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20 Rules for Successful Investing

[image: check.png] Saving is a prerequisite to investing. Unless you have wealthy, benevolent relatives, living within your means and saving money are prerequisites to investing and building wealth.

[image: check.png] Know the three best wealth-building investments. People of all economic means make their money grow in ownership assets — stocks, real estate, and small business — where you share in the success and profitability of the asset.

[image: check.png] Be realistic about expected returns. Over the long term, 9 to 10 percent per year is about right for ownership investments (such as stocks and real estate). If you run a small business, you can earn higher returns and even become a multimillionaire, but years of hard work and insight are required.

[image: check.png] Think long term. Because ownership investments are riskier (more volatile), you must keep a long-term perspective when investing in them. Don’t invest money in such investments unless you plan to hold them for a minimum of five years, and preferably a decade or longer.

[image: check.png] Match the time frame to the investment. Selecting good investments for yourself involves matching the time frame you have to the riskiness of the investment. For example, for money that you expect to use within the next year, focus on safe investments, such as money market funds. Invest your longer-term money mostly in wealth-building investments.

[image: check.png] Diversify. Diversification is a powerful investment concept that helps you to reduce the risk of holding more aggressive investments. Diversifying simply means that you should hold a variety of investments that don’t move in tandem in different market environments. For example, if you invest in stocks, invest worldwide, not just in the U.S. market. You can further diversify by investing in real estate.

[image: check.png] Look at the big picture first. Understand your overall financial situation and how wise investments fit within it. Before you invest, examine your debt obligations, tax situation, ability to fund retirement accounts, and insurance coverage.

[image: check.png] Ignore the minutiae. Don’t feel mystified by or feel the need to follow the short-term gyrations of the financial markets. Ultimately, the prices of stocks, bonds, and other financial instruments are determined by supply and demand, which are influenced by thousands of external issues and millions of investors’ expectations and fears.

[image: check.png] Allocate your assets. How you divvy up or allocate your money among major investments greatly determines your returns. The younger you are and the more money you earmark for the long term, the greater the percentage you should devote to ownership investments.

[image: check.png] Do your homework before you invest. You work hard for your money, and buying and selling investments costs you money. Investing isn’t a field where acting first and asking questions later works well. Never buy an investment based on an advertisement or a salesperson’s solicitation of you.

[image: check.png] Keep an eye on taxes. Take advantage of tax-deductible retirement accounts and understand the impact of your tax bracket when investing outside tax-sheltered retirement accounts.

[image: check.png] Consider the value of your time and your investing skills and desires. Investing in stocks and other securities via the best mutual funds and exchange-traded funds is both time-efficient and profitable. Real estate investing and running a small business are the most time-intensive investments.

[image: check.png] Where possible, minimize fees. The more you pay in commissions and management fees on your investments, the greater the drag on your returns. And don’t fall prey to the thinking that “you get what you pay for.”

[image: check.png] Don’t expect to beat the market. If you have the right skills and interest, your ability to do better than the investing averages is greater with real estate and small business than with stock market investing. The large number of full-time, experienced stock market professionals makes it next to impossible for you to choose individual stocks that will consistently beat a relevant market average over an extended time period.

[image: check.png] Don’t bail when things look bleak. The hardest time, psychologically, to hold on to your investments is when they’re down. Even the best investments go through depressed periods, which is the worst possible time to sell. Don’t sell when there’s a sale going on; if anything, consider buying more.

[image: check.png] Ignore soothsayers and prognosticators. Predicting the future is nearly impossible. Select and hold good investments for the long term. Don’t try to time when to be in or out of a particular investment.

[image: check.png] Minimize your trading. The more you trade, the more likely you are to make mistakes. You also get hit with increased transaction costs and higher taxes (for non-retirement account investments).

[image: check.png] Hire advisors carefully. Before you hire investing help, first educate yourself so you can better evaluate the competence of those you may hire. Beware of conflicts of interest when you consider advisors to hire.

[image: check.png] You are what you read and listen to. Don’t pollute your mind with bad investing strategies and philosophies. The quality of what you read and listen to is far more important than the quantity. Find out how to evaluate the quality of what you read and hear.

[image: check.png] Your personal life and health are the highest-return, lowest-risk investments. They’re far more important than the size of your financial portfolio.
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“Eric Tyson For President!!! Thanks for such a wonderful guide. With a clear, no-nonsense approach to . . . investing for the long haul, Tyson’s book says it all without being the least bit long-winded. Pick up a copy today. It’ll be your wisest investment ever!!!”

 — Jim Beggs, VA


“Eric Tyson is doing something important — namely, helping people at all income levels to take control of their financial futures. This book is a natural outgrowth of Tyson’s vision that he has nurtured for years. Like Henry Ford, he wants to make something that was previously accessible only to the wealthy accessible to middle-income Americans.”

 — James C. Collins, coauthor of the national bestsellers Built to Last and Good to Great


“The organization of this book is superb! I could go right to the topics of immediate interest and find clearly written and informative material.”

 — Lorraine Verboort, Beaverton, OR


“Among my favorite financial guides are . . . Eric Tyson’s Personal Finance For Dummies.”

 — Jonathan Clements, The Wall Street Journal


“In Investing For Dummies, Tyson handily dispatches both the basics . . . and the more complicated.”

 — Lisa M. Sodders, The Capital-Journal


“Smart advice for dummies . . . skip the tomes . . . and buy Personal Finance For Dummies, which rewards your candor with advice and comfort.”

 — Temma Ehrenfeld, Newsweek


“You don’t have to be a novice to like Mutual Funds For Dummies. Despite the book’s chatty, informal style, author Eric Tyson clearly has a mastery of his subject. He knows mutual funds, and he knows how to explain them in simple English.”

— Steven T. Goldberg, Kiplinger’s Personal Finance Magazine


“Eric Tyson . . . seems the perfect writer for a . . . For Dummies book. He doesn’t tell you what to do or consider doing without explaining the why’s and how’s — and the booby traps to avoid — in plain English. . . . It will lead you through the thickets of your own finances as painlessly as I can imagine.”

 — Clarence Peterson, Chicago Tribune


“Personal Finance For Dummies is the perfect book for people who feel guilty about inadequately managing their money but are intimidated by all of the publications out there. It’s a painless way to learn how to take control.”

 — Karen Tofte, producer, National Public Radio’s Sound Money
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Personal Finance For Dummies®

 Discover the best ways to establish and achieve your financial goals, reduce your spending and taxes, and make wise personal finance decisions. Wall Street Journal bestseller with more than 1.5 million copies sold in all editions and winner of the Benjamin Franklin best business book award. Also check out Personal Finance in Your 20s For Dummies and Personal Finance For Seniors For Dummies.


Mutual Funds For Dummies®

 This best-selling guide is now updated to include current fund and portfolio recommendations. Using the practical tips and techniques, you’ll design a mutual fund investment plan suited for your income, lifestyle, and risk preferences.


Home Buying For Dummies®

 America’s #1 real estate book includes coverage of online resources in addition to sound financial advice from Eric Tyson and frontline real estate insights from industry veteran Ray Brown. Also available from America’s best-selling real estate team of Tyson and Brown — House Selling For Dummies and Mortgages For Dummies.


Real Estate Investing For Dummies®

 Real estate is a proven wealth-building investment, but many people don’t know how to go about making and managing rental property investments. Real estate and property management expert Robert Griswold and Eric Tyson cover the gamut of property investment options, strategies, and techniques.


Small Business For Dummies®

 Take control of your future and make the leap from employee to entrepreneur with this enterprising guide. From drafting a business plan to managing costs, you’ll profit from expert advice and real-world examples that cover every aspect of building your own business.
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				Introduction

				During the financial crisis of 2008, things got scary. Large Wall Street firms were going under, stock prices were plummeting, and layoffs and unemployment rates were soaring. And, all this was happening in the midst of the 2008 presidential election. Talk of another Great Depression was in the air. In fact, polls showed a majority of Americans feared another depression was actually happening. Housing prices were dropping sharply in most communities, and more and more properties were ending up in foreclosure.

				Investing didn’t seem so fun anymore. However, despite the fact that the downturn was the worst in decades, it had similarities to prior downturns, and those who kept their perspective and their cash ready were able to invest at attractive prices.

				The best investment vehicles for building wealth — stocks, real estate, and small business — haven’t changed. But, you still need money to play in the investment world. Like the first edition of Investing For Dummies, the sixth edition of this national best-seller includes complete coverage of these wealth-building investments as well as other common investments, such as bonds. Here are the biggest changes in this edition:

				[image: check.png] Completely revised and updated: I’ve freshened up the data and examples in this book to provide you the latest insights and analyses. Confused about how tax law changes should affect your investment strategies? Wondering about investing in gold and other commodities? Seeking a way to invest in stocks without exposing yourself to the tremendous risks experienced during the financial crisis of the late 2000s? Curious about what an exchange-traded fund or hedge fund is and whether you should invest in one? Wondering how to use leveraged exchange-traded funds to boost your portfolio’s return? Weighing whether to invest in real estate given current market conditions and the severe downturn in the late 2000s? Wondering what the best ways are to invest globally? Having trouble making sense of various economic indicators and what they mean to your investment strategy? Wanting to invest in a Health Savings Account (HSA) but don’t know why, where, or how? You can find the answers to these questions and many more in this edition.

				[image: check.png] Investing resources: With the continued growth in websites, software, publications, media outlets, and many other information sources offering investing advice and information, you’re probably overwhelmed about how to choose among the numerous investing research tools and resources. Equally problematic is knowing who you can trust and listen to — and who you need to ignore. So many pundits and prognosticators claim excellent track records for their past predictions, but who, really, can you believe? I explain how to evaluate the quality of current investment tools and resources, and I provide tips for who to listen to and who to tune out.

				How Savvy Investors Build Wealth

				I know from working with people of modest and immodest economic means that the time-tested ways they increase their wealth are by doing the following:

				[image: check.png] Living within their means and systematically saving and investing money, ideally in a tax-favored manner

				[image: check.png] Buying and holding a diversified portfolio of stocks

				[image: check.png] Building their own small business or career

				[image: check.png] Investing in real estate

				This book explains each of these wealth boosters in detail. Equally, if not more, important, however, is the information I provide to help you understand and choose investments compatible with your personal and financial goals.

				You don’t need a fancy college or graduate-school degree, and you don’t need a rich dad (or mom), biological or adopted! What you do need is a desire to read and practice the many simple yet powerful lessons and strategies in this book.

				Seriously, investing intelligently isn’t rocket science. By all means, if you’re dealing with a complicated, atypical issue, get quality professional help. But educate yourself first. Hiring someone is dangerous if you’re financially challenged. If you do decide to hire someone, you’ll be much better prepared if you educate yourself. Doing so can also help you be more focused in your questions and better able to assess that person’s competence.

				Conventions Used in This Book

				I use the following conventions in this book to help you maneuver through topics:

				[image: check.png] I italicize all new words and terms that are defined.

				[image: check.png] I boldface keywords or the main parts of bulleted items.

				[image: check.png] I use monofont for all web addresses.

				[image: check.png] I refer to the decade from 2000 to 2009 as the 2000s. I just wanted to avoid any confusion in case you were thinking of, say, the year 2025.

				When this book was printed, some web addresses may have needed to break across two lines of text. If that happened, rest assured that I haven’t added any extra characters, such as hyphens, to indicate the break. So when using one of these addresses, just type in exactly what you see in this book, pretending as though the line break doesn’t exist.

				Foolish Assumptions

				Every book is written with a certain reader in mind, and this book is no different. Here are some assumptions I made about you:

				[image: check.png] You may have some investments, but you’re looking to develop a full-scale investment plan.

				[image: check.png] You’d like to strengthen your portfolio.

				[image: check.png] You want to evaluate your investment advisor’s advice.

				[image: check.png] You have a company-sponsored investment plan, like a 401(k), and you’re looking to make some decisions or roll it over into a new plan.

				If one or more of these descriptions sound familiar, you’ve come to the right place.

				How This Book Is Organized

				This book helps you fill gaps in your investment knowledge. It’s structured so you can read it cover to cover or simply dive in to particular sections that most interest you. Here are the major parts.

				Part I: Investing Fundamentals

				Before you can confidently and intelligently choose investments, you need to be able to cut through the lingo and jargon to get to the heart of what investments are and aren’t, and you also need to know how they differ from one another. In this part, I explain what rate of return you can reasonably expect to earn and how much risk you need to take to get it. This part also details how investments best fit your specific financial goals and situation.

				Part II: Stocks, Bonds, and Wall Street

				I know you probably don’t want to trade in your day job for one where you wear a three-piece suit and know which page of the daily Wall Street Journal shows the yield curves. But you do need to understand what the financial markets are and how you can participate in them without suffering too many bumps and bruises. In this part, I explain what stocks and bonds are all about and how to best buy them and build your future fortune.

				Part III: Growing Wealth with Real Estate

				Everyone needs places to live, work, and shop, so it makes sense that real estate can be a profitable part of your investment portfolio. Intelligently buying and managing real estate is harder than it looks, however, which is why this part covers lots of territory. I show you the best ways to invest in real estate, and I provide a crash course in mortgages, landlording, buying low, selling high, taxes, and more.

				Part IV: Savoring Small Business

				There’s nothing small about the potential profits you can make from small business. You can choose the small-business investment option that matches your skills and time. If you aspire to be the best boss you’ve ever had, this part shows you the right ways to start your own small business or buy someone else’s. Or maybe you’d like to try your hand at spotting up-and-comers but don’t want to be on the front lines. In this case, you can try investing in someone else’s small business.

				Part V: Investing Resources

				Flip through your cable television channels, crack open a magazine or newspaper, or go website surfing, and you quickly discover that you can’t escape investment advice. Surprisingly, each new guru you stumble on to contradicts the one who came before him. Before you know it, although you’ve spent a ton of your valuable free time on all this investment stuff, you’re no closer to making an informed decision. In fact, if you’re like most people, you find yourself even more confused and paralyzed. Fear not! In this important part, I explain why many experts really aren’t experts and why most of them try to make the world of investing so mysterious. I highlight the best resources to use and the experts worth listening to.

				Part VI: The Part of Tens

				These shorter chapters build your investment knowledge further. You find advice about topics such as overcoming common psychological investment obstacles, points to ponder when you sell an investment, and tips for investing in a down market.

				Icons Used in This Book

				Throughout this book, icons help guide you through the maze of suggestions, solutions, and cautions. I hope you find that the following images make your journey through investment strategies smoother.

				[image: beware.eps] In the shark-infested investing waters, you’ll find creatures that feast on novice waders, ready to take a bite out of a swimmer’s savings. This icon notes when and where the sharks may be circling.

				[image: ericspicks.eps] If you see this icon, I’m pointing out companies, products, services, and resources that have proved to be exceptional over the years. These are resources that I would or do use personally or would recommend to my friends and family.

				[image: investigate_investing.eps] I use this icon to highlight an issue that requires more detective work on your part. Don’t worry, though; I prepare you for your work so you don’t have to start out as a novice gumshoe.

				[image: remember.eps] I think the name says it all, but this icon indicates something really, really important — don’t you forget it!

				[image: technicalstuff.eps] Skip it or read it; the choice is yours. You’ll fill your head with more stuff that may prove valuable as you expand your investing know-how, but you risk overdosing on stuff that you may not need right away.

				[image: tip.eps] This icon denotes strategies that can enable you to build wealth faster and leap over tall obstacles in a single bound.

				[image: warning_bomb.eps] This icon indicates treacherous territory that has made mincemeat out of lesser mortals who have come before you. Skip this point at your own peril.

				Where to Go from Here

				If you have the time and desire, I encourage you to read this book in its entirety. It provides you with a detailed picture of how to maximize your returns while minimizing your risks through wealth-building investments. But you don’t have to read this book cover to cover. If you have a specific question or two that you want to focus on today, or you want to find some additional information tomorrow, it’s not a problem. Investing For Dummies, 6th Edition, makes it easy to find answers to specific questions. Just turn to the table of contents to locate the information you need. You can get in and get out, just like that.

				If you’re the kind of reader who jumps around from topic to topic instead of reading from cover to cover, you’ll be pleased to know that this book has a helpful index and that it highlights the pages where investing terms are defined.

			

		

	
		
			
				Part I

				Investing Fundamentals


			
				[image: 9780470905456-pp0101.eps]
			



				In this part . . .

				Like a good map or aerial photograph, this part helps you see the big picture of the investment world. I explain the different types of investments, and I also tell you which ones are good and bad for a variety of circumstances, what returns you can expect, and how to make wise investing decisions that fit with your overall financial situation.

