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				Eric Tyson’s Keys to Personal Financial Success

				 Take charge of your finances. Procrastinating is detrimental to your long-term financial health. Don’t wait for a crisis or major life event to get your act together. Read this book and start implementing a plan now!

				 Don’t buy consumer items (cars, clothing, vacations, and so on) that lose value over time on credit. Use debt only to make investments in things that gain value, such as real estate, a business, or an education.

				 Use credit cards only for convenience, not for carrying debt. If you have a tendency to run up credit card debt, then get rid of your cards and use only cash, checks, and debit cards.

				 Live within your means and don’t try to keep up with your co-workers, neighbors, and peers.Many who engage in conspicuous consumption are borrowing against their future; some end up bankrupt.

				 Save and invest at least 5 to 10 percent of your income. Preferably, invest through a retirement savings account to reduce your taxes and ensure your future financial independence.

				 Understand and use your employee benefits. If you’re self-employed, find the best investment and insurance options available to you and use them.

				 Research before you buy. Never purchase a financial product or service on the basis of an advertisement or salesperson’s solicitation.

				 Avoid financial products that carry high commissions and expenses. Companies that sell their products through aggressive sales techniques generally have the worst financial products and the highest commissions.

				 Don’t purchase any financial product that you don’t understand. Ask questions and compare what you’re being offered to the best sources recommended in this book.

				 Invest the majority of your long-term money in ownership vehicles that have appreciation potential, such as stocks, real estate, and your own business. When you invest in bonds or bank accounts, you’re simply lending your money to others, and the return you earn probably won’t keep you ahead of inflation and taxes.

				 Avoid making emotionally based financial decisions. For example, investors who panic and sell their stock holdings after a major market correction miss a buying opportunity. Be especially careful in making important financial decisions after a major life change, such as a divorce, job loss, or death in your family.

				 Make investing decisions based upon your needs and the long-term fundamentals of what you’re buying. Ignore the predictive advice offered by financial prognosticators — nobody has a working crystal ball. Don’t make knee-jerk decisions based on news headlines.

				 Own your home. In the long run, owning is more cost-effective than renting, unless you have a terrific rent-control deal. But don’t buy until you can stay put for a number of years.

				 Purchase broad insurance coverage to protect against financial catastrophes. Eliminate insurance for small potential losses.

				 If you’re married, make time to discuss joint goals, issues, and concerns. Be accepting of your partner’s money personality; learn to compromise and manage as a team.

				 Prepare for life changes. The better you are at living within your means and anticipating life changes, the better off you will be financially and emotionally.

				 Read publications that have high quality standards and that aren’t afraid to take a stand and recommend what’s in your best interests.

				 Prioritize your financial goals and start working toward them. Be patient. Focus on your accomplishments and learn from your past mistakes.

				 Hire yourself first. You are the best financial person that you can hire. If you need help making a major decision, hire conflict-free advisors who charge a fee for their time. Work in partnership with advisors — don’t abdicate control.

				 Invest in yourself and others. Invest in your education, your health, and your relationships with family and friends. Having a lot of money isn’t worth much if you don’t have your health and people with whom to share your life. Give your time and money to causes that better our society and world.
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				Introduction

				You’re probably not a personal finance expert, for good reason. Personal Finance 101 isn’t typically offered in our schools — not in high school and not even in the best colleges and graduate programs. It should be.

				However, even if you’ve gotten some financial education and acquired some financial knowledge over the years, you’re likely a busy person who doesn’t have enough hours in the day to get things done. Thus, you want to know how to diagnose your financial situation efficiently (and painlessly) to determine what you should do next. Unfortunately, after figuring out which financial strategies make sense for you, choosing specific financial products in the marketplace can be a nightmare. You have literally thousands of investment, insurance, and loan options to choose from. Talk about information overload!

				To complicate matters even more, you probably hear about most products through advertising that can be misleading, if not downright false. Of course, some ethical and outstanding firms advertise, but so do those that are more interested in converting your hard-earned income and savings into their profits. And they may not be here tomorrow when you need them.

				Perhaps you’ve ventured online and been attracted to the promise of “free” advice. Unfortunately, discerning the expertise and background (and even identity) of those behind various Web sites is nearly impossible. And, as I discuss in this book, conflicts of interest (many of which aren’t disclosed) abound online.

				Despite the development of new media and new financial products and services, people keep making the same common financial mistakes over and over — procrastinating and lack of planning, wasteful spending, falling prey to financial salespeople and pitches, failing to do sufficient research before making important financial decisions, and so on. This book can keep you from falling into the same traps and get you going on the best paths.

				As unfair as it may seem, numerous pitfalls await you when you seek help for your financial problems. The world is filled with biased and bad financial advice. As a practicing financial counselor and now as a writer, I constantly see and hear about the consequences of poor advice.

				All too often, financial advice ignores the big picture and focuses narrowly on investing. Because money is not an end in itself but a part of your whole life, this book helps connect your financial goals and challenges to the rest of your life. You need a broad understanding of personal finance that includes all areas of your financial life: spending, taxes, saving and investing, insurance, and planning for major goals like education, buying a home, and retirement.

				Even if you understand the financial basics, thinking about your finances in a holistic way can be difficult. Sometimes you’re too close to the situation to be objective. Like the organization of your desk or home (or disorganization, as the case may be), your finances may reflect the history of your life more than they reflect a comprehensive plan for your future.

				You want to know the best places to go for your circumstances, so this book contains specific, tried-and-proven recommendations. I also suggest where to turn next if you need more information and help.

				About This Book

				You selected wisely in picking up a copy of Personal Finance For Dummies, 6th Edition! Nearly 2 million copies of prior editions of this book are in print, and as you can see from the quotes in the front of this edition, readers and reviewers alike were pleased with those editions. This book was also previously awarded the prestigious Benjamin Franklin Award for best book of the year in business.

				However, I never rest on my laurels. So the book you hold in your hands reflects more hard work and brings you the freshest material for addressing your personal financial quandaries. Here are some of the major updates you may notice as you peruse the pages of this book:

				Coverage of new and revised tax laws and how to best take advantage of them

				The latest information on what’s going on with government assistance programs, Social Security, and Medicare and what it means in terms of how you should prepare for and live in retirement

				Updated investment recommendations — especially in the areas of mutual funds/other managed investments and real estate — throughout Part III

				Updated coverage of the best ways to reduce, minimize the cost of, and eliminate consumer debt

				Additional coverage of smart ways to use credit and qualify for the best loan terms, as well as how to understand — and improve —your credit scores

				Revised recommendations for where to get the best insurance deals and expanded coverage on preparing for natural disasters

				Expanded and updated coverage of how to use and make sense of the news and financial resources (especially online resources)

				Aside from being packed with updated information, another great feature of this book is that you can read it from cover to cover if you want, or you can read each chapter and part without having to read what comes before, which is useful if you have better things to do with your free time. Handy cross-references direct you to other places in the book for more details on a particular subject.

				Conventions Used in This Book

				To help you navigate the waters of this book, I’ve set up a few conventions:

				I use italics for emphasis and to highlight new words or terms that I define.

				I use boldface text to indicate the action part of numbered steps and to highlight key words or phrases in bulleted lists.

				I put all Web addresses in monofont for easy identification.

				What You’re Not to Read

				I’ve written this book so you can find information easily and easily understand what you find. And although I’d like to believe that you want to pore over every last word between the two yellow and black covers, I actually make it easy for you to identify “skippable” material. This information is the stuff that, although interesting, isn’t essential for you to know:

				Text in sidebars: The sidebars are the shaded boxes that appear here and there. They include helpful information and observations but aren’t necessary reading.

				Anything with a Technical Stuff normal attached: This information is interesting but not critical to your understanding of the topic at hand.

				Foolish Assumptions

				In writing this book, I made some assumptions about you, dear reader:

				You want expert advice about important financial topics — such as paying off and reducing the cost of debt, planning for major goals, or investing — and you want answers quickly.

				Or perhaps you want a crash course in personal finance and are looking for a book you can read cover-to-cover to help solidify major financial concepts and get you thinking about your finances in a more comprehensive way.

				Or maybe you’re just tired of picking up scattered piles of bills, receipts, and junk mail every time the kids chase the cat around the den, so you plan to use this book as a paperweight.

				Seriously though, this book is basic enough to help a novice get his or her arms around thorny financial issues. But advanced readers will be challenged, as well, to think about their finances in a new way and identify areas for improvement.

				How This Book Is Organized

				This book is organized into six parts, with each covering a major area of your personal finances. The chapters within each part cover specific topics in detail. Here’s a summary of what you can find in each part.

				Part I: Assessing Your Fitness and Setting Goals

				This part explains how to diagnose your current financial health and explores common reasons for any missing links in your personal finance knowledge. We all have dreams and goals, so in this part, I also encourage you to think about your financial (and personal) aspirations and figure out how much you should be saving if you want to retire someday or accomplish other important goals.

				Part II: Saving More, Spending Less

				Most people don’t have gobs of extra cash. Therefore, this part shows you how to figure out where all your dollars are going and tells you how to reduce your spending. Chapter 5 is devoted to helping you get out from under the burden of high-interest consumer debt (such as credit card debt). I also provide specifics for reducing your tax burden.

				Part III: Building Wealth with Wise Investing

				Earning and saving money are hard work, so you should be careful when it comes to investing what you’ve worked so hard to save (or waited so long to inherit!). In this part, I assist you with picking investments wisely and help you understand investment risks, returns, and a whole lot more. I explain all the major, and best, investment options. I recommend specific strategies and investments to use both inside and outside of tax-sheltered retirement accounts. I also discuss buying, selling, and investing in real estate, as well as other wealth-building investments.

				Part IV: Insurance: Protecting What You Have

				Insurance is an important part of your financial life. Unfortunately, for most people, insurance is a thoroughly overwhelming and dreadfully boring topic. But perhaps I can pique your interest in this esoteric topic by telling you that you’re probably paying more than you should for insurance and that you probably don’t have the right coverage for your situation. This part tells you all you ever wanted to know (okay, fine — all you never wanted to know but probably should know anyway) about how to buy the right insurance at the best price.

				Part V: Where to Go for More Help

				As you build your financial knowledge, more questions and issues may arise. In this part, I discuss where to go and what to avoid when you seek financial information and advice. I also discuss hiring a financial planner as well as investigating resources in print, on the air, and online.

				Part VI: The Part of Tens

				The chapters in this part can help you manage major life changes and protect yourself from the increasingly common problem of identity theft. You also can find a glossary in this part. The world of money is filled with jargon, so you’ll be happy to know that this book includes a comprehensive glossary of financial terms that are often tossed around but seldom explained.

				normals Used in This Book

				The normals in this book help you find particular kinds of information that may be of use to you:

				[image: technicalstuff.eps] This nerdy-looking guy appears beside discussions that aren’t critical if you just want to understand basic concepts and get answers to your financial questions. You can safely ignore these sections, but reading them can help deepen and enhance your personal financial knowledge. This stuff can also come in handy if you’re ever on a game show or if you find yourself stuck on an elevator with a financial geek.

