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INTRODUCTION

As the “ought” decade (2000–2009) unfolds, people are confronted with ever more critical and ever more complex management of their personal finances. As people change jobs, financial guarantees like pensions disappear. As financial markets become more uncertain, as home prices, health care, and tuition costs skyrocket, and the complex tangle of tax laws evolves, there is more to worry about. Are the solutions simple and straightforward? Hardly. How much money will you need in five years? Twenty years? To support a thirty-year retirement? To cover the possibilities of disability and unforeseen health problems?

Most people can't figure out what they need next week or month, let alone twenty years from now. Meeting today's needs and wants is so consuming of their time and money that there is little left over for tomorrow. The reality is this: It takes considerable energy, foresight, discipline, contingency planning, and a certain amount of good fortune to make your finances work to achieve your future goals. It requires a certain amount of professional skill to quantify and manage your personal finances.

Many people choose to leave the professional skill part to others—financial advisors, CPAs, stockbrokers, insurance agents, and the like. While this “leave the driving to us” model works for some, it is very dangerous in other circumstances. Financial professionals have to make money, and the harsh reality is that most make their money by selling something—insurance, securities, mutual funds, mortgages, and tax services. Can you get a complete, unbiased, and actionable financial strategy from these professionals? Yes, sometimes. But in the same way that it helps to know about cars before talking to a car salesperson or that it helps to know about paint before talking to a housepainter, so it follows that it also helps to know something about personal finance before talking to a financial professional. Otherwise, you may get something that meets their needs more than your own needs, and it rapidly goes downhill from there.

So today's savvy shoppers gather up information before buying a car. They visit manufacturer Web sites, automotive portals like Autobytel.com, Kelley Blue Book, Car and Driver, and so forth. They look at pictures, features, prices, dealer costs, repair data, and testimonials from other owners. Do these resources make the decision? Hardly. But along the way, they collect some key facts and impressions. More importantly, they learn what questions to ask. They can separate the jargon from the realities, and they are able to understand the facts and numbers well enough to decide.

Whether you are an individual or the head of a family, you are the chairman and CEO of your own financial destiny. Regarding your personal finances, you may choose to do it all yourself, delegate it all to others, or some combination of the two. Regardless, you'll need to arm yourself with the basics—the questions and at least some of the answers—to proceed. The 250 Personal Finance Questions Everyone Should Ask brings you a structured list of questions and answers covering all aspects of personal financial planning. The questions are designed to help you learn important facts and concepts about personal finance. In some cases, they may be used in direct conversation or to design the questions you might ask of a financial professional. Questions range from the strategic and conceptual “why” questions to the more tactical and precise “how” questions about specific financial tools.

The first group of these 250 questions covers personal finance as a broad topic. Next is a large body of questions covering daily personal finances—the management of income, spending, saving, budgeting, banking, and credit. From there, questions move to the more complex and subjective areas of financial planning. Topics include the achievement of financial goals such as college and retirement and the successful building of wealth to achieve these desired ends. The next set of questions covers external forces affecting the achievement of these goals—risk and taxes—that can sink your plans unless navigated successfully. In the last set of questions, the topic of managing assets when you can't—estate planning—is addressed.


PART   1

Managing
Money


Chapter  1

PERSONAL
FINANCE BASICS

The term “personal finance” makes the blood of many run cold. Uh-oh, here it comes. Too much month left at the end of my money. Not enough saved for retirement or college. Eight thousand dollars of debt on my credit card and growing. Budgets. Saving. Tax rules so complicated that even the enforcers don't understand them. The stock market, that emotional beast that ate so many for lunch in 2000–03. Insurance policies and contracts so complex that you hardly understand the reader-friendly version. Charts and graphs. The complex mathematical mysteries of compounding, making money worth more or less depending on time, an Einsteinian concept that might cause the genius himself to shake his head in confusion.

