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				Preface

			

			
				This book is about how to manage your personal finances responsibly and successfully. Unlike most books on this subject, it is specifically intended for those who are just starting out in their financial life, or who will be soon. It covers the essential principles that are important for just about everyone to know. Even though the concepts are fundamental ones, most people have never had a chance to learn them in any kind of organized way—which is exactly what we’re going to do.

				Here’s your first lesson: before you listen to anyone explain anything about personal finance, you should first understand what their agenda is. That’s just what this preface is for—but in order to explain my objective in writing the book, I’ll need to tell you the story that led up to it.

				I’m a dad, and I have two college-age sons. Like most parents, I wanted to make sure that my sons got at least some exposure to the subject of how to manage their money. Since they weren’t likely to get this kind of training in school, and since I have a financial background, I knew that I was the likely candidate to teach them. Besides, I knew just how I wanted to approach it. My own dad had been a finance professional too, and that’s how I had first learned about the subject—friendly fatherly lectures spontaneously delivered as teachable moments arose. If that sounds a little boring, it really wasn’t; my dad had a great way of making it fun as well as educational. And since that approach had worked well enough with me, why not make it a family tradition?

				But had it really worked for me? After some reflection, I had to admit that the answer wasn’t quite as clear-cut as I’d been imagining. Even though I’ve ended up in a position of financial independence, I took a very roundabout way of getting there—because I didn’t really take the whole topic very seriously at first. I made a lot of mistakes, especially when I was just starting out. I eventually began doing a lot of the things that I’d been taught, but sometimes only after a little experimenting on my own—with predictably bad results. Other times I did the right things, but in the wrong order, or without the appropriate safeguards.

				I’d enjoyed my dad’s early lessons and understood them at the time, but more as an opportunity to match wits with him than to really try to master the topic. My thinking was that I had my whole financial life in front of me, and there was plenty of time to get serious about money management later. In the end, that’s just about how it turned out—an informal explanation of the basics, then plenty of mistakes and experimentation, followed by renewed determination and recovery from the mistakes, and finally a relatively happy ending. Good enough for me, so it would be enough for my sons, right?

				Wrong.

				Here’s why: the financial world has changed, and in some very significant ways. I didn’t realize it at first, because the changes had occurred incrementally, bit by bit. But once I began doing some research to refresh my memory on the basics, I came to realize that over the course of an entire generation, the cumulative effect has been dramatic. The problem isn’t that what my dad taught me has gotten out of date—on the contrary, these timeless principles have become more important than ever. But what has changed is the financial environment. And it has changed in such a way that requires you to have a much more complete understanding of personal finance right from the start of your financial life. Spending a decade or more to finally get serious about a long-term financial plan—like I did—is a luxury that today’s young people can no longer afford.

				The financial world that I grew up in was quite forgiving, although I didn’t appreciate it at the time. In those days, the whole key was finding and maintaining a good steady income. Once you’d done that, turning that income into long-term financial security didn’t require too much heavy-duty planning or decision making. Of course, there were some choices to make, but they didn’t tend to be of the make-or-break variety. I was lucky to have gotten some sound, early training in money management, but in those financially friendly times, it wasn’t really essential—it was more like icing on the cake.

				Back then, the employment landscape was more stable. It wasn’t unusual to work for the same employer for many years at a stretch, even decades. And once you had a job (and/or joined a union), lots of things were taken care of on your behalf. Medical insurance was heavily subsidized (which prevented many of us from noticing just how fast health-care costs were steadily increasing). More important, years of service were typically rewarded with a wonderful retirement benefit called a pension: the employer continued to pay the employee a fixed monthly amount, after retirement, for life. This meant that behind the scenes, employers and unions were making most of the important long-term investment decisions on behalf of their employees; the employees just had to concentrate on their jobs. On top of that, Social Security could be counted on to supplement pension income with monthly payments after age 65. If you also owned a house, then you had a chance for even more security; the increases in housing prices were so dependable that a big equity was almost a guarantee. Of course, all those advantages could be reversed by getting into significant debt, but that wasn’t too common, because credit was pretty tough to get—especially for young people.

				But the foundations of that simple world have been crumbling for some time. If there was any remaining doubt that the old days are gone forever, it was dramatically erased by the recent subprime lending crisis and widespread financial meltdown. Today’s employment landscape is far more fragmented, and long stretches with a single employer are the exception instead of the rule. Self-employment and short-term contract work are now much more common. Medical insurance is often still subsidized, but the subsidies are shrinking while the costs continue to balloon. The days of employer pensions are just about completely gone, replaced by investment plans like 401(k)’s; employees must now make their own decisions about how much to save, which investments to choose, how to adjust them over time, and how to manage the intricacies of the available retirement tax shelters. At the same time, the range and complexity of available investment products has increased tremendously. There is serious and growing doubt about the long-term viability of Social Security as we’ve historically known it. Young people today often begin their financial lives in debt, in the form of student loans. On top of that, credit cards are aggressively advertised and readily available, despite recent reforms. Confidence in home-equity growth as a staple of retirement planning has been deeply shaken—and for good reason.

				So is there any hope? Is it still possible for today’s young adults to achieve any kind of long-term financial security? The answer is a resounding yes! The fundamental principles of personal finance are just as valid today as they ever were. You can still achieve a very strong financial future from almost any income level—but you’ll need to do the right things to make it happen. You can no longer rely on the institutions of the past to handle things on your behalf.

				But how are you supposed to know what these right things are? That is precisely what this book is about. We’ll cover all the decisions, actions, and habits that will be most important for you to know, exactly how and when to apply them, and how to avoid the most common mistakes. You’ll be glad to know that these right things aren’t particularly hard to understand or to do; but it is vitally important to do them right, to do them consistently, and to do them in the right order. Most importantly, if you get an early start, the risks are minimal and the payoff is substantial. But each year that you wait to begin doing these things, the risks go up and the payoff goes down. That means that you’ll need to hit the ground running.

				Back to the story: everything that I learned about this much-less-forgiving financial world meant that I was going to have to take a much different approach to teaching my sons than what I’d been planning. Because they were going to have to know the ropes right from the start, the lessons were going to have to be comprehensive as well as practical. Most of the main ideas were the same ones that I had learned, but they needed to be organized into a logical, properly sequenced, and easy-to-remember structure. I realized that it was going to have to be well planned in advance, and that I was going to have to put some careful thought and research into it.

				When I casually mentioned to friends and colleagues what I was up to, I was surprised by the intensity of their interest. Almost everyone had a comment about the lack of that kind of information; most asked if they could get a copy of my outline when I was finished. I was even more surprised when my sons told me that some of their friends said that they wanted copies too. It became clear to me that lots of young adults and their parents recognize that a strong early education in personal finance is now a necessity but aren’t sure how to go about finding it. I realized that if the key lessons could be collected and clearly explained, a lot of young people could benefit from them, not just my sons. That meant that I had to write more than just an informal outline that I could use when teaching my sons; it had to be useful and understandable to any young person, whether I was there to explain it or not. That’s how a loosely defined plan to deliver a few fatherly lectures eventually grew into this book.

				Throughout this evolution, there was one element of my dad’s approach that I was determined to keep: analogies. I remembered from my own experiences in young adulthood that when an older person tried to teach me something by dumbing down the material for my benefit—or worse, by trying to mimic my generation’s language—the effect was condescending and ineffective. But my dad never did that; instead, he used analogies to connect new ideas to ones that I already understood. It seemed like a more respectful approach, as if he were saying, “You’re intelligent, just inexperienced.” Simply put, analogies can make abstract concepts more understandable, and sometimes more memorable, too. My dad once explained that trying to get ahead financially while owing money was like trying to run up a down escalator; to this day, I remember that lesson every time I see one! When I’d used the same approach in explaining things to my own sons, it was clear to me that the effectiveness of analogies was still in full effect. So you’ll find lots of them in this book, along with case studies (ranging from one sentence to chapter length), impromptu quizzes, and other devices designed to keep things interesting. Some of the analogies may seem hopelessly unrealistic, but I hope you’ll play along with them long enough to get the main points.

				You might think that teaching young people the basics of personal finance would be something our educational system would cover, but it is virtually nowhere to be found. If there was ever a subject that would benefit just about all of us, individually and collectively, isn’t it the basics of managing personal finances? Many of our country’s economic problems wouldn’t be nearly as pressing if our overall financial literacy were higher; our average personal savings rate would be better, our retirements wouldn’t be so woefully underfunded, those outside of working years or otherwise unable to provide for themselves would be better cared for, and so on. Why not tackle this head-on via our educational institutions? Why not a “driver’s ed” equivalent for personal finance fundamentals at schools across the country?

				There is some encouraging momentum building in that direction, but you’re ready to begin your education now. Besides, maybe it’s a blessing in disguise that you’re learning about personal finance from this book rather than in school. Before something can go into a broadly distributed textbook, it has to satisfy the concerns and viewpoints of a very wide range of interested parties. This means that a formal academic treatment of personal finance might have a tendency to be descriptive rather than prescriptive. But not me; I’m going to be about as prescriptive as it gets! My objective from the beginning is to teach and advise my own sons, not satisfy school boards, government bodies, or influential alumni. So what you’ll find in this book are specific, strongly worded, personal recommendations. If you’re anything like my sons, when it comes to personal finance, you’re not particularly interested in reading a thorough survey of all possible points of view. Instead, you want someone who already understands all that, and who has your best interests at heart, to simply advise you exactly what to do and how to do it. That’s just what you’ll find here.

				You might be wondering what my qualifications for writing this book are. I have extensive academic and professional experience in the field of finance. I earned an undergraduate degree in economics (along with a minor in mathematics) and then a graduate degree in corporate finance. Later, I worked for nearly three decades as a finance professional at Hewlett-Packard, a large, well-known, and highly regarded Silicon Valley technology company. At the time of my retirement, I was vice president of finance for two of HP’s global business units. It is true that personal finance and corporate finance are different fields, but they aren’t exactly unrelated, either. The jargon, tools, and levels of complexity are very different (so are the staff meetings!), but personal and corporate financial management are, at the core, both about establishing sound habits and practices aimed at making sure that the ins are consistently bigger than the outs and that they stay that way. If anyone tries to tell you that there is some other mysterious “secret” to it—beware.

				So if you’re the type who gets put off by the complicated jargon, graphs, and equations that sometimes appear in books or articles about personal finance, and if you’ve always wished that somebody who “spoke geek” would just summarize the main points for you in everyday English—your wish has come true, and I’m your geek.

				A great deal is written on the subject of personal finance, and I’ve studied a lot of it in researching this book. What I found was that it is indeed a jungle out there, and the quality is all over the map. However, some of the information is outstanding; I’ve drawn heavily from a lot of this good work and have cited it where appropriate. But even though excellent information is available, most of it is intended for those who are much further along in their financial lives than you are. Relatively little of what is written about personal finance is squarely and directly aimed at young people, just starting out in their financial lives. You really seem to be something of an ignored audience.

