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Unit 3 begins with a basic explanation of how
to get started with saving and investing. We then
explore options for saving and investing, followed
by investment alternatives, investment risks, and
how to invest wisely. We will examine types of
stock and reasons why investors choose them.

We will also examine other investment choices,
such as bonds, mutual funds, real estate, precious
metals, gems, and collectibles, as well as futures
and options.

We wrap up this unit learning about retirement
and estate planning, wills, trusts, and estate taxes.
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Chapter10
Saving for
the Future

10.1 Growing Money: Why, Where, and How

10.2 Savings Options, Features, and Plans

Consider THIS

Isaac saves regularly from his allowance and the money he gets from relatives
and friends for special occasions. He makes it a point to set aside some of what
he receives, rather than spending all of it.

“For every dollar I save, Dad contributes 10 cents to my savings,” Isaac
told his best friend. “That gives me a 10 percent return, in addition to the
interest I earn on my savings account. Dad wants me to save money for the
future. I’m going to college some day, and I want to minimize the amount of
financial aid I’ll need. It may not seem like a lot of money each month, but
every year my savings grow. This year, I’ll have enough to get a certificate of
deposit at the bank. That way, I get a higher interest rate on money deposited.
Sure, it’s tempting to spend some of my savings on fun stuff, but I have to pay
back the 10 percent to my dad on everything I take out. It’s kind of like a tax
on spending, isn’t it?”
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10.1

Growing Money: Why,
Where, and How

G
O
A
L
S

n Describe the purpose of saving.
n Explain how money grows
through compounding.

n List and describe financial institu-
tions where you can save.

T
E
R
M

S

n short-term needs,
p. 219

n long-term needs, p. 220
n scholarships, p. 220
n student loans, p. 220
n loan consolidation,
p. 221

n grants, p. 221
n work-study, p. 221
n principal, p. 222
n interest, p. 222
n annual percentage yield
(APY), p. 222

WHY YOU SHOULD SAVE

The best reason to save money is to provide for future needs, both expected
and unexpected. If you set nothing aside for these inevitable needs, you will
constantly live on the edge of financial disaster. Saving regularly will help you
meet your short-term and long-term needs.

SHORT-TERM NEEDS
Often you will have short-term needs,

which are expenses beyond your regular
monthly items. Unless you have extra cash
income during the month, you will have to
pay for these things out of savings. Some
short-term needs are predictable. Others you
can’t foresee. Examples of short-term needs
include the following:

n Emergencies—such as unemployment,
sickness, accident, or a death in the family.

n Vacations—short weekend trips or
longer excursions.

n Social events—weddings, family gath-
erings, or other potentially costly special
occasions.

n Repairs—cars, appliances, plumbing,
and other items. Occasionally, major
unplanned repairs become immediately
necessary.

n Major purchases—a car, major appli-
ances, furniture, remodeling, or other
items. Things eventually have to be
replaced.

©
Ph

ot
od

is
c/
G
et
ty

Im
ag

es

What are some short-term needs that could require you to save?
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LONG-TERM NEEDS
While you need savings to meet emergencies and short-term needs, you must

also provide for long-term needs. Long-term needs are expenses that are costly
and require years of planning and saving. These include predictable costs such
as home ownership, education, and retirement. Saving money now will enable
you to make larger purchases in the future. It will also allow you to invest and
accumulate enough money for a secure retirement.

Home Ownership

Many people want to own their own house. At the time of purchase, you will
likely have to pay a large sum of cash, or a down payment. This amount is often
10 to 20 percent of the purchase price. The balance will be paid with a mortgage
(home loan) for which you will make monthly payments. The larger the down
payment you make, the smaller your monthly mortgage payments will be.

Education

Many young people desire to complete some form of post-secondary edu-
cation or training. Education is a long-term investment that pays off in higher
income potential. Many couples begin a savings plan when children are born.
When the time comes for college, they have all or some of the money needed
for their children’s higher education. If there are no savings (or not enough) to
pay for a college education, it is usually financed through a variety of other
sources, as described below.

Work Students may choose to work part time, full time, summers, or any
combination. Working full time while attending college is a pay-as-you-go sys-
tem. Its advantage is that when you finish your education, you are debt-free. The
disadvantage is that it takes longer to finish your education.Many students choose
a combination of work and other forms of financing to pay for their education.

Scholarships Cash allowances awarded to students to help pay education
costs are called scholarships. Generally, these monies are paid directly to edu-
cational institutions. They are often obtained from donations from private or
public sources. For example, professional organizations in a field (such as
accounting) may sponsor scholarships for accounting majors. Many scholarships
are available based on scholastic achievement, which includes grades earned in
high school, high scores on tests, or other qualifying criteria. Scholarships are
also awarded for athletic achievement. Other scholarships are based on need, and
to qualify, you must show that you do not have other sources to pay for your
education (such as parents). The biggest advantage of scholarships is that they do
not have to be repaid if you complete your education. But scholarships usually
require students to meet certain standards, such as maintaining a certain GPA.
Unfortunately, some scholarships become taxable or must be repaid if the
student drops out or does not fulfill the requirements.