The truth is, unless you were raised in a firmly financially conscious household (and most of us weren't), most of the topics covered by personal finance represent scary, unfamiliar territory. Dealing with finances is, in two ways, a date with the devil. First, for most it uncovers the consequences and scary realities of what happens when you don't have enough money. Second, many of the solutions require that dreaded confrontation with the bank officer, insurance agent, stockbroker, or accountant, an encounter where you struggle to keep up with what they say and then somehow feel compelled to make a decision after listening to half an hour of incomprehensible stuff.

This chapter, containing the first 10 of the 250 questions, serves one of the main objectives of this book: to get you comfortable with the basic elements and philosophy of personal finance and financial planning. With this perspective, it should become easier to move forward.

Question 1:  What is personal finance?

Boiled down, personal finance is nothing more than the management of your financial resources to meet your needs and achieve your desired goals. It is personal; that is, it's about you, your family, and your household. It is finance; that is, it concerns money—that which you have, that which you will have, and that which you need. It does not concern things—things are what you buy with money. It concerns how money is acquired, stored, and used.

The happy phrase “make it, spend it, keep it, grow it” summarizes the four major quadrants of personal finance. Personal finance requires attention to all four aspects in balance. Making money accomplishes little if it is spent frivolously. Consuming more than one produces is not viable in the long term. A household that makes and spends but doesn't save will achieve immediate gratification but will be caught short at some point in the future. A household that makes it, spends it, and manages to save some is on the right track but without growing it may fall short of achieving goals.

Personal finance involves planning both for today and for the future. The today part is managing current income, expenses, and savings. Planning covers aspirational goals and the many what-ifs of life.

The quadrant model of personal finance popularized by Robert T. Kiyosaki's Rich Dad, Poor Dad series is a good reference. The four quadrants are Income, Expenses, Assets, and Liabilities. The difference between Income and Expenses (net savings) builds Assets (good) or Debt (bad). The difference between Assets and Liabilities is Net Worth, which, of course, is good if positive and bad if negative.

Personal finance essentially comes down to managing the four quadrants of your financial life.

Question 2: Why is personal finance so important?

Life's goals—and the means for achieving them—have become more complex and at the same time less stable. Jobs and careers, employee benefits, and costs of vital goods and services like homes, health care, and college education are changing ever more rapidly. Financial markets are less predictable, and pensions and even government entitlements, like Social Security, are less dependable as long-term fallbacks. We are literally bombarded with promotions to buy or finance something every day. The bottom line: Income and expenses have both become more volatile for the average citizen, and against that backdrop, people are living longer and have more ambitious aspirations. More careful management and planning are necessary to make sure it all works out right.

Question 3: What personal character traits are required for financial success?

Granted, it takes more than character traits to be financially successful—it takes hard work, some degree of knowledge, and at least a little luck. Beyond the basics, three character traits repeatedly emerge among financially successful people:



1. Awareness. To get where you're going, the first step is to know where you are. Financially aware people keep track of their current finances, including how much they get, where it all goes, and how much they have. They track the impact of large and small actions in their finances. They know how much they have in their pocket, what's on their credit cards, what's in the bank, what their investments are worth, and so forth. They know the important parts of their financial plan, like their monthly budget, and how they are doing against them—not to the penny, that level of detail is unnecessary, but within a useful ballpark range.

2. Commitment—the ability and willingness to carry out the financial plan—follows awareness. Commitment must be universal in households; it doesn't work if only one family member is financially prudent.

3. Control. Control, in this sense, derives from commitment. It is the ability to control impulses, to make decisions with the big picture in mind, and to avoid temptations.



Successful personal finance requires a combination of all three traits. Any individual or family starting out should first take inventory of these traits, revisit them once in a while, and put proper rewards in place to reinforce their importance.

Question 4: Regarding our finances, what can and what should we do ourselves?

Personal finance can be a skill-intensive and time-consuming activity The answer to this question really depends on your own priorities and willingness to invest time to learn and plan finances. Most people spend at least a few hours each week managing routine household income and expenses. The opportunity to outsource personal finance really enters with financial planning—that is, planning for college, retirement, taxes, and managing wealth to achieve goals.