				Well, you are ignored no longer! If you are just starting out in your financial life—or are about to do so shortly—then this book is designed specifically for you. The introduction that follows will outline how the book is structured and give you a preview of the topics that we’ll cover. I hope you’ll find this book useful for years to come and that you’ll share what you learn with others. Most of all, I hope that what you’re about to learn contributes to a bright financial future for you. 

			

		

	
		
			
				

				Introduction

			

			
				Here is what this book emphatically is not: it is not about how to get rich quick, with little effort. It is not about how to exploit the specific circumstances of “today’s historically unique economic conditions.” It is not about new, revolutionary, never-before-told secrets being revealed. It definitely doesn’t have a subtitle that suggests that you’re about to learn something that somebody else “doesn’t want you to know.” And it certainly isn’t about how to profit at the expense of others.

				In fact, it is just about the complete opposite of those things.

				What we’ll talk about will require effort on your part, and that effort will need to be sustained. None of it is particularly difficult, though, and some of it even becomes surprisingly effortless—eventually. The approaches that we’ll cover are based on solid, commonsense principles, many of which have been around for centuries. They aren’t dependent on any one particular set of economic conditions—they’ll work just as well for your children and grandchildren as they will for you. None of what we’ll cover is a secret, but it is amazing how few people really understand some of the most important points. Finally, once you master these concepts, you can share them with others. If you do, the result won’t be less for you. Instead, the result will be that you’ll spend your life surrounded by people who are also on a path to long-term financial security—and who will be very grateful to you for the helpful role that you played. Now, those are good people to be surrounded by.

				By following the principles that we cover in this book, you won’t get rich quick. Instead of a big, immediate payday, the idea is to improve your position a little bit at a time—carefully, methodically, and dependably. Most importantly, we’ll emphasize how very much easier it is to achieve a strong financial position if you get an early start, even if your initial steps seem tiny. Doing the right things, making the right financial decisions, over and over, right from the start, is the key. The purpose of this book is to explain—exactly—what those right things are, in such a way that you can easily apply them in your financial life.

				Even though your financial rewards will accumulate slowly, a different kind of reward does show up quickly and will stay with you throughout your financial life: confidence. It can’t be overstated—when you know with complete certainty that the path you’re on is leading you toward an ever-improving financial condition, the journey becomes much more enjoyable! To appreciate how important this is, consider the alternative. Everyday life is filled with constant reminders of your personal financial condition and prospects. Every time an unexpected expense comes along, or you are tempted by an appealing purchase, or you hear about someone you know in financial difficulty serves as a prompt for you to consider your own financial situation. For most people, this steady stream of reminders can result in stress, uncertainty, and frustration—or maybe in very bad decisions. In contrast, if you have a solid understanding of your financial path, you can greet each of these reminders with calm assurance. The difference that this will make in your daily life is huge—and permanent.

				Your Financial Life

				Throughout this book, a term that you will hear a lot is your financial life. Let me explain exactly what I mean by that. Your financial life begins once you have established a steady income and have become completely responsible for your own financial affairs. It can begin abruptly, gradually, or somewhere in between. For most people, financial life begins somewhere in their late teens or twenties. (When you are handed a diploma, if you notice your parents seeming even more overjoyed and relieved than you might have expected, that might be a signal that your financial life has just abruptly begun!) Likewise, your financial life ends when you are no longer responsible for your own financial condition, and this too can be abrupt or gradual.

				I want you to think of your financial life as having three roughly equal phases. To help you begin thinking this way, a typical breakdown might look like this:

				1st third: age 20s and 30s

				2nd third: age 40s and 50s

				3rd third: age 60s and beyond

				The exact ages don’t matter; your beginning and ending points may be sooner or later, the length of your thirds may be shorter or longer, and what we’re about to cover is not dependent upon you having a precise estimate of your life span. What is important is for you to adopt a rough mental picture of your financial life as being separated into thirds.

				This book is aimed directly at those who have just begun—or are just about to begin—the 1st third of their financial life. Nearly everything written here is going to be about what to do, how to do it, and why it is important—during the 1st third of your financial life.

				If you are already well into your 1st third, I’d encourage you to keep reading anyway. Most of what is covered here will still be applicable to you. If you’ve made some missteps, reading this ought to make it clear to you what those were; you still have some time to correct them and get back on track. However, if you’re already into your 2nd third, or even later, you would probably be better off seeking education elsewhere. Don’t worry—a great deal of what is written on personal finance is aimed at those who are already under way, so you’re sure to find something helpful. Our focus here, though, is on the often-neglected newcomer.

				Now, stand by for an extremely important concept. It is one that you’ve probably never been taught, and it isn’t well known. Lots of people eventually understand this concept, but only when it is too late to do them much good. It isn’t particularly intuitive, but once people thoroughly understand it, its implications immediately change their perspective and priorities. The concept isn’t new or revolutionary, but somehow it always seems to avoid the spotlight. And it isn’t controversial: I’d be willing to bet that the vast majority of respected personal finance experts would readily and wholeheartedly agree with it. Are you ready?

				When it comes to personal financial management, the 1st third is vital. It is immensely easier to achieve a strong financial position by taking the right steps during the 1st third than it is by taking similar steps later in your financial life.

				Take a minute to let that sink in—because if you’re like most people, this is not how you’ve been thinking about it up until now. Most people think that the 1st third is a time for getting their feet wet in the financial world, so that they’ll be ready for the real action that comes later on. Worse, maybe they think that the 1st third is all about rewarding themselves for all the hard work that it took to achieve the paycheck-earning status, before they settle down and become more financially responsible later in life. Still other people decide to just “go with the flow” and just do what everyone else seems to be doing financially. Worst of all, some people might not think about their financial futures at all.

				One of three things will be true at the end of the 1st third of your financial life:

				
						You will have dug yourself into a hole that you’ll spend much of the rest of your financial life digging out of, which you may or may not ever fully succeed in doing.

						You will have avoided digging a hole, but you won’t have much to show for roughly 20 years of work. And you will have wasted the very best opportunities to invest that you will ever have.

						You will be on a safe and secure track to a very bright financial future. You will have avoided the many pitfalls, established the indispensable habits, and planted the right financial seeds that make such a future a virtual certainty. 

				

				The entire purpose of this book is to give you the education necessary for you to put yourself in the third category. Some of it will just sound like good common sense, some of it will involve things you’ve never even thought about before, but none of it will be very difficult to understand or to put into practice in your financial life.

				If you think it all depends on income, which is a message that seems to be endlessly repeated in our culture—it doesn’t. Income plays a role in determining how long it might take and what kind of lifestyle awaits you when you arrive, but the fact is that a solid and secure financial future can be built from virtually any level of steady income. In fact, the lower your income, the more important it is to practice sound financial management principles. (By the way, a high income is no guarantee of financial success—more on that later.)

				If you think it all depends on luck, educational level, a big inheritance, willingness to take big risks, or who you know—it doesn’t. All of those things can help (sometimes, at least), but you don’t have to depend on them. The strategy that we’re going to outline puts you in a position to capitalize on any advantages that you might have, or good fortune that may come your way, but it doesn’t rely on them.

				The approach that we’re going to take is probably the most common one that people who have achieved financial success have used, but it is far from the most famous. The consistent practice of sound, commonsense principles wouldn’t make a particularly good movie plot. But when you think about it, is your financial life the part of your life where you want danger, excitement, and thrills? Or worst of all—suspense?

				The path that we’ll carefully describe has none of those. You might even describe it as boring. It is safe, utterly dependable, and emphasizes discipline and responsibility over risk taking. Best of all, it is available for absolutely anyone to use.

				Why the 1st Third Is So Important

				Have you ever tried swimming in a river? If you have, then you know that there is a huge difference between swimming with the flow of the water (downstream) and swimming against it (upstream). When you’re swimming upstream, every stroke is a battle. You’re trying to advance yourself, as well as steer in the right direction, simultaneously. If you relax or slow down, even briefly, you immediately start going backward and end up pointing in a different direction. But swimming downstream is a smooth and care-free glide! Your strokes are deliberate and leisurely. You can even relax from time to time, just making an occasional stroke to fine-tune your steering, while you let the water do the work.

				Unlike real rivers, financial rivers can flow in either direction—and what you do or don’t do in the 1st third of your financial life determines which direction your financial river will start flowing. The strategy that we’ll describe in the coming pages is specifically designed to get the river flowing in the direction that you want, as early in your financial life as possible. At first, the water will move very slowly; but if you persist, your financial river will pick up speed and force. Once that is accomplished, the 2nd third and the 3rd third can be a breeze; your main financial decisions will be about fine-tuning your steering.

				But if the river starts flowing in the wrong direction during the 1st third, your financial life won’t be an easy glide. Once the river starts picking up momentum, reversing its direction requires considerable time and energy. You can still reverse its course in the 2nd third of your financial life, but it will be very difficult to make up for all the time that you could have been gliding along in your desired direction.

				But why is this true? What is it about the 1st third of your financial life that makes it so special? Two very important things, actually—and not ones that sound very exciting. What are they? Habits and math. (See, I told you they wouldn’t sound exciting.) Let’s give each of them a closer look.

				The word habits conjures up an image of something like flossing your teeth: yes, it’s important, and yes, you probably understand that you need to do it, but it’s not particularly likely that flossing your teeth daily will result in a life-changing view of the world. The best you can hope for is to work it into a daily routine in such a way that you barely notice that you’re doing it and that it somehow results in better dental health—and that’s it. Make no mistake, some of the habits that we’ll be talking about fall into this tooth-flossing category, and the best that I will be able to say is, “Do it because it’s important, not because it will be the highlight of your week.”

				But not all habits are like tooth flossing. Some experiences really do change the way that you look at the world, and specifically your financial world. These kinds of habits are called transformational habits, and we’ll be recommending some of those, too.

				When an appropriately composed ball of dough spends the right amount of time in a hot oven, it comes out as a loaf of bread—and it will never be a ball of dough again. Once a cucumber becomes a pickle, it can’t reverse course and go back to being a cucumber. Likewise, once you’ve gone through the process of mastering a truly transformational habit, you are permanently and fundamentally different from how you used to be.

				How does this work? Once you’ve summoned up the nerve and conviction to forgo some tempting and major form of immediate gratification in order to put yourself on sounder long-term financial footing, you’ll like the feeling that this gives you. You’ll cross over into having a new perspective; not all at once, but gradually. You will begin finding that the peace of mind and security that comes from making these kinds decisions is becoming stronger than the fleeting sense of disappointment and sacrifice. The more you do this, the stronger that perspective will become. It doesn’t matter that the first few times involve relatively small amounts of money; once you experience this powerful change in perspective, it will be second nature to you when the amounts become much larger. You will automatically and consistently make decisions that will improve your financial future, without feeling anything like sacrifice. Instead of thinking of these events as depriving yourself, you will begin seeing them as gifts—to your future self. As time goes by, the amounts of money involved will increase—and eventually the cumulative effect of all of these decisions will become very considerable.

