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			Disclaimer

		

		
			The content presented in this book is for informational purposes only, is general in nature, and is not intended to and should not be relied upon or construed as financial, investment, or estate planning advice. This does not constitute an offer to sell or a solicitation to buy any security, investment, or planning product. Past performance is not indicative of future results. All investments involve risk, including the possible loss of principal. Please consult with a financial advisor to assess your individual situation.

			Financial and investment advisory services offered through Peters Financial LLC. David Peters also offers tax services through Peters Tax Preparation & Consulting, PC, and insurance services through David Peters Insurance Agency LLC. Peters Tax Preparation & Consulting, PC, and David Peters Insurance Agency LLC are affiliated with Peters Financial LLC through common ownership. Clients or prospective clients are never obligated to use Peters Tax Preparation & Consulting, PC, or David Peters Insurance Agency LLC as part of any financial planning or investment management services offered by Peters Financial LLC.

		

	
		
			Out of Step

			Common Life Events That May Change Your Plan

			Whenever I discuss these six steps with clients, many ask what happens when unexpected events throw well-laid plans off track. How do you get back in step when life tries to throw you out of step? It is usually then that I tell them how I developed the six steps.

			Back in 2008, I was feeling comfortable. I had just moved into my new home, and while money was tight, I was making ends meet. Then the mortgage crisis happened, and I quickly found myself without a job. After a few days in complete shock, I realized how fragile my financial life had really been—comfortable in the moment, but with little thought toward sustainability. I realized then that I needed to rebuild my financial life.

			Once I found a new job a few weeks later, I changed my approach to my own finances completely. It was not enough for me to have money to make it through to the next paycheck. I wanted to begin to build toward a long-term financial future, but I knew I couldn’t do it all at once. I had to prioritize. That’s where the initial steps developed.

			Step 1, managing my cash flow, came about for me out of necessity. Once I got a new job, I knew I needed to make room for savings and get organized. I needed to have a realistic view of what I could afford and what I could not. Once I felt like I had a budget that worked for me, I began to protect myself from the what-ifs in life. This was primarily done with insurance, but I also felt that I needed a will too. Step 2, protecting my assets, assured that I would not again so easily lose all that I had worked so hard to bring back. Step 3, investing in myself, developed when I went back to graduate school. Step 4, investing in the markets, came about when I began to realize the power of time (and compound interest) when it comes to saving for long-term goals, like a vacation home and retirement. Step 5, regarding taxes, was a natural for me as a tax preparer. Step 6, preparing for retirement, is the step I am working through as I write this book. The steps are not theoretical concepts. They represent an approach to financial planning that I have used and developed in my own life.

			

			The reality is that for all our planning and preparation, we cannot control what our future will hold. In my own life, this was proven true before I started planning my financial future, but I know it is true even now. We will all face setbacks at some point or another. And we will face major positive events that, while appreciated or even chosen, throw our financial plan for a loop. Below are examples of these, both positive and negative, with tips on how to react to them while still maintaining your progress.

			Buying a New House

			Few financial events in one’s life are bigger than buying a new house. And while it is a major goal and accomplishment for many, it is also an enormous cost that can flip one’s financial situation on its head. Therefore, it is important to be prepared for it.

			In many cases, you will need to use existing savings to make the down payment on your new home. If this is the case, you will need to go back to Step 1 in this book and review your cash flow. You will need to incorporate your new mortgage payment into your existing budget. You will also need to make room for savings and build back up any depleted emergency accounts. In addition, you may also need to adjust your cash flow to afford to furnish the new house. You may need to buy furniture, curtains, and household items before you can move in. You may also need to make some repairs to the home itself. In my experience, many clients underestimate these costs and forget to budget for them. The point is that you need to take a hard look at your budget when you buy a new home. Don’t assume things will cost the same. If you move to a bigger home, your electric, water, and other utility bills will generally increase. You also may have higher or lower real estate taxes in comparison to your previous home.

			

			If you can, you should try to put at least 20 percent down on the price because this will help you avoid private mortgage insurance (PMI). While it may be possible to make a lower down payment, you normally have to pay the cost of PMI in addition to the cost of the mortgage itself. If you can’t quite make the full 20 percent to avoid PMI completely, try to put as much down as you can. The closer you are to 20 percent, the less the PMI premiums will be.