				[image: tip.eps] This target flags strategy recommendations for making the most of your money (for example, paying off your credit card debt with your lottery winnings).

				[image: ericspicks.eps] This normal highlights the best financial products in the areas of investments, insurance, and so on. These products can help you implement my strategy recommendations.

				[image: remember.eps] This normal points out information that you’ll definitely want to remember.

				[image: warning_bomb.eps] This normal marks things to avoid and points out common mistakes people make when managing their finances.

				[image: beware.eps] This normal alerts you to scams and scoundrels who prey on the unsuspecting.

				[image: investigate.eps] This normal tells you when you should consider doing some additional research. Don’t worry — I explain what to look for and what to look out for.

				Where to Go from Here

				This book is organized so you can go wherever you want to find complete information. Want advice on investing strategies, for example? Go to Part III for that. You can check out the table of contents to find broad categories of information and a chapter-by-chapter rundown of what this book offers, or you can look up a specific topic in the index.

				If you’re not sure where you want to go, you may want to turn a few pages and start at the beginning with Part I. It gives you all the basic info you need to assess your financial situation and points to places where you can find more detailed information for improving it.

			

		

	
		
			
			

			
				Part I

				Assessing Your Fitness and Setting Goals

				
				[image: 506936-pp0101.eps]
			

				In this part . . .

				I  discuss the concepts that underlie sensible personal financial management. You find out why you didn’t know all these concepts before now (and whom to blame). Here, you undergo a (gentle) financial physical exam to diagnose your current fiscal health, and I show you how to identify where your hard-earned dollars are going. I also cover understanding and improving your credit report and scores and how to plan for and accomplish your financial goals.

			

			
			
			

		

	
		
			
				Chapter 1

				Improving Your Financial Literacy

				In This Chapter

				Looking at what your parents and others taught you about money

				Questioning reliability and objectivity

				Overcoming real and imagined financial hurdles

				The Center for Economic and Entrepreneurial Literacy (CEEL) recently released the results of a financial literacy survey showing that Americans lack basic math and personal finance skills. The national survey, conducted just before the holiday shopping season, found that an overwhelming number of Americans are unable to answer basic financial literacy questions. The survey showed:

				Sixty-five percent answered incorrectly when asked how many reindeer would remain if Santa had to lay off 25 percent of his eight reindeer because of the bad economy.

				Seventy-five percent of people thought that it would take 15 years or less to pay off $5,000 in Christmas presents if they made the minimum payment on their credit card. In reality, it would take 46 years to pay off those holiday expenses!

				One in three people didn’t know how much money a person would be spending on gifts if they spent 1 percent of their $50,000-per-year salary.

				Sixteen percent of respondents admitted that they didn’t expect to have their holiday debt paid off by the following March.

				I was tickled to see in CEEL’s press release its antidote to dealing with gaps in personal financial knowledge: “Santa would be well advised to leave Personal Finance For Dummies in stockings across the country,” said James Bowers, CEEL’s managing director. “Many Americans don’t even have the basic math skills required to balance their checkbooks; forget about understanding complicated mortgages or credit card statements.”

				Unfortunately, most Americans don’t know how to manage their personal finances because they were never taught how to do so. Their parents may have avoided discussing money in front of them, and most high schools and colleges lack sufficient courses that teach this vital, lifelong-needed skill.

				[image: remember.eps] Some people are fortunate enough to learn the financial keys to success at home, from knowledgeable friends, and from the best expert-written books like this one. Others either never discover the keys to success, or they learn them the hard way — by making lots of costly mistakes. People who lack knowledge make more mistakes, and the more financial errors you commit, the more money passes through your hands and out of your life. In addition to the enormous financial costs, you experience the emotional toll of not feeling in control of your finances. Increased stress and anxiety go hand in hand with not mastering your money.

				This chapter examines where people learn about finances and helps you decide whether your current knowledge is helping you or holding you back. You can find out how to improve your financial literacy and take responsibility for your finances, putting you in charge and reducing your anxiety about money. After all, you have more important things to worry about, like what’s for dinner.

				Talking Money at Home

				I was fortunate — my parents instilled in me the importance of personal financial management. Mom and Dad taught me a lot of things that have been invaluable throughout my life, and among those things were sound principles for earning, spending, and saving money. My parents had to know how to do these things, because they were raising a family of three children on (usually) one modest income. They knew the importance of making the most of what you have and of passing that vital skill on to your kids.

				However, my parents’ financial knowledge did have some gaps. I observed firsthand the struggles my father endured handling some retirement money he was forced to deal with after being laid off from a job when I was in middle school. In subsequent years, this situation propelled me to learn about investing to help myself, my family, and others.

				[image: warning_bomb.eps] In many families money is a taboo subject — parents don’t level with their kids about the limitations, realities, and details of their budgets. Some parents I talk with believe that dealing with money is an adult issue and that kids should be insulated from it so that they can enjoy being kids. In many families, kids may hear about money only when disagreements and financial crises bubble to the surface. Thus begins the harmful cycle of children having negative associations with money and financial management.


				Personal finance at school

				In schools, the main problem with personal finance education is the lack of classes, not that kids already know the information or that the skills are too complex for children to understand.

				Nancy Donovan teaches personal finance to her fifth-grade math class as a way to illustrate how math can be used in the real world. “Students choose a career, find jobs, and figure out what their taxes and take-home paychecks will be. They also have to rent apartments and figure out a monthly budget,” says Donovan. “Students like it, and parents have commented to me how surprised they are by how much financial knowledge their kids can handle.” Donovan also has her students invest $10,000 (play money) and then track the investments’ performance.

				Urging schools to teach the basics of personal finance is just common sense. Children should be taught how to manage a household budget, the importance of saving money for future goals, and the consequences of overspending. Unfortunately, few schools offer classes like Donovan’s. In most cases, the financial basics aren’t taught at all.

				In the minority of schools that do offer a course remotely related to personal finance, the class is typically in economics (and an elective at that). “Archaic theory is being taught, and it doesn’t do anything for the students as far as preparing them for the real world,” says one high school principal I know. Having taken more than my fair share of economics courses in college, I understand the principal’s concerns.

				Some people argue that teaching children financial basics is the parents’ job. However, this well-meant sentiment is what we’re relying on now, and for all too many, it isn’t working. In some families, financial illiteracy is passed on from generation to generation.

				Education takes place in the home, on the streets, and in the schools. Therefore, schools must bear some responsibility for teaching this skill. However, if you’re raising children, remember that no one cares as much as you do or has as much ability to teach the important life skill of personal money management.



				In other cases, parents with the best of intentions pass on their bad money-management habits. You may have learned from a parent, for example, to buy things to cheer yourself up. Or you may have witnessed a family member maniacally chasing get-rich-quick business and investment ideas. Now I’m not saying that you shouldn’t listen to your parents. But in the area of personal finance, as in any other area, poor family advice and modeling can be problematic.

				Think about where your parents learned about money management, and then consider whether they had the time, energy, or inclination to research choices before making their decisions. For example, if they didn’t do enough research or had faulty information, your parents may mistakenly think that banks are the best places for investing money or that buying stocks is like going to Las Vegas. (You can find the best places to invest your money in Part III of this book.)

				In still other cases, the parents have the right approach, but the kids go to the other extreme out of rebellion. For example, if your parents spent money carefully and thoughtfully and at times made you feel denied, you may tend to do the opposite, buying yourself gifts the moment any extra money comes your way.

				Although you can’t change what the educational system and your parents did or didn’t teach you about personal finances, you now have the ability to find out what you need to know to manage your finances.

				[image: tip.eps] If you have children of your own, I’m sure you agree that kids really are amazing. Don’t underestimate their potential or send them out into the world without the skills they need to be productive and happy adults. Buy them some good financial books when they head off to college or begin their first job.

				Identifying Unreliable Sources of Information

				Most people are smart enough to realize that they’re not financial geniuses. So they set out to take control of their money matters by reading about personal finance or consulting a financial advisor. Because the pitfalls are numerous and the challenges significant when choosing an advisor, I devote Chapter 18 to the financial planning business and tell you what you need to know to avoid being fooled.

				Reading is good. Reading is fundamental. But reading to find out how to manage your money can be dangerous if you’re a novice. Misinformation can come from popular and seemingly reliable information sources, as I explain in the following sections.

				Recognizing fake financial gurus

				Before you take financial advice from anyone, examine her background, including professional work experience and education credentials. This is true whether you’re getting advice from an advisor, writer, talk show host, or TV financial reporter.

				If you can’t easily find such information, that’s usually a red flag. People with something to hide or a lack of something redeeming to say about themselves usually don’t promote their background.

				Of course, just because someone seems to have a relatively impressive-sounding background doesn’t mean that she has your best interests in mind or has honestly presented her qualifications. Forbes magazine journalist William P. Barrett presented a sobering review of financial author Suze Orman’s stated credentials and qualifications:

				“Besides books and other royalties, Orman’s earned income has come mainly from selling insurance — which gets much more attention in her book than do stocks or bonds. . . . The jacket of her video says she has ‘18 years of experience at major Wall Street institutions.’ In fact, she has 7.”

				When the Forbes piece came out, Orman’s publicist tried to discredit it and made it sound as if the magazine had falsely criticized Orman. In response, the San Francisco Chronicle, which is the nearest major newspaper to Orman’s hometown, picked up on the Forbes piece and ran a story of its own — written by Mark Veverka in his “Street Smarts” column — which substantiated the Forbes story.

				Veverka went through the Forbes piece point by point and gave Orman’s company and the public relations firm numerous opportunities to provide information contrary to the piece, but they did not. Here’s some of what Veverka recounts from his contact with them:

				“If you want your side told, you have to return reporters’ telephone calls. But alas, no callback.

				“. . . Orman’s publicist said a written response to the Forbes piece and the ‘Street Smarts’ column would be sent by facsimile to the Chronicle. . . . However, no fax was ever sent. They blew me off. Twice.

				“In what was becoming an extraordinary effort to be fair, I placed more telephone calls over several days to Orman Financial and the publicist, asking for either an interview with Orman or an official response. If Orman didn’t fudge about her years on Wall Street or didn’t let her commodity-trading adviser license lapse, surely we could straighten all of this out, right?

				“Still, no answer. Nada . . . I called yet again. Finally, literally on deadline, a woman who identified herself as Orman’s ‘consultant’ called me to talk ‘off the record’ about the column. What she ended up doing was bashing the Forbes piece and my column but not for publication. More importantly, she offered no official retort to allegations made by veteran Forbes writer William Barrett. I have to say, it was an incredibly unprofessional attempt at spinning. And I’ve been spun by the worst of them.”

				You can’t always accept stated credentials and qualifications at face value, because some people lie (witness the billions lost to hedge fund Ponzi-scheme man Bernie Madoff, who was brought down in 2008). You can’t sniff out liars by the way they look, their resume, their gender, or their age. You can, however, increase your chances of being tipped off by being skeptical (and by regularly reading the “Guru Watch” section of my Web site at www.erictyson.com).