			

		

	
		
			
				Chapter 1

				Exploring Your Investment Choices

				In This Chapter

				[image: arrow] Defining investing

				[image: arrow] Seeing how stocks, real estate, and small business build wealth

				[image: arrow] Understanding the role of lending and other investments

				[image: arrow] Knowing where not to put your money

				In many parts of the world, life’s basic necessities — food, clothing, shelter, and taxes — gobble the entirety of people’s meager earnings. Although some Americans do truly struggle for basic necessities, the bigger problem for most Americans is that they consider just about everything — eating out, driving new cars, hopping on airplanes for vacation — to be a necessity. I’ve taken it upon myself (using this book as my tool) to help you recognize that investing — that is, putting your money to work for you — is also a necessity. If you want to accomplish important personal and financial goals, such as owning a home, starting your own business, helping your kids through college (and spending more time with them when they’re young), retiring comfortably, and so on, you must know how to invest well.

				It has been said, and too often quoted, that the only certainties in life are death and taxes. To these two certainties I add one more: being confused by and ignorant about investing. Because investing is a confounding activity, you may be tempted to look with envious eyes at those people in the world who appear to be savvy with money and investing. Remember that everyone starts with the same level of financial knowledge — none! No one is born knowing this stuff! The only difference between those who know and those who don’t is that those who know have devoted their time and energy to acquiring useful knowledge about the investment world.

				Getting Started with Investing

				Before I discuss the major investing alternatives in the rest of this chapter, I want to start with something that’s quite basic, yet important. What exactly do I mean when I say “investing”? Simply stated, investing means you have money put away for future use.

				You can choose from tens of thousands of stocks, bonds, mutual funds, and other investments. Unfortunately for the novice, and even for the experts who are honest with you, knowing the name of the investment is just the tip of the iceberg. Underneath each of these investments lurks a veritable mountain of details.

				[image: remember.eps] If you wanted to and had the ability to quit your day job, you could make a full-time endeavor out of analyzing economic trends and financial statements and talking to business employees, customers, suppliers, and so on. However, I don’t want to scare you away from investing just because some people do it on a full-time basis. Making wise investments need not take a lot of your time. If you know where to get high-quality information, and you purchase well-managed investments, you can leave the investment management to the best experts. Then you can do the work that you’re best at and have more free time for fun stuff.

				An important part of making wise investments is knowing when you have enough information to do things well on your own and when you should hire others. For example, investing in foreign stock markets is generally more difficult to research and understand compared with investing in domestic markets. Thus, hiring a good money manager, such as through a mutual fund, makes more sense when investing overseas than going to all the time, trouble, and expense of picking your own individual stocks.

				I’m here to give you the information you need to make your way through the complex investment world. In the rest of this chapter, I clear a path so you can identify the major investments and understand what each is good for.

				Building Wealth with Ownership Investments

				[image: ericspicks.eps] If you want your money to grow faster than the rate of inflation over the long-term, and you don’t mind a bit of a roller-coaster ride from time to time in your investments’ values, ownership investments are for you. Ownership investments are those investments where you own a piece of some company or other asset (such as stock, real estate, or a small business) that has the ability to generate revenue and, potentially, profits.

				If you want to build wealth, observing how the world’s richest have built their wealth is enlightening. Not surprisingly, the champions of wealth around the globe gained their fortunes largely through owning a piece (or all) of a successful company that they (or others) built. Take the case of Steve Jobs, co-founder and chief executive officer of Apple Inc. Apple makes computers, portable digital music players (such as the iPod and all its variations), mobile communication devices (specifically, the iPhone), and software, among other products.

				Every time I, or millions of other people, buy an iPad, iPod, iPhone, and so on, Apple makes more money (so long as they price their products properly and manage their expenses). As an owner of more than 5 million shares of stock, each of which is valued at about $300 per share, Jobs makes more money as increasing sales and profits drive up the stock’s price, which was less than $10 per share as recently as 2004.

				In addition to owning their own businesses, many well-to-do people have built their nest eggs by investing in real estate and the stock market. With softening housing prices in many regions in the late 2000s, some folks newer to the real estate world incorrectly believe that real estate is a loser, not a long-term winner. Likewise, the stock market goes through down periods but does well over the long-term. (See Chapter 2 for the straight scoop on investment risks and returns.)

				And of course, some people come into wealth the old-fashioned way — they inherit it. Even if your parents are among the rare wealthy ones and you expect them to pass on big bucks to you, you need to know how to invest that money intelligently.

				[image: remember.eps] If you understand and are comfortable with the risks and take sensible steps to diversify (you don’t put all your investment eggs in the same basket), ownership investments are the key to building wealth. For most folks to accomplish typical longer-term financial goals, such as retiring, the money that they save and invest needs to grow at a healthy clip. If you dump all your money in bank accounts that pay little if any interest, you’re likely to fall short of your goals.

				Not everyone needs to make his money grow, of course. Suppose that you inherit a significant sum and/or maintain a restrained standard of living and work your whole life simply because you enjoy doing so. In this situation, you may not need to take the risks involved with a potentially faster-growth investment. You may be more comfortable with safer investments, such as paying off your mortgage faster than necessary. Chapter 3 helps you think through such issues.

				Entering the stock market

				Stocks, which are shares of ownership in a company, are an example of an ownership investment. If you want to share in the growth and profits of companies like Apple, you can! You simply buy shares of their stock through a brokerage firm. However, even if Apple makes money in the future, you can’t guarantee that the value of its stock will increase.

				Some companies today sell their stock directly to investors, allowing you to bypass brokers. You can also invest in stocks via a stock mutual fund, where a fund manager decides which individual stocks to include in the fund. (I discuss the various methods for buying stock in Chapter 6.)

				[image: remember.eps] You don’t need an MBA or a PhD to make money in the stock market. If you can practice some simple lessons, such as making regular and systematic investments and investing in proven companies and funds while minimizing your investment expenses and taxes, you’ll be a winner.

				However, I don’t believe you can “beat the markets,” and you certainly can’t beat the best professional money managers at their own, full-time game. This book shows you time-proven, nongimmicky methods to make your money grow in the stock market as well as in other financial markets. (I explain more about stocks and mutual funds in Part II.)

				Owning real estate

				People of varying economic means build wealth by investing in real estate. Owning and managing real estate is like running a small business. You need to satisfy customers (tenants), manage your costs, keep an eye on the competition, and so on. Some methods of real estate investing require more time than others, but many are proven ways to build wealth.

				John, who works for a city government, and his wife, Linda, a computer analyst, have built several million dollars in investment real estate equity (the difference between the property’s market value and debts owed) over the past three decades. “Our parents owned rental property, and we could see what it could do for you by providing income and building wealth,” says John. Investing in real estate also appealed to John and Linda because they didn’t know anything about the stock market, so they wanted to stay away from it. The idea of leverage — making money with borrowed money — on real estate also appealed to them.

				John and Linda bought their first property, a duplex, when their combined income was just $20,000 per year. Every time they moved to a new home, they kept the prior one and converted it to a rental. Now in their 50s, John and Linda own seven pieces of investment real estate and are multimillionaires. “It’s like a second retirement, having thousands in monthly income from the real estate,” says John.

				John readily admits that rental real estate has its hassles. “We haven’t enjoyed getting calls in the middle of the night, but now we have a property manager who can help with this when we’re not available. It’s also sometimes a pain finding new tenants,” he says.

				Overall, John and Linda figure that they’ve been well rewarded for the time they spent and the money they invested. The income from John and Linda’s rental properties allows them to live in a nicer home.


				Who wants to invest like a millionaire?

				Having a million dollars isn’t nearly as rare as it used to be. In fact, according to the Spectrem Group, a firm that conducts research on wealth, 8 million U.S. households now have at least $1 million in wealth (excluding the value of their primary home). More than 1 million households have $5 million or more in wealth.

				Interestingly, households with wealth of at least $1 million rarely let financial advisors direct their investments. Only one of ten such households allows advisors to call the shots and make the moves, whereas 30 percent don’t use any advisors at all. The remaining 60 percent consult an advisor on an as-needed basis and then make their own moves.

				As in past surveys, recent wealth surveys show that affluent investors achieved and built on their wealth with ownership investments, such as their own small businesses, real estate, and stocks.



				[image: tip.eps] Ultimately, to make your money grow much faster than inflation and taxes, you must absolutely, positively do at least one thing — take some risk. Any investment that has real growth potential also has shrinkage potential! You may not want to take the risk or may not have the stomach for it. In that case, don’t despair: I discuss lower-risk investments in this book as well. You can find out about risks and returns in Chapter 2.

				Running a small business

				I know people who have hit investing home runs by owning or buying businesses. Unlike the part-time nature of investing in the stock market, most people work full time at running their businesses, increasing their chances of doing something big financially with them.

				[image: remember.eps] If you try to invest in individual stocks, by contrast, you’re likely to work at it part time, competing against professionals who invest practically around the clock. Even if you devote almost all your time to managing your stock portfolio, you’re still a passive bystander in a business run by someone else. When you invest in your own small business, you’re the boss, for better or worse.

				For example, a decade ago, Calvin set out to develop a corporate publishing firm. Because he took the risk of starting his business and has been successful in slowly building it, today, in his 50s, he enjoys a net worth of more than $10 million and can retire if he wants. Even more important to many business owners — and the reason that financially successful entrepreneurs such as Calvin don’t call it quits after they’ve amassed a lot of cash — are the nonfinancial rewards of investing, including the challenge and fulfillment of operating a successful business.

				Similarly, Sandra has worked on her own as an interior designer for more than two decades. She previously worked in fashion as a model, and then she worked as a retail store manager. Her first taste of interior design was redesigning rooms at a condominium project. “I knew when I did that first building and turned it into something wonderful and profitable that I loved doing this kind of work,” says Sandra. Today, Sandra’s firm specializes in the restoration of landmark hotels, and her work has been written up in numerous magazines. “The money is not of primary importance to me . . . my work is driven by a passion . . . but obviously it has to be profitable,” she says. Sandra has also experienced the fun and enjoyment of designing hotels in many parts of the United States and overseas.

				Most small-business owners (myself included) know that the entrepreneurial life isn’t a smooth walk through the rose garden — it has its share of thorns. Emotionally and financially, entrepreneurship is sometimes a roller coaster. In addition to the financial rewards, however, small-business owners can enjoy seeing the impact of their work and knowing that it makes a difference. Combined, Calvin and Sandra’s firms created dozens of new jobs.

				[image: tip.eps] Not everyone needs to be sparked by the desire to start her own company to profit from small business. You can share in the economic rewards of the entrepreneurial world through buying an existing business or investing in someone else’s budding enterprise. I talk more about evaluating and buying a business in Part IV of this book (and in the latest edition of Small Business For Dummies, written by Jim Schell and me; published by John Wiley & Sons, Inc.).

				Generating Income from Lending Investments

				Besides ownership investments (which I discuss in the earlier section “Building Wealth with Ownership Investments”), the other major types of investments include those in which you lend your money. Suppose that, like most people, you keep some money in your local bank — most likely in a checking account, but perhaps also in a savings account or certificate of deposit (CD). No matter what type of bank account you place your money in, you’re lending your money to the bank.

				[image: technicalstuff.eps] How long and under what conditions you lend money to your bank depends on the specific bank and the account that you use. With a CD, you commit to lend your money to the bank for a specific length of time — perhaps six months or even a year. In return, the bank probably pays you a higher rate of interest than if you put your money in a bank account offering you immediate access to the money. (You may demand termination of the CD early; however, you’ll be penalized.)

[image: warning_bomb.eps]

				The double whammy of inflation and taxes

				Bank accounts and bonds that pay a decent return are reassuring to many investors. Earning a small amount of interest sure beats losing some or all of your money in a risky investment.

				The problem is that money in a savings account, for example, that pays 3 percent isn’t actually yielding you 3 percent. It’s not that the bank is lying — it’s just that your investment bucket contains some not-so-obvious holes.

				The first hole is taxes. When you earn interest, you must pay taxes on it (unless you invest the money in a retirement account, in which case you generally pay the taxes later when you withdraw the money). If you’re a moderate-income earner, you end up losing about a third of your interest to taxes. Your 3 percent return is now down to 2 percent.

				But the second hole in your investment bucket can be even bigger than taxes: inflation. Although a few products become cheaper over time (computers, for example), most goods and services increase in price. Inflation in the United States has been running about 3 percent per year. Inflation depresses the purchasing power of your investments’ returns. If you subtract the 3 percent “cost” of inflation from the remaining 2 percent after payment of taxes, I’m sorry to say that you lost 1 percent on your investment.

				To recap: For every dollar you invested in the bank a year ago, despite the fact that the bank paid you your 3 pennies of interest, you’re left with only 99 cents in real purchasing power for every dollar you had a year ago. In other words, thanks to the inflation and tax holes in your investment bucket, you can buy less with your money now than you could have a year ago, even though you’ve invested your money for a year.



				As I discuss in more detail in Chapter 7, you can also invest your money in bonds, which are another type of lending investment. When you purchase a bond that has been issued by the government or a company, you agree to lend your money for a predetermined period of time and receive a particular rate of interest. A bond may pay you 6 percent interest over the next five years, for example.

				An investor’s return from lending investments is typically limited to the original investment plus interest payments. If you lend your money to Apple through one of its bonds that matures in, say, ten years, and Apple triples in size over the next decade, you won’t share in its growth. Apple’s stockholders and employees reap the rewards of the company’s success, but as a bondholder, you don’t (you simply get interest and the face value of the bond back at maturity).

				[image: remember.eps] Many people keep too much of their money in lending investments, thus allowing others to reap the rewards of economic growth. Although lending investments appear safer because you know in advance what return you’ll receive, they aren’t that safe. The long-term risk of these seemingly safe money investments is that your money will grow too slowly to enable you to accomplish your personal financial goals. In the worst cases, the company or other institution to which you’re lending money can go under and stiff you for your loan.

				Considering Cash Equivalents

				Cash equivalents are any investments that you can quickly convert to cash without cost to you. With most checking accounts, for example, you can write a check or withdraw cash by visiting a teller — either the live or the automated type.

				Money market mutual funds are another type of cash equivalent. Investors, both large and small, invest hundreds of billions of dollars in money market mutual funds because the best money market funds produce higher yields than bank savings accounts. The yield advantage of a money market fund over a savings account almost always widens when interest rates increase because banks move about as fast as molasses on a cold winter day to raise savings account rates.

				Why shouldn’t you take advantage of a higher yield? Many bank savers sacrifice this yield because they think that money market funds are risky — but they’re not. Money market mutual funds generally invest in ultrasafe things such as short-term bank certificates of deposit, U.S. government-issued Treasury bills, and commercial paper (short-term bonds) that the most creditworthy corporations issue.

				Another reason people keep too much money in traditional bank accounts is that the local bank branch office makes the cash seem more accessible. Money market mutual funds, however, offer many quick ways to get your cash. You can write a check (most funds stipulate the check must be for at least $250), or you can call the fund and request that it mail or electronically transfer you money.

				[image: tip.eps] Move extra money that’s dozing away in your bank savings account into a higher-yielding money market mutual fund! Even if you have just a few thousand dollars, the extra yield more than pays for the cost of this book. If you’re in a high tax bracket, you can also use tax-free money market funds. (See Chapter 8 to find out more about money market funds.)

				Steering Clear of Futures and Options

				Suppose you think that IBM’s stock is a good investment. The direction that the management team is taking impresses you, and you like the products and services that the company offers. Profits seem to be on a positive trend; everything’s looking up.

				You can go out and buy the stock — suppose that it’s currently trading at around $100 per share. If the price rises to $150 in the next six months, you’ve made yourself a 50 percent profit ($150 – $100 = $50) on your original $100 investment. (Of course, you have to pay some brokerage fees to buy and then sell the stock.)

				But instead of buying the stock outright, you can buy what are known as call options on IBM. A call option gives you the right to buy shares of IBM under specified terms from the person who sells you the call option. You may be able to purchase a call option that allows you to exercise your right to buy IBM stock at, say, $120 per share in the next six months. For this privilege, you may pay $6 per share to the seller of that option (you will also pay trading commissions).

				If IBM’s stock price skyrockets to, say, $150 in the next few months, the value of your options that allow you to buy the stock at $120 will be worth a lot — at least $30. You can then simply sell your options, which you bought for $6 in the example, at a huge profit — you’ve multiplied your money five-fold!

				[image: warning_bomb.eps] Although this talk of fat profits sounds much more exciting than simply buying the stock directly and making far less money from a stock price increase, call options have two big problems:

				[image: check.png] You could easily lose your entire investment. If a company’s stock price goes nowhere or rises only a little during the six-month period when you hold the call option, the option expires as worthless, and you lose all — that is, 100 percent — of your investment. In fact, in my example, if IBM’s stock trades at $120 or less at the time the option expires, the option is worthless.

