. It can wire money to another bank for pickup the same day or one day later. But mistrust banks for international transfers. Unless the foreign bank pays a lot of attention, a transfer that ought to take a day can take a month.

Ask what identification the recipient will need in order to pick up the money. Usually two proofs are required, such as a passport and a driver’s license. Sometimes he or she will also need a code word or authorization number that you furnish.

Slowly, banks are looking into quick-money transfers for smaller amounts. Ask if you can get a check delivered overnight. If you’re sending money to another of the bank’s customers, ask if you can make an instant transfer from your account.

To Get Extra Money When You’re Out of Town. If you run short of cash or traveler’s checks or your wallet is stolen, there are several ways to rescue yourself:

1. Get someone at home to send you money, using one of the techniques just described.

2. If you know your Visa or MasterCard number, call Western Union at 800-325-6000, charge your card for up to $2,000, and send money to yourself.

3. If at least one of your cards wasn’t stolen (just in case, travelers with two cards should keep them in two different places), you have some choices. Your ATM card will plug into one of the national (and international) ATM networks. You can generally withdraw $200 to $600 a day from your account at home. You might also be able to get a cash advance against your credit card or overdraft checking. Transaction fee: usually $20 to $30. Many ATM webs have toll-free numbers that you can call to find cash machines wherever you go.

The leading credit cards, such as Visa, MasterCard, and the various cards from American Express (Blue, SkyPoints, and so on), offer loans against their lines of credit through ATMs or banks—domestic and foreign—affiliated with the card’s sponsor. You pay the cash-advance interest rate plus fees. Amex’s charge cards work through the company’s Express Cash service. If you have a green card, you can use an ATM to tap your bank account for up to $1,000 a week. Gold card holders can get up to $2,500 a week; platinums, up to $10,000 a month. Fee: 3 percent, with a $5 minimum. (The ATM owner will probably charge you something too.)

4. Take some checks when you travel. Many stores, hotels, and restaurants accept personal checks from tourists. American Express holders can cash personal checks (up to certain limits) at any Amex office, as well as at some hotels and airlines.

Which Savings Account?

For savings, choose an online bank. They’re paying top interest rates on accounts opened with as little as $1 and charging no monthly fees. You reach your savings by debit card or by transferring money to a checking account, either at the online bank or at your current account at a traditional bank. The banks vary the rate, depending on market conditions. At this writing, the high-paying banks with no fees and no minimum-deposit requirements include EmigrantDirect, HSBC Direct, and ING Direct (see p. 46). Some traditional banks such as Citibank may also offer online savings at high rates. Online banks also offer high-rate certificates of deposit.

At most traditional banks, however, your options aren’t as good. The savings accounts are generally of two types:

Regular Savings, for Small Accounts. You need minimum deposits in the $200 to $500 range. Interest rates are low. You’re charged fees for falling below the minimum, and they may exceed the interest you earn. Some charge no fees as long as your account stays above the minimum, but you’ll earn a barely visible interest rate. There might be free accounts for kids.

Money Market Deposit Accounts. They pay higher rates on minimum deposits of around $1,500 and up. Rates rise if you keep more money there, but they’re still not competitive with the online accounts. You get unlimited deposits and withdrawals, although each withdrawal might have to exceed a certain minimum amount. These accounts can also be used to pay a few bills. You’re allowed up to six preauthorized transactions a month, three of which can be checks to third parties (the others can be automatic bill paying or checks written to yourself). You’ll be charged monthly fees if your deposit falls below the minimum. Your account is FDIC insured.

Savers tend to use money market deposit accounts because they’re there. But a smarter buy is often a money market mutual fund (page 220). Mutual funds pay around 0.5 percentage point more than bank accounts when interest rates are low and as much as 3 percentage points more when rates are high. At this writing, they’re competitive with the savings accounts online. One risk: mutual funds are not federally insured. (For more on money-fund risk, see page 220.)

Certificates of Deposit. You commit your money for anywhere from 6 months to 10 years. Some institutions set fixed terms, such as 1 or 2 years; others let you pick the exact number of days, weeks, or months you want. Normally, the longer the term, the higher the interest rate. For CDs too, online accounts tend to beat those at traditional banks.

You normally pay a penalty (of 1 to 6 months’ interest, and sometimes more) for withdrawing funds before the term is up. But don’t let that scare you out of choosing a CD. If you’re forced to break it before maturity and pay the penalty, so be it. That won’t be the first bit of money you’ve frittered away. The chances are, however, that you’ll keep your CD for the full term and earn more interest than you’d have gotten from a regular savings account.

High-Yield CDs. Some traditional banks offer higher yields than you’ll find even at Internet banks. You can locate them through Bankrate.com (look for the “100 Highest Yields” page). Typically, they require minimum deposits of $1,000 and up. There’s no need to worry about the safety of high-yielding institutions. As long as they’re covered by the FDIC, you won’t lose any money.

To make a long-distance deposit in a high-rate bank or S&L, call the institution that interests you and ask for the deposit forms. Or get the forms online. You can mail the bank a check or transfer money directly from your present bank.

Broker-Sold CDs. The major stockbrokerage houses sell CDs, not at top rates but at rates above average. The bank pays the sales commission, not you. The minimum investment is generally $1,000. One hitch: a broker-sold CD can’t be cashed in before maturity, which could be as long as 20 years. If you need the money early, the broker will put it up for sale and try to get you a reasonable price.

Which Type of Savings to Choose? Pick money market or regular savings account for cash you might need at any moment. Pick a CD for cash you have to keep safe but won’t need immediately, such as your daughter’s tuition for next year or money you’re saving for a new house.

Yield Shoppers Beware: Advertised high yields are sometimes good for only 30 or 60 days, after which they drop. For a reality check, always compare the annual percentage yield (APY) with those of competing CDs.

Truth in Savings

By federal law, banking institutions all have to figure their interest rate yields in a standard way. That’s disclosed in an annual percentage yield. Always use APY to compare two interest-paying bank accounts. No matter what else the advertisement may say or how often your deposit compounds, the bank with the higher APY is paying more on your checking account or savings deposit.

Laddered CDs

You can earn the highest possible interest on CDs, without surrendering easy access to your money, by using a simple strategy called “laddering.” Here’s how it works, assuming an initial pot of savings of $6,000:

You start out by splitting that money among bank deposits of varying maturities: $1,000 into a money market account, for cash on hand; then $1,000 each into 1-, 2-, 3-, 4-, and 5-year CDs (or different maturities, depending on what you find). Normally, the longer the maturity, the higher the interest rate.

One year later, your first CD will mature, paying $1,000 plus interest. If you don’t need the cash, reinvest it in a new 5-year CD, which pays a higher interest rate. You can risk putting money away that long because in another year your next CD will mature—once again, giving you cash on hand. If you still don’t need the money, it too goes into a new 5-year CD.

If you do this each time a CD matures, all your money will soon be earning 5-year interest rates. Yet a $1,000 certificate will come due every 12 months, providing ready cash if you need it. Result: you will earn much more on your money without having to tie it all up for 5 years at a throw. You could stretch out this ladder by using 1-, 3-, 5-, 7-, and 9-year CDs.

Some mutual fund companies offer a fund that ladders CDs for you.

Designer CDs

Hungry bankers and brokers respond to every fresh scent on the wind. Show them a new market, a new worry, a change in the economic outlook, and they will design a certificate of deposit to match. Not all banks offer exotic CDs. Those that do may call them by different names than I have used. But if these ideas interest you, watch for them in the newspaper, TV, and online ads, in bank windows, or in communications from your broker. The better the deal, the larger the minimum deposit the institution may want. Always compare the annual percentage yield with those being offered by standard CDs of the same term. Sometimes the designer CDs pay less. Also, check the maturity date. Some investments that look like 1-year CDs actually lock up your money for 15 or 20 years.

Liquid CD: if you think you might need some of the money before maturity. You’re charged no penalty for early withdrawal of some or all of your funds.

Bump-Up CD: if you expect interest rates to rise. If that indeed happens, the bank will—at your direction—raise the rate you are earning on your CD once or twice during its term.

Step-Up CD: also for people who expect higher rates. This CD pays less now but guarantees higher rates in the future. It’s especially important to compare a step-up’s APY with those for fixed-rate CDs of the same term. Step-ups offer dazzlingly high yields in, say, their final 3 months. But on average, they may pay less than a plain-vanilla CD.

Variable-Rate CD: again, for people who expect higher rates. Your interest rate rises and falls with the general level of rates. Buy it only if there’s a guaranteed floor below which the interest rate cannot go. The rates on some variable CDs rise and fall on a preset schedule, over time.

Market-Linked CD: This is a complex investment product, not a bank product. Beware its many risks.

Bitter-End CD: if you know you can last for the full term. You get a bonus for keeping your money in the CD for a full 5 years.

Zero-Coupon CD: if you want to make a gift of money look extra good. You put down a small sum now, at a guaranteed interest rate. It will grow to equal the CD’s larger face value in a given number of years. Each year’s increase in value is taxable, even though you get no cash payout. So zeros are best kept in a tax-deferred retirement account. Always ask for the annual percentage yield and compare it with those of regular CDs of the same maturity. Some institutions clip you a little on their zeros.

Jumbo CD: if you (or a group of investors) have more than $100,000 or $250,000. Banks pay higher interest rates on large amounts of money. But choose a safe institution. If your bank fails and the government can’t find a buyer for it, your deposits over $250,000 may not be fully reimbursed.

Tax-Deferral CD: if you’re chiefly interested in deferring your tax. This 12-month CD is bought at a discount in the current calendar year, to mature next year. No interest is paid until the CD matures, which puts all of your income into the next tax year.

Callable CD: Beware this broker-sold CD. It pays a slightly higher interest rate than a regular CD of the same term, but if interest rates go down the bank can redeem it, leaving you to buy a new CD at a lower rate. If rates rise, the bank will not redeem the CD. The broker will sell it for you if you want to cash in, but probably for less than you originally invested. These CDs may not mature for 15 or 20 years. The broker might offer you a “1-year noncallable,” but that’s not a 1-year CD. It’s a 10- or 15-year CD with one year of call protection, meaning only that the issuer can’t take it away from you in the first year.


Absolutely Not CDs

Are you looking for higher interest rates than CDs will pay? Some banks sell an instrument called a subordinated debt note, lobby note, retail debenture, or similar term. When you buy it, you are lending money to the institution, unsecured. Lobby notes don’t carry federal deposit insurance. If the institution goes broke, your investment will probably be worthless.

Banks that peddle these notes may not be in the greatest financial shape. Not only are you shafted if the institution fails, you are also shafted if it succeeds. The fine print in a lobby note usually allows the bank to redeem it before the full term is up. So you might lose the high interest income you expected.

Other financial institutions also offer high-rate notes—for example, the Demand Notes sold by GMAC Financial Services or the Interest Advantage notes from Ford Motor Credit Company. Like bank notes, they’re backed only by the company itself. You gotta have faith.

When Your CD Matures

When you open a CD, ask the bank what happens when the certificate matures. What instructions does it need regarding what should be done with the CD’s proceeds, and how soon does it need them? Can you give instructions now? All this information will be in your CD contract but it’s important that you understand it exactly.

Each institution handles things a little differently. Normally, there’s a short grace period after maturity—maybe 7 to 10 days but sometimes as little as 1 day—during which the bank waits to hear from you. Do you want the money invested in another CD or moved to another account? Interest may or may not be paid while you’re making up your mind. If the grace period expires and you haven’t told the bank what to do, your money will probably be reinvested in another CD of the same term. If you then decide that you want the cash, you might be able to break the CD without penalty. On the other hand, you might not.

Banking institutions have to notify you shortly before your CD matures. But keep track of the payment date yourself, just in case there’s a slipup. Don’t leave your decision to the last minute. The bank might want written instructions, and you’ll have to allow enough time for them to arrive.


Other Bank Products

Banks also sell mutual funds and tax-deferred annuities. They note when your CDs are coming due and call you with a sales pitch. You might visit with someone you think is a banker and never learn that he or she is actually a broker angling to sell you a product and earn a commission. Your friendly teller might have to refer you to these brokers in order to keep his or her job. The tellers earn commissions or bonuses too.

At some banks you will get a full and fair explanation of annuities and mutual funds. But don’t count on it. All too often, the operation reeks of deceptive sales tactics. How bad are they? American Banker, an industry trade paper, once sent reporters posing as mutual fund customers into ten banks. Reps at eight of those banks “forgot” to mention that mutual funds aren’t federally insured; only a few of them disclosed fees; most downplayed the investment risk; some illegally forecast specific (and double-digit) gains; and one even suggested that mutual funds were like CDs but with higher yields.

Similar surveys using “mystery shoppers” keep turning up similar results. Some customers don’t realize they’ve bought mutual funds or annuities, don’t understand the risks, and find out too late that there’s a stiff penalty for withdrawing money before several years have passed. In one case I’m familiar with, a 92-year-old man was sold an annuity with withdrawal fees lasting until he was 99. He thought he was buying a high-rate CD.

According to federal guidelines, banks are supposed to:


	Tell you that mutual funds and annuities aren’t backed by the bank or by federal deposit insurance.

	Tell you that the performance of mutual funds and annuities isn’t guaranteed.

	Tell you that your interest and principal may be at risk.

	Sell in an area clearly separate from the rest of the bank, with no FDIC signs anywhere near.

	Sell you investments appropriate to your age and financial circumstances.



Industry guidelines add that all sales commissions, surrender charges, and other fees should be fully disclosed.

Should you invest with banks? To help you decide, see chapter 22 (mutual funds) and page 1072 (fixed-rate tax-deferred annuities).