Student Loans Money may be borrowed for your education in the form of
student loans. They are available from the federal government or from other
lenders, such as banks. Student loans may be subsidized, which means you pay
no interest or payments until after you graduate from college, or unsubsidized,
which means interest accrues as the loan goes along. Generally, government
student loans are subsidized because they are guaranteed by the government.
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In most cases, students who finance their education with student loans will
obtain many loans throughout their years of study. Before they start making
payments after graduation, they will consolidate those loans. Loan consoli-
dation means that all their student loans are combined into one large loan,
which results in one monthly payment, rather than many payments.

Grants and Work-Study Programs Students who are eligible for stu-
dent loans may also get some money from grants and work-study programs.
Grants are forms of educational funding that do not have to be repaid and
usually do not require students to maintain certain standards. They are often
funded by the government. Students may also be able to access federal and state
funding in the form of work-study programs, whereby students can work at the
campus or other college location to earn money. Generally, the amount of work-
study earnings will not offset the need for loans and grants.

Retirement

The Social Security system was never designed to provide a comfortable
retirement. It is meant to be a supplement to an individual’s own savings. To
have a financially secure retirement, you must begin to save regularly as early
in life as you can.

Investing

After you have saved enough to cover daily expenses and emergencies, you
can afford to invest your extra savings. Investing in stocks, bonds, mutual
funds, real estate, and other investments can make your money grow faster
than it would if left in a regular savings account. Because investments are often
risky, you should make them in addition to—not instead of—regular savings.
Types of investments will be described in later chapters.

FINANCIAL SECURITY
Probably the best reason to save is the peace of mind that comes from

knowing that when needs arise, you will have adequate money to pay for

  VIEW  Points
The view of many people is
that a college education will
get you much further in life

than if you don’t have one.
They say the college degree will

get you an interview for a job where
you don’t need the degree to do the work.

Because so many people do have degrees, the
competition is much greater. Others believe that
college isn’t for everyone. It’s expensive and
time-consuming. Default rates on student loans
show that many people can’t afford to pay back
their student-loan debt. There are many reasons
for this, including changes in demand for

workers in certain career fields for which stu-
dents trained.

THINK CRIT ICALLY

How do you feel about the long-term value of
a college education? Do you agree that time
spent now getting an education will be
rewarded later in the form of higher income
over your lifetime? Why or why not? Do you
feel that student loans should be repaid with
interest, even when the graduate can’t get a
job in the field for which he or she was
trained? Why or why not?
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them. The amount of money you save will vary according to several factors,
including the following:

n The amount of your discretionary or disposable income—what you have
left over to spend or save as you wish

n The importance you attach to savings
n Your anticipated needs and wants
n Your willpower, or ability to give up present spending in order to provide
for your future

HOW MONEY GROWS

The amount of money you deposit into a savings account is called the
principal. It is the base on which your savings will grow. For the use of your
money, the financial institution pays you money called interest. Interest
represents earnings on principal. As principal and interest grow, more interest
accumulates. This is known as compound interest, or interest paid on the
original principal plus accumulated interest.
Figure 10.1 illustrates how interest is compounded annually. Notice how the

interest earned increases each year because the saver is earning interest on the
previous year’s interest as well as on the initial deposit.
The more often interest is compounded, the greater your interest earnings

will be (see the Math Minute feature on page 224). Figure 10.2 illustrates
what happens when 6 percent interest is compounded quarterly (every three
months) and added to the principal before more interest is calculated. If you
compare the ending balances in Figure 10.1 and Figure 10.2, you will notice
that you earn more interest with quarterly compounding than with annual
compounding. Today, many financial institutions offer interest compounded
each day savings are on deposit. They use computers to rapidly compute the
compounding daily interest.
Earnings on savings can be measured by the rate of return or yield. Yield is

the percentage of increase in the value of your savings due to earned interest.
Because financial institutions compound interest in many ways, comparing
yields can be difficult. To solve this problem, the law requires all financial
institutions to tell consumers the annual percentage yield (APY) on their
accounts. This is the actual interest rate an account pays, stated on a yearly
basis with the compounding included. Because all financial institutions must
calculate APY the same way, you can use APY to easily compare the yields on
different accounts.

FIGURE 10.1 Interest Compounded Annually

Year

1

2

3

$100.00

$106.00

$112.36

$6.00

$6.36

$6.74

$106.00

$112.36

$119.10

Beginning
Balance

Interest
Earned (6%)

Ending
Balance
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WHERE TO SAVE

Most cities have several commercial banks, savings banks, savings and loan
associations, credit unions, and brokerage firms from which you can choose to
open an account. Savings accounts are also available through online banks and
financial institutions, including credit card companies. Most of these institu-
tions have greatly expanded their services in recent years, so the differences
among them are becoming increasingly blurred. Interest rates vary among
savings institutions and among the various types of accounts offered. You will
have to study your options and determine which type of institution and
account is the best deal for you.