				[image: beware.eps] You can see a number of hucksters for what they are by using common sense in reviewing some of their outrageous claims. Some sources of advice, such as Wade Cook’s investment seminars, lure you in by promising outrageous returns. The stock market has generated average annual returns of about 10 percent over the long term. However, Cook, a former taxi driver, promoted his seminars as an “alive, hands-on, do the deals, two-day intense course in making huge returns in the stock market. If you aren’t getting 20 percent per month, or 300-percent annualized returns on your investments, you need to be there.” (I guess I do, as does every investment manager and individual investor I know!)

				Cook’s get-rich-quick seminars, which cost more than $6,000, were so successful at attracting people that his company went public in the late 1990s and generated annual revenues of more than $100 million.

				Cook’s “techniques” included trading in and out of stocks and options on stocks after short holding periods of weeks, days, or even hours. His trading strategies can best be described as techniques that are based upon technical analysis — that is, charting a stock’s price movements and volume history, and then making predictions based on those charts.

				[image: remember.eps] The perils of following an approach that advocates short-term trading with the allure of high profits are numerous:

				You’ll rack up enormous brokerage commissions.

				On occasions where your short-term trades produce a profit, you’ll pay high ordinary income tax rates rather than the far lower capital gains rate for investments held more than 12 months.

				You won’t make big profits — quite the reverse. If you stick with this approach, you’ll underperform the market averages.

				You’ll make yourself a nervous wreck. This type of trading is gambling, not investing. Get sucked up in it, and you’ll lose more than money — you may also lose the love and respect of your family and friends.

				If Cook’s followers were able to indeed earn the 300-percent annual returns his seminars claimed to help you achieve, any investor starting with just $10,000 would vault to the top of the list of the world’s wealthiest people (ahead of Bill Gates and Warren Buffett) in just 11 years!

				Understanding how undeserving investment gurus become popular

				You may be wondering how Wade Cook became so popular despite the obvious flaws in his advice (see the preceding section for the goods on Cook). He promoted his seminars through infomercials and other advertising, including radio ads on respected news stations. The high stock market returns of the 1990s brought greed back into fashion. (My experience has been that you see more of this greed near market tops than you do near market bottoms.)

				The attorneys general of numerous states sued Cook’s company and sought millions of dollars in consumer refunds. The suits alleged that the company lied about its investment track record (not a big surprise — this company claimed that you’d make 300 percent per year in stocks!).

				Cook’s company settled the blizzard of state and Federal Trade Commission (FTC) lawsuits against his firm by agreeing to accurately disclose its trading record in future promotions and give refunds to customers who were misled by past inflated return claims. (That didn’t stop Cook, however, from getting into more legal hot water — he’s currently serving a seven-year prison term for failing to pay millions in personal income taxes.)

				According to a news report by Bloomberg News, Cook’s firm disclosed that it lost a whopping 89 percent of its own money trading during 2000, a year in which the stock market fared well. As Deb Bortner, director of the Washington State Securities Division and president of the North American Securities Administrators Association, observed, “Either Wade is unable to follow his own system, which he claims is simple to follow, or the system doesn’t work.”

				[image: remember.eps] Don’t assume that someone with something to sell, who is getting good press and running lots of ads, will take care of you. That “guru” may just be good at press relations and self-promotion. Certainly, talk shows and the media at large can and do provide useful information on a variety of topics, but bad eggs sometimes turn up. These bad eggs may not always smell bad upfront. In fact, they may hoodwink people for years before finally being exposed. Please review Part V for the details on resources you can trust and those that could cause you to go bust!

				Pandering to advertisers

				[image: beware.eps] Thousands of publications and media outlets — newspapers, magazines, Web sites, radio, TV, and so on — dole out personal financial advice and perspectives. Although many of these “service providers” collect revenue from subscribers, virtually all are dependent — in some cases, fully dependent (especially the Internet, radio, and TV) — on advertising dollars. Although advertising is a necessary part of capitalism, advertisers can taint and, in some cases, dictate the content of what you read, listen to, and view.

				Be sure to consider how dependent a publication or media outlet is on advertising. I find that “free” publications, radio, and TV are the ones that most often create conflicts of interest by pandering to advertisers. (All three derive all their revenue from advertising.)

				Much of what’s on the Internet is advertiser-driven, as well. Many of the investing sites on the Internet offer advice about individual stocks. Interestingly, such sites derive much of their revenue from online brokerage firms seeking to recruit customers who are foolish enough to believe that selecting their own stocks is the best way to invest. (See Part III for more information about your investment options.)

				As you read various publications, watch TV, or listen to the radio, note how consumer-oriented these media are. Do you get the feeling that they’re looking out for your interests? For example, if lots of auto manufacturers advertise, does the media outlet ever tell you how to save money when shopping for a car or the importance of buying a car within your means? Or are they primarily creating an advertiser-friendly broadcast or publication?

				Jumping over Real and Imaginary Hurdles to Financial Success

				Perhaps you know that you should live within your means, buy and hold sound investments for the long term, and secure proper insurance coverage; however, you can’t bring yourself to do these things. Everyone knows how difficult it is to break habits that have been practiced for many years. The temptation to spend money lurks everywhere you turn. Ads show attractive and popular people enjoying the fruits of their labors — a new car, an exotic vacation, and a lavish home.

				Maybe you felt deprived by your tightwad parents as a youngster, or maybe you’re bored with life and you like the adventure of buying new things. If only you could hit it big on one or two investments, you think, you could get rich quick and do what you really want with your life. As for disasters and catastrophes, well, those things happen to other people, not to you. Besides, you’ll probably have advance warning of pending problems, so you can prepare accordingly, right?

				Your emotions and temptations can get the better of you. Certainly, part of successfully managing your finances involves coming to terms with your shortcomings and the consequences of your behaviors. If you don’t, you may end up enslaved to a dead-end job so you can keep feeding your spending addiction. Or you may spend more time with your investments than you do with your family and friends. Or unexpected events may leave you reeling financially; disasters and catastrophes can happen to anyone at any time.

				Discovering what (or who) is holding you back

				A variety of personal and emotional hurdles can get in the way of making the best financial moves. As I discuss earlier in this chapter, a lack of financial knowledge (which stems from a lack of personal financial education) can stand in the way of making good decisions.

				But I’ve seen some people caught in the psychological trap of blaming something else for their financial problems. For example, some people believe that all adults’ problems can be traced back to childhood and how they were raised. Behaviors ranging from substance abuse and credit card addiction to sexual infidelity are supposedly caused by their roots.

				I don’t want to disregard the negative impact particular backgrounds can have on some people’s tendency to make the wrong choices during their lives. Exploring your personal history can certainly yield clues to what makes you tick. That said, adults make choices and engage in behaviors that affect themselves as well as others. They shouldn’t blame their parents for their own inability to plan for their financial futures, live within their means, and make sound investments.

				Some people also tend to blame their financial shortcomings on not earning more income. Such people believe that if only they earned more, their financial (and personal) problems would melt away.

				My experience working and speaking with people from diverse economic backgrounds has taught me that achieving financial success — and more importantly, personal happiness — has virtually nothing to do with how much income a person makes but rather with what she makes of what she has. I know financially wealthy people who are emotionally poor even though they have all the material goods they want. Likewise, I know people who are quite happy, content, and emotionally wealthy even though they’re struggling financially.

				Americans — even those who have not had an “easy” life — should be able to come up with numerous things to be happy about and grateful for: a family who loves them; friends who laugh at their stupid jokes; the freedom to catch a movie or play or to read a good book; a great singing voice, sense of humor, or a full head of hair.

				Developing good financial habits

				After you understand the basic concepts and know where to buy the best financial products when you need them, you’ll soon see that managing personal finances well is not much more difficult than other things you do regularly, like tying your shoelaces and getting to work each day.

				[image: remember.eps] Regardless of your income, you can make your dollars stretch further if you practice good financial habits and avoid mistakes. In fact, the lower your income, the more important it is that you make the most of your income and savings (because you don’t have the luxury of falling back on your next fat paycheck to bail you out).

				More and more industries are subject to global competition, so you need to be on your financial toes now more than ever. Job security is waning; layoffs and retraining for new jobs are increasing. Putting in 30 years for one company and retiring with the gold watch and lifetime pension are becoming as rare as never having problems with your computer.

				Speaking of company pensions, odds are increasing that you work for an employer that has you save toward your own retirement instead of providing a pension for you. Not only do you need to save the money, you must also decide how to invest it. Chapter 11 can help you get a handle on investing in retirement accounts.

				Personal finance involves much more than managing and investing money. It also includes making all the pieces of your financial life fit together; it means lifting yourself out of financial illiteracy. Like planning a vacation, managing your personal finances means forming a plan for making the best use of your limited time and dollars.

				[image: remember.eps] Intelligent personal financial strategies have little to do with your gender, ethnicity, or marital status. All people need to manage their finances wisely. Some aspects of financial management become more or less important at different points in your life, but for the most part, the principles remain the same for everyone.

				Knowing the right answers isn’t enough. You have to practice good financial habits just as you practice other good habits, such as brushing your teeth. Don’t be overwhelmed. As you read this book, make a short list of your financial marching orders and then start working away. Throughout this book, I highlight ways you can overcome temptations and keep control of your money rather than let your emotions and money rule you. (I discuss common financial problems in Chapter 2.)

				[image: remember.eps] What you do with your money is a quite personal and confidential matter. In this book, I try to provide guidance that can keep you in sound financial health. You don’t have to take it all — pick what works best for you and understand the pros and cons of your options. But from this day forward, please don’t make the easily avoidable mistakes or overlook the sound strategies that I discuss throughout this book.

				If you’re young, congratulations for being so forward-thinking in realizing the immense value of investing in your personal financial education. You’ll reap the rewards for decades to come. But even if you’re not so young, you surely have many years to make the most of the money you currently have, the money you’re going to earn, and even the money you may inherit!

				Throughout your journey, I hope to challenge and even change the way you think about money and about making important personal financial decisions — and sometimes even about the meaning of life. No, I’m not a philosopher, but I do know that money — for better but more often for worse — is connected to many other parts of our lives.

			

		

	
		
			
				Chapter 2

				Measuring Your Financial Health

				In This Chapter

				Determining assets, liabilities, and your (financial) net worth

				Requesting (and fixing) your credit reports

				Making sense of your credit score

				Understanding bad debt, good debt, and too much debt

				Calculating your rate of savings

				Assessing your investment and insurance know-how

				How financially healthy are you? When was the last time you took stock of your overall financial situation, including reviewing your spending, savings, future goals, and insurance? If you’re like most people, you’ve either never done this exercise or you did so a long time ago.

				This chapter guides you through a financial physical to help you detect problems with your current financial health. But don’t dwell on your “problems.” View them for what they are — opportunities for improving your financial situation. In fact, the more areas for improvement you can identify, the greater the potential you may have to build real wealth and accomplish your financial and personal goals.