Test Your Banker’s IQ, Again

1. Ask: How often does interest compound? Compounding means that the bank adds the interest you earn to your account and then pays interest on the combined interest and principal. The more often your interest is compounded, the more money you make. Daily or continuous compounding (they’re just about the same) yields the most, followed by quarterly compounding, then semiannual, then annual. With “simple” interest, there is no compounding at all. What difference does it make? Plenty. At 6 percent interest, compounded daily, your savings are worth 14 percent more after 10 years than if you had earned only simple interest. Compounding is included in the annual percentage yield. At equal rates of interest, an account that compounds daily or continuously will have a higher APY than one that compounds any other way.

2. Ask: How often is interest credited to your account? Most banks that compound interest daily do not actually give you the money until the end of the month or the end of the quarter. So then ask: What happens to that last bit of interest if I close my account before the end of the period? Normally, you will lose it even though the bank claims that it’s paying you right to the day of withdrawal.

3. Ask: What is the annual percentage yield on your savings? This yield takes all kinds of mathematical quirks into consideration, not only interest rate and frequency of compounding but also such technical details as how many days the bank counts as a year. (Some banks use 366 days, others use 365, still others 360. For reasons only Computerman would believe, 360 yields more interest.) The higher the APY, the better the deal.

[image: image]

4. Ask: What is the periodic payment rate? That’s the rate the bank applies during each compounding period when figuring how much interest you have earned. Knowing it, you can check the bank’s calculations to see if it paid you properly (that is, if you’re into decimals). Mistakes are not uncommon. A good bank will give you its periodic payment rate and show you how to use it.

Fixing Bank Mistakes

Cash

How many times have you cashed a check in a hurry, then walked away without counting the money? Maybe you think the teller is always right. Maybe you are intimidated by the line of grumpy people behind you. But if you count the money at the bank door and find that you’re $20 short, you might be stuck. Tellers aren’t allowed to hand over extra money on a customer’s say-so. After all, you could have slipped the missing $20 into your pocket before you went back to the teller’s window.

Rule 1. Count your money before leaving the window. If you discover an error later, give your name, address, and account number to the manager. If the teller winds up the day with the right amount of extra cash, you’ll be reimbursed.


Deposits



Tellers sometimes err when crediting deposits—for example, entering $100 when you actually put in $1,000.

Rule 2. Double-check every transaction for accuracy before leaving the window. If you mail deposits, check your paper or online statement. What if the teller credits $1,000 to your account when you gave him or her only $100? Don’t spend the money. The mistake will be found, and in banking, there’s no finders keepers.


Automated Teller Machines



ATMs goof, just as people do. They shortchange the occasional customer, giving you $80 when you asked for $100. Sometimes they accept cash and checks without crediting them to your account.

Rule 3. Never deposit cash in an ATM. It’s impossible to prove how much you put into the envelope, so losses are sometimes hard to recover. Checks are easier to find or replace.

Rule 4. Report mistakes right away. Some banks install telephones next to their ATMs for that purpose, although they may be answered only during banking hours. When you call, leave your name, address, account number, the amount of the loss, and the location of the ATM; then put the same information into a letter. You will have to wait until the accounts are balanced, but if the machine is over by the sum that you reported, you will get your money. At the bank’s own ATM machines, the error might be fixed at the end of the day. But it will take an extra day or two (and sometimes weeks) if you used an ATM at another bank.


Deposit Slips



It always astonishes me to see the trash baskets near ATMs overflowing with deposit receipts. If the deposit is entered wrong, would those customers know it? (I don’t remember the exact amounts of the various checks I get.) Withdrawal slips are also dumped—by people who aren’t balancing their checkbooks, I guess. But what if there’s an error?

Rule 5. Keep all deposit and withdrawal slips until your bank statement comes in to be sure the transactions were entered correctly.


Certificates of Deposit



Your bank might automatically renew your CD when it expires even though you told it not to.

Rule 6. Keep a copy of the instructions you gave when you opened the CD and mark the due date on your calendar. If an error is made, hustle to correct it. Too long a wait may cost you your chance to get your money out.

Federal Deposit Insurance

If your bank fails, it will pay right away—usually the next business day.

Don’t believe investment advisers who try to steer you away from banks with the claim that, if the bank closes, you’ll have to wait 99 years for your money. And don’t waste your time searching through subclauses, thinking you’ll find a loophole in your coverage. The federal government will restore 100 percent of your insured account, and fast. This applies to all insured institutions—banks, credit unions, and savings and loans.

During the 2008 credit crunch, Congress raised the deposit insurance ceiling to $250,000 from $100,000, which covers almost everyone. At this writing, it’s scheduled to return to $100,000 in 2014, but who knows? Maybe Congress will decide to keep the higher amount.

You can find the current insurance limit at www.fdic.gov/deposit/index.html. Your deposits are entirely safe up to that amount—and more, depending on how the accounts are held. Safe in a failing bank. Safe in a bank that pays cockeyed interest rates. Safe even with a crook or incompetent at the institution’s helm. So don’t worry, be happy, and collect the highest interest rates you can find.

To estimate how much insurance you have on multiple accounts in the same institution, use the FDIC’s easy calculator at www2.fdic.gov/edie/index.html. You get the full amount of coverage on each of the following accounts or groups of accounts:

1. All the accounts in your name alone, added together, including any accounts in the name of a business you own as sole proprietor.

2. Each account that you hold jointly with different people. The FDIC splits joint money evenly among the account holders. Then it adds up each holder’s money to see how much is insured. As an example, say that the ceiling is $250,000 and that you own three joint accounts—one with your spouse for $350,000, and an $80,000 account with each of your two adult children. For the first account, the FDIC assigns $175,000 of coverage to you and $175,000 to your spouse. You’re also assigned half ($40,000) of each of the two $80,000 accounts, leaving each child the other half. Your spouse’s and children’s money falls under the $250,000 umbrella, so their shares would be fully insured. But your share totals $255,000. That leaves $5,000 uninsured.

The FDIC lumps together all accounts held jointly by the same people, such as a checking and savings account owned by a married couple, and gives you each the maximum coverage. When the insured ceiling is $250,000, joint accounts are covered up to $500,000.

Some couples try for double coverage by shuffling the names on the accounts—listing one as husband/wife (with the husband’s Social Security number) and the other as wife/husband (with the wife’s Social Security number). Nice try, but it doesn’t work.

You may not have joint coverage if you put a small child’s name on a checking or savings account. A child under 18 cannot legally make withdrawals, so he or she isn’t a true co-owner. If the FDIC discovers that the child is a minor, all the money in the account will be assigned to you.

3. Each “in trust for” account or “payable on death” account held for a member of your immediate family—child, spouse, grandchild, siblings, and parents. These are the accounts to use for minor children, among others. There can be multiple owners and multiple beneficiaries, each with his or her own FDIC coverage. For example, say that the ceiling is $250,000 and you and your spouse open an account in trust for each of your three children. You’re insured for up to $1,500,000: $250,000 for each beneficiary of each account owner.

4. Your bank deposits in retirement plans containing investments that you control—including Individual Retirement Accounts, Simplified Employee Pensions, Keoghs, and individual 401(k) plans. If you have several self-directed plans in the bank, these deposits are lumped together as if they were a single account and insured up to $250,000.* (Note that the FDIC covers only deposits, not other bank products in retirement plans, such as annuities and mutual funds.)

5. Your share of retirement plan deposits that are managed by your company—say, a traditional pension plan or a company-run 401(k). Each person’s interest in the fund is normally insured for up to $250,000, assuming that the bank meets certain capital requirements for safety and soundness. If it doesn’t, the FDIC insures the fund as a whole for $250,000. That gives each participant much less protection, but so far this harsh provision of the law has been applied only once.

It takes a bit longer than usual for retirement plans to recover insured deposits after a bank failure. The FDIC has to get the plan’s records to determine how much of each account is covered. But you will always get up to $250,000 back. The same would be true of your share in a jumbo CD purchased through a stockbroker.

6. Living trusts, including in-trust-for accounts, held at a single institution. If your combined living-trust deposits are worth up to $1.25 million and you have five or fewer named beneficiaries, each is insurable for up to $250,000. This covers the vast majority of depositors. If your combined living-trust deposits are worth more than $1.25 million, with more than five named beneficiaries, the deposit is insured for at least $1.25 million and perhaps more. The calculation is complicated, so use the FDIC’s calculator at www2.fdic.gov/edie. At this writing, the maximum insurance for living trusts is also scheduled to return to $100,000 per beneficiary in 2014, but that may change.

7. Irrevocable trusts, established for the same beneficiary by the same grantor. They’re added together and covered up to the full amount. The bank’s records have to identify each beneficiary’s interest, so talk to the bank about what it needs.

8. Each account owned by a partnership, corporation, or unincorporated association, such as a union, home owner’s association, or fraternal organization. These funds are insured separately from the funds of the principals or the members.

To find a sound bank, check the free Safe & Sound ratings at Bankrate.com. Banks are rated from five stars (best) to one star (weakest). There are problems with these ratings. They cover only the most recent quarter for which Bankrate has data. The situation might have deteriorated since. And crooked institutions dress up their financial statements so that they’ll look better than they really are. Still, you can’t hide all traces of a skunk in a rose garden. If you have any doubts about your bank, check the ratings for several quarters to see if they change.

If your institution fails, it’s a nuisance but not a disaster, provided that you’re covered by federal deposit insurance. The FDIC has several options for moving your money, safely, out of an insolvent bank. Here are the three most common ways:

The First Way: The dead institution is sold to or merged with a live one. Both insured and uninsured deposits are transferred to the new institution intact, giving you immediate access to all your funds. Your old branch continues to operate, but under a new name. Outstanding checks clear as usual, but the interest rates on your old account aren’t guaranteed. High-rate CDs may be knocked down to a lower rate immediately. If you don’t like the new terms, you can close your accounts and cash in your CDs without penalty.

The Second Way: No one wants to buy the dead institution, but another bank takes the insured deposits. They’re transferred immediately. So are the insured portions of multiple accounts, such as retirement accounts held in a single name. Your old branch reopens as a branch of the new institution. Checks clear as usual, but the interest on high-rate CDs may be reduced. Dissenters can move their accounts to another institution without penalty. If your bank fails on a Friday night (the usual situation), your insured deposits should be available the following Monday.

The Third Way: No one wants any part of the dead bank. The institution fails and stops paying interest. Checks no longer clear. Typically, the bank closes on a Friday and opens on Monday to pay off the insured depositors. If you go in person, you may be able to pick up your money right away. Otherwise, the FDIC will start mailing out payments within a day or two. The majority of accounts should clear in the first week. Almost all of them clear within four weeks.

A few accounts, however, will face delays. If the institution’s records are bad, you might have to prove what your account was worth. Company retirement accounts may need sorting out. If you bought a share of a jumbo CD through a stockbroker, the broker has to show who the CD’s owners are.

What Happens to Uninsured Deposits? They stop earning interest and become a claim against the failed bank. There’s no telling how much you’ll recover. The bank’s assets have to be sold, with the proceeds parceled out pro rata among the uninsured depositors. Whatever you recover will mostly be paid in the first year, although additional payments may dribble in over the next several years.

Customers should take four precautions: (1) Check each statement to be sure that the bank has entered all your deposits correctly. (2) Keep copies of pertinent correspondence with the institution and your most recent statements. (3) Deposit less than the insured amount in each covered account so that, even with the interest received, you will never exceed the ceiling. (4) Ask your bank whether your deposit meets all of the technical qualifications for FDIC coverage.

For additional information on deposit insurance, call 877-ASK-FDIC; look online at www.fdic.gov/deposit; or write to the FDIC’s Division of Supervision and Consumer Protection, Deposit Insurance Outreach, 550 Seventeenth Street NW, Washington, DC 20429.

Never Rely on State or Private Deposit Insurance. This includes the private insurance carried by some credit unions. If just one institution collapses, customers often make a run on other institutions that the fund insures, even the sound ones. That may force them to close too. The only safe bet is Uncle Sam.

What Happens to Your Loans When Your Bank, S&L, or Credit Union Goes Bust? You keep making the payments to whoever takes over the loan portfolio. In almost all cases, no one can force you to refinance on different terms as long as your payments are up to date. For anyone behind on a loan, the jig is up. Bad loans often go to the FDIC’s Deposit Insurance Fund, which will want a settlement or else.

What Happens to an Unused Credit Line? It may be sold to a new institution as is. If no institution buys the credit line, however, it will be terminated.

What’s the Smartest Way of Setting Up Bank Accounts?

Use a convenient bank for your checking account, with acceptable minimum deposits and interest rates and well-located ATMs. Keep enough money there to lower the service fees you’re charged. But for savings deposits, choose an online account or buy a CD by mail from one of the nation’s high-rate institutions. The extra percentage point you will earn is worth the stamp.

Do You Need a Traditional Bank at All?

That’s a question worth asking in this Internet age. Direct online banks offer attractive, high-interest savings and checking accounts. Mortgages can be had online or from any traditional financial institution. Ditto home equity loans, student loans, auto loans, and credit cards. If you handle all of your banking business online or by mail or phone, you’re a cybercustomer already. It’s a pain to switch accounts to a new bank. But if you’re opening your first account or moving to a new bank in a different town, consider the purely online option. It’s simple and lower cost.
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Poolers, Splitters, and Keepers

Who Should Own the Property—Me? You? Us? Them?

To the question of who should own the property in your
household, no answer is right. But then again, no answer
is wrong. Who ever said this was going to be easy?

Get out your yellow pad again and some more pencils. Write down all the serious property and assets you have: house, bank accounts, cars, mutual funds, stocks, bonds, beach house, other real estate, insurance policies, gold coins, whatever. Who owns each asset? Whose name is on the deed, title, account, or purchase order? Whose money bought it? Is it yours alone or is it held jointly? Is that okay, or should it be owned in some other way? You can keep the property or share it. You can give it away. With a trust, you can give it away and still keep it. (Like the economics of the oldest profession in the world: “You got it, you sell it, you still got it.”)

