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For my mother

And in my father’s memory






Introduction



I’ve had this book in my dreams for many years. It’s the heart and soul of everything I’ve learned about handling personal money well.

The big thing I’ve learned is that managing money ought to be simple—and can be, as long as you get the principles right. In the money world, “simple” turns out to be sophisticated. You’re skipping the bells and whistles that are a waste of time. If a salesperson shows you a gee-whiz but complicated financial product, you can be sure of two things: You don’t need it and it’s overpriced. You can get the same result with something easier, wiser, and lower-cost.

I didn’t realize this when I started reporting on finance and investments. I dug into details, tried new things, tested every approach. I put my own money (meager savings, back then) into some of the bright ideas and products that the “experts” praised.

Big mistake! As time passed and I tracked results, I saw that those products were mostly guff. On the surface, they looked convincing, exciting, and even no-lose. Underneath, they were just a way of making banks, brokers, and insurance companies rich at my expense.

I learned something else as I went along. A few brilliant people (and companies) were creating—and are still creating—a handful of financial products and strategies that really work. Even better, they’re honest, straightforward, and fairly priced. You can put them into effect yourself, certain that they’ll serve you well. You don’t even have to mind them every minute because they mind themselves.

This short book explains them all. I’ve chosen the best savings and retirement plans, the best mutual funds, the best mortgages, the best college savings plans, the best life insurance, and the best ways of making them all work. I know their worth because I use them, too. They’re combined with a strategy for automatic investing and saving so that you can manage your money in your sleep.

You have other financial options, of course. I’ve left them out deliberately, to make your planning easier. None are any better than the ones you’ll find in the following pages. They’re just different and may suit certain special circumstances. They also require more time, effort, and study to produce the results you want. For all the details, see my best-selling personal-finance guide, Making the Most of Your Money. (My thanks to Consumers Union, which rated it the best one on the market.)

This particular book is designed for people who don’t want a lot of details, just great ideas and reliable results. You’re busy, with your job, family, pastimes, friends. You want to do right by your money without having to think about it much. Happily you can. The strategies here are based on sound principles and common sense. Above all, they set you free so that you can get on with all the things that matter more. That’s my real dream. A world where you can trust your financial plan enough to forget about it, and give your mind and heart to the joys of life.

Jane Bryant Quinn
New York
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1. Getting Started

Why Am I Even Reading This,


I Don’t Have Time!




I think I can change your financial life, from muddle-along to easy, permanent success. That’s why I wrote this book.

“Easy” sounds phony but trust me, it’s not. Of all the ways of managing money, nothing beats the simple ways. I’ll go even further—the simple ways are not only smart, they’re also the most sophisticated. It takes a clear head and a wise eye to distinguish the good from the bad in the confusing world of personal finance. Only the good can make you financially secure.

From experience, I know how much time it takes to find the financial products that work the best, and time is what nobody has today. The path of least resistance carries you toward the usual stuff that the money industry sells—investment, insurance, and banking products with high (and often hidden) fees. They’re what most people buy, so you figure they must be okay.

I wish that were so. When you really study this subject, as I have, you learn that what’s on offer is mostly mediocre and sometimes downright bad. The products are expensive, which wastes your money. They’re often complicated, with risky angles that you didn’t know about. If you pick your own investments, you may choose things that don’t go together well, leaving big gaps in your security fence. If you buy from brokers and planners who earn commissions, you may find yourself trapped in a poorly performing product that you don’t understand. Even your company’s 401(k) may be stuffed with losers. Maybe everything will still work out, but maybe not. No wonder so many people feel a little bit anxious about their money, and out of control.

It doesn’t have to be this way! Managing money isn’t hard as long as you keep it simple. Not only are simple products, er, simple to understand, they cost less, gain more in value, and leave you more secure. In this book, you’ll find the most straightforward, sensible products and strategies I know—and in case you’re wondering, I use them all. In fact, they’re all I use.

Why am I so sure they’ll lead you to success? Because simple systems fit into our busy daily lives. That’s where lots of personal-finance advice falls short. You’re expected to morph into some kind of expert—a lover of picture-perfect budgets, a student of stock price/earnings ratios, a sponge for new financial terms. If you could do that—or wanted to—you’d have done it already. Maybe you’ve even tried, by reading other money-management books. If so, I know what happened. You underlined sentences, made some notes to yourself, and then went to the movies. Maybe you tracked your spending for a couple of weeks before giving up. You thought about fixing your 401(k) but your mind (or gut) still clenched. Given this history, you assume you’re a failure—a klutz who’ll never be any good at personal finance.

Not true. To start with, you’re smart (this isn’t a “dummies” book). You’re good at your job, wise about your children and friends, and know about stuff that mystifies me—airplanes, synthesized music, quarks, patent law, ultimate Frisbee, cooking (yes, cooking). You’re perfectly capable of managing money, if only it interested you. But it doesn’t, so you defer, denounce, deny (and worry in the night).

This book understands that. Good financial planning builds from your personality up. To gain control of your money, your strategies have to fit you like a glove, so you know—without fretting—that you’re doing the right thing. You need a program you can practically write on the palm of your hand. One that takes into account the distractions and inertia that embody normal life.

Including my normal life. Money is my business but it’s not my hobby. I think, talk, and write about personal finance all day. After hours, I want family and friends. I’d rather read a John Grisham thriller than settle in with Sidney Homer’s History of Interest Rates. All my bills get paid on time and I glance at the monthly totals on my investment statements. I may make a change in my mutual funds (usually later than I should have). Generally, however, money management lies near the bottom of my list. I don’t have the time to spend. Well, maybe I have potential time, but I’d rather spend it on things I find more fun. And the same with you.

Happily, you can get away with it. You can give just a nod to your finances and still do better than your friends who play with their money all the time. Playing around leads to mistakes. “Hands off” is one of the easy-money rules that works. The key is to start off right: Buy good insurance and set up an automatic system for saving, investing, and clearing your debts. After that, your finances can run themselves while you get on with the rest of your life.

A Hymn to the Simple Financial Life

Most of us can manage wonderfully, using just a few strategies and tools. That sounds crazy at first. All financial advertising tells us we’re incredibly special, needing products that have to be tailored to us personally. A smiling “financial adviser”—a wizard, by implication—stands ready to steer you through the mysteries for a fat, though often hidden, fee.