				Avoiding Common Money Mistakes

				Financial problems, like many medical problems, are best detected early (clean living doesn’t hurt, either). Here are the common personal financial problems I’ve seen in my work as a financial counselor:

				Not planning: Human beings were born to procrastinate. That’s why we have deadlines (like April 15) — and deadline extensions (need another six months to get that tax return done?). Unfortunately, you may have no explicit deadlines with your personal finances. You can allow your credit card debt to accumulate, or you can leave your savings sitting in lousy investments for years. You can pay higher taxes, leave gaps in your retirement and insurance coverage, and overpay for financial products. Of course, planning your finances isn’t as much fun as planning a vacation, but doing the former can help you take more of the latter. See Chapter 4 for details on setting financial goals.

				Overspending: Simple arithmetic helps you determine that savings is the difference between what you earn and what you spend (assuming that you’re not spending more than you’re earning!). To increase your savings, you either have to work more, increase your earning power through education or job advancement, get to know a wealthy family who wants to leave its fortune to you, or spend less. For most people, especially over the short-term, the thrifty approach is the key to building savings and wealth. Check out Chapter 3 for a primer on figuring out where your money goes; Chapter 6 gives advice for reducing your spending.

				Buying with consumer credit: Even with the benefit of today’s lower interest rates, carrying a balance month-to-month on your credit card or buying a car on credit means that even more of your future earnings are going to be earmarked for debt repayment. Buying on credit encourages you to spend more than you can really afford. Chapter 5 discusses debt and credit problems.

				Delaying saving for retirement: Most people say that they want to retire by their mid-60s or sooner. But in order to accomplish this goal, most people need to save a reasonable chunk (around 10 percent) of their incomes starting sooner rather than later. The longer you wait to start saving for retirement, the harder reaching your goal will be. And you’ll pay much more in taxes to boot if you don’t take advantage of the tax benefits of investing through particular retirement accounts. For information on planning for retirement, see Chapters 4 and 11.

				Falling prey to financial sales pitches: Great deals that can’t wait for a little reflection or a second opinion are often disasters waiting to happen. A sucker may be born every minute, but a slick salesperson is pitching something every second! Steer clear of people who pressure you to make decisions, promise you high investment returns, and lack the proper training and experience to help you. For important investment concepts and what kinds of investments to avoid, turn to Chapter 8.

				Not doing your homework: To get the best deal, shop around, read reviews, and get advice from objective third parties. You also need to check references and track records so that you don’t hire incompetent, self-serving, or fraudulent financial advisors. (For more on hiring financial planners, see Chapter 18.) But with all the different financial products available, making informed financial decisions has become an overwhelming task. I do a lot of the homework for you with the recommendations in this book. I also explain what additional research you need to do and how to do it.

				Making decisions based on emotion: You’re most vulnerable to making the wrong moves financially after a major life change (a job loss or divorce, for example) or when you feel pressure. Maybe your investments plunged in value. Or perhaps a recent divorce has you fearing that you won’t be able to afford to retire when you planned, so you pour thousands of dollars into some newfangled financial product. Take your time and keep your emotions out of the picture. In Chapter 21, I discuss how to approach major life changes with an eye on determining what changes you may need to make to your financial picture.

				Not separating the wheat from the chaff: In any field in which you’re not an expert, you run the danger of following the advice of someone you think is an expert but really isn’t. This book shows you how to separate the financial fluff from the financial facts. (Flip to Chapter 19 for information on how to evaluate financial advice online and Chapter 20 for how to evaluate financial coverage in the mass media.) You are the person who is best able to manage your personal finances. Educate and trust yourself!

				Exposing yourself to catastrophic risk: You’re vulnerable if you and your family don’t have insurance to pay for financially devastating losses. People without a savings reserve and support network can end up homeless. Many people lack sufficient insurance coverage to replace their income. Don’t wait for a tragedy to strike to find out whether you have the right insurance coverage. Check out Part IV for more on insurance.

				Focusing too much on money: Placing too much emphasis on making and saving money can warp your perspective on what’s important in life. Money is not the first or even second priority in happy people’s lives. Your health, relationships with family and friends, career satisfaction, and fulfilling interests should be more important.

				[image: remember.eps] Money problems can be fixed over time with changes in your behavior. That’s what the rest of this book is all about.

				Determining Your Financial Net Worth

				Your financial net worth is an important barometer of your monetary health. Your net worth indicates your capacity to accomplish major financial goals, such as buying a home, retiring, and withstanding unexpected expenses or loss of income.

				[image: remember.eps] Your financial net worth has absolutely, positively no relationship to your worth as a human being. This is not a test. You don’t have to compare your number with your neighbor’s. Financial net worth is not the scorecard of life.

				Your net worth is your financial assets minus your financial liabilities:

				Financial Assets Financial Liabilities = Net Worth

				The following sections explain how to determine those numbers.

				Adding up your financial assets

				A financial asset is real money or an investment you can convert into your favorite currency that you can use to buy things now or in the future. Financial assets generally include the money you have in bank accounts, stocks, bonds, and mutual fund accounts (see Part III, which deals with investments). Money that you have in retirement accounts (including those with your employer) and the value of any businesses or real estate that you own are also counted.

				[image: tip.eps] I generally recommend that you exclude your personal residence when figuring your financial assets. Include your home only if you expect to someday sell it or otherwise live off the money you now have tied up in it (perhaps by taking out a reverse mortgage, which I discuss in Chapter 14). If you plan on eventually tapping in to the equity (the difference between the market value and any debt owed on the property), add that portion of the equity that you expect to use to your list of assets.

				Assets can also include your future expected Social Security benefits and pension payments (if your employer has such a plan). These assets are usually quoted in dollars per month rather than in a lump sum value. I explain in a moment how to account for these monthly benefits when tallying your financial assets.

				Consumer items — such as your car, clothing, stereo, and so forth — do not count as financial assets. I know that adding these things to your assets makes your assets look larger (and some financial software packages and publications encourage you to list these items as assets), but you can’t live off them unless you sell them.

				Subtracting your financial liabilities

				To arrive at your financial net worth, you must subtract your financial liabilities from your assets. Liabilities include loans and debts outstanding, such as credit card and auto loan debts. When figuring your liabilities, include money you borrowed from family and friends — unless you’re not gonna pay it back!

				Include mortgage debt on your home as a liability only if you include the value of your home in your asset list. Be sure to also include debt owed on other real estate — no matter what (because you count the value of investment real estate as an asset).

				Crunching your numbers

				Table 2-1 provides a place for you to figure your financial assets. Go ahead and write in the spaces provided, unless you plan to lend this book to someone and you don’t want to put your money situation on display. Note: See Table 4-1 in Chapter 4 to estimate your Social Security benefits.

				
					
						
								
								Table 2-1 Your Financial Assets

							
						

						
								
								Account

							
								
								Value

							
						

						
								
								Savings and investment accounts (including retirement accounts):

							
								
							
						

						
								
								Example: Bank savings account

							
								
								$5,000

							
						

						
								
								_______________________________________________

							
								
								$_________

							
						

						
								
								_______________________________________________

							
								
								$_________

							
						

						
								
								_______________________________________________

							
								
								$_________

							
						

						
								
								_______________________________________________

							
								
								$_________

							
						

						
								
								_______________________________________________

							
								
								$_________

							
						

						
								
								_______________________________________________

							
								
								$_________

							
						

						
								
								Total =

							
								
								$_________

							
						

						
								
								Benefits earned that pay a monthly retirement income:

							
								
							
						

						
								
								Employer’s pensions

							
								
								$_________ / month

							
						

						
								
								Social Security

							
								
								$_________ / month

							
						

						
								
							
								
								× 240*

							
						

						
								
								Total =

							
								
								$_________

							
						

						
								
								Total Financial Assets (add the two totals) =

							
								
								$_________

							
						

						
								
								* To convert benefits that will be paid to you monthly into a total dollar amount, and for purposes of simplification, assume that you will spend 20 years in retirement. (Ah, think of two decades of lollygagging around — vacationing, harassing the kids, spoiling the grandkids, starting another career, or maybe just living off the fat of the land.) As a shortcut, multiply the benefits that you’ll collect monthly in retirement by 240 (12 months per year times 20 years). Inflation may reduce the value of your employer’s pension if it doesn’t contain a cost-of-living increase each year in the same way that Social Security does. Don’t sweat this now — you can take care of that concern in the section on retirement planning in Chapter 4.

							
						

					
				

				Now comes the potentially depressing part — figuring out your debts and loans in Table 2-2.

				
					
						
								
								Table 2-2 Your Financial Liabilities

							
						

						
								
								Loan

							
								
								Balance

							
						

						
								
								Example: Gouge ’Em Bank Credit Card

							
								
								$4,000

							
						

						
								
								__________________________________

							
								
								$_________

							
						

						
								
								__________________________________

							
								
								$_________

							
						

						
								
								__________________________________

							
								
								$_________

							
						

						
								
								__________________________________

							
								
								$_________

							
						

						
								
								__________________________________

							
								
								$_________

							
						

						
								
								__________________________________

							
								
								$_________

							
						

						
								
								Total Financial Liabilities =

							
								
								$_________

							
						

					
				

				Now you can subtract your liabilities from your assets to figure your net worth in Table 2-3.

				
					
						
								
								Table 2-3 Your Net Worth

							
						

						
								
								Find

							
								
								Write It Here

							
						

						
								
								Total Financial Assets (from Table 2-1)

							
								
								$_________

							
						

						
								
								Total Financial Liabilities (from Table 2-2)

							
								
								– $_________

							
						

						
								
								Net Worth =

							
								
								$_________

							
						

					
				

				Interpreting your net worth results

				Your net worth is important and useful only to you and your unique situation and goals. What seems like a lot of money to a person with a simple lifestyle may seem like a pittance to a person with high expectations and a desire for an opulent lifestyle.

				In Chapter 4, you can crunch numbers to determine your financial status more precisely for goals such as retirement planning. I also discuss saving toward other important goals in that chapter. In the meantime, if your net worth (excluding expected monthly retirement benefits such as those from Social Security and pensions) is negative or less than half your annual income, take notice. If you’re in your 20s and you’re just starting to work, a low net worth is less concerning.

				Getting rid of your debts — the highest-interest ones first — is the most important thing. Then you need to build a safety reserve equal to three to six months of living expenses. You should definitely find out more about getting out of debt, reducing your spending, and developing tax-wise ways to save and invest your future earnings.

				Examining Your Credit Score and Reports

				You may not know it (or care), but you probably have a personal credit report and a credit score. Lenders examine your credit report and score before granting you a loan or credit line. This section highlights what you need to know about your credit score and reports, including how to obtain them and how to improve them.