Federal estate taxes used to have a bearing on who owned what, but now they matter only if you have a superhigh net worth (page 1190). For everyone else, ownership depends on personality and circumstance. Almost every choice has its good and bad points.

One for the Money

Whether you’ve never married (or partnered) or were formerly married, your singleness defines the rules. You are a keeper because you can own everything yourself, no fuss, no muss. All you need is a reliable friend or relative to hold your durable (or springing) power of attorney (page 125) and your health care proxy (page 126). That person could write checks on your bank account, manage your investments, and deal with your doctors if you were incapable (say, in a coma after an auto accident, God forbid).

That’s when you’re young. When you age, you may not be quite so independent and might wonder if sharing ownership could solve some problems. For example, you might think about giving half your house to your son and his family if they will live there with you. Or you might put your niece’s name on your bank account if she helps you do your taxes and pay your bills. If your son is a good egg and your niece is a doll, co-ownership can work.

But what if your son gets a new job and moves? The house might have to be sold to give him the money to buy a new one. What if he gets divorced? His half of your house might have to be divided with his ex-wife. What if your nice niece nicks a bit of your money? A co-owner of a bank account can take every penny unless you specifically require both signatures for withdrawal, which, for daily bills, gets tiresome. You can sue a co-owner for withdrawing more than he or she deposited—but the last thing you want late in life is to get tangled up in lawsuits with your relatives.

You can escape from a co-owned bank account that you’ve come to regret just by taking out your money. But it’s a lot harder to get back your house once you’ve given half of it away. With a house, you might also get into a fight over who should live there or how much to spend on repairs.

Then there’s the fairness issue. A joint owner with the right of survivorship gets the property, regardless of what it says in your will or trust. Say, for example, that your will leaves everything equally to your daughter, Tammis, and son, David. Then you add David to your bank account. He gets every penny of it when you die. You have cut Tammis out. By naming a joint owner, you took your bank account out of your will, and Tammis won’t be able to touch it. The same is true for anything else you put in joint names with a right of survivorship. The other owner or owners walk away with the prize.

There’s a way around the bank account problem: both of you sign a notarized agreement that the joint ownership is for convenience only, not for inheritance (in many states, that’s called a convenience account). But this might not work. If David keeps his mouth shut, the bank might give him the money anyway. Or his creditors might move in on the account. Why run the risk of having to start a lawsuit or stirring up trouble among your heirs? Give David a power of attorney to manage your affairs but hang on to the ownership yourself. Or open an agency account if your bank offers one. It lets you authorize someone else to write checks on your account without making that person a joint owner. For more on powers of attorney, see page 125.

As an alternative to co-ownership, consider a “pay on death” arrangement for your bank savings, investment accounts, and, in some states, real property deeds. With POD accounts, the property is yours for life but transfers to the named successor when you die.

Two for the Dough

A married couple is a pushme-pullyou, a two-headed animal with two minds of its own. You have to figure out how to pull together.


When You Both Have Paychecks



Poolers put all the money into a common pot. Splitters keep their own separate accounts. Which one you choose is a matter of soul, not finance. Poolers think that sharing, including financial sharing, is what a marriage is all about. Splitters hold to their own independence within the marriage. The previously married often split but sometimes pool. The first-time married often pool but sometimes split. Working couples might do either. It’s so unpredictable that even your best friend might surprise you. Over time, and if the marriage goes well, splitters usually turn into spoolers—splitting some, pooling some, and growing less antsy about who pays for what.

The challenge for poolers is the checking account and the ATM/debit cards. How do you know how much you have in the bank when both of you draw from the same account at different times? To keep your finances organized, you can:

[image: image] Pay all bills online, where each of you can see the balance all the time. That’s the easiest.

[image: image] Write no checks away from the checkbook. Use credit cards instead (you can earn points and miles), then pay bills by check or online at the end of the month.

[image: image] Use checks backed by carbons, if you each want a checkbook. Return all copies to the central checkbook. When you use the ATM, return the receipts to the central checkbook and enter your withdrawal.

[image: image] Faithfully bring back every debit card receipt, if you use the card to make purchases, and enter the withdrawal.

[image: image] Walk around with two or three checks. When you use one, enter it into the check register.

[image: image] Keep a big balance in the checking account to prevent overdrafts. Or sign up for overdraft protection (page 50).

[image: image] Let just one of you handle the bills. The other hangs on to two or three checks and reports whenever one is used. As in:

She: “Honey, I need more checks.”

He: “How’s that? You still have two.”

She: “No, I’m out.”

He: “What did you write the last two for?”

She: “Didn’t I tell you?”

He: “No.”

She: “Oh.”

It’s the only truly romantic system. Once a month you kiss and make up.

Poolers usually have some separate money, probably in retirement savings accounts. There is also something about an inheritance that often resists the impulse to share. But the house, the savings, and the investments are kept routinely in joint names, even if just one of you makes all the investment decisions.

The challenge for splitters lies in keeping track of who pays for what. As in:

She: “I bought the groceries for two weeks running.”

He: “But I got your laundry and paid the sitter.”

She: “But you already owed me two sitters from last month.”

He: “Those sits were short, so they just count for one.”

You never finally kiss and make up because you never figure it out.

For clarity, you can:

[image: image] Keep three checking accounts: his, hers, and ours. Each pays into the “ours” account for common household bills or for the children. You can contribute even or uneven amounts, depending on what each of you earns.

[image: image] Where earnings are unequal, split expenses accordingly—say, 60 percent him, 40 percent her. Apply these percentages to the income taxes too.

[image: image] Split all expenses right down the middle, even putting down two credit cards when you eat out. (No kidding. I know a couple that does this.)

[image: image] Make a list of “his” and “her” household expenses and take turns treating each other to dinners out.

[image: image] Toss receipts for cash payments into a box and settle up when the box overflows. Use the same box for “loans” you make to each other.

[image: image] Write memos about property bought together, spelling out who owns what percent. Each of you should sign. Your amount of ownership might be based on how much of the price you contributed. Or you could make the ownership 50–50.

[image: image] When it comes to major financial decisions, splitters should make them together. You are still a single financial unit, regardless of how you handle the money.

I’ve lived under both arrangements—pooling and splitting—and gave up splitting pretty fast. It’s a financial nuisance in a settled relationship and creates small resentments that are a waste of a couple’s time and love.

Then there’s the Old Dispensation: the wife’s paycheck is “hers” while the husband’s is “ours.” I hold with this arrangement only if the husband is well paid and the wife is truly earning peanuts. Otherwise they’re in it together, and both should contribute.


If Only One of You Has a Paycheck



Splitting is Out. Pooling is In. Your basic contract is money-for-services, and everything tends to be jointly owned. If all the property is in just one name and you divorce, the courts are supposed to treat it as mutual marital money, although sometimes the homebody gets short shrift. If the husband keeps bank and investment accounts in his own name, the wife should have her own funds too. Fairness requires that some of the husband’s assets be shifted into her name. (It reminds me of what my grandmother used to call “garter money”: “Pin two dollars to your garter, dear, and if he reaches for it, take a taxi home.”)


When Older People Remarry



Your friends will be enchanted, but don’t be surprised if your children aren’t. It’s usually not the “pater” they worry about but the patrimony. If your new spouse gets your property after your death, he or she is free to cut your children out. Even if you own assets separately, state laws dictate that your surviving spouse should inherit one-half or one-third of them.

To prevent this, you need a prenuptial agreement (see page 146)—truly important for marriages later in life. You agree in advance not to inherit each other’s property but to leave most or all of it to your respective children or other beneficiaries instead. To provide for each other, you might take out life insurance policies or make each other the beneficiary of policies you own already. Or you might agree that you each get the income from the other’s property for life, with the children getting the principal after the death of the surviving spouse. A premarital agreement also settles your rights in case of divorce. One thing it cannot limit: any legal responsibility you have for each other’s long-term care. That will depend on your state’s Medicaid rules. Talk to lawyers about a prenup (you each should have your own). The lawyer will have some good ideas.


If You Owe an Estate Tax



You have a high-class problem. If you’re married, you can lower that tax by using bypass, or credit shelter, trusts (page 122), one in each spouse’s will (or in each spouse’s living trust). To make bypass trusts work, however, husband and wife have to own property separately, as community property, or as tenants in common without right of survivorship. Again, see a lawyer. Bypass trusts can’t be funded with property that is jointly owned.

Partners and Housemates

You are probably splitters. Each handles his or her personal expenses, and you work out a system for paying joint bills. A 50–50 split is fair only if your incomes are roughly equal. If one of you earns two-thirds of your combined income, that person should assume two-thirds of the rent and two-thirds of the grocery bills. Otherwise the one with the smaller paycheck is subsidizing the other. If there’s going to be any subsidy at all, it should be from the richer to the poorer, not the other way around. If one of you leaves a job to keep house for the other, consider a written agreement for temporary support if the relationship fails. That gives the at-home partner a financial cushion during the months he or she is searching for a job again.

Longtime partners drift toward pooling some of their money, especially cash used for household expenses. But for property that is complicated to unwind, separate ownership is best.

If you buy a piece of real estate together, do it as tenants in common (page 86). Write an agreement for sharing expenses: how you’ll divide the taxes, insurance, and mortgage payments. What happens if one person quits paying his or her share? If the relationship fails, how will you get your money out? Will you put the house on the market and divide the proceeds according to the percentage each person put up? Will one person buy the other out, and if so, which? How will you determine the price? If one of you dies, will his or her share be willed to the other, or would a written contract be a safer choice? (Remember that minds, and wills, can change.)

A lawyer should draw up these agreements (preferably two lawyers, one for each of you). You’ll never think of all the contingencies yourself. You should also have the contractual right to force the sale of the house if you’re having to shoulder more of the cost than you bargained for.

By all means consider a full cohabitation agreement—the prenup for unmarried couples. It spells out your obligations—or lack of them—to each other. What, exactly, does each of you own? What will each of you contribute to the partnership? If you split, how will you divide the assets and household goods? Is either of you entitled to ongoing support? After a split, a partner who quit working to take care of the home might be able to sue for palimony or for a share of your business if he or she contributed to its success. The only way to prevent such claims is for each of you to waive those options in writing. Look at the sample cohabitation agreement at FindLaw (www.findlaw.com). For a fuller discussion, get Living Together: A Legal Guide for Unmarried Couples, written by three attorneys, from Nolo publishers (www.nolo.com or 800-728-3555).

If your state lets you legalize your union—be it a marriage, civil union, or domestic partnership—you’ll have virtually all the legal rights of a spouse. If you split or divorce, alimony is possible, and the property normally has to be divided roughly in half—again, unless your cohabitation agreement says otherwise.

Parents—married or not—are obligated to support their minor children, no matter what their written agreement says.

Four Ways to Own Property Together

Joint Ownership with Right of Survivorship

The owners (there can be more than two) hold the property together. If one dies, his or her share passes automatically to the other owner (or other owners), usually in equal parts. This form of ownership is for married couples, for any two people who live together and need a convenient household account, and for truly committed unmarried couples. It protects gay couples whose relatives might attack a will. Your contribution to the joint account can be attached by your creditors, but your partner’s share can’t.

To put something in joint ownership, you list it as such on the deed, title, or other ownership document, specifying “with right of survivorship.” That’s important. Otherwise it might be argued that you held the property only as tenants in common (see below).

Joint ownership isn’t an inescapable trap. You can generally get out of it—although not always easily—even if the other owner objects. The ways of doing this vary, depending on your state’s laws. When a jointly owned property is sold, the proceeds are normally divided equally. If you all agree, however, you can make an unequal division. (Gift taxes might be due if one owner gives the others part or all of his share.)


Tenancy in Common



This is a good way to own a beach house or snowblower with a friend. Married couples use this method when they want to leave their share of a co-owned property in trust. So do unmarried couples who can imagine an end to their relationship.

Each tenant in common has a share in the property, although not necessarily an equal share. You can sell or give away your share at any time. In the case of a house owned in common, for example, your partner could sell his piece to his brother, and suddenly you would have a new roommate. If the owners fall out, one might buy the other’s share. Or one could file a partition lawsuit that might force the property to be sold.

You can pass your share of a co-owned property to anyone at death; it doesn’t automatically go to the other owners. If you die without a will, your share of the property will be distributed to your relatives, according to state law. So write a will.


Tenancy by the Entirety



This arrangement, for married couples only, must be established in writing (a properly worded deed will do it) and is recognized by twenty states. It’s similar to property owned jointly with the right of survivorship but gives each of the owners more protection. Neither of you can divide the property without the other’s consent. In many cases, it’s protected against one spouse’s creditors (assuming that only one spouse signed the debt). If you divorce, it’s automatically split 50–50.


Community Property



Nine states (Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, and Wisconsin) have community property rules for married couples. They declare that property acquired by either spouse, with money earned during the marriage, is owned by both, regardless of whose name is on it. This rule affects anyone who ever lived in a community property state. Even if you move away, your community property keeps its character. It is always 50 percent owned by each spouse (although, as a practical matter, this ownership right can be lost if you don’t document it when you move to a non–community property state). The portion of a private pension earned during a marriage is usually community property, but Social Security isn’t.

During life it is hard to dispose of your half of the community property without the other’s consent. At death, things change. If your state lets you hold your half of the property with right of survivorship, it goes to your spouse. If not, you can generally leave it to whomever you want; it doesn’t have to go to your spouse. Unlike jointly owned property, community property goes through probate (that is, unless you hold it in trust or use some other probate-avoiding mechanism allowed by your state). For more on probate, see page 129.