COMMERCIAL BANKS
Commercial banks, also known as full-service

banks, provide the widest variety of banking
services of any of the financial institutions.
Many people prefer to keep their checking
and savings accounts in the same bank for
ease in transferring funds and making deposits
and withdrawals. Commercial banks offer
many kinds of savings and checking accounts.
Almost all commercial banks are insured by
the Federal Deposit Insurance Corporation
(FDIC). This insurance protects depositors
from loss due to bank failure, up to $250,000
per account.

SAVINGS BANKS
Savings banks are usually referred to as

mutual savings banks. These financial institu-
tions are few in number—about 500 of them
in roughly a dozen states, mostly throughout
New England and the Northeast—but sub-
stantial in size. Savings banks are insured by
the FDIC. Two primary services offered by
these institutions are savings accounts and
loans on real property, including mortgages
and home-improvement loans.

FIGURE 10.2 Interest Compounded Quarterly

Year Rate 1 2 3 4

1

2

3

$100.00

$106.14

$112.65

.015

.015

.015

$1.50

$1.59

$1.69

$1.52

$1.62

$1.72

$1.55

$1.64

$1.74

$1.57

$1.66

$1.77

$106.14

$112.65

$119.57

Beginning
Balance

Quarterly Interest

Quarterly Compounding
Annual Interest Rate = 6%

Ending
Balance
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Why might people prefer to keep their checking and
savings accounts in the same bank?
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  MATH  Minute
COMPUTING INTEREST COMPOUNDED QUARTERLY

Compound interest means earning interest on principal, and then allowing
the interest to remain on deposit so youwill then earn interest on both your
principal and your previous interest. To compute interest compounded
quarterly, divide the annual interest rate by 4 to get the quarterly rate. For
monthly compounding, divide the annual interest rate by 12. For interest
compounded every 6 months (a half year), divide the annual rate by 2.

Suppose you deposit $100 in a savings account that will pay you 6 percent
per year, compounded quarterly. This means that for each quarter, you
will receive ¼ of the yearly interest. Six percent divided by 4 is 1.5 percent
(or .015) each quarter. At the end of the first quarter, you earn $1.50 in
interest, using the following computation:

$100� :015 ¼ $1:50

At the beginning of the second quarter, you now have $101.50 in your
account ($100 þ $1.50). At the end of the second quarter, you earn
interest as follows:

$101:50� :015 ¼ $1:52

At the beginning of the third quarter, you have $103.02 ($101.50 þ $1.52).
At the end of the third quarter, you earn interest as follows:

$103:02� :015 ¼ $1:55

At the beginning of the fourth quarter, you have $104.57 ($103.02þ $1.55).
At the end of the fourth quarter (the end of the first year), you earn
interest as follows:

$104:57� :015 ¼ $1:57

Your balance at the end of the first year is $106.14 ($104.57 þ $1.57).
You earned a total of $6.14 in interest for the year. At the end of Year 3,
your balance is $119.57. That’s a total interest of $19.57 on your original
deposit of $100, as shown in Figure 10.2. Based on the previous example,
compute your quarterly interest for three years if you deposit $500 at
8 percent, compounded quarterly.

Quarterly Interest
Year

Beginning
Balance Rate 1 2 3 4

Ending
Balance

1 $500.00 _____ $_____ $_____ $_____ $_____ $__________

2 $__________ _____ $_____ $_____ $_____ $_____ $__________

3 $__________ _____ $_____ $_____ $_____ $_____ $__________

Solution:

Quarterly Interest
Year

Beginning
Balance Rate 1 2 3 4

Ending
Balance

1 $500.00 .02 $10.00 $10.20 $10.40 $10.61 $541.21

2 $541.21 .02 $10.82 $11.04 $11.26 $11.49 $585.82

3 $585.82 .02 $11.72 $11.95 $12.19 $12.43 $634.11
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SAVINGS AND LOAN ASSOCIATIONS
Savings and loan associations (S&Ls) are organized primarily to lend money for

home mortgages. S&Ls offer many of the services of commercial banks,
including interest-bearing checking accounts and special savings plans. You
may find a slightly higher interest rate on savings at an S&L. S&Ls are insured
by the FDIC.

CREDIT UNIONS
Credit unions are not-for-profit organizations established by groups of people,

such as employees in similar occupations who pool their money. To use a
credit union, you must be a member of the group. Credit unions generally
offer higher interest rates on savings and lower interest rates on loans. Their
membership in the National Credit Union Administration (NCUA) provides
insurance for depositors’ accounts, up to $250,000.
Credit unions are owned by their members. Savings and checking accounts at

a credit union are usually called share accounts. The checking accounts have
low (or no) average daily balance requirements and, generally, no service fees.
If you are eligible for credit union membership, this type of checking account
may be the least expensive and most convenient option.
Credit union members save their money in the form of “shares,” or part

ownership in the credit union. From funds accumulated by these shares, the
credit union makes loans to its members. Credit unions also offer IRAs
(Individual Retirement Accounts) and other financial services to members,
including savings and investing plans that may pay higher rates of return than
other banking options.