				Understanding what your credit data includes and means

				A credit report contains information such as

				Personal identifying information: Includes name, address, Social Security number, and so on

				Record of credit accounts: Details when each account was opened, latest balance, payment history, and so on

				Bankruptcy filings: Indicates whether you’ve filed bankruptcy in recent years

				Inquiries: Lists who has pulled your credit report because you’ve applied for credit

				Your credit score, which is not the same as your credit report, is a three-digit score based on the report. Lenders use your credit score as a predictor of your likelihood of defaulting on repaying your borrowings. As such, your credit score has a major impact on whether a lender is willing to extend you a particular loan and at what interest rate.

				FICO is the leading credit score in the industry and was developed by Fair Isaac and Company. FICO scores range from a low of 300 to a high of 850. Most scores fall in the 600s and 700s. As with college entrance examinations such as the SAT, higher scores are better. (In recent years, the major credit bureaus — Equifax, Experian, and TransUnion — have developed their own credit scoring systems, but many lenders still use FICO the most.)

				The higher your credit score, the lower your predicted likelihood of defaulting on a loan (see Figure 2-1). The “rate of credit delinquency” refers to the percentage of consumers who will become 90 days late or later in repaying a creditor within the next two years. As you can see in the chart, consumers with low credit scores have dramatically higher rates of falling behind in their loans. Thus, low credit scorers are considered much riskier borrowers, and fewer lenders are willing to offer them a given loan; those who do charge relatively high rates.

				
					Figure 2-1: Lenders use credit scores to estimate how likely people are to default on a loan.

				

				[image: 506936-fg0201.eps]

				Source: Fair Isaac Corporation

				The median FICO score is around 720. You will generally qualify for the best lending rates if your credit score is in the mid-700s or higher.

				Obtaining your credit reports and score

				Given the importance of your personal credit report, you may be pleased to know that you’re entitled to receive a free copy of your credit report annually from each of the three credit bureaus (Equifax, Experian, and TransUnion).

				If you visit www.annualcreditreport.com, you can view and print copies of your credit report information from each of the three credit agencies (alternatively, call 877-322-8228 and have your reports mailed to you). After entering some personal data at the Web site, check the box indicating that you want to obtain all three credit reports, as each report may have slightly different information. You’ll then be directed to one of the three bureaus, and after you finish verifying that you are who you claim to be at that site, you can easily navigate back to annualcreditreport.com so you can continue to the next agency’s site.

				When you receive your reports, the best first step is to examine them for possible mistakes (more in a moment regarding fixing problems in your reports). Several years ago when I did that myself, I found minor errors on two of the three reports. It took me several minutes to correct one of the errors (by submitting a request to that credit reporting agency’s Web site), and it took about half an hour to get the other mistake fixed (a small doctor’s bill was erroneously listed as unpaid and in collections).

				You may be surprised to find that your credit reports do not include your credit score. The reason for this is quite simple: The 2003 law mandating that the three credit agencies provide a free credit report annually to each U.S. citizen who requests a copy did not mandate that they provide the credit score. Thus, if you want to obtain your credit score, it’s going to cost you.

				[image: tip.eps] You can request your credit score from Fair Isaac, but you’ll get whacked $15.95 for every request (that can set you back nearly $50 to see your FICO score for all three credit bureaus). Save your money. If you’re going to purchase your credit score, you can do so for less by ordering it from the individual credit bureaus when you obtain your credit report(s) via www.annualcreditreport.com — Experian (888-397-3742), for example, charges just $6 to obtain your current credit score. I strongly recommend calling a credit bureau’s toll-free phone number to buy your credit report rather than visiting the credit bureau’s Web site because finding the proper Web page to buy your credit score on a one-time basis without getting signed up for other far more costly ongoing services and monitoring is a nightmare.

				[image: beware.eps] If you do spring for your current credit score, be clear about what you’re buying. You may not realize that you’re agreeing to some sort of an ongoing credit monitoring service for, say, $50 to $100+ per year.

				Improving your credit reports and score

				Instead of simply throwing money into buying your credit scores or paying for some ongoing monitoring service to which you may not pay attention, take an interest in improving your credit standing and score. Working to boost your credit rating is especially worthwhile if you know that your credit report contains detrimental information.

				Here are the most important actions that you can take to boost your attractiveness to lenders:

				Get all three of your credit reports, and be sure each is accurate. Correct errors (as I explain in the next section) and be especially sure to get accounts removed if they aren’t yours and they show late payments or are in collection.

				If your report includes late or missed payments more than seven years old, ask to have those removed. Ditto for a bankruptcy more than ten years ago.

				Pay all your bills on time. To ensure on-time payments, sign up for automatic bill payment, which most companies (like phone and utility providers) enable you to use.

				Be loyal if it doesn’t cost you. The older the age of loan accounts you have open, the better for your credit rating. Closing old accounts and opening a bunch of new ones generally lowers your credit score.

				 But don’t be loyal if it costs you! For example, if you can refinance your mortgage and save some good money, by all means do so. The same logic applies if you’re carrying credit card debt at a high interest rate and want to transfer that balance to a lower rate card. If your current credit card provider refuses to match a lower rate you find elsewhere, move your balance and save yourself some money (see Chapter 5 for details).

				Limit your debt and debt accounts. The more loans, especially consumer loans, that you hold and the higher the balances, the lower your credit score will be.

				Work to pay down consumer revolving debt (such as on credit cards). Please read Chapters 5 and 6 for suggestions.

				Getting credit report errors corrected

				If you obtain your credit report and find a blemish on it that you don’t recognize as being your mistake or fault, do not assume that the information is correct. Credit reporting bureaus and the creditors who report credit information to these bureaus often make errors.

				You hope and expect that, if a credit bureau has negative and incorrect information in your credit report and you bring the mistake to their attention, they will graciously and expeditiously fix the error. If you believe that, you’re the world’s greatest optimist; perhaps you also think you won’t have to wait in line at the Department of Motor Vehicles or the post office!

				Odds are, you’re going to have to fill out a form on a Web site, make some phone calls, or write a letter or two to fix the problems on your credit report. Here’s how to correct most errors that aren’t your fault:

				If the credit problem is someone else’s: A surprising number of personal credit report glitches are the result of someone else’s negative information getting on your credit report. If the bad information on your report is completely foreign-looking to you, tell the credit bureau and explain that you need more information because you don’t recognize the creditor.

				If the creditor made a mistake: Creditors make mistakes, too. You need to write or call the creditor to get it to correct the erroneous information that it sent to the credit bureau. Phoning first usually works best. (The credit bureau should be able to tell you how to reach the creditor if you don’t know how.) If necessary, follow up with a letter.

				[image: tip.eps] Whether you speak with a credit bureau or an actual lender, make notes of your conversations. If representatives say that they can fix the problem, get their names and extensions, and follow up with them if they don’t deliver as promised. If you’re ensnared in bureaucratic red tape, escalate the situation by speaking with a department manager. By law, bureaus are required to respond to a request to fix a credit error within 30 days — hold the bureau accountable!

				Telling your side of the story

				With a minor credit infraction, some lenders may simply ask for an explanation. Years ago, I had a credit report blemish that was the result of being away for several weeks and missing the payment due date for a couple small bills. When my proposed mortgage lender saw my late payments, the lender asked for a simple written explanation.

				You and a creditor may not see eye to eye on a problem, and the creditor may refuse to budge. If that’s the case, credit bureaus are required by law to allow you to add a 100-word explanation to your credit file.

				Sidestepping “credit repair” firms

				Online and in newspapers and magazines, you may see ads for credit repair companies that claim to fix your credit report problems. In the worst cases I’ve seen, these firms charge outrageous amounts of money and don’t come close to fulfilling their marketing hype.

				If you have legitimate glitches on your credit report, credit repair firms can’t make the glitches disappear. Hope springs eternal, however — some people would like to believe that their credit problems can be fixed.

				[image: remember.eps] If your problems are fixable, you can fix them yourself, and you don’t need to pay a company big bucks to do it.

				Knowing the Difference between Bad Debt and Good Debt

				Why do you borrow money? Usually, you borrow money because you don’t have enough to buy something you want or need — like a college education. If you want to buy a four-year college education, you can easily spend $100,000, $150,000, or more. Not too many people have that kind of spare cash. So borrowing money to finance part of that cost enables you to buy the education.

				How about a new car? A trip to your friendly local car dealer shows you that a new set of wheels will set you back $20,000+. Although more people may have the money to pay for that than, say, the college education, what if you don’t? Should you finance the car the way you finance the education?

				[image: beware.eps] The auto dealers and bankers who are eager to make you an auto loan say that you deserve and can afford to drive a nice, new car, and they tell you to borrow away (or lease, which I don’t love either — please see Chapter 6). I just say, “No! No! No!” Why do I disagree with the auto dealers and lenders? For starters, I’m not trying to sell you a car or loan from which I derive a profit! More importantly, there’s a big difference between borrowing for something that represents a long-term investment and borrowing for short-term consumption.

				If you spend, say, $1,500 on a vacation, the money is gone. Poof! You may have fond memories and photos, but you have no financial value to show for it. “But,” you say, “vacations replenish my soul and make me more productive when I return. In fact, the vacation more than pays for itself!”

				I’m not saying that you shouldn’t take a vacation. By all means, take one, two, three, or as many as you can afford yearly. But that’s the point: Take what you can afford. If you have to borrow money in the form of an outstanding balance on your credit card for many months in order to take the vacation, you can’t afford it.

				Consuming your way to bad debt

				I coined the term bad debt to refer to debt incurred for consumption, because such debt is harmful to your long-term financial health. (I used this term back in the early 1990s when the first edition of this book was published, and I’m flattered that others have used the same terminology.)

				You’ll be able to take many more vacations during your lifetime if you save the cash in advance. If you get into the habit of borrowing and paying all that interest for vacations, cars, clothing, and other consumer items, you’ll spend more of your future income paying back the debt and interest, leaving you with less money for your other goals.

				The relatively high interest rates that banks and other lenders charge for bad (consumer) debt is one of the reasons you’re less able to save money when using such debt. Not only does money borrowed through credit cards, auto loans, and other types of consumer loans carry a relatively high interest rate, but it also isn’t tax-deductible.

				[image: tip.eps] I’m not saying that you should never borrow money and that all debt is bad. Good debt, such as that used to buy real estate and small businesses, is generally available at lower interest rates than bad debt and is usually tax-deductible. If well managed, these investments may also increase in value. Borrowing to pay for educational expenses can also make sense. Education is generally a good long-term investment, because it can increase your earning potential. And student loan interest is tax-deductible subject to certain limitations (see Chapter 7).

				Recognizing bad debt overload

				Calculating how much debt you have relative to your annual income is a useful way to size up your debt load. Ignore, for now, good debt — the loans you may owe on real estate, a business, an education, and so on (I get to that in the next section). I’m focusing on bad debt, the higher-interest debt used to buy items that depreciate in value.

				To calculate your bad debt danger ratio, divide your bad debt by your annual income. For example, suppose you earn $40,000 per year. Between your credit cards and an auto loan, you have $20,000 of debt. In this case, your bad debt represents 50 percent of your annual income.

				 bad debt

				 annual income = bad debt danger ratio

				The financially healthy amount of bad debt is zero. Not everyone agrees with me. One major U.S. credit card company says — in its “educational” materials, which it “donates” to schools to teach students about supposedly sound financial management — that carrying consumer debt amounting to 10 to 20 percent of your annual income is just fine.