All the states have slightly different rules about what is not community property. They generally exempt inheritances, gifts, and property acquired before marriage. Most (but not all) states exempt property acquired before moving to the state. However, in order for separate property to stay solely yours, it has to be kept apart from the property you own together. If you inherit money and want to maintain sole ownership, put it into a bank account or other investment in your own name. If you mix separate property with community property, it may join the community whether you mean it to or not.

You can get out of community property if you’d rather hold your assets in some other way. Each state runs its own escape routes. For example, you might make a gift of your community property interest to your spouse. You might sign an agreement specifying what is community property and what isn’t. In most of the states (but not all), you can annul the community property rule with a premarital or postmarital agreement. Non–community property can be owned separately or jointly, as you prefer.

Why Most Married People Love Joint Ownership

1. It makes marriage a partnership; share and share alike.

2. When one of you dies, the other automatically gets the goods. No doubts, no delays, no tears, no probate.

3. The other owner can’t wheel and deal the money away. As a practical matter, most joint property cannot be sold or borrowed against unless both of you sign.

This applies especially to real estate and securities registered in your personal names. Securities held in the name of a brokerage house (“street name”—see page 801) are another story. It normally takes only one of you to buy and sell, even if the account is jointly owned. Similarly, mutual funds usually allow either of you to make telephone switches. But be it a mutual fund or a brokerage account, neither of you should be able to take the money and run. A check for the proceeds of any sale will be issued in the joint names. (This doesn’t prevent some spouses from forging the other’s signature!)

Your most vulnerable property is a jointly owned bank account, which your spouse can easily clean out.

4. In divorce, a joint owner is a more formidable force. Under state laws, the marital assets are supposed to be divided fairly, without regard to who holds title. But possession might still be seven-tenths of the law. If you hold the property or at least have your name on it, your bargaining position is stronger than if you don’t.

5. Out-of-state property passes to the other owner, without probate in that state. This saves your survivor some time and money.

6. Say there’s a debt that you’re not responsible for, such as a judgment levied against your spouse. If he or she dies, those creditors usually can’t collect a dime from joint property. During your spouse’s lifetime, however, joint property is vulnerable—to what extent depends on the laws of your state. You get the most protection in a tenancy by the entirety (page 87).

Why Some Married People Hate Joint Ownership

1. If one of you splits, he or she can clean out the bank accounts and safe-deposit box. You can file a lawsuit to get back what’s yours, but the effort might cost more than it’s worth.

2. Some investments can’t be sold if one of you is too sick or senile to sign the papers or too sore to cooperate. A durable power of attorney solves the sick-or-senile problem. The second is all yours.

3. You can’t set up a bypass trust to reduce your estate taxes if your property is jointly owned with a right of survivorship. So if you’re wealthy, this form of ownership costs you money. However, joint property can be disclaimed into a bypass trust. You disclaim an inheritance when you refuse to accept it. If you’re disclaiming for tax purposes, federal law gives you nine months to decide. The inheritance then passes to the next person or people in line, perhaps in trust.

4. Your kids might lose money if you marry more than once. Say you put all your property into joint names with a new spouse—and die. That spouse gets everything and can cut out the children from your previous marriage. Don’t assume that your new spouse will do the right thing by your kids. The spouse may have his or her own children, who might want the money kept in their part of the family and will pressure an elderly parent to comply. Separate property plus a prenup make things simpler for everyone.

5. Joint property can be tied up for a long time in divorce because it often can’t be sold until both spouses agree to sign. Separate property can be sold anytime you want unless a judge ties it up during a contested divorce.

6. In community property states, you’ll save taxes by choosing community ownership rather than joint ownership. When an owner dies, any taxable capital gains on the property are erased. This applies to only one-half of joint property but all of community property.


Joint Property for Unmarried People?

The Weak Case in Favor

1. It passes automatically to the other without a will and without probate. This is a strong case only for committed couples—for example, gay and lesbian couples whose families disapprove of the relationship and might challenge a will. A carefully drawn will usually can’t be broken, however, except by a surviving spouse who wasn’t left the share of the property required by state law.

2. It’s a sign of good faith.
 
3. It’s convenient. A mother and daughter living together might want a joint account for household bills.


The Strong Case Against



1. If you want to take your property out of joint names and the other person refuses, you may have the devil’s own time getting it back. Only bank accounts are simple to reclaim. You just take the money out (unless …

2. … the other person got there first. Either owner can empty a joint bank account. You’d have to sue to get your money back.

3. You might need both signatures to sell an investment or to cash a check for the proceeds of a sale. What if your ex-mate gets sore or leaves town?

4. Say you put your investments in joint names with your son, who manages them for you. His business goes broke. His half of your property could be attached to pay his debts. (He can manage your money just as well with a power of attorney or through a trust.)

5. Assume the same story, except that your son gets divorced. Part of your property might go to his ex-wife.

6. Same story, only you have two sons. When you die, Son One inherits your investments, and Son Two gets nothing. Joint property usually goes to the surviving joint owner, cutting other beneficiaries out. (A few states might allow you to designate that your joint account will go half to Son One and half to Son Two or your other beneficiaries.)

7. The relationship might end but not joint ownership. For example, say that you and a partner own a house together. Even if the partner buys you out, you’re still on the mortgage and are fully responsible for the debt. Only the lender can release you, and the lender may refuse to do so. If your partner (ex-partner) quits paying the mortgage without your knowledge, the default will show up on your credit report. Ditto any liens that your ex’s creditors put on the house. If the bank comes after you for the mortgage payments, you’ll be supporting your ex-partner’s real estate investment and getting nothing in return—unless a written agreement allows you to force the sale of the house to recover the money you put up.

8. If you’re rich enough to owe federal gift and estate taxes (page 120), you can trigger a tax liability when: (1) Stocks or real estate go into joint names, and the owner doesn’t pay for his or her half share. (2) The noncontributing owner takes money out of a joint bank account or U.S. Savings Bonds. (3) One of you dies. All joint property is taxed in the estate of the first owner to die except for anything that the survivor can prove he or she paid for. These rules, incidentally, apply only to joint owners who aren’t married. Most married couples* can give, or leave, each other property without paying federal gift or estate taxes. At this writing, you can also give away $13,000 annually, tax free—$26,000 for gifts made with a spouse—to each of as many people as you want. (This exemption may change when the estate tax rules do—page 120.)


In Either Case …



Own your cars separately. If you cause an accident and are hit with a judgment that exceeds your insurance, your other property can be attached—and so can the property of the car’s joint owners. If you own the car alone, no one else will be affected.

If There’s a Child …

He or she may have rights to property and support provided for in law.

Ownership in Same-Sex Marriages, Registered Domestic Partnerships, or Civil Unions

Federal tax law doesn’t recognize these unions, but states that authorize them do. In these states, you have the same property, inheritance, and state estate tax rights as traditional married couples, so check all the ways of owning property together, listed above.


Should Your Kid Own It?

That’s a close call. Congress wiped out most of the tax break that used to encourage parents to shift investments into their children’s names. Today, a small amount of the child’s unearned income—interest, dividends, and capital gains—passes tax free, and an equal amount is taxed at the child’s own rate. The rest is generally taxed in the parents’ bracket for dependent children under 19 years of age or dependent, full-time college students under 24. (For the latest unearned-income amounts, see Publication 17, Your Federal Income Tax, at www.irs.gov.)

The tax break still works for children who save the money until they grow up. Any interest or dividends they earn may be low enough to fall into their own tax bracket. If they don’t go to college and start supporting themselves, they can sell at age 19 or older and pay the capital gains tax in their own bracket, which may or may not be lower than their parents’ bracket.

It’s another matter if the child goes to college and will need this money for tuition. Investment proceeds are taxed in the parents’ bracket. Families saving for college are far better off with 529 plans (page 667), where investment income and capital gains can pass tax free.

If you do want to make a money gift to children, it has to pass through the following four wickets:

1. You won’t need the property back. This isn’t Ping-Pong. Whatever you give your child is his or hers to keep.

2. You have the sort of kid who won’t take the money and blow it. Gifts are generally given under the Uniform Transfers (or Gifts) to Minors Act. At age 18 or 21, depending on state law, the property will belong to the child unless it’s protected by a trust or some alternative, such as a family limited partnership (ask a lawyer about that one).

3. The small tax savings are worth the loss of flexibility.
 
4. You think that your child won’t be eligible for much college aid. Eligible students get larger grants or loans if the savings are in the parents’ name rather than the child’s name (see page 686).

There are better and worse ways of giving money and property to a child under 18. Here are your choices:

1. Outright ownership. You hand the money to the child with a ribbon around it. That’s okay for a $100 birthday present or a $50 savings bond at a bat mitzvah. But don’t do this with larger sums. Sometimes access to the money is too easy: the child can cash out bank accounts or savings bonds whenever he or she wants (although you could hide the bonds!). With stocks and real estate, on the other hand, access is too strict: it’s tough, sometimes impossible, for your son or daughter to sell the property while underage.

Some people think they have given money to a child by opening a bank account in trust for him or her. Not so. You still own the money and pay taxes on the interest. It doesn’t pass to the child until you die.

2. Joint property. Forget it. Putting property in joint names with a child is even worse than giving it outright. You can’t sell the whole property without the child’s consent. If the child is underage, he or she usually can’t give consent without the agreement of a court-appointed guardian. You still owe taxes on at least part of the income. If you die rich enough to owe estate taxes, the entire property can be taxed in your estate (depending on your state). The only joint property that you can liquidate easily is a joint bank account. But that doesn’t even count as a gift, or save you taxes, unless the child withdraws the money.

3. College 529 plans. If you intend that the money be used for higher education, 529 plans (page 667) are the ticket. The money accumulates tax deferred and can be withdrawn for college expenses tax free.

4. Uniform Transfers to Minors Act. In the states that have passed it, UTMA makes sense for substantial gifts intended for purposes other than higher education. Cash, stocks, mutual funds, bonds, real estate, and perhaps even insurance policies can be given to an adult acting as custodian for the child.

The custodian—typically, your spouse, the child’s parent, or some other close relative—manages the money and can spend it for the child’s benefit. Most states require the remaining money to be distributed to the child at age 18 or 21, although some have extended the time period.

States without UTMA have the older but similar Uniform Gifts to Minors Act (UGMA). With UGMA, however, you can’t transfer real estate or other complex types of property.

Gifts under UTMA or UGMA pass with no muss and no fuss. Your bank, mutual fund, stockbroker, or insurance agent can give you the papers and tell you where to sign. In fact, it’s almost too easy. Without legal advice, you might make a gift that you’ll regret.

Don’t name yourself custodian. If you do, and you die before the child becomes a legal adult, the money will be included in your taxable estate just as if you hadn’t given it away.

5. Trusts in the child’s name. To give a child a large sum of money, see a lawyer experienced in trusts. A true gift has to be an irrevocable trust—meaning that you can’t change the beneficiary, cut the child out, or take the money back. These trusts can do almost anything you want: accumulate the income or pay it out; pay out income but not principal; or hand over the money at whatever age you think your child will be grown up. (No, don’t wait until 50; if the child doesn’t grow up earlier, he or she never will.)

Don’t use trust income for the child’s support, and be sure that the trust so specifies. Support is your legal obligation. If the trust picks up your obligation—by paying for your child’s food and clothing—that income can be taxed back to you.

So here’s the big question for well-to-do parents: Can trust income be used to pay for private school or college? In divorce courts, education is increasingly considered a legal obligation for parents with money. But so far, there has been no tax attack on the many trusts that pay your child’s school and college bills. Parents should not sign a contract to pay tuition if a trust is involved. However, it’s okay for them to sign as trustee.

Should a Living Trust Own It?

Maybe. A lot of people set up living trusts, principally to avoid probate. They shift the property out of their own names and into the trust, naming themselves trustee. But probate isn’t the black hole it used to be. Most states have simplified their laws, making the process pretty straightforward. You’ll find a discussion of probate and living trusts in chapter 6. That will help you decide whether having a trust is worth the cost and paperwork.

My view? These trusts are suitable only for a small group of people. If you’re not among them, don’t waste your money.
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Willing Makes It So

Wills and Trusts—For Everything You Can’t Take with You

The three immutable facts: You own stuff.
You will die. Someone will get that stuff.

Please write a will. I’m on my knees. Just do it, please. Your family will praise your sainted memory. It will settle their minds and settle the arguments (or most of them). The people you care about will think of you as someone loving and fair. (A sense of fairness trumps all when an inheritance hangs in the balance.)

If you don’t write a will or set up your property so that it passes directly to its proper new owner, the result may not be fair. You’ll have lost your right to choose. Instead your state will distribute your property, following rules already written into law. Your state means well, but it’s not too clever, brooks no appeal, and makes no exceptions. Various relatives will get pieces of your property, but no one else—and no one will get more than the state-allotted share, even if it’s unfair. Depending on the state, a spouse can get the short end of the stick.

You don’t want this to happen—or I hope you don’t. Yet many people who know better don’t write wills or living trusts and are not moved by the risk of leaving a mess behind. Maybe they don’t intend to die. Neither do I, but I have a will anyway, just in case.

While I’m here on my soapbox, let me also nag at those of you whose wills or trusts are out of date. Old wills, written before your income went up, before family members married, divorced, or died, or before laws changed, can wreak just as much havoc as no will at all.

Making a will is so engrossing that it beats me why anyone has to be dragged to it. As you assign your computers to Barbara and your antique table to Jeff, you imagine their gratitude. You feel like God; you arrange everything.

I’ve heard plenty of excuses for not writing a will. To answer some of them: You can write a will even though your financial affairs are a mess. You don’t have to have your property appraised. Neither the witnesses to the will nor the beneficiaries have any right to know what is in it. Your property isn’t locked up in any way. You can change things as often as you want. You won’t suddenly drop dead.