BROKERAGE FIRMS
Brokerage firms buy and sell different types of securities. Securities are stocks

and bonds issued by corporations or by the government. Stocks represent
equity, or ownership. Bonds represent debt, or a loan. In other words, when
you buy stock, you become an owner of the company. When you buy a
bond, you are loaning money to the company or to the government.
Investors buy and sell securities through a stockbroker, who works for the
brokerage firm. As you will learn in a later chapter, you can buy stocks,
bonds, and mutual funds directly or through brokerage firms. Discount
brokerage firms offer broker services for reduced fees. They also offer checking
and savings account options. Accounts in brokerage firms are usually not
insured.

ONLINE ACCOUNTS
Credit card companies and financial services companies offer online savings

accounts that often work in tandem with your credit card. These savings
accounts generally pay higher, or market, rates of interest. And, as a result of
having the online savings account, you can expect to receive a lower rate of
interest with your credit card agreement. However, these accounts can be
risky. If the account provider is not a financial institution, these accounts
are not insured. As a general rule, the higher the amount of interest you can
earn, the higher the risk associated with the account.
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Planning a Career in... Bank Management

Managers exist in every type of
business. A manager’s job is to
coordinate resources to match the
needs of the business. Some man-
agers are top-level executives. Others
are middle managers. First-line
supervisors are at the lowest level
of management.

A branch manager for a finan-
cial institution administers all the
functions of a branch office. Branch
managers are generally considered
middle-level managers. Duties
include hiring employees, approving
loans and lines of credit, establishing
rapport with the community, and
assisting customers with account
problems. Branch managers must
also be familiar with sales and ser-
vice and understand a growing array
of financial services and products.

Employment Outlook
l Overall employment is expected

to grow about as fast as aver-
age for all jobs.

Job Titles
l Branch manager
l Credit manager
l Loan department manager
l Financial manager

Needed Skills
l Bachelor’s degree in finance,

accounting, or business
administration is needed.

l Master’s degree in business
area is preferred.

l Experience in banking and
financial services is essential.

What's it like to work in. . .
Bank Management
Marty is meeting with corporate
representatives to discuss the
branch’s financial goals for the
coming year. Her branch is required
to perform in accordance with local
economic conditions, compared to
previous years and compared to
other branches of the same size
and demographics.

Marty knows and understands
banking because she started as a
teller several years ago. After com-
pleting her bachelor’s degree, she
entered the bank’s management
training program. She worked as
an assistant manager for two years
before she was assigned as manager
of her own branch.

Marty oversees her staff
of tellers and loan and account
specialists. She sets policies and
procedures to meet company goals.
She must ensure that her branch is
operating smoothly and efficiently.
She works with customers to help
them resolve problems and advises
them about the various financial
accounts and services available
to them. Her performance is
rewarded with an annual salary
review, along with a bonus and
other perks.

What About You?
Would you like a job managing
people and resources? Would you
enjoy resolving conflicts and setting
policies? Would a job as a branch
manager appeal to you?
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10.1

Assessment

KEY TERMS REVIEW
Match the terms with the definitions.

1. Moneyborrowedtopayforeducation

2. A program where students work on
campus to earn money

3. Combiningmany loans into one large
loan with one monthly payment

4. The amount of money deposited

5. Expenses beyond your regular
monthly items

6. Earnings on principal

7. Forms of educational funding that
do not have to be repaid

8. Cash allowances awarded to stu-
dents to pay education costs

9. The actual interest rate an account earns stated on a yearly basis

10. Expenses that are costly and require years of planning and saving

CHECK YOUR UNDERSTANDING
11. Why is it important to start saving early to meet your short-term and long-

term needs?

12. Explain the concept of compounding and how your money grows.

13. List the financial institutions where you can have a savings account.

APPLY YOUR KNOWLEDGE
14. Describe the advantages and disadvantages of spending now rather than

saving for a future goal. Give three examples of how saving money can
improve your financial well being.

THINK CRIT ICALLY

15. There are many places where you can save money. Some are insured and
others are not. The safer your money (less risk), the lower your rate of
return (APY). Are you willing to take more risk in order to earn more
interest on your savings? Explain your answer.

16. Getting advanced training, such as a college degree, requires planning.
Do you plan to get some type of post-secondary education? How will
you pay for it?

a. annual percentage
yield (APY)

b. grants

c. interest

d. loan consolidation

e. long-term needs

f. principal

g. scholarships

h. short-term needs

i. student loans

j. work-study

Chapter 10 Saving for the Future 227

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



*Gajender* D:/Temp_Dailyproduction/Ryan_120640/z_production/z_3B2_3D_files/ryan_0538449373_ch10.3d, 22/12/08/19:55:35, 19:55, page: 228

10.2

Savings Options, Features,
and Plans

G
O
A
L
S

n Explain the features and purposes
of different savings options.

n Discuss factors that influence
selection of a savings plan.

n Describe ways to save regularly. T
E
R
M

S

n liquidity, p. 228
n certificate of deposit
(CD), p. 228

n maturity date, p. 229
n money market account,
p. 229

n safety of principal, p. 230
n direct deposit, p. 232
n automatic deductions,
p. 232

n payroll savings plan, p. 232

SAVINGS OPTIONS

Once you have decided to establish a savings program, you need to know
about the different savings options available to you. You may want to deposit
money in several types of accounts, because each can contribute to your overall
plan in different ways.