				But don’t try postponing these kinds of transformational habits too long, because they work in both directions. If you decide to give in to immediate financial gratification during the 1st third of your financial life, with the idea of taking a more responsible approach later on, it won’t work. You’ll be like the loaf of bread trying to turn back into a ball of dough. Your financial habits will already be baked in, and your financial future is likely to remain . . . pickled. (Sorry.)

				Instead, if you use the 1st third of your financial life to deeply ingrain all of the tooth-flossing-type habits, and to fully embrace all of the transformational habits, you can get the river flowing in the direction that you want right from the start and keep it flowing that way—for life. This book will show you exactly what those habits are and how to go about mastering them.

				What about the other aspect: math? The building of wealth has a purely mathematical element that gives you a huge advantage while you are in the 1st third of your financial life, no matter who you are and no matter what your starting point is. Two investors can approach an identical investment opportunity—one, a person in the 1st third of their financial life, and the other, much later in theirs. The younger person has an automatic, built-in advantage that is nothing short of enormous. The results available to the younger investor are overwhelmingly greater, despite the older investor’s advantage of experience, market knowledge, or Wall Street connections as long as the investment is made in the way that we’ll describe.

				How does this overwhelming math advantage work? I can’t tell you, I have to show you. (Hint: you won’t have to wait very long. It’s the entire subject of the very first chapter.)

				The Role of Money in Your Life

				Your financial life is not your whole life. Your whole life has many elements; you have a family life, a work life, a social life, a personal health life, a love life, an intellectual life, perhaps a spiritual life, and so on. Which one is more important? I hope you didn’t try to answer seriously, because that was a trick question! All the elements of your life are vitally important, each in its own way, and at various times and in various ways they are all dependent upon one another. A serious problem in any one element of your life can disrupt some or all of the other ones. It is far easier said than done, but most people agree that the key to a rich and fulfilling life is to find a harmonious balance among all of these elements.

				So don’t think that financial success alone can automatically result in a rich and fulfilling life. You don’t need me to tell you that when financial success becomes an end in itself for someone, the result is rarely a pretty picture. Financial success is not a competition, and there is no prize for finishing first in your peer group or family. A far healthier ideal is to think of personal financial success as a tremendously useful advantage in seeking value and fulfillment in the other areas of your life, including contributing to the security and well-being of others. That’s the prize!

				On the other hand, some people regard any pursuit of personal financial success as distasteful, or even immoral. Whether this dislike is sincere or just a rationalization for not understanding how to achieve success, such an attitude can have profoundly disruptive implications in the other areas of your life. A reluctance to master at least the basics of personal financial management will likely result in a series of financial crises; whatever your higher values are, you probably won’t be able to pursue them very well in such a situation. These crises aren’t just numbers in a bank account. These are the kinds of situations that can suddenly leave you without a car or a place to live; the paycheck that you’ve been counting on can be seized by creditors. These financial crises have the potential to destroy everything from family relationships to your own health. If you find being concerned with money distasteful . . . well, being completely unconcerned with it can turn out to be pretty distasteful, too. And not just for you, but for those around you. The truth is that you either master the basics of personal finance or your personal financial situation will eventually master you.

				Different people have all different types of attitudes, assumptions, and philosophies about money and the role that it can and should play in their lives. The philosophy that we will take in this book is based on a single, overriding premise. Learning how to responsibly and safely manage your personal finances is a completely different thing from deciding how you will ultimately use your financial resources—and these two very different subjects shouldn’t be confused or mixed together. You and I might have completely different ideas about the best way to use financial resources to improve your life and the lives of others. That’s fine, because such a question is a matter of personal values, and we’re all fully entitled to our own. But no matter what your personal values are, can we agree that learning how to responsibly and safely manage your personal finances is a completely worthwhile endeavor? And that doing so will enable you to better find fulfillment in the other areas of your life, whatever that might mean for you? If so, you’ve come to the right place, and welcome!

				A related point to make is that you’ll find this book to be a politics-free zone. That seems to be a little rare these days; the expression of political views of all types is commonplace in our culture, and on the whole, that is a decidedly better state of affairs than the opposite. When it comes to personal finance, it is not unusual for writers or speakers to include their political views, either as side comments or fully integrated into their main points. After all, a discussion of finances can naturally lead to a discussion of overall financial conditions, which leads to economics, which leads to economic policy, and before you know it, there we are in a full-blown political discussion. But that is not at all where we are headed in the coming pages. Sound personal-finance principles are equally available and advantageous to everyone, regardless of political persuasion or lack of one. Differences in political or social ideology quickly emerge when it comes to deciding how financial resources should or shouldn’t be used, but our focus is going to be on the generation of those resources, not their ultimate use. I believe that it is unnecessarily difficult to learn and master new concepts while simultaneously engaging in an ideological debate, so my intent throughout is to avoid the distraction of such discussions altogether.

				A Look Ahead

				As I’ve mentioned, none of the fundamentals of personal finance are particularly difficult to understand, but there are a quite a few of them, and they are interrelated. Because of that, personal finance is much easier to learn if the individual ideas are presented and mastered in a logical sequence. The topics in this book are ordered so that it is easy to see the interrelationships; each idea builds on the previous ones.

				The main body of this book is organized into four parts, and there are five chapters in each part. As you progress through the sections, you’ll notice that what you’re learning gets deeper—and narrower. In part I, for example, you get a relatively short exposure to lots and lots of different ideas. Some call this “a mile wide and an inch deep.” By the time you arrive at part I, all your learning will be in one single area, but we’ll cover it in considerable depth. In other words, the final section will be “an inch wide and a mile deep.” Let’s take a closer look at each of the parts, one by one.

				Part I is designed to set the stage for your financial success by exposing you to the most important concepts first. These are concepts that are so fundamental, they will reappear continuously throughout the rest of the book; most of the more advanced topics that we’ll cover later are based on these fundamentals. The better you familiarize yourself with these, the more readily you’ll be able to understand and apply the ideas that appear later in the book.

				In part II, the theme becomes much more operational. Here, we’ll take a very pragmatic look at the most common financial decisions, processes, and practices—the kind that you’ll face every day, or at least every month, throughout your financial life. We’ll cover budgeting, spending, saving, borrowing, credit scores, taxes, and risk management—in other words, the very foundation of your financial position. You’ll learn how to set up each of these processes so that they all provide solid, dependable support for your financial condition while you work to improve it.

				We narrow the focus in part III, where we talk about the two truly big-ticket items that most people face: cars and houses. Even though you don’t make these kinds of purchases very often, they are big enough to cause you substantial problems if you don’t get them right. As you are probably aware, lots of people don’t get them right—or don’t get them as right as they could have. Our goal is to provide you with practical, useful approaches to these major purchases so that you’ll be among those who do get them right.

				The focus of part IV will be narrower still. We’re going to devote that entire part to just one single subject—long-term investing. We’ll provide some overall education on investing in general, but most of the time will be spent detailing exactly what to buy, when to buy it, from whom to buy it, where to hold it, and how long to keep it. We can get that specific because of a remarkable, overwhelming investment advantage that each of you has. Oh, weren’t you aware that you had a remarkable, overwhelming investment advantage? Well, you do! And you’ll learn all about it in part IV. Once you understand our approach to long-term investing, you’ll be amazed by how simple—and how powerful—it is.

				As described earlier, the topics have been sequenced in the way that makes them easiest to learn and understand comprehensively. But that may or may not have anything to do with the order that you’ll actually encounter them in your real financial life. I know it will be tempting not to, but please, please read through these topics in the order that they are presented. If you immediately jump to the house-buying chapters before learning about budgeting, borrowing, and credit scores, the approach that is presented probably won’t work. In fact, you might end up making the kind of mistake from which it would take years to recover. If you jump ahead to the long-term investing chapters before learning about taxes, saving, and cash buckets, the investment strategy that is presented probably won’t work. The book can be a valuable reference guide for you for years to come, but I urge you not to use it as a reference book until you have gone through it carefully, in sequence, at least once.

				Fish

				There is a wonderful, well-known Chinese proverb that goes like this: “Give a man a fish, and you feed him for a day. Teach a man to fish, and you feed him for a lifetime.” This proverb has stood the test of time because of the beautifully powerful truth behind it. The way that it is worded puts your attention on the big difference between being a fish recipient and a fishing student.

				What if we reworded it, though, to put the emphasis on the teacher instead of the student? “Give a man a fish, and you don’t have that fish anymore. Teach a man to fish, and you still know everything that you ever did about fishing.” That’s just as true as the original, and also quite a powerful thing to understand. In a very fundamental way, knowledge is different from a fish, or a car, or a dollar, or any “thing”: when you give it away, you still have it!

				What if we took it even a step further? What if everyone were taught to fish? If we just passed a fish around from one person to the next, we’d still just have one fish. But if everyone were taught to fish, the knowledge of fishing would simply grow, and keep growing with every lesson. You might be thinking that if that happened, sooner or later we’d run into an overfishing problem, and you’d probably be right. But finances don’t work like fish! If everyone knew how to manage their personal finances toward a safe and secure financial future—if our collective financial IQ were significantly increased—we would all be better off. And we’d be better off in so many ways, on so many levels, that it gets hard to even imagine just how marvelous that would be. (If you’re thinking that if everyone practiced these concepts, the economy would just eventually run out of money—not so. On the contrary, the economy would be in fantastic shape. But that’s a topic we’ll leave for an economics class, not this book.)

				The point is, this kind of knowledge is for sharing. Once you’ve mastered the lessons presented here, you’ll be well on your way toward a bright financial future. Don’t stop there! Share what you’ve learned with others. You’ll be better off, they’ll be better off, and all of us will be, too.

				Ready? Let’s go fishing!
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				The Truly Amazing Power of . . .

			

			
				In the world of personal finance, there is a power so great, so completely dominant, and so incomparably mighty, that any serious book about personal finance simply must start with it. But I’ll warn you ahead of time that when I tell you what it is, you probably won’t be too impressed. You see, as truly amazing powers go, this one doesn’t make that great of a first impression. It’s a little bit like meeting Clark Kent for the first time, with his thick glasses and baggy suit in his office at The Daily Planet. “This is the Man of Steel?”

				Part of the reason for this is that the power we’re talking about is . . . well, sneaky. When it first makes its appearance, its effect is so small as to barely be noticed at all. Only when given enough time to pick up steam does its real power begin to become apparent. Eventually, it snowballs into a force that is completely unstoppable. But when I tell you what it is, you’ll say “What, that?”