Without a Will …

[image: image] If you’re married, not all of the property may go to your spouse (depending on state law). It may not go to your registered domestic partner, either.

[image: image] If you have children, or no children but a living parent, they may inherit some of your money, leaving your spouse with too little to live on. Grown children will receive their money directly. The money inherited by younger children will be guarded by a court-appointed conservator. If your spouse is conservator, he or she will be able to use it only for the children’s support. The court will have to approve certain expenditures and may require an annual accounting.

[image: image] A court will choose the conservator of your minor children’s property. Your spouse will be named, if he or she is alive and competent. If not, some other relative will step in—maybe not the one you love best.

[image: image] If the child will inherit money, a fight might break out among your relatives over who should care for the child and control his or her inheritance.

[image: image] There probably won’t be a trust to take care of your young children’s inheritance. Trusts are useful because they let you decide, among other things, when the child should receive the money: for example, at age 25 or later. Without a trust—just a state-appointed conservator—the children gain control of their money at 18 (sometimes 21, depending on state law). If they’re not ready for the responsibility, too bad.

[image: image] Adopted children might get nothing.

[image: image] Stepchildren get nothing, even if they’re close to you.

[image: image] Neither do your friends or your partner.

[image: image] Your grown children might battle in the courts. They might also fight with a second spouse or the second spouse’s children.

[image: image] Part of the family might be cut off from the family business.

[image: image] A closely held business might have to be sold fast if the estate isn’t permitted to run it.

[image: image] You can’t leave your favorite things to your favorite people.

[image: image] You can’t leave a contribution to a church or charity.

[image: image] Your disabled child might inherit money, disqualifying him or her from government aid.

[image: image] Everyone will be sore at you.

If you’re married, wills sometimes seem to be beside the point. You simply put all the property into joint names so that your spouse will inherit. But what if you die together in an accident? Who gets the property then, and how will any children be taken care of? You wouldn’t go out at night and leave your youngsters without a babysitter. Why would you go out forever and leave them without a guardian? If you have no children and the wife dies five days before the husband, everything may pass to his relatives, leaving hers out, or vice versa





	If you’re

	And die without a will, your property will go




	Unmarried, no children, parents living

	To your parents. In some states, they have to split it with your brothers and sisters.




	Unmarried, no children, parents dead

	To your brothers and sisters. If you were an only child, to your next of kin.




	Unmarried, with children

	To your children, but probably not to stepchildren. The court appoints a guardian for your minor children and their funds.




	Unmarried, no relatives

	To the state.




	Married, with children

	Depending on the state and the size of the estate, all to the surviving spouse or part to the spouse and part to the children. The spouse may get one-third to one-half of your separately owned property, part or all of the community property, and all of the joint property you held together.




	Married, without children

	Depending on the state and the size of the estate, all to the surviving spouse or part to the spouse, part to your parents, and perhaps even part to your siblings. The spouse may get one-half of your separately owned property, part of all of the community property, and all of the joint property.




	Registered domestic partner

	The same intestacy rights as a married person in most but not all of the states that permit this legal arrangement.




	Single or married

	Any property jointly held with another person, with right of survivorship, goes to that person. Property with a named benefciary, such as an insurance policy, pay-on-death account, or IRA goes to that benefciary.





(the exact number of days depends on state law or what it says in the will). If you die together and are worth more than the estate tax exemption as a couple (page 120), your estates will owe federal taxes that could have been avoided if you’d drawn a will with the proper trust.

Single people may not care that everything goes to their parents. But it takes a will (or living trust—page 130) to include a friend, a partner, a roommate, a church or charity, or, in most states, a sibling. A will is especially important for live-in couples, straight or gay. If your parents hate your way of life or aren’t fond of your partner, they may vent their anger on the survivor, seizing property he or she ought to have. They might take it even if they like your partner, because they got greedy. People surprise you when money is at stake.

Innocents think that even without a will, property passes to the person who most ought to own it. How mistaken they are! What’s “right” under state law may be all wrong for your family and friends. Laws vary, but the following table gives you a general idea of what could happen if you die intestate (without a will). For your state’s specific rules, see www.mystatewill.com.

What Passes by Will?

For many of us, surprisingly little passes by will nowadays. Here is what happens to some of your major assets, whether you have a will or not:

[image: image] All joint property with rights of survivorship goes to the other owner or owners. This includes a home in joint names.

[image: image] Property with a named beneficiary goes to the person named. This includes your life insurance, U.S. Savings Bonds, Individual Retirement Accounts, tax-deferred annuities, and bank accounts held in trust for others. Employer plans such as 401(k)s go to your spouse unless he or she waives that right—in which case, the money goes to whomever you name.

[image: image] Property disposed of by contract goes to the person named. For example, you might state in writing that your house goes to a daughter or son who takes care or you in your old age. To make it binding, your son or daughter should sign it. Unsigned, it amounts to no more than a handwritten will, which your state may or may not accept.

[image: image] Property put into a revocable living trust goes to the beneficiaries of the trust.

[image: image] The usual sort of personal property that we all own—the clock, the sugar bowl, the TV set—is usually divided by private agreement without a will, assuming that no one in the family lodges a formal protest. Many states even let you transfer title to an automobile without cranking up the probate machine.

What property does pass by will? Any asset that you own individually (including your half of community property and property held as tenants in common—page 86) and does not have a named beneficiary. If everything is held jointly or goes to a named beneficiary, there may be nothing left to pass by will. If there are just trivial amounts, no probate will probably be required. But remember: you may own property you know nothing about, such as a big legal settlement paid if you died in an accident. Your will directs where that will go.

What If Your Will Says One Thing but Your Property Deeds and Beneficiary Forms Say Something Else?

This happens all the time and can be a tragedy for heirs. You may assume that your will takes care of everything. But it does not apply to joint property or property with named beneficiaries. If the names on those properties don’t harmonize with the intent expressed in your will, tough luck. The people in your will lose out.

It’s oh, so easy to make mistakes. For example, you might say in your will, “Divide my estate equally between my beloved children, Patty and Bob.” Later you put Patty’s name on your bank account so that she can help you pay your bills. When you die, the account will probably go to Patty. Too bad for Bob. To avoid this, give Patty your power of attorney. That frees her to write checks for you without being on the account. On your death the remaining money will still be split between Patty and Bob, as you intended. Another option is a convenience account, if your bank offers them. Patty can write checks, but any money left in the account will be divided according to the terms of your will.

Here’s another mistake that could devastate your heirs: you might leave your Individual Retirement Account to the wrong person. For example, say that your will leaves the IRA to your spouse. But years ago, before you married, you named your sister as beneficiary of the IRA and never got around to changing it. If you die, your sister gets the money; your spouse is cut out. (When you married, you should have told the IRA trustee—the bank, mutual fund group, brokerage firm, or insurance company—to send you a change-of-beneficiary form by the speediest mail.)

And again: your will might set up an estate tax–saving trust for the benefit of your children, to hold, say, $3.5 million of your assets. But your major asset is your mansion, which you keep in joint names with your spouse. You also have a life insurance policy naming your spouse as beneficiary. When you die, your spouse gets the mansion and the life insurance. There may not be enough in your probate estate to fund the children’s trust. Several thousand dollars’ worth of estate planning will have gone down the drain, along with the tax savings you’d hoped for. (You should have kept at least $3.5 million in your separate name or named your estate the beneficiary of your life insurance.)

And yet again: if you open a new brokerage account, the broker may advise you to name a “pay on death” beneficiary in order to avoid probate. All the money in that account would go to the person named, regardless of what it says in your will. This too could wreck a lot of careful planning.

The lawyer who prepares your will should quiz you about all the assets you own to see how they’re held, what they’re worth, and whether you have named beneficiaries. You may be advised to change the beneficiaries of insurance policies and retirement plans to make the will work the way you want. If you write your own will (see page 103), these complicated ownership questions will be entirely in your hands. If you slip up, you may leave some family members less than you intended. That could sour relations among your children for many years.


If Virtually All of Your Property Is Disposed Of in Other Ways, Why Bother with a Will or Trust?



Several reasons:

[image: image] To name a personal guardian for your minor children and a conservator for any money they inherit.

[image: image] To name a trustee to protect your children’s inheritances until they can manage their own affairs.

[image: image] To dispose of property you didn’t expect to own. This especially affects married couples. Say that a husband with no will inherits from his wife. If he himself dies soon thereafter (perhaps because they were both in the same auto accident), the property and the children will be left in the arms of the state.

[image: image] To dispose of any property you get after your death. You actually can get rich posthumously. For example, if you die in an accident, a jury might bring in a big judgment payable to your estate.

[image: image] To avoid fierce family arguments over who gets the beloved painting of Uncle Carll.

[image: image] To dispose of your half of jointly owned property if both you and the other owner die in the same accident.

[image: image] To make sure that your probate-avoiding tactics work. If you set up a living trust, you need a pour-over will. It guarantees that any property you forgot, or that comes to you after your death, will be added to your trust.


The “I Love You” Will

This is the basic will for married couples. You each leave everything to each other and, if you both should die, in trust for the kids. Simple, clean, and cheap. Complications arise only if you have kids from an earlier marriage who may need protection; you have kids with special needs; or you’re wealthy enough to owe estate taxes.

An I-love-you will for singles leaves everything to a partner or to a few other named beneficiaries. It couldn’t be easier.

Do You Need a Lawyer?

Strictly speaking, no. You can draw up your own will. But a lawyer who represents himself is said to have a fool for a client. I think the same about people who, having assets to leave behind, still handwrite their wills and stick them in desk drawers.

Centuries of tradition and legal precedent stand behind the formalities of wills. The words are precise (if often legalistic) to avoid ambiguity. The procedures are as orderly as a ballet, to make it irrefutably plain that these indeed are your intentions. Homemade documents, which are clear to you, may be so vague to others that your heirs (if they squabble) have to get a reading in court. The will may even be thrown out and your property distributed according to state law. Books and computer programs exist that guide you through writing a valid will, but they take a lot of time and study. A lawyer should charge a modest fee for a simple I-love-you will (plus a living will, health care proxy, and durable power of attorney), although you can pay in the thousands for a document that is complex. The first meeting, to discuss objectives and fees, ought to be free—so make that phone call! You have nothing to lose.

Here’s why you need an attorney:

To Say Exactly What You Mean. If you leave money to “Ada and her children,” do you mean “Ada, if living, and if not, to her children”? Or do you mean “divided in equal parts among Ada and her children”? Or “one-half to Ada and one-half to her children”? Who knows? Depending on the state, Ada and her children may become joint owners, Ada may get the income from the property for life, or Ada may be able to occupy the land for life, with the children inheriting it after her death.

To Advise You on How to Hold Your Property: Jointly? Individually? In trust?

To See That the Names on the Property Agree with Legacies in Your Will. I’ve said it before, and it’s so important that I’ll say it again. Here’s where many estates get fouled up. Your will says one thing, but the names on your property say another. For example, take a will that divides the property equally among three children. For help with money management, however, the parents put one child’s name on the securities account. That child will inherit the whole account plus one-third of everything else. The other children will be shortchanged. Lawyers watch out for this.

To Clue You In on Your State’s Weird Inheritance Laws. For example, if you leave someone a house with a mortgage on it, your estate might have to pay off the loan unless you specifically indicate it shouldn’t. Your spouse may be entitled to the family home unless he or she waives that right. If one of your children witnesses the will, he or she may not be able to inherit.

To Reduce Estate Taxes If Your Estate Is Larger than the Federal Estate Tax Exemption (page 120). Even smaller estates may be subject to taxes at the state level.

To Provide for “Advancements.” Say that you’re leaving your money to all your children equally. But one child needs financial help to pay for his own children’s college or to buy a house. You can treat the money as an advance against his inheritance, if the will so provides. You attach a schedule to your will, showing how much that child received. When you die, that amount is subtracted from his or her inheritance, preserving your original goal of giving all your kids the same amount.

To See That Your Heirs Are Not Robbed of Their Share of Your Closely Held Business. Unless someone agrees in writing to buy out your interest, the business may be worthless to the family you leave behind.

To Ask Questions That Might Not Occur to You. For example, do you want your executor to post a bond to ensure that he or she won’t misappropriate the assets? If you chose a family member as executor, you probably won’t want him or her to have to pay. But your will must specify that no bond is needed.

Another example: If one of your adult children dies before you do, who should inherit his or her share of your property? Do you want it to go to your child’s children (your grandchildren)? Do you want it to go to your late child’s spouse? If your will simply leaves your property to your “surviving children,” and one child dies before you do, the money will go to your other children, cutting your deceased child’s children out.

To Deal with the Questions Surrounding Assisted Reproduction. For example, if you’ve stored frozen embryos, do you want the surviving parent to be able to produce a child after your death? If you served as a surrogate womb for an infertile woman and your will leaves your money to “all my children,” does that include the child you bore for someone else? What about a child born of a donor’s sperm? If a large trust is involved, a swarm of children with the right DNA might show up—none of whom you meant to share in your property. Betcha hadn’t thought of complications like these! In 2008, the Uniform Law Commission established rules for sorting out these claims but it will take time for the states to adopt them. In the meantime, state courts are struggling with some weird cases. You can head off potential trouble in your will.

To Suggest Smart Strategies for Doing Right by Your Heirs. Tell your lawyer everything; your feelings about your family, what worries you about your kids, whether you expect quarrels among your heirs (sibling quarrels, or fights with a second spouse and stepchildren), and what you hope to accomplish with the money you leave behind. Disclose all your assets, debts, and any income you expect to leave behind. Your lawyer will have good ideas about how to mobilize your money to leave your heirs well supported and, if possible, at peace.