Pooh. The only wizard that Wall Street resembles is the Wizard of Oz. Out front, a mighty voice and megaphone; behind the screen, an ordinary person trying to impress. Financial firms love to make investing look complicated, so you’ll need their help. But all good financial advice springs from the same short list of principles that you already know: Save more, borrow less, pay attention to taxes, invest regularly, diversify, limit risk, and hold down fees. You can do that yourself, without a wizard in sight.

Once you start looking into easy ways of managing money, you’ll get two big surprises.

First, you don’t need discipline. Save your discipline for your diet, where you’ll need it more. You can set up your finances so you’ll get rich (or at least rich enough) without thinking about it. You can reach this comfortable goal on an ordinary salary, without hitting the jackpot in business or investing in a lucky stock. You don’t even need a financial adviser to help. All the tools exist to do the job properly, while you sleep. You just have to trigger them and then yawn off.

The second surprise is how few things you really need. Sure, there are thousands of financial choices out there in Money World, but when you look at them closely you find that they’re mostly fluff. It’s a world of copycat mutual funds, funds whose high fees will demolish your returns, seemingly safe (but actually risky) investment annuities, costly insurance policies, mortgages that never end—all salable products, but often stupid and sometimes even deceptive. You even have to be careful with useful investments, such as low-fee mutual funds. There are too many to choose from, especially in your 401(k) or Individual Retirement Account, and it’s easy to make mistakes. When you can’t investigate every investment, or don’t have a basis for choosing, you often put off making any choice at all. Or you don’t revisit choices you made ten years ago because—as usual—you have no time.

To cut through the clutter and help you make good, new decisions fast, I’ve made a short list of things that work. They’re not money “basics”—this isn’t a kindergarten class. Just because something is simple doesn’t make it naïve. In fact, this book’s investment strategy is pursued by hundreds of major institutions that invest billions of dollars of workers’ pension money and college endowment funds. The strategies for insurance and savings are endorsed by top academics and financial planners.

I’m not proposing a cookie-cutter system, with just one plan for everyone. Life is personal. We all make choices with our money. What I’m saying is that the list to choose from—the good list—is surprisingly small.

There are just two little secrets to personal finance. First, managing money isn’t hard. Sure, you can complicate it, but why would you want to? Lots of evidence proves that the simpler things work better than the alternatives touted by the Great American Financial Sales Machine. Once you’ve cleared your mind of what Wall Street says, you’ll hit on the other little secret: You don’t need what they’re selling! Difficult to believe, I know, but true. You can ignore almost every financial ad you see and everything your friends boast about when they talk money (remember, some of them lie!). This program works better, and with less risk.

Your New Life: Getting Started

You don’t have to start by getting organized. If you ever catch me in organization mode (filing bills, cleaning closets, sorting the piles of paper on my office floor), you’ll know I have something hard to do that I’m putting off. You’ll eventually want to track your net worth and create good financial files, but that can come later. It’s best to begin with something that moves the ball down the field right away.

So surprise yourself by discovering what financial products you already have. This might require some excavating. You’ve probably forgotten some of the choices you made in earlier years. Many spouses and partners don’t know what decisions the other has made—not because anything’s hidden but because you haven’t thought about it much. On the retirement front, you might be ignoring your 401(k) or other investments, crossing your fingers and hoping for the best. But by letting things ride, you give up on the chance of making them better. You might even find that your situation isn’t as wiggy as you feared, just not well enough on track. If you truly haven’t been doing enough, it’s never too late. Or almost never. All you have to do is start.

So…make a pile of your latest financial statements—bank accounts (checking and savings), debts (mortgage, home equity line, credit cards, and any other), insurance (life, homeowner’s, auto, disability, umbrella—the amount and type), retirement accounts (what the plans are worth and how much you’re contributing), any college savings, brokerage house and mutual-fund statements, real estate holdings, and other investments.

List all your debts—the balance, the interest rate, and how much you’re paying every month—then set that part of the pile aside (don’t even add it up, if that will scare you off).

Now for the interesting part. List all your investments and insurance policies, along with their current value. If you don’t know their value, an approximation will do. Next to each item, write down why you own it. Something simple is enough. “I own life insurance to protect my family if I die.” Or, “I chose this mutual fund because it’s a growth fund and I want my money to grow.” Or (be honest, here), “I bought 5,000 shares of Weirdo General because a guy told me it would triple.” If you know more, put that down, too. For example, “I chose this mutual fund because I looked it up and it did well over the past five years.” If you have no particular reason for owning something on your list, that’s fine, too. Just leave it blank.

Or rather, leave it blank for now. This is your starting place. The idea is to fill in the blanks as you proceed, chapter by chapter, through this book. You’ll be amazed at how helpful the “why do I own it” question is going to be. Asking it (and working out better answers than you had before) will do three wonderful things. (1) You’ll reflect on whether you need that particular item at all (maybe Weirdo General ought to be dumped). (2) You’ll nail down, in your mind, what that product is supposed to contribute to your life. (3) You’ll start thinking about whether it really meets your goals and, if not, what to substitute. Some of the financial products or services on your current list you’ll find you definitely want to keep because they exactly fit your needs. Other things you will probably change because you’ve found something better.

As you make your decisions, you should record more detailed answers to the question “Why?” For example, instead of saying you own life insurance “to protect my family,” you’ll write something like the following:

I bought $900,000 worth of term insurance from Neverfail Life Insurance Co. to support my family if I die. I figured that my spouse will need $35,000 per year for 20 years, to supplement his/her salary, plus $100,000 for each child’s higher education. At age 55, I’ll check to see if I still need coverage and, if so, how much.


Does that sound too complicated? Don’t worry, you’ll easily figure it out when you read Chapter 4. By recording these details, you’ll have more than a mere life insurance policy—you have an insurance plan. Here’s another example: Next to “401(k),” you might write:

I’m contributing 7 percent of salary. When I get my raise next March, I’ll go up to 10 percent.


Bingo, that’s another plan. You can tell your computer’s calendar to remind you about your decision next March, or write it on the wall or desk calendar you use.