				[image: check.png] A call option represents a short-term gamble on a company’s stock price — not an investment in the company itself. In my example, IBM could expand its business and profits greatly in the years and decades ahead, but the value of the call option hinges on the ups and downs of IBM’s stock price over a relatively short period of time (the next six months). If the stock market happens to dip in the next six months, IBM may get pulled down as well, despite the company’s improving financial health.

				Futures are similar to options in that both can be used as gambling instruments. Futures deal mainly with the value of commodities such as heating oil, corn, wheat, gold, silver, and pork bellies. Futures have a delivery date that’s in the not-too-distant future. (Do you really want bushels of wheat delivered to your home? Or worse yet, pork bellies?) You can place a small down payment — around 10 percent — toward the purchase of futures, thereby greatly leveraging your “investment.” If prices fall, you need to put up more money to keep from having your position sold.

				My advice: Don’t gamble with futures and options.


				Get rich with gold and oil?

				During the global economic expansion of the mid-2000s, precious metals (such as gold), oil, and other commodities increased significantly in value. The surge in oil prices certainly garnered plenty of headlines when it surged past $100 per barrel. So, too, did the price of gold as it surged past $1,000 per ounce in 2008, setting a new all-time high. These prices represented tremendous increases over the past decade with the price of oil having increased more than 600 percent (from less than $20 per barrel) and gold more than tripling in value (from less than $300 per ounce).

				However, despite these seemingly major moves, when considering the increases in the cost of living, at $100-plus per barrel, oil prices were just reaching the levels attained in late 1979! And even with gold hitting about $1,500 per ounce in 2011 as this book went to press, it was still far from the inflation-adjusted levels it reached nearly three decades earlier. To reach those levels, gold would have to rise to more than $2,000 an ounce!

				So although the price increases in gold and oil (as well as some other commodities) were dramatic during the past decade, over the past 30 years, oil and gold increased in value less than the overall low rate of U.S. inflation. So one would hardly have gotten rich investing in oil and gold over the long-term — rather it would have been more like treading water.

				I’d like to make one final and important point here: Over the long-term, investing in a stock mutual fund that focuses on companies involved with precious metals (see Chapter 8) has provided far superior returns compared with investing in gold, silver, or other commodities directly.



				[image: technicalstuff.eps] The only real use that you may (if ever) have for these derivatives (so called because their value is “derived” from the price of other securities) is to hedge. Suppose you hold a lot of a stock that has greatly appreciated, and you don’t want to sell now because of the tax bite. Perhaps you want to postpone selling the stock until next year because you plan on not working, or you can then benefit from a lower tax rate. You can buy what’s called a put option, which increases in value when a stock’s price falls (because the put option grants its seller the right to sell his stock to the purchaser of the put option at a preset stock price). Thus, if the stock price does fall, the rising put option value offsets some of your losses on the stock you still hold. Using put options allows you to postpone selling your stock without exposing yourself to the risk of a falling stock price.

				Passing Up Precious Metals

				Over the millennia, gold and silver have served as mediums of exchange or currency because they have intrinsic value and can’t be debased the way that paper currencies can (by printing more money). These precious metals are used in jewelry and manufacturing.

				As investments, gold and silver perform well during bouts of inflation. For example, from 1972 to 1980, when inflation zoomed into the double-digit range in the United States and stocks and bonds went into the tank, gold and silver prices skyrocketed more than 500 percent. With precious metals pricing zooming upward again since 2000, some have feared the return of inflation.

				[image: warning_bomb.eps] Over the long term, precious metals are lousy investments. They don’t pay any dividends, and their price increases may, at best, just keep up with, but not ahead of, increases in the cost of living. Although investing in precious metals is better than keeping cash in a piggy bank or stuffing it in a mattress, the long-term investment returns aren’t nearly as good as bonds, stocks, and real estate. (I discuss bonds, stocks, and real estate in detail in Parts II and III.) One way to earn better long-term returns is to invest in a mutual fund containing the stocks of gold and precious metals companies (see Chapter 8 for more information).

				Counting Out Collectibles

				The term collectibles is a catchall category for antiques, art, autographs, baseball cards, clocks, coins, comic books, diamonds, dolls, gems, photographs, rare books, rugs, stamps, vintage wine, writing utensils, and a whole host of other items.

				Although connoisseurs of fine art, antiques, and vintage wine wouldn’t like the comparison of their pastime with buying old playing cards or chamber pots, the bottom line is that collectibles are all objects with little intrinsic value. Wine is just a bunch of old mushed-up grapes. A painting is simply a canvas and some paint that at retail would set you back a few bucks. Stamps are small pieces of paper, usually less than an inch square. What about baseball cards? Heck, my childhood friends and I used to stick these between our bike spokes!

				I’m not trying to diminish contributions that artists and others make to the world’s culture. And I know that some people place a high value on some of these collectibles. But true investments that can make your money grow, such as stocks, real estate, or a small business, are assets that can produce income and profits. Collectibles have little intrinsic value and are thus fully exposed to the whims and speculations of buyers and sellers. (Of course, as history has shown and as I discuss elsewhere in this book, the prices of particular stocks, real estate, and businesses can be subject to the whims and speculations of buyers and sellers, especially in the short-term. Over the longer-term, however, market prices return to reality and sensible valuations.)

				[image: warning_bomb.eps] Here are some other major problems with collectibles:

				[image: check.png] Markups are huge. The spread between the price that a dealer pays for an object and the price he then sells the same object for is often around 100 percent. Sometimes the difference is even greater, particularly if a dealer is the second or third middleman in the chain of purchase. So at a minimum, your purchase must typically double in value just to get you back to even. And a value may not double for 10 to 20 years or more!

				[image: check.png] Lots of other costs add up. If the markups aren’t bad enough, some collectibles incur all sorts of other costs. If you buy more-expensive pieces, for example, you may need to have them appraised. You may have to pay storage and insurance costs as well. And unlike the markup, you pay some of these fees year after year of ownership.

				[image: check.png] You can get stuck with a pig in a poke. Sometimes you may overpay even more for a collectible because you don’t realize some imperfection or inferiority of an item. Worse, you may buy a forgery. Even reputable dealers have been duped by forgeries.

				[image: check.png] Your pride and joy can deteriorate over time. Damage from sunlight, humidity, temperatures that are too high or too low, and a whole host of vagaries can ruin the quality of your collectible. Insurance doesn’t cover this type of damage or negligence on your part.

				[image: check.png] The returns stink. Even if you ignore the substantial costs of buying, holding, and selling, the average returns that investors earn from collectibles rarely keep ahead of inflation, and they’re generally inferior to stock market, real estate, and small-business investing. Objective collectible return data are hard to come by. Never, ever trust “data” that dealers or the many collectible trade publications provide.

				The best returns that collectible investors reap come from the ability to identify, years in advance, items that will become popular. Do you think you can do that? You may be the smartest person in the world, but you should know that most dealers can’t tell what’s going to rocket to popularity in the coming decades. Dealers make their profits the same way other retailers do — from the spread or markup on the merchandise that they sell. The public and collectors have fickle, quirky tastes that no one can predict. Did you know that Beanie Babies, Furbies, Pet Rocks, or Cabbage Patch Kids were going to be such hits?

				[image: remember.eps] You can find out enough about a specific type of collectible to become a better investor than the average person, but you’re going to have to be among the best — perhaps among the top 10 percent of such collectors — to have a shot at earning decent returns. To get to this level of expertise, you need to invest hundreds if not thousands of hours reading, researching, and educating yourself about your specific type of collectible.

				Nothing is wrong with spending money on collectibles. Just don’t fool yourself into thinking that they’re investments. You can sink lots of your money into these non-income-producing, poor-return “investments.” At their best as investments, collectibles give the wealthy a way to buy quality stuff that doesn’t depreciate.

				[image: tip.eps] If you buy collectibles, here are some tips to keep in mind:

				[image: check.png] Collect for your love of the collectible, your desire to enjoy it, or your interest in finding out about or mastering a subject. In other words, don’t collect these items because you expect high investment returns, because you probably won’t get them.

				[image: check.png] Keep quality items that you and your family have purchased and hope that someday they’re worth something. Keeping these quality items is the simplest way to break into the collectible business. The complete sets of baseball cards I gathered as a youngster are now (30-plus years later) worth hundreds of dollars to, in one case, $1,000!

				[image: check.png] Buy from the source and cut out the middlemen whenever possible. In some cases, you may be able to buy directly from the artist. My brother, for example, purchases pottery directly from artists.

				[image: check.png] Check collectibles that are comparable to the one you have your eye on, shop around, and don’t be afraid to negotiate. An effective way to negotiate, after you decide what you like, is to make your offer to the dealer or artist by phone. Because the seller isn’t standing right next to you, you don’t feel pressure to decide immediately.

				[image: check.png] Get a buyback guarantee. Ask the dealer (who thinks that the item is such a great investment) for a written guarantee to buy back the item from you, if you opt to sell, for at least the same price you paid or higher within five years.

				[image: check.png] Do your homework. Use a comprehensive resource, such as the books by Ralph and Terry Kovel or their website at www.kovels.com, to research, buy, sell, maintain, and improve your collectible.

			

			
		

	
		
			
				Chapter 2

				Weighing Risks and Returns

				In This Chapter

				[image: arrow] Surveying different types of risks

				[image: arrow] Reducing risk while earning decent returns

				[image: arrow] Figuring out expected returns for different investments

				[image: arrow] Determining how much you need your investments to return

				A woman passes up eating a hamburger at a picnic because she heard that she could contract a deadly E. coli infection from eating improperly cooked meat. The next week, that same woman hops in the passenger seat of her friend’s car without buckling her seat belt.

				I’m not trying to depress or frighten anyone. However, I am trying to make an important point about risk — something that everyone deals with on a daily basis. Risk is in the eye of the beholder. Many people base their perception of risk, in large part, on their experiences and what they’ve been exposed to. In doing so, they often fret about relatively small risks while overlooking much larger risks.

				Sure, a risk of an E. coli infection from eating poorly cooked meat exists, so the woman who was leery of eating the hamburger at the picnic had a legitimate concern. However, that same woman got into the friend’s car without an airbag and placed herself at far greater risk of dying in that situation than if she had eaten the hamburger. In the United States, more than 35,000 people die in automobile accidents each year.

				In the world of investing, most folks worry about certain risks — some of which may make sense and some of which may not — but at the same time they completely overlook other, more significant risks. In this chapter, I discuss a range of investments and their risks and expected returns.

				Evaluating Risks

				Everywhere you turn, risks exist; some are just more apparent than others. Many people misunderstand risks. With increased knowledge, you may be able to reduce or conquer some of your fears and make more sensible decisions about reducing risks. For example, some people who fear flying don’t understand that statistically, flying is much safer than driving a car. You’re approximately 40 times more likely to die in a motor vehicle than in an airplane. But when a plane goes down, it’s big news because dozens and sometimes hundreds of people, who weren’t engaging in reckless behavior, perish. Meanwhile, the media seem to pay less attention to the 100 people, on average, who die on the road every day.

				This doesn’t mean that you shouldn’t drive or fly or that you shouldn’t drive to the airport. However, you may consider steps you can take to reduce the significant risks you expose yourself to in a car. For example, you can get a car with more safety features, or you can bypass riding with reckless taxi drivers whose cars lack seat belts.

				Although some people like to live life to its fullest and take “fun” risks (how else can you explain triathletes, mountain climbers, parachutists, and bungee jumpers?), most people seek to minimize risk and maximize enjoyment in their lives. But most people also understand that they’d be a lot less happy living a life in which they sought to eliminate all risks, and they likely wouldn’t be able to do so anyway.

				[image: remember.eps] Likewise, if you attempt to avoid all the risks involved in investing, you likely won’t succeed, and you likely won’t be happy with your investment results and lifestyle. In the investment world, some people don’t go near stocks or any investment that they perceive to be volatile. As a result, such investors often end up with lousy long-term returns and expose themselves to some high risks that they overlooked, such as the risk of inflation and taxes eroding the purchasing power of their money.

				You can’t live without taking risks. Risk-free activities or ways of living don’t exist. You can minimize, but never eliminate, risks. Some methods of risk reduction aren’t palatable because they reduce your quality of life. Risks are also composed of several factors. In the sections that follow, I discuss the various types of investment risks and go over a few of the methods you can use to sensibly reduce these risks while not missing out on the upside that growth investments offer.

				Market-value risk

				Although the stock market can help you build wealth, most people recognize that it can also drop substantially — by 10, 20, or 30 percent (or more) in a relatively short period of time. After peaking in 2000, U.S. stocks, as measured by the large-company S&P 500 index, dropped about 50 percent by 2002. Stocks on the NASDAQ, which is heavily weighted toward technology stocks, plunged more than 76 percent from 2000 through 2002!

				After a multiyear rebound, stocks peaked in 2007 and then dropped sharply during the “financial crisis” of 2008. From peak to bottom, U.S. and global stocks dropped by 50-plus percent.

				In a mere six weeks (from mid-July 1998 to early September 1998), large-company U.S. stocks fell about 20 percent. An index of smaller-company U.S. stocks dropped 33 percent over a slightly longer period of two and a half months.

				If you think that the U.S. stock market crash that occurred in the fall of 1987 was a big one (the market plunged 36 percent in a matter of weeks), take a look at Table 2-1, which lists major declines over the past 100-plus years that were all worse than the 1987 crash. Note that two of these major declines happened in the 2000s: 2000 to 2002 and 2007 to 2009.

				
				
					
						
								
								Table 2-1 Largest U.S. Stock Market Declines*
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								Size of Fall

							
						

						
								
								1929–1932

							
								
								89% (ouch!)

							
						

						
								
								2007–2009

							
								
								55%

							
						

						
								
								1937–1942

							
								
								52%

							
						

						
								
								1906–1907

							
								
								49%

							
						

						
								
								1890–1896

							
								
								47%

							
						

						
								
								1919–1921
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								1901–1903

							
								
								46%

							
						

						
								
								1973–1974

							
								
								45%

							
						

						
								
								1916–1917

							
								
								40%

							
						

						
								
								2000–2002

							
								
								39%

							
						

						
								
								*As measured by changes in the Dow Jones Industrial Average

							
						

					
				

				Real estate exhibits similar unruly, annoying tendencies. Although real estate (like stocks) has been a terrific long-term investment, various real estate markets get clobbered from time to time.

				U.S. housing prices took a 25 percent tumble from the late 1920s to the mid-1930s. When the oil industry collapsed in the southern United States in the early 1980s, real estate prices took a beating in that area. Later in the 1980s and early 1990s, the northeastern United States became mired in a severe recession, and real estate prices fell by 20-plus percent in many areas. After peaking near 1990, many of the West Coast housing markets, especially those in California, experienced falling prices — dropping 20 percent or more in most areas by the mid-1990s. The Japanese real estate market crash also began around the time of the California market fall. Property prices in Japan collapsed more than 60 percent.

				Declining U.S. housing prices in the mid- to late 2000s garnered unprecedented attention. Some folks and pundits acted like it was the worst housing market ever. Foreclosures increased in part because of buyers who financed their home’s purchase with risky mortgages (which I recommend against in my books, including this one — see Chapter 12). I must note here that housing market conditions vary by area. For example, some portions of the Pacific Northwest and South actually appreciated during the mid- to late 2000s, while other markets experienced declines.

				After reading this section, you may want to keep all your money in the bank — after all, you know you won’t lose your money, and you won’t have to be a nonstop worrier. No one has lost 20, 40, 60, or 80 percent of his bank-held savings vehicle in a few years since the FDIC came into existence (major losses prior to then did happen, though). But just letting your money sit around would be a mistake.

				[image: remember.eps] If you pass up the stock and real estate markets simply because of the potential market value risk, you miss out on a historic, time-tested method of building substantial wealth. Instead of seeing declines and market corrections as horrible things, view them as potential opportunities or “sales.” Try not to give into the human emotions that often scare people away from buying something that others seem to be shunning.

				Later in this chapter, I show you the generous returns that stocks and real estate as well as other investments have historically provided. The following sections suggest some simple things you can do to lower your investing risk and help prevent your portfolio from suffering a huge fall.

				Diversify for a gentler ride

				If you worry about the health of the U.S. economy, the government, and the dollar, you can reduce your investment risk by investing overseas. Most large U.S. companies do business overseas, so when you invest in larger U.S. company stocks, you get some international investment exposure. You can also invest in international company stocks, ideally via mutual funds (see Chapter 8).

				Of course, investing overseas can’t totally protect you. You can’t do much about a global economic catastrophe. If you worry about the risk of such a calamity, you should probably also worry about a huge meteor crashing into Earth. Maybe there’s a way to colonize outer space. . . .