To Make Your Will Challenge-Proof. All the formalities have to be followed. You need the right number of witnesses, all of whom can testify—if required—that you knew you were signing your will, that you were competent to do so, and that the signature on the will is yours. Where there’s no contest, your will is self-proving. It’s admitted to probate without any testimony from witnesses.

Homemade Wills

You don’t believe me. You think you’re smarter than a lawyer and don’t see why you should pay him or her to complicate your life. So …

You Handwrite a Will, Sign It, Date It, Leave It Unwitnessed, and Put It in Your Desk Drawer. Is it valid? Yes, in about 30 states; no, in the rest. The bad news for lawyerphobes is that you have to ask a lawyer what your state allows. Some require that every word be handwritten; others might accept your handwriting on preprinted will forms; others will throw out an unwitnessed will.

Even if the will is good, its terms may be fuzzy. That won’t matter as long as your heirs agree on where you wanted your money to go. But if they disagree, your “will” could set off a terrible fight. People who boast that they’ve done their own wills wouldn’t be so smug if they saw what could happen later.

You Type a Will, Sign It, Date It, and Put It in Your Desk Drawer. At this writing, it’s invalid in all but three states (Montana, South Dakota, and Colorado), and it’s not even foolproof there. It is not considered a handwritten will. To validate it, you need the signatures of the right number of witnesses. And both you and the witnesses have to follow certain procedures, required by your state, for creating a valid will.

You Get Witnesses. You must be sure to follow the rules. The witnesses may have to see you sign or hear you acknowledge your signature to them. You may have to tell the witnesses that this is your will. You may have to see the witnesses sign, or they may have to sign in the presence of one another. Some states and courts will accept a will with minor technical flaws as long as no one challenges it (the “harmless error” rule). But others won’t, and there’s no way you can tell in advance. Who witnesses the will may also be critical. Many states put limits on what a witness can inherit. A few states don’t let a witness inherit anything.

You Type a Will, Sign It, Date It, and Get It Notarized. This way of legalizing a will was approved by the Uniform Law Commission in 2008. Your state has to adopt it, however, for it to become effective.

You Fill In the Standard Do-It-Yourself Will Form That a Few States Provide or That You Find Online. These forms are fine, in theory, for simple wills (“everything to my spouse” or “everything to my children”). But they don’t allow for many choices. Like a typed will, they need witnesses. If you misinterpret the instructions and make a mistake in getting the will witnessed, it probably won’t be valid.

You Tell People Orally What You Want. Not accepted in many states. In others it’s a valid will only if you’re in imminent danger of death, not much property is involved, and several witnesses hear you. Some states allow only soldiers in combat to have oral wills. If you survive longer than a certain period, your oral will evaporates.

You Videotape Yourself Reciting Your Bequests. You do not have a will. A tape generally has no formal standing in law, although a court might recognize a particular set of bequests as valid. A videotape of you signing the will, however, can prevent unhappy relatives from charging that you were too woolly-headed to make decisions.

You Prepare Your Will Online, Providing a Digital Signature. At this writing, electronic wills are legal only in Nevada, and you have to jump through hoops to be sure that the will can’t be hacked. Consult a Web-savvy lawyer.

You Get a Book on How to Write Your Own Will and Follow the Instructions. If you’re patient, and read the directions carefully, there aren’t too many mistakes in the book, and your affairs are truly simple, maybe it will work. Daredevils might consider Quicken WillMaker Plus by Nolo, the leading publisher of do-it-yourself legal materials. It covers both wills and living trusts. Order online (www.nolo.com) or by phone (800-728-3555). You might also try LegalZoom (www.legalzoom.com). You fill in a form online and receive a will in the mail.

But even with guidance, you’re better off not writing your own. In simple situations, the cost of a lawyer is surprisingly small and worth every penny. If your situation is more complex, look for a lawyer who specializes in wills and estates. The more a lawyer sees of what can happen in a family after a death, the more sensitive he or she becomes to how exact a will has to be.

Joint Wills

A joint will is a single will for two people, usually a husband and wife. They might each leave all the property to the other, and to the children equally when the second spouse dies.

I believe in sharing secrets, sharing beds, and sharing property—but not in sharing wills. Don’t do it. A joint will can be hard to change without the consent of your spouse. The surviving spouse might not be able to change it after the first spouse dies. And it might not qualify for the marital deduction—the provision in the tax code that normally lets you leave everything to a spouse, free of estate tax. That would be a disaster for people wealthy enough to owe estate taxes.

Naming an Executor

The executor—known in many states as the personal representative—sees that your will is carried out. It’s a tiresome, detailed, time-consuming, thankless job. You’re doing no favors for the person you name. All the property has to be tracked down and assembled (no easy job if you didn’t keep good records). Creditors notified. Heirs dealt with tactfully. Arguments settled. Bills and taxes paid. Property appraised and distributed or sold. Investments managed until they can be distributed to their new owners. Final accounting to be made to the heirs and, perhaps, to the courts.

The executor usually works with a lawyer who handles the technical details, so you don’t need an expert in estate law or high finance. You need virtues that are much harder to find. An executor has to be willing, reliable, well organized, honest, responsible about money, fair minded, and sensitive to the worries of the heirs. The usual practice is to ask an able heir (or friend) to do the job. If you name a professional executor—a bank or a lawyer—include a family member as coexecutor, just to keep things moving along. Get permission before putting down someone’s name. If money is misspent or errors made, the executor can be held personally responsible.

Friends or family members usually don’t ask for compensation. But you should specify this in the will; otherwise they may claim the commission allowed by law, even though you expected them to serve for nothing.

When banks or attorneys are executors, however, they may charge, and charge, and charge—sometimes by the hour, sometimes a fixed fee, sometimes a percentage of the assets in the estate that goes to probate. Your estate will pay less if you keep the executorship at home and let your family hire a lawyer by the hour or by the job. Executors should shop for lawyers, asking more than one what they’ll charge. Like any other businesspeople, lawyers cut fees for jobs they want and that they know are up for bid.

In a state with simplified probate laws (page 129), legal fees will be lower because there are fewer court procedures. Your family may not even need an attorney. The job might be easy enough to do themselves. Most states now have instructions online. Alternatively, your executor can go to the courthouse and ask the clerk of the probate court what’s involved or have a onetime conference with a knowledgeable lawyer. Very small estates might not have to go through probate at all.

Who Gets the Andirons?

“How nice. Mommy Dearest left me a nice, round one million dollars—but what did you say? Sandy took the andirons? They were supposed to be mine! I’ll sue!”

And so it goes. Personal property usually goes to a surviving spouse. If there is none, it’s often divided equally among your heirs, leaving it to them to decide exactly who gets what. If your heirs fall out, money may not be the issue. They’re more likely to fight about all the things that can’t be split: the music box, the opal earrings, the antique pool table.

To avoid this, talk with your kids about which of your personal items matter to them the most. You may be surprised. They might not value the furniture you inherited from your own mother but love sentimental items of lesser monetary worth. When two people want the same thing, discuss it with them and broker a trade-off (Sue gets the Oriental rug, but Diane gets the bracelet and the brooch).

Once the main items are settled, make named bequests; the andirons to Sandy, the feather boa to Sarah. The easiest way is to put your desires in a separate letter attached to your will. You can then change your mind about the andirons without having to reexecute the will itself. In some states this letter has the force of law if your will states that you’ll leave a letter and if the letter is properly written. For example, it should be signed and dated, and say specifically that you want these particular people to get these particular items. In other states, you’re simply depending on your family and executor to cooperate.

The letter might also tell your heirs which items are of special value. Identify paintings, prints, and craft items picked up on your travels. If you collect Batman comics or Japanese netsuke, leave the name of a dealer who might buy them back. Guns should be left to a person who can possess them lawfully.

For all the items not worth naming individually, suggest to your kids that they do a round-robin, each picking something in turn. You might name a third party to distribute items the kids can’t agree on.

Leave some information about items of sentimental value. “I bought that wonderful green silk pillow in Thailand on our twenty-fifth anniversary trip.” And the history of family heirlooms: “The dried flowers in the brass and glass paperweight came from your great-grandmother’s wedding bouquet.” Your kids will be glad for the notes, to help them remember the provenance.

Blended families need to be especially sensitive to deep feelings of ownership. Take a family where the mother died and the father remarried a woman who had children of her own. On her death, the kids from the first marriage will probably want to inherit china or other items that their biological mother owned. So consider which side of each family the property came from when distributing even ordinary goods.

Talk with your children about other ways of distributing the personal property.

If you carry insurance on special items, such as a gun collection or an antique car, ask your insurer to make it available to an heir for a certain period. Then state in your will that the policy follows the gift. This protects the valuables from the time you die to the time the heir collects them and gets insurance of his or her own.

Pets (or “heirdales,” as rich dogs are called by Lawrence Waggoner of the University of Michigan Law School) are not allowed to inherit money. In a majority of states, you can leave a trust for their upkeep as long as the trustee is willing to carry out its terms. But the trust might not be enforceable if the trustee you name doesn’t want to bother. You might also leave a friend a bequest on condition that he or she adopt your pet. Either way, confirm with your trustee or friend in advance.


Settling Shares

Unequal shares, to people who feel that they ought to be equals, become an eternal thorn in the side. Aunt Emily’s last revenge on an irritating nephew is to leave him only $1,000, while his brother gets $2,000.

For the sake of family relations, equal shares are politic, with a few exceptions. If you’ve already put two kids through college and have one to go, that child deserves something extra for his education. He shouldn’t have to spend his inheritance on a college degree that, for everyone else, was financed out of family funds (see page 118 for a trust that can help with this problem). If one daughter married in lace and pearls, the other should be able to afford the same. If one adult child is rich and the other poor, you might all agree to help the one who really needs it (although beware of divorce; a rich child may be suddenly poor if his or her marriage breaks up).

When one child is treated differently from the others, you’re setting up a potential will challenge. Angry, the snubbed one may claim that the other siblings influenced you unduly. So leave a letter with your will, explaining why you made the choice you did. Even better, tell the whole family in advance.

Let the Sun Shine In

Don’t keep your kids in the dark about the will. Explain the provisions, by letter or e-mail, especially if you’re leaving them unequal shares. (It’s important to say it in writing; they might forget or misinterpret a mere conversation.) Clarify how much you’re leaving to charity or to people outside the family. Matters get especially touchy when stepparents and stepchildren are involved. If one of your heirs feels left out, he or she might challenge the will—in which case the lawyers will “inherit” the estate. So talk, explain, listen, adjust, and talk again. It’s the unexpected that sends families into a tailspin, making enemies of steps and siblings who might otherwise have gotten along. As long as they all understand what you’re doing and why, they’ll probably accept it, happy or not. And if you can make them happy with just a few changes, all the talk-talk was time well spent.

One caveat: There’s no need to tell your kids how much they might inherit. They’ll start spending that money, mentally, and feel cheated if the bucks aren’t as big as they expected. Instead, tell them that the ultimate size of your estate depends on a lot of things—how long you live, whether you’ll need long-term care, how well your investments do, how much you’ll spend in your retirement years, and circumstances unforeseen. Warn them that, in the end, there might not be a lot left to parcel out. Your “sunshine policy” has to do only with the fairness of the shares everybody gets.

Picking a Guardian

If you and your spouse both die, who better than Grandma to look after the minor children? The answer to that question is: practically anyone you can think of. Grandma paid her dues. She shouldn’t have to gear up for child rearing all over again. Furthermore, if your parents are named guardians, you are setting up your children to lose a mom and dad all over again.

A brother or sister is a better choice. So is an older, married child, a cousin, or a close friend who shares your values and way of life. Of course, the guardian should be willing to undertake the job. If you name a friend instead of a family member, spell out your reasons in your will. The family might challenge your choice, and you want the court to understand your thinking.

If your children are old enough to understand the question, ask them where they’d like to live if anything happened to you—and let them in on what you decide. Don’t be afraid to raise the issue. Children are often better able to cope with thoughts of dying than adults, maybe because to them death seems so remote. The older the child, the more important that he or she be part of the decision. Guardians raise the child, decide where he or she lives and goes to school, give medical consents, and influence the child’s values and decisions.

Besides a personal guardian for your children, you need a “property guardian,” or conservator, to manage their inheritance. That would be a trustee, if you’ve left the money in trust, or a custodian, if it’s left to the kids directly.

Consider whether you want the same person to exercise both the personal and financial functions. If your loving brother offers the perfect home but is an airhead about money, pick someone else to look after the child’s property. You don’t need a financial genius, just a conscientious person with common sense who is financially well organized and knows how to get good investment advice. He or she also has to get along with the child’s personal guardian. The guardian will need a regular allowance to help support the child, plus expenses for special items such as summer camp. You don’t want quarrels. It’s important that the child not be a financial burden on the guardian.

If you’re divorced, the personal guardianship of the children normally goes to your ex-spouse, as long as he or she wants it. A court will step in only if the parent is clearly unfit (say, a drug addict) or has legally abandoned the child. If you don’t think your ex-spouse is interested, name someone else and explain in your will why you made that choice. Your ex-spouse still gets first crack. But your candidate should come in ahead of all other contenders. You don’t have to name your ex-spouse the protector of the child’s money if you think he or she is financially irresponsible. But the keeper of the money should be able to get along with your ex and willingly pay out the funds the children need.

If you’re putting off naming a personal and financial guardian, consider this sad story. A few years ago, four people battled for the guardianship of a toddler whose parents were killed in a boat explosion. The contenders: an uncle, an aunt, a cousin, and a friend. What made the child so popular? A potential multimillion-dollar wrongful death settlement from the boat company. Too bad the parents hadn’t picked the guardians themselves.