			When shopping for a mortgage, try to find the lowest interest rate possible. To streamline the process, you may want to work with a mortgage loan originator (MLO). An MLO can shop your mortgage to various lenders and find the lowest rate. While they do charge a fee for this service, it can be the most efficient way to find the lowest rate.

			Owning your own home has various tax advantages as well. You can generally deduct any real estate taxes you pay (including any that you may be responsible for in the year you buy). You can also deduct any mortgage interest, within certain limits. Many people combine the cost of their real estate taxes and mortgage into one payment. This does not affect their deductibility. Real estate taxes are still deductible, even if you pay them as part of your mortgage payment.

			If you need to sell your existing home, some tax incentives may help. First, you are still allowed to deduct any real estate taxes or mortgage interest you paid for the portion of the year you owned the home. If you lived and used your home as a primary residence (not a vacation home) for at least two years before you sell it, you will be able to exclude the first $250,000 (if you are single) or $500,000 (if you are married) of capital gains from the sale. As a reminder, a capital gain occurs when you sell something for more than you bought it for. If you are single and you sell your home for $350,000 after buying it for $50,000, you will have a capital gain of $300,000 ($350,000 - $50,000 = $300,000). Assuming you meet the two-year rule, you will only be taxed on $50,000 of this gain. The first $250,000 will be excluded from your taxable income (due to Section 121 of the Internal Revenue Code).

			

			Moving into a new home presents some financial challenges, but the key is to get back on track quickly. You do need to go back to Step 1, but this can also present you with an opportunity to re-evaluate your budget. The more you can plan for a new home purchase, in general, the more money you can save in the process—and the quicker you can get back on track with your other financial goals.

			Severe Weather or a Natural Disaster

			When you lose everything in a disaster, it is emotional. For many people, it is a lifetime of saving and accumulating that is dashed away in an instant. Feelings of hopelessness, despair, and desperation are common.

			While it may seem impossible at first, you must begin to rebuild. You may need to buy some things right away—including food, clothes, and even temporary shelter. If you have an emergency fund, you can pull funds from there first. As we discussed earlier, an emergency fund consists of approximately three to six months of expenses and is made up of highly liquid investments, like money market funds or online savings accounts. You can also use credit cards to purchase things you need right away. If you don’t have an emergency fund (or the funds are not enough), you can pull money from whole life insurance policies or even take a loan from your 401(k).

			

			Once you and your loved ones are safe, you should file claims with your insurance company. Insurance generally covers natural disasters. One thing to check for is flood coverage. Flood insurance is unique and often must be bought separately from your homeowners policy (even if you live near water). You should also see how much of a deductible you have on the policy (this is a small amount you must pay out of pocket at the time of the claim). Once you have a claim, report it to your insurance company right away. Most insurance companies require timely reporting of all claims in order for them to pay.

			Be aware of fraud in times of disaster. Do not give personal information out to anyone who seems suspicious. For example, receiving an unsolicited call back from someone claiming to be an IRS agent, attorney, or insurance agent may be an indication of fraud.1 If you are not sure if someone is legitimate, call the toll-free number of your financial institution—don’t just accept the word of someone who calls you. Call them back at the number on your policy or bank statement. If you lose any credit or debit cards in the disaster, be sure to cancel them right away. Many financial institutions have a way for you to turn off your cards using their online tools.

			As I tell many clients, while you can’t ever be completely “ready” for a disaster, you can be proactive. Build up your emergency fund and think about what you would do in advance. This can help you to know what to do if something happens. Once you have the situation under control, you go back to Step 1.

			

			Unexpected Medical Expenses

			One of the most devastating events that can happen in your financial life is having to pay for unexpected medical procedures or medications. In addition to the worry about you or a loved one’s well-being—and the stress of being in the hospital with beeping machines and tough decisions—you also have to figure out how to finance the medical expenses. When insurance will not pay for a medical cost, you are left paying for it out of pocket. As we discussed in Step 6, medical expenses tend to inflate much faster than other types of items in our economy. Electing not to have a necessary surgery or not buy a prescribed medication is usually not an option. You need to pay for it. However, how you pay for it can be more in your control.

			First, look at your health insurance and disability insurance policies. See what part of the expense is covered, if any. If you are unsure, talk to your insurance company. Second, review other options. For example, name-brand drugs tend to cost more. Is there a way to avoid paying for a name-brand drug?