These notes have a very practical purpose. They help you keep track of your thinking process, which will be important when you forget (again!) why you made a particular choice. And don’t worry, everyone forgets, me included. That’s what happens when you have a busy life. At some point in the future, you’ll have a new question about your personal finances. When you check back, this list will put you into the picture right away. It keeps you in control of your money and your plan. If something needs changing, you can pick up from where you left off without starting the “why” process all over again, from scratch. These notes can also be terrifically reassuring if—in the dark of night—you start wondering whether you’ve done the right thing. Let me say right here, that answer is going to be yes. When you’ve thought about why, you’ll almost certainly be on track.

On which track? Toward your goals, of course—so after you’ve finished this list, start another one headed “Goals.” We all have goals, but they generally live only in the backs of our minds. That makes it all too easy to get sidetracked into stuff we hadn’t intended. To make things happen, you need to put your goals front and center. Frame the question this way: What are you working for? If all your money goes out the door for groceries, credit cards, entertainment, and the electric bill, you’re always working for someone else. To work for yourself as well, you should deliberately set some of your income aside for the specific things you want.

So list your personal goals, along with a time frame for achieving each one (don’t break your head on the time frames; terms like “soon,” “in a few years,” and “way out there” will do). The goals labeled “soon” might include a new car, a vacation, a first house, clean credit cards (no consumer debt—what a concept!). “In a few years” might be college tuition or starting your own business. Retirement might be “way out there.” It depends on your age and life events. You’re going to find this list a huge help when you reach Chapter 7 and think about how to arrange your savings and investments. For each time frame, there’s a perfect place for your money to be.

Pulling together your key financial records and making these two lists shouldn’t take more than three or four hours (two, when you know where your records are). Then you can go to the movies. If you already have a good filing system, add a file labeled “Goals and Decisions” or some such thing, where you’ll put your notes, or keep them in your computer (with a good backup!). If your records are in a jumble, keep the pile you made today in a single place. You can work on your filing system later, as you start to consider what to do.

To make the smart changes you’re looking for, you first need to learn the rules of the financial road. It won’t take long. The rules are the same for men and women, singles and marrieds, the young and the old. Simple solutions work especially well for spouses and permanent partners who haven’t thought about coordinating their finances (or haven’t been able to agree). Clarity helps create trust, in yourself and each other. That leads you to a better place.

I’m not promising that you’ll end your working life as a millionaire (although that could easily happen, with steady savings and smart investing). I’m not promising that you’ll be able to retire at 55 (also possible, but do you really want to?). What I can promise is an end to that nagging worry that you’ve overlooked something, chosen badly, or made a big mistake. You won’t be investing blind or overpaying for bad advice. There are plenty of “wrongs” in personal finance, but not on this short list. Using it, you’ll be okay—in fact, better than okay. You’ll retire with good money and, in the meantime, feel secure with the choices you’ve made.

Temptation always rears its head. We can’t help but dream that, somehow, some financial pied piper can pipe $100 bills into our bank accounts. Somewhere, we think, there exists a genius who’ll whisper the secret of tripling our investments in a year. This broker, that newsletter or message board, a “miracle money manager” who supposedly made your cousin a fortune—one of these gurus (you imagine) will put you on easy street. Don’t believe it. That’s Wall Street legend, urban myth. A few people win the financial lottery, but that’s usually luck, not foresight or skill. You can’t predict that any particular mutual fund or investment adviser will make it happen. In real life, no one but you can buy your ticket to success.

So it’s time to act. Every chapter in this book gives you things to do and ways to do them, to build your financial security. You’ll also free yourself from the common fears that come with money decisions. Will you make a big mistake? No. Will you understand what I’m talking about? Yes. Will you lose your money? No. Will you come to see that you’re a fabulous manager? Maybe not, but it doesn’t matter. This plan manages itself. To beat your normal, human inertia—the urge to leave everything as it is—leave this book on your desk or hall table, so it will give you a kick.

Maybe you won’t make these changes because you think I’m nuts. I am, in a way, in my drive for the simple financial life. But I’m here at my keyboard, yelling in print, because I know this system works. I have covered personal finance for, um, many, many years. I’ve watched fads come and go. I’ve seen trusting investors lose their money in bubbles while others made money the old-fashioned way. I’ve talked to the best people in the financial planning and investment worlds, and usually found that they manage their own money simply, too. I’ve tracked these rules of personal finance over decades, which is what gives me such confidence in them. One last thing I can promise: You’ll find nothing in this book that I don’t do myself.

These are my first rules:

Only a few things work, and they work really well.

If you set up a system that runs automatically, you can’t fail.

Success comes from starting right, then keeping your itchy fingers off.









2. Spending and Saving

I’m Too Busy to Budget,


Fuhgeddaboudit




No problem. You don’t have to budget, or most of you don’t. It takes too much time. It’s picayune, boring, and a drag. When you’re busy (heck, even when you’re not), you don’t want to bother adding up your bills week by week to see how you’re doing.

I’m not saying budgets don’t help. They’re critical if you’re living paycheck to paycheck, running up debt, and can’t figure out why—about which, more later. Preparing a budget may also create an “aha!” moment, when you’re amazed to see how much you’re spending on fish tanks or gourmet beans. But right now, you want to get started—and without all that daily adding and subtracting that’s such a pain. Life often interrupts that kind of budgeting. You lose receipts, your record-keeping crumbles, and you abandon the project.

So forget the classic budget for ordinary use. It’s not even the real thing you need. You need what a budget achieves for you—namely, managing your spending so you can save more money for the rest of life (remember your list of goals?). Budgets are merely a tool for getting there.

I have a better idea: automatic saving. That does the basic budgeting for you, without the need to write down the coffee and doughnuts you buy in the morning or make imaginary spending plans (so much for “clothes,” so much for “golf,” so much for “veterinarian”—as if you could predict when your dog is going to need a hip replacement). It takes time and research to figure out how much you’re likely to spend on each function, let along having to juggle the books because you golfed too much this month. But adjusting your spending by saving money is as easy as rolling down a hill.

Before I explain, let me insert a short commercial for saving money. You’ll never get anywhere if you’re spending more than you earn. You’ll have a great ride—vacations, furniture, cars, every possible new gadget. Your neighbors will think you’re richer than they are, which I guess is the point. But the only chapter you’ll need in this book is the one on managing debt. Any sudden change of life (serious illness, job interruption, divorce, forced retirement) will knock you down. Even if nothing major happens, you’ll lie awake worrying about bills. Overspenders trust the Good Retirement Fairy to wave her wand and turn a meager 401(k) into a fortune. But the fairy retired and is living happily on her trust fund. On the success scale, steady saving wins.