				And before we go any further, it is vital that you understand something else about this power: it can either work for you or against you. It isn’t neutral. It picks one side, friend or foe, and gets right to work.

				I am starting with this subject for two reasons: first, because it is the single most powerful idea in the whole field of personal financial management. The majority of people who are in great shape financially are in that position because they understood this power and have had the patience and discipline required to use it to their advantage. On the other side of the coin, it is even more common for people to be completely and utterly wiped out because they didn’t understand that this power was working against them; or, more likely, they knew it was working against them but deeply underestimated by how much. The second reason that I’m starting with this power is that we will come back to it again and again when discussing other topics, so it is good to have a solid understanding of it right from the start.

				Okay, so what is it? What is this overwhelmingly powerful force? Are you ready?

				It’s compounding.

				Yes, compounding. If you were first introduced to it in a math class, it might have been called powers or exponents. Later on in math, or in a science class like biology, you might have covered the idea of exponential growth. Well, compounding is really the same thing, but applied to your personal finances, where it is usually referred to as compound interest. You can either earn compound interest or be charged compound interest. You earn compound interest when you save and invest; you are charged compound interest when you borrow.

				If you think you already pretty much know about compounding, and that this chapter is just a repeat of something you’ve already learned elsewhere, you’re not alone. Most people believe they already understand this, and maybe you’re one of those who really do. But just in case, I’d like to ask you to read through the next part carefully, anyway.

				You see, I am already assuming that you know the basics of how the math works, and that you already know, at some level, that the effect is really big. The main point I want you to get from this explanation is just how big the effect is. In fact, I want you to learn this with such a jolt that you come away thinking, “Wow! If I don’t learn anything else from this book, I want to figure out how to get this power working for me and not against me.” So I ask you to read on, remembering what you know about the math, but with a completely open mind about how powerful the effect is.

				The Checkerboard

				So here we go—time for a simple multiple-choice question. No calculator, no pen or pencil, just from what you see below: What would you rather have, A or B?

				
					
						
								
								A.

							
								
								One million dollars, valid U.S. currency, cold hard cash, tax free, right now.

							
						

						
								
								B.

							
								
								Picture an ordinary checkerboard, 8 rows of 8 squares each. That makes 64 squares in total. Let’s say I start with the first square, in the lower left-hand corner, closest to you. I will put a penny in that square, then two pennies in the next one, four pennies in the one after that. By the time we get to the end of the first row, there are 1 + 2 + 4 + 8 + 16 + 32 + 64 + 128 = 255 pennies, or $2.55. Now I will go on, square by square, doubling the number of pennies each time, until I have the whole board completed. When I am finished, you get all the pennies on the checkerboard. Got it?

							
						

					
				

				All right, I know what you’re thinking—I just spent several paragraphs telling you how amazingly powerful compounding is and now throw this obvious trick question at you? Good test taker that you are, you spent 2 seconds thinking about it, then said, “Easy! B’s gotta be the right answer!” Well, you’re right—of course, it’s B! But now comes the real point: again, without calculating anything directly, take a stab at just how much better B is than A. Is it twice as much? More like 100 times? Remember, I’ve already told you that I am trying to completely blow you away with how powerful compounding is, so go ahead and guess really high—just remember your guess.

				Okay, so what’s the answer? Let’s start by considering how many pennies are only on the 64th and final square. The answer? Well, there are this many pennies: about 9,200,000,000,000,000,000, which is otherwise known as 9.2 quintillion. Oh, you want that in dollars? About $92 quadrillion. Also known as $92 million, a billion times.

				But that is only the amount on the 64th and final square. Don’t forget that there is half that amount, $46 quadrillion, on the 63rd square, and $23 quadrillion on the 62nd square, and so on. By the time you add up all the squares on the whole checkerboard, you’ve got something like $184 quadrillion.

				That amount is a little hard to think about, isn’t it? What does $184 quadrillion even mean? Here’s one way to think of it: picture yourself living in the year 3800 B.C. The Roman Empire, the Greeks, the Egyptians—these civilizations did not yet even exist. Ancient people like King Tut, Moses, and Alexander the Great were thousands of years in the future. Emperor Qin Shi Huang wouldn’t unify China and begin construction of the Great Wall for another 3,000 years. Even the prehistoric structure of Stonehenge was not yet imagined.

				So what was going on then? One notable culture at the time was centered in Mesopotamia, and most scholars agree that there was a revolutionary new technology just breaking through there called (get ready . . . ) “the wheel”! (First used in pottery making, then mill grinding. Using wheels for transportation was still a long way off.) So imagine that you’re that bright Mesopotamian who came up with the first actual wheel. In your glee, you decide to celebrate by going out and spending a little money. If you walked out of your wheel-hut that afternoon and immediately began spending 1 million dollars per second, around the clock, without stopping to eat or sleep, day after day, year after year, you’d be just getting close to $184 quadrillion—today!

				Remember our A vs. B multiple-choice question? Now you know—B isn’t twice as big as A, or 100 times. It is 184 billion times bigger than A. How does that compare to your guess?

				I hope I have your attention and that you don’t think that I was exaggerating when I called the power of compounding truly amazing. Compounding has been called the eighth wonder of the world, and now you have an understanding of why.

				More about Compounding

				Some of you more math-friendly types probably want to see how the staggering checkerboard result was reached. Fair enough; I’ll take you through it in the next paragraph. But if you’re not that interested in the math and prefer just to take my word for it, that’s okay too. It is much more important to appreciate fully what compounding can do than it is to understand the mathematical mechanics. So, mathletes, read on; everybody else, just feel free to skip the next paragraph.

				Optional checkerboard math explanation: The number of pennies in any square is 2(N-1), where N is whatever square you’re on. Since there are 64 squares on our checkerboard, the number of pennies on the last square is 263, which just about any calculator or spreadsheet program can tell you is about 9.2 quintillion, or $92 quadrillion. And since each square is double the preceding one, the total number of pennies on the entire checkerboard is one penny less than double what is on the last square. (You can either add up all 64 squares on a spreadsheet to get this, or use some fancy summation rules math to deduce that the total equals 2 × N64—N0, or $184 quadrillion minus a penny.)

				Let me assure you that you don’t need any high-level math skills beyond basic arithmetic to understand fully what compounding is all about. Here’s a much simpler explanation of the math involved: compounding just means taking an amount and then continually increasing it, over and over again, by the same fixed percentage. Since each increase is constantly proportional to each beginning amount, the increase amounts get bigger and bigger with each cycle.

				There is a very important aspect to the way compounding works that I want to make sure you notice. Even though the math guarantees that the rate of increase will be smooth, our perception of it doesn’t tend to work that way. Instead, unless we’re paying exceptionally close attention to each and every increase, we tend to notice it in distinct phases. In the first phase, the increases are tiny. If we notice them at all, it is simply to conclude that they’re too small to ever amount to much, so we dismiss them as barely worthy of attention. After enough time, though, the amounts get big enough to mildly surprise us. In this phase, the compounding has really begun to “pick up steam,” and we begin to conclude that it really might add up to something significant after all. After even more time, we enter the third phase: this time, we aren’t just surprised by the size of the increases—we are astonished! An easy way to think of these three perceptual phases is this: the “snoring” phase, the “eyebrow-raising” phase, and the “jaw-dropping” phase.

				In our checkerboard example, by the time we get to the end of the first row, we have only $2.55; the very idea that this little scheme could ever compete with $1 million in cash seems laughable. Watching the tiny increases is enough to put anyone straight to sleep. At the end of the second row the total amount has grown to $655.35. This is still far short of our $1 million alternative, but it is enough to make us raise our eyebrows, as we begin to realize that this checkerboard scheme might have a chance to really add up to something. The pennies reach the $1 million mark during the fourth row—less than halfway through—and our jaws drop with the realization that we are witnessing something astounding. With the completion of each successive row, our jaws drop further and further. We are now well into the third phase.

				This is why it is really important to learn about compounding when you are young. The earlier you begin letting the power of compounding work for you, the more time you have to let compounding build up momentum and get into its most powerful stages. Someone who starts at age 20 and utilizes positive compounding until they are 60 has 40 years of compounding working to their benefit. Someone who waits until they are 40 to put compounding into place has only 20 periods of compounding to work with. Before you read this chapter, you might have thought that 40 periods would be twice as good 20. But now that you know about the checkerboard, you know the truth—40 years of compounding is immensely better than twice as good as 20 years.

				By now, it is probably becoming quite apparent to you why compounding is such a huge concept in personal finance—because the effect is so unbelievably powerful. How powerful it is depends, as we’ve seen, on how long the compounding goes on. But it also depends on how fast we compound. In our example, we doubled the number of pennies with each successive square. We would have gotten a different answer if we had tripled or used some other compounding factor. In finance, the fixed percentage at which amounts are compounded is called the interest rate. That’s why financially smart people pay very careful attention to what might seem like very small changes or differences in interest rates.

				Of course, the checkerboard example isn’t too realistic; doubling your money with every time period is equivalent to an interest rate of 100%. (In fact, if you find a “checkerboard” investment opportunity that promises to double your money every year, contact me immediately. Better still, keep your money in your pocket and contact the authorities, because it is almost certainly a scam.) We chose the checkerboard for its dramatic value, not for its realism. But that’s okay, because you don’t really need $184 quadrillion to be considered a financial success. I’ll bet you’d settle for a measly trillion or two.

				In real life, safe and legitimate investment opportunities that can consistently deliver a 10% interest rate per year are rare but not unheard of. On the other hand, it is quite easy to find real-life examples of compounding working against you at interest rates higher than 10%; almost any credit card will do it. That brings us to another important truth about compounding: as amazingly powerful as this force is when you save and invest, it will usually work even harder against you when you borrow. Why is this? It doesn’t seem quite fair, does it? We could enter into a long discussion about why this is, but that is beyond the scope of what we need to cover here. For now, just realize that nearly always, the interest rates that you’ll pay for borrowing are usually higher than those that you’ll earn from saving and investing—sometimes by a little and sometimes by a lot.

				Case Study: Compound University Reunion

				Xena, Yolanda, and Zelda were friends and college classmates at Compound University, and they attended their graduation ceremony together. The commencement speaker was very interesting. He spoke about the importance of saving and investing, and he stressed that making it a lifelong habit could really pay off in the long run. Further, he explained how one could invest in such a way as to consistently earn an average return of 6% per year over a long period of time, without taking any unreasonable risks.

				Note: Compound University is located in a mythical land without taxes or inflation. That doesn’t mean that those aren’t important; they are, and we’ll talk about them both later on. It just means they have nothing to do with the point of this particular case study.