			If you are on the hook for paying a medical cost, you may be able to reimburse yourself through an HSA. If this is not an option, you may be able to use emergency funds instead or perhaps make a hardship withdrawal from your 401(k). While these options will decrease the balance you have in these accounts, it is usually best to pay for as much of the medical cost as possible up front to avoid costly interest and financing fees.

			If you do need to take out a loan, there are normally several options available. In certain cases, the hospital or doctor may have financing options available. Compare the interest and fees on those options against the possibility of simply taking out a personal loan or a loan on your 401(k). Another option may be to take out a home equity loan on your home. Collateralized loans (like home equity) can carry a cheaper interest rate than non-collateralized loans (like a personal loan). However, if you cannot pay the loan back, this can put your home at risk, so be cautious with this option.

			

			While the thought of having to pay a large amount in medical expenses can be daunting, it is important to remember that you always have options. Be sure to explore all of them. If you must finance the expense, look for the cheapest option to meet your needs.

			Winning the Lottery or Receiving a Large Inheritance

			Whenever you receive a large windfall, there may be an initial surge of excitement that you’ve now “got it made” and don’t need to think so much about finances. Or, in the case of an inheritance, the money may come with a complex combination of loss and gratitude. In either case, once the initial overwhelm wears off, you must figure out how to manage it responsibly. Many are shocked to realize how quickly even a large sum of money can run out when it is not well-stewarded.

			With a large cash prize like the lottery, the first thing to realize is that the prize is going to be subject to income taxes. Generally, taxes will be paid as each payment is received. So, if the prize is paid out in a series of payments over ten years, the taxes are paid over that period as well on each payment. Most of the winnings are taxed at the highest federal income tax rate plus the highest state income tax rate. In other words, if you win $100,000, you will not get $100,000 in your bank account—so you won’t want to turn around and buy a $100,000 car unless you’re prepared to cover the difference with your personal funds.

			In the case of an inheritance, you do not generally need to pay federal taxes. However, some states have an inheritance tax that will need to be paid. Set that amount aside in a savings or money market account so that the taxes can be paid when the time comes.

			There is nothing wrong with deciding to make a big purchase, like a house, with a windfall. However, make sure the maintenance, real estate taxes, and insurance can be paid on the house after the purchase. If you buy a big house but then can’t afford these items in the following years, you will be forced to sell quickly.

			

			While not terribly exciting, it may be best to use a cash windfall to simply pay down debt, especially if you have lingering credit card debt, student debt, auto loans, or even a mortgage. You could also consider giving part of your winnings to your favorite charity. They probably need it—and if it is something you are passionate about anyway, you will probably get a lot of joy!

			As I have told many clients, it is important, with bonuses and large cash payments, to live within your means. Enjoy the money. However, make sure you are not spending so much of it that you run into problems later. Many people who receive a windfall end up in trouble because they overspend. If you stay within your means (see Step 1), you may be able to use a windfall to complete all six steps toward your financial future very quickly!

			A New Child

			Expecting a new child is often a time of great excitement and stress—not to mention that children sometimes come along when we are not expecting them! The prospect of a new addition to your family can be incredibly exciting, but you also know there will be costs that go along with their arrival. As nearly every parent will attest to, kids are cute—and they are expensive. Therefore, we need to plan for them!

			Like many of the other situations that we have addressed in this chapter, the first thing you should do is review your budget. Go back to Step 1 and add in the items you need now—baby formula, diapers, a car seat, stroller, crib, and so on—while still making sure your new budget has room for savings.

			In addition to the day-to-day additions to the budget, you may also want to consider opening a 529 plan for your child right after birth. Remember, the sooner you begin saving, the more your money will have a chance to grow. Also, many grandparents and family members may prefer to give money toward your child’s future education. You can generally open a 529 plan as soon as the child is born, so this can be a great way to start funding this potential future expense.

			

			Speaking of tax incentives, as long as you don’t make too much money, you may be able to take a tax credit for your child on your income tax return. This may mean you need to revisit any income tax projections you have made. You may also need to update your withholdings on your paycheck using Form W-4. You also should look at your will and beneficiary designations on life insurance, retirement plans, and trust documents. You may need to update some of these items to make sure that your new child is included.

