Financial

Thisissue of The Financial Pathways Newsletter is [@aiNEANelF V8
provided by John Dulmage a Personal Financial
Advisor helping real people transform their lives

PATHWAYS

Pat hwayS through holistic financial planning. For more infor- sty e

mation call 603-821-1450 or visit on line at Sl b

N a/VS| ett er www.fi nancial -pathways.com.

Summer 2007 Volume 1 Number 2

Live Long and Prosper
William D. Starnes, CFP®
Hockessin, DE

eath comes to each of us in our own
due time. No one can avoid it. To gen-
erate sensible financial planning recommen-
dations, mortality must be considered. In fact,
| quickly think of life expectancy when | hear
guestions such as:

e Should | take
the lump sum or
the pension in-
come option from
my employer?

e What survivor
option should |
elect with my pen-
sion?

e How much can
we spend in retire-
ment?

When should | be-
gin taking Social Security?

How Life Expectancies Will Change
Life spans are increasing annually by about
one percent. Developments in medical sci-
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ence lead to longer and healthier lives. But
how long is long?

Futurist Peter Schwartz, in his book Inevitable
Surprises, says that life expectancy changes
due to medical advances will begin having a
significant impact beginning in 2007. He
says, "It is certainly plausible that a significant
number of human beings might live to age
150 by the year
2125. More likely,
we will find our-
selves able (with
some medical in-
terventions) to live
to 120, and our
children to live to
150. Even if none
of this comes to
pass, however, it is
inevitable that a
significant number of people in industrialized
countries will live to 100. A society in which
millions of people routinely live past 100 or
110 would be significantly different from any
society that human beings have ever previ-
ously known."

How a Longer Life Expectancy Will Affect
You

How will a longer than anticipated life expec-
tancy affect you? Consider the following:

e Will you want to "fully retire" at 55, 60, 65,

or 70? In the 1970s when the average life ex-

pectancy was 70, it made sense to retire fully
(Continued on page 2)
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to enjoy a few well-earned years of
rest and relaxation. But what if you
can expect to live vigorously until age
100 or beyond? Retirement will no
longer be about just rest and relaxa-
tion but will be filled with education,
adventure, alternative employment,
and activity.

e Can your pension stay funded if
recipients live longer than expected?
e How will longevity affect the al-
ready faltering Social Security and
Medicare systems?

e Will you have to keep working past
“retirement” to supplement your sav-
ings?

Will annuitizing all of your assets (with
a very secure insurance company)
end up being the best investment of
your life?

Estimating Your Own Life Expec-
tancy

What is your life expectancy? No survey, ac-
tuarial table, questionnaire, or even your fam-
ily history can predict your lifespan. "The
genes you inherit determine about 20 percent
of your life span; your lifestyle choices decide

The Fast Track to Trouble

By Stewart Farnell, Ph.D., CFP®
Boulder, CO

few months ago | received a solicitation

for something called the Home Owner-
ship Accelerator. It promised to let me save
tens of thousands of dollars in interest and
pay off my mortgage in half the time without
changing my spending habits (compared to a
conventional mortgage). | was skeptical,
knowing that what seems too good to be true
generally is. When | saw that the plan in-
volved drawing on a home equity line of credit
(HELOC), I let the matter drop, since drawing
on HELOCs can be dangerous unless ap-
proached very carefully.

However, some of my Cambridge colleagues
(Tedd Oyler, Mike Lynch, and Mike Cum-

the rest,” says Dr. Walter M. Bortz, past presi-
dent of the American Geriatrics So-
ciety.

One rule of thumb (if you are male)
is to take your father’s age at death
and the age of your father’s father
at death (if they died of natural
causes), average the results, and
add 10 years. If you are female,
use your mother and your mother’s
mother.

There are also some "fun" online
life expectancy surveys on the
internet. | recently visited the fol-
lowing page on the MSN web site
(http://moneycentral.msn.com/
investor/calcs/n_expect/main.asp/)
which suggests that | will live to
84.

Ask yourself (after reflecting on your survey
results, own lifestyle, and family history),
“What is the longest | could see myself liv-
ing?” Then you will likely have a reasonably
conservative estimate of your own life expec-
tancy. You and your advisor can then plan

mings) were more curious. Here’s what they
found.

The Home Ownership Accelerator replaces a
conventional 30-year mortgage with a two-
part 30-year mortgage. The first part (years 1
— 10) of your mortgage is held in a HELOC;
the second part (years 11 — 30) is in a con-
ventional mortgage. Every month you deposit
your paycheck into the HELOC account. This
money contributed to the account, before be-
ing used to cover checks, reduces your out-
standing principal balance, meaning you pay
less interest.

Assuming you make a slightly larger mortgage
(Continued on page 6)
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The Family That Works Together...Might Save Some Money

any self-employed people want to hire

family members to work for them. But
there’s a right way and a wrong way to do
this. Doing it right can promote family togeth-
erness and tax savings.

How so? In essence, you
are shifting business in-
come to a relative. And
your business can take a
deduction for reasonable
compensation paid to an
employee, which in turn re-
duces the amount of tax-
able business income that
flows through to you ac-
cording to the American In-
stitute of Certified Public
Accountants’ financial liter-
acy site, www.360financialliteracy.org.