				After the ceremony, the trio sat down for one last cup of coffee together at their favorite hangout. Xena was the most impressed. “Wow! That guy was absolutely right, and I’m following his advice. Here’s what I’m going to do: I’m going to put away $1,000 a year, every year, no matter what, for the next 40 years. Some years will be easy, some will be harder, but I won’t skip a year. I’m going to invest it just like he said and earn 6% a year on it. What do you say? Let’s all do it!”

				Yolanda was also pretty impressed, but she had a slightly different take. “I’m with you, Xena, but I want to be realistic. I think I could manage to save $1,000 a year for quite a while, especially when I’m young. After all, we’ve been starving students these past few years, so I’m already pretty used to living on a tight budget. But after a while, life will get more complicated. There will be houses, kids, cars . . . kids with cars . . . and then kids in college. I just don’t think it will be realistic to be planning on saving any money during those ‘high-expense’ times in my life. But I’ll meet you halfway: I’ll save $1,000 a year for the next 20 years, invest it just like you will, but then I’ll stop. I won’t dip into the investment during the following 20 years; I will let it continue to earn interest. But I’m just not going to add any more to it after the 20th year.”

				“Yolanda, you’ve got it completely backward,” said Zelda. “Think about it. We’re just graduating now, and our pay over the next few years is going to be the lowest that it will ever be. I think that $1,000 a year is out of the question when we’re just starting out. Plus, we barely own anything now. We each have to buy a first car, a first TV, a first set of furniture, probably a first house—all out of our low starting pay. But the odds are, our pay will keep going up throughout our careers, and after enough time, $1,000 will be pocket change. So I’m doing the opposite of your plan, Yolanda. I’m going to save $1,000 a year, just like you, and for 20 years, just like you, but I am going to start in year 21, just when you’re stopping. I think that is much more realistic.”

				After a little more discussion, they agreed to meet in exactly 40 years, at the very same spot, to compare their experiences. As an incentive, they decided that whoever was most disappointed in her strategy would be the one who had learned the most valuable lessons, and therefore should be the commencement speaker for that year’s graduates. Since none of them relished the idea of publicly sharing why their strategy was so disappointing, they all left that day firmly resolved to follow their respective plans to the letter.

				Forty years later—exactly—they arrived simultaneously at the coffee shop, which was still in business at the very same location. And they each came with reports in their hands, showing the current balance in their investment accounts. In remarkable displays of determination and persistence, each had followed through—exactly—on the plans that they’d outlined 40 years earlier. And the commencement speaker had been right about his investment recommendations; Xena, Yolanda, and Zelda each earned an average of 6%—exactly—on the amounts that they’d invested.

				Now, before the three friends reveal their investment balances, what do you think the outcome is going to be? I’m betting that you have a pretty good idea of who will finish first, second, and third. But I am also betting that unless you couldn’t restrain yourself from doing the math, you’ll find the answer pretty eye-opening. So, back to the coffee shop . . .

				The three friends each laid their investment reports on the table. And the outcome was:

				
					
						
								
								Xena:

							
								
								$164,000

							
						

						
								
								Yolanda:

							
								
								$125,000

							
						

						
								
								Zelda:

							
								
								$39,000

							
						

					
				

				Zelda was flabbergasted, and her jaw literally dropped. “Xena, I guess I knew all along that you’d win, since you invested more than either Yolanda or me. But Yolanda, how did you beat me? And by so much? I mean, we invested the exact same amount, but you have over three times as much as I do. What can possibly explain that big of a difference?”

				“Compounding,” replied Yolanda. “You see, in the last 40 years, I’ve learned that it is unbelievably powerful. You might even say that it’s truly amazing.”

				Xena added, “Compounding starts out slowly, Zelda, but then it picks up steam. Even though you invested the same amount as Yolanda, she had the power of 20 more years of compounding working for her, around the clock. But don’t feel bad—you must be very happy that you spent $1,000 extra every year for the first 20 years on indispensable necessities, aren’t you?”

				Zelda was beginning to get a little defensive. “Well, I still think I had the right idea by not starting until year 21. But now I realize that I made just one small mistake. I should have invested a little more than $1,000 per year to make up for Yolanda’s head start. I bet it wouldn’t have taken that much, either. I wonder how much?”

				Xena clicked a few buttons on a calculator and said, “Not just a little more than $1,000, Zelda. You’d have had to save and invest well over $3,200 a year to have gotten the same result as Yolanda. By waiting to start your savings as long as you did, you made it much, much more difficult to catch up.”

				By this time, Zelda was starting to see the light. Inspired, she grabbed Xena’s calculator, which had a convenient graphing function. After a few minutes, she turned the display toward her friends and showed them a graph (see figure 1.1).
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						Figure 1.1. Investment balances for Xena, Yolanda, and Zelda.

					

				

				“Wow! Now I see what happened. Look, Yolanda: after 20 years of investing, I was at exactly the same place that you were after 20—$39,000. But you let that amount keep compounding for 20 additional years. And that allowed your investment to go from $39,000 to $125,000, while you didn’t have to do anything but sit there and watch it grow. I had the same amount of time, but I used my extra 20 years of delaying to . . . buy ‘stuff.’ Well, all that ‘stuff’ is gone now, but you still have your $125,000. How could I have been so shortsighted?”

				“Cheer up, Zelda,” said Xena. “At least you’ve got the $39,000 to build from. I know lots of our classmates who started borrowing what seemed like small amounts right after graduating. I guess they wanted to buy even more ‘stuff’ than you. They’ve learned all about compounding too, but in a much more painful way than you did. In fact, most of them would be glad to trade places with you. Maybe one of them should give the commencement address.”

				“Commencement address!” exclaimed Zelda. “I forgot all about that. Well, I know exactly what I’m going to say, and it’s not going to be ‘spend now, save later.’”

				Summary

				
						Compounding is the mightiest force in the personal finance universe!

						The effect of compounding starts out small and slow, which is one reason why so many people fail to appreciate its power. But eventually it picks up steam, and then the growth really accelerates, and the numbers can get very big very fast.

						How much power compounding has depends on the amount that you start with, how long the compounding goes on (the number of compounding periods), and the fixed-percentage increase that occurs after each period (the interest rate).

						Compounding works for you when saving and investing, but against you when borrowing.

						Interest rates when borrowing are usually higher than interest rates when saving and investing.

						Compounding hugely rewards early investments, compared to later ones. The rewards for investing when young are disproportionally very high, and so are the penalties for waiting. It can’t be emphasized too much or too often—start saving as early as you possibly can.

						We will discuss long-term investing much more thoroughly later; for now just remember that your long-term savings will grow the most the earlier you start, and the higher the average rate of compounding. But . . .

						Caution! It is a big mistake to begin investing before you know exactly what you’re doing. So begin saving as soon as you possibly can, but keep these savings in a nice safe savings account until after we cover long-term investing in part IV. In the meantime, you’ll still be getting some of the power of compounding working for you. 
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				Your Financial Health

			

			
				If you want to know how tall someone is, you have them stand on a level surface, back against a wall, then make a mark on the wall and get out a tape measure. If you want to know how much someone weighs, you have them stand on a properly calibrated scale. Simple, right?

				But what if you wanted to measure someone’s financial condition? When I said earlier that our goal is to achieve a strong financial position, what did I mean by that? How is personal financial strength measured? What is the equivalent of inches or pounds when it comes to personal financial health?

				It’s an important question, because you won’t be able to tell if you’re succeeding unless you’ve got a way to measure your progress. To find your way using a map, the first step is identifying the you-are-here point—and knowing where you are requires a measurement.

				The way we measure personal financial health is called net worth. Net worth isn’t an opinion or an impression; it is a very well-defined measure with a specific definition that is widely accepted. We’ll describe how to calculate it shortly, but before we do, most people find it helpful to understand it conceptually first—and for that, we need an analogy.

				The Net Worth Bathtub

				Think of an ordinary bathtub. When you turn on the faucet, water runs into the bathtub. The water will stay in the tub until the drain is opened. This tub has a really big drain, and it is adjustable. So it is possible to drain the water out more slowly than it is coming in, faster than it is coming in, or at exactly the same rate. Got it?

				You’ve probably already figured out that the faucet represents money coming in. This is income from all sources: the paycheck from your job or jobs, your lottery winnings, gift checks from your grandparents, whatever. The drain, of course, is money going out: paying your bills, buying airplane tickets, money in wallets that you lose, and so on. Obviously, when water is coming into the tub faster than it is draining out, the water level in the bathtub will rise; when water is draining out faster than it is coming in from the faucet, the water level will fall.

				Now here is the point: when it comes to personal financial management, what we care about most is the water level in the bathtub. The water level in an individual’s bathtub represents that person’s net worth. Other terms for a high water level are rich or wealthy. So the object of the game is to increase your net worth. Fill up that bathtub! All that we have talked about, and will talk about, are strategies to increase your net worth. Any financial decision that you make should be made with net worth in mind.

				Some very important realizations are apparent from the bathtub analogy; in fact, they’re so obvious that they hardly need to be pointed out. If you want the water level in the bathtub to rise, then the drain has to be adjusted to a rate that is slower than the faucet is running. And the longer the drain is running slower than the faucet, the higher the water will rise. Stated a different way, it isn’t the absolute rate that the drain and faucet are running that is important—it is the relationship between the two.

				Common Misconceptions

				Even though these implications are quite readily apparent when it comes to bathtubs, it is amazing how murky people’s thinking can get when applying the same ideas to personal finance. The two most common misconceptions are to confuse either the faucet or the drain with the water level. Let’s look at them one at a time:

				Misconception #1: The faucet is all that matters. A fast-running faucet means a really high income, right? In many different ways, the faucet gets so much publicity that it is easy to see how some people get the idea that this is really the only important goal. In our culture, a high income is regarded as prestigious or even glamorous. Controlling expenses and being thrifty (or watching the drain closely) are often regarded as the opposite—only for those with very low incomes.

				Anytime income tax rates are in the news, the news media like to refer to people in the higher income tax brackets as “the rich.” This serves to further the misconception that high income automatically means high net worth. High earners in the upper tax brackets may or may not have parlayed that high income into substantial wealth; it depends on how well—or not—they have managed their drain.

				Misconception #2: The drain is all that matters. A fast-running drain means lots and lots of spending. If we see someone who is driving a luxury car, maybe even has a few extra cars, lives in an expensive home, and takes a lot of extravagant vacations, it is not uncommon to hear their neighbors conclude, “Oh, that person is really rich!” (In fact, one of the main reasons that this person buys all those things may be precisely because he or she wants the neighbors to say that.)

				The idea that a wide-open drain is proof of a full bathtub is regularly reinforced culturally, too. It is a favorite theme of advertisers; after all, it doesn’t do the advertiser any good when you tighten your drain controls. Their job is to get you into a “spend spend spend” frame of mind. It’s also a favorite theme in most popular entertainment. A rich-looking hero speeding away from his or her mansion in an ultra-hot sports car probably captures your attention a little better than one who is huddled over a spreadsheet, intently preparing next month’s budget. Just remember: your financial life is not fictional. Advertisers and media have their agendas, and that’s fine—you have your own.