				[image: tip.eps] Diversifying your investments can involve more than just your stock portfolio. You can also hold some real estate investments to diversify your investment portfolio. Many real estate markets actually appreciated in the early 2000s while the U.S. stock market was in the doghouse. Conversely, when U.S. real estate entered a multiyear slump in the mid-2000s, stocks performed well during that period. In the late 2000s, stock prices fell sharply while real estate prices in most areas declined, but then stocks came roaring back.

				Consider your time horizon

				Investors who worry that the stock market may take a dive and take their money down with it need to consider the length of time that they plan to invest. In a one-year period in the stock and bond markets, anything can happen (as shown in Figure 2-1). History shows that you lose money about once in every three years that you invest in the stock and bond markets. However, stock market investors have made money (sometimes substantial amounts) approximately two-thirds of the time over a one-year period. (Bond investors made money about two-thirds of the time, too, although they made a good deal less on average.)

				Although the stock market is more volatile in the short term than the bond market, stock market investors have earned far better long-term returns than bond investors have. (See the “Stock returns” section later in this chapter for more details.) Why? Because stock investors bear risks that bond investors don’t bear, and they can reasonably expect to be compensated for those risks. Remember, however, that bonds generally outperform a boring old bank account.

				[image: remember.eps] History has shown that the risk of a stock or bond market fall becomes less of a concern the longer the period that you plan to invest. As Figure 2-2 shows, as the holding period for owning stocks increases from 1 year to 3 years to 5 years to 10 years and then to 20 years, the likelihood of stocks increasing in value increases. In fact, over any 20-year time span, the U.S. stock market, as measured by the S&P 500 index of larger company stocks, has never lost money, even after you subtract for the effects of inflation.

				
					Figure 2-1: What are the odds of making or losing money in the U.S. markets? In a single year, anything can happen, but you win far more often (and bigger) than you lose with stocks.

				

				[image: 9780470905456-fg0201.eps]

				Most stock market investors I know are concerned about the risk of losing money. Figure 2-2 clearly shows that the key to minimizing the probability that you’ll lose money in stocks is to hold them for the longer term. Don’t invest in stocks unless you plan to hold them for at least five years — and preferably a decade or longer. Check out Part II of this book for more on using stocks as a long-term investment.

				Pare down holdings in bloated markets

				Perhaps you’ve heard the expression “Buy low, sell high.” Although I don’t believe that you can time the markets (that is, predict the most profitable time to buy and sell), spotting a greatly overpriced market isn’t too difficult.

				
					Figure 2-2: The longer you hold stocks, the more likely you are to make money.

				

				[image: 9780470905456-fg0202.eps]

				For example, in the second edition of this book, published in 1999, I warned readers about the grossly inflated prices of many Internet and technology stocks (see Chapter 5). Throughout this book, I explain some simple yet powerful methods you can use to measure whether a particular investment market is of fair value, of good value, or overpriced. You should avoid overpriced investments for two important reasons:

				[image: check.png] If and when these overpriced investments fall, they usually fall farther and faster than more fairly priced investments.

				[image: check.png] You should be able to find other investments that offer higher potential returns.

				[image: tip.eps] Ideally, you want to avoid having a lot of your money in markets that appear overpriced (see Chapter 5 for how to spot pricey markets). Practically speaking, avoiding overpriced markets doesn’t mean that you should try to sell all your holdings in such markets with the vain hope of buying them back at a much lower price. However, you may benefit from the following strategies:

				[image: check.png] Invest new money elsewhere. Focus your investment of new money somewhere other than the overpriced market; put it into investments that offer you better values. As a result, without selling any of your seemingly expensive investments, you make them a smaller portion of your total holdings. If you hold investments outside tax-sheltered retirement accounts, focusing your money elsewhere also offers the benefit of allowing you to avoid incurring taxes from selling appreciated investments.

				[image: check.png] If you have to sell, sell the expensive stuff. If you need to raise money to live on, such as for retirement or for a major purchase, sell the big-ticket items. As long as the taxes aren’t too troublesome, it’s better to sell high and lock in your profits. Chapter 21 discusses issues to weigh when you contemplate selling an investment.

				Individual-investment risk

				A downdraft can put an entire investment market on a roller-coaster ride, but healthy markets also have their share of individual losers. For example, from the early 1980s through the late 1990s, the U.S. stock market had one of the greatest appreciating markets in history. You’d never know it, though, if you held one of the great losers of that period.

				Consider a company now called Navistar, which has undergone enormous transformations in the past two decades. This company used to be called International Harvester and manufactured farm equipment, trucks, and construction and other industrial equipment. Today, Navistar makes mostly trucks.

				In late 1983, this company’s stock traded at more than $140 per share. It then plunged more than 90 percent over the ensuing decade (as shown in Figure 2-3). Even with a rally in recent years, Navistar stock still trades at less than $50 per share (after dipping below $10 per share). Lest you think that’s a big drop, this company’s stock traded as high as $455 per share in the late 1970s! If a worker retired from this company in the late 1970s with $200,000 invested in the company stock, the retiree’s investment would be worth about $25,000 today! On the other hand, if the retiree had simply swapped his stock at retirement for a diversified portfolio of stocks, which I explain how to build in Part II, his $200,000 nest egg would’ve instead grown to more than $2,800,000!

				
					Figure 2-3: Even the bull market of the 1990s wasn’t kind to every company.

				

				[image: 9780470905456-fg0203.eps]

				Just as individual stock prices can plummet, so can individual real estate property prices. In California during the 1990s, for example, earthquakes rocked the prices of properties built on landfills. These quakes highlighted the dangers of building on poor soil. In the early 1980s, real estate values in the communities of Times Beach, Missouri, and Love Canal, New York, plunged because of carcinogenic toxic waste contamination. (Ultimately, many property owners in these areas received compensation for their losses from the federal government, as well as from some real estate agencies that didn’t disclose these known contaminants.)

				[image: tip.eps]Here are some simple steps you can take to lower the risk of individual investments that can upset your goals:

				[image: check.png] Do your homework. When you purchase real estate, a whole host of inspections can save you from buying a money pit. With stocks, you can examine some measures of value and the company’s financial condition and business strategy to reduce your chances of buying into an overpriced company or one on the verge of major problems. Parts II, III, and IV of this book give you more information on researching your investment.

				[image: check.png] Diversify. Investors who seek growth invest in securities such as stocks. Placing significant amounts of your capital in one or a handful of securities is risky, particularly if the stocks are in the same industry or closely related industries. To reduce this risk, purchase stocks in a variety of industries and companies within each industry. (See Part II for details.)

				[image: check.png] Hire someone to invest for you. The best mutual funds (see Chapter 8) offer low-cost, professional management and oversight as well as diversification. Stock mutual funds typically own 25 or more securities in a variety of companies in different industries. The best exchange-traded funds offer similar benefits at low cost. In Part III, I explain how you can invest in real estate in a similar way (that is, by leaving the driving to someone else).


				The lowdown on liquidity

				The term liquidity refers to how long and at what cost it takes to convert an investment into cash. The money in your wallet is considered perfectly liquid — it’s already cash.

				Suppose that you invested money in a handful of stocks. Although you can’t easily sell these stocks on a Saturday night, you can sell most stocks quickly through a broker for a nominal fee any day that the financial markets are open (normal working days). You pay a higher percentage to sell your stocks if you use a high-cost broker or if you have a small amount of stock to sell.

				Real estate is generally much less liquid than stock. Preparing your property for sale takes time, and if you want to get fair market value for your property, finding a buyer may take weeks or months. Selling costs (agent commissions, fix-up expenses, and closing costs) can easily approach 10 percent of the home’s value.

				A privately run small business is among the least liquid of the better growth investments that you can make. Selling such a business typically takes longer than selling most real estate.

				So that you’re not forced to sell one of your investments that you intend to hold for long-term purposes, keep an emergency reserve of three to six months’ worth of living expenses in a money market account. Also consider investing some money in highly rated bonds (see Chapter 7), which pay higher than money market yields without the high risk or volatility that comes with the stock market.



				Purchasing-power risk

				Increases in the cost of living (that is, inflation) can erode the value of your retirement resources and what you can buy with that money — also known as its purchasing power. When Teri retired at the age of 60, she was pleased with her retirement income. She was receiving an $800-per-month pension and $1,200 per month from money that she had invested in long-term bonds. Her monthly expenditures amounted to about $1,500, so she was able to save a little money for an occasional trip.

				Fast-forward 15 years. Teri still receives $800 per month from her pension, but now she gets only $900 per month of investment income, which comes from some certificates of deposit. Teri bailed out of bonds after she lost sleep over the sometimes roller-coaster-like price movements in the bond market. Her monthly expenditures now amount to approximately $2,400, and she uses some of her investment principal (original investment). She’s terrified of outliving her money.

				Teri has reason to worry. She has 100 percent of her money invested without protection against increases in the cost of living. Although her income felt comfortable in the beginning of her retirement, it doesn’t at age 75, and Teri may easily live another 15 or more years.

				The erosion of the purchasing power of your investment dollar can, over longer time periods, be as bad as or worse than the effect of a major market crash. Table 2-2 shows the effective loss in purchasing power of your money at various rates of inflation and over differing time periods.


				[image: /9780470905456-tb0202]

				
				[image: remember.eps] As a financial counselor, I often saw skittish investors try to keep their money in bonds and money market accounts, thinking they were playing it safe. The risk in this strategy is that your money won’t grow enough over the years for you to accomplish your financial goals. In other words, the lower the return you earn, the more you need to save to reach a particular financial goal.

				A 40-year-old wanting to accumulate $500,000 by age 65 would need to save $722 per month if she earns a 6 percent average annual return but needs to save only $377 per month if she earns a 10 percent average return per year. Younger investors need to pay the most attention to the risk of generating low returns, but so should younger senior citizens. At the age of 65, seniors need to recognize that a portion of their assets may not be used for a decade or more from the present.

				Career risk

				[image: remember.eps] Your ability to earn money is most likely your single biggest asset, or at least one of your biggest assets. Most people achieve what they do in the working world through education and hard work. By education, I’m not simply talking about what one learns in formal schooling. Education is a lifelong process. I’ve learned far more about business from my own front-line experiences and those of others than I’ve learned in educational settings. I also read a lot. (In Part V, I recommend books and other resources that I’ve found most useful.)


				Inflation ragin’ outta control

				You think 6, 8, or 10 percent annual inflation rates are bad? How would you like to live in a country that experienced that rate of inflation in a day? As I discuss in Chapter 4, too much money in circulation chasing after too few goods causes high rates of inflation.

				A government that runs amok with the nation’s currency and money supply usually causes excessive rates of inflation — dubbed hyperinflation. Over the decades and centuries, hyperinflation has wreaked havoc in more than a few countries.

				What happened in Germany in the late 1910s and early 1920s demonstrates how bad hyperinflation can get. Consider that during this time period, prices increased nearly one-billionfold! What cost 1 reichsmark (the German currency in those days) at the beginning of this mess eventually cost nearly 1,000,000,000 reichsmarks. People had to cart around so much currency that at times they needed wheelbarrows to haul it! Ultimately, this inflationary burden was too much for the German society, creating a social climate that fueled the rise of the Nazi party and Adolf Hitler.

				During the 1990s, a number of countries, especially many that made up the former U.S.S.R. and others such as Brazil and Lithuania, got themselves into a hyperinflationary mess with inflation rates of several hundred percent per year. In the mid-1980s, Bolivia’s yearly inflation rate exceeded 10,000 percent.

				Governments often try to slap on price controls to prevent runaway inflation (President Richard Nixon did this in the United States in the 1970s), but the underground economy, known as the black market, usually prevails.



				If you don’t continually invest in your education, you risk losing your competitive edge. Your skills and perspectives can become dated and obsolete. Although that doesn’t mean you should work 80 hours a week and never do anything fun, it does mean that part of your “work” time should involve upgrading your skills.

				The best organizations are those that recognize the need for continual knowledge and invest in their workforce through training and career development. Just remember to look at your own career objectives, which may not be the same as your company’s.

				Analyzing Returns

				When you make investments, you have the potential to make money in a variety of ways. Each type of investment has its own mix of associated risks that you take when you part with your investment dollar and, likewise, offers a different potential rate of return. In this section, I cover the returns you can expect with each of the common investing avenues. But first, I walk you through the different components of calculating the total return on an investment.

				The components of total return

				To figure out exactly how much money you’ve made (or lost) on your investment, you need to calculate the total return. To come up with this figure, you need to determine how much money you originally invested and then factor in the other components, such as interest, dividends, and appreciation (or depreciation).

				If you’ve ever had money in a bank account that pays interest, you know that the bank pays you a small amount of interest when you allow it to keep your money. The bank then turns around and lends your money to some other person or organization at a much higher rate of interest. The rate of interest is also known as the yield. So if a bank tells you that its savings account pays 2 percent interest, the bank may also say that the account yields 2 percent. Banks usually quote interest rates or yields on an annual basis. Interest that you receive is one component of the return you receive on your investment.

				If a bank pays monthly interest, the bank also likely quotes a compounded effective annual yield. After the first month’s interest is credited to your account, that interest starts earning interest as well. So the bank may say that the account pays 2 percent, which compounds to an effective annual yield of 2.04 percent.

				When you lend your money directly to a company — which is what you do when you invest in a bond that a corporation issues — you also receive interest. Bonds, as well as stocks (which are shares of ownership in a company), fluctuate in value after they’re issued.

				When you invest in a company’s stock, you hope that the stock increases (appreciates) in value. Of course, a stock can also decline, or depreciate, in value. This change in market value is part of your return from a stock or bond investment:

				[image: 9780470905456-un0201.eps]


				For example, if one year ago you invested $10,000 in a stock (you bought 1,000 shares at $10 per share), and the investment is now worth $11,000 (each share is worth $11), your investment’s appreciation looks like this:

				[image: 9780470905456-un0202.eps]


				Stocks can also pay dividends, which are the company’s sharing of some of its profits with you as a stockholder. Some companies, particularly those that are small or growing rapidly, choose to reinvest all their profits back into the company. (Of course, some companies don’t turn a profit, so they don’t have anything to pay out!) You need to factor these dividends into your return as well.

				Suppose that in the previous example, in addition to your stock appreciating $1,000 to $11,000, it paid you a dividend of $100 ($1 per share). Here’s how you calculate your total return:

				[image: 9780470905456-un0203.eps]


				You can apply this formula to the example, like so:

				[image: 9780470905456-un0204.eps]


				After-tax returns

				Although you may be happy that your stock has given you an 11 percent return on your invested dollars, remember that unless you held your investment in a tax-sheltered retirement account, you owe taxes on your return. Specifically, the dividends and investment appreciation that you realize upon selling are taxed, although often at relatively low rates. The tax rates on so-called long-term capital gains and stock dividends are lower than the tax rates on other income. In Chapter 3, I discuss the different tax rates that affect your investments and explain how to make tax-wise investment decisions that fit with your overall personal financial situation and goals.

				If you’ve invested in savings accounts, money market accounts, or bonds, you owe Uncle Sam taxes on the interest.

				Often, people make investing decisions without considering the tax consequences of their moves. This is a big mistake. What good is making money if the federal and state governments take away a substantial portion of it?

				If you’re in a moderate tax bracket, taxes on your investment probably run in the neighborhood of 30 percent (federal and state). So if your investment returned 7 percent before taxes, you’re left with a return of 4.9 percent after taxes.

				Psychological returns

				Profits and tax avoidance can powerfully motivate your investment selections. However, like with other life decisions, you need to consider more than the bottom line. Some people want to have fun with their investments. Of course, they don’t want to lose money or sacrifice a lot of potential returns. Fortunately, less expensive ways to have fun do exist!

				Psychological rewards compel some investors to choose particular investment vehicles such as individual stocks, real estate, or a small business. Why? Because compared with other investments, such as managed mutual funds, they see these investments as more tangible and . . . well, more fun.

				[image: investigate_investing.eps] Be honest with yourself about why you choose the investments that you do. Allowing your ego to get in the way can be dangerous. Do you want to invest in individual stocks because you really believe that you can do better than the best full-time professional money managers? Chances are high that you won’t. (See Chapter 6 for the details.) Do you like investing in real estate more because of the gratification you get from driving by and showing off your properties to others than because of their investment rewards? Such questions are worth considering as you contemplate what investments you want to make.

				Savings and money market account returns

				You need to keep your extra cash that awaits investment (or an emergency) in a safe place, preferably one that doesn’t get hammered by the sea of changes in the financial markets. By default and for convenience, many people keep their extra cash in a bank savings account. Although the bank offers the U.S. government’s backing via the Federal Deposit Insurance Corporation (FDIC), it comes at a high price. Most banks pay a low interest rate on their savings accounts.