				The lure of easy credit

				Many years ago, I worked as a management consultant and did a lot of work with companies in the financial services industry, including some of the major credit card companies. Their game then, as it is now, was to push cards into the hands of as many people as possible who have a tendency and propensity to carry debt month to month at high interest rates. Their direct marketing campaigns are quite effective. Ditto for the auto manufacturers who successfully entice many people who can’t really afford to spend $20,000, $30,000, or more on a brand new car to buy new autos financed with an auto loan or lease. And just as alcohol and cigarette makers target young people with their advertising, credit card companies are recruiting and grooming the next generation of overspenders on college campuses. Unbelievably, our highest institutions of learning receive large fees from credit card companies for being allowed to promote their cards on campuses!

				As widely available as credit is today, so, too, are suggestions for how to spend it. We’re bombarded with ads 24/7 on radio, TV, Web sites, cellphones, PDAs, the sides of buses and trains and the tops of taxicabs, people’s clothing, and cars. If you wanted to go a day without advertising, you couldn’t — you’re surrounded!



				[image: warning_bomb.eps] When your bad debt danger ratio starts to push beyond 25 percent, it can spell real trouble. Such high levels of high-interest consumer debt on credit cards and auto loans grow like cancer. The growth of the debt can snowball and get out of control unless something significant intervenes. If you have consumer debt beyond 25 percent of your annual income, see Chapter 5 to find out how to get out of debt.

				How much good debt is acceptable? The answer varies. The key question is: Are you able to save sufficiently to accomplish your goals? In the “Analyzing Your Savings” section later in this chapter, I help you figure out how much you’re actually saving, and in Chapter 4, I help you determine what you should save to accomplish your goals. (See Chapter 14 to find out how much mortgage debt is appropriate to take on when buying a home.)

				[image: remember.eps] Borrow money only for investments (good debt) — for purchasing things that retain and hopefully increase in value over the long term, such as an education, real estate, or your own business. Don’t borrow money for consumption (bad debt) — for spending on things that decrease in value and eventually become financially worthless, such as cars, clothing, vacations, and so on.

				Assessing good debt: Can you get too much?

				As with good food, of course, you can get too much of a good thing, including good debt! When you incur debt for investment purposes — to buy real estate, for small business, even your education — you hope to see a positive return on your invested dollars.

				But some real estate investments don’t work out. Some small businesses crash and burn, and some educational degrees and programs don’t help in the way that some hope that they will.

				There’s no magic formula for determining when you have too much “good debt.” In extreme cases, I’ve seen entrepreneurs, for example, borrow up to their eyeballs to get a business off the ground. Sometimes this works, and they end up financially rewarded, but in most cases, it doesn’t.

				Here are two important questions to ponder and discuss with your loved ones about the seemingly “good debt” you’re taking on:

				Are you and your loved ones able to sleep well at night and function well during the day, free from great worry about how you’re going to meet next month’s expenses?

				Are you and your loved ones financially able to save what you’d like to work toward your goals (see Chapter 4)?

				See the debt-reduction strategies in Chapter 5 for more information.

				Playing the credit card float

				Given what I have to say about the vagaries of consumer debt, you may think that I’m always against using credit cards. Actually, I have credit cards, and I use them — but I pay my balance in full each month. Besides the convenience credit cards offer me — in not having to carry around extra cash and checks — I receive another benefit: I have free use of the bank’s money until the time the bill is due. (Some cards offer other benefits, such as frequent flyer miles, and I have one of those types of cards too. Also, purchases made on credit cards may be contested if the sellers of products or services don’t stand behind what they sell.)

				When you charge on a credit card that does not have an outstanding balance carried over from the prior month, you typically have several weeks (known as the grace period) from the date of the charge to the time when you must pay your bill. This is called playing the float. Had you paid for this purchase by cash or check, you would have had to shell out the money sooner.

				If you have difficulty saving money, and plastic tends to burn holes through your budget, forget the float game. You’re better off not using credit cards. The same applies to those who pay their bills in full but spend more because it’s so easy to do so with a piece of plastic. (For information on alternatives to using credit cards, see Chapter 5.)

				Analyzing Your Savings

				How much money have you actually saved in the past year? By that I mean the amount of new money you’ve added to your nest egg, stash, or whatever you like to call it.

				Most people don’t know or have only a vague idea of the rate at which they’re saving money. The answer may sober, terrify, or pleasantly surprise you. In order to calculate your savings over the past year, you need to calculate your net worth as of today and as of one year ago.

				The amount you actually saved over the past year is equal to the change in your net worth over the past year — in other words, your net worth today minus your net worth from one year ago. I know it may be a pain to find statements showing what your investments were worth a year ago, but bear with me: It’s a useful exercise.

				If you own your home, ignore this in the calculations. (However, you can consider the extra payments you make to pay off your mortgage principal faster as new savings.) And don’t include personal property and consumer goods, such as your car, computer, clothing, and so on, with your assets.

				When you have your net worth figures from both years, plug them into Step 1 of Table 2-4. If you’re anticipating the exercise and are already subtracting your net worth of a year ago from what it is today in order to determine your rate of savings, your instincts are correct, but the exercise isn’t quite that simple. You need to do a few more calculations in Step 2 of Table 2-4. Why? Well, counting the appreciation of the investments you’ve owned over the past year as savings wouldn’t be fair. Suppose you bought 100 shares of a stock a year ago at $17 per share, and now the value is at $34 per share. Your investment increased in value by $1,700 during the past year. Although you’d be the envy of your friends at the next party if you casually mentioned your investments, the $1,700 of increased value is not really savings. Instead, it represents appreciation on your investments, so you must remove this appreciation from the calculations. (Just so you know, I’m not unfairly penalizing you for your shrewd investments — you also get to add back the decline in value of your less-successful investments.)

				
					
						
								
								Table 2-4 Your Savings Rate over the Past Year

							
						

						
								
								Step 1: Figuring your savings

							
						

						
								
								Today

							
								
							
								
								One Year Ago

							
								
							
						

						
								
								Savings & investments

							
								
								$_________

							
								
								Savings & investments

							
								
								$_________

							
						

						
								
								– Loans & debts

							
								
								$_________

							
								
								– Loans & debts

							
								
								$_________

							
						

						
								
								= Net worth today

							
								
								$_________

							
								
								= Net worth 1 year ago

							
								
								$_________

							
						

						
								
								Step 2: Correcting for changes in value of investments you owned during the year

							
						

						
								
								Net worth today

							
								
								$_________

							
						

						
								
								– Net worth 1 year ago

							
								
								$_________

							
						

						
								
								– Appreciation of investments (over past year)

							
								
								$_________

							
						

						
								
								+ Depreciation of investments (over past year)

							
								
								$_________

							
						

						
								
								= Savings rate

							
								
								$_________

							
						

					
				

				[image: tip.eps] If all this calculating gives you a headache, you get stuck, or you just hate crunching numbers, try the intuitive, seat-of-the-pants approach: Save a regular portion of your monthly income. You can save it in a separate savings or retirement account.

				How much do you save in a typical month? Get out the statements for accounts you contribute to or save money in monthly. It doesn’t matter if you’re saving money in a retirement account that you can’t access — money is money.

				Note: If you save, say, $200 per month for a few months, and then you spend it all on auto repairs, you’re not really saving. If you contributed $5,000 to an individual retirement account (IRA), for example, but you depleted money that you had from long ago (in other words, it wasn’t saved during the past year), you should not count the $5,000 IRA contribution as new savings.

				You should be saving at least 5 to 10 percent of your annual income for longer-term financial goals such as retirement (Chapter 4 helps you to fine-tune your savings goals). If you’re not, be sure to read Chapter 6 to find out how to reduce your spending and increase your savings.

				Evaluating Your Investment Knowledge

				Congratulations! If you’ve stuck with me from the beginning of this chapter, you’ve completed the hardest part of your financial physical. The physical is a whole lot easier from here on out!

				Regardless of how much or how little money you have invested in banks, mutual funds, or other types of accounts, you want to invest your money in the wisest way possible. Knowing the rights and wrongs of investing is vital to your long-term financial well-being. Few people have so much extra money that they can afford major or frequent investing mistakes.

				Answering “yes” or “no” to the following questions can help you determine how much time you need to spend with my Investing Crash Course in Part III, which focuses on investing. Note: The more “no” answers you reluctantly scribble, the more you need to find out about investing, and the faster you should turn to Part III.

				_____ Do you understand the investments you currently hold?

				_____ Is the money that you’d need to tap in the event of a short-term emergency in an investment where the principal does not fluctuate in value?

				_____ Do you know what marginal income-tax bracket (combined federal and state) you’re in, and do you factor that in when choosing investments?

				_____ For money outside of retirement accounts, do you understand how these investments produce income and gains and whether these types of investments make the most sense from the standpoint of your tax situation?

				_____ Do you have your money in different, diversified investments that aren’t dependent on one or a few securities or one type of investment (that is, bonds, stocks, real estate, and so on)?

				_____ Is the money that you’re going to need for a major expenditure in the next few years invested in conservative investments rather than in riskier investments such as stocks or pork bellies?

				_____ Is the money that you have earmarked for longer-term purposes (more than five years) invested to produce returns that are likely to stay ahead of inflation?

				_____ If you currently invest in or plan to invest in individual stocks, do you understand how to evaluate a stock, including reviewing the company’s balance sheet, income statement, competitive position, price-earnings ratio versus its peer group, and so on?

				_____ If you work with a financial advisor, do you understand what that person is recommending that you do, are you comfortable with those actions and that advisor, and is that person compensated in a way that minimizes potential conflicts of interest in the strategies and investments he recommends?

				[image: remember.eps] Making and saving money are not guarantees of financial success; rather, they’re prerequisites. If you don’t know how to choose sound investments that meet your needs, you’ll likely end up throwing money away, which leads to the same end result as never having earned and saved it in the first place. Worse still, you won’t be able to derive any enjoyment from spending the lost money on things that you perhaps need or want. Turn to Part III to discover the best ways to invest; otherwise, you may wind up spinning your wheels working and saving.

				Assessing Your Insurance Savvy

				In this section, you have to deal with the prickly subject of protecting your assets and yourself with insurance. (The following questions help you get started.) If you’re like most people, reviewing your insurance policies and coverages is about as much fun as a root canal. Open wide!

				_____ Do you understand the individual coverages, protection types, and amounts of each insurance policy you have?

				_____ Does your current insurance protection make sense given your current financial situation (as opposed to your situation when you bought the policies)?

				_____ If you wouldn’t be able to make it financially without your income, do you have adequate long-term disability insurance coverage?

				_____ If you have family members who are dependent on your continued income, do you have adequate life insurance coverage to replace your income should you die?