				Despite these misconceptions, the truth is pretty easy to understand when you think about the bathtub analogy. Neither the faucet, nor the drain, is the be-all and end-all when it comes to increasing net worth; it is the relationship between the two. A fast-running faucet provides a better opportunity to increase net worth, but it won’t happen without proportionate drain control. Watching expenses carefully may not be portrayed as something that wealthy people need to be concerned with, but controlling spending is essential to building a high net worth.

				A famous book titled The Millionaire Next Door by Thomas J. Stanley featured detailed, survey-based descriptions of the lifestyles of the wealthiest people in the United States. In fact, the subtitle of the book is The Surprising Secrets of America’s Wealthy. By now, you might be able to guess what the surprise is: the most common profile of America’s wealthy does not conform to either the big faucet or the big drain stereotype. In fact, it is surprisingly common for those with big faucets to fall into a big-drain habit that leaves them with only modest water levels. Instead, it is quite a bit more common for wealth to be built by consistent drain control. Most of America’s wealthy turn out to live in much less expensive homes than they could afford, to buy used cars, and to generally avoid any spending that could be considered extravagant.

				Does this surprise you? It is certainly a very different picture than the way that “wealthy” is usually portrayed in the popular culture. But it makes sense when you think about it, using the bathtub analogy. In a way, it is a classic illustration of the old saying “You can’t have your cake and eat it, too.” America’s wealthy have their cake. America’s biggest spenders have eaten most of theirs, and now it’s gone.

				Take a minute to think about this . . . it is really important for this point to sink in. Once it does sink in, you’ll never think about spending money in the same way again. You’ll stop associating spending with what it can buy you today; instead, you’ll view spending as lost opportunities to save, invest, and grow your net worth. This way of thinking will then become a powerful transformational habit for you. If you want the freedom to retire early, or to weather any kind of unanticipated financial storm, or to be in a position to help those close to you if needed, you’ll want to have most of your cake left. That means that you’ll have to keep a careful eye on how much of it you eat—plain and simple.

				More about Net Worth

				How do you measure your own or someone else’s net worth? How is it calculated?  A really complete, accurate, and technically correct answer to that question would require a stack of books and months of study—way beyond the scope of what we need to do here. The simpler answer is that net worth is assets minus liabilities. Your assets are the financial value of everything you own, valued at today’s fair market value—what you could sell them for today, not what you originally paid for them. Here are some typical assets: all the money you have in the bank today (checking and savings accounts), plus all of the investments you have (valued at today’s price, not the price when you bought them), plus all of the things that you own, like houses, cars, property, computers, furniture, and clothes (valued at what you could sell them for today, not what you bought them for), plus all the money that anyone else owes you (assuming that there is a high chance of it actually being repaid). If you add all of that up, that is the value of your assets.

				Liabilities are simpler: this is the money that you owe others. For many people, their biggest liability is the unpaid mortgage balance on their house. Any credit card or student debt you may have goes here too, as do the unpaid balances on any other loans, for things like cars, giant TVs. (More on credit card debt and car loans later. Hint: credit cards and cars can be good, but credit card debt and car loans are bad.) Now, take the value of all of your assets and subtract the value of all of your liabilities, and what you’re left with is your net worth. This is what we’re trying to maximize.

				Is it possible to have liabilities greater than assets—a negative net worth? You bet, and it’s no fun: it’s called being in debt. And if your net worth gets negative enough, it’s called bankruptcy.

				It is important to emphasize that assets are measured at their current resale value. Here are three examples.

				
						You just went out today and bought a brand new car from a dealer for $25,000 in cash. You’ve reduced your cash by $25,000, but now you have a $25,000 car, so there’s no change to your net worth—right? Wrong. As soon as you drive the car off the dealer’s lot, it isn’t a new car anymore; it has just become a used car. Because of that, you can’t resell it for $25,000; you might get something more like $18,000. As a result of your purchase, your net worth has just declined by $7,000.

						Imagine that you’ve taken an around-the-world cruise, which cost you $7,000. Yes, I know—the memories are priceless. But from a net worth point of view, you can’t actually resell any of that experience—so again your net worth has declined by $7,000.

						Now suppose that you’ve spent $7,000 on an investment like a very low-cost equity index fund. (If you don’t know what that means, relax: we’ll cover this thoroughly during part IV.) In this case, not only can you resell this investment someday, you fully intend to. In fact, your explicit goal is to resell it someday for much more than you originally paid for it. So what is the net-worth effect of this $7,000 investment? As the value of this investment goes up and down, so does your net worth. If you later check the market price of the fund and you find out that you can resell it for $10,000, then your net worth has just increased by $3,000. Instead, if it has fallen to $4,000, then your net worth has just declined by $3,000. 

				

				These examples make it clear that our simple bathtub analogy needs a little refinement. There is a fundamental difference between a pure expense (like the cruise) and a pure investment (like the index fund). Only pure expenses go immediately down the drain. In contrast, investment values can go up or down, causing the water level to either rise or fall.

				The car is an example of something that is partly expense and partly investment. Cars aren’t the only example of expense/investment combinations; lots of big-ticket purchases fall into this category, most famously houses. We’ll spend all of part III talking about expense/investment purchases like these. Now that you understand much more about net worth and the fundamental difference between expenses and investments, it will come as no surprise to you what our part III strategy is going to be: how to minimize the effect of the expense portion of your purchase while improving the performance of the investment portion.

				The First Rule

				Most of part I is devoted to explaining some fundamental concepts to you; more specific guidance about what to do, and how and when to do it will come later. But here is an exception. That’s right: now that you’ve got a solid understanding of the relationship between net worth, income, and spending—here comes your First Rule.

				We’re calling this the First Rule because it is the first one you’ll be given—but that’s not the only reason for the name. The rule you’re about to learn is also first in importance. This rule stands before all others as “the prime directive” of personal financial management. If you always follow it, your chances of overall financial success are extremely good. The First Rule gets your financial river that we talked about earlier flowing in the direction that you want it to, so you can start swimming downstream instead of upstream. Following it will enable you to do everything else that will be covered in the rest of the book. But if you don’t follow it, it is not likely you’ll even be in a position to follow most of the rest of the upcoming advice. Are you ready?

				Save at least 10% of everything you ever earn.

				This isn’t a some-of-the-time rule or even a most-of-the-time rule—it is an all-the-time rule. You do this month after month and year after year, starting now. You become so consistent about this that it becomes more like a year-round habit than a conscious decision.

				By the way, that’s 10% of the gross amount that you earn. If the top line on your paycheck says $2,000, and then various deductions whittle it down to $1,300 before it actually gets deposited into your account, then your goal is to save at least $200—not $130.

				Where do you save it? We’ll elaborate more in part II, but for now just put it into a savings account. Make sure that this account is separate from any other accounts you have; you will want to see this account growing only from your consistent savings, not mixed in along with any other funds.

				Don’t withdraw from this account unless you are experiencing a true financial emergency. If you have an urgent need, save up for it separately.

				Remember that 10% is the bare minimum. It is your starting point for considering how much to save, and you go upward from there. If you want your financial river to flow faster, and to achieve financial success sooner, then save more than 10%. If you want your post-income-producing years to be at a higher rather than a lower lifestyle, then save more than 10%. But save at least 10%, minimum, always.

				Just in case it isn’t obvious, following the First Rule automatically means that you don’t borrow money—ever. Borrowing is the opposite of saving, so if you are consistently saving at least 10% of everything you ever earn, month after month and year after year, then that rules out borrowing of all kinds. A loan from the bank? Never. Buying a car with “unbelievable financing”? Nope. An infomercial special with “six easy installments”? Not for you. Unpaid credit card balances? Definitely not! The only possible exception that you will ever consider to the never-borrow-any-money rule is a mortgage on a house, which we’ll cover in part III.

				In most areas of financial life, maturity and experience are an advantage. But when it comes to the First Rule, youth and inexperience actually give you the edge. The sooner in your financial life you start applying the power of compounding to your savings, the bigger this advantage is. And if you make a habit of this right from the start, it won’t even seem like a sacrifice; you will never miss that 10% plus because you never got in the habit of spending it in the first place. The longer you wait until you adopt this habit, the more painful it will feel when you do, and the less likely you are to stick with it. So why not establish this habit right away? Along with the rest of the advice that you’ll get in this book, adopting this habit right now is the surest path to a strong financial future.

				Summary

				
						In any endeavor, it is critical to understand what the objective is and how to measure it. In personal financial management, the objective is a strong net worth. Rich, wealthy, and high net worth all mean the same thing.

						A bathtub can be used as an analogy to understand the relationship among income, spending, and wealth; income is water coming in through the faucet, expenses are represented by water leaving through the drain, and wealth is the resulting water level in the bathtub.

						Net worth is calculated as assets (things of financial value that you own, measured at today’s fair market value) minus liabilities (debts that you owe to others).

						Having a high income doesn’t necessarily ensure high net worth. Neither does a high level of spending. Yet these are often mistakenly assumed to be the objectives.

						The key to increasing net worth is to ensure that spending (water leaving the bathtub through the drain) is consistently less than income (water coming in from the faucet).

						According to the book The Millionaire Next Door, the most common profile of wealthy people in the United States comes as a surprise to most people; it is various levels of income paired with proportionately modest levels of spending. Evidently the relatively unglamorous aspect of drain control is actually highly useful in achieving financial success.

						The First Rule of personal financial management is this: Save at least 10% of everything you ever earn.

						The 10% savings is 10% of gross income (before any withholding or deductions).

						Following the First Rule automatically rules out borrowing of any kind, because borrowing is the opposite of saving.

						The earlier in your financial life you can begin practicing the First Rule, the better. Saving at least 10% becomes a near-automatic habit and therefore isn’t viewed as a sacrifice or an imposition.
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				The Big Picture

			

			
				The bathtub analogy helped you get a solid understanding of the relationship among income, spending, and saving. You have also now learned what net worth is and how to calculate it in simple terms. Now it is time to extend your understanding even further. To do that, we need to add a new dimension: time. The millionaires next door that we discussed in the last chapter built high net worth by consistently and methodically spending less than their income over a long period of time. For them, this didn’t happen by accident—it happened because they adopted a habit of long-term thinking when it comes to personal finances.

				Many people fail to develop a habit of long-term thinking because of the urgency of the current month’s financial realities. Most of your regularly occurring bills will require monthly payments, and you’ll be constantly and visibly reminded of their due dates. If you are late in meeting these obligations, the reminders will multiply almost instantly. Unless you develop a habit of paying everything on time, financial trouble will start piling up quickly. Most people realize that and make every effort to stay ahead of their monthly financial deadlines.

