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DEAR READER,


I am very pleased to offer this, the second edition of The Everything® Investing in Your 20s & 30s Book. I’ve been involved with the financial market since 1987, and I wish this book had been available then, for it is truly written for people who want to not just learn about investments but to have a hands-on, how-to guide from which to build a base and grow their wealth.


Let’s be frank: the financial markets are influenced more than ever by the rapid spread of information. The markets are evolving on an almost daily basis from constantly shifting politics, changes in trade relationships, and rising interest rates. Thus, prices tend to move rapidly, and investors without the right information and training on how to use that information could face big losses.


But if you have the right information and know how to use it, you can set yourself up for success throughout the rest of your life. Whether you want to learn about the basics of budgeting, mutual funds, stocks, bonds, and real estate, or more complex investing options such as cryptocurrencies, sector investing, college savings plans, and commodities, learning about investing now is essential to building wealth. I sincerely hope you enjoy this book and that it helps you to start your wealth-building on a great note.


Sincerely,


J. Duarte, MD


JoeDuarteintheMoneyOptions.com
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INTRODUCTION



In the modern world of investing, you’ll find more options than ever before. You can invest in stocks, bonds, real estate, mutual funds, ETFs, cryptocurrencies, IPOs, and dozens more. But what’s the difference between all these options? Which ones are safe? Which ones are risky? Which ones offer the greatest return on investment? And how do you know which one is the best for you?


Here you’ll find the answers to these questions and more. You’ll learn all about investing for people like you: people in their twenties and thirties who wish to build wealth over their lifetime. It is not about getting rich quickly or how to become a professional trader. Instead, it’s about following your road map to investing and putting in some hard, but rewarding, work.


In this book, you’ll learn:


• How to evaluate and invest in all of these different options while developing, shaping, and adjusting your long-term plan


• How willing you are to take risks with your money


• How to manage that risk to make money


• All about choosing asset classes, such as stocks, bonds, real estate, and mutual funds, to create an asset allocation mix that makes sense for you


Most importantly, you will learn how to develop a plan through which you will build your wealth without guesswork and anguish. If you’ve never invested before, that’s okay. No matter what, as long as you are in your twenties and thirties, time is on your side. If you start investing now, you will have ample opportunities to build the kind of financial future that you are looking for. Time to get started.





CHAPTER 1


Are You Ready to Become an Investor?


It’s important to understand the big picture. Investing is the long-term process by which you build wealth, and has two basic components—saving and compounding. Saving is the act of putting money away for the purpose of investing. Compounding is what money does for you by earning interest, by the price appreciation of your investments, or both. Together these two processes grow your money. Once you understand these concepts, you are ready to get started.




Can You Afford to Invest?


You have to start somewhere. At the early stages of the investing process, important questions should be raised. Simply stated, investing without money is like quenching thirst without water. So a great place to start is by asking the question of whether you can afford to invest. Once you’ve answered this crucial question, other logical questions will follow.


How Will You Finance Your Investing?


The money you use for investing can come from anywhere—a savings account, an inheritance, or even a lottery win. For most people, investment money is money earned from a job or profession, even a side gig. If you’ve got some money already put aside, you’re ahead of the game. The more you have, the better your starting point. One thing to keep in mind: never borrow money to invest until you gain experience and know your way around the markets well. That one act would start your investment plan at a deficit.




ESSENTIAL


Build your savings first. Billionaires build their fortunes by owning and managing their businesses. The stock market is a place where they preserve the purchasing power of their fortunes. For example, Warren Buffett, through his holding company Berkshire Hathaway, owns businesses such as Geico, multiple local real estate companies in key states such as Texas, and General Reinsurance Corporation. He uses the profits from his businesses to buy stock in other companies such as Coca-Cola and Apple. That way he diversifies his holdings, but also earns dividends and price appreciation from the stock market.





A simple way to figure out if you can afford to invest is to count how much money you have left at the end of the month after all your bills are paid. If it’s $100, that’s as good a place to start as any, and that is money that will be put to good use by saving it in a bank account or a money market mutual fund. A money market mutual fund is a special type of mutual fund that invests in short-term interest-paying bonds (maturity of less than ninety days) such as US government Treasury bills or what is known as commercial paper (similar short-term bonds issued by corporations). Think of a money market mutual fund as a holding tank for your money while you decide what to do with it. Any amount is good, but the more you have, the better off you will be in both the short and long run. So if it’s less than $100, it means that you need to work a little harder at controlling your expenses or figure out how to make more money, such as exploring a side gig or working overtime. However, be careful that this doesn’t interfere with family or other important aspects of your life. Still, even $100 is better than nothing.