				Another place to keep your liquid savings is in a money market mutual fund. These are the safest types of mutual funds around and, for all intents and purposes, equal a bank savings account’s safety. The best money market funds generally pay higher yields than most bank savings accounts. Unlike a bank, money market mutual funds tell you how much they deduct for the service of managing your money. If you’re in a higher tax bracket, tax-free versions of money market funds exist as well. See Chapter 8 for more on money market funds.

				[image: tip.eps] If you don’t need immediate access to your money, consider using Treasury bills (T-bills) or bank certificates of deposit (CDs), which are usually issued for terms such as 3, 6, or 12 months. Your money will surely earn more in one of these vehicles than in a bank savings account. As rates vary by institution, it is essential to shop around. The drawback to T-bills and bank certificates of deposit is that you incur a penalty (with CDs) or a transaction fee (with T-bills) if you withdraw your investment before the term expires (see Chapter 7).

				Bond returns

				When you buy a bond, you lend your money to the issuer of that bond (borrower), which is generally the federal government or a corporation, for a specific period of time. When you buy a bond, you expect to earn a higher yield than you can with a money market or savings account. You’re taking more risk, after all. Companies can and do go bankrupt, in which case you may lose some or all of your investment.

				Generally, you can expect to earn a higher yield when you buy bonds that

				[image: check.png] Are issued for a longer term: The bond issuer is tying up your money at a fixed rate for a longer period of time.

				[image: check.png] Have lower credit quality: The bond issuer may not be able to repay the principal.

				Wharton School of Business professor Jeremy Siegel has tracked the performance of bonds and stocks back to 1802. Although you may say that what happened in the 19th century has little relevance to the financial markets and economy of today, the decades since the Great Depression, which most other return data track, are a relatively small slice of time. Figure 2-4 presents the data, so if you’d like to give more emphasis to the recent numbers, you may.

				
					Figure 2-4: A historical view of bond performance: Inflation has eroded bond returns more in recent decades.

				

				[image: 9780470905456-fg0204.eps]

				Note that although the rate of inflation has increased since the Great Depression, bond returns have not increased over the decades. Long-term bonds maintained slightly higher returns in recent years than short-term bonds. The bottom line: Bond investors typically earn about 4 to 5 percent per year.

				Stock returns

				Investors expect a fair return on investment. If one investment doesn’t offer a high enough rate of return, investors can choose to move their money into other investments that they believe will perform better. Instead of buying a diversified basket of stocks and holding, some investors frequently buy and sell, hoping to cash in on the latest hot investment. This tactic seldom works in the long run.

				[image: warning_bomb.eps] Unfortunately, some of these investors use a rearview mirror when they purchase their stocks, chasing after investments that have recently performed strongly on the assumption (and the hope) that those investments will continue to earn strong returns. But chasing after the strongest performing investments can be dangerous if you catch the stock at its peak, ready to begin a downward spiral. You may have heard that the goal of investing is to buy low and sell high. Chasing high-flying investments can lead you to buy high, with the prospect of having to sell low if the stock runs out of steam. Even though stocks as a whole have proved to be a good long-term investment, picking individual stocks is a risky endeavor. See Chapters 5 and 6 for advice on making sound stock investment decisions.

				[image: remember.eps] A tremendous amount of data exists regarding stock market returns. In fact, in the U.S. markets, data going back more than two centuries documents the fact that stocks have been a terrific long-term investment. The long-term returns from stocks that investors have enjoyed, and continue to enjoy, have been remarkably constant from one generation to the next.

				Going all the way back to 1802, the U.S. stock market has produced an annual return of 8.3 percent, while inflation has grown at 1.4 percent per year. Thus, after subtracting for inflation, stocks have appreciated about 6.9 percent faster annually than the rate of inflation. The U.S. stock market returns have consistently and substantially beaten the rate of inflation over the years (see Figure 2-5).

				Stocks don’t exist only in the United States, of course (see Figure 2-6). More than a few U.S. investors seem to forget this fact, especially during the sizzling performance of the U.S. stock market during the late 1990s. As I discuss in the earlier section “Diversify for a gentler ride,” one advantage of buying and holding overseas stocks is that they don’t always move in tandem with U.S. stocks. As a result, overseas stocks help diversify your portfolio.

				In addition to enabling U.S. investors to diversify, investing overseas has proved to be profitable. The investment banking firm Morgan Stanley tracks the performance of stocks in both economically established countries and so-called emerging economies. As the name suggests, countries with emerging economies (for example, Brazil, China, India, Malaysia, Mexico, Russia, South Korea, and Taiwan) are “behind” economically but show high rates of growth and progress.

				
					Figure 2-5: History shows that stocks have been a consistent long-term winner.

				

				[image: 9780470905456-fg0205.eps]

				
					Figure 2-6: Plenty of investing opportunities exist outside the United States.

				

				[image: 9780470905456-fg0206.eps]

				Figure 2-7, courtesy of Investments Illustrated, ties together many of the points I make about investment returns and risks for various vehicles. The chart shows, since 1926, the growth of $1 placed in U.S. stocks, a balanced portfolio (stocks and bonds), international stocks, bonds, and treasury bills compared with the rate of inflation. As you can see, stocks are the best long-term performers, but they have more volatility. A balanced portfolio gets you most of the long-term returns of stocks without much of the volatility. This chart provides lots of other good information as well, so take a few minutes to peruse and digest.

				
					Figure 2-7: The “Big Picture” of investment returns and risk.

				

				[image: 9780470905456-fg0207.eps]

				Real estate returns

				[image: remember.eps] Over the years, real estate has proved to be about as lucrative as investing in the stock market. Whenever the U.S. has a real estate downturn, folks question this historic fact (see Chapter 11 for more details). However, just as stock prices have down periods, so too do real estate markets.

				The fact that real estate offers solid long-term returns makes sense because growth in the economy, in jobs, and in population ultimately fuels the demand for real estate.

				Consider what has happened to the U.S. population over the past two centuries. In 1800, a mere 5 million people lived within U.S. borders. In 1900, that figure grew to 76.1 million, and today, it’s more than 310 million. All these people need places to live, and as long as jobs exist, the income from jobs largely fuels the demand for housing.

				Businesses and people have an understandable tendency to cluster in major cities and suburban towns. Although some people commute, most people and businesses locate near major highways, airports, and so on. Thus, real estate prices in and near major metropolises and suburbs generally appreciate the most. Consider the areas of the world that have the most expensive real estate prices: Hong Kong, San Francisco, Los Angeles, New York, and Boston. What these areas have in common are lots of businesses and people and limited land.

				Contrast these areas with the many rural parts of the United States where the price of real estate is relatively low because of the abundant supply of buildable land and the relatively lower demand for housing.

				Small-business returns

				As I discuss in Part IV of this book, you have several choices for tapping into the exciting potential of the small-business world. If you have the drive and determination, you can start your own small business. Or perhaps you have what it takes to buy an existing small business. If you obtain the necessary capital and skills to assess opportunities and risk, you can invest in someone else’s small business.

				What potential returns can you get from small business? Small-business owners like me who do something they really enjoy will tell you that the nonfinancial returns can be major! But the financial rewards can be attractive as well.

				Every year, Forbes magazine publishes a list of the world’s wealthiest individuals. Perusing this list shows that most of these people built their wealth by taking a significant ownership stake and starting a small business that became large. These individuals achieved extraordinarily high returns (often in excess of hundreds of percent per year) on the amounts they invested to get their companies off the ground.

				You may also achieve potentially high returns from buying and improving an existing small business. As I discuss in Part IV, such small-business investment returns may be a good deal lower than the returns you may gain from starting a business from scratch.

				Unlike the stock market, where plenty of historic rate-of-return data exists, data on the success, or lack thereof, that investors have had with investing in small private companies is harder to come by. Smart venture capitalist firms operate a fun and lucrative business: They identify and invest money in smaller start-up companies that they hope will grow rapidly and eventually go public. Venture capitalists allow outsiders to invest with them via limited partnerships. To gain entry, you generally need $1 million to invest. (I never said this was an equal-opportunity investment club!)

				Venture capitalists, also known as general partners, typically skim off 20 percent of the profits and also charge limited partnership investors a hefty 2 to 3 percent annual fee on the amount that they’ve invested. The return that’s left over for the limited partnership investors isn’t stupendous. According to Venture Economics, venture funds have averaged comparable annual returns to what stock market investors have earned on average over this same period. The general partners that run venture capital funds make more than the limited partners do.

				You can attempt to do what the general partners do in venture capital firms and invest directly in small, private companies. But you’re likely to be investing in much smaller and simpler companies. Earning venture capitalist returns isn’t easy to do. If you think that you’re up to the challenge, I explain the best ways to invest in small business in Chapter 15.

				Considering Your Goals

				How much do you need or want to earn? That may seem like an extraordinarily stupid question for me to ask you! Who doesn’t want to earn a high return? However, although investing in stocks, real estate, or a small business can produce high long-term returns, investing in these vehicles comes with greater risk, especially over the short term.

				Some people can’t stomach the risk. Others are at a time in their lives when they can’t afford to take great risk. If you’re near or in retirement, your portfolio and nerves may not be able to wait a decade for your riskier investments to recover after a major stumble. Perhaps you have sufficient assets to accomplish your financial goals and are concerned with preserving what you do have rather than risking it to grow more wealth.

				If you work for a living, odds are that you need and want to make your investments grow at a healthy clip. If your investments grow slowly, you may fall short of your goals of owning a home or retiring or changing careers.


				Are smaller-company stock returns higher?

				Stocks are generally classified by the size of the company. Small-company stocks aren’t stocks that physically small companies issue — they’re simply stocks issued by companies that haven’t reached the size of corporate behemoths such as IBM, AT&T, or Coca-Cola. The Standard & Poor’s 500 index tracks the performance of 500 large-company stocks in the United States. The Russell 2000 index tracks the performance of 2,000 smaller-company U.S. stocks.

				Small-company stocks have outperformed larger-company stocks during the past seven decades. Historically, small-company stocks have produced slightly higher compounded annual returns than large-company stocks. However, nearly all this extra performance is due to just one high-performance time period, from the mid-1970s to the early 1980s. If you eliminate this time period from the data, small stocks have had virtually identical returns to those of larger-company stocks.

				Also, be aware that small-company stocks can get hammered in down markets. For example, during the Great Depression, small-company stocks plunged more than 85 percent between 1929 and 1932, while the S&P 500 fell 64 percent. In 1937, small-company stocks plummeted 58 percent, while the S&P 500 fell 35 percent. And in 1969 to 1970, small-company stocks fell 38 percent, while the S&P 500 fell just 5 percent.



			

		

	
		
			
				Chapter 3

				Getting Your Financial House in Order before You Invest

				In This Chapter

				[image: arrow] Saving money for emergencies

				[image: arrow] Managing your debt

				[image: arrow] Setting financial goals

				[image: arrow] Funding retirement and college accounts

				[image: arrow] Understanding tax issues

				[image: arrow] Exploring diversification strategies

				Before you make any great, wealth-building investments, I recommend that you get your financial house in order. Understanding and implementing some simple personal financial management concepts can pay off big for you in the decades ahead.

				You want to know how to earn healthy returns on your investments without getting clobbered, right? Who doesn’t? Although you generally must accept greater risk to have the potential for earning higher returns (see Chapter 2), in this chapter, I tell you about some high-return, low-risk investments. You have a right to be skeptical about such investments, but don’t stop reading this chapter yet. Here, I point out some of the easy-to-tap opportunities for managing your money that you may have overlooked.

				Establishing an Emergency Reserve

				You never know what life will bring, so having a readily accessible reserve of cash to meet unexpected expenses makes good financial sense. If you have a sister who works on Wall Street as an investment banker or a wealthy and understanding parent, you can use one of them as your emergency reserve. (Although you should ask them how they feel about that before you count on receiving funding from them!) If you don’t have a wealthy family member, the ball’s in your court to establish a reserve.

[image: warning_bomb.eps]

				Should you invest emergency money in stocks?

				As interest rates drifted lower during the 1990s, keeping emergency money in money market accounts became less and less rewarding. When interest rates were 8 or 10 percent, fewer people questioned the wisdom of an emergency reserve. However, in the late 1990s, which had low money market interest rates and stock market returns of 20 percent per year, more investors balked at the idea of keeping a low-interest stash of cash.

				I began seeing articles that suggested you simply keep your emergency reserve in stocks. After all, you can easily sell stocks (especially those of larger companies) any day the financial markets are open. Why not treat yourself to the 20 percent annual returns that stock market investors enjoyed during the 1990s rather than earning a paltry few percent?

				At first, that logic sounds great. But, as I discuss in Chapter 2, stocks historically have returned about 9 to 10 percent per year. In some years — in fact, about one-third of the time — stocks decline in value, sometimes substantially.

				Stocks can drop and have dropped 20, 30, or 50 percent or more over relatively short periods of time. Consider what happened to stock prices in the early 2000s and then again in the late 2000s. Suppose that such a drop coincides with an emergency — such as the loss of your job, major medical bills, and so on. Your situation may force you to sell at a loss, perhaps a substantial one.

				Here’s another reason not to keep emergency money in stocks: If your stocks appreciate and you need to sell some of them for emergency cash, you get stuck paying taxes on your gains.

				I suggest that you invest your emergency money in stocks (ideally through well-diversified mutual funds) only if you have a relative or some other resource to tap for money in an emergency. Having a backup resource for money minimizes your need to sell your stock holdings on short notice. As I discuss in Chapter 5, stocks are intended to be a longer-term investment, not an investment that you expect (or need) to sell in the near future.



				[image: tip.eps] Make sure you have quick access to at least three months’ to as much as six months’ worth of living expenses. Keep this emergency money in a money market fund (see Chapter 8). You may also be able to borrow against your employer-based retirement account or against your home equity should you find yourself in a bind, but these options are much less desirable.

				[image: warning_bomb.eps] If you don’t have a financial safety net, you may be forced into selling an investment that you’ve worked hard for. And selling some investments, such as real estate, costs big money (because of transaction costs, taxes, and so on).

				Consider the case of Warren, who owned his home and rented an investment property in the Pacific Northwest. He felt, and appeared to be, financially successful. But then Warren lost his job, accumulated sizable medical expenses, and had to sell his investment property to come up with cash for living expenses. Warren didn’t have enough equity in his home to borrow. He didn’t have other sources — a wealthy relative, for example — to borrow from either, so he was stuck selling his investment property. Warren wasn’t able to purchase another investment property and missed out on the large appreciation the property earned over the subsequent two decades. Between the costs of selling and taxes, getting rid of the investment property cost Warren about 15 percent of its sales price. Ouch!

				Evaluating Your Debts

				Yes, paying down debts is boring, but it makes your investment decisions less difficult. Rather than spending so much of your time investigating specific investments, paying off your debts (if you have them and your cash coming in exceeds the cash going out) may be your best high-return, low-risk investment. Consider the interest rate you pay and your investing alternatives to determine which debts you should pay off.

				Conquering consumer debt

				Borrowing via credit cards, auto loans, and the like is an expensive way to borrow. Banks and other lenders charge higher interest rates for consumer debt than for debt for investments, such as real estate and business. The reason: Consumer loans are the riskiest type of loan for a lender.

				[image: tip.eps] Many folks have credit card or other consumer debt, such as an auto loan, that costs 8, 10, 12, or perhaps as much as 18-plus percent per year in interest (some credit cards whack you with interest rates exceeding 20 percent if you make a late payment). Reducing and eventually eliminating this debt with your savings is like putting your money in an investment with a guaranteed tax-free return equal to the rate that you pay on your debt.

				For example, if you have outstanding credit card debt at 15 percent interest, paying off that debt is the same as putting your money to work in an investment with a guaranteed 15 percent tax-free annual return. Because the interest on consumer debt isn’t tax-deductible, you need to earn more than 15 percent by investing your money elsewhere in order to net 15 percent after paying taxes. Earning such high investing returns is highly unlikely, and in order to earn those returns, you’d be forced to take great risk.

				Consumer debt is hazardous to your long-term financial health (not to mention damaging to your credit score and future ability to borrow for a home or other wise investments) because it encourages you to borrow against your future earnings. I often hear people say such things as “I can’t afford to buy most new cars for cash — look at how expensive they are!” That’s true, new cars are expensive, so you need to set your sights lower and buy a good used car that you can afford. You can then invest the money that you’d otherwise spend on your auto loan.

				[image: investigate_investing.eps] However, using consumer debt may make sense if you’re financing a business. If you don’t have home equity, personal loans (through a credit card or auto loan) may actually be your lowest-cost source of small-business financing. (See Chapter 14 for more details.)