				But here are some facts of financial life that you may not be aware of: paying attention to the current month is required, but it is the bare minimum. People who pay attention only to the current month are probably headed to a low long-term net worth. People who pay attention to the current month and the next several are probably headed to moderate long-term net worth. But the people who are headed to a high net worth have developed the habit of very long-term thinking—months, years, and even decades. They see the big picture of how seemingly small monthly gains can accumulate over the course of their financial life.

				This doesn’t mean that an ultra-detailed multiyear financial plan is necessary. A long-term outlook is a way of thinking rather than some specific planning technique. We want to get you in the habit of long-term financial thinking; this is a transformational habit with the power to deeply alter your financial perspective for the rest of your life. Helping you understand and develop this way of thinking is the purpose of this chapter.

				To accomplish this, we’re going to use a tool—an income, spending, and net worth graph. The main advantage that it has over the bathtub is that it emphasizes the effect of income and spending habits over a long period of time. Our graph can be thought of as a historical record of the faucet and the drain for any given household. Because of the long time scale, each graph is like seeing a summary of that household’s entire financial life at a single glance. We’ll call this view the big-picture graph.

				In this chapter, we’ll take a look at big-picture graphs for several hypothetical households. One purpose of doing that is to get you thinking in much longer time frames than you are probably used to. But there is another purpose, too: as you look through the various big-picture graphs, you will begin to develop some very useful insights about how various financial habits play out over the course of an entire financial life. In turn, I’m hoping that these insights develop into a few definite conclusions—the kind of conclusions that are particularly valuable for you to have in place right from the start of your financial life. (Just to make sure, though, I’ll spell out the hoped-for conclusions in the chapter summary.) Are you ready? Let’s take a look at our first example, for household #1, shown in figure 3.1.

				
					
						
							[image: 3.1.jpg]
						

					

					
						Figure 3.1. Household #1.

					

				

				Before trying to interpret exactly what this graph is showing, let’s first go through each of its parts to make sure that you understand what you’re seeing.

				The lighter-shaded line. The lighter line represents income from all sources—your primary job, any part-time or supplemental income you earn, rent that you are paid, inheritances, casino winnings—everything coming in is included.

				The darker-shaded line. The dark line represents expenses. As in the analogy of the bathtub drain, we’re considering this to be money going out for expenses only—not for investments. Especially when it’s viewed over multiple years, you can think of the dark line as representing lifestyle. An extravagant, luxurious lifestyle requires an extended high dark line, and a very basic, subsistence-only type of lifestyle would be shown as an extended, very low dark line.

				The space between the lines. The gap between the lines represents the effect on net worth. When the light line is above the dark line, all is well, because net worth is increasing—the bathtub is filling up. We’ll show this by shading in the space between the lines in a light tone. The bigger the favorable gap between the lines, and the longer it is sustained, the bigger the lighter-shaded area. When the opposite is true—when expenses exceed income, and the water level is going down—we’ll indicate that by coloring in the space in a dark tone.

				An easy way to help remember: lighter tones means the financial sun is shining. The income line is lighter, and lighter fill-ins are used when the household is saving. But when the financial clouds appear, everything darkens. The darker line represents expenses going out, and the darker fill-in represents a declining water level in the financial bathtub.

				Economists have some special words for the lighter- and darker-shaded areas: saving and dissaving, respectively. To an economist—and in our graphs—the lighter-shaded savings area could mean literally saving money and depositing it in some kind of account, or it could mean reducing debt, if there is any. Likewise, the darker-shaded dissaving area could either mean borrowing money or it could mean drawing down savings, if there are any.

				The time frame. The period of time that we are focusing on is the 1st and 2nd thirds of the primary earner’s (or earners’) financial life, so you can think of the horizontal axis as showing about 40 years’ worth of earning and spending, spanning roughly the ages early 20s through early 60s. In other words, for most people, these would represent all the incoming earning years, prior to retirement.

				The dollar scale. It isn’t labeled, because the absolute dollar levels don’t matter. What matters is the relationship between the lines. So you can just think of the dollar scale as being low, medium, and high as you go from bottom to top.

				Now that you understand the graph, what is it telling us about household #1? First notice the lighter-shaded line: money coming in. In this example, the line is continually going upward—usually gradually, but there are a few abrupt upward movements, too. The earner in graph #1 has managed to find a career that rewards continual growth in skills and experience; that’s what the gradual upward slope represents. The more abrupt jumps could be promotions (to a higher pay scale), shifts to a higher-paying employer, or even a move to a higher-paying type of job. Continual upward growth in income is certainly the goal, but of course, it is dangerous to count on it.

				What about the darker-shaded line—spending? The graph shows that household #1 has taken a very responsible and disciplined approach to spending. There isn’t a single year where spending has exceeded income, and therefore borrowing has never been necessary. If this household were a government, you would say that they consistently ran a small surplus, always “living within their means.” (I’d vote for them on that basis alone!) Because of this responsible approach to spending, the gap between the lines is all shaded in the lighter tone, indicating consistently growing net worth. By the end of the time period shown here, this household has accumulated a nicely positive net worth. Household #1 gets at least a “B” in personal financial management.

				Notice that household #1’s dark (expense) line never goes downward. Why is this worth noticing? In addition to the purely financial effect, changes in spending level have an important psychological impact, too. The spending line is correlated with lifestyle—so when the dark line moves downward, lifestyle takes a step backward. Downward lifestyle adjustments aren’t the end of the world and needn’t be viewed as such. For example, a lifestyle reduction caused by forces outside your own control isn’t too objectionable, because everyone in the household understands the reasons behind it. Likewise, a lifestyle reduction that you consciously decide to make in order to improve your financial condition can actually be seen in a positive light. But if a household is forced into a lifestyle reduction as a direct result of previous overly high spending levels—that is no fun at all.

				The psychological effects of spending changes are usually temporary. When the dark line goes up—even a little—everybody in the household is happy about it. The earners are the household heroes, and life is good. Before long, though, everyone in the household adjusts to this new, spendier lifestyle, and it becomes the new normal. On the other hand, when the dark line goes down—even a little—for reasons that could have been avoided, nobody is happy. Even if the new, lower expense level is no lower than a level experienced in the recent past—a lifestyle that was perfectly satisfactory then—moving back to it will feel like a setback. Household members will feel entitled to the previously higher spending level and will grumble when forced backward, at least for a while.

				The point is to try to avoid the need to reduce spending, by being very careful about ever increasing it in the first place. That’s why household #1 gets a “B” instead of an “A.” Even though spending is always less than income, notice that spending jumps—immediately—every time that income does. It would have been wiser to postpone those spending increases until there was more breathing room between the income and expense lines.

				Now that you’ve got the hang of looking at big-picture graphs, let’s take a look at another household (see figure 3.2).
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						Figure 3.2. Household #2.

					

				

				Household #2 is a mess, isn’t it? It looks like this household has been “kinda sorta” trying to keep spending from getting too far out of hand, but they’re not very good at it. The income line is consistently going upward—in fact, it is the exact same income line as household #1. But household #2 just can’t seem to contain its spending appetite. Even though the income line is going up, the darker (expense) line exceeds it during several of the years. It’s easy to spot those years, because the gap between the lines is shaded in a darker tone. You know what that means: household #2 has borrowed money at those times, which is the last thing that anyone wanting to build net worth should ever do. Household #2 is learning firsthand about high rates of compound interest working against them.

				The jumps in the expense line probably represent some large purchases that they really wanted but hadn’t saved up for; so they bought anyway and financed the purchase. (Financing is just another word for borrowing—plain and simple.) The expense-line jumps may also have been financial emergencies (uninsured damages or medical issues, for example) that they were not prepared for and that also could have led to a need to borrow money. No matter what caused the borrowing, you can see that it got them into trouble from time to time, and the only way for them to recover was to reduce spending. In fact, you can see that they had to use the dreaded “expense-line reduction strategy” not just once, but several times. Ouch! By the end of the time shown, household #2 has paid off a good amount of its debt but still probably has a negative net worth.

				Now here is the kicker: as messy and uneven as the picture looks, the sad truth is that household #2 is a pretty typical U.S. household. Little emphasis is placed on saving and accumulating net worth. As a result, there is virtually no reserve for any unexpected negative surprises. The earners in household #2 will have to keep earning for as long as they can, because little has been put aside for retirement. The motto seems to be “I’m going to spend every bit that I possibly can—and maybe even a little more.” Grade: C-. (And that’s probably generous.)

				As long as we’re showing examples of what not to do, look at household #3 (see figure 3.3). This household can’t be given any grade other than “F.” Here is a household that discovered just how easy it is to get credit as long as they have a respectable income line. Household #3 looks like they fell in love with credit cards. What happened when they reached their credit limits? Easy—they just got new credit cards to pay off their old ones. It’s a nice lifestyle, too—while it lasts. But obviously, this approach will implode sooner or later; it is easy to see on the graph exactly where this happens.
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						Figure 3.3. Household #3.

					

				

				If you look at the entire time period shown, the total amount of dark ink and light ink is about the same. So that must mean that by the end of the graph, household #3 has finally dug their way out of debt, right? Wrong!

				Don’t forget the most powerful force in the world of personal finance—compounding. Because of compounding, “early” ink is more powerful than “later” ink. Surpluses or deficits early in your financial life have a disproportionally strong effect. In terms of the graph, this means that the further to the left any given ink tone appears, the stronger its effect. Since the entire left side of household #3’s graph is covered in dark ink, it will take much, much more light ink on the right side to balance it out. In other words, household #3 is still heavily in debt—and will be for years to come.

				The next graph that we’ll look at (see figure 3.4) shows the kind of household that many people aspire to. But let’s see how well it holds up under closer scrutiny.

				
					
						
							[image: 3.4.jpg]
						

					

					
						Figure 3.4. Household #4.

					

				

				Household #4 is one that would certainly be portrayed in our popular culture as “very rich.” This household enjoys an extremely high income and all of the prestige and status that goes along with it. And we can see that the extremely high income is matched with extremely high spending—meaning an extravagant and luxurious lifestyle. Very big faucet, very big drain. But what about the water level in their bathtub?

				There’s not much there. They’re not the millionaire next door; they’re the household living in the nicest part of town who everyone thinks are millionaires—but aren’t. Household #4’s very high income has given them the opportunity to fill their bathtub very fast, but they’ve blown their chance by spending at rates just as high. As a result, this apparently very rich household isn’t rich at all. Their net worth is minimal—probably slightly negative. No doubt they’ve enjoyed all the spending, but they’ve constructed a lifestyle that is utterly dependent on continued high income. If anything happens to the income levels, they face a very, very abrupt reduction in lifestyle. They are just like household #2, but with more zeroes after all the numbers. So household #4’s grade is the same as household #2’s: a “C-.”

				Take a close look at the next big picture in figure 3.5:
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						Figure 3.5. Household #5.