ALERT


Pay off as much debt as possible before you start investing. Debt is a drag on your ability to save. Think of debt as a big sack of potatoes that you carry on your back everywhere you go. By paying debt down and eliminating it altogether, you are taking a big weight off of your financial shoulders. Being lighter makes you move faster.





No matter what, it makes good sense to have at least $1,000 saved before you make a move such as buying shares in a mutual fund that invests in stocks or bonds, a good entry-level place for investors. If it’s possible, always go for more. So if it was easy to save $100 the first month, get greedy and go for $200 next month, so you can grow your nest egg more quickly and benefit more from compounding.


If you don’t have extra money at the end of the month, there is no point in trying to invest yet. In that case, your first step should be to trim your expenses. If you’re trying to make money without some kind of reliable backing, you’re asking for trouble. So don’t put your rent or food money into a mutual fund; you may find yourself without a place to live or going hungry.


Details Are Important


Successful investors are very specific about what they are going to do and how they are going to do it. For example, plan what you will set aside for investment, how often you will invest it, and how you will monitor your progress. As time passes and your investments grow, make changes if and when they are needed. Consider revisiting your goals and your expectations. A reliable plan in the early stages of investing is to set aside at least $100 per month until you get to $1,000. While you are saving money to invest, you should also be researching different mutual fund companies to find out which one makes more sense to you. Some of the more popular and reliable mutual fund companies are Fidelity Investments, Vanguard, and T. Rowe Price.




ESSENTIAL


The major reasons most small investors give up is that they don’t have enough cash and that they risk too much too soon. That means that they don’t have enough money around to get them through tough times or to recover from mistakes. Markets will always rise and fall, so in order to stay in the game, set aside as much as you can before you try to put it to work. Then keep adding as much as you can as often as possible. That’s how you will make the most out of compounding.





Know Your Risk Profile


Knowing how much you are willing to risk in investments is a tricky business, as it depends on both your personality and your ability to be objective based on your circumstances. If you are willing to jump out of an airplane without a parachute, you might like to trade options and futures without doing your research or doing some paper trading without risking real money. Of course that’s not wise, and I don’t recommend it even if you are an ex-CIA agent used to taking outlandish risks. But by the same token, people who don’t like to leave their house if there are clouds in the sky don’t make good investors either.




ALERT


Trading options is risky, but it’s a great way to invest if you’re trying to build income. Consider this technique only after you’ve learned about stocks and are experienced in the investing world.





Still, it makes sense to know what your tendencies are. Once you know, you can explore the different kinds of investments and methods that may make sense for you. Regardless of your risk profile, as an investor there is no substitute for planning, study, risk understanding, and patience. What’s the best way to figure out your risk profile? Ask yourself these three questions:


• How much can I afford to lose?


• How much do I need to reach my goals?


• How do I react to losing?


If you have only a few hundred dollars to your name, and you need them to get by, you should avoid high-risk investments and concentrate on saving money that you will invest in the future.




ESSENTIAL


Take your time before deciding and don’t be afraid to reconsider a decision. If you are uncomfortable, consider taking other steps to remove your uncertainty. To decrease anxiety, trade on paper where you put imaginary money to work and follow the results without risking real cash. Invest in what you enjoy or are good at understanding. If stocks are not for you, consider real estate, bonds, or even something like investing in a franchise. There are many asset classes and investment opportunities, each one with its own set of risks and potential rewards. A good rule to follow is that if you don’t understand it, you shouldn’t invest in it.





Think things through. If your goal is to have a million dollars by the time you retire and you are only twenty-three years old, you’re in good shape as time is on your side. In this case, everything depends on how much money you can save over time and how well that money can be invested in order to maximize the combined savings and compounding dynamic. If you get sick to your stomach and pull your hair out when your favorite football team loses a game, lower-risk investments may be the way to go for you, especially when markets become volatile in response to an unexpected event that is well beyond your control.


Setting Realistic Goals and Timetables


Your timetable starts when you decide to start investing. Your first step is to decide when you will open your account and how much you will put in it. If you have money set aside, you’re ahead of the game. If you have less than $1,000, your best bet is to put that money in the bank or in a money market mutual fund and continue adding to the account until you have enough to start investing. Avoid putting that money in a CD (certificate of deposit) or another type of account that won’t allow you to add to it or that will limit how often you can put money in or take it out.


Put It in Writing


Wishing for something won’t help you get it, but writing your goals on paper, reading them frequently, and reviewing and refining them will get you places. The more specific you are, the better off you’ll be. Note the goal, the time frame to reach the goal, the amount of money you’ll need, how much you have now, and what you are willing to do to get to your goals.


