















[image: image]






Getting to The Motley Fool Online!


David and Tom Gardner are cofounders of The Motley Fool, an online forum that can be found on the Web at www.Fool.com and on America Online at Keyword: FOOL.


Whether you’re looking for additional research on the stocks in your portfolio, new investment ideas, information about your 401(k) plan, daily news updates on the world’s most dynamic companies, minute-by-minute stock quotes, or just a place to talk to other investors, Fool.com has all of that and more—available twenty-four hours a day.


You can enjoy additional benefits of being a Fool by registering (for free!) at Fool.com. These benefits include:


• Special discounts on Foolish products


• Your own personalized Fool home page


• The ability to track your portfolio online and compare its performance with the S&P 500


• The opportunity to post messages on our popular discussion boards


• Alerts when there are Fool appearances or events in your neighborhood


Check it all out at www.register.Fool.com.
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Our Fairy-Tale World



ONCE UPON A TIME there was a prosperous country called the United States of America. America had fertile land, sunstruck coasts, purple mountains, and a happy people. She sported free public education, expensive but effective health care, and high-speed data networks anyone could tap into with a computer and a modem. In America more than any other place ever, you could do and say what you wanted, and your destiny was largely—to an almost disturbing degree—in your own hands. In fact, despite the protestations of whichever political party happened to be out of power at the time, America was the envy of the world.


But there was one thing that Americans lacked. Despite their comparatively rich status, Americans had very little understanding of what to do with their money. Most would just spend it, all of it—and in many cases, even more than that. In fact, 70 percent of Americans carried around monthly debt on misunderstood little plastic devices called credit cards. Even those not seduced by these devices had a problem. Their instincts might have been right: Save the money and make it grow. But how to save it, how to make it grow, was something no one ever taught them.


It must have had something to do with their educational system. Their schools, particularly the best ones, focused on the liberal arts: languages, literature, history, philosophy, plus a little science and mathematics. But while some Americans were taught calculus before college, few were taught any of the elementary personal finance and investing terms that would make their lives so much easier after college. Easy-to-understand concepts—price-to-earnings ratios, discount brokers, index funds, depreciation, balloon payments—became instead terrifying (or terrifyingly boring) shadowy beasts whose names were to be spoken in whispers if they must be spoken at all. Pent up in their cages, the beasts remained forever inaccessible. It wasn’t just the bars that kept these concepts caged—there was no formal education of any kind about money!


But what was it that most United States citizens worked the better part of their adult lives to obtain? What would enable them to buy the house, the car … or to retire, or to put their children through school? The irony was inescapable: Due to an oversight of the educational system, one of the few truly universal, commonplace, and important subjects—money—became the stuff of an exclusive ruling class of “financial professionals.”


And most of these “professionals” had for decades clothed the subject in expensive garments: overlong and extravagant words, weighty tones, an air of exclusivity. The implication was that only a Wise man could make sense of it all. But should that have been surprising? Most of the establishment made its money by managing that of others. That was the whole business. Thus, the less that the United States knew about its money, the greater the business for its car salesmen, banks, insurance salesmen, stockbrokers, and financial planners. Indeed, the establishment had little incentive to teach anyone anything at all! As history had occasionally and unfortunately demonstrated, the greatest money was made off the greatest ignorance. Future historians needed to look no further than the government itself for proof, as one state government after another sponsored daily lotteries preying on the widespread lack of financial understanding.


Capitalizing on ignorance was all the rage, short-term game that it was. And the game’s top players would indeed have been long-term winners if it hadn’t been for one tiny little plot twist we intentionally haven’t yet mentioned—the birth of online mass communication.


The birth of the Internet.


In July of 1993, from a small shack on the back of a nondescript residential property far removed from Wall Street, a little publication printed its first issue, bearing the improbable title The Motley Fool. Its goal was to educate, to amuse, and to enrich. Its name, alluding to Shakespeare’s Fools, arose from the belief that truth often lay outside the bounds of conventional wisdom. The publication had its shtick, it had some decent ideas, and it had a terribly small audience … mainly family friends.


A year later, that same publication emerged from that same shack in newly hatched electronic form on America Online (AOL), and a small subversive movement had begun. Within a year, The Motley Fool became AOL’s best-known site. At the close of 1995, Foolishness spread to an additional site, on the World Wide Web (www.Fool.com), whose audience and community of participants now number several million. We know the story so well because we were the guys who, way back when, were hacking away all night at our keyboards in that small shack.