When remodeling a house, anybody can be a “do-it-yourselfer.” However, the process may be time-consuming and frustrating, and the outcome may not be what you had in mind—so you may decide to hire a contractor. Financial planning presents a similar choice. Many people choose to outsource, recognizing the loss of control and (usually) increased cost, but they make the tradeoff consciously. Still many more employ a mix—some “do-it-yourself” and some professionally managed, as with mutual funds. Unlike the remodeling project, the mix can be adjusted over time. But like the remodeling project, it can cost a lot to fix a bad job, and you as the owner must still take overall responsibility for the project.

Question 5: Where should I/we get started?

For many, getting started is one of the toughest assignments. People get used to a certain lifestyle. Then, confronted with the need (or desire) to improve their finances, they dread the necessary lifestyle changes. Habit changes and control issues between family members create tension and make it still harder to get started.

Experience proves it's best to start with a clear assessment of your current financial position—income, expenses, assets, and debt—almost like a company preparing year-end financial statements. Figure out where your income goes—the nature, frequency, and amount of each expense. It's okay—actually better—to group expenses into categories (e.g., Miscellaneous Personal) than to track down every $3.46 spent for a Starbucks latte. This thorough examination of past events to determine cause is called financial forensics. Count all assets and liabilities to determine net worth, and most of all, be honest.

The next step is to identify, quantify, and prioritize goals—things such as future home purchases, college education, retirement, vacations, and other aspirations. Then (and possibly with professional help) measure where you are today toward achievement of those goals, and the process is under way. Particularly for families, it works best if everybody works on this together, mainly to build the awareness, commitment, and control required to pull it off. Periodic review meetings support the process, and with a little success and reward mixed in, these sessions become part of the family entertainment repertoire.

Question 6: Why do people fail financially, and how can it be avoided?

The reasons for failure are many and varied, but most boil down to a lack of one or several of the following traits: awareness, commitment, and control. Simply writing checks or flashing the ATM card with no regard to where you are will bust a plan—if there was one in place to begin with. Many people spend too much, enjoying a standard of living possible in the short term—though often only with infusions of debt—but unsustainable in the long term. The problem is that they haven't even stopped to think about the long term! They have no awareness, and without awareness, commitment and control are impossible. It becomes a vicious cycle; once they get used to the standard of living, the long-term shortfall gets bigger and bigger. They become more reluctant to “face the music,” and awareness, commitment, and control are further put off, and so on.

Question 7: What should my net worth be?

Net worth—what you own minus what you owe—is the primary financial engine driving the achievement of financial goals and, ultimately, your future standard of living. Why? Because as you get older, you produce less income by working, ultimately relying on income generated by your assets, plus government entitlements like Social Security, to live. Obviously, your net worth should be as high as possible, and the true amount of net worth needed is geared to your own personal goals and chosen lifestyle.

A useful and specific benchmark comes from researchers Thomas Stanley and William Danko and their seminal work The Millionaire Next Door (Longstreet, 1996). Stanley and Danko found that average net worth for the households they researched was a function of income and age and that it amounted to a person's Age times the Annual Income, all divided by 10. So if you're forty-five years old and have an annual income of $50,000, your net worth should be $225,000 [(45 × $50,000)/10]. If your net worth is more than twice this figure ($450,000), you are a Prodigious Accumulator of Wealth (PAW), and if your net worth is less than half ($122,500), you are an Under-accumulator of Wealth (UAW).

So get out your calculator, add up your assets and debts (including house, retirement plans, insurance policies, etc.), and figure out where you stand! Are you a PAW, UAW, or somewhere in between? The Stanley/Danko benchmark is a good place to start for setting financial goals.

Question 8: I've heard a lot about the power of compounding. In plain English, what is it, how does it work, and why is it so important?

Compounding is the mathematical miracle adding so much to your financial potential if handled properly. Compounding boils down to this: When assets earn a return (interest, dividends, growth) and that return is left on the table, not only do the original assets continue to earn return, but so does the return. It is return on return, and as the years go by, it is return on return on return, and so forth. The more the return—and the more time elapsed—the more impressive the resulting figure becomes. One dollar invested at 5 percent earns 5 cents (becoming $1.05) in one year, but earns $1.65 (becoming $2.65) if left for twenty years.