If your long-term goal is to retire early, write down the age of retirement, where you’d like to live, and how much money you think you’ll need. Write it in such detail that you can see yourself doing it. “I want to retire when I’m fifty. I want to move to Cape Cod and live in a house by the shore with a great view of the sea. I plan to do a little consulting work on the side and run along the beach with my dog every day.” Experience this fully every time you look at your sheet of paper or your smartphone. If you have shorter-term goals, like owning a home or visiting a specific foreign country, include those as well and divide your savings and investing capital between them.


Break the process down into stages. Set monthly, quarterly, and yearly goals. Write down exactly how much you’ll put into your IRA or 401(k) every month. Decide how much you’ll pay in debt every month and to whom and how much money you will dedicate to each area. This process will require a great deal of time and planning, and it’s likely to require adjustments along the way.


Review and Refine Your Plan


Keep a set of lists with clear and concise objectives and revise them frequently, sometimes every day. The time interval between checkups and changes is up to you. The key is to get in the habit of making your financial situation something you monitor and adjust as frequently as it makes sense, especially when your situation and your needs change. Most of all, keep track of how much progress you’re making. Do what makes you comfortable, but check at least on a monthly basis.


Moreover, consider getting help as needed. For example, is your spouse or significant other participating in the plan? Does that person understand the goals? If it’s not going the way you planned, take a step back and review the situation on your own perhaps and then together once you’ve given it some thought. Give yourself credit for what you’ve accomplished and review where things didn’t go as you planned. If your goals change, it’s not a setback, just a reboot. Go through the same process of planning for your next goal.


Simply talking things over with friends or relatives may be helpful. If what you’re doing isn’t working, it may be time to get a second opinion. Successful people are usually willing to lend a helping hand to those in need. By raising the issue with someone who’s been there, you may discover that your problem isn’t as big as you think. The answer may be something as simple as getting a recommendation for a good advisor who is willing to be your consultant, or the name of a good investment club.


Find some good online resources for retirement planning and personal finance, like MarketWatch.com’s personal finance and retirement sections. The personal finance section offers great ideas for budgeting, saving money on credit cards, how to get bargain trips, and great general tips on how to save money. The retirement section is terrific for getting organized and staying updated on changes in mutual funds, IRA rules, and what to do with your 401(k) plan.


Discount brokers are great resources for baseline savings and investing information. The key is to continue to build capital. So even if you’re stuck, continue to put money in that savings account or money market mutual fund as you figure out your next move. Just that simple step will keep your future investment fund growing.


How Much Will You Need to Get Started?


Theoretically, you can start with a nickel. But in the real world, the more you have when you start investing, the better off you’ll be. What’s even more important is gauging how much you’ll need to save and invest over time and to adjust this accordingly as your financial situation changes. A rule of thumb used by some mutual fund companies is that you should save eight times your annual ending salary, the money that you have after taxes and expenses, in order to retire. It’s not likely that a young person can do that right away, so it can be done in a stepwise fashion.


For example, if you start at age twenty-five and you save one time your ending salary by the time you’re thirty-five, the next goal should be to save three times your ending salary by the time you’re forty-five, five times by the time you’re fifty-five, and so on. Remember, this is just a formula. Life isn’t always this neat, but you do have a benchmark. You can modify this formula by starting to save earlier, adjusting the amounts more frequently, or changing your retirement age goal. You can also try to put more money away every chance you get as long as you stick to the goal amount. Become a savings machine. If you have a 401(k) plan as your main retirement source, max that out and start a separate IRA to add more money to your retirement.




ALERT


Searching through the free content on a mutual fund or bank website can give you a fair amount of useful information. Just be aware of the fact that their goal is to get you to invest your money with them. Make sure that you use the information that is sensible without necessarily buying into a sales pitch.





Always Think Liquid


You’ve got some savings; you’ve got a plan; and you’re looking for ways to get things moving. One of the most useful things to do when investing is to consider the flexibility or liquidity of any investing vehicle. Liquidity is the ease of moving the money around—cash in hand is the most liquid of assets. Liquidity certainly comes in handy if something changes, such as a sudden short-term price drop in the stock market that gives you an opportunity to buy shares at lower prices. Let’s say that you get a side gig that pays quickly or you get a bonus or a raise at work. Suddenly you have extra money. That extra money could take you to your $1,000 initial investment target, letting you start your investing plan sooner than you might have intended. If your savings is locked up in an illiquid CD that won’t let you move the money around for six months or a year, you’ll be stuck and will have to wait until the CD matures before you can get started on your longer-term investment plan.