The Secret of Saving Money, Revealed

How do you save, given all the pressing expenses of daily life (fish tanks and so on)? Here’s where the “simple” part comes in. You save by deliberately moving some money out of your checking account and into savings every month. Well, duh! But wait, there’s more. When you have less in your checking account, you won’t spend as much. You’ll trim your expenses, here and there, without even thinking about it. It’s automatic budgeting—as easy as that.

To get in the groove, arrange for a sum to be taken routinely from every paycheck, for savings and investments. You’ll almost certainly spend all the rest of your pay, but your daily expenses will adjust themselves, magically, to the amount of money in your account. You will budget mentally, without having to write everything down.

Okay, I hear it. You’re saying, “You’re nuts. I can’t save any more. I need my whole paycheck to pay my bills.” Believe me, I understand the feeling. In fact, I’ve been there. That fear just happens to be wrong. There’s always some money to spare, even in a paycheck-to-paycheck life. I can’t explain it. All I know is that spending adjusts, up or down, for the amount of money available. By putting less cash at your fingertips, you’re instantly ahead of the savings game.

I learned this in my twenties when I was a single working mother, struggling and not saving a dime. A friend advised me to sign up for the company retirement account and I said, “Not a chance, I can’t afford it.” He persisted until, with fear and trembling, I agreed to have 5 percent taken out of each paycheck and saved. What happened then? Nothing happened! I didn’t consciously buy any less or get behind on my bills (or any more behind). My life didn’t change, except that I started building my first little pot of savings. The hidden discipline of payroll deduction picked up the dollars that—even on my limited earnings—slipped through my fingers without a trace. I became a convert. Gradually, I raised my savings to 7 percent, then to 10 percent, before I felt a pinch. (That pinch kept me at 10 percent—for a while, at least.)

Why does automatic budgeting work? Beats me. Some quirk of mind lets you forget the money that’s out of sight. You act as if what’s in your checking account is all you have. Somehow, you offset your savings with little spending cuts that become part of your everyday household calculus. In a month, you’ll find yourself living below your means without thinking about it. That’s the only place savings can come from—the slice of your income you don’t spend.

How much should you save? If you’ve picked up this book, you can easily save 5 percent of the money you earn. Despite student loans or dry-cleaning bills or rent or baby showers or gas for the car, you can save 5 percent. If you earn $40,000, that’s $2,000 a year—roughly $38 a week or $5.50 a day. (Figure your savings on your gross pay, not your net after tax.) On earnings of $80,000, a 5 percent savings rate gives you $4,000 a year—roughly $77 a week or $11 a day. At $120,000, you’d save $6,000—$115 a week or $16.50 a day. If you feel that you’re living on the edge, even these modest amounts may sound impossible. But remember, you’re going to take this money out of your paycheck automatically. Your spending will shrink to fit.

In theory, of course, spending doesn’t have to shrink. You could keep up your usual shopping (for a while, at least) and run up bigger credit-card bills. But oddly, people generally don’t. We’re all creatures of habit. If you normally limit your credit-card debt, you’ll keep the same limit even when you’re saving more. If you always pay in full each month, that pattern won’t change. The magic of automatic saving spreads its aura, even over plastic. Sometimes debt bumps up a bit during the first or second month of a higher-savings regime, but your internal bean counting will soon bring it back to normal.

Saving 5 percent is just a toe-in-the-water start. Skip as fast as you can to saving 10 percent—an easy goal, even if you don’t think so at first. Most people can save that much and not really notice. That’s why 10 percent has been the eternal tithe. It’s especially easy if you’re contributing to a company 401(k) plan and your employer matches the money you put in. Your employer’s contribution counts toward the 10 percent.

To retire well, however, you need to save more than 10 percent. The mutual fund company T. Rowe Price figures that, for a decent (not sterling) retirement, a 30-year-old with no savings should put 11 percent of earnings away. If you put off saving until you reach 40, you’d need to save 21 percent. That’s a lot, even with an employer contribution—especially if you have kids to educate. The older you get, the harder reality bites. You can save more, but it takes a major adjustment in your standard of living. As you pass 50, you should at least be hoarding (not spending) the growing value of your house. That’s a ready-made nest egg, to be tapped if your retirement income isn’t as great as you’d hoped. Slow savers should add to their life plan a daily prayer for good health. To pay your bills, you’ll probably need to work until 70 or later.

Early savings are worth more than later savings. Not that I’m knocking later savings—you need them, too. But the sooner money gets put away…well, you know the end of that sentence. What you may not know is how much that really means in cold, hard cash.

Take a look at the table on the next page—the tale of the Early Saver versus the Late Saver. Ms. Early puts away $1,000 a year at 5 percent for 15 years—$15,000 in all. After that, she quits saving and leaves her money alone to build. Mr. Late fritters away his money for 15 years, then gets religion and starts saving $1,000 a year, also at 5 percent. Forty years later, Mr. Late has deposited $40,000 but hasn’t caught up with Ms. Early—and never will! Ms. Early will pull further ahead of him every year from now until the Third Millennium, even if she never saves another dime.

Why does this happen? Simple, old-fashioned compounding, nothing more. In Year 1, you earn interest on your savings, which fattens the size of your account. In Year 2, you earn interest on that larger amount, which fattens (or compounds) your savings again. In Year 3, you earn interest on that even larger amount, and so on and so on forever. Ms. Early’s annual interest income grows so large that it stays well ahead of all Mr. Late’s deposits. Time is money. You can read it on the next page.


HOW THE EARLY SAVER BEATS THE LATE SAVER

I wish I could give this chart to every young (and youngish) person walking down the street. It applies not only to cash savings but also to investments in a retirement account. The earlier money goes in, the more it can earn for you.
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SOURCE: Richard L. D. Morse



A Little Bit of Budgeting

Once you push your savings above 10 percent, you’ll probably have to make some deliberate choices. Some of you still will be able to budget in your heads, even while saving 15 percent of your savings and more. Others will need a spending plan to work out your priorities. You’ll definitely need a plan if you’re running on credit cards and hope. You also should make a plan if your income drops—say, you’re quitting a job or getting divorced—or if you see big expenses ahead. You need a peek at what you can and can’t afford.