REGULAR SAVINGS ACCOUNT
A regular savings account has a major advantage—high liquidity. Liquidity is

a measure of how quickly you can get your cash without loss of value. A
regular savings account is said to be very liquid because you can withdraw your
money at any time without penalty. The tradeoff for high liquidity, however,
is a lower interest rate. A regular savings account generally pays the least
amount of interest of all savings options.
Once you have opened the account, you are free to make withdrawals and

deposits. Some financial institutions charge service fees when you make more
than a maximum number of withdrawals in a certain period of time. Other
institutions charge a monthly fee if your balance falls below a set minimum. In
most cases, you will receive a debit or ATM card that goes with the account so
that you can make withdrawals and deposits at ATMs. You can also check
your balance and transfer money between your checking and savings accounts
online and by telephone.

CERTIFICATE OF DEPOSIT
A certificate of deposit (CD), or time deposit, is a deposit that earns a fixed

interest rate for a specified length of time—for example, 5 percent for six
months. A CD requires a minimum deposit. The interest rate on a CD is
usually higher than on regular savings accounts because CDs are less
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liquid. You must leave the money in the CD for the
full time period. If you take out any part of your
money early, you will pay an early withdrawal penalty.
This penalty could be 90 days interest. You could even
lose part of your principal if you withdraw all of your
money early.
A CD has a set maturity date, which is the date on

which an investment becomes due for payment.
Within a stated number of days after the maturity
date, your certificate will renew automatically. When a
CD renews, it is extended for another six months or
whatever the original time period was. You may prefer
to redeem it for cash or purchase a new certificate for a
different time period. Financial institutions offer CDs
that allow the interest to accumulate to maturity.
Often you can choose to receive a check periodically
for the interest earned or have the interest deposited in
a separate regular account.

MONEY MARKET ACCOUNT
A money market account is a type of savings

account that offers a more competitive interest rate
than a regular savings account. Brokerage firms as well
as banks and other financial institutions offer money
market accounts.
There are two different kinds of money market

accounts: money market deposit accounts and money
market funds. A money market deposit account is similar
to a regular savings account, but it offers a higher rate
of interest in exchange for larger than normal deposits.
In addition, the interest rate may increase as your balance increases. These
accounts are insured by the FDIC.
A money market fund is a type of mutual fund that invests in low-risk

securities. Money market funds are not FDIC insured, but they are generally
considered safe because they invest in short-term government securities.
Therefore, the chance of losing your principal (amount deposited) is very low.
On average, money market funds will pay a higher interest rate than money
market deposit accounts. Before investing in a money market fund, you should
carefully read all of the fund’s available information.
Unlike CDs, there is no penalty for taking money out of money market

accounts. As a result, these accounts are quite liquid. However, you usually are
limited to a certain number of withdrawals each month. In addition, money
market accounts require minimum opening deposits and minimum balances.

SELECTING A SAVINGS PLAN

There are important factors to consider when selecting a savings account and
a savings institution. All savings or investment options involve a tradeoff
between liquidity or safety and yield. The safer or more liquid an investment,
the less earning potential it is likely to have. Use the following criteria in
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Why is a regular savings account said to be very liquid?
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judging which savings options best meet your needs: liquidity, safety, con-
venience, interest earning potential (yield), and fees and restrictions.

LIQUIDITY
Liquidity is how quickly you can turn savings into cash when you want it.

The need for liquidity will vary, based on your age, health, family situation,
and overall wealth. For example, if you have little money left over after paying
your bills, you may need to keep this money liquid so you can get it quickly,
without penalty, if you face some emergency. In this case, a regular savings
account or money market account would be best for you. CDs impose a
penalty if you withdraw early, so you should choose this option when you
don’t expect to need the money before the maturity date.

SAFETY
You want your money to be safe from loss. Safety of principal means that

you are guaranteed not to lose your savings deposit, even if the bank or other
financial institution fails and goes out of business. Most financial institutions
are insured by a government agency, the Federal Deposit Insurance Corpo-
ration (FDIC) or National Credit Union Association (NCUA). Accounts
protected by insurance are safe for up to $250,000. You should be sure the
financial institution of your choice has federal insurance to protect your
deposit. Deposits in banks, no matter what type, are almost always safer than
investments in the stock market.