Bank Accounts versus Money Market Mutual Funds


Bank accounts and money market mutual funds are the most liquid savings and investing vehicles. And although they are similar, they are not the same. You set up a bank account with a bank and you open the money market mutual fund with a brokerage or mutual fund company. Savings accounts pay interest rates. Checking accounts sometimes pay interest. Money market mutual funds pay interest rates and have check writing privileges, but they often require as much as between $1,000 to $2,500 minimum balance, and some may limit the number of checks that you can write from the account. Therefore, a good rule is to have a bank account for savings, a checking account for paying bills, and a separate money market mutual fund as the central holding area for investment capital.




ESSENTIAL


Build investment capital by putting money in your money market fund before you put it to work. By delaying transferring money directly into a stock or bond fund, you are providing a cushion against potential losses and building up your cash reserves. This money may come in handy in the future, especially if the markets fall, giving you an opportunity to buy shares in your stock or bond fund at a cheaper price. You may be able to set up your money market fund to automatically transfer money from your bank account. Bottom line: if you put $500 into your money market every month, only invest a portion that you are comfortable with, such as $250, in your stock or balanced mutual fund.





Open a money market mutual fund account as your initial investment decision. This account will serve as your central investment account. From there you can switch money to mutual funds, stocks, and other investments with a phone call or a click of your mouse.




FACT


You can set up a brokerage account or a mutual fund account or both. The difference is that with a brokerage account you can buy stocks, bonds, and mutual funds, while a mutual fund account only allows switching between the mutual funds in the fund family that houses the account. At the same time, if you are not interested in stocks or bonds, a mutual fund account will work just fine for you.





Next, you’ll decide how much money you’ll set aside for investing and how often you will add to your investments. A good method is to add at least a constant or nearly constant amount every month. If your goal is $100 every month, but you only have $50 this month, add the $50. Try to add $150 next month. No matter what, just keep adding to your account.




ALERT


Separate savings from investments. Once you have enough money to invest, split your funds between a bank savings account and a mutual fund/brokerage money market account. You need to have some money in the bank for emergencies so that you don’t have to tap your investment account unless it is absolutely necessary.





Even if you check your balances every week or month, give your accounts a thorough checkup every three months. If you’re not where you thought you should be, ask yourself why and do your best to make it right. You can adjust your timetable to conform to your circumstances. Things happen, so if you lose your job or a health emergency pops up, things may get difficult for a while. Stay patient and do your best to stay on track. But if you get a promotion and a raise, give your investment account a raise, too, and modify your addition schedule.


When you reach a milestone, as in when you get to your first $10,000, see what you can do to get to $20,000 faster than what it took to get to $10,000. Then do it again when you get to $30,000. Always give yourself room for error, but always make changes and look for ways to make your returns better. Investing is a fluid process. And those who keep up with what they are doing in a systematic fashion do better.


Know Before You Invest


Once you’ve opened your investment account, keep that money in the money market mutual fund as long as it takes for you to decide what to do with it. Shares in a money market mutual fund do not fluctuate in price. Although you are buying shares, each share is worth $1. That won’t change unless very difficult financial circumstances develop. It’s only happened once in the history of investing, during the 2008 financial crisis. Take your time and try out some strategies on paper before committing to real-time investing. You can buy shares in a growth mutual fund on paper and follow the share price over a few weeks. Correlate how the fund does in relation to the stock market. If conditions remain the same and the fund does well over the period, pull the trigger and keep an eye on things.




FACT


The Federal Deposit Insurance Corporation (FDIC) does not insure money market mutual fund accounts. Money in these accounts is “at risk” of loss. The good news is that even though it can happen, the odds of losing money in a money market account are almost zero.





Once you’ve done some research, it may make sense for you to invest in a well-managed mutual fund that invests in stocks, bonds, or both (a balanced approach). If you know someone who had good results with a particular mutual fund, research it for yourself. Here’s where talking to your mom, your dad, or an uncle or friend of the family with some money may come in handy.




ALERT


A mutual fund prospectus tells the story of what to expect when you buy shares of the fund. Not only will it describe the fund’s investment philosophy, its current holdings and allocation, and its overall approach to investing, but you will also get a snapshot of past performance. And while history isn’t everything, knowing how a fund performs during a bad market is essential if you are trying to decide whether to hold shares for several years, especially during bear markets.