I warn you that real budgeting involves homework. You have to find out what you’re spending now (you only think you know). When you add everything up, you’ll be surprised at how much you lavish on family favorites—clothes, eating out, entertainments, gadgets, gardening, whatever. There’s no need to cut all these things out. You’ll simply find cheaper substitutes, once you’ve raised saving and investing to a higher spot on your priority list.

Often, just making the plan is enough. Once you’ve examined your spending, you’ll know exactly where and how much to cut. Raise your automatic savings by that amount, to supply the discipline.

To make a formal plan, dig out the records of what you spent in the past six months—your check registers, bank statements, and credit-card statements (you keep them, I hope). It’s even better to look at a year’s worth of spending, but six months will do. Break your expenses into categories, such as “mortgage,” “electric,” “school tax,” “life insurance,” “gasoline,” “gifts,” and so on. Be specific. Instead of “clothes,” list “his clothes,” “her clothes,” and “kid’s clothes.” (You know how to do this. I don’t have to go on.)

While you’re listing expenses, use a marking system to help find possible spending cuts. Put an E next to essential items, such as mortgage or rent. Put an F (for fun) next to things you don’t need but that seem basic to your happiness. Put an X next to purchases that, on reflection, you could have lived without. Couples should work on this list together (the Xs may be the hardest part). You’ll be surprised at how big the X number is (the food dehydrator? the sixteenth pair of sexy shoes? the Acura instead of the Honda?). That’s the kind of spending to dump—intentionally, if you’re making a plan, and instinctively, if you’re managing your money by ear. On the Fun list, look for substitutes. You like to eat out with friends, but could you have them over for spaghetti instead? Could you and your siblings agree to quit exchanging holiday gifts? As for your Essentials list, it’s not as immutable as it looks. You can refinance your mortgage, buy cheaper life insurance, or turn down the thermostats.

You should also spend a couple of weeks tracking the cash you walk around with, especially the credit cards that walk around with you. Plenty is written about the “latte factor.” If you’re paying $3 every day for expensive coffee to drink at work, and cut it out, you’ll save $780 a year toward a retirement plan. But c’mon, cheap coffee costs $1.50, so you’ve really saved only $390 while hating it every minute.

The latte factor isn’t your problem. The question is, what shops do you pass to and from the coffee shop? Do you walk to a bus or subway and see the perfect pink handbag in a store window? Do you steer your car toward an electronics shop for a bit of gear? Whether you go to a workplace or not, what else are you buying while you’re running personal or household errands? Male or female, you can find your eye lighting on a dozen spending ideas. Stores, catalogs, online shopping sites, TV shopping, everything tempts. That’s what to track over a month, including the cost of eating out, ordering in, and buying food you never use. Everyone can get a little sloppy with cash and it’s smart to notice. But what’s squeezing you is the big stuff that you ladle onto your credit card. Try raising your annual saving by the amount of money on your X list. That won’t limit your style: it will simply, and profitably, limit the things it occurs to you to buy.

You can probably stop there. You’re now saving more money and know which shop windows to avoid.

For a more formal plan, you have to put written caps on your spending, keep your receipts, and check every couple of weeks to see if you stuck to the rule. That’s even more homework, and some people learn to love it. If you hate it, however, it needn’t last very long. Once you’ve recognized the black holes in your spending and made a serious effort to plug them, you’ll get used to the change without tracking the dollars all the time.

Now for the hard cases—people drowning in debt and deep in denial about their financial lives. They’re saving little or nothing but can’t jump off the bobsled they’re riding downhill. Typical stories are couples in their thirties or forties who make a good living but spend it on status. Their house is too big, their mortgage too high, their vacations too ritzy, their credit cards too stretched, and they can’t understand why it’s so hard to live on what they’re making. Or maybe you’re single, living high while struggling with big student loans. To dig yourself out of a hole like this takes some serious self-examination. If you’ve tried and failed to reorient your life, turn to a financial planner—not one who sells financial products on commission, but a planner who charges only fees for his or her time. (For more on planners, see Chapter 8.)

When a planner enters your life, your homework balloons. You’ll have to track every nickel of spending, confess to the size of your debt, compare your bills with your monthly income, and tote up the value of your investments (including those doggy stocks you’re so very sorry you bought). The planner will crunch the numbers to show you the meager retirement you face unless you make a change, and where your excess spending lies.

Reordering your priorities goes well beyond budgets. Now we’re talking life change for people who haven’t been able to face the facts—downsizing to a smaller house, budgeting for health insurance, giving up on private schools. Most of you aren’t in this sort of pickle. But when you are and can’t fix it yourself, the right planner is your fastest route to financial health.

Fast and Easy Financial Tracking

Some people budget the old-fashioned way, by putting a fixed amount of cash into envelopes marked “groceries,” “gas,” and “vacation fund.” Others use budget books and spreadsheets bought at an office-supply store—devoting one column to “planned expenses,” another to “actual expenses,” and a third to “oops.” But you can chop the paperwork by going electronic.

Start with online banking. Fifty-three million people—one-fourth of all adults—now bank online. You should be among them if you own a computer, if your bank offers the service (most do), and if you have more than a handful of bills each month. My computer-allergic husband used to handwrite checks to pay the bills. When he died and I took over the job, I hated the hours it took to write and stamp and mail, let alone keep track of the balance in the check register (ugh). So I called my bank, signed up for free online banking and bill-paying, and breathed “whew.”

I’m not a computer adept, so trust me when I say that online bill-paying isn’t hard to learn. To set up your system, you simply enter the names and addresses of the various places you buy from (it helps to have someone read them to you while you type; it also helps to have your brother do it for you). Now I pay bills every couple of weeks. Click on my bank account, click click click on the names of the people and stores I owe money to, fill in the amounts, click OK, and off they go. Your payees don’t need online accounts themselves. The bank simply mails them a check. I still write a few checks by hand, but only to people I don’t expect to have to pay again. You can also receive bills through your online account; several hundred companies stand ready to send them electronically, if asked. You view your bills and pay them whenever you want.