				_____ Do you know when it makes sense to buy insurance through discount brokers, fee-for-service advisors, and companies that sell directly to the public (bypassing agents) and when it doesn’t?

				_____ Do you carry enough liability insurance on your home, car (including umbrella/excess liability), and business to protect all your assets?

				_____ Have you recently (in the last year or two) shopped around for the best price on your insurance policies?

				_____ Do you know whether your insurance companies have good track records when it comes to paying claims and keeping customers satisfied?

				That wasn’t so bad, was it? If you answered “no” more than once or twice, don’t feel bad — nine out of ten people make significant mistakes when buying insurance. Find your insurance salvation in Part IV. If you answered “yes” to all the preceding questions, you can spare yourself from reading Part IV, but bear in mind that many people need as much help in this area as they do in other aspects of personal finance.

			

		

	
		
			
				Chapter 3

				Determining Where Your Money Goes

				In This Chapter

				Understanding why people overspend

				Assessing your spending

				As a financial counselor, I’ve worked with people who have small incomes, people who have six-figure and even seven-figure incomes, and everyone in between. At every income level, people fall into one of the following three categories:

				People who spend more than they earn (accumulating debt)

				People who spend all that they earn (saving nothing)

				People who save 2, 5, 10, or even 20 percent (or more!)

				I’ve seen $40,000 earners who save 20 percent of their income ($8,000), $80,000 earners who save just 5 percent ($4,000), and people earning well into six figures annually who save nothing or accumulate debt.

				Suppose that you currently earn $50,000 per year and spend all of it. You may wonder, “How can I save money?” Good question! Rather than knock yourself out at a second job or hustle for that next promotion, you may want to try living below your income — in other words, spending less than you earn. (I know spending less than you earn is hard to imagine, but you can do it.) Consider that for every discontented person earning and spending $50,000 per year, someone else is out there making do on $45,000.

				A great many people live on less than you make. If you spend as they do, you can save and invest the difference. In this chapter, I examine why people overspend and help you look at your own spending habits. When you know where your money goes, you can find ways to spend less and save more (see Chapter 6) so that someday, you, too, can live richly and achieve your life’s goals.

				Examining Overspending

				If you’re like most people, you must live within your means in order to accomplish your financial goals. Doing so requires spending less than you earn and then investing your “savings” intelligently (unless you plan on winning the lottery or receiving a large inheritance). To put yourself in a position that allows you to start saving, take a close look at your spending habits.

				Many folks earn just enough to make ends meet. And some can’t even do that; they simply spend more than they make. The result of such spending habits is, of course, an accumulation of debt.

				Most of the influences in society encourage you to spend. Think about it: More often than not, you’re referred to as a consumer in the media and in the hallowed halls of U.S. government. You’re not referred to as a person, a citizen, or a human being. Here are some of the adversaries you’re up against as you attempt to control your spending.

				Having access to credit

				As you probably already know, spending money is easy. Thanks to innovations like ATMs and credit cards, your money is always available, 24/7. Larger retailers pitch their own credit cards, and so does the gas station across the street.

				Sometimes it may seem as though lenders are trying to give away money by making credit so easily available. But this free money is a dangerous illusion. Credit is most dangerous when you make consumption purchases you can’t afford in the first place. When it comes to consumer debt (credit cards, auto loans, and the like), lenders aren’t giving away anything except the opportunity for you to get in over your head, rack up high interest charges, and delay your progress toward your financial and personal goals.

				Misusing credit cards

				The modern day bank credit card was invented by Bank of America near the end of the baby boom. The credit industry has been booming along with the boomers ever since.

				If you pay your bill in full every month, credit cards offer a convenient way to buy things with an interest-free, short-term loan. But if you carry your debt over from month to month at high interest rates, credit cards encourage you to live beyond your means. Credit cards make it easy and tempting to spend money that you don’t have.

				[image: warning_bomb.eps] You’ll never pay off your credit card debt if you keep charging on your card and make only the minimum monthly payments. Interest continues to pile up on your outstanding debt. Paying only the minimum monthly payment can lead to your carrying high-interest debt on your card for decades (not just months or years)!

				Some credit cards are now trying to sell card holders “insurance” at a cost of 10 percent annually to pay the minimum payments due on credit card balances for those months that the debtor is unable to pay because of some life transition event (such as a job layoff). One such card normally charges a 13-percent annual interest rate on credit card balances, so with the insurance charges, the annual interest rate is 23 percent!

				[image: tip.eps] If you have a knack for charging up a storm and spending more than you should with those little pieces of plastic, only one solution exists: Get rid of your credit cards. Put scissors to the plastic. Go cold turkey. You can function without them. (See Chapter 5 for details on how to live without credit cards.)

				Taking out car loans

				Walking onto a car lot and going home with a new car that you could never afford if you had to pay cash is easy. The dealer gets you thinking in terms of monthly payments that sound small when compared to what that four-wheeler is really gonna cost you. Auto loans are easy for just about anyone to get (except maybe a recently paroled felon).

				Suppose you’re tired of driving around in your old clunker. The car is battle-scarred and boring, and you don’t like being seen in it. Plus, the car is likely to need more repairs in the months ahead. So off you go to your friendly local car dealer.

				You start looking around at all the shiny, new cars, and then — like the feeling you experience when spotting a water fountain on a scorching hot day — there it is: your new car. It is sleek and clean, and has air conditioning, a stereo, and power everything. Before you can read the fine print on the sticker page on the side window, the salesperson moseys on up next to you. He gets you talking about how nice the car is, the weather, or anything but the sticker price of that car.

				“How,” you begin to think to yourself, “can this guy afford to spend time with me without knowing if I can afford this thing?” After a test drive and more talk about the car, the weather, and your love life (or lack thereof) comes your moment of truth. The salesperson, it seems, doesn’t care about how much money you have. Whether you have lots of money or very little doesn’t matter. The car is only $399 a month!

				“That price isn’t bad,” you think. Heck, you were expecting to hear that the car would cost you at least 25 grand. Before you know it, the dealer runs a credit report on you and has you sign a few papers, and minutes later you’re driving home with your new car.

				[image: warning_bomb.eps] The dealer wants you to think in terms of monthly payments because the cost sounds so cheap: $399 for a car. But, of course, that’s $399 per month, every month, for many, many months. You’re gonna be payin’ forever — after all, you just bought a car that cost a huge chunk (perhaps 100 percent or more) of your yearly take-home income!

				But it gets worse. What does the total sticker price come to when interest charges are added in? (Even if interest charges are low, you may still be buying a car with a sticker price you can’t afford.) And what about the cost of insurance, registration, and maintenance over the seven or so years that you’ll own the car? Now you’re probably up to more than a year’s worth of your income. Ouch! (See Chapter 6 for information on how to spend what you can afford on a car.)

				Bending to outside influences and agendas

				You go out with some friends to dinner, a ballgame, or a show. Try to remember the last time one of you said, “Let’s go someplace (or do something) cheaper. I can’t afford to spend this much.” On the one hand, you don’t want to be a stick in the mud. But on the other hand, some of your friends have more money than you do — and the ones who don’t may be running up debt fast.

				Some people just have to see the latest hit movie, wear the latest designer clothes, or get the newest handheld personal digital assistant. They don’t want to feel left out or behind the times.

				When was the last time you heard someone say that she decided to forego a purchase because she was saving for retirement or a home purchase? It doesn’t happen often, does it? Just dealing with the here-and-now and forgetting your long-term needs and goals is tempting. This mindset leads people to toil away for too many years in jobs they dislike.

				Living for today has its virtues: Tomorrow may not come. But odds are good that it will. Will you still feel the same way about today’s spending decisions tomorrow? Or will you feel guilty that you again failed to stick to your goals?

				Your spending habits should be driven by your desires and plans, not those of others. If you haven’t set any goals yet, you may not know how much you should be saving. Chapter 4 helps you kick-start the planning and saving process.

				Spending to feel good

				Life is full of stress, obligations, and demands. “I work hard,” you say, “and darn it, I deserve to indulge!” Especially after your boss took the credit for your last great idea or blamed you for her last major screwup. So you buy something expensive or go to a fancy restaurant. Feel better? You won’t when the bill arrives. And the more you spend, the less you save, and the longer you’ll be stuck working for jerks like your boss!

				Just as people can become addicted to alcohol, tobacco, television, and the Internet, some people also become addicted to the high they get from spending. Researchers can identify a number of psychological causes for spending addiction, with some relating to how your parents handled money and spending. (And you thought you’d identified all the problems you can blame on Mom and Dad!)

				[image: tip.eps] If your spending and debt problems are chronic, or even if you’d simply like to be a better consumer and saver, see Chapter 5 for more information.

				Analyzing Your Spending

				Brushing your teeth, eating a diverse diet including plenty of fruits and vegetables, and exercising regularly are good habits. Spending less than you earn and saving enough to meet your future financial objectives are the financial equivalents of these habits.

				Despite relatively high incomes compared with the rest of the world, most Americans have a hard time saving a good percentage of their incomes. Why? Because they spend too much — often far more than necessary.

				[image: tip.eps] The first step to saving more of the income that you work so hard for is to figure out where that income typically gets spent. The spending analysis in the next section helps you determine where your cash is flowing. You should do the spending analysis if any of the following apply to you:

				You aren’t saving enough money to meet your financial goals. (If you’re not sure whether this is the case, please see Chapter 4.)

				You feel as though your spending is out of control, or you don’t really know where all your income goes.

				You’re anticipating a significant life change (for example, marriage, leaving your job to start a business, having children, retiring, and so on).

				If you’re already a good saver, you may not need to complete the spending analysis. After you save enough to accomplish your goals, I don’t see as much value in continually tracking your spending. You’ve already established the good habit — saving. Tracking exactly where you spend your money month after month is not the good habit. (You may still benefit from perusing my smarter spending recommendations in Chapter 6.)

				The immediate goal of a spending analysis is to figure out where you typically spend your money. The long-range goal is to establish a good habit: Maintaining a regular, automatic savings routine.

				Notice the first four letters in the word analysis. (You may never have noticed, but I feel the need to bring it to your attention.) Knowing where your money is going each month is useful, and making changes in your spending behavior and cutting out the fat so you can save more money and meet your financial goals is terrific. However, you may make yourself and those around you miserable if you’re anal-retentive about documenting precisely where you spend every single dollar and cent.

				[image: remember.eps] Saving what you need to achieve your goals is what matters most.

				Tracking spending the low-tech way

				Analyzing your spending is a little bit like being a detective. Your goal is to reconstruct the crime of spending. You probably have some major clues at your fingertips or piled somewhere on the desk or table where you pay bills.

				[image: investigate.eps] Unless you keep meticulous records that detail every dollar you spend, you won’t have perfect information. Don’t sweat it! A number of sources should enable you to detail where you’ve been spending your money. To get started, get out/access your

				Recent pay stubs

				Tax returns

				Online banking/bill payment record

				Checkbook register or canceled checks (and monthly debit card transactions)

				Credit and charge card bills

				Ideally, you want to assemble the documents needed to track one year’s (12 months’) spending. But if your spending patterns don’t fluctuate greatly from month to month (or if your dog ate some of the old bills), you can reduce your data gathering to one six-month period, or to every second or third month for the past year. If you take a major vacation or spend a large amount on gifts during certain months of the year, make sure that you include these months in your analysis.