Of course, you have to do it right. The IRS
can, for instance, question compensation paid
to a family member if the amount doesn't
seem reasonable considering the services ac-
tually performed. Also, the AICPA says to be
sure that your business complies with child
labor laws when hiring a family member who's
a minor.

There are other benefits to hiring a family
member. As a business owner, you are re-
sponsible for paying Federal Income Contribu-
tions Act (FICA) and Federal Unemployment
Tax Act (FUTA) taxes on wages paid to your
employees. FICA is the law requiring employ-
ers and employees to pay Social Security and
Medicare taxes. FUTA is the law that estab-
lishes federal unemployment taxes.

As with wages paid to all employees, wages
paid to family members are subject to with-
holding of certain taxes in some states. Typi-
cally, the payment of these taxes will be a de-
ductible business expense for tax purposes.
But if you hire a family member — a child,
spouse, or parent— to work for your business,

you may not have to pay FICA and/or FUTA
taxes.

For instance, you don't have to pay FUTA
taxes for services performed by your child
who is under 21. And you need not pay FICA
taxes for your child who is
under 18 and works in your
trade or business or a part-
nership owned solely by
you and your spouse, ac-
cording to Working for
Yourself (Nolo Press,
$39.99). For family mem-
bers under age 18, the par-
ent does not have to with-
hold for FICA, Medicare,
FUTA, and state unemploy-
ment taxes. If your spouse
is employed, you do not have to withhold for
unemployment (federal and state), but you
must withhold for FICA and Medicare.

For example, Jacob, age 15, proofreads press
releases for his mother’s public relations busi-
ness, which is operated as a sole proprietor-
ship. Jacob is his mother’'s employee, but she
doesn’t have to pay FUTA taxes until Jacob
turns 21 and need not pay FICA taxes until he
reaches 18.

These rules don't apply if you hire your child
to work for your corporation, and they don't
apply to partnerships if anyone other than the
child’s parents is a partner. In other words,
you must pay both FICA and FUTA taxes in
the aforementioned cases. For example, Jack,
age 16 works in a landscaping business that
is half owned by his father and half owned by
his father’s brother. FICA and FUTA taxes will
have to be paid because it's a partnership and
not all the partners are Jack’s parents.

Also note that if your child has no unearned

income (dividend income or interest), then you

must withhold income taxes from your child’s
(Continued on page 4)
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Family FICA (Social | FUTA Federal SUTA State
Member Security & Income Tax Income Tax
M edicar e) Withholding Withholding
Child under 18" No No Maybe, de- No Maybe
pending on
unearned in-
come and total
income
Child age 18 through | Yes No Maybe, same | Check with Maybe
20 as above your state
Child age 21 or over’ | Yes Yes Maybe, same | Yes Maybe
as above
Spouse” Yes No Yes Check with Yes
your state
Parent” Yes No Yes Yes Yes
Siblings or other Yes Yes Yes Yes Yes
family members

! Applies only to sole proprietorships and partnerships or limited liability companies where the only owners are the child’ s parents.

2 Applies only to sole proprietorships.

(Continued from page 3)

pay only if it exceeds the standard deduction
for the year. The standard deduction for 2007
is $5,350; (it's adjusted every year for infla-
tion). Children who are paid less than this
amount need not pay any
income taxes on their earn-
ings. You must, however,
withhold income taxes if your
child has more than $250 in
unearned income for the
year and his or her total in-
come exceeds $750. If you
pay your child more than
$600 during the year, you
must file a Form W-2 report-
ing the earnings to the IRS.
Regardless of how much you
pay your child, each year you should fill out
and have your child sign IRS Form W-4, Em-
ployee’s Withholding Allowance Certificate,
and keep the form for your records.

For small business owners who are engaged
in what is often called succession planning,
hiring children can provide non-tax benefits as
well. Children who play a role in a business
can help it survive past the owner’s involve-
ment.

Meanwhile, if you employ your spouse to work
in your trade or business, the payments are
subject to FICA taxes and federal income tax
withholding, but not FUTA taxes. This rule
doesn’t apply if your spouse
works for a corporation, even
if you control it, or a partner-
ship, even if your spouse is a
partner along with you. In
that case, you will have to
pay FUTA taxes.

If you employ a parent in
your trade or profession,
meanwhile, his or her wages
are subject to income tax
withholding and FICA taxes,
but not FUTA taxes.

Since the rules governing the hiring of family
members are complex, those considering this
should consult with their Cambridge Advisor.

This article was produced by the Financial Planning Asso-
ciation, a membership organization for the financial plan-
ning community and is provided by Karen F. Folk, CFP®,
an FPA member in Urbana, lllinois.
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Stormy Weather Ahead?