Something else I like about online banking—it ends your struggle with your checkbook. Click, your current balance shows. Click, you see the cash you withdrew from the ATM. Click, you get a list of the people you’ve paid and the checks that haven’t been cashed. Click, you see the remaining balance after you’ve paid your latest bills. Click, you transfer money from savings to checking and back again. Click, you set up or cancel automatic payments to cover your regular bills—mortgage, insurance premium, car lease, utilities. Click, you see that your paycheck arrived (most employers will deposit it electronically).

If you haven’t tried online banking, you’ll be amazed at the time you save. You’ll pay your bills, then toss off a few games of solitaire before moving on. Best of all, there’s no need to balance your checkbook any more or, if you didn’t anyway, no need to keep checking balances by phone or at the ATM. All ATM withdrawals show up automatically, so you can’t forget them. I do keep a written tally of the few checks I write by hand, so I know how much remains outstanding and can subtract it from the balance that shows online. You might want to keep a similar tally of debit-card transactions; sometimes it takes them a while to hit your account.

What about security? Some of you avoid online banking because you’re afraid that hackers will reach through cyberspace and steal your money or your identity. I have good news and bad news. The bad news is that big-time thieves usually steal identities wholesale, not retail. That is, they attack the central computer where stores and other companies keep their customer records, rather than try to decode individual passwords. You’re vulnerable to ID theft whether you bank online or not, so you might as well do it. Banking sites are among the most secure, and that’s the good news. If someone steals money directly from your account—say, by lifting your ATM card and PIN—the bank is responsible, just as it would be for a forged check. You’d have to persuade the bank that the culprit wasn’t your teenager or spendthrift spouse. But, again, this could happen whether or not you use an online bank account. The bank will definitely pay if its own security is breached.

Smaller banks and credit unions may not offer online accounts. For bill-paying, you can turn to companies such as CheckFree (a free service) or PayTrust (for about $5 or $13 a month, depending on the package you choose).

To budget electronically, get one of the two leading financial programs, Quicken or Microsoft Money. These take more time to learn, so they’re recommended only for people who love to cuddle with their computers. The initial setup isn’t a walk in the park. But once everything works, you’ll have a budget spreadsheet on-screen, listing all the usual categories (“mortgage,” “clothes,” “restaurants,” and so on). Some of your spending has to be entered by hand. Some can be downloaded automatically from your accounts at major banks and credit-card companies. When you have up-to-date records, you just click to compare your actual spending with what you budgeted. Click, to see what you spent in various categories. Click, to show all your tax-deductible expenses. Click, to project next year’s spending and saving compared with next year’s expected take-home pay. To make these programs useful, however, you have to keep them current—and busy people may not have the time.

If computers aren’t your game, then it’s paper-and-pencil for budgets and write-and-stamp for bills. You still don’t have to balance your checkbook exactly; the bank computers can add and subtract well enough. But at least keep a running tally of how much is left in your account. Banks charge $25 to $35 if you bounce a check. What’s more, the person who got your bad check might have to pay his or her bank a $25 handling fee. You’ll be expected to make good on that as well.

Something Important That Everyone


Should Save For

Remember your list of goals? There’s one you probably forgot to mention: building what I call a Cushion Fund. These funds are often referred to as “emergency savings”—a name I don’t like. No one expects emergencies so they don’t bother to prepare. Cushion Funds are something else. They add a layer of security to your life, for unexpected (not “emergency”) expenses. If you or someone in your family has health problems, you need an even larger Cushion Fund, to help cover medical costs that aren’t insured.

Holding cash in a Cushion Fund may go against the grain, especially when interest rates are low. You think, “I’m not an elephant, why should I store up a thousand dollars in a bank account that’s paying peanuts?” But forget the interest rate. This money isn’t an investment, it’s part of your financial and emotional safety net. You won’t be as stressed about sudden expenses when you know you have cash available, just in case. Cushion Funds won’t make you rich, but they can save you from becoming poor.

How much money should you put aside? Aim for three times your basic monthly expenses (mortgage or rent, groceries, car payment, gasoline, phone, utilities, insurance, minimum credit-card payments, health insurance). If you’re self-employed and paychecks arrive irregularly, stashing five or six times expenses would be more prudent.

Don’t mix your Cushion Fund with money you’re saving for special purposes, such as vacations and holiday gifts. It’s too easy to spend the whole amount, cushion and all. It might cost you a little more to keep two savings accounts instead of one, but it’s worth it if it helps you keep your fingers off. Build up your cushion with automatic deposits from your checking account, plus any bonuses and cash gifts you get. For your own security, you want to grow this account as fast as you can. Once you’ve reached your savings goal, don’t even look at the totals when the monthly statements arrive—you’re pretending the money isn’t there. If you have to tap the account, refill it as fast as you can.

Where should you keep your Cushion Fund? Three months’ expenses should be stored right at hand, in the safest possible place. For small balances, use a bank savings account. For balances of $1,000 to $3,000, you have two choices:


	
A bank money-market deposit account—easy to start, just ask your bank to open it up. Interest rates change from time to time (whenever the bank decides) and the accounts are federally insured. You’re normally limited to six transfers or withdrawals a month, three of which can be by check or debit card. If that’s not enough, you can transfer money to your regular checking account.

	
A money-market mutual fund—also easy to start, especially if you own other mutual funds. Go to the fund group you’re using now and simply add a money fund to your account. It works much like a bank account. You deposit cash, earn interest, and can withdraw your savings at any time. Money funds are considered safe, even though they aren’t federally insured (they’ve never lost a cent for individuals). Interest rates change daily, in line with rates in the open market. Usually (but not always), money-fund rates run just a bit higher than the rates offered by banks. You can write an unlimited number of checks on your fund, typically in amounts of $250 or $500 and up.



Choose whichever type of cushion-fund account is most convenient. Personally, I use a tax-free money-market mutual fund, which yields a slightly higher return for people in the 25 percent tax bracket and up. Also, my money fund isn’t right under my nose all the time, the way my bank account is, so I’m less tempted to spend the cash.

For savings that exceed three months’ expenses, consider a higher-rate investment:


	
The bank option: A three-month or six-month certificate of deposit. You tie up your money for that short period of time, in return for a slightly higher rate of interest. Keep reinvesting, every time the CD comes due. You pay a small penalty if you have to withdraw your money before the CD matures, but that probably won’t happen.