				[image: tip.eps] Purchases made with cash are the hardest to track because they don’t leave a paper trail. Over the course of a week or perhaps even a month, you could keep a record of everything you buy with cash. Tracking cash can be an enlightening exercise, but it can also be a hassle. If you’re lazy like I sometimes am or you lack the time and patience, try estimating. Think about a typical week or month — how often do you buy things with cash? For example, if you eat lunch out four days a week, paying around $6 per meal, that’s about $100 a month. You may also want to try adding up all the cash withdrawals from your checking account statement and then working backwards to try to remember where you spent the cash.

				Separate your expenditures into as many useful and detailed categories as possible. Table 3-1 gives you a suggested format; you can tailor it to fit your needs. Remember, if you lump too much of your spending into broad, meaningless categories like Other, you’ll end up right back where you started — wondering where all the money went. (Note: When completing the tax section in Table 3-1, report the total tax you paid for the year as tabulated on your annual income tax return — and take the total Social Security and Medicare taxes paid from your end-of-year pay stub — rather than the tax withheld or paid during the year.)

				
					
						
								
								Table 3-1 Detailing Your Spending

							
						

						
								
								Category

							
								
								Monthly Average ($)

							
								
								Percent of Total Gross Income (%)

							
						

						
								
								Taxes, taxes, taxes (income)

							
								
							
								
								__________

							
						

						
								
								FICA (Social Security & Medicare)

							
								
								__________

							
								
							
						

						
								
								Federal

							
								
								__________

							
								
							
						

						
								
								State and local

							
								
								__________

							
								
							
						

						
								
								The roof over your head

							
								
							
								
								__________

							
						

						
								
								Rent

							
								
								__________

							
								
							
						

						
								
								Mortgage

							
								
								__________

							
								
							
						

						
								
								Property taxes

							
								
								__________

							
								
							
						

						
								
								Gas/electric/oil

							
								
								__________

							
								
							
						

						
								
								Water/garbage

							
								
								__________

							
								
							
						

						
								
								Phones

							
								
								__________

							
								
							
						

						
								
								Cable TV & Internet

							
								
								__________

							
								
							
						

						
								
								Gardener/housekeeper

							
								
								__________

							
								
							
						

						
								
								Furniture/appliances

							
								
								__________

							
								
							
						

						
								
								Maintenance/repairs

							
								
								__________

							
								
							
						

						
								
								Food, glorious food

							
								
							
								
								__________

							
						

						
								
								Supermarket

							
								
								__________

							
								
							
						

						
								
								Restaurants and takeout

							
								
								__________

							
								
							
						

						
								
								Getting around

							
								
							
								
								__________

							
						

						
								
								Gasoline

							
								
								__________

							
								
							
						

						
								
								Maintenance/repairs

							
								
								__________

							
								
							
						

						
								
								State registration fees

							
								
								__________

							
								
							
						

						
								
								Tolls and parking

							
								
								__________

							
								
							
						

						
								
								Bus or subway fares

							
								
								__________

							
								
							
						

						
								
								Style

							
								
							
								
								__________

							
						

						
								
								Clothing

							
								
								__________

							
								
							
						

						
								
								Shoes

							
								
								__________

							
								
							
						

						
								
								Jewelry (watches, earrings)

							
								
								__________

							
								
							
						

						
								
								Dry cleaning

							
								
								__________

							
								
							
						

						
								
							
								
							
								
							
						

						
								
							
								
							
								
							
						

						
								
								Category

							
								
								Monthly Average ($)

							
								
								Percent of Total Gross Income (%)

							
						

						
								
								Debt repayments (excluding mortgage)

							
								
							
								
								__________

							
						

						
								
								Credit/charge cards

							
								
								__________

							
								
							
						

						
								
								Auto loans

							
								
								__________

							
								
							
						

						
								
								Student loans

							
								
								__________

							
								
							
						

						
								
								Other

							
								
								__________

							
								
							
						

						
								
								Fun stuff

							
								
							
								
								__________

							
						

						
								
								Entertainment (movies, concerts)

							
								
								__________

							
								
							
						

						
								
								Vacation and travel

							
								
								__________

							
								
							
						

						
								
								Gifts

							
								
								__________

							
								
							
						

						
								
								Hobbies

							
								
								__________

							
								
							
						

						
								
								Subscriptions/memberships

							
								
								__________

							
								
							
						

						
								
								Pets

							
								
								__________

							
								
							
						

						
								
								Other

							
								
								__________

							
								
							
						

						
								
								Personal care

							
								
							
								
								__________

							
						

						
								
								Haircuts

							
								
								__________

							
								
							
						

						
								
								Health club or gym

							
								
								__________

							
								
							
						

						
								
								Makeup

							
								
								__________

							
								
							
						

						
								
								Other

							
								
								__________

							
								
							
						

						
								
								Personal business

							
								
							
								
								__________

							
						

						
								
								Accountant/attorney/financial advisor

							
								
								__________

							
								
							
						

						
								
								Other

							
								
								__________

							
								
							
						

						
								
								Health care

							
								
							
								
								__________

							
						

						
								
								Physicians and hospitals

							
								
								__________

							
								
							
						

						
								
								Drugs

							
								
								__________

							
								
							
						

						
								
								Dental and vision

							
								
								__________

							
								
							
						

						
								
								Therapy

							
								
								__________

							
								
							
						

						
								
								Insurance

							
								
							
								
								__________

							
						

						
								
								Homeowner’s/renter’s

							
								
								__________

							
								
							
						

						
								
								Auto

							
								
								__________

							
								
							
						

						
								
								Health

							
								
								__________

							
								
							
						

						
								
								Life

							
								
								__________

							
								
							
						

						
								
								Disability

							
								
								__________

							
								
							
						

						
								
								Umbrella liability

							
								
								__________

							
								
							
						

						
								
								(continued)

							
						

						
								
							
								
							
								
							
						

						
								
								Table 3-1 (continued)

							
						

						
								
								Category

							
								
								Monthly Average ($)

							
								
								Percent of Total Gross Income (%)

							
						

						
								
								Educational expenses

							
								
							
								
								__________

							
						

						
								
								Tuition

							
								
								__________

							
								
							
						

						
								
								Books

							
								
								__________

							
								
							
						

						
								
								Supplies

							
								
								__________

							
								
							
						

						
								
								Children

							
								
							
								
								__________

							
						

						
								
								Day care

							
								
								__________

							
								
							
						

						
								
								Toys

							
								
								__________

							
								
							
						

						
								
								Activities

							
								
								__________

							
								
							
						

						
								
								Child support

							
								
								__________

							
								
							
						

						
								
								Charitable donations

							
								
								__________

							
								
								__________

							
						

						
								
								Other

							
								
							
								
								__________

							
						

						
								
								_____________________

							
								
								__________

							
								
							
						

						
								
								_____________________

							
								
								__________

							
								
							
						

						
								
								_____________________

							
								
								__________

							
								
							
						

						
								
								_____________________

							
								
								__________

							
								
							
						

						
								
								_____________________

							
								
								__________

							
								
							
						

					
				

				Tracking your spending on the computer

				Software programs and Web sites can assist you with paying bills and tracking your spending. The main advantage of using software or Web sites is that you can continually track your spending as long as you keep entering the information. Software packages and Web sites can even help speed up the check-writing process (after you figure out how to use them, which isn’t always an easy thing to do).

				But you don’t need a computer and fancy software to pay your bills and figure out where you’re spending money. Many people I know stop entering data after a few months. If tracking your spending is what you’re after, you need to enter information from the bills you pay by check and the expenses you pay by credit card and cash. Like home exercise equipment and exotic kitchen appliances, such software often ends up in the consumer graveyard.

				[image: tip.eps] Paper, pencil, and a calculator work just fine for tracking your spending. For those of you who want to try computerizing your bill payments and expense tracking, I recommend the best software packages and discuss Web sites in detail in Chapter 19.


				Don’t waste time on financial administration

				Tom is the model of financial organization. His financial documents are neatly organized into color-coded folders. Every month, he enters all his spending information into his computer. He even carries a notebook to detail his cash spending so that every penny is accounted for.

				Tom also balances his checkbook “to make sure that everything is in order.” He can’t remember the last time his bank made a mistake, but he knows someone who once found a $50 error.

				If you spend seven hours per month balancing your checkbook and detailing all your spending (as Tom does), you may be wasting nearly two weeks’ worth of time per year — the equivalent of two-thirds of your vacation time if you take three weeks annually.

				Suppose that, every other year, you’re “lucky” enough to find a $100 error the bank made in its favor. If you spend just three hours per month tracking your spending and balancing your checkbook to discover this glitch, you’ll be spending 72 hours over two years to find a $100 mistake. Your hourly pay: a wafer-thin $1.39 per hour. You can make more flipping burgers at a burger joint. (Note: If you make significant-sized deposits or withdrawals, make sure that you capture them on your statement.)

				To add insult to injury, you may not have the desire and energy to do the more important stuff after working a full week and doing all your financial and other chores. Your big personal financial picture — establishing goals, choosing wise investments, securing proper insurance coverage — may continue to be shoved to the back burner. As a result, you may lose thousands of dollars annually. Over the course of your adult life, this amount can translate into tens or even hundreds of thousands of lost dollars.

				Tom, for example, didn’t know how much he should be saving to meet his retirement goals. He didn’t review his employer’s benefit materials, so he didn’t understand his insurance and retirement plan options. He knew that he paid a lot in taxes, but he wasn’t sure how to reduce his taxes.

				You want to make the most of your money. Unless you truly enjoy dealing with money, you need to prioritize the money activities you work on. Time is limited, and life is short. Working harder on financial administration doesn’t earn you bonus points. The more time you spend dealing with your personal finances, the less time you have available to gab with friends, watch a good movie, read a good novel, and do other things you really enjoy.

				Don’t get me wrong — nothing is inherently wrong with balancing your checkbook. In fact, if you regularly bounce checks because you don’t know how low your balance is, the exercise may save you a lot in returned check fees. However, if you keep enough money in your checking account so that you don’t have to worry about the balance reaching $0 or if you have overdraft protection, balancing your checkbook is probably a waste of time, even if your hourly wages aren’t lofty. I haven’t balanced mine in years (but please don’t tell my bank — it might start making some “mistakes” and siphoning money out).

				If you’re busy, consider ways to reduce the amount of time you spend on mundane financial tasks like bill paying. Many companies, for example, allow you to pay your monthly bills electronically via your bank checking account or your credit card. (Don’t use this option unless you pay your credit card bill in full each month.) The fewer bills you have to pay, the fewer separate checks and envelopes you must process each month. That translates into more free time and fewer paper cuts!
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