But hey, what the heck was going on here?!


The answer was easy, but you had to know where to look. You had to look at medieval Europe, five centuries earlier.


At that time, it was another universal, commonplace, and important subject—religion (here, Christianity)—that had become an exclusive province.For centuries, a tiny but powerful elite clergy had been the exclusive interpreter of biblical stories and truths for the illiterate masses. And as is the case with our modern-day financial world, language then also served as a control. The medieval church wrote its documents and celebrated its Masses exclusively in Latin, a foreign language to most of its adherents, who spoke only their own local dialects.


That condition persisted until the development of the first great mass medium for publishing, in the 1430s: the Internet’s truest technological ancestor, the printing press. Over the next century, Johannes Gutenberg’s movable metal type ushered in a period of technological innovation, intellectual ferment, and social revolution of a type the world hadn’t seen for more than a thousand years. Martin Luther translated the Bible into German; John Calvin and others did the same in French. Their efforts opened up new understanding and education for the populace, giving birth to what we today call the Reformation. The result? A new, open publishing standard diminished the church’s power, following the democratization of its subject. The Bible found its way to the bedside table.


This should all be sounding very familiar, because the Internet is serving the same benign purpose today that the hand press did in the fifteenth century. (If the analogy interests you, flip to “Appendix I, Scribes? Meet Printers!”, for some humorous further elaboration.) And don’t expect any nice comments from the giants that the Internet is slaying, either! It’s called revolution, dear reader. Let’s fast-forward a few centuries and look a little deeper.


The French Revolution kicked off on July 14, 1789, when a Parisian mob stormed the now famous (and demolished) prison La Bastille. That day, a shocked King Louis XVI (who would lose his head three and a half years later) turned to his trusted Duke La Rochefoucauld-Liancourt and asked, “Is it a revolt?” The duke answered bluntly—and quite accurately—“No, sire, it is a revolution.” Indeed it was, and is today as much as ever.


The world is changing rapidly, and as in the past, these changes favor you, the individual, not the entrenched establishment. That accords with the opinion of another Frenchman, the renowned student of America Alexis de Tocqueville, who asserted more than 150 years ago that America gets more democratic and egalitarian with every passing day.


So we are today perched at a crossroads between the Old World—where average people were kept in the dark about their finances—and a New World, in which we each now have the means to manage our money effectively. What’s cleared the way toward this New World is a bulldozer of contributing factors that include greater distribution of educational materials, universality of corporate retirement plans, ubiquity of mutual funds, accessibility of investment information via the Internet, the popularity of investment clubs, the success of the discount brokerage industry, ongoing price reductions and improvements in personal finance software, and an increasing expectation among our younger generations that they’ll receive nothing from (government-managed) Social Security. And about fifteen or twenty other reasons as well.


As Rabbi Hillel charged us, so we charge you with regard to managing your money: “If not now, when?” To which we add, if not us, who? In this un-Wise tome we’ll have occasion to mention many people who’d like to manage or otherwise relieve you of your money. Unfortunately, in most cases they bring with them some basic conflicts of interest that put them at odds with your own greatest good. In fact, if you sometimes just stare long enough at the warm and fuzzy television ads put out by the financial services industry, you may begin to glimpse a huge gape-jawed monster lurking behind. “MONEY!” it roars, meaning yours.


Tocqueville was fond of pointing out that we Americans care a good deal about our money: “I know of no country, indeed, where the love of money has taken a stronger hold on the affections of men and where a profounder contempt is expressed for the theory of the permanent equality of property.” So it’s not just our voracious financial services industry that cares so much … it’s all of us. OK, so if we do care so much about our money—which is often made to sound wrong or bad, when it needn’t be—then it makes even more sense that we should be stewards of our own wealth.


Given the historical trends, the Internet’s game-changing new rules, and the revolution that’s occurring as we write, managing your own money is now easier and more rewarding than ever before. Indeed, we expect that the fairy-tale world depicted at the opening will increasingly look like most fairy tales—drawing off images of an antiquated past. America is waking and will never be the same.


In the tradition of all Motley Fool scribblings, what you now hold in your hands provides practical, simply worded, and systematic advice for creating your own successful approach to saving, spending, and investing money. No preexisting financial knowledge necessary. (It might even be a detriment.)



$20 Million Patience



The prologue ended, the music subsiding, the crowd in its seats and now becoming hushed, we begin our show with one simple premise. As it is with your life, so too with your money: You have more than you think.