The basic formula:

Future Value =
Today's Value × (1 + Rate of Return)Number of Years

The following table tells how much $1 will be worth when left to compound for different numbers of years and at different percentages of return. You can see, for example, that $1 earning 5 percent per year (as mentioned previously) results in $2.65 in twenty years and then $7.04 after forty years.

The table also shows how greatly a different rate of return can affect the end result. Increasing the 5 percent return up to 8 percent causes the forty-year outcome to triple, going from $7.04 all the way to $21.72. (You may also notice the astounding $7,523.16 that a yearly return of 25 percent produces in forty years.)

It should be obvious how important it is to leave assets in place to take advantage of this power. That means don't touch the Golden Goose and, if at all possible, don't touch the eggs, either. Not only should you leave the assets alone, but it is also important to manage the return. A shortfall of even 1 percent or 2 percent can make a big difference over the long run. As a result, return reducers such as mutual fund management fees should be taken seriously.

Time Value of Money: Calculating Future Value

[image: The_250_Personal_Finance_0010_001]

Question 9: How do my personal finance needs change with age?

Personal finance is all about planning for life stages, that is, the major occurrences and phases in your life. While long-term goals may stay constant, intermediate goals and their priority will change. When young and starting out, the major objectives usually are buying a house, establishing assets and emergency reserves, and getting the compounding train rolling for retirement. Along the way, getting married and having children brings another set of financial needs—income and asset protection (insurance), college education, and so forth. Eventually, your needs will shift to health care, long-term care, and retirement.

Question 10: How does inflation affect my personal finances?

Inflation is one of those nagging uncertainties we can't do anything about, but it bears watching closely. At its roots, inflation may not have any real effect if your income rises with expenses and you maintain your savings plans. Asset returns also wouldn't be affected, for interest rates, investment price appreciation (driven by steadily inflating corporate earnings), and home appreciation would keep up. But unfortunately, inflation, particularly when out of control, doesn't affect everything equally. Expensive supply inputs may not be passed on by all corporations. Stagnant economic conditions resulting from price spikes in key economic inputs like oil may cause incomes to not keep up with inflation. Jobs may go away altogether. If you have fixed sums invested in long-term fixed income securities such as CDs, long-term Treasury bonds, etc., inflation will erode the buying power of these assets. So the prudent course is to track inflation and particularly the distortions it causes in the economy and to avoid owning too many vulnerable assets.


Chapter  2

BUDGETING AND
MANAGING DAILY
EXPENSES

Too much month left at the end of your money? Your first responsibility, as the one in charge of your finances, is to gain control of daily expenses. Without such control, you are far less likely to accumulate the necessary wealth to achieve financial objectives and improve your standard of living. Gaining control usually means some form of budgeting. While budgeting has a tedious and ominous sound to most, it doesn't really have to be so hard. It doesn't have to involve too much detail, and it can be revealing and even fun. Read on to find out how.

Question 11: I just can't figure out where the money goes. Where should I look first?

When it seems like every month should work out but it doesn't, it's time to do some financial forensics. Financial forensics is the first step to coming to grips with your finances and building a plan. Really, it's a detailed investigation of where everything goes, when and why.

Everybody's situation is different, but excess spending usually comes from (1) uncontrolled or impulse spending and (2) a failure to realize how much things cost. Impulse spenders buy first and consider consequences later—if at all—and usually end up buying more than intended. Need a pair of shoes? Resist the temptation to add a new shirt and a pair of slacks on impulse, no matter how cheap or attractive. Buying groceries? Resist the temptation to buy unneeded desserts, magazines, and snack foods. Think “can I afford it, and do I really need it, anyway?” Reward yourself for not buying.