			Divorce

			Aside from the personal complexities that often accompany divorce, there are several financial issues to consider. First, you need to review beneficiary designations on your retirement accounts, life insurance, and other trust documents to see if anything needs to be updated. You should also examine your bank accounts and will. You may need to add or subtract property, add children, or update contact information.

			Second, look at your budget to see how your day-to-day expenses have changed. As we discussed in the chapter on wills, you will still need to pay the full amount of the mortgage, real estate tax bill, and utility bills, even if you are no longer living with your spouse.

			Third, talk to your tax professional about the impact of the divorce on your tax return. The Internal Revenue Code makes it so that any transfers of property to or from your ex-spouse generally do not have tax implications. In other words, if you are transferring items in accordance with the divorce agreement, you do not have to recognize any gain or loss.2 In terms of filing status, federal tax law looks to your marital situation as of the last day of the tax year. If you were legally divorced by December 31 of the tax year, you must generally file as single (or head of household, if you have a dependent). If your divorce has not been finalized by the last day of the tax year, you still have the option of filing a joint tax return. If this is not a comfortable option, you may also file married filing separately.3 In general, there are more tax incentives available if you file married filing jointly. That is, your overall taxes paid tend to be lower if you file a joint return. However, you should never file a joint return with your ex-spouse if you are unsure of the legality of their activities or if you simply do not trust the representations they are making on the tax return. Remember, when you sign off on a tax return, you are generally attesting to all the information shown on it.

			Dealing With High Inflation

			During times of high inflation when everything costs more, it is not unusual to feel like you can afford less—even if you received a pay raise at the end of the year. For example, if your raise was 4 percent, but everything you buy costs 6 percent more because of inflation, you may feel like you have less money. In finance, we refer to this as losing purchasing power.

			In many ways, our options are limited during inflationary times. There are certain products we must purchase—food, clothes, cleaning supplies, gasoline, and so on. However, the key to not feeling the sting of inflation as badly is to control your discretionary spending. It is a good time to review your budget (back to Step 1) and figure out where you can cut. Are there items you’re not using that you are paying for? Things like subscriptions, streaming services, or software that automatically renews may be areas you can cut. You may also decide to spend less money on eating out or entertainment or try to use public transportation more. The point is to streamline your budget, not to keep spending the same way. Another key during inflationary times is to not take on additional debt unless you absolutely must. Interest rates tend to increase during times of inflation, so don’t overextend.

			

			As I tell clients, adjustments like this are tough because spending is very habitual. Most people spend their money on the same things repeatedly. The key to saving money is changing your habits. At this point, an additional pay raise may not be possible—so you need to form new habits. Just like starting an exercise program, you must continually make the effort. The first time you try going to the gym, it’s tough. You are sore the next day, and your body just doesn’t feel good. However, if you keep going to the gym on a regular basis, slowly the soreness becomes less and less. Pretty soon, it feels odd not to go to the gym! Spending and saving are the same. Focus on how to save money each day, and slowly it will become easier.

			On a more positive note, there are ways to take advantage of inflation. One way is to save more money. If interest rates are higher, you can generally earn more money on savings and money market accounts than at other times. Therefore, even if your wallet feels tighter, you should continue to save as much as possible.

			Changing Jobs

			It is becoming exceedingly rare nowadays for someone to stay at the same job for more than a few years. The days of the company man or woman are largely over. People tend to change jobs multiple times throughout their lifetime. Sometimes, this is for a promotion or a pay raise. But more and more, people are discovering money is often not the key to happiness in the working world. Once you reach a certain point, money matters less—and the people you work with, how much you believe in what the company is doing, and how much you like the day-to-day work matter more. When you are contemplating a change, you should take a step back and evaluate the situation. Only go through with it if you feel like it is truly an improvement—not only financially but also for your sense of well-being and

			

			
			
			
			
			

			Losing Your Job

			
			
			How Do You Get Back on Track?

			
			
			

			Start with Step 1—the Rest Will Come Later.

			
			
			
			

			
			

			
				
						1  Please note that it is extremely rare for the IRS to call someone. If you do receive a call from someone claiming to be an IRS agent, hang up and call the IRS main phone number. They will be able to tell you if the phone call was legitimate.

						2
  Certain retirement accounts may not be shared among spouses. However, sec. 1041 generally makes any other transfers between ex-spouses non-taxable.

						3  In rare circumstances, it may be possible for you to file head of household as well.
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