Don’t bank on their advice too much, though. Get the prospectus and see for yourself. Monitor the share price. Compare the fund’s performance to the stock market and see how it has behaved during similar periods of economic activity and interest rates in the past. Explore both how well the fund has done over time, and how well it’s done recently. Start following its price on a weekly or daily basis for a few weeks. Always compare your funds, or your stocks, to the appropriate benchmark and to the general market. When you read a mutual fund prospectus it will always tell you which major stock index it is trying to emulate or beat. Most diversified growth or growth and income mutual funds will use the Standard & Poor’s 500 Index (S&P 500) as a benchmark.




ESSENTIAL


When investing in individual stocks, “kick the tires” before you buy. That means going to the supermarket and seeing if anyone is buying products made by that company, seeing how many cars are parked in the parking lot of a certain company which retails specific products, and listening for which companies get a lot of press in financial circles. Use this as the starting point for your research; then follow it by reviewing earnings and research reports, asking questions, and getting a long-term view of the company from a stock chart. You can find excellent stock charts on the web at StockCharts.com.





Once you get better at investing and start to invest in individual stocks, it’s a similar dynamic to investing in a mutual fund, with a bit more detail. With a mutual fund you’re investing in a management style, expertise, and investment strategy. With an individual company’s stock you’re investing in the potential for profits of one entity. Yet, it’s not that different. Get as much information as possible on the company. Ask people about their experience with the stock. Research the company and its products. Know its fiscal strategies, its management style, and review its future plans. For example: if you go to a coffee shop on a regular basis, it’s always crowded, and it’s part of a major chain like Starbucks, research the company. See how it’s doing. And consider investing in it.


The Basics of Market Analysis


Individual investors have a responsibility to their future and their families. Investing is not a game. It’s a serious activity that should be taken up only by those who wish to take it seriously. It’s almost a second occupation, and you should be prepared to make a serious commitment.


The Global Economic Dynamic Is Changing


After the 1980s, national economies became synchronized and turned into a global economy. Commerce between companies, individuals, and countries functioned to a great degree as a single entity. But after the 2016 US presidential election, the global economy is no longer as synchronized. As a result of the renegotiation of trade pacts between nations (especially between the US and its North American trading partners) and the placement of sanctions between nations, the potential for long-term trade disputes is something that will be around for a while. Certainly, this has changed the playing field to some degree, but it has not changed everything.


For example, electronic payments and the instantaneous flow of information through cell phones and the Internet still make for very fast responses to news and the subsequent directions of money flows. And even with the changes to the global marketplace, there are still four basic investment markets to monitor or at least to learn about: stocks, bonds, commodities, and real estate. A fifth potential market is that of cryptocurrencies, which deserves its own section in Chapter 15. Each individual market responds to variables in its own country’s economy, as well as to various external influences, such as changes in interest rates, trade relationships, or political changes in major economic regions around the world such as the United States, China, or Europe.


It’s also not uncommon, even after 2016, to see US stocks react to important economic data from China or Germany, such as changes in Gross Domestic Product or other key economic variables. This is because, despite changes in policies and relationships, US and major foreign companies still sell products all over the world, and economic growth or contraction in the other economies of the world can affect the future profits of US and major global companies.


Central Banks and Markets


Central banks are government banks that function to monitor and respond to the economies of their country by raising or lowering interest rates. And because interest rates are the most important influencers of economic activity, knowing about central banks and how they can affect your pocketbook is extremely important. In general, weakening economies lead central banks to lower interest rates. Economies that show so much strength that inflation is starting to rise lead to higher interest rates.


The most powerful influence on global financial markets is the direction of interest rates because the trend of interest rates will influence the amount of risk you should consider taking in any market or business endeavor. This is because interest rate trends influence how easy or difficult it is to borrow money. The US Federal Reserve (also known as the Fed) is considered the world’s most influential central bank. The bond market moves in response to the actions of the Federal Reserve and other central banks, and the other markets, stocks, commodities, and real estate eventually follow.


As a general rule, lower interest rates are good for stocks and bonds, because stock and bond prices tend to rise in response to lower interest rates. Commodities, such as gold, oil, wheat, corn, and coffee, and gasoline prices respond less to interest rates and are more influenced by supply and demand as well as the general state of the world’s political climate and how these factors affect trade policy. Real estate responds to both interest rates and supply and demand for land and housing. However, after the 2007–2008 subprime mortgage crisis and the presence of zero interest rates for nearly a decade, the housing market became much more sensitive to interest rates than in the past. It is likely that this will remain in place perhaps for the foreseeable future.


Even though interest rates rule the roost, each one of these markets has its own set of dynamics and should be known and understood both as an individual place to invest as well as how it’s behaving in response to the others, to interest rates, to inflation, and to the global political situation at any time.


