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For Diane



KNOW YOUR ENEMIES
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Every day you try to make smart financial decisions. And every day two powerful, invisible enemies undermine your efforts. The first enemy, I’m sorry to break the news, is you. Specifically, your emotions. The second is the financial industry. But don’t worry, together we’re gonna lick ’em both.

It took me more than a decade of financial reporting to uncover a surprising fact: The vast majority of financial decisions you face in life are very simple.

Now that statement might sound a little nuts, given the economic picture out there. The stock and housing markets have suffered massive meltdowns, unemployment is rampant, and wages have been stagnant for more than a decade. I’m not suggesting it’s easy to get ahead financially. What I am telling you is that there are right and wrong answers to most of the financial decisions life throws at you, and given the necessary information it’s fairly simple to figure out which is the right call.

Money is a very emotional subject, and we often get tied up in knots when wrestling with financial questions. Scientists have actually scanned people’s brains when they’re making decisions about money, and found that the regions that light up are not the ones we use to solve math problems or repair the sink. They are the ones that light up when people are high on cocaine (tech stocks) or fleeing a hungry lion (bear market).

And even when the rational brain does kick in, it often steers us wrong. For instance, we use recent experience to predict the future (houses only go up in value). Unfortunately, recent experience often has no bearing on the future.

So, desperate for help, we turn to the financial industry, which is only too willing to ride to the rescue, charging us for products that are incredibly complex—but that’s what we need to deal with our complex problems, right?

Wrong. For the vast majority of your financial needs, the simpler, less confusing, and most important, cheaper answer is the right one.

Most money decisions seem complicated only because someone has a financial interest in confusing you. When you lease a car, for instance, it can be hard to tell how much you’re actually paying for the vehicle. That’s why the salesman wants you to lease! And car salesmen are nothing compared with Wall Street. There are as many financial products that can part an investor from his nest egg as there are slot machines in Vegas, and there’s a broker to sell every one of them. But investors who owned a diversified portfolio of index funds ended the period from 2000 to 2010, the so-called lost decade, with decent gains. Why don’t you hear much about this strategy? Because brokers and financial companies can’t make much money off it. And besides, when they convince you you’re beating the market, it’s like doing cocaine!
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The pattern repeats itself over and over.

My goal in this book is to help you make the right choice in all these situations. And I’ve tried to write it to reflect the way we actually face these decisions in life. In reality, we’re in the checkout line at Target when we wonder whether to pull out the Visa card and charge it, or use the debit card and pay straight from our bank account.

That’s why this book is set up as a series of real-world choices—Is it better to buy a house or rent? Should you give the kids an allowance just for being your kids, or make ’em work for it? Should you hire a real estate agent or sell the house on your own?

Read on for the answers.







$1,000,000,000,000


The current amount of outstanding student loan debt. This figure marks a new, sad chapter in American history, as student loan debt now exceeds credit card debt.






I. GETTING STARTED
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MY OWN PERSONAL HOT TUB TIME MACHINE





MY OWN PERSONAL HOT TUB TIME MACHINE


There are times I wish I could go back and visit myself at 22 or 27 or 33, and take myself out for a coffee (okay, a cold draft beer). Without getting too deep into specifics, my older self would reassure my younger self about the future. My younger self would be slightly disappointed to learn that I am not Paris Bureau Chief, I am not married to a supermodel, and I still fly coach. I like to think that my younger self would be slightly pleased to learn that I have a job that I love, my wife looks like a supermodel to me, I have two great kids, own my own home, take cool vacations, and I drive an old but fast European sports sedan.

My older self would desperately want to pass along some financial lessons, but if I started to talk about topics like “compound interest,” my younger self’s eyes would glaze over. So this chapter is my attempt to get someone just starting out painlessly pointed in the right financial direction.

People make finance overly complicated, but it shouldn’t be. You don’t need to run a marathon every morning to get in shape, and you don’t need to understand collateralized debt obligations to build a smart investment portfolio. Sure, there are times that call for professional help. I wouldn’t recommend preparing a will on your own, and if you’re going to trade stocks—which I don’t recommend—you’re gonna need a bigger book. But most of the more important crossroads we all face really can be boiled down to simple one-page, do-this, not that solutions.