Every dollar that you’ve saved, every penny in the pig, has a potential value far greater than you think. You might live in a worn-out shanty a stone’s throw from railroad tracks, with no more than $250 to your name, but we’re telling you that those savings hold more possibility than you think.


And maybe you’d say you don’t know anything about—nor have any interest in—your money. Maybe attending to your credit card, bank account, or broker seems simultaneously daunting and petty. All those calculations of percentage points, interest payments, and growth rates leave your heart feeling cold, your mind in a dizzy somersault, your soul empty. Most Americans feel the same way—outmatched and thoroughly uninspired by the world of personal finance and investing. You’d be no different from the rest.


But even then, or particularly then, you have more than you think. For instance, you will derive far greater pleasure from understanding your finances than you might currently imagine. Take a second to ponder on something you really love in this world. Surfing? Mystery books? Ping-Pong? French wine? Long-distance running? The disciplines in each of these actually mimic those of basic money management. The joy associated with one can naturally transfer over to the other.


In the few hundred pages you have before you, we offer plain language, a smattering of basic mathematics, a few dozen gags, and the occasional random burst of common sense. These things compose the palette and brush we’ll use to illustrate that you can succeed in achieving true wealth whether you’re starting out today with $57 in your savings account, $500,000 in your brokerage account, or $77,200 in mortgage debt. True wealth isn’t just about money, of course, though your money will be expanding, secure, supportive of your ideals, and probably more than you need. True wealth comprises also family happiness, cultural enrichment, the satisfaction of a job well done, and copious extra time to pursue your hobbies and interests. We’d be fools (small f ) to promise you all these things here. But what we can state emphatically is that a secure financial situation makes each of these far easier to come by. And we do promise that this book will transform the toilsome, tormenting task of mastering your money into good, clean, energizing fun.


In fact, if by the end of The Motley Fool You Have More Than You Think you find that this is not the case—that we’ve bored you or confused you, or just generally let you down—we’ll fall back on our standard Foolish recommendation, which is to encourage you to sue our multibillion-dollar litigating powerhouse of a publisher.


As mastery is our end, let us begin by studying the best. If you’d like to be the best softball hitter in your neighborhood, watch how Ted Williams swatted at a pitched baseball. If you want to be a filmmaker, Hitchcock’s numerous classics await you at the corner store—why not start there? Today’s great pianists grew up playing Chopin, Mozart, Brahms, and Beethoven for years. Fools that we are, we propose that this is the exact approach to take with your money.


In our search for a model, we stumbled upon a rather unlikely character. Our Chopin of finance wasn’t a full-service broker, wasn’t a big-name money manager on Wall Street, wasn’t a self-proclaimed financial expert inking columns in the daily paper. She wasn’t a man, either. And she was uncelebrated—no magazine covers, certainly, and in fact not even a single appearance on any of today’s superabundant financial shows on cable TV. She was nobody, really. She was just an individual investor. In a financial world where Wisdom and celebrity are so closely associated, she was just a darn Fool. The notion that she, quietly investing on her own, might be the most expert would undermine all that America believes to be true about money. Here too, Pythagoras was right: To find truths, we must invert.


So, who is she?


Ladies, gentlemen, and Fools, meet Anne Scheiber, a New Yorker whose initial $5,000 investment in common stocks in 1944 steadily grew into $22 million by the time of her death in 1995. The only reason we ever heard of her is that in her estate she deeded all of her money to Yeshiva University in New York, creating a splash media event at her death. As the story unraveled, investors at The Motley Fool online tried to figure just how she could have ended life with a treasure chest befitting royalty. The answer lay in simple thinking and the power of compounded numbers.


Anne Scheiber’s investment portfolio grew at an annual rate of 18.3 percent. Some years, she lost a bundle—between 1972 and 1974, her portfolio lost nearly half its value. In other years, she nearly doubled her money. But, all told, her money grew at that average yearly rate of 18.3 percent. Let’s artificially apply a steady rate of 18.3 percent annual growth to her $5,000 investment, just to see what it looks like after one, ten, thirty, and fifty years:


$5,000 PORTFOLIO GROWING AT 18.3 PERCENT PER YEAR
[image: image]







	Initial Investment 	After 1 Year 	After 10 Years 	After 30 Years 	After 50 Years







	$5,000 	$5,915 	$26,842 	$773,593 	$22.3 million








The inquisitive reader may be wondering just what it took to grow Ms. Scheiber’s money at that swift annual rate of 18.3 percent. Was she mixing in some casino betting? Did she take Trump-like risks, borrowing unthinkable sums of money? Was she seen down at the dog tracks on Wednesday evenings with large bills and a bagged jar of whiskey? Did she rely heavily on expensive advice from the marbled mansions in Manhattan’s downtown?