Stewart Farnell, Ph.D., CFP®
Boulder, CO

As | write this, the stock market has been
climbing for almost four years. Many of
us have become accustomed to this rise and
unconsciously are expecting it to continue in-
definitely. As we comfortably note the gratify-
ingly high values of our investment portfolios,
it might just be time to reflect that what goes
up also comes down, that the markets are cy-
clical, and that now is the time to prepare our-
selves for the next mar-
ket downturn.

| don’t know what will be
the cause of the down-
turn, but | know it will
come. The market is
driven by human emo-
tions, by greed and fear.
Right now there is not a
lot of fear around, com-
pared to what there was
four years ago after the
tech bubble crashed.
That leaves a lot of room
for greed. Greed ulti-
mately leads to stocks
getting overvalued as op-
timistic investors push
prices higher and higher.
Overvalued stock prices,
sooner or later, start going
down rather than up. That'’s just the way the
roller coaster works.

What can we do? Although we can't stop the
roller coaster, there are steps we can take to
make the ride more comfortable.

First, we can recognize that declines in the
stock market are normal parts of the cycle,
which is made up of downs as well as ups.
Knowing that a decline is coming and that it is
part of the overall picture can make it easier to
live with when it happens.

Second, when the stock market goes up, we
can systematically take off the table some of

Wall Street

our stock market profits and put them into
safer investments like bonds and money mar-
ket funds. (This is something you and your
advisor do automatically each year when you
rebalance your portfolio.)

Third, we can keep the risk level of our portfo-
lios from climbing by rebalancing the portfolios
each year to their target allocations. (Again,
this is something you do with
your advisor automatically, as
part of your annual invest-
ment portfolio meeting.)

Finally, as our portfolios grow
and the number of working
years we have ahead of us
diminishes, we can revise our
asset allocations so they are
more conservative and less
subject to the impact of stock
market fluctuations. (This re-
allocation is not something
you do on an annual basis;
instead, it is done less fre-
qguently, when your portfolio
has grown substantially since
you last revised its asset allo-
cation or when some other
change in your life situation
prompts such a revision.)

These steps won't entirely immunize any of us
against a stock market decline. We can't
eliminate this risk without exiting the stock
market completely, which in turn would sub-
ject us to different risks - but risks nonethe-
less. To the extent we are invested in the
stock market, our portfolios will decline with it.
But taking these steps will reduce the pain of
such a decline, both psychologically and in
the hit that our portfolios take.

It's good for us to know that the cycles of the
market are natural and good for our portfolios
and that our financial planning systematically
tempers our exposure to market downturns.
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payment each month than you would on your
conventional mortgage, the additional princi-
pal payment - along with the reduction in your
mortgage interest due to the deposit of your
paycheck into the account - means the mort-
gage gets paid more quickly.

The problems with this approach are numer-
ous. For starters, the interest rate floats; you
lose the inflation protection and stability of be-
ing able to lock in your rate for 30 years; if in-
terest rates go up, you're sunk. Furthermore,
you get into the habit of routinely accessing
your HELOC (the accelerator account) simple
to pay monthly bills. And if you want to buy

Book Review

something and don’t have ready cash, no
problem; just write a check on the accelerator
account (the HELOC)! The discipline of hav-
ing to have the money before you spend it just
went out the window.

Even if you were prepared to forego the con-
siderable benefits of locking in your mortgage
rate for 30 years, you would need iron disci-
pline to both make an extra-large mortgage
payment each month and refrain from drawing
on the line of credit for purchases you couldn’t
afford. Perhaps some of my ultra-frugal Scots
ancestors could have handled this arrange-
ment, but | don’t recommend it for the likes of
you or me.

The Ultimate Parenting Map to Money Smart Kids

By Linda Leitz

here is a struggle every time you and

your grade school child go shopping: she
asks for every toy and snack. As the money
gatekeeper, you want your child to have a
treat, but each time you buy something, more
is requested. Your junior high
student begs for more clothes,
but every outfit you buy is passé
within a month. You refuse to
buy your son a muscle car. He
gets a job, his grades decline,
and then his transmission goes
out. He can't get to his job, but
his monthly bills for car insur-
ance continue. Sound familiar?
Kids and money - sometimes the
financial demands from your chil-
dren make you feel like money
flows through your fingers like
water. Most young people gradu-
ate from high school knowing
nothing about budgeting and
they cannot balance a check-
book. Most recent college graduates find that
their first major adult challenge is digging out
of debt.
Educating your family about money manage-
ment can help you and them. Your children's
comfort handling money and the role it plays
in life can make a huge difference in some-
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one's outlook. Basic financial concepts help
children get a sense of their own financial pri-
orities. This does not mean that there will not
be learning curves. Far better as a young per-
son than as a person in their 60's who sud-
denly realizes they won't ever be
able to retire.

There are building blocks in
learning financial responsibilities.
Children are capable of learning
at an early age that if they spend
money on something now, they
won't have money to spend on
something else later. Over time,
your children can learn to save
money for a goal. Access to
money of the child's own, will
give the child the satisfaction of
making her own purchasing deci-
sions. Setting guidelines of what
your kids may buy and giving
praise - or sympathy - for deci-
sions made will be the lion's
share of your job relative to the children’s
monetary decisions. The focus will shift from
you as money gatekeeper - because you don't
let them have something - to the conse-
guences of the decisions your children have
made themselves. You can help your child
begin to be a savvy consumer.