				Mitigating your mortgage

				Paying off your mortgage more quickly is an “investment” for your spare cash that may make sense for your financial situation. However, the wisdom of making this financial move isn’t as clear as paying off high-interest consumer debt; mortgage interest rates are generally lower, and the interest is typically tax-deductible. When used properly, debt can help you accomplish your goals — such as buying a home or starting a business — and make you money in the long run. Borrowing to buy a home generally makes sense. Over the long term, homes generally appreciate in value.

				If your financial situation has changed or improved since you first needed to borrow mortgage money, you need to reconsider how much mortgage debt you need or want. Even if your income hasn’t escalated or you haven’t inherited vast wealth, your frugality may allow you to pay down some of your debt sooner than the lender requires. Whether paying down your debt sooner makes sense for you depends on a number of factors, including your other investment options and goals.

				Consider your investment opportunities

				[image: investigate_investing.eps] When evaluating whether to pay down your mortgage faster, you need to compare your mortgage interest rate with your investments’ rates of return (which I define in Chapter 2). Suppose you have a fixed-rate mortgage with an interest rate of 6 percent. If you decide to make investments instead of paying down your mortgage more quickly, your investments need to produce an average annual rate of return, before taxes, of about 6 percent to come out ahead financially. (This comparison, technically, should be done on an after-tax basis, but the outcome is unlikely to change.)

				Besides the most common reason of lacking the money to do so, other good reasons not to pay off your mortgage any quicker than necessary include the following:

				[image: check.png] You instead contribute to your retirement accounts, such as a 401(k), an IRA, or a Keogh plan (especially if your employer offers matching money). Paying off your mortgage faster has no tax benefit. By contrast, putting additional money into a retirement plan can immediately reduce your federal and state income tax burdens. The more years you have until retirement, the greater the benefit you receive if you invest in your retirement accounts. Thanks to the compounding of your retirement account investments without the drain of taxes, you can actually earn a lower rate of return on your investments than you pay on your mortgage and still come out ahead. (I discuss the various retirement accounts in detail in the “Funding Your Retirement Accounts” section later in this chapter.)

				[image: check.png] You’re willing to invest in growth-oriented, volatile investments, such as stocks and real estate. In order to have a reasonable chance of earning more on your investments than it costs you to borrow on your mortgage, you must be aggressive with your investments. As I discuss in Chapter 2, stocks and real estate have produced annual average rates of return of about 8 to 10 percent. You can earn even more by creating your own small business or by investing in others’ businesses. Paying down a mortgage ties up more of your capital, and thus reduces your ability to make other attractive investments. To more aggressive investors, paying off the house seems downright boring — the financial equivalent of watching paint dry.

				[image: warning_bomb.eps] You have no guarantee of earning high returns from growth-type investments, which can easily drop 20 percent or more in value over a year or two.

				[image: check.png] Paying down the mortgage depletes your emergency reserves. Psychologically, some people feel uncomfortable paying off debt more quickly if it diminishes their savings and investments. You probably don’t want to pay down your debt if doing so depletes your financial safety cushion. Make sure that you have access — through a money market fund or other sources (a family member, for example) — to at least three months’ worth of living expenses (as I explain in the earlier section “Establishing an Emergency Reserve”).

				[image: remember.eps] Don’t be tripped up by the misconception that somehow a real estate market downturn, such as the one that most areas experienced in the mid- to late 2000s, will harm you more if you pay down your mortgage. Your home is worth what it’s worth — its value has nothing to do with your debt load. Unless you’re willing to walk away from your home and send the keys to the bank (also known as default), you suffer the full effect of a price decline, regardless of your mortgage size, if real estate prices drop.

				Don’t get hung up on mortgage tax deductions

				Although it’s true that mortgage interest is usually tax-deductible, don’t forget that you must also pay taxes on investment profits generated outside of retirement accounts (if you do forget, you’re sure to end up in trouble with the IRS). You can purchase tax-free investments like municipal bonds (see Chapter 7), but over the long haul, such bonds and other types of lending investments (bank savings accounts, CDs, and other bonds) are unlikely to earn a rate of return that’s higher than the cost of your mortgage.

				And don’t assume that those mortgage interest deductions are that great. Just for being a living, breathing human being, you automatically qualify for the so-called “standard deduction” on your federal tax return. In 2011, this standard deduction was worth $5,800 for single filers and $11,600 for married people filing jointly. If you have no mortgage interest deductions — or have fewer than you used to — you may not be missing out on as much of a write-off as you think. (Plus, it’s a joy having one less schedule to complete on your tax return!)

				Establishing Your Financial Goals

				You may have just one purpose for investing money, or you may desire to invest money for several different purposes simultaneously. Either way, you should establish your financial goals before you begin investing. Otherwise, you won’t know how much to save.

				For example, when I was in my 20s, I put away some money for retirement, but I also saved a stash so I could hit the eject button from my job in management consulting. I knew that I wanted to pursue an entrepreneurial path and that in the early years of starting my own business, I couldn’t count on an income as stable or as large as the one I made from consulting.

				I invested my two “pots” of money — one for retirement and the other for my small-business cushion — quite differently. As I discuss in the section “Choosing the Right Investment Mix” later in this chapter, you can afford to take more risk with the money that you plan on using longer term. So I invested the bulk of my retirement nest egg in stock mutual funds.

				With the money I saved for the start-up of my small business, I took an entirely different track. I had no desire to put this money in risky stocks — what if the market plummeted just as I was ready to leave the security of my full-time job? Thus, I kept this money safely invested in a money market fund that had a decent yield but didn’t fluctuate in value.

				Tracking your savings rate

				In order to accomplish your financial goals (and some personal goals), you need to save money, and you also need to know your savings rate. Your savings rate is the percentage of your past year’s income that you saved and didn’t spend. Without even doing the calculations, you may already know that your rate of savings is low, nonexistent, or negative and that you need to save more.

				[image: remember.eps] Part of being a smart investor involves figuring out how much you need to save to reach your goals. Not knowing what you want to do a decade or more from now is perfectly normal — after all, your goals and needs evolve over the years. But that doesn’t mean you should just throw your hands in the air and not make an effort to see where you stand today and think about where you want to be in the future.

				An important benefit of knowing your savings rate is that you can better assess how much risk you need to take to accomplish your goals. Seeing the amount that you need to save to achieve your dreams may encourage you to take more risk with your investments.

				During your working years, if you consistently save about 10 percent of your annual income, you’re probably saving enough to meet your goals (unless you want to retire at a relatively young age). On average, most people need about 75 percent of their pre-retirement income throughout retirement to maintain their standards of living.

				If you’re one of the many people who don’t save enough, you need to do some homework. To save more, you need to reduce your spending, increase your income, or both. For most people, reducing spending is the more feasible way to save.

				[image: investigate_investing.eps] To reduce your spending, first figure out where your money goes. You may have some general idea, but you need to have facts. Get out your checkbook register, examine your online bill-paying records, and review your credit card bills and any other documentation that shows your spending history. Tally up how much you spend on dining out, operating your car(s), paying your taxes, and on everything else. After you have this information, you can begin to prioritize and make the necessary trade-offs to reduce your spending and increase your savings rate. Earning more income may help boost your savings rate as well. Perhaps you can get a higher-paying job or increase the number of hours that you work. But if you already work a lot, reining in your spending is usually better for your emotional and economic well-being.


				Investing as couples

				You’ve probably learned over the years how challenging it is just for you to navigate the investment maze and make sound investing decisions. When you have to consider someone else, dealing with these issues becomes doubly hard given the typically different money personalities and emotions that come into play.

				In most couples with whom I’ve worked as a financial counselor, usually one person takes primary responsibility for managing the household finances, including investments. As with most marital issues, the couples that do the best job with their investments are those who communicate well, plan ahead, and compromise.

				Here are a couple of examples to illustrate my point. Martha and Alex scheduled meetings with each other every three to six months to discuss financial issues. With investments, Martha came prepared with a list of ideas, and Alex would listen and explain what he liked or disliked about each option. Alex would lean toward more aggressive, growth-oriented investments, whereas Martha preferred conservative, less volatile investments. Inevitably, they would compromise and develop a diversified portfolio that was moderately aggressive. Martha and Alex worked as a team, discussed options, compromised, and made decisions they were both comfortable with. Ideas that made one of them very uncomfortable were nixed.

				Henry and Melissa didn’t do so well. The only times they managed to discuss investments were in heated arguments. Melissa often criticized what Henry was doing with their money. Henry got defensive and counter-criticized Melissa for other issues. Much of their money lay dormant in a low-interest bank account, and they did little long-term planning and decision making. Melissa and Henry saw each other as adversaries, argued and criticized rather than discussed, and were plagued with inaction because they couldn’t agree and compromise. They needed a motivation to change their behavior toward each other and some counseling (or a few advice guides for couples) to make progress with investing their money.

				Aren’t your long-term financial health and marital harmony important? Don’t allow your problems to fester! Remember what the famous psychologist Dr. Phil McGraw says about problems and making changes: “You can’t change what you don’t acknowledge.” I couldn’t agree more with this assessment when it comes to money problems, including investing issues.

				In my work as a financial counselor, one of the most valuable and difficult things I did for couples stuck in unproductive patterns of behavior was to help them get the issue out on the table. For these couples, the biggest step was making an appointment to discuss their financial management. Once they did, I could get them to explain their different points of view and then offer compromises.



				If you don’t know how to evaluate and reduce your spending or haven’t thought about your retirement goals, looked into what you can expect from Social Security, or calculated how much you should save for retirement, now’s the time to do so. Pick up the latest edition of my book Personal Finance For Dummies (John Wiley & Sons, Inc.) to find out all the necessary details for retirement planning and much more.

				Determining your investment tastes

				Many good investing choices exist: You can invest in real estate, the stock market, mutual funds, exchange-traded funds, or your own or some else’s small business. Or you can pay down mortgage debt more quickly. What makes sense for you depends on your goals as well as your personal preferences. If you detest risk-taking and volatile investments, paying down your mortgage, as recommended earlier in this chapter, may make better sense than investing in the stock market.

				To determine your general investment tastes, think about how you would deal with an investment that plunges 20 percent, 40 percent, or more in a few years or less. Some aggressive investments can fall fast. (See Chapter 2 for examples.) You shouldn’t go into the stock market, real estate, or small-business investment arena if such a drop is likely to cause you to sell low or make you a miserable, anxious wreck. If you haven’t tried riskier investments yet, you may want to experiment a bit to see how you feel with your money invested in them.

				[image: tip.eps] A simple way to “mask” the risk of volatile investments is to diversify your portfolio — that is, to put your money into different investments. Not watching prices too closely helps, too — that’s one of the reasons real estate investors are less likely to bail out when the market declines. Stock market investors, unfortunately from my perspective, can get daily and even minute-by-minute price updates. Add that fact to the quick phone call or click of your computer mouse that it takes to dump a stock in a flash, and you have all the ingredients for short-sighted investing — and potential financial disaster.

				Funding Your Retirement Accounts

				Saving money is difficult for most people. Don’t make a tough job impossible by forsaking the tax benefits that come from investing through most retirement accounts.

				Gaining tax benefits

				Retirement accounts should be called “tax-reduction accounts” — if they were, people may be more motivated to contribute to them. Contributions to these plans are generally deductible on both your federal and state taxes. Suppose that you pay about 35 percent between federal and state income taxes on your last dollars of income. (See the section “Determining your tax bracket” later in this chapter.) With most of the retirement accounts that I describe in this chapter, you can save yourself about $350 in taxes for every $1,000 that you contribute in the year that you make your contribution.

				After your money is in a retirement account, any interest, dividends, and appreciation grow inside the account without taxation. With most retirement accounts, you defer taxes on all the accumulating gains and profits until you withdraw your money down the road, which you can do without penalty after age 59 1⁄2. In the meantime, more of your money works for you over a long period of time. In some cases, such as with the Roth IRAs described later in this chapter, withdrawals are tax free, too.

				The good, old U.S. government now provides a tax credit for lower-income earners who contribute up to $2,000 into retirement accounts. The maximum credit of 50 percent applies to the first $2,000 contributed for single taxpayers with an adjusted gross income (AGI) of no more than $17,000 and married couples filing jointly with an AGI of $34,000 or less. Singles with an AGI of between $17,000 and $18,250 and married couples with an AGI between $34,000 and $36,500 are eligible for a 20 percent tax credit. Single taxpayers with an AGI of more than $18,250 but no more than $28,250 and married couples with an AGI between $36,500 and $56,500 can get a 10 percent tax credit.

				Starting your savings sooner

				[image: warning_bomb.eps] The common mistake that many investors make is neglecting to take advantage of retirement accounts because of their enthusiasm to spend or invest in non-retirement accounts. Not investing in tax-sheltered retirement accounts can cost you hundreds, perhaps thousands, of dollars per year in lost tax savings. Add that loss up over the many years that you work and save, and not taking advantage of these tax reduction accounts can easily cost you tens of thousands to hundreds of thousands of dollars in the long term. Ouch!

				To take advantage of retirement savings plans and the tax savings that accompany them, you must first spend less than you earn. Only then can you afford to contribute to these retirement savings plans (unless you already happen to have a stash of cash from previous savings or inheritance).

				[image: remember.eps]The sooner you start to save, the less painful it is each year to save enough to reach your goals. Why? Because your contributions have more years to compound.

				Each decade you delay saving approximately doubles the percentage of your earnings that you need to save to meet your goals. For example, if saving 5 percent per year in your early 20s gets you to your retirement goal, waiting until your 30s to start may mean socking away 10 percent to reach that same goal; waiting until your 40s, 20 percent. Beyond that, the numbers get truly daunting.

				If you enjoy spending money and living for today, you should be more motivated to start saving sooner. The longer that you wait to save, the more you ultimately need to save and, therefore, the less you can spend today!

				Checking out retirement account options

				If you earn employment income (or receive alimony), you have options for putting money away in a retirement account that compounds without taxation until you withdraw the money. In most cases, your contributions to these retirement accounts are tax-deductible.

				Company-based plans

				If you work for a for-profit company, you may have access to a 401(k) plan, which typically allows you to save up to $16,500 per year (for tax year 2011). Many nonprofit organizations offer 403(b) plans to their employees. As with a 401(k), your contributions to 403(b) plans are deductible on both your federal and state taxes in the year that you make them. Nonprofit employees can generally contribute up to 20 percent or $16,500 of their salaries, whichever is less. In addition to the upfront and ongoing tax benefits of these retirement savings plans, some employers match your contributions.

				Older employees (defined as being at least age 50) can contribute even more into these company-based plans — up to $22,000 in 2011. Of course, the challenge for many people is to reduce their spending enough to be able to sock away these kinds of contributions.

				If you’re self-employed, you can establish your own retirement savings plans for yourself and any employees that you have. In fact, with all types of self-employment retirement plans, business owners need to cover their employees as well. Simplified employee pension individual retirement accounts (SEP-IRA) and Keogh plans allow you to sock away about 20 percent of your self-employment income (business revenue minus expenses), up to an annual maximum of $49,000 (for tax year 2011). Each year, you decide the amount you want to contribute — no minimums exist (unless you do a Money Purchase Pension Plan type of Keogh).

				[image: remember.eps] Keogh plans require a bit more paperwork to set up and administer than SEP-IRAs. Unlike SEP-IRAs, Keogh plans allow vesting schedules that require employees to remain with the company a number of years before they earn the right to their retirement account balances. (If you’re an employee in a small business, you can’t establish your own SEP-IRA or Keogh — that’s up to your employer.) Many plans also allow business owners to exclude employees from receiving contributions until they complete a year or two of service.

				If an employee leaves prior to being fully vested, his unvested balance reverts to the remaining Keogh plan participants. Keogh plans also allow for Social Security integration, which effectively allows those in the company who earn high incomes (usually the owners) to receive larger-percentage contributions for their accounts than the less highly compensated employees. The logic behind this idea is that Social Security taxes and benefits top out after you earn $106,800 (for tax year 2011). Social Security integration allows higher-income earners to make up for this ceiling.

				Owners of small businesses shouldn’t deter themselves from doing a retirement plan because employees may receive contributions, too. If business owners take the time to educate employees about the value and importance of these plans in saving for the future and reducing taxes, they’ll see it as a rightful part of their total compensation package.

				IRAs

				If you work for a company that doesn’t offer a retirement savings plan, or if you’ve exhausted contributing to your company’s plan, consider an individual retirement account (IRA). Anyone with employment income (or who receives alimony) may contribute up to $5,000 each year to an IRA (or the amount of your employment or alimony income if it’s less than $5,000 in a year). If you’re a nonworking spouse, you’re eligible to put up to $5,000 per year into a spousal IRA. Those age 50 and older can put away up to $6,000 per year (effective in 2011).