CONVENIENCE
People often choose their financial institution because of convenience of

location and the services offered. Interest rates on various savings accounts and
certificates of deposit may vary
only slightly. Fees charged are
often very similar within a
community.
Many banks have several
branches within a limited geo-
graphic area, which makes your
banking convenient. If a bank has
only one branch located several
miles from your home, the
inconvenience of driving there
might outweigh a slightly higher
interest rate at this bank. A very
large bank may have branches in
other states, giving you banking
privileges while out of town.
Many banks offer drive-up
windows with expanded hours.
Telephone and online banking
make most savings plans very
accessible. Branches are often
located in grocery stores or res-
idential areas. You may want to
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What are some important factors to consider when selecting a type
of savings plan and a financial institution?
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look for a bank that offers ATMs near
your home, job, or shopping area you
frequent.

INTEREST-EARNING
POTENTIAL (YIELD)
You want to earn as much interest as

you can on your deposit, while main-
taining the degree of liquidity, safety,
and convenience you want. Shop around
for the best APY in your area for the type
of account you want. Usually, the more
liquid your deposit, the less interest it
will earn. A regular savings account usually
earns a low rate of interest because you can
maintain a low minimum balance and
withdraw money as needed. CDs tie up
your money for some length of time. In
exchange for your commitment to leave
this money with the bank for this time
period, you will usually earn higher
interest.

FEES AND RESTRICTIONS
Different accounts and institutions have

different rules. Before you open an
account, be sure to understand the
withdrawal restrictions, minimum bal-
ances, service charges, fees, and any other requirements. For example, some
accounts charge a fee for using a human teller rather than completing trans-
actions through an ATM. CDs may incur a heavy cost in lost interest for
withdrawing money before maturity. Fees for use of an ATM can vary as well.
Some banks may charge nothing to use their ATMs but charge a hefty fee for
using another bank’s ATM.

SAVING REGULARLY

Saving regularly will help you meet all of your financial goals. You can grow
your savings only by spending less than you take in. It is important not just
to save but to save regularly. Over time, and with compounding interest,
your savings can grow into a substantial sum. Figure 10.3 illustrates the
effect of compounding when you make regular deposits and earn interest on
interest.
Obviously, no savings plan is effective unless you have the willpower to set

aside money. The safe storage of funds for future use is a basic need of every
individual. There are ways to make regular saving easier, including direct
deposits and payroll deductions.
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Why should you make a habit of saving regularly?
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DIRECT DEPOSIT
Both employers and financial institutions offer direct deposit. With direct

deposit, your net pay is deposited electronically into your bank account. This
service helps you because your money is available in your account faster. You
do not have to make a special trip to the bank to deposit your paycheck.
Instead, your employer gives you a nonnegotiable copy of your check and
stub, notifying you of the amount deposited directly into your account. You
can also have your automatic deposit split between accounts, with some going
into savings and some going into checking to cover your bills. This way, you
are truly paying yourself first. You can earmark the money you set aside for a
vacation or some other special purpose.

AUTOMATIC DEDUCTIONS
Automatic deductions represent money you have authorized your bank or

other organization to move from one account to another at regular intervals.
For example, you can automatically have money moved from your checking
account to your savings account.
With a payroll savings plan, you authorize your employer to make auto-

matic deductions from your paycheck each pay period. For example, this
money may be deposited into a
retirement account or used to buy
government savings bonds.

COLLECTING COINS
AND CASH
Some people find it convenient to
set aside their spare change and
money left over each day or week.
They may put it into a piggy bank,
a jar, or other storage area. Once a
month or several times a year,
they take the cash out and have it
counted and deposited to their sav-
ings accounts. Setting aside small
amounts of change each day will lead
to large sums over time. It’s sur-
prising how pennies can add up to
make dollars!

FIGURE 10.3 Compounding with Additional Deposits

Year Deposits

1

2

3

4

$0.00

$105.00

$215.25

$331.01

$100.00

$100.00

$100.00

$100.00

$5.00

$10.25

$15.76

$21.55

$105.00

$215.25

$331.01

$452.56

Beginning
Balance

Interest
Earned (5%)

Ending
Balance

Collecting your loose change may be an easy way to save
money, but cashing in all those coins may not be as easy.
Sorting, counting, and rolling coins can take a long time,
and many banks charge a fee to do it for you. Access
www.cengage.com/school/pfinance/mypf and click on
the link for Chapter 10. After reading the article from
Bankrate.com, explain whether you think it is appropri-
ate for banks to charge customers for accepting coins. If
you had a jar full of coins, would you use the Coinstar
machine described in the article to cash them in? Why or
why not?

www.cengage.com/school/pfinance/mypf

232 Unit 3 Financial Security

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



*Gajender* D:/Temp_Dailyproduction/Ryan_120640/z_production/z_3B2_3D_files/ryan_0538449373_ch10.3d, 22/12/08/19:55:35, 19:55, page: 233

ISSUES IN YOUR WORLD

SAVING TO KEEP LIFE SIMPLE
Saving is often defined as deferred spending. In other words, you set money aside
today so you can spend it in the future. But saving money can be more than providing
for some future need. Saving itself can be a virtue.