Political Influences


Politics often lead to market volatility. Wars, trade disputes, and military agreements between nations can affect all four markets because the global markets are still financially interconnected despite the changes in crucial policies after the 2016 US presidential election. Indeed, it is still possible for any investor to invest in just about anything, anywhere, at any time, through direct investments, such as stocks and bonds, or through mutual funds.


Keep in mind that events in Moscow, Rio, Buenos Aires, Pyongyang, Baghdad, or Beijing can and will affect your personal investments. The world of the twenty-first century is still connected. News still travels fast. Money still moves at the touch of a button or a signal from a robot trader. All markets are still interconnected and still tend to move in the same general direction over time. Therefore risk can go from a very low level to a place of extreme danger in a few minutes at any time. Thus all investors should become “experts” in their chosen investment fields to the extent that they can be aware of the risk of losses.


Evaluate and Adjust Your Approach


Don’t be in a hurry. Because you are young, you can afford to take a step back and consider your options. This chapter has been about creating your road map for making decisions, getting basic information, and taking your first steps to start your investing career. You should have the tools now to know if you’re ready to become an investor and how to get started.


Remember, there is an orderly method for getting started with investing, with a beginning, middle, and endpoint. All along the way, the three basic steps are asking questions, letting the answers lead to the next step, and getting used to the notion that frequent evaluation is the way to keep things going in the right direction.


Writing your plan down, keeping it handy, and reading it on a regular basis reinforces your goals, letting your subconscious mind do its job, which is to process information and eventually help you to make better decisions. By paying attention to the markets on a regular basis you will improve your understanding of how they work, and by checking how your investments respond to the action in the markets you will get a good feel as to what works and what doesn’t.


The “Ready to Invest” Test


Before investing, make sure you’ve got these areas covered:


1. Have steady income


2. Have money left over after meeting your obligations


3. Consider the effect of possible upcoming personal changes such as marriage, children, illness, or divorce before investing


4. Build savings before establishing an investment capital fund


5. Use a money market mutual fund as your platform for investing


6. Know your risk profile


7. Do your homework and work everything out on paper before investing in anything in real time


8. Invest in mutual funds before investing in individual stocks





CHAPTER 2


Steps to Grow Your Nest Egg


Every investor needs a source of investment capital. This is often called the nest egg, and it is the lifeblood of your investment plan. This chapter is about starting, growing, and using your nest egg for investing. More than a holding tank, the nest egg is both a launching and a landing pad. Money will come into it, earn interest, and be deployed to individual investments based on the overall plan and your asset allocation.




Give Your Finances a Physical


Optimize your nest egg by first taking an honest inventory of your finances. Make two lists: “Sources of Income” and “Expenses.” Be as specific as possible in both of them. First, make a list of your sources of income:


• Wages from your job(s)


• Bonuses


• Child support or alimony


• Rental income


• Interest income


• Dividend income


• Capital gains income


• Other income


Next, list your expenses. This list may be larger than the income list. Be brutally honest with yourself and include every possible expense that you can think of on this list. You can always pare it down later. Here are some sample expense categories:


• Savings


• Mortgage or rent


• Utilities


• Car payment


• Other


• Public transportation


• Credit card payments


• Student loans


• Any other loan payments


• Home maintenance


• Child care


• Child support or alimony


• Insurance: car, health, home, other(s)


• Out-of-pocket medical expenses


• Health insurance if self-employed


• Computer expenses


• Cell phone


• Entertainment/recreation


• Food: dining out/groceries


• Clothing and shoes


• Gifts and donations


• Hobbies


• Interest expense


• Household/personal care products


• Federal, state, and local income tax


• Social security tax


• Property tax


• Retirement contributions


• Investments


• Pet expenses


This is a great exercise as you’ll be surprised at how much you spend and where you spend it. The purpose of this checkup is to help you find expenses that can be cut or savings that can be increased to create a sound budget and free up money for investments. Consider what you spend on subscriptions (online and off), and holiday, birthday, and anniversary gifts. Do you really need some of those things? Given the amount of free information on the Internet, you may not need some of those magazine or website subscriptions. Maybe you need to cut back on how much you spend on gifts for others and online shopping for yourself as well.




ESSENTIAL


Use as many sources of data as possible to do your financial physical exam. Include credit card statements, loan statements, receipts, and your checkbook. By including as many expenses as possible, you will get the most complete picture of where your money goes and you’ll give yourself the best chance of success when you start preparing your budget.