				Your contributions to an IRA may or may not be tax-deductible. For tax year 2011, if you’re single and your adjusted gross income is $56,000 or less for the year, you can deduct your full IRA contribution. If you’re married and you file your taxes jointly, you’re entitled to a full IRA deduction if your AGI is $90,000 per year or less.

				[image: tip.eps] If you can’t deduct your contribution to a standard IRA account, consider making a contribution to a nondeductible IRA account called the Roth IRA. Single taxpayers with an AGI less than $107,000 and joint filers with an AGI less than $169,000 can contribute up to $5,000 per year to a Roth IRA. Those age 50 and older can contribute $6,000. Although the contribution isn’t deductible, earnings inside the account are shielded from taxes, and, unlike a standard IRA, qualified withdrawals from the account are free from income tax.

				Annuities

				If you’ve contributed all you’re legally allowed to contribute to your IRA accounts and still want to put away more money for retirement, consider annuities. Annuities are contracts that insurance companies back. If you, the annuity holder (investor), should die during the so-called accumulation phase (that is, prior to receiving payments from the annuity), your designated beneficiary is guaranteed reimbursement of the amount of your original investment.

				Annuities, like IRAs, allow your capital to grow and compound tax deferred. You defer taxes until you withdraw the money. However, unlike an IRA that has an annual contribution limit of a few thousand dollars, you can deposit as much as you want in any year to an annuity — even millions of dollars, if you’ve got it! However, as with a Roth IRA, you get no upfront tax deduction for your contributions.

				[image: remember.eps] Because annuity contributions aren’t tax-deductible, and because annuities carry higher annual operating fees to pay for the small amount of insurance that comes with them, don’t consider contributing to one until you’ve fully exhausted your other retirement account investing options. Because of their higher annual expenses, annuities generally make sense only if you have 15 or more years to wait until you need the money.

				Choosing retirement account investments

				When you establish a retirement account, you may not realize that the retirement account is simply a shell or shield that keeps the federal, state, and local governments from taxing your investment earnings each year. You still must choose what investments you want to hold inside your retirement account shell.

				You may invest your IRA or self-employed plan retirement account (SEP-IRAs, Keoghs) money into stocks, bonds, mutual funds, and even bank accounts. Mutual funds (offered in most employer-based plans), which I cover in detail in Chapter 8, are an ideal choice because they offer diversification and professional management. After you decide which financial institution you want to invest through, simply obtain and complete the appropriate paperwork for establishing the specific type of account you want. (Flip to the later section “Choosing the Right Investment Mix” for more information.)

				Taming Your Taxes in Non-Retirement Accounts

				When you invest outside of tax-sheltered retirement accounts, the profits and distributions on your money are subject to taxation. So the non-retirement account investments that make sense for you depend (at least partly) on your tax situation.

				[image: remember.eps] If you have money to invest, or if you’re considering selling current investments that you hold, taxes should factor into your decision. But tax considerations alone shouldn’t dictate how and where you invest your money. You should also weigh investment choices, your desire and the necessity to take risk, personal likes and dislikes, and the number of years you plan to hold the investment (see the “Choosing the Right Investment Mix” section, later in the chapter, for more information on these other factors).

				Figuring your tax bracket

				You may not know it, but the government charges you different tax rates for different parts of your annual income. You pay less tax on the first dollars of your earnings and more tax on the last dollars of your earnings. For example, if you’re single and your taxable income totaled $50,000 during 2011, you paid federal tax at the rate of 10 percent on the first $8,500, 15 percent on the taxable income above $8,500 up to $34,500, and 25 percent on income above $34,500 up to $50,000.

				Your marginal tax rate is the rate of tax that you pay on your last, or so-called highest, dollars of income. In the example of a single person with taxable income of $50,000, that person’s federal marginal tax rate is 25 percent. In other words, he effectively pays a 25 percent federal tax on his last dollars of income — those dollars earned between $34,500 and $50,000. (Don’t forget to factor in the state income taxes that most states assess.)

				[image: tip.eps] Knowing your marginal tax rate allows you to quickly calculate the following:

				[image: check.png] Any additional taxes that you would pay on additional income

				[image: check.png] The amount of taxes that you save if you contribute more money into retirement accounts or reduce your taxable income (for example, if you choose investments that produce tax-free income)

				Table 3-1 shows the federal income tax rates for singles and for married households that file jointly.
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				Knowing what’s taxed and when to worry

				Interest you receive from bank accounts and corporate bonds is generally taxable. U.S. Treasury bonds pay interest that’s state-tax-free. Municipal bonds, which state and local governments issue, pay interest that’s federal-tax-free and also state-tax-free to residents in the state where the bond is issued. (I discuss bonds in Chapter 7.)

				Taxation on your capital gains, which is the profit (sales minus purchase price) on an investment, works under a unique system. Investments held less than one year generate short-term capital gains, which are taxed at your normal marginal rate. Profits from investments that you hold longer than 12 months are long-term capital gains. These long-term gains cap at 15 percent, except for those in the two lowest tax brackets of 10 and 15 percent. For these folks, the long-term capital gains tax rate is just 5 percent.

				[image: tip.eps] Use these strategies to reduce the taxes you pay on investments that are exposed to taxation:

				[image: check.png] Opt for tax-free money markets and bonds. If you’re in a high enough tax bracket, you may find that you come out ahead with tax-free investments. Tax-free investments yield less than comparable investments that produce taxable earnings, but because of the tax differences, the earnings from tax-free investments can end up being greater than what taxable investments leave you with. In order to compare properly, subtract what you’ll pay in federal as well as state taxes from the taxable investment to see which investment nets you more.

				[image: check.png] Invest in tax-friendly stock funds. Mutual funds that tend to trade less tend to produce lower capital gains distributions. For mutual funds held outside tax-sheltered retirement accounts, this reduced trading effectively increases an investor’s total rate of return. Index funds are mutual funds that invest in a relatively static portfolio of securities, such as stocks and bonds (this is also true of some exchange-traded funds). They don’t attempt to beat the market. Rather, they invest in the securities to mirror or match the performance of an underlying index, such as the Standard & Poor’s 500 (which I discuss in Chapter 5). Although index funds can’t beat the market, the typical actively managed fund doesn’t either, and index funds have several advantages over actively managed funds. See Chapter 8 to find out more about tax-friendly stock mutual funds, which includes some non-index funds, and exchange-traded funds.

				[image: check.png] Invest in small business and real estate. The growth in value of business and real estate assets isn’t taxed until you sell the asset. Even then, with investment real estate, you often can roll over the gain into another property as long as you comply with tax laws. However, the current income that small business and real estate assets produce is taxed as ordinary income.

				[image: remember.eps] Short-term capital gains (investments held one year or less) are taxed at your ordinary income tax rate. This fact is another reason that you shouldn’t trade your investments quickly (within 12 months).

				Choosing the Right Investment Mix

				Diversifying your investments helps buffer your portfolio from being sunk by one or two poor performers. In this section, I explain how to mix up a great recipe of investments.

				Considering your age

				When you’re younger and have more years until you plan to use your money, you should keep larger amounts of your long-term investment money in growth (ownership) vehicles, such as stocks, real estate, and small business. As I discuss in Chapter 2, the attraction of these types of investments is the potential to really grow your money. The risk: The value of your portfolio can fall from time to time.

				The younger you are, the more time your investments have to recover from a bad fall. In this respect, investments are a bit like people. If a 30-year-old and an 80-year-old both fall on a concrete sidewalk, odds are higher that the younger person will fully recover and the older person may not. Such falls sometimes disable older people.

				[image: tip.eps] A long-held guiding principle says to subtract your age from 110 and invest the resulting number as a percentage of money to place in growth (ownership) investments. So if you’re 35 years old:

				110 – 35 = 75 percent of your investment money can be in growth investments.

				If you want to be more aggressive, subtract your age from 120:

				120 – 35 = 85 percent of your investment money can be in growth investments.

				Note that even retired people should still have a healthy chunk of their investment dollars in growth vehicles like stocks. A 70-year-old person may want to totally avoid risk, but doing so is generally a mistake. Such a person can live another two or three decades. If you live longer than anticipated, you can run out of money if it doesn’t continue to grow.

				[image: remember.eps] These tips are only general guidelines and apply to money that you invest for the long term (ideally for ten years or more). For money that you need to use in the shorter term, such as within the next several years, more-aggressive growth investments aren’t appropriate. See Chapters 7 and 8 for short-term investment ideas.

				Making the most of your investment options

				No hard-and-fast rules dictate how to allocate the percentage that you’ve earmarked for growth among specific investments like stocks and real estate. Part of how you decide to allocate your investments depends on the types of investments that you want to focus on. As I discuss in Chapter 5, diversifying in stocks worldwide can be prudent as well as profitable.

				Here are some general guidelines to keep in mind:

				[image: check.png] Take advantage of your retirement accounts. Unless you need accessible money for shorter-term non-retirement goals, why pass up the free extra returns from the tax benefits of retirement accounts?

				[image: check.png] Don’t pile your money into investments that gain lots of attention. Many investors make this mistake, especially those who lack a thought-out plan to buy stocks. In Chapter 5, I provide numerous illustrations of the perils of buying attention-grabbing stocks.

				[image: check.png] Have the courage to be a contrarian. No one likes to feel that he is jumping on board a sinking ship or supporting a losing cause. However, just like shopping for something at retail stores, the best time to buy something of quality is when its price is reduced.

				[image: check.png] Diversify. As I discuss in Chapter 2, the values of different investments don’t move in tandem. So when you invest in growth investments, such as stocks or real estate, your portfolio’s value will have a smoother ride if you diversify properly.

				[image: check.png] Invest more in what you know. Over the years, I’ve met successful investors who have built substantial wealth without spending gobs of their free time researching, selecting, and monitoring investments. Some investors, for example, concentrate more on real estate because that’s what they best understand and feel comfortable with. Others put more money in stocks for the same reason. No one-size-fits-all code exists for successful investors. Just be careful that you don’t put all your investing eggs in the same basket (for example, don’t load up on stocks in the same industry that you believe you know a lot about).

				[image: check.png] Don’t invest in too many different things. Diversification is good to a point. If you purchase so many investments that you can’t perform a basic annual review of all of them (for example, reading the annual report from your mutual fund), you have too many investments.

				[image: check.png] Be more aggressive with investments inside retirement accounts. When you hit your retirement years, you’ll probably begin to live off your non-retirement account investments first. Allowing your retirement accounts to continue growing can generally save you tax dollars. Therefore, you should be relatively less aggressive with investments outside of retirement accounts because that money may be invested for a shorter time period.

				Easing into risk: Dollar cost averaging

				Dollar cost averaging (DCA) is the practice of investing a regular amount of money at set time intervals, such as monthly or quarterly, into volatile investments, such as stocks and stock mutual funds. If you’ve ever deducted money from a paycheck and pumped it into a retirement savings plan investment account that holds stocks and bonds, you’ve done DCA.

				[image: tip.eps] Most people invest a portion of their employment compensation as they earn it, but if you have extra cash sitting around, you can choose to invest that money in one fell swoop or to invest it gradually via DCA. The biggest appeal of gradually feeding money into the market via DCA is that you don’t dump all your money into a potentially overheated investment just before a major drop. Thus, DCA helps shy investors psychologically ease into riskier investments.

				DCA is made to order for skittish investors with large lump sums of money sitting in safe investments like CDs or savings accounts. For example, using DCA, an investor with $100,000 to invest in stock funds can feed her money into investments gradually — say, at the rate of $12,500 or so quarterly over two years — instead of investing her entire $100,000 in stocks at once and possibly buying all of her shares at a market peak. Most large investment companies, especially mutual funds, allow investors to establish automatic investment plans so the DCA occurs without an investor’s ongoing involvement.

				Of course, like any risk-reducing investment strategy, DCA has drawbacks. If growth investments appreciate (as they’re supposed to), a DCA investor misses out on earning higher returns on his money awaiting investment. Finance professors Richard E. Williams and Peter W. Bacon found that approximately two-thirds of the time, a lump-sum stock market investor earned higher first-year returns than an investor who fed the money in monthly over the first year. (They studied data from the U.S. market over the past seven decades.)

				However, knowing that you’ll probably be ahead most of the time if you dump a lump sum into the stock market is little solace if you happen to invest just before a major plunge in prices. In the fall of 1987, the U.S. stock market, as measured by the Dow Jones Industrial Average, plummeted 36 percent, and from late 2007 to early 2009, the market shed 55 percent of its value.

				So investors who fear that stocks are due for such a major correction should practice DCA, right? Well, not so fast. Apprehensive investors who shun lump-sum investments and use DCA are more likely to stop the DCA investment process if prices plunge, thereby defeating the benefit of doing DCA during a declining market.

				So what’s an investor with a lump sum of money to do?

				[image: check.png] First, weigh the significance of the lump sum to you. Although $100,000 is a big chunk of most people’s net worth, it’s only 10 percent if your net worth is $1,000,000. It’s not worth a millionaire’s time to use DCA for $100,000. If the cash that you have to invest is less than a quarter of your net worth, you may not want to bother with DCA.

				[image: check.png] Second, consider how aggressively you invest (or invested) your money. For example, if you aggressively invested your money through an employer’s retirement plan that you roll over, don’t waste your time on DCA.

				DCA makes sense for investors with a large chunk of their net worth in cash who want to minimize the risk of transferring that cash to riskier investments, such as stocks. If you fancy yourself a market prognosticator, you can also assess the current valuation of stocks. Thinking that stocks are pricey (and thus riper for a fall) increases the appeal of DCA.

				[image: tip.eps] If you use DCA too quickly, you may not give the market sufficient time for a correction to unfold, during and after which some of the DCA purchases may take place. If you practice DCA over too long of a period of time, you may miss a major upswing in stock prices. I suggest using DCA over one to two years to strike a balance.

				As for the times of the year that you should use DCA, mutual fund investors should use DCA early in each calendar quarter because mutual funds that make taxable distributions tend to do so late in the quarter.

				Your money that awaits investment in DCA should have a suitable parking place. Select a high-yielding money market fund that’s appropriate for your tax situation.

				[image: remember.eps] One last critical point: When you use DCA, establish an automatic investment plan so you’re less likely to chicken out. And for the more courageous, you may want to try an alternative strategy to DCA — value averaging, which allows you to invest more if prices are falling and invest less if prices are rising.

				Suppose, for example, that you want to value average $500 per quarter into an aggressive stock mutual fund. After your first quarterly $500 investment, the fund drops 10 percent, reducing your account balance to $450. Value averaging suggests that you invest $500 the next quarter plus another $50 to make up the shortfall. (Conversely, if the fund value had increased to $550 after your first investment, you would invest only $450 in the second round.) Increasing the amount that you invest requires confidence when prices fall, but doing so magnifies your returns when prices ultimately turn around.

				Treading Carefully When Investing for College

				[image: warning_bomb.eps] Many well-intentioned parents want to save for their children’s future educational expenses. The mistake they often make, however, is putting money in accounts in their child’s name (in so-called custodial accounts) or saving outside of retirement accounts in general.

				The more money you accumulate outside tax-sheltered retirement accounts, the less assistance you’re likely to qualify for from federal and state financial aid sources. Don’t make the additional error of assuming that financial aid is only for the poor. Many middle-income and even some modestly affluent families qualify for some aid, which can include grants and loans available, even if you’re not deemed financially needy.

				Under the current financial needs analysis that most colleges use in awarding financial aid, the value of your retirement plan is not considered an asset. Money that you save outside of retirement accounts, including money in the child’s name, is counted as an asset and reduces eligibility for financial aid.

				Also, be aware that your family’s assets, for purposes of financial aid determination, also generally include equity in real estate and businesses that you own. Although the federal financial aid analysis no longer counts equity in your primary residence as an asset, many private (independent) schools continue to ask parents for this information when they make their own financial aid determinations. Thus, paying down your home mortgage more quickly instead of funding retirement accounts can harm you financially. You may end up with less financial aid and pay more in taxes.

				[image: tip.eps] Don’t forgo contributing to your own retirement savings plan(s) in order to save money in a non-retirement account for your children’s college expenses. When you do, you pay higher taxes both on your current income and on the interest and growth of this money. In addition to paying higher taxes, you’re expected to contribute more to your child’s educational expenses (because you’ll receive less financial aid).

				If you plan to apply for financial aid, it’s a good idea to save non-retirement account money in your name rather than in your child’s name (as a custodial account). Colleges expect a greater percentage of money in your child’s name (35 percent) to be used for college costs than money in your name (6 percent). Remember, though, that from the standpoint of getting financial aid, you’re better off saving inside retirement accounts.