Abraham Lincoln said, “Most people are about as happy as they make up their
minds to be.” But what is happiness? According to many philosophers, it is enjoying
what you have, not wishing for more. Consider what some people learn well into their
lives—that the accumulation of possessions does not bring happiness! By keeping
your life simple, you don’t get used to having more and more and keeping up with
what everyone else is buying. This means not continually buying “things” that have
to be protected and maintained. Instead, you can enjoy life without having to earn
large sums of money to achieve some high standard of consumer spending.

In today’s competitive marketplace, people frequently lose their jobs and must retrain
and even find a new career. If you keep your life simple, you won’t have a lot of
payments to make. Then, if you lose your job, you will be less likely to lose your house,
car, and other possessions. If you stay liquid, you can more easily move and start
a new career and have money on hand to carry you through jobless periods.

Most people “buy things they don’t need, with money they don’t have, to impress
people they don’t like.” Those who love and care about you aren’t impressed with
how much money you spend or all the possessions you own. Wouldn’t it be better
to put money aside so that you can retire early, enjoy traveling, or live comfortably
without the stress of keeping up with the rat race? Remember, even if you win the
rat race, you’re still a rat!

THINK CRIT ICALLY

1. Do you sometimes buy things that you later wish you hadn’t? If you had the
money back, what would you do with it instead?

2. Do you know someone who is “happy” and at peace with his or her life? If so,
describe the person’s lifestyle.
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10.2

Assessment

KEY TERMS REVIEW
Match the terms with the definitions. Some terms may not be used.

1. The date on which an investment
becomes due for payment

2. A guarantee that you will not lose
your savings deposit

3. A plan in which you authorize your
employer to deduct money from each
paycheck for retirement, savings, or
investments

4. A measure of how quickly you can
get your cash without loss of value

5. Money you have authorized your
bank or other organization to move
from one account to another at
regular intervals

6. A time deposit where a fixed rate of interest is earned for a specified
length of time

CHECK YOUR UNDERSTANDING
7. How is a savings account more liquid than a CD? Why is liquidity

important?

8. To earn a higher interest rate, what tradeoff will you likely have to make?
Why?

9. How is a money market account different from a regular savings account?

APPLY YOUR KNOWLEDGE
10. Why is it important to understand fees and restrictions before choosing a

savings option?

THINK CRIT ICALLY

11. If you tie up money in a one-year CD but need to withdraw it for emer-
gency repairs, could you? Would there be consequences? How could you
avoid this situation?

12. Saving regularly is important. Do you keep a coin jar where you can stash
spare change? What are some other ways you can start putting money
aside (money that will stay put aside)?

a. automatic deduction

b. certificate of deposit
(CD)

c. direct deposit

d. liquidity

e. maturity date

f. money market
account

g. payroll savings plan

h. safety of principal

234 Unit 3 Financial Security

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



*Gajender* D:/Temp_Dailyproduction/Ryan_120640/z_production/z_3B2_3D_files/ryan_0538449373_ch10.3d, 22/12/08/19:55:35, 19:55, page: 235

10

Chapter Assessment

SUMMARY

10.1
n Savings provide money for short-term and long-term needs.

n Examples of short-term needs include emergencies, vacations, social
events, repairs, and major purchases (replacement).

n Long-term needs are expenses that are costly and require years of plan-
ning and saving, such as home ownership, education, and retirement.

n The best reason to start saving is to provide for your own future financial
security.

n Compounding, or interest earned on principal and previous interest,
makes money grow faster.

n To compare accounts with different compounding methods, simply
compare the stated annual percentage yields (APY).

n Commercial banks, savings banks, savings and loan associations, credit
unions, brokerage firms, and online accounts are available for savings.

10.2
n Savings account options include regular savings accounts, certificates of

deposit (CDs), and money market accounts.

n The criteria used in judging which savings options best meet your needs
include liquidity, safety of principal, convenience, interest earning
potential (yield), and fees and restrictions.

n Among the savings options, regular savings accounts usually pay the
lowest interest but offer the highest liquidity and safety.

n Certificates of deposit (CDs) have a set maturity date and are less liquid,
but they pay a higher rate of return than regular savings accounts.

n Money market accounts pay more interest when economic conditions are
good (and growing).

n Most financial institutions offer safety of principal through insurance
programs offered by government agencies, such as FDIC or NCUA.

n Saving regularly helps you meet your goals more quickly.

n Direct deposit, automatic deductions, and payroll savings plans are ways
to force you to save.
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APPLY WHAT YOU KNOW

1. List several short-term needs that you expect to have in the next few
months or years. List your long-term needs that will require money in
the next five years or more.

2. Write out your savings plans, listing your short-term and long-term goals
and how you plan to achieve them. How much money will you have to
save to meet them? On the Internet, locate a savings planner tool and
calculate how much you would have to save to meet your short-term
goals. Assume you will be saving for five years and will earn 7 percent on
your savings.

3. Why might people choose to save their money in a commercial bank
when another type of financial institution offers a higher interest rate?

4. What things would you consider when choosing a financial institution for
your savings?

5. Describe ways you can force yourself to save. What does discretionary
income have to do with saving?

6. If two savings accounts offered 5 percent interest but one was com-
pounded quarterly and the other was compounded daily, which account
would have the higher APY? Why?