Savings and investments are included as expenses in order to judge how much of your money is already committed to this portion of your finances. Pay close attention to how much you are already putting into savings, your 401(k) plan, or an IRA. If you have zeros or minimal amounts next to these bullets, then you definitely have your work cut out for you. But don’t be discouraged. Every negative situation is just an opportunity for improvement. Consider making a reduction in one of your “luxury” areas, such as buying $100 worth of expensive coffee and chocolates every month and taking that money and putting it in your 401(k) or IRA. You don’t have to torture yourself, but maybe doing something like this every other month or once a quarter will work for you.


The Great Analysis


Once you’ve made your list, evaluate its strengths and weaknesses. Ask yourself if you’re putting your money in the best possible places and, if you’re not doing so, consider the best use for it. Be fearless and honest. Keep what makes sense and dump what doesn’t work.


For example, if you’re spending a lot of money on private tennis lessons, but you’re not getting to the pro tour, that’s a sign that your tennis lesson money might be better spent on paying off some credit card debt, saving for retirement, or both. You can still play tennis and still stay in shape but maybe you should scale back on the private lessons and go to group workouts that cost less. Even one or two changes along these lines can make a big difference and the mere fact that you’ve spotted a pluggable hole in your finances is huge.


It’s a good idea to update the list you’ve made on a monthly basis and to see where there is progress and what needs work. Other areas that can easily be trimmed include entertainment expenses, such as movies. Matinees are cheaper than paying full price, and Netflix or video rentals may make sense. You don’t need to see every movie in IMAX. And if you go to the theater, small popcorns and small drinks are likely better for your wallet (and your health) than the more expensive larger ones. You don’t have to go to the movies every week. Also, books tend to be cheaper—free at the library—and are often more fun than movies. Be creative, and be true to yourself and your plan. Once you’ve analyzed your income and expenses, you can start to make a budget.


Artful Budgeting


It has been said that medicine is part art and part science. In many ways so is budgeting. There is no absolute way to budget, as much depends on the factors that affect each individual’s life, income, spending habits, and overall circumstances. The one constant in all budgeting is the goal: to trim expenses as much as possible in order to pay off debt and leave money for saving, investing, or other financial objectives, such as taking vacations, sending the kids to a special camp in the summer, or upgrading a home.


How Much Money Do You Have?


A good budget starts with knowing how much money you have available each month. That figure is the result of the physical exam you gave your finances, after subtracting expenses from income. It’s a good idea to do this calculation based on figures for at least three to six months as you can start seeing some trends. Once you analyze a few months’ worth of data, you should develop a pretty good idea of where your money is going and how you can redirect it to better use.


Where Is Your Money Going?


You may discover that your finances are dying a slow death of losses via small expenses such as grocery shopping, cups of coffee, cigarettes, beer, wine, and going out for food with friends. There is nothing wrong with living a little, but if you’re not careful, these little things can add up and make the pain of the big expenses, like rent or mortgage, car payments, and loans, much worse.


Two packs of cigarettes per week cost somewhere around $40–$100 per month depending on where you live and what brand you smoke. That’s $480–$1,200 per year. A daily $2 latte is $14 per week, $56 per month, and $672 per year. Tennis lessons can run $70–$100 per hour or more per week. That’s $3,640 to $5,200 per year. That’s a total of somewhere between $4,800–$7,100 per year on stuff that you can reduce or cut out. You get the picture. The “little” things can add up in a hurry and by finding things you can do without or that you can replace with cheaper alternatives, you can make a big difference in your spending.


Realistic Targeting of Expenses


Once you have a good idea where you are spending your money, you can start making some decisions about where to make adjustments. Divide your expenses into sections. Look at the big expenses first, then look at the medium expenses, and finally look at the smaller costs. The numbers will be different for everyone. The “bigs” may be those expenses that total above $300 per month and are likely to include rent or mortgage costs, car payments, and maybe some credit cards. The “mediums” may contain insurances and student loans—these would be the $50–$300 group—while the “smalls” should be those expenses below $50. The “smalls” will likely be the largest section and will include your bills for dry cleaners, babysitters, groceries, movies, and other things that we often spend money on just because they happen to be convenient.




FACT


Consider switching to a zero interest rate credit card. You will pay a “fee” up front, but you will usually have a year to pay off the card balance at a lower interest rate. This will free up money that can be used to pay other expenses, to put toward savings and investment, or both.