				However, if you’re affluent enough that you expect to pay for your cherub’s full educational costs without applying for financial aid, you can save a bit on taxes if you invest through custodial accounts. Prior to your child reaching age 19, the first $1,900 of interest and dividend income is taxed at your child’s income tax rate rather than yours. After age 19 (for full-time students, it’s those under the age of 24), all income that the investments in your child’s name generate is taxed at your child’s rate.

				Education Savings Accounts

				[image: warning_bomb.eps] Be careful about funding an Education Savings Account (ESA), a relatively new savings vehicle. In theory, an ESA sounds like a great place to park some college savings. You can make nondeductible contributions of up to $2,000 per child per year, and investment earnings and account withdrawals are free of tax as long as you use the funds to pay for elementary and secondary school or college costs. However, funding an ESA can undermine your child’s ability to qualify for financial aid. It’s best to keep the parents as the owners of such an account for financial aid purposes, but be forewarned that some schools may treat money in an ESA as a student’s asset.

				Section 529 plans

				Also known as qualified state tuition plans, Section 529 plans offer a tax-advantaged way to save and invest more than $100,000 per child toward college costs (some states allow upward of $300,000 per student). After you contribute to one of these state-based accounts, the invested funds grow without taxation. Withdrawals are also tax free so long as the funds are used to pay for qualifying higher educational costs (which include college, graduate school, and certain additional expenses of special-needs students). The schools need not be in the same state as the state administering the Section 529 plan.

				[image: remember.eps] As I discuss in the previous section dealing with Education Savings Accounts, Section 529 plan balances can harm your child’s financial aid chances. Thus, such accounts make the most sense for affluent families who are sure that they won’t qualify for any type of financial aid. If you do opt for an ESA and intend to apply for financial aid, you should be the owner of the accounts (not your child) to maximize qualifying for financial aid.


				How to pay for college

				If you keep stashing away money in retirement accounts, it’s reasonable for you to wonder how you’ll actually pay for education expenses when the momentous occasion arises. Even if you have some liquid assets that can be directed to your child’s college bill, you will, in all likelihood, need to borrow some money. Only the affluent can truly afford to pay for college with cash.

				One good source of money is your home’s equity. You can borrow against your home at a relatively low interest rate, and the interest is generally tax-deductible. Some company retirement plans — 401(k)s, for example — allow borrowing as well.

				A plethora of financial aid programs allow you to borrow at reasonable interest rates. The Unsubsidized Stafford Loans and Parent Loans for Undergraduate Students (PLUS), for example, are available, even when your family isn’t deemed financially needy. In addition to loans, a number of grant programs are available through schools and the government as well as through independent sources.

				Complete the Free Application for Federal Student Aid (FAFSA) to apply for the federal government programs. Grants available through state government programs may require a separate application. Specific colleges and other private organizations, including employers, banks, credit unions, and community groups, also offer grants and scholarships.

				Many scholarships and grants don’t require any work on your part — simply apply for such financial aid through your college. However, you may need to seek out other programs as well — check directories and databases at your local library, your kid’s school counseling department, and college financial aid offices. Also try local organizations, churches, employers, and so on, because you have a better chance of getting scholarship money through these avenues than through countrywide scholarship and grant databases.

				Your child also can work and save money during high school and college for school. In fact, if your child qualifies for financial aid, she’s generally expected to contribute a certain amount to education costs from employment (both during the school year and summer breaks) and from savings. Besides giving your gangly teen a stake in her own future, this training encourages sound personal financial management down the road.



				Allocating college investments

				If you keep up to 80 percent of your investment money in stocks (diversified worldwide) with the remainder in bonds when your child is young, you can maximize the money’s growth potential without taking extraordinary risk. As your child makes his way through the later years of elementary school, you need to begin to make the mix more conservative — scale back the stock percentage to 50 or 60 percent. Finally, in the years just before entering college, whittle the stock portion down to no more than 20 percent or so.

				[image: tip.eps] Diversified mutual funds (which invest in stocks in the United States and internationally) and bonds are ideal vehicles to use when you invest for college. Be sure to choose funds that fit your tax situation if you invest your funds in non-retirement accounts. See Chapter 8 for more information.

				Protecting Your Assets

				You may be at risk of making a catastrophic investing mistake: not protecting your assets properly due to a lack of various insurance coverages. Manny, a successful entrepreneur, made this exact error. Starting from scratch, he built up a successful million-dollar business. He invested a lot of his own personal money and sweat into building the business over 15 years.

				One day, catastrophe struck: An explosion ripped through his building, and the ensuing fire destroyed virtually all the firm’s equipment and inventory, none of which was insured. The explosion also seriously injured several workers, including Manny, who didn’t carry disability insurance. Ultimately, Manny had to file for bankruptcy.

				[image: warning_bomb.eps] Decisions regarding what amount of insurance you need to carry are, to some extent, a matter of your desire and ability to accept financial risk. But some risks aren’t worth taking. Don’t overestimate your ability to predict what accidents and other bad luck may befall you.

				Here’s what you need to protect yourself and your assets:

				[image: check.png] Major medical health insurance: I’m not talking about one of those policies that pays $100 a day if you need to go into the hospital, or cancer insurance, or that $5,000 medical expense rider on your auto insurance policy. I know it’s unpleasant to consider, but you need a policy that pays for all types of major illnesses and major medical expenditures.

				[image: tip.eps] Consider taking a health plan with a high deductible, which can minimize your premiums. Also consider channeling extra money into a Health Savings Account (HSA), which provides tremendous tax breaks. As with a retirement account, contributions provide an upfront tax break, and money can grow over the years in an HSA without taxation. You can also tap HSA funds without penalty or taxation for a wide range of current health expenses.

				[image: check.png] Adequate liability insurance on your home and car to guard your assets against lawsuits: You should have at least enough liability insurance to protect your net worth (assets minus your liabilities/debts) or, ideally, twice your net worth. If you run your own business, get insurance for your business assets if they’re substantial, such as in Manny’s case. Also consider professional liability insurance to protect against a lawsuit. You may also want to consider incorporating your business (which I discuss more in Chapter 14).

				[image: check.png] Long-term disability insurance: What would you (and your family) do to replace your income if a major disability prevents you from working? Even if you don’t have dependents, odds are that you are dependent on you. Most larger employers offer group plans that have good benefits and are much less expensive than coverage you’d buy on your own. Also, check with your professional association for a competitive group plan.

				[image: check.png] Life insurance, if others are dependent on your income: If you’re single or your loved ones can live without your income, skip life insurance. If you need coverage, buy term insurance that, like your auto and home insurance, is pure insurance protection. The amount of term insurance you need to buy largely depends on how much of your income you want to replace.

				[image: check.png] Estate planning: At a minimum, most people need a simple will to delineate to whom they would like to leave all their worldly possessions. If you hold significant assets outside retirement accounts, you may also benefit from establishing a living trust, which keeps your money from filtering through the hands of probate lawyers. Living wills and medical powers of attorney are useful to have in case you’re ever in a medically incapacitated situation. If you have substantial assets, doing more involved estate planning is wise to minimize estate taxes and ensure the orderly passing of your assets to your heirs.

				In my experience as a financial counselor, I’ve seen that although many people lack particular types of insurance, others possess unnecessary policies. Many people also keep very low deductibles. Remember to insure against potential losses that would be financially catastrophic for you — don’t waste your money to protect against smaller losses. (See the latest edition of my book Personal Finance For Dummies, published by John Wiley & Sons, Inc., to discover the right and wrong ways to buy insurance, what to look for in policies, and where to get good policies.)
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Rents: Ask for copies of current lease agreements and also check
comparable unit rental rates in the local market. Ask if the owner
made any concessions (such as a month or two of free rent), which
may make rental rates appear inflated. Make your offer contingent on
the accuracy of the rental rates.

Garage rentals: Some properties come with parking spaces that the
tenants rent. As with unit rental income, make sure that you know
what the spaces really rent for.

+$_

Laundry income: Dirty laundry isn’t just on the evening news — it
can make you wealthier! Don’t underestimate or neglect to include
the cost of laundry machine maintenance when you figure the
expenses of your rental building.

+$_

Other income: Other potential income streams for residential
properties can include late charges, vending, Internet services,
storage, concierge services, and so on. For commercial properties,
common area maintenance charges (CAM) and telecommunications
income, among others sources, are possible.

+$_ 0

Vacancy allowance: Keeping any rental occupied all the time is
difficult, and finding a good tenant who is looking for the type of
unit(s) that you have to offer may take some time. You can do
occasional maintenance and refurbishing work in between tenants.
Allow for a vacancy rate of 5 to 10 percent (multiply 5 to 10 percent
by the rent figured in the first line).

TOTAL INCOME

(continued)
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Mortgage: Enter your expected mortgage payment.

$_

Property taxes: Ask a real estate person, mortgage lender, or your
local assessor’s office what your annual property tax bill would be for
a rental property of comparable value to the one that you’re
considering buying. Divide this annual amount by 12 to arrive at your
monthly property tax bill.

Utilities: Get copies of utility bills from the current owner. Get bills
over the previous 12-month period — a few months won’t cut it
because utility usage may vary greatly during different times of the
year. (In a multiunit building, it's a plus for each unit to have a separate
utility meter so that you can bill each tenant for what he/she uses.)

Insurance: Ask for a copy of the current insurance coverage and
billing statement from the current owner. If you’re considering buying
a building in an area that has floods, earthquakes, and so on, make
sure that the cost of the policy includes these coverages. Although
you can insure against most catastrophes, | would avoid buying
property in a flood-prone area. Flood insurance does not cover lost
rental income.

Water: Again, ask the current owner for statements that document
water costs over the past 12 months.

Garbage: Get the bills for the last 12 months from the owner.

Repairs/maintenance/cleaning: You can ask the current owner
what to expect and check the tax return, but even doing this may
provide an inaccurate answer. Some building owners defer
maintenance. (A good property inspector can help to ferret out
problem areas before you commit to buy a property.) Estimate that
you’ll spend at least 1 to 2 percent of the purchase price per year on
maintenance, repairs, and cleaning. Remember to divide your annual
estimate by 12!

Rental advertising/management expenses: Finding good tenants
takes time and promotion. If you list your rental through rental
brokers, they normally take one month’s rent as their cut. Owners of
larger buildings sometimes have an on-site manager to show vacant
units and deal with maintenance and repairs. Put the monthly pay for
that person on this line or the preceding line. If you provide a below-
market rental rate for an on-site manager, make sure that you factor
this into the rental income section.

Extermination/pest control: Once a year or every few years, you
likely need to take care of pest control. Spraying and/or inspections
generally start at $200 for small buildings.

Legal, accounting, and other professional services: Especially
with larger rental properties, you'll likely need to consult with lawyers
and tax advisors from time to time.

TOTAL EXPENSES
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Table 5-3 More Stock Bargains in the Late 1970s and Early 1980s

Company Industry Stock Price P/E Late 70s/
Fall from Early 80s
Peak

Anheuser-Busch Beer 75% 8

Campbell Soup Canned foods 36% 6

Coca-Cola Beverages 61% 8

Colgate-Palmolive Personal care 69% 6

General Electric Consumetr/industrial 44% 7

products

General Mills Food 44% 6

Gillette Shaving products 74% 5

McDonald's Fast food 46% 9
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“I opened with a big sale on ‘CLOSED’ signs, and no one came in.
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Ihe 5th Wave By Rich Tennant

O RICGTENNANT

“T could rent you this one. Tt’s got a pool in the
backyard. Then T've got a six bedroom with a
fountain out front, but nothing right now with

a moat.”
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Per Month

Total Income (from Page 1)

Total Expenses (from Page 2)

CASH FLOW (Pretax Profit or Loss)

Depreciation: The tax law allows you to claim a yearly tax deduction
for depreciation, but remember that you can’t depreciate land. Break
down the purchase of your rental property between the building and
land. You can make this allocation based on the assessed value for
the land and the building or on a real estate appraisal. Residential
property is depreciated over 27%2 years (3.64 percent of the building
value per year), and nonresidential property is depreciated over 39
years (2.56 percent of the building value per year). For example, if
you buy a residential rental property for $300,000 and $200,000 of
that is allocated to the building, that means that you can take

$7,273 per year as a depreciation tax deduction ($200,000 x .0364).

i

NET INCOME

=5

*Important note; Although depreciation is a deduction that helps you reduce your profit for tax
purposes, it doesn’t actually cost you money. Your cash flow from a rental property is the revenue minus

your out-of-pocket expenses.
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(Current investment value — Original investment) + Dividends

—— = Total return
Original investment
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Table 5-2 Stock Bargains in the Mid-1970s
Company Industry Stock Price Fall 1974 P/E
from Peak

Abbott Laboratories Drugs 66% 8
H&R Block Tax preparation 83% 6
Chemical Bank Banking 64% 4
Coca-Cola Beverages 70% 12
Disney Entertainment 75% 1"
Dun & Bradstreet Business information 68% 9
General Dynamics Military 81% 3
Hilton Hotels Hotels 87% 4
Humana Hospitals 91% 3
Intel Semiconductors 76% 6
Kimberly-Clark Consumer products 63% 4
McGraw-Hill Publishing 90% 4
Mobil 0il 60% 3
PepsiCo Beverages 67% 8
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The 5th Wave By Rich Tennant
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“Annvities 7 Equity income? Tax— free municipals? I say we
stick the money in the ground like always, and then feed
this guy to the sharks.”
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Table 2-2 Inflation’s Corrosive Effect on
Your Money's Purchasing Power
| Inflation Rate 10 Years 15 Years 25 Years 40 Years

2% -18% -26% -39% —55%
4% -32% —44% —62% -81%
6% —44% —58% —17% -90%
8% —54% —68% -85% -95%
10% —61% -76% -91% -98%
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Consolidated Balance Sheets

(in millions, except share data)

December 31, 2009 2010
ASSETS
Cash and cash equivalents (Notes 1 and 6) $ 7433 $ 813.1
Accounts receivable and accrued revenue (Note 2) 2462 307.9
Investments in sponsored mutual funds (Notes 3 and 6) 6775 747.9
Debt securities held by savings bank subsidiary (Notes 4 and 6) 182.6 1847
Other investments (Notes 5 and 6) 457 209.7
Property and equipment (Note 7) 5128 560.3
Goodwill 665.7 665.7
Other assets (Notes 8 and 9) 136.5 152.7
Total assets $3,2103 $3,642.0
LIABILITIES AND STOCKHOLDERS' EQUITY
Liabilities
Accounts payable and accrued expenses $ 799 $ 794
Accrued compensation and related costs 53.3 719
Income taxes payable (Note 9) 336 338
Customer deposits at savings bank subsidiary (Note 4) 1613 160.4
Total liabilities 328.1 345.5
Commitments and contingent liabilities (Notes 5, 7 and 14)
Stockholders’ equity (Notes 10, 11, 13 and 14)
Preferred stock, undesignated, $.20 par val horized and
unissued 20,000,000 shares — —
Common stock, $.20 par value—authorized 750,000,000; issued
258,534,000 shares in 2009 and 258,760,000 shares in 2010 517 517
Additional capital in excess of par value 4885 506.3
Retained carnings 2240.1 2,599.4
Accumulated other comprehensive income 101.9 139.1
Total stockholders’ equity 2,882.2 3,296.5
Total liabilities and stockholders’ equity $3,210.3 $ 3,642.0
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Consolidated Statements of Income

(in millions, except earnings per share)

Year ended December 31, 2008 2009 2010
REVENUES
Investment advisory fees (Note 2) $1,761.0 $1,546.1 $2,026.8
Administrative fees (Note 2) 353.9 318.8 337.5
Investment income of savings bank subsidiary 6.4 7.0 6.4
Total revenues Z2 A 1,871.9 2,370.7
Interest expense on savings bank deposits 5.0 45 3.5
Net revenues 2,116.3 1,867.4 2,367.2
OPERATING EXPENSES
Compensation and related costs (Notes 7, 11 and 14) 815.6 7734 860.4
Advertising and promotion 104.1 732 86.9
Depreciation and amortization of property and equipment 61.7 652 62.6
Occupancy and facility costs (Note 7) 101.8 102.4 109.1
Other operating expenses 184.6 1516 211.7
Total operating expenses 1,267.8 1,165.8 1,330.7
NET OPERATING INCOME 848.5 701.6 1,036.5
Non-operating investment income (loss) (52.3) (12.7) 33.5
Income before income taxes 796.2 688.9 1,070.0
Provision for income taxes (Note 9) 305.4 2553 397.8
NET INCOME $ 490.8 $ 4336 $ 672.2
EARNINGS PER SHARE ON COMMON STOCK (Note 12)
Basic $ 1.8 $  1.69 $  2.60
Diluted $ 181 $  1.65 $ 253
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