MAKE ACADEMIC CONNECTIONS

7. Communication Assume that you and your friend are planning a trip
upon graduation in two years. You estimate that you will each need
$1,000. Write a savings plan for you and your friend to help you save
the money needed. Consider the different savings options and the
characteristics of each one, such as safety, liquidity, and compounding.

8. Research Use the Internet to research the type of online-only accounts
available to consumers. Review web sites of credit card companies,
insurance companies, brokerage companies, and any other source you
may find that allows consumers to have online savings accounts. Some
may be tied to credit cards or other types of accounts. Prepare a written
report of your findings, assessing the safety, liquidity, and return that
savers can expect to receive.

9. Economics The Federal Reserve manages the money supply in the
United States. Define “money supply” and explain how the different
kinds of savings, such as time deposits, are part of the money supply.
(Hint: Search for M1, M2, and M3 money measurements.)

10. Technology Search the Internet for a savings calculator. Plug in different
numbers and note the results. For example, enter a savings amount
compounded annually, then quarterly, then monthly. Note the differences
that occur because of the different compounding method. Then try
different savings amounts using the same compounding method. How
does saving just a little more each month affect your total savings in, say,
ten years? Then try different interest rates with the same savings amounts
and compounding method. Summarize your conclusions.
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SOLVE PROBLEMS AND

EXPLORE ISSUES

11. Collect advertisements offering various financial services. What factors
would you consider before using these services and the financial
institutions that offer them?

12. Visit a financial institution in your community and describe the following:

n types of savings accounts
n services available to depositors
n fees charged for services
n requirements, such as minimum deposits
n other enticements to get your business

13. Call a credit union in your area or find one online. Who can be a member
of this credit union? What services does the credit union offer its
members?

14. Bianca Araya is considering buying a certificate of deposit with the $500
she has in regular savings. Explain to her what factors she should consider
when choosing a certificate of deposit.

15. Investigate the advantages and disadvantages of investing in a long-term
CD (such as a two-year CD). What should you consider before doing so?
Speak to a local bank manager to help answer these questions.

16. Compute the interest and ending balance for Lindsay Dolan, assuming
that she deposits $1,000 in a CD with interest compounded every six
months at the rate of 8½ percent. The certificate matures in three years.
Use the following format on a separate sheet of paper.

Year
Beginning
Balance

First-Half
Interest

Second-Half
Interest

Total
Interest

Ending
Balance

1 $1,000 __________ __________ __________ __________

2 __________ __________ __________ __________ __________

3 __________ __________ __________ __________ __________

17. Compute the interest compounded quarterly on a deposit of $500 for
three years at 8 percent APY. Use the following format on a separate
sheet of paper.

Interest

Year
Beginning
Balance

First
Quarter

Second
Quarter

Third
Quarter

Fourth
Quarter

Total
Interest

Ending
Balance

1 $500 ________ ________ ________ ________ ________ ________

2 ________ ________ ________ ________ ________ ________ ________

3 ________ ________ ________ ________ ________ ________ ________
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18. Jan Aguilar plans to deposit $100 a month into her savings account.
Her bank compounds interest monthly. The current rate for a regular
savings account is 5½ percent. Compute the ending balance in her
account after one year. Use the format shown below on a separate
sheet of paper. The first line has been completed as an example.

Month
Beginning
Balance 1 Deposit 5 Total 1 Interest 5

Ending
Balance

1 $0.00 $100.00 $100.00 $0.46 $100.46

2 __________ __________ __________ __________ __________

3 __________ __________ __________ __________ __________

4 __________ __________ __________ __________ __________

5 __________ __________ __________ __________ __________

6 __________ __________ __________ __________ __________

7 __________ __________ __________ __________ __________

8 __________ __________ __________ __________ __________

9 __________ __________ __________ __________ __________

10 __________ __________ __________ __________ __________

11 __________ __________ __________ __________ __________

12 __________ __________ __________ __________ __________

19. Compute your total savings if you keep $1,000 in a regular savings
account at 5¼ percent, compounded quarterly, for two years. Use
the following format on a separate sheet of paper.

Interest

Year
Beginning
Balance

First
Quarter

Second
Quarter

Third
Quarter

Fourth
Quarter

Total
Interest

Ending
Balance

1 $1,000 ________ ________ ________ ________ ________ ________

2 ________ ________ ________ ________ ________ ________ ________

EXTEND YOUR LEARNING

20. Ethics Financial aid is available to those who need assistance to pay for
their college education. When people fail to repay their student loans,
taxpayers are left paying the bill and less money is available for others
to use. Some people feel that student loans do not have to be repaid.
Nationwide, there is a high student default rate. The U.S. Department of
Education releases default rates each year. For those schools that have
extremely high default rates (for student loans granted through their
institution), their access to future federal student aid funds may be
limited. Why should people repay their student loans? If loans aren’t
repaid, what are the negative effects?

For related activities and links, go to www.cengage.com/school/pfinance/mypf
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