Many people fail to realize how much things cost. A weekend getaway is nice, but despite today's low airfares, two tickets, a car rental, weekend hotel, meals, and a souvenir T-shirt are going to run $800 or more. An $800 weekend every month or two will strain most budgets and deny precious long-term savings. Even a day trip to a big city or an evening at a baseball game can run $100, $200, or more without blinking an eye. Know the costs—all costs—of what you do before you start.

Question 12: What is budgeting, and how should I/we approach it?

Budgeting is laying out a plan for income, expenses, and the difference between the two. It starts with financial forensics and continues by laying out a savings and spending plan. The savings plan usually has two components: (1) off-the-top savings come out of income before it has a chance to be spent (such as for 401 (k) plan contributions, emergency funds, and other savings pools) and (2) surplus savings put aside amounts of income left after expenses. Budgeting is mapping the expenses, getting the commitment, executing the plan through the month, reviewing results, and informing and rewarding the participants.

Question 13: What are the main components of a family budget?

As long as it accomplishes the task, you can set up your budget any way you want. Adapted from this author's Pocket Idiot's Guide to Living on a Budget, 2nd Edition (Pearson, 2005), here are the major parts of a budget:

Gross Income is employer-paid wages or salary plus any regular or irregular income from any source. Tracking and projecting gross income must be done with special care if you are self-employed.

Net Income is Gross Income less tax withholdings, FICA, and for many, health insurance premiums and other uncontrollable expenses.

Off-the-top Savings are removed from income before becoming available for spending, like retirement plan contributions. The definition can be expanded to include certain charitable contributions (like church tithing) and contingency “rainy day” funds to be set aside.

Obligations are major and regular expenses tied to your chosen lifestyle. Many of these are contractual, such as home mortgages, rent, car loans, properly tax, and day care/school tuition. Obligations must be paid before considering other expenses. Note that many are billed irregularly, such as properly tax, and require funds to be set aside each month. This is one of the biggest budgeting challenges.

Necessities are important must expenses tied to your lifestyle, but these can be adjusted through management. Groceries, utilities, telecommunications, school lunches, and home maintenance are examples. If you have a tight month, you can buy fewer or cheaper groceries, use less electricity, or put off that home repair project.

Discretionary Expenses can be significantly modified or in some cases eliminated altogether. There are three subcategories of discretionary expenses:



[image: 001] Pocket Money is a set amount of “ATM” money each family member gets for routine expenses not worth tracking individually. Pocket money makes small purchases such as lunches, snacks, Starbucks, etc. The amount should stay constant from week to week or month to month.

[image: 001] Family Allowance, or “FAL”, is a discretionary amount set aside for family activities such as entertainment, eating out, and similar expenses. The FAL can change depending on a month's circumstances.

[image: 001] Personal Allowance, or “PAL”, rounds out the expense categories and is an amount for every family member to spend as they please without further tracking. It covers clothing, entertainment, books, hobbies, and other discretionary expenses, and it can change considerably.

Surplus Savings, the final component of the family budget, occur in the happy circumstance that there is some money left over after expenses.

Question 14: Do I/we need to track all expenses?

Simply, all expenses must be counted, but not tracked separately. Catchall categories (see Question 13) such as Pocket Money, Family Allowance, and Personal Allowance make it unnecessary to write down every donut or cup of coffee. Doing it this way makes the budgeting process much easier.

Question 15: What are the twelve steps of the budgeting process?

Again, The Pocket Idiot's Guide to Living on a Budget, 2nd Edition (Pearson, 2005) gives a framework:



[image: 001] Understand income. Know where income comes from, when and how regularly.

[image: 001] Understand expenses. Financial forensics figures out where it goes, when, and how much.

[image: 001] Set goals. Financial planning determines long-term goals, but there will be short-term budget goals too—a family vacation, $300/month discretionary expenses for each family member to spend, or a new boat.

[image: 001] Understand habits. As an outcome of financial forensics, understand how you and the family handle money and communicate.

[image: 001] Get savings and spending mechanisms in place. Establish savings accounts, retirement plans, direct deposit, and special credit cards to manage individual and family allowances.

[image: 001] Plan income. Build a detailed plan for the next month and, if appropriate, the next twelve months.