	
The mutual-fund option: A short-term bond fund that invests in bonds maturing in three years or less. You can sell at any time. The market value of shares in a bond mutual fund will rise and fall as interest rates change; in a poor market, you could lose a little money. Still, short-term bond funds don’t carry a lot of risk. They’re an acceptable bet for money that you hope, with luck, you won’t have to touch.

	
The combination Cushion Fund—a super choice: Open a Roth IRA retirement plan and store your cushion savings in the plan’s money-market mutual fund. If you need some cash, you can take it out at any time, without penalty. If you never need the cash, your interest earnings grow tax-free.



How Much Should You Save


for Your Retirement?

How about saving lots? You’ll have Social Security in some form, which is worth a great deal. If you work for an old-line company, you might have a pension (although pension plans are on their way out). If you have a 401(k), your employer might contribute. But mostly, you’ll retire only with what you save and invest yourself.

It takes large amounts of money to live well without a paycheck coming in. The sooner you start saving, the more you’ll have and the gladder you will be. Whenever I’ve interviewed people approaching or in retirement and asked what, if anything, they wish they had done differently, they always say, “I wish I had saved more money.” Now that you know, you can fulfill that future wish today.

In general, you should be saving at least 10 percent of your income if you’re in your mid-twenties and 15 percent if you’re in your mid-thirties and haven’t started saving yet. By your forties, nonsavers would have to save at least 25 percent—probably not possible, especially if you have kids (you’ll simply have to revise your retirement plans). These savings percentages include whatever your employer might contribute to your 401(k), so workers with a company match plan are way ahead. You lose your advantage, however, if you take out the money and spend it when you switch jobs.

To get more specific about how much you ought to save each month, based on your current earnings and savings, I recommend strongly that you fill in a retirement income calculator. Pencil-and-paper people can use the Ballpark Estimate, produced by the Employee Benefit Research Institute and Research Fund and reproduced in the Appendix. You’ll find a more sophisticated version online at Choosetosave.org. For other good calculators, check Dinkytown.net, Troweprice.com, and Vanguard.com.

The sites won’t agree exactly, because their methods are different. But all of them give you a reasonable target to shoot for. If the target shocks you because it’s more than you think you can save, don’t turn away. These numbers are telling you the truth. If you save less, you’re “planning” for a diminished standard of living in your later years (or dreaming of a miracle).

Putting Your Whole Financial Life


on Cruise Control

Automatic payments help with more than just your budgeting. Once you learn to trust them, they can order your life in many useful ways. They’re the path to your objective: a simple financial setup that leaves you free to focus on the more interesting things you do. Automatic management also fosters financial moderation—a virtue in itself. Your apparently “rich” neighbors, whose every paycheck and bonus fly out the window, will have to retire to a cheaper digs in their later years, out of touch with their former friends, and struggling to get by. You’ll ask, “Where are the Joneses everybody tried to keep up with?” Where indeed.

Once you start planning, you’ll find many great ways of automating and redirecting your spending and savings.

First Automatic Savings Idea: An Employer Retirement Plan

Sign up for your employer’s plan—a 401(k), 403(b), 457, federal Thrift Savings Plan, or whatever. A percentage of your pay (you name the amount) will be diverted into a personal retirement account, usually invested in mutual funds. From the very start, these accounts put you two big steps ahead. First, there’s no income or Social Security tax on your contribution, so you’re investing money that otherwise would go to the government. Second, most employers match at least part of the money you put up. If you put in $1,000, your employer might add $500 or even another $1,000 to your account. That’s like finding a stack of free money in the street. Be sure to contribute as least enough to get every dollar that the company will pay. Otherwise, you’re pocketing only part of that stack of money and throwing the rest away. (If you aren’t sure how much you need to contribute to get the maximum match, ask the employee benefits department. You yourself can contribute anywhere up to $15,000 in 2006, plus an extra $5,000 if you’re 50 or older.)

A few companies let you sign up for automatic annual increases in your contribution, often tied to the month you might expect a raise. Always say yes. You might forget to increase your contributions yourself, or avoid even thinking about it. You can stop the automatic increases if you change your mind, but don’t. You won’t notice them and you’ll be fattening your retirement fund.

401(k)s and 403(b)s come in two types:


	A traditional plan, where your contribution is tax-deductible. Until 2006, all plans were traditional, so that’s what almost everyone has. You pay taxes on the money when you take it out.

	A Roth plan, with no tax deduction for contributions. Instead, all your earnings build tax-free. If you choose the Roth, your taxes will be higher in the current year. Your reward is peace of mind. You won’t care if tax rates rise in the future because you can take money out of your Roth with nary a dime of taxes due. There’s another plus: When you leave the company, you can roll your money directly into a Roth IRA, which gives you more flexibility than you get from a regular IRA. Roths aren’t widely available yet; employers were first allowed to offer them starting in January 2006. But they’ll grow.



Stretch to put away as much money as you can (make it 5 percent more than you originally intended). If you’re wavering, think about the Early Saver. These are the best years of your retirement-savings life. Start investing even with only 3 percent of pay. You cannot imagine what a difference this will make, when you’re 60 and looking back. If you say, “I’ll join the plan later,” you may never get around to it. You’ll become a Late Saver and never catch up.

The usual time for joining a retirement plan is when you’re hired. You get an enrollment form, asking how much to take from your paycheck and where to invest it. Don’t be put off because you don’t know how to choose among the plan’s many mutual funds. It’s easy. See Chapter 7. If you never got around to joining, call the employee benefits department and sign up right now. Time is money, time’s passing, this is your time.

If you’re already in a plan, raise the amount you’re contributing. Maybe you think you can’t afford it, but taking the long view, you can’t afford not to. I don’t care if your buddies tell you not to bother investing because the plan isn’t very good (any payroll-deduction saving is good). I don’t care if your company doesn’t match your contribution (these are still pretax dollars, so you’re investing with some of the government’s money). Take this easy way of paying yourself first.

One more thing: If you leave the job and get a payout from the plan, don’t spend it, even if the amount seems too small to matter. If you do, you’ll throw away everything you gained from early saving—your contribution, the company match, and all of the account’s future, tax-deferred, compounded value. You’ll also owe taxes on that money, plus a 10 percent penalty on the earnings for withdrawing them before you reached age 5912.

