Editor’s note

On 6 Aug 2004 the Chicago Tribune ran a piece about Chicago Police Officer Willy Caldwell, charged with attempted extortion by the feds.  Engaged in aggressive preventive patrol, he curbed what he thought was a hot SUV.   His investigation didn’t bear enough fruit to charge the driver with anything but he towed the SUV and held it for further investigation.  

 
The next day the driver called Officer Caldwell seeking information on how to get the ride out of the pound and was told that the paperwork for the SUV needed to be doctored a bit to get the car out and that would cost $2000.  The citizen used his negotiation skills to get Caldwell down to $1800.  An agreement was struck.  

Apparently, the good citizen had second thoughts because he contacted CPD’s internal investigations unit.  They brought in the FBI.  Officer Caldwell’s cell phone was tapped and Mr. Citizen wore a wire to the money exchange meeting.    


The $1800 in marked bills netted Mr. Citizen a copy of the police tow report and piece of paper with the name and number of someone to contact at the auto pound.   Attempts to call the contact at the auto pound failed and the citizen recalled Caldwell, who wanted to return the money because, it seems, his spidey sense told him it was a setup.   Caldwell was arrested and charged.  


My cynicism has me thinking that this cop was a bad apple and no matter, he was infectious to the rest of the barrel.  In statements made after his arrest, Caldwell said he solicited the money because he was having money problems.  This is striking.  Is it possible that the incident was a fluke and the temptation was too much because he neglected his personal finances to the extent that they overwhelmed him?  We may never know, but this case highlights the importance of paying attention to personal finances.  


Scott Arney, head of the Chicago Patrolman’s Federal Credit Union has written this second in a series of articles to help law enforcers reduce the temptations to greed.  We all know that you must know where you are in order to get where you want to go.  Scott shows us how to do this with finances.  There is additional information on the floppy disk that accompanies this journal to help pinpoint exactly where a person is at financially.  Reference Word documents Net worth statement 07 04.doc and Budget 07 04.doc.   Use it and pass it to others.    
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Assets, Liabilities, and Cash Flow

By Scott Arney, Chief Executive Officer 

Chicago Patrolmen’s Federal Credit Union

Assets, liabilities, and cash flow…what are these things and why are they important to you?  Simply put, these are the aspects of your personal finances that you must understand if you are going to be able to develop a realistic budget and set achievable financial goals.

Identifying these elements of your personal finances will help you to determine your individual net worth as well as the amount of money you have coming in and going out, which in turn will help you to establish an effective budget for yourself and your family.

Let’s start by identifying and assigning a value to your assets.  Assets are defined simply as anything that you own that has an exchange value.  Common personal assets include your home, your car, savings account balances, savings bonds, deferred compensation (457b, 401k) plan balances, IRA’s, insurance, annuities, other investments, and personal items such as jewelry and household belongings.

Your most recent statements will clearly indicate the balance that you have accumulated in your savings, deferred compensation, and investment accounts and you should use these figures to assign a monetary value to these assets.

If you recently purchased a home, the purchase price is the value that you should use.  In most cases, you can figure the appreciation in the value of your home by estimating that it has increased in value by an average of 3% to 8% per year over the purchase price for the number of years that you have lived in the home.  If you want to figure the value of your home more precisely or you have reason to believe that your home has experienced above average appreciation, contact a local realtor and ask him or her to run a comparative market analysis for you.  This analysis will indicate what similar homes in your area have sold for in recent months.  This information is easy for realtors to obtain and they will typically provide the report to you at no cost.  If you happen to own additional property (2nd home, rental property, vacant lot), the same evaluation process applies.

Use the blue book or an equivalent guide in order to determine the value of your car.  Each guide will reference a few evaluations and ranges for each car.  For the purpose of this exercise, use the average trade-in value and be sure to properly account for the mileage and any options on the vehicle. 

Assigning a value to certain insurance policies and annuities can be tricky because they are typically designed to be of value at some point in the future when a particular event occurs or a specified age is reached.  Some have what is referred to as a Cash Surrender Value, which is the amount of money the policy is worth today should you decide to cash it in prior to the designated maturity date.  If you have a policy with a Cash Surrender Value, use that number to determine the value of the policy in present day terms.  If a Cash Surrender value does not apply to the policy you carry, then you should not include the policy in your current asset valuation.

With regard to your personal belongings, it is generally acceptable to use a number between 25% and 50% of the original purchase price or value of the items.  These items are subject to depreciation in value not only because you and your family are using them, but also because they will only have an exchange value during a private sale or auction.  Potential buyers are only attracted to these types of sales when sale items are being offered at a significant discount.

If, however, you happen to own something that is subject to an appreciating value, such as certain artwork, unique jewelry, or a vintage car, the most recent appraised value is applicable.