[image: 001] Plan obligations. Build a schedule of major regular and irregular unavoidable expenses.

[image: 001] Plan necessities. Estimate variable but necessary items like food and utilities. Be careful to make expenses reflect the time of year—as in higher utility costs in midsummer and midwinter.

[image: 001] Set aside pocket money. Does each family member need $40, $60, or $100 to manage the little stuff through the week? Decide on a number and allow ATM withdrawals to that amount.

[image: 001] Plan family allowance. Set aside a certain amount for family entertainment, home improvement projects, and so forth. For some families, it is a good idea to have a separate credit card for these to better track expenses.

[image: 001] Plan personal allowance. Establish an amount each family member can spend, no questions asked. Again, a dedicated credit card might help.

[image: 001] Balance and rebalance. This is the all-important twelfth step. If there is enough income to meet requirements, perhaps with some left over, you're doing great! But for most families, there isn't enough to get by, so this step adjusts budgeted expenses and allowances to arrive at a viable plan.

Question 16: Budgeting takes discipline and commitment from all family members. How do we get such commitment?

Without commitment, budgeting doesn't work. The success formula will vary by family, but two common methods are to involve everybody in the budget-setting process and to reward performance. People involved in creating something tend to support it, so budgets shouldn't be handed down from above. Rewards for good performance—a generous holiday gift budget, a special vacation, or an end-of-year gift card from a favorite restaurant or retailer—always help. Keeping everybody informed of progress toward goals helps, too.

Question 17: Must a budget be written down?

The short answer: no. People stress out over the time and effort required to write down so many numbers. Some don't want to be reminded of difficult choices and tradeoffs. When starting out, it's important to write everything down to get familiar with the numbers and the outcome. But with experience the need to write it all down may go away. Budgets for family allowance and personal allowance will become second nature: you might have $300 to spend each month for your PAL. Detailed monthly budget calculation and recording becomes more important if income or expenses change a lot.

Question 18: Why do budgets fail, and how can failure be avoided?

Most budgets, like most of personal finance, fail if there is a lack of awareness, commitment, and control among all members of the family. A budget that is not followed or is stretched with a barrage of month-end excuses will fail. Once it fails a time or two, it's hard to get everyone restarted. Likewise, a budget that is fiction in the first place because income and expenses aren't well understood will also fail. So, like many things in life, diligence, attentiveness, honesty and rewarded success will make it all right.


Chapter  3

HOW TO SAVE MONEY

Savings are a much talked about but much neglected part of individual finances. Indeed, personal savings—particularly ordinary, nonretirement, after-tax savings—have fallen to an all-time low, a fact that concerns many economists. Why are savings so elusive, especially in today's reduced income tax environment? Why are savings so neglected, when people know that so many important things such as a college education are more than ever their responsibility? Do people really not care about financial security? Do people really feel they will always be able to borrow their way out of problems? This chapter will give you some good ways to think about—and build—savings.

Question 19: Are savings really a single item in the financial plan, or are there different types of savings to consider?

A good financial plan segments savings into different categories for different purposes—an emergency fund, long-term savings, and short-term savings.

The “emergency” or “rainy day” fund is the first and most important savings category; it is set aside for income- and/or expense-related emergencies like job loss, unexpected car repair, medical expenses, etc. Most advisors consider about six months worth of income adequate. These savings should be used only for true emergencies and should be kept in liquid form, that is, immediately accessible with no penalty or cost.

Next on the list are long-term savings such as savings for retirement and college. Such savings, as implied, are socked away for the long term and are not to be touched but for the most dire circumstances. Regular contributions are good to keep building the “nest egg.” As these savings are long-term in nature and scope, they should be invested to produce some return and to take advantage of compounding.

Finally—and lowest in priority—are short-term savings for such aspirational goals as vacations or major purchases like cars, boats, and so forth. Money should be set aside in other categories first, and ideally even the money needed for emergencies would come from this category before touching precious emergency fund savings. Different investment vehicles are used depending on the time horizon—short-term certificates of deposit (CDs) and credit union accounts often work well.
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