Unfortunately, The Time Traveler’s Ethical Code precludes me from advising my younger self to load up on tech stocks in the 90s and then sell on March 15, 2000, and buy a condo in Miami and sell that in 2006. But to avoid messing with the space-time continuum, I’d just give him advice that’s even better—advice that doesn’t require a crystal ball. I would tell him to spend less money on stuff, but splurge when it comes to sharing experiences with friends and family. And I would tell him to save as much as he can, and plow that money into a broad portfolio of low-cost stock and bond mutual funds, and hold on no matter what happens in the markets. If my younger self had done that then I still might not be Paris Bureau Chief, but I could take the family—hmmm, or possibly just the wife—to Paris whenever I wanted. And maybe we’d even fly business class.






CREDIT VS DEBIT


When the gas station attendant asks “Debit or credit?” use the credit card.
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Here’s why: Pay with a credit card and the exact amount you charge will get posted to your account. A few weeks later, you’ll get the bill. But if you swipe the debit, some gas stations will put a “hold” on as much as $75 in your checking account, and leave it there for a couple of days, until the gas station reconciles its accounts and transmits your actual purchase to the bank. That money isn’t available for you to use, meaning you can get hit with overdraft charges for subsequent purchases—even if you have enough money in your account.



CREDIT


And gas station charges are peanuts compared with what a hotel can charge. In addition to the actual costs you will incur—such as the nightly room charge—the hotel will sometimes estimate incidentals (room service, minibar) and put a hold, or “block,” on enough cash to cover those expenses. The worst move is to check in to an expensive hotel with a debit card, and then pay the bill at the end of your stay with your Visa. The card-issuing company might hold the block for as long as 15 days, unaware that you paid with a different card. Spend five nights in a $200 hotel room, and, when the phantom incidentals are added in, you could lose access to $1,200 of your own money for half the month.


[image: image]




ANOTHER REASON TO USE A CREDIT CARD


So you thought you got a great deal on that flat-screen TV you bought online. But when the big box arrives, the giant LCD screen has a lightning streak–shaped crack running right down the middle. If you paid with a credit card, no problem—dispute the charge and stop payment. But if you used a debit card, that money left your bank account the moment you hit the “check out” button on cheapoTVs.com. Eventually you should get your money back. But who needs the hassle? For online and mail-order purchases, always use credit.





IN DEFENSE OF DEBIT


Like fine wine and chain saws, credit cards can be dangerous if used irresponsibly. With a debit card you can’t spend more than you have. No such restrictions hold back the big spender with a credit card, and Americans have a collective $800 billion in credit card debt to prove it. So if you can’t control your spending, you may be better off cutting up those credit cards and sticking to cash and debit. Then you can’t spend money you don’t have.






TAKE OUT A STUDENT LOAN VS SKIP COLLEGE
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TAKE THE LOAN


Even while the Great Recession seems to have prodded Americans to increase savings and reduce borrowing in other areas, they are racking up crippling levels of debt to pay for college. Worse, others are performing a quick cost-benefit analysis and deciding it is not worth it.

But as financially painful as college can be, not going to college is even worse. At the time of this writing, unemployment was just over 9 percent. But that number masks the education divide: For workers over 25 years old with a bachelor’s degree or higher, the unemployment rate was only 4.3 percent.

So really, the only question is: How much college can you afford?

It’s far from an exact science, but a good place to start is to consider the earning potential in the student’s chosen field. Ray Martin, a New York–based financial planner, ran some numbers: On a $24,000 loan (the national average) with a typical 10-year repayment plan, the monthly payment would be $276 per month for 120 months. By the end of repayment, you would have paid back the $24,000 principal plus $9,143 in interest, for a total of $33,143.