Not exactly.


Ms. Scheiber did not play her money in real estate, bonds, options, gold coins, derivatives, or ostrich farms. She wasn’t a gambler. And she never bought a single mutual fund. Though she had an account with a full-service broker, she eschewed that industry’s accustomed approach to investing, which involves frequent trading using up-to-the-second information. If Anne Scheiber were writing this introduction, she’d be leaning over our keyboard right now typing in that her profits were achieved in an unremarkable fashion, by a method that anyone in America—regardless of gender or race or all those other largely artificial distinctions that the media is always foisting upon us—could have used to turn $5,000 into $22 million.


How did she do it?


She invested her long-term savings in the stock market—an arena that many Americans considered highly speculative at the time, just as they do now. Scheiber used that money to become part owner in a handful of well-known businesses. She recognized that millions of people drink Coca-Cola and Pepsi every day, that millions treat themselves with medicine from Schering-Plough and Pfizer, that millions drive Chrysler automobiles. And so, after some basic financial analysis, she bought some stock in each of these and held on for decades.


We don’t want to oversimplify here. Holding on to the same stocks for decades isn’t something of which we’re all instinctively capable. It took patience above all, particularly during bad market years. Hand in hand with that patience was the resolve to ignore the sometimes loud and panicky headlines splashed across the covers of our nation’s glossy news and financial magazines. And not everyone is born with Ms. Scheiber’s awareness that active trading in and out of different investments leads to three things, all bad for the average investor: (1) anxiety, (2) high commissions for the brokerage firm, and (3) stiff yearly capital gains taxes. We’re not saying everyone can be Anne Scheiber, but it seems a good deal easier and more enjoyable to take her road to riches than most of the others we’ve come across. Anne Scheiber inverted the conventional Wisdom to find the truth.


It is this conventional Wisdom that we’ll be assailing throughout these pages. After all, common thinking says you’d need huge sums of capital to buy stocks, that the stock market is big and indecipherable, and that you shouldn’t invest without the expensive assistance of a professional. Applesauce! That nonsense comes from the industry itself, which makes money off of your ignorance. Theirs is a philosophy of material convenience; they make a lot of money when you can’t do it yourself.


As new as our roll-up-your-sleeves-and-do-it-yourself mantra may sound, it’s as old as the public markets. Many of history’s great investors and financiers—Rothschild, Getty, and Buffett among them—have held that common Fools with a bit of discipline and persistence can turn paper into platinum. Those ideas were effectively iterated once again recently by an unlikely source—one of our nation’s great mutual fund managers, a darling on Wall Street, Peter Lynch. Lynch spent his career among the Wise as he managed Fidelity’s largest fund, Magellan. From 1977 to 1990, he sweetened the lives of his investors by earning them annual returns of over 29 percent. A $10,000 investment in Magellan grew to $274,000 during his thirteen-year tenure. One might expect Mr. Lynch, upon retirement, to have toured the country in regal attire, championing “professional” money management. After all, he must have used unusually sophisticated strategies and exposed his investors to substantial risk in the process, right?


Nope. Like Anne Scheiber’s, Lynch’s approach is straightforward and accessible. And rather than pumping up Wall Street and the mutual fund industry, upon retirement he sat down and wrote a number of investment books that, more than any before, promote the idea that “amateur” investors can best manage their own money. To support this highly un-Wise position, Lynch tells the story of a group of seventh-graders at St. Agnes School in Boston who, by using nothing more than horse sense, consistently outperformed 95 percent of our nation’s richly rewarded fund managers and financial advisors.


Kids were beating up all over the starched shirts.


Given what we’ve already written, you probably won’t be surprised by their method. They bought companies like the Gap, Disney, Nike, Tootsie Roll, Pepsi, Topps, and NYNEX. They looked for household names with strong future prospects. Finding these companies took little more than focusing on excellence among strong long-term consumer businesses, an approach we’ll teach in this book. Importantly, their approach avoided the greatest mistake that most people make with their investing, which is buying stuff they don’t understand. The seventh-graders started small, bought what they knew, and did it all themselves.