Ways to Leave Money to Young Children

1. Use the Uniform Transfers to Minors Act (UTMA). UTMA accounts accept gifts left to the child in your will as well as gifts during your lifetime. The funds are left to an adult, who acts as custodian for the child. The law determines how the money can be spent and invested. The funds go to the child when he or she reaches 18 or 21 (higher, in some states). UTMA works well when the legacies are small.

2. Use the Uniform Gifts to Minors Act (UGMA), if your state doesn’t offer UTMA. Under UGMA, you may have to make the gift during your lifetime rather than by will. The custodian manages the funds until the child reaches 18 or 21.

3. Leave the money in a trust that your will establishes (a testamentary trust). This is the best solution for sums over $100,000 or so. It’s also best for property that starts small but will grow substantially over the years. Your trustee—a relative, friend, or bank—manages the inheritance and pays it to the child according to your instructions. He or she can dole out income and principal as needed for the child’s education and living expenses. The remainder is turned over to the child at the age you set. You can provide that the child gets the money all at once or in installments—say, at ages 25, 30, 35, and 40. You might make the child cotrustee at, say, age 23. That allows him or her to share in investment decisions without yet having to handle the money alone.

A trustee can be told to withhold payments if it seems to be in the child’s best interest. I think of this as the “crisis clause.” Do you want the child to have the money if he or she has just joined a religious cult and will give it every penny? If he’s mired in a nasty divorce? If she’s abusing drugs or alcohol? Maybe the child has a gambling habit or has proven to be a spendthrift. The crisis clause protects children from themselves.

Most parents set up a single trust for all the children. If one child has big medical bills or hasn’t been to college, those expenses can be paid out of common funds—just as they would have been if you had lived. Typically, the trust document will provide for all the money to stay in trust until the youngest child reaches, say, age 25. Then the trust dissolves, and everyone gets his or her appointed share. (At your death, however, a nominal payment might be made to the older children. If some children are quite a bit older, they might get a larger disbursement).

4. Name a legal conservator for the children’s funds. This is the option for people who don’t use UTMAs, UGMAs, or testamentary trusts. It the least flexible. State law determines what can be spent on the children and what investments can be made. The conservator makes an annual accounting to the court. When the child comes of age—at 18 or 21, depending on your state—he or she gets the money.

Leaving Property to a Partner

Since families may mistrust these relationships—especially gay and lesbian ones—the loving couple can’t be too careful. After the death of one, his or her parents might make a strong effort to carry everything away. If you want your mate to get your money, you need a will. And spell out specifically why you chose your partner to inherit rather than your family: “Mickey, who has lived with me faithfully for seven years …”

Leaving Property to a Registered Domestic Partner

Federal tax laws don’t recognize registered domestic partnerships, civil unions, or same-sex marriages. Neither do the laws governing Social Security or the inheritance of retirement plans. You’re in the same boat as any other pair of lovers.

But you generally do get equal treatment under the laws of the states that permit your union. Most of them let you inherit from a registered partner who died without a will. If your partner did leave a will but you weren’t mentioned in it, you may be able to inherit one-third or one-half of the probate estate, just like any other spouse. At this writing, states with domestic partnership, civil union, or similar laws include California, Colorado, the District of Columbia, Hawaii, Maryland, Nevada, New Jersey, Oregon, and Washington. Same-sex marriage is legal in Connecticut, Iowa, Maine, Massachusetts, New Hampshire, and Vermont (although the Maine law faces a voter challenge).

Redo your estate plan if you move to another state. Your new state generally won’t recognize same-sex unions contracted elsewhere. If you registered as a domestic partner in Oregon, you’ll have to do it again in New Jersey. At this writing, only New York and the District of Columbia recognize same-sex marriages performed in other states. Rhode Island recognizes Massachusetts marriages.

Divorce gets even more complicated. If a same-sex couple marries in Massachusetts, then moves to Florida and splits up, their relationship is in limbo. You can’t get divorced in Florida because it doesn’t recognize your marriage. And you can’t get divorced in Massachusetts because you don’t live there. Eventually, states will recognize each other’s laws, but for now, you need a lawyer who specializes in same-sex estate planning and has some creative ideas.

How to Ruin a Relationship

Your nieces Kathy and Martha love your antique grandfather clock, so you leave it to both of them. Your 1957 red Thunderbird with tailfins goes to your two grandsons. Three of your children inherit the beach house.

Is this generosity? Will it bring the new owners together in an orgy of sharing? Not likely. You may have created a monster that will eat your family up. Your nieces, once in perfect sympathy, may well fall out over whose turn it is to have the clock.

Few people can reach perfect accord over what to do with mutually owned property. Their personal and financial situations are different. So are their attitudes. If Martha moves to a distant state and takes the clock with her, how will Kathy get her share back? If your older grandson is a demon driver and wrecks the car, can the younger one force him to put it back into prime condition? What if the beach house needs a new roof but one of the owners can’t afford to pay? What if one owner wants to sell?

Anything that can’t be divided cleanly should either be left to one person or sold and the proceeds split.

More Will Facts

Execute only one copy of your will. If you sign more, the court will hold up probate until they’re all found. For extras, make photocopies.

Have your will checked when you move to a new state. A properly signed and witnessed will is usually valid everywhere. But ownership rights differ from state to state, which might make a difference to how your property is held.

Two ways to cancel a will: (1) The only sure way is to make a new one, specifically revoking all wills and codicils (legal additions to wills) that have come before. (2) You can tear up your old will or mark it “revoked and canceled,” with the date and your signature. But do so in the presence of several witnesses (young witnesses, who aren’t likely to die before you do) and say specifically that this will is no longer valid. Otherwise an heir might argue successfully that your executed will is merely missing. A photocopy in the lawyer’s keeping might then be accepted as a valid will, even though you meant to revoke it.

You should keep old wills, even if they have been canceled. If questions arise about the new one, the old will gives your heirs some guidance about your original intent. Even more important, if the new will is ruled invalid, the prior will comes back into effect. In general, it’s better to have a prior will rule the disposition of your property than to become subject to your state’s intestacy laws. So mark your old will “superseded” and keep it in your file.

The only way to make a small change in a will is to execute a formal codicil, amending it. Don’t ink out an old provision or insert a new one. In a few states and with some provisions, that might work; in most, it doesn’t. Any change should be signed, dated, and witnessed according to your state’s procedures. Otherwise the court will ignore the change or revoke the entire provision. Extensive changes might invalidate the entire will.

Say you leave your spouse money, get divorced, and die before you change your will. Does the ex-spouse collect? Generally, no. The rest of the will is usually valid, but your ex-spouse will be cut out. However, exceptions exist, so change your will as soon as the divorce negotiations get under way. If you don’t change your will and die when you’re legally separated but not divorced, your spouse will collect. Even if you do change your will, your spouse will collect his or her legal share (page 114) if you haven’t yet divorced.

If you’re getting divorced, immediately drop your spouse as beneficiary on your life insurance policy, employee benefits plan, IRAs, Keogh, 401(k), and revocable trust. If you don’t and die, most states allow your ex-spouse to collect even if you have married again.

If you’re in a registered domestic partnership or civil union, your partner may have the same rights to your property as a spouse. For example, registered partners may have “spousal” rights if you die without a will.

Say you leave half of your property to “my dear children, Justin and Matthew” without adding “any future children.” Then Heather is born, but you die before changing your will. Has she been disinherited? No, but how much she gets will depend on your state. She might get exactly what the other children do. Or she might be given what she’d have received if you had died without a will—which could be more or less than the other children inherit. The same is true for an adopted child. Unless specifically mentioned, a stepchild is out.

Say you get married but your will still leaves everything to your pals. Is your spouse disinherited? No. State law dictates that he or she get at least something from your estate. But it may not be as much as you want. Moral: execute a new will while the “I dos” are still on your lips.

Say you get married and regret it. Your will leaves nothing to your spouse. Tough luck. Your spouse will still collect something. His or her minimal inheritance depends on state law. For a short marriage, it might be $50,000; for a long one, half of all of the marital assets. Or one-third to one-half of the late spouse’s assets, regardless of the length of the marriage. Or the deceased spouse’s own share of the community property. The spouse is taken care of first. The bequests to the rest of the heirs are reduced proportionately.

A spouse won’t inherit, however, if you both sign a valid prenuptial contract to that effect, disclosing all assets in advance. You can write a postnuptial contract, too (page 149).

When leaving money to charity, check that you have the legal name and address. Many charities have similar names and might mount a fight over the bequest. Name an alternative charity in case the first one is out of business or no longer qualifies as a tax-deductible recipient.

If your estate will owe taxes, consider directing that the people who will receive small cash gifts and items of personal property inherit them free of tax. All the taxes will then be paid from the balance of the estate.

If you own homes in more than one state, establish one of them as your legal residence by voting there, paying taxes there, listing that address on your credit cards, getting a driver’s license in that state, and so on. Otherwise both states might try to tax your estate. Real estate, such as a vacation home, is taxed in the state where it’s located.

You can disinherit a child in every state except Louisiana. Your will should state specifically that you are leaving that child no money or property, or leaving a nominal sum such as one dollar.

Small bequests are usually stated in dollar amounts, such as “$1,000 for my friend Susan, if she survives me.” But it’s generally better to state major bequests in percentage terms rather than in dollar amounts. Consider what might happen if you leave $30,000 to each of three nieces and the remainder to charity, expecting the charity to get a large share. If the stock market crashes and your estate winds up with only $90,000, your nieces will get theirs and the charity will get nothing. So instead say “40 percent for the charity and 20 percent for each of my three nieces.” Alternatively, provide that cash gifts be reduced proportionately if they exceed a certain percentage of the estate.

Your will can forgive debts. In a community property state, however, you may be able to forgive only half of the debt. Your spouse would have to forgive the other half.

Some reasons to change your will: (1) a big rise or fall in your net worth; (2) a new child, by birth, adoption, or marriage; (3) marriage, separation, or divorce; (4) a child’s marriage, separation, or divorce; (5) a child’s college graduation; (6) the death or disability of an heir; (7) an illness in the family that may go on for life; (8) changing financial circumstances in your family or a child’s family; (9) a change in the state of a family business; (10) a change in the property or inheritance laws.

Are you holding investment real estate? If your heirs aren’t capable of managing real estate, leave a letter for the executor giving all the details about the investment, what it should be worth, and who is most qualified to sell it.

If estate taxes will be due and your estate is made up mostly of illiquid real estate, leave enough life insurance to cover the bill. When considering how large a policy to buy, remember that the policy itself may increase the value of the estate (although there are ways of getting it out of your estate—see page 121).

Does your net worth depend on a closely held business? Get buyout agreements with your partners, enough life insurance to cover estate taxes, and agreements to protect your family’s interests. Otherwise the business might prosper while your heirs get nary a penny.

All of your property doesn’t have to be distributed right away. You can set up trusts in your will and instruct the trustee to hold the property until your children are older, distribute just the trust income, or distribute property to some beneficiaries and not to others. Whatever you want.

Five grounds for challenging a will: (1) a procedural flaw such as an unwitnessed change in the text; (2) age (the will was made when the person was still a minor); (3) undue influence or duress (the will was signed under pressure); (4) fraud (the person thought he or she was signing a letter or contract rather than a will); (5) mental incapacity (the person was too senile to have made or changed his or her will). But you have to raise your objection quickly. If you miss the deadline set by your state, you won’t be allowed to make your case.

Sexism and Wills

It lingers on. Fathers may leave less to their daughters than to their sons. Daughters may be shut out of the family business. Wives may not be consulted. Money for a wife or daughter may be left in trust, forcing them to live on a trustee’s dole for the rest of their lives. The wife might even have agreed to the trust because she took no interest in investing while her husband was alive. But when a wife becomes a widow, things change. She often discovers the lovely little secret that conservative money management isn’t hard. She may come to resent her dependency on a trustee or bank trust department.

In the case of a longtime marriage, especially a first marriage, all questions about what happens to the money when the husband dies should be resolved on the side of the widow’s freedom to act. The husband should add a trust to his will only to minimize estate taxes, not to “protect” his wife from making her own decisions about her money. If she decides that she’d rather not, she can give it to a bank trust department herself. But the issues may be different with second marriages, especially second marriages later in life. Each spouse may want to leave money in trust for the children of a former marriage.

Sexism affects males too. The will might leave all the jewelry to daughters. But a son might like some too, to give to his spouse or to his own daughter, eventually. The same might be true of china and other household goods.

Divorce and Wills

As soon as you separate, consider changing your will, living trust, health care proxy and power of attorney. At this point, you probably don’t want your spouse or registered domestic partner (or any of their relatives) involved in your affairs. Your new will should limit the amount that your spouse or partner can inherit to the minimal share required by the state. After the divorce, your ex can be removed from the will entirely. Also change the beneficiaries of your life insurance and Individual Retirement Account. The eventual divorce agreement may require that you continue a certain amount of insurance or divide your IRA, but you can make changes at that time. You cannot change your 401(k) until you’re actually divorced. Until then your spouse will inherit unless he or she formally waived those rights.

If you don’t take your ex-spouse (or ex–registered domestic partner) off these accounts and die, what happens? That depends on state law. In general, here are the rules.

[image: image] Your will. Most states automatically remove an ex-spouse from an old will. If you still want your ex to inherit, write a new will saying so. Ex-partners are removed too, as long as you’ve been through your state’s legal “divorce” process.

In a few states, however, your ex can inherit from an old will that you failed to change. A new spouse could collect up to one-third or one-half of the money that passes under your will, but your ex would get the rest.

[image: image] Your life insurance. Most states automatically remove an ex-spouse or official ex-partner from an old life insurance policy. But again, some don’t.