Separate the three groups of expenses and add them up as individual categories. By putting numbers together with expenses, and then grouping them, you will get a better idea as to the effect each group is having on your finances and how to attack them. Some areas will be difficult to reduce or replace. For example, mortgages, rents, student loans, and car payments are likely to remain fixed costs. But there are plenty of other expenses that have the potential to be adjusted. That means that your biggest chances for spending cuts are likely to come from the “smalls.” But that doesn’t mean that you shouldn’t spend time exploring the “bigs” and the “mediums.” Here are two examples of how to look at your groups, ranging from big to small:


In the “big” column, a $2,000 credit card balance at 13% interest per year, on which you’re only making minimum payments every month while you continue to charge, could turn into a $3,500 balance in five years, assuming that the interest rate stayed the same. If interest rates rise, you would pay more. Consider targeting the credit card debt as your first success in order to free up money for saving and investing. If you pay that credit card off and instead save $3,500, it could grow to nearly $4,500 in five years at 5% compounded interest.




ALERT


Here’s a tax tip which can help you save money and improve your budget. If you own a home-based business, your coffee and grocery expenses may be at least partially tax deductible. Every little bit helps.





In the “small” column is grocery shopping. A larger-than-expected “surprise” here may be from buying prepared foods, which cost more. Start buying fresh food and cook it yourself more often. Snacks are also expensive and can be cut back. Sodas, flavored water, and coffee drinks add up too. Consider going to the grocery store more often and buying only what you need each time, instead of making one big monthly trip where you might buy more than you really need of any one item. One trick to help control your grocery spending is to pay cash and never spend more than what you have in your pocket. Sometimes that might mean putting something back on the shelf. Never have more than $50 in your pocket when you go grocery shopping and you won’t overspend. Set concrete spending targets on your choices, and pinpoint the things that won’t hurt as much as others. If nightly dining out is standing out as a big expense, cut the five nights of dinner out per week to one or two and use the nights out as treats for making a good decision.


Intangible Benefits


Think outside the box as there may be more benefits besides freeing up some money when you make some spending cuts. In turn, those “extra” benefits may have a positive impact on your budget. By cooking your own food you are more likely to be eating fresh, less processed food. There are clear health benefits to be gained from this, which may translate into lower medical expenses.


If you spend $30 per month on public transportation, it may make sense to walk more. Do you really need to hail that cab? If you take the subway, consider walking one stop farther before taking the train. Walking is good exercise, and the ticket may cost less if you buy it three blocks farther along. If you can walk to work, it may be worth it to take that thirty-minute walk and the thirty-minute walk home every day.




FACT


It pays to shop and read the label. A 31-ounce jar of store-brand salted peanuts costs $5.99, while the 32-ounce jar of a popular brand costs $7.99. Two dollars is a lot of money to pay for an ounce of peanuts. If the store peanuts are just as good as or close to the national brand in flavor and consistency, this is an easy choice. It makes sense to compare similar products and to try different strategies.





Look for free stuff when you treat yourself. If you buy Starbucks coffee by the bag at the grocery store, there is a coupon for a free cup of coffee at the bottom. That can add up to twenty or more free cups of coffee per year if you’re a regular customer. You can order your coffee online and possibly get free shipping. By doing this, you save about $1–$2 per bag compared to the grocery store.


Shop around for your cell phone plan. You may find significant savings as often as twice per year when the plans do updates or service upgrades. Sometimes they’ll throw in a free phone. A $20 per month savings will bring you $240 per year.


See the Difference


The next step is to compare how much money you will actually spend after your analysis and your targeted cuts. Whatever is left is your free cash flow—what you will put in your bank account or your money market mutual fund in order to build your savings and investing capital fund. Track this figure over three months and see where things stand. Get greedy when you can and add in more every chance you get.




ALERT


You need a name for the money you will use to invest. Consider calling it your “investing capital fund.” It’s a good descriptive term, but it’s also a sign that you are starting to get in the right mindset and you are becoming a more serious investor.





If you’ve made good decisions based on your financial checkup and your analysis of the data, and have begun to artfully budget, you should start seeing some of your debt shrink, and you should be noticing that what’s left in your pocket has grown each month. Even if it’s a small amount, such as $50, it’s progress. As you pay more things off, like credit cards, if you control your expenses and you adjust your objectives, your free cash flow should start to grow along with your investing capital fund.


Personal Finance Software and Apps


There are many different ways you can track your personal finances. You can spend money on software like Quicken, or you can use an Excel spreadsheet. If you’re trying to save money, the spreadsheet may be the way to go. If you want to plan for the future, or centralize your finances, software often lets you do your budget, do your taxes online, as well as write checks and pay bills. You may want to do a spreadsheet at first and then move up to the software as you get better. The important thing is to get organized and to give yourself the ability to track your budget and to gauge your successes and failures so that you can make changes as needed.
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