AVOID A DEFAULT


Check graduation rates at the schools you or your kids are considering. The lower the graduation rate, the higher the student loan default rate. Keep in mind that for-profit colleges have lower graduation rates, and students tend to have larger loans and higher default rates.



If you’re an economics major with a bright future in finance, that repayment schedule is cake. If you’re studying to be an elementary school teacher and the district isn’t hiring until next year, it could be a stretch. Take cost into account when choosing a school, and focus on the quality of the education, not the prestige of the diploma. Remember, you can’t escape student loans, not even in bankruptcy. But you might be eligible to have a portion of your loan forgiven if you take a public service job.

So once you accept that student loans are necessary evils, focus on borrowing as little as possible and keeping interest rates at rock bottom. You’ll want to stick to subsidized loans. These loans are awarded based on financial need and you won’t be charged any interest until you begin paying the loan back as they are “subsidized” by the federal government. Students should look into Stafford loans, which have a fixed, low interest rate and generous repayment options. Parents who want to help can take out a federal PLUS loan.





SEE THE WORLD VS GET A JOB


[image: image]


SEE THE WORLD

Much of this book is dedicated to coherent, mathematically sound arguments for getting you to eat your peas. And because much of the rest of your life will be dedicated to eating those metaphorical peas, now is the time for that last fistful of fries. As you reel in the years, the professional achievements, and the family milestones, you will also accumulate responsibilities. They are all worth it, but they’ll tie you down. Even Jimmy Buffett doesn’t really live in Margaritaville.

So if you’ve just graduated from college, you have an opportunity that you will probably never have again. Assuming you can dig up a little cash, you can get on a plane and fly absolutely anywhere in the world you feel like going. Depending on your budget, you can live in hostels or teach English or join the Peace Corps or head to Spain and trek the Camino de Santiago de Compostela.

Sure, there are trade-offs. You’ll need to support yourself. You probably won’t be starting your retirement savings account this year. Your nose-to-the-grindstone colleagues will have a professional year under their belts by the time you join the firm. And you’ll need a good answer for the interviewer who asks what you’ve been doing for the past eight months.

Why not try telling her the truth: It was, indeed, scary to put your career plans on hold. But, you explain, now that you’re back in the U.S., you often think back to that morning, standing at 18,000 feet on the ridge of Kala Patthar at sunrise, when the sherpa’s daughter thanked you for building a sewer system for her village. And you realized that before you moved in, the little girl spoke no English, and on that morning she wouldn’t stop talking. And you realized it was a once-in-a-lifetime chance not only for you, but for that little girl, too. And you wouldn’t trade that moment for anything.

And the interviewer will say: “You’re hired.”





SPEND IT VS SAVE IT


As a young reporter at a local newspaper, I supplemented my (meager) income by writing freelance stories and shooting photographs for Newsday, which back then was one of the biggest papers in the country. My primary goal was to impress an editor enough to get a full-time job, but in the meantime it was great to get those checks in the mail, for $75, $100, even $150 each. Found money! Which soon became lost money. I must have spent it on something, but I have no idea what.
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BOTH


It took me years to learn that I was making a very common financial mistake, which is to increase spending in lockstep with income. In the best-selling book The Millionaire Next Door, the authors Thomas J. Stanley and William D. Danko reveal that the key to building wealth is not to earn a lot—many high-earners live paycheck to paycheck—but to spend less than you earn. It’s comically simple in theory, incredibly hard in practice, and devastatingly powerful if you can pull it off.

Unfortunately I realized none of this at the time, but late one summer afternoon, after filing a story that I thought was particularly good, it dawned on me that I had absolutely nothing to show for those checks. So from that day on, I saved every freelance dime, and invested the money in a pair of mutual funds. Eventually I got the job at Newsday, and met my future wife there. Those mutual funds were part of our down payment on an apartment.

While it’s easy to preach the virtues of saving, it’s hard to practice it. One reason is that the pleasure you will get from buying a latte in the morning is so tangible, and yet the benefits of putting the money away are hard to taste. How much will it grow? How will you spend it? Will you even live that long?
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