[image: image] Your 401(k). It will go to your ex unless you change the beneficiary form or remarry. If you’ve remarried, it automatically goes to the new spouse. If you want someone else to inherit, the new spouse will have to waive his or her inheritance rights. (Domestic partners and married same-sex couples don’t have the same rights as heterosexual couples. That’s because 401(k)s are ruled by federal law, which doesn’t recognize these relationships.)

[image: image] Your living trust. A few states automatically take your ex-spouse or partner off your trust. But a majority let him or her inherit, if you haven’t changed its terms. A new spouse or official domestic partner may be entitled to one-third or one-half of the trust assets, depending on the state.

[image: image] Your Individual Retirement Account. It usually goes to the named beneficiary. If that’s your ex-spouse, there’s usually no way around it, even if your spouse waived all rights to your property as part of the separation agreement.

[image: image] Your power of attorney and health care proxy. Hospitals, doctors, and financial institutions probably won’t accept the decisions of an ex if the rest of the family objects. But better to be safe than sorry.

[image: image] Your trustees. An ex may or may not be automatically removed, depending on state law. But it may be harder for your heirs to remove a member of your ex’s family if you didn’t do so yourself and he tries to hang on to his position.

Moral: Change your beneficiaries, proxies, and trustees! You’ll leave a superunhappy family if you don’t.

Wills That Leave Money in Trust

A testamentary trust is set up by your will. Instead of leaving money directly to the beneficiary, you leave it in trust, to be managed by a trustee. Funds can be paid out for various purposes. At some point, the trust dissolves and the money is distributed. This differs from a living trust (page 130), which holds property during your lifetime. A testamentary trust doesn’t come into existence until you die. Some of the uses of a testamentary trust:

The Trust Can Hold Money Until a Child Grows Up (page 110). You might want to maintain the trust into adulthood, to protect it from a spendthrift child, keep the inheritance in the family, ensure that the money is professionally managed, or for other reasons. But don’t be a dead hand from the grave, holding on to the child’s inheritance for years. By the time they’re 30 or 35, the children should be able to get the money and take their chances. You can give the trustee the right to withhold the money in unusual circumstances, such as drug addiction, mental or financial incompetence, or a pending divorce. In that case, design the trust to give the child at least some input into decisions about investments and distributions.

The Trust Can Equalize Inheritances. Say that you’ve put two children through college, and there’s one still to go. Their joint inheritance can go into a group trust. The trustee manages the money and pays the youngest child’s tuition. When that child is 23 or 24 (plenty of time to get an undergraduate degree), the trust can terminate, with the money disbursed to all three children equally.

The Trust Can Save Estate Taxes. If your net worth exceeds the federal estate tax exemption, talk to a lawyer about how to cut the tax. There may be state taxes due on even smaller sums. Trusts are just one solution. Often, you can cut taxes without using a trust (page 120).

The Trust Can Manage Money Left to a Spouse. A trustee runs the money. The spouse receives the income and, if needed, payments out of principal. When the spouse dies, the remaining money goes to whomever is named.

The spouse can serve as his or her own trustee, with a backup trustee who takes over if there’s a need. He or she might also be cotrustee with a family member, bank, lawyer, or investment adviser. In some cases, the bank or family member might be sole trustee.

The spouse should be able to change trustees if the relationship isn’t working. But don’t lock up all of a widow’s money in trust. Maybe she didn’t take much interest in investing while her husband was alive, but in widowhood she might turn into a demon money manager. I’ve seen it happen. Name her as cotrustee or leave her free to run at least part of her funds as she pleases.

The Trust Can Provide for Mentally or Physically Disabled Children. State and federal programs cover basic medical and residential care for children who need it, but only if the child has almost no money. This presents parents with a dilemma: Money left to the disabled child will be consumed by the institution. But without that money, the child will get only bare-bones support.

Middle-income parents may feel that they have little choice. They leave their modest assets to their healthy children and let the handicapped one get government aid. In this case, you should specifically disinherit the disabled child (and tell your relatives to do likewise). Your healthy children should be willing to provide any extra comforts that their institutionalized sibling needs.

Higher-income parents, however, might set up a trust, often funded by life insurance. The disabled child, who possesses little or no money, can qualify for government aid, while the trust supplies extra maintenance and support. But the wording is critical to ensure that the government can’t break the trust (words such as health, welfare, and support are usually no-nos). Some states have their own “special needs trust” laws. For advice on getting a well-drafted trust, call your local Arc of the United States (find it at www.thearc.org or 800-433-5255). Ask for the names of lawyers experienced in your state’s public assistance laws. The Web site also links you to its “Family Resource Guide” series, published for about half the states, explaining the benefits available there.

The Trust Can Ensure That the Children of a Prior Marriage Will Inherit. If you leave all your money to a second spouse, he or she can do absolutely anything with it. For example, your spouse can leave it all to charity or to his or her own children from a prior marriage, cutting your children out. A trust prevents this. You can give your second spouse an income for life while guaranteeing that your children will ultimately inherit the principal.

Whatever you do, don’t lock your heirs into an estate planner’s prison. It’s not worth saving the taxes if your trust will completely inhibit your family’s freedom to act.

Choosing a Trustee

The average trust does just fine with an individual trustee—a spouse, family member, friend, lawyer, accountant, or business associate. His or her powers are outlined in your will or in the trust document. Fundamentally, you want the trustee to do what you would have done had you been alive, including hiring investment services. So you really have to believe in this person’s morals and motives—and the morals and motives of a successor, if he or she should die.

Give your trustee wide latitude. You don’t know what’s going to happen 10 or 20 years hence and shouldn’t try to guess. Write a letter to all the trustees (including successor trustees), with copies to all beneficiaries, explaining what you want the trust to accomplish and what the money can be distributed for. That way everyone understands exactly what you have in mind.

Your risk is that the trustee will slip. His or her judgment may go. The trustee may steal, or disapprove of one of your children and deny that child funds, or decide not to follow the terms of the trust when distributing the property, or grow senile, or become disabled. Trustees don’t have to account to a court for their actions, as is required of the executor of a will. It’s difficult to curb a willful trustee or one who plays favorites in the family. Your will or trust document should provide for a substitute if the family demands it or when the trustee passes a certain age.

If your spouse is trustee, he or she will need a cotrustee. Your spouse can take up to $5,000 or 5 percent of the estate each year (whichever is larger), but that’s normally the limit. Only a cotrustee can make larger distributions. State laws vary on a spouse’s powers, but your lawyer will know the rules. Assuming that you trust your spouse, he or she should be given the power to change the cotrustee.

The alternative to having a friend or relative as trustee is naming a bank or trust company. There you get a professional money manager and experienced estate administrator who won’t move away and won’t steal. If your family hates its trust officer, it can ask the bank for another one. But this choice has some drawbacks too. The bank charges money. It takes only larger trusts for personal management (generally $250,000 to $500,000 and up). It is often too busy to take an interest in the family, although this can be solved by naming your spouse or another relative cotrustee.

Always put an escape clause in the document so that your heirs (or their guardian, if they’re minors) have the option of moving the trust to another bank or trust company. The new trustee shouldn’t be related or beholden to any person with the power of removing him or her.

Require your trustee to make an annual, audited accounting to your family and other heirs. That allays suspicions, helps trustees avoid temptation, and can catch something fishy that might be going on.

Avoiding Estate Taxes

The value of your property at death is called your estate. The federal government collects a tax on large estates but not on midsize or small ones.

At this writing (summer 2009), the amount of the estate tax is up in the air. A law signed by President George W. Bush abolished the tax for 2010, then reinstated it for 2011 and later, at a much higher cost to families of midsize wealth. Almost certainly that nonsense will not prevail, but I had to ship off this manuscript before I found out what happened.

One rule hasn’t changed: you can leave any amount of money to your spouse, estate-tax free. My best guess for your other heirs: they’ll inherit under something similar to the 2009 rules. That gives them up to $3.5 million free of federal tax. (Some states tax smaller amounts.)

If your net worth isn’t likely to exceed $3.5 million (or whatever exemption is set for 2010 and beyond), a simple “I love you” will is all you need. But if you’re over that limit, stay close to your lawyer for the next couple of years to be sure that your will or trust is always up to date. With good legal advice, you can cut the tax bill without mishap. Among the attorneys’ bag of tricks:

1. Make gifts while you’re alive. Up to $13,000 a year can go to each of as many people as you like, tax free. (That sum includes small gifts such as $50 at Christmas.) If your spouse joins in the gift, you can give up to $26,000, even if it’s all your money.

You can also give as much as $60,000 to a 529 college savings plan ($120,000 if you and your spouse both give—see page 667 for details).

Larger gifts will eat into your federal estate tax exemption; they may even trigger gift taxes during your lifetime if you give away more than $1 million. But in most cases, no payment is due until after you die. The rule is: a gift is taxable only if its value, when added to the value of your estate at death, turns out to exceed the current estate tax exemption. Even if the gift will lead to taxes, the cost may be worth it. If you give, say, $30,000 in cash to a son who’ll buy stocks, the gains will accumulate in his name instead of yours—saving you income taxes and maybe estate taxes too.

2. Give away your life insurance policy. Give it to your spouse, your child, or an irrevocable trust. That takes the proceeds out of your estate unless you die within three years of making the gift; then the proceeds, and taxes, come back. You can even continue paying the premiums, although if you do, they could become a taxable gift to the new owner. (To minimize the gift, use what’s called a Crummey power. I’ll leave it to your lawyer to explain that one.) As an alternative, the new owner can pay the premiums.

The new owner can change the beneficiary, withdraw the cash value, or even cancel the policy. If you give the policy to your spouse and then divorce, tough luck.

If your spouse owns the policy, his or her will should leave it to the children or another beneficiary. Otherwise, if your spouse dies first, the policy might come right back into your estate. If your spouse leaves the policy to your children in trust and you’re the trustee, it could also be taxed in your estate. (You see why I told you to consult a lawyer.)

If your spouse owns the policy, he or she should be named beneficiary. If you make the children the beneficiaries and you die, the IRS may say that your spouse made the children a taxable gift of the insurance proceeds.

To give away an individual policy, ask the insurance company for an assignment form. You can also give away a group policy that you hold through your employer. Term policies, in particular, make terrific gifts because there’s no cash value, so no gift tax can be imposed.

3. Marry. No estate tax is levied on property given or bequeathed to a spouse. When the spouse dies, any money exceeding the estate tax exemption can be taxed in the spouse’s estate when he or she dies—unless, of course, the spouse remarries and passes the tax deferral on.

4. Create a bypass trust. Married couples can avoid a tax when the surviving spouse dies by creating his-and-her trusts (sometimes known as credit shelter trusts or bypass trusts, because they bypass estate taxes). These trusts can each hold assets worth up to the current estate tax exemption. That money generally goes to the children, although the spouse can have some or all of the income from the trust and access to the principal for life. The children can also be given some or all of the income. Here’s how this strategy usually plays out if the husband dies first and the law exempts $3.5 million from tax (reverse it if the wife dies first):

a. The husband dies.

b. Up to $3.5 million of his assets goes into a bypass trust for the children and the wife. This money passes estate tax–free because it’s protected by the husband’s federal estate tax credit.

c. The wife gets the income from the trust for life, plus the right to receive funds directly from the principal if needed. That’s a key point. She always has access to all of the money. It’s never locked away from her.

Additionally, the trust can allow her to take out $5,000 or 5 percent of the value of the trust each year (whichever is larger), without asking the trustee and without paying any tax. If she wants even more of the principal, the trustee has to agree. But that shouldn’t be a problem as long as the husband names a sympathetic trustee and makes it clear that his wife should be given whatever she wants. In some states, the husband can name the wife trustee. The trust document should broadly provide that the money be used for her happiness and general welfare.

d. After benefiting from the trust for many years, the wife dies. All the remaining money in trust is distributed to the children, tax free.

e. The wife leaves the children another $3.5 million, sheltered by her own estate tax credit.
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YOUR SURVIVOR’'S USABLE CASH

Date
AMOUNT
Assets
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Restricted assets

Slow assets (not counting your house and personal property that your
spouse would want to keep)
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Total Usable Assets Left for Survivor
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Loans against insurance policies
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5 percent of assets

Taxes, including finalincome tax return and estate taxes if you're
wealthy enough to owe them

Total

Money Left for Survivor (usable assets minus liabilities)
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Restricted stock, not readly salable
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WHAT YOU OWE (LIABILITIES) AMOUNT RATE
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Credit card debt
Installment and auto loans
Money borrowed from family members
Home mortgage
Home equity loan
Other mortgages
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Loans against investments, including your mrgin loans
Other loans
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Taxes due on your investments ifyou cash them in
Taxes and penalties due on your retirement accounts
if you cash them in
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YOUR NET WORTH
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Cash in checking, ready savings, and money market mutual funds s

Other mutual funds
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Current worth of your vested pension if payable in a lump sum

Stock options

Slow Assets
Your home
Other real estate
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Other valuable personal property: furs, boats, tools, coins.
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YOUR USABLE CASH IF YOU'RE DISABLED

Date
AMOUNT

Assets
Quick assets (except for one car and personal property) $
Restricted assets
Slow assets (not counting your house and any personal property
you want to keep)

Total Usable Assets

Liabilities
Taxes on funds you withdraw from retirement accounts
Uninsured medicl bills (make a guess)

Total

Money on Tap (usable assets minus liahilities)
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Table 1.

COMPOUND INTEREST: THE MAGIC MONEY MACHINE

A $10,000 Deposit at 5 Percent After

Compounding Method 1Year 5 Years 10 Years
Daily $10513 $12,840 $16,487
Monthly 10,512 12,834 16,470
Quarterly 10,508 12,820 16,436
Semiannually 10,508 12,801 16,386
Annually 10,500 12,763 16.289
Simple interest 10,500 12,500 15,000

Source: RSM McGladrey.
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