So here you have it. Five thousand dollars standing pat for fifty years on its way to becoming $22 million. Seventh-graders trampling Wall Street. And in the face of it, a financial services industry whose expensive marketing and overpriced advisors are hell-bent on saying it can’t be done. Given this milieu, you just know it’s time for some multicolored caps to tumble across the stage. It was the Fool in Elizabethan theater who played to the people while speaking simple truths to the king and queen. Hundreds of years later, Folly is alive and well, and the truths to be told in today’s financial world are that


• You can do much better managing your own money than giving it over to someone else


• You can quickly and painlessly learn how to save thousands of dollars on a house, a car and other major purchases


• Planning and executing your financial decisions needn’t take more than a few hours each month


• You will actually enjoy this work, if it’s framed Foolishly


• The only math you’ll need is straight out of your fifth-grade textbook


• Being rational about these matters is both crucial and fun


Unfortunately, this simple message of regular savings, sensible spending, and self-directed investment in stocks hasn’t yet reached everyone. We live in a nation where approximately 70 percent of the individual ownership of public companies remains in the hands of 10 percent of the people. This is not because only rich people can buy stocks: it simply speaks to a broad lack of education about finances.


Unfortunately, too, even when people have started investing, of late they’ve been socking their futures away into mutual funds. Americans have poured over $4 trillion into stock funds, in most cases not realizing that these funds have consistently underperformed the market. Of course, this is better than dropping it on the greyhound in lane six. But over the past five years more than 80 percent of stock mutual funds have underperformed the stock market’s average return. With these and other missteps, the gap between the haves and the have-nots is widening; it’s as much the result of poor math skills as anything. Later in this book, we’ll present an extreme and show how, over time, the investor who starts with just $500 in common stock will demolish the wealthy lottery player or casino bettor starting with $15 million. This Fool will also outrun the steady investor with a good deal of money in underperforming mutual funds.


In simple mathematics lies your financial success. That Foolish truth was never more important than it is today. The mathematical misreads that damage so many savings accounts in America are now beginning to create nearly insurmountable problems. As of this writing, consumer debt tips the scales at $550 billion. The average household in the United States that carries a credit card balance has more than $7,000 worth of credit card debt. And recently, scarily, over half of those surveyed in a poll on success chose the state lottery as the only way to get ahead financially. Imagine that. Financial dependency and numerical ignorance are sharing the same bed, and the child born of that unfortunate coupling is not going to win any beauty contests. One need look no further than the nearly $3.7 billion spent on lottery tickets in the state of New York in 1998 and 1999 to see as much.


Much of our ongoing work involves a concerted effort to terminate this cozy relationship between bad math and financial servitude. (When we use “we” in this regard, we’re referring inclusively to ourselves and our entire Foolish troupe—of which you are now a part, so take up the belled cap with us!) Probably our single best weapon is the spread of ideas made possible by the Internet. The digital network, which enables a simultaneous, mass conversation around the globe, is radically redefining how we gather and process information. Your schools, libraries, and business competitors have already made the Internet core to their undertakings, so if you somehow haven’t already, it’s high time you did too.


The new public dialogue about finance and investing will continue to force changes in the way entire industries operate. For instance, beyond Wall Street, the networked world forces car and insurance salesmen to alter their traditional approaches to the consumer. They don’t so easily run a dozen fast-talking salesmen at you with rotating deals, long contracts, and unnecessary charges. They can’t expect that, before signing on the dotted line, you won’t sign in to Fool.com and ask thousands of people what they think of whole life insurance, car warranties, leasing deals, and the like. They will have to expect the opposite, since from now on you needn’t make a single important financial decision in isolation.


And this move to mass conversation is also rewriting what Wall Street is. Over the next decade, the compensation system in the financial world is going to be almost completely scrapped and rebuilt to support its customers’ interests. Electronic transactions are bringing costs down throughout the industry, and the Internet is spreading the word about better service and better prices. While the average commission for a trade executed by a full-service broker still hovers around $150, the average trade through a discount broker runs about $15. And there are numerous accounts which now allow you to execute trades for free. How long will these inequities last? Even less time than you’d probably think, given the existence of the Internet. Likewise, actively managed mutual funds charging 1.50 percent management fees are now having to compete with electronically managed index funds charging 0.18 percent management fees. For a $50,000 account, that’s a difference of $660 per year. And the index fund is beating more than 80 percent of those higher-priced managed funds! Did someone just nail a coffin shut? Is that a death knell we hear playing?