Instead, keep your savings growing by rolling them into an Individual Retirement Account at a mutual-fund company. For suggestions, see Chapter 7. The fund company will handle it for you. A $3,500 payout rolled into an IRA and invested in mutual funds earning 8 percent a year will be worth $16,315 in 20 years and $35,220 in 30 years, without your lifting a finger. A $10,000 payout will grow to $46,610 in 20 years and $100,630 in 30 years. That’s compounding. With good luck and good markets, you’ll earn even more.

Second Automatic Savings Idea:


A Personal Retirement Plan You Start Yourself

You gotta do it, especially when you have no employer plan. You want to keep the wolf out in the woods when you’re old and gray, not at your door. There are plenty of personal plans to choose from. Contributions are tax-deductible and the earnings tax-deferred, so you’re still investing with money you’d otherwise owe the government.

Retirement plans are easy to start. Just call your bank or a mutual-fund company such as Fidelity (800-343-3548), T. Rowe Price (800-225-5132), or Vanguard (877-662-7447), or visit their websites and get the sign-up form. Fill it in, pick the mutual funds you want for your retirement investments (again, see Chapter 7 for my favorites), send in a check, and you’re done. To grow your savings without any further thought, arrange for a monthly check to go from your bank account to your retirement account automatically. You can set up the payment yourself, via online banking, or ask the bank to make the transfer (the fund company will tell you how). Time the payments to coincide with the day your paycheck clears. If you’re paid biweekly, take your rent or mortgage from one of the checks you get each month and your retirement-savings contribution from the other. You can change these payments at any time.

As usual, the key to success is automate! You can promise yourself that you’ll write a regular check to your retirement account, but over time, you won’t. You’ll use a little of the money for this, and then a little more for that, and next thing you know you’re saving only half of what you intended, or less. The funny thing is, you’ll convince yourself that you’re still on track if you’re writing any check at all. Financial self-deception can continue for years. There’s just one sure way of staying right with your money: Set up a simple system, let it run by itself, and keep out of the way.

Automatic saving becomes a little more complicated for people who are self-employed. If you can count on a sizable regular payment each month, take some or all of your savings contribution out of that. For safety, add “reserve checking” to your bank account. That gives you a credit line to back up your contribution, just in case your client pays late. When the client’s money finally arrives, repay the reserve account immediately. If all your income arrives irregularly, however, don’t automate unless you can keep a large cushion in your account. Alternatively, write your retirement account a check for 10 percent (or more) of every payment you receive. No cheating! The first time you shave a deposit, you’re lost. Continuous contributions work better than funding your retirement account at the end of the year, from whatever money is left. There is never anything left.

Here are the leading individual retirement plans.


	
A traditional Individual Retirement Account, for people not covered by company plans. You can deposit up to $4,000 a year ($5,000 if you’re 50 and older) and deduct it on your tax return. Starting in 2008, you’ll be allowed to contribute even more. Mutual funds typically require $1,000 or $2,000 to open an IRA, although a few will start with as little as $50 a month if it’s deposited automatically. Any money withdrawn is taxed. There’s normally a 10 percent penalty on IRA earnings taken before age 59½. Starting at 70½, regular withdrawals are required. For all the details on IRAs, including important information on how to maintain the tax shelter when leaving money to heirs, get the valuable book Parlay Your IRA into a Family Fortune by Ed Slott.

	
A SEP-IRA for the self-employed. A SEP is a traditional IRA fashioned as a Simplified Employee Pension. You can contribute and deduct as much as 25 percent of your gross income, up to a maximum contribution of $44,000 in 2006 (that limit is adjusted for inflation every year). There’s no extra paperwork with SEP-IRAs after the sign-up. You report the deduction on your personal tax return.

	
An individual 401(k) for the self-employed. Use this plan if you’re flush. You can probably put away more than a SEP-IRA would allow. Right out of the box, you can save up to $15,000 of your earnings in 2006, with no restrictions. If $15,000 is all you earn, you could save every dime (assuming, of course, that someone else is paying your bills). If you’re 50 and up, you can throw in another $5,000. In addition, you can add as much as 25 percent of your earnings, up to a combined maximum contribution of $44,000 if you’re under 50 and $49,000 if you’re older.

	
Roth IRAs for both short-term and retirement savings. Anyone with earnings—both employees and the self-employed—can start a Roth. The only requirement is that your paycheck fall within the income limits. You’re allowed to deposit up to $4,000 a year in after-tax money ($5,000 if you’re 50 and older). All of your investment earnings—interest, dividends, and capital gains—will grow entirely tax-free as long as you leave them in the Roth until you reach 59½ and have held the account for at least five years. After that, you can do whatever you want with the money—take some or all of it out, or leave it for your heirs. You get the full Roth contribution if you earn up to $95,000 a year ($150,000 for married couples). If you earn more, the amount you’re allowed to contribute declines, phasing out at $110,000 for singles and $160,000 for couples.


	Here’s the special beauty of a Roth: Unlike other retirement plans, it doesn’t lock your savings up. You can withdraw the money you contributed at any time, and for any reason, without owing taxes and penalties. For example, say you’ve invested $8,000 over two years and earned $650 on your money. Then you lose your job, run through your Cushion Fund (you have one, right?), and still need cash. Or maybe you decide to buy a second home. You can raid your Roth for your original $8,000, no matter how old you are or how long you’ve had the account. Only your earnings ($650 in this example) have to stay in the account for the required length of time. So a Roth does double duty: It’s a tax-favored, long-term retirement fund that also can function as a Cushion Fund.

	You might use a Roth if the choices are poor in your company 401(k). Put just enough in the 401(k) to capture the employer match, then use the Roth for the rest of your retirement investment.

	If you have a choice, should you use a traditional IRA or a Roth? You can’t compare the financial results; they’ll depend on your tax bracket when you retire. So consider two things. (1) What you can afford. Traditional IRAs cost less upfront, thanks to the tax deduction for contributions. (2) Flexibility. Roth IRAs let you leave the money untouched past 70½—a good choice, if you’ll have plenty of other assets to live on. With Roths, you can also withdraw your contributions at any time, leaving you better prepared for whatever life throws at you. For lots more detail on Roths and traditional IRAs, see Rothira.com.
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