					

				

				If you’ve been waiting to see an “A+,” you’ve found it. Even though the income is relatively modest, household #5 has managed to accumulate a very considerable net worth. How did they do it? They did it through very careful management of their spending. In particular, I’d like you to notice how this household adjusted their spending the first time that income took an abrupt jump: they didn’t! They kept their spending—and lifestyle—exactly the same as before. This strategy allowed all of the new income to be saved. Only well after this higher level of income looks like it is going to be permanent does the spending line begin to increase—and even then, at a slower rate than income.

				Let’s look at another, quite different big-picture scenario. Have you ever wondered what your financial life would look like if you were a top-level rock star, supermodel, or pro athlete? Somebody who earns an extremely high income very early in their financial life, at least for a while? Of course, it is fun to imagine yourself in that kind of glamorous situation, but the real reason for taking a look at it is because it provides an opportunity to bring together several of the points that we’ve been discussing throughout the chapter. Take a look at our final two graphs, figures 3.6 and 3.7.
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						Figure 3.6. Household #6.
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						Figure 3.7. Household #7.

					

				

				Figure 3.6 shows a household that hasn’t handled their newfound fortune and fame very well. While the earner’s career is on the way up, so are expenses. Early on, the big jumps in income are so unexpectedly large that it is almost impossible to ramp spending up that fast, so a little bit of light ink shows up. But it doesn’t last long. Soon this household gets a taste of spending really big money—and likes it! Income inevitably levels off, but spending doesn’t. Finally the party is over, and income begins to fall rapidly. For a household like #6, it is very difficult to give up the high-spending lifestyle, and you can see that there is a sustained attempt to hold on to it even well after the supporting income is gone. The result of these attempts is a huge accumulation of debt, and when debt limits are finally reached, the result is a painful, and probably very humbling, expense-line reduction. They were probably being told by others that they were “set for life” as new contracts were being signed. But even though that opportunity was there, it didn’t work out that way. As a homework assignment, I will leave it to you to assign a letter grade to this household’s personal financial management performance.

				In contrast, household #7 represents the financially smart rock star/supermodel/pro athlete. The income line is exactly the same as household #6, but this household wisely refrained from getting caught up in the associated high-spending lifestyle. As a result, when the high-income party is over, they are able to walk away from it gracefully and still be in a position to gradually but consistently improve their lifestyle over the course of their financial lives. Because ink that is accumulated early in your financial life is relatively stronger than mid- or late-financial-life ink, the huge net worth accumulated early (the left part of the graph) can be put to work compounding for an exceptionally long time. Household #7 truly is “set for life.” (Some of you may have noticed that I have ignored the effect of income taxes in this example, and you’re right. We’ll cover income taxes later; for now, they would just unnecessarily complicate the main point of the example.)

				An Important Debate: Is It Worth It?

				At this point, you may be thinking, “Enough of this! I’ve read enough to understand what your message is, and I don’t like it. You’re saying that the best thing to do is to scrimp and save my way to a high net worth. But what’s the point of having a high net worth in the first place if I don’t get to spend any of it? I want to enjoy at least some of the money that I work so hard for.”

				Fair point, and it is a common objection—so common, in fact, that this is what keeps many people from using, or in some cases from even considering, a spending-management-oriented approach like the one that I am strongly recommending.

				Because saving money by carefully controlling spending is such a fundamental part of building a strong net worth, I am going to respond to the objection thoroughly—and vigorously. Consider these four points.

				1. The strategy works. This strategy isn’t an untested theory, and it isn’t limited to only unusual circumstances. Far from it. This is the most common profile of how people become wealthy in the United States, even though it comes as a surprise to most people. This is one of the most fundamental messages of The Millionaire Next Door, and it is especially relevant to those just starting out in their financial life.

				2. Retirement. When you stop working, the income line will be reduced—probably by quite a bit. The days of employer-funded pensions are virtually gone, and there is a substantial amount of doubt about how much you can count on Social Security by the time you become eligible for it. Unless you want to keep working indefinitely—assuming that you are even able to—the money that you are earning now will have to cover your current expenses as well as future ones. If you’ve accumulated a sufficient net worth, you will be in a position to choose whether to keep working or not, and when. If you choose to stop, you can draw on your accumulated net worth to cover your expenses without having to experience an expense-line (and lifestyle) reduction. If you have opted for current gratification throughout your working years, though, you won’t have any choice but to continue working.

				3. Peace of mind. Imagine the financial stress level in household #2 compared with household #5. The people in household #5 know that if a recession occurs, or a major uninsured loss happens, or an unexpected temporary loss of income comes to pass, they have the reserves to withstand it. Instead of constantly worrying about their financial life, they are free to expand and enrich all the other areas of their life. In household #2, however, any one of those would result in a painful downward lifestyle adjustment. Which household would you rather live in?

				4. Sacrifice. Household #5 achieved a very strong net worth without ever having to experience a downward-moving expense line. Their lifestyle has been very modest, but they’ve never actually had to scale it back. Clearly, their strategy has involved some significant sacrifices—but not all sacrifices “feel” the same. For household #5, financial sacrifice has meant “not spending money on things that we’d like to, even though we could afford to.” But this kind of sacrifice doesn’t feel nearly as bad as an expense-line reduction, which means “not spending money on the very same things that we used to spend money on, became quite accustomed to, and even felt entitled to.”

				In short, you have a choice to make, and it is an important one. Whatever you choose, I hope that you’ll make it a conscious and deliberate choice, not just something that you drift into by default without ever realizing it—or go back and forth on while your financial clock is ticking and your opportunity to lock in some really powerful long-term compounding slips away.

				Your choice is very, very basic, and just about the oldest one known to humankind. You have to choose between two fundamentally different approaches: immediate or delayed gratification. It really is as simple as choosing whether to have your cake for the future or to eat it now.

				Money you spend is simply gone. Money you save will not only be there for the future, but it grows exponentially while it is patiently waiting for you to use it. If you spend it instead, you’re giving up that amount of money plus its future growth. This is what Zelda from Compound University learned the hard way—the sooner you begin saving, the greater the compounded result. And thanks to the math of compounding, the difference isn’t minor, it’s huge.

				If you’re thinking, “I’m going to split the difference and do a little of each,” be careful. While such a choice is possible, it requires quite a bit of discipline to pull off successfully. If you’re choosing this middle ground simply to avoid having to make a decision, then the odds are very much against you, and you’re very likely to slide into a habit of choosing immediate gratification by default. But if you’re serious enough about it to commit yourself to the necessary discipline, you can choose a strategy somewhat like household #1. It is good enough for “B” results; you’ll be able to enjoy some of your money as you earn it, while still accumulating at least a modest net worth.

				But I’d much rather see you adopt a strategy like household #5 and go for a really superior net worth.

				Summary

				This won’t be a point-by-point summary, like you’ve seen in the previous chapters. Instead, it is a statement of the conclusions that I hope you have come to as a result of studying all of the “big pictures.”

				Those conclusions are these:

				A high income level is helpful in building a high net worth, but it isn’t a requirement. And contrary to popular belief, a high income level is no guarantee of building a high net worth; lots of high-income/high-spending households end up with a minimal, or even negative, net worth.

				As long as you have a consistent income, even if it is modest, the most important factor in building a high net worth is how much you spend. The surest approach to building a high net worth, and the strategy that is available to virtually anyone, is to control spending consistently to a level that is less than income, year after year. The more of a positive difference you can maintain, the longer you can maintain it, and the earlier you can begin it, the bigger the accumulated net worth.

				Spending is the real key. And you decide how much you spend—no one else. So no matter whether you call it wealthy, rich, or high net worth, the person who is clearly in control of whether you attain that status is you!

				To be successful in doing so, you have to make a fundamental lifestyle choice of delayed gratification and consistently stick to it. That’s how most wealthy Americans became wealthy.

				The choice is yours because you are the one who determines how much you spend. That’s the big picture!
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ALREADY PAID

At closing:
Down Payment
Closing Cost

60,000
10,500

Ten Years Worth of:
Principal
Interest

21,749
230,992
36,674
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30,000
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Property Taxes
Homeowner’s Insurance
Maintenance and Repairs
Tax Savings (Deductibility)

Total 353,167

Total Cost of the House
If We Sold Now 157,565 4]

Average per month 1,313

IF WE SOLD NOW

House Selling Price -442,624
Pay off Remaining Principal 218,251
Subtotal (Current Equity) -224,373

Tax on Profit from Selling 0
Seller's Closing Cost 28,771

Total -195,602
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DOPEY: Tax evasion strategy

BASHFUL: Piggy bank

GRUMPY: No tax shield, active funds
SLEEPY: No tax shield, index funds
SNEEZY: Tax deferred, no reinvestment
DOC: Tax deferred, with reinvestment
HAPPY: Roth

PRINCE: Tax deferred, reinvestment, match
SNOW W. CHARMING: Roth with match
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MONTHLY SPENDING FOR BILLY BIGSHOT

Take Home Pay 2833

Expenses:
Rent 1200
Triple Whammy 125
Cell phone 80
Car payment 220

Gas 300

Car insurance 90

Car maintenance and customization 150
Morning coffee and cinnamon roll 200

Workday lunches 150

Restaurant dates 260

Groceries 320

Clubs and other entertainment 200

Clothing 150

“One-Time” expenses: vacations, gifts, etc. 400

Total Expenses 3845

Income Minus Expenses -1012
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EXTREME FINANCIAL MAKEOVER for
BILLY BIGSHOT

OLD NEW CHANGE
Take Home Pay 2833 2833
Pay Myself First (20% savings) 0 833
Available to Spend 2833 2000

Expenses:
Rent 1200 266 -934
Triple Whammy 125 17 -108
Cell phone 80 30 -50
Car payment 220 0 -220
Gas 300 50 -250
Car insurance 90 0 -90
Car maintenance and customization 150 0 -150
Morning coffee and cinnamon roll 200 20 -180
Workday lunches 150 80 -70
Restaurant dates 260 65 -195
Groceries 320 160 -160
Clubs and other entertainment 200 50 -150
Clothing 150 30 -120
“One-time” expenses: vacations, gifts, etc. 400 50 -350
Public transit 0 40 40
Contingency (3%) 0 125 125

Total expenses 3845 983 -2862

Difference (available vs. spent) -1012 1017






OEBPS/images/18.1_fmt.jpeg
20%

15%

10%

5%

0%

-5%

-10%

d\—-

ar average:| Inflation

1980 1990 2

000






OEBPS/images/3.7_fmt.jpeg
Years
Expenses

Income





OEBPS/images/6.1_fmt.jpeg
BUDGET

LEARN SPEND

COMPARE





OEBPS/images/14.1_fmt.jpeg
2500

2000

1500

1000

500

Interest

10

15
Years

20

25

30