Once you have gathered all of the information relating to your assets and completed the list of values, add them up and the result is the total current value of your assets.

Liabilities refer to your debts or obligations.  Common liabilities include mortgages, home equity loans (sometimes referred to as 2nd mortgages), car loans, credit card balances, other personal loans, and tuition or student related loans.

Most loan statements will clearly indicate the current balance owed, but the loan type dictates the actual amount of your current liability.  

Many term loan statements, such as the ones that you receive for your mortgage, car loans, student loans, etc. include a payoff figure, which is the amount you would need to pay if you decided you wanted to pay the loan off in full during the current pay period.  The payoff figure is what you should use to assign a value to these liabilities because it is the current amount owed that determines the amount of your current liability.  In many cases, the payoff figure will be significantly less than the amount you would owe if you simply paid the loan off in accordance with the original term of the loan.  

The total amount due and owing on your credit card statement, however, equals the exact amount of your current liability.

Another key factor to consider is that your liability begins at the point of purchase.  Many consumers take advantage of promotions that involve deferred and/or interest free payments on their larger purchases.  If you have made a purchase under these terms, you must include the amount you will owe on the payment due date in your current liabilities.  For the purpose of determining cash flow, however, you can exclude the amount owed from your cash outflow until the due date.

Some loans have either an early pay discount or penalty attached to them.  While it is necessary for you to be aware of these terms if they exist, they do not impact your current liability evaluation.

Once you have gathered all of the information on what you owe and completed the list of the related amounts, add them up and the result is the total current value of your liabilities. 

You are now in a position to determine your financial net worth.  Subtract your liability total from your asset total and the result is your net worth.  The criteria we have used to determine your asset and liability values ensure that your resulting net worth calculation is tangible and realistic.

Whether your net worth is negative or simply smaller than you would like it to be, you have reached a point where you have identified specific contributors to your net worth and areas in need of focus and improvement. You are now in a position to set some achievable and applicable goals for yourself in order to increase your net worth.  A realistic, personalized budget will provide you with a map for achieving your financial goals.

There are two aspects of a budget, income (cash in) and cost (cash out).  Many people make the mistake of concentrating solely on the cost side of a budget.  In so doing, they emphasize costs for the general purpose of fitting their costs into their income.   The reality of cash flow is that it must flow in before it flows out.  It is, therefore, essential to first concentrate your efforts on understanding and maximizing your income.

While the art of maximizing your income is a detailed topic of its own, you can cover the basics just by being informed and making good, common sense decisions about what to do with your money.  Understanding your income involves developing an awareness of your income sources.  For most of the working world, there is only one source for any meaningful income that you earn and that is your job(s).  You can maximize the cash flow created by your employment income by developing a better understanding of the tax system, overtime laws, and issues that are unique to your line of work such as peak busy times or the seasonality of the product or service that your provide.  When you understand all of these factors, you will maximize your paycheck.

Once you have taken the steps necessary to ensure that you have as much cash inflow as possible, it is time to identify all of the cash outflows, and there are several.  Cash outflows or costs consist of mortgage payments, car payments, credit card payments, other loan payments, insurance costs, property taxes, utility bills, groceries and household supplies, clothing costs, and any miscellaneous spending money you need.  Look at a specific period of time, preferably a typical month, and itemize the cost associated with each of the above.

Compare your monthly net income, the amount that you actually take home during the course of the month, to your monthly expenses.  These numbers set the parameters and key components of what will become your household budget.

Ideally, the total of your monthly loan payments should not exceed 28% of your net income and your savings target should be around 10% of each paycheck.  These amounts vary from household to household depending on factors ranging from the number of dependents in the household to any alternative savings plans you have such as the amount you contribute to a 401k or 457b plan on a pretax basis.

If you think that you can realistically hit these targets, it may seem like the remaining 62% of your net income is yours to do what you want with, but don’t forget about the other expenses not already included in your loan payment calculation.  Insurance costs, utility bills, and groceries add up and are probably more costly than you think especially if you have never itemized them before.  

There is one last question to answer.  What about the dreaded unforeseen circumstances life throws your way?  Take at least some of the stress created by these situations and have a contingency plan.  Put some money on the side for the blown furnace, the new transmission, and the flooded basement and bet that all of these things are lurking around the next corner.  Once you have done that, stop worrying because you’ve accounted for everything and, for once, your finances are under control!  The only thing left for you to do is remain disciplined and stick to your budget.

The attached worksheets should be helpful to you as you determine your net worth and develop or fine tune a monthly budget, but if you have any questions or you need any further clarification, sit down with someone at your credit union.  Chances are, whomever you choose will be happy to spend as much time with you as you need to answer any questions you might have.  That’s why we’re here.