Everywhere in the money world, plus is becoming minus, theirs is becoming yours, and the folly of Wisdom is giving way to the wisdom of Folly.


It is in this environment that The Motley Fool You Have More Than You Think has found its way to your fingertips. The main reason you need this book is to learn the useful personal finance information that will help you spend less, save more, turn your own profits, and teach and encourage others to do the same—and to share in a couple of good laughs. If you help us revolutionize the financial world along the way, even better.


We at Fool Global Headquarters are fully aware that the enjoyment one gets from buying a car or speaking with a financial advisor ranks right up there with the pleasurable act of sticking one’s hand in a blender set on puree. If you’re like most people, you just want to get it all over with, praying that you got an OK deal. So you stumble through life half valuing the car, the house, the term life insurance, the stockbroker, and half rushing to get to the end of the process. This hurriedness and mass disenchantment with personal finance creates a financial services industry that benefits lucratively from a titanic amount of societal ignorance. In their ideal world you fall asleep over the contract, they shake you awake, and you sign the document.


This disenchantment stems largely from a collective belief that financial decisions all just seem too big and complicated. But the people who succeed at investing have never thought of it as a big “financial” thing, disconnected from the rest of their lives, but rather as a series of simple purchase decisions, much like price shopping at the grocery store. Yes, we’ll soon take a death-defying ride through the analysis of everything from slot machines and the state lottery to credit cards, insurance plans, mutual funds, the stock market, and much, much more. But the simple and numerical truths will become evident, and the “numerical” tasks will never get more difficult than the addition, subtraction, multiplication, and division chalked on your grade-school blackboard. Maybe we should have titled this book Easy Numbers, Easy Money—it would probably have sold more copies.


As we prepare to begin, we should probably let you know up front what this book will not do. That way, no hard feelings, no questions asked, no sense of having been misled. If you’re browsing at Borders or Barnes & Noble, read this section right now to figure out whether or not to place this book back on the shelf. (With the cover facing out, please, and, in fact, if you could just adjust the bookshelf so that our other books also have their covers facing out, that would be great.)


Although we’ll concentrate on personal savings early in the book, do not expect us to dawdle too long on how to live frugally, perhaps saving $10 by not sending birthday cards this year. Even if you live to the ripe old age of ninety-five, life’s too short to trade away happiness for halfpennies. Though the Fool.com Web site has a dedicated circle of “Living Below Your Means” enthusiasts, The Motley Fool You Have More Than You Think will not teach you how to budget out the joys of being.


When we begin concentrating on investing, we will not show you how to trade stocks for a living. Further, we’ll neither teach you all the latest Wall Street jargon nor put you down into the pits with Manhattan’s energetic commissioned traders. If you are disappointed by this, let us know with a letter or e-mail, and if we get enough of such messages (say, 1 to 2 million), we’ll consider following up this book with the sequel We’re Wise Now: The New Foolish Tune Plucked from Our Market Research.


Next, on a more serious note, this book will not spend much time teaching advanced stock-research techniques. We’ve done some of that in the second and third books of our Motley trilogy, The Motley Fool Investment Guide and The Motley Fool’s Rule Breakers, Rule Makers, and offer additional help in that direction in The Motley Fool Investment Workbook. Further, our online site, Fool.com (available also at America Online at keyword: FOOL), has additional fresh information pumping out twenty-four hours a day, making it a veritable treasure trove for active students of investing. The amount of information moving through our online areas each day is currently the equivalent of seventy-five full-length books, give or take a score.


Like any Fool book, this one is written for everyone—to inform the novice and to amuse the sophisticate. If you’re a serious investor, we hope you’ll find numerous investment suggestions, ideas, and pointers throughout this un-Wise tome, and you might also be interested in The Motley Fool Investment Guide or The Motley Fool’s Rule Breakers, Rule Makers.


Finally, because we lack expertise in these, as well as the necessary space to go after them, this work will also fail to teach the basic sailing knots, how to make candles, where to fish for pike or perch, or anything about Zulu war tactics. Each would open up new worlds, but each is a subject that—without exception—we know very little about. Que será, será.


To close, simple thinking and public conversation about money today are discharging lightning bolts of new knowledge and understanding across the country, scorching conventional wisdom in all its forms. In belled caps and colored slippers, Fools are actually getting paid (through improved investment returns) to peek in on the downfall of unnecessary kings.


The message swirling around our corner of cyberspace today is that money management ain’t as hard as these kings have it cracked up to be. Starting with very little, Warren Buffett has in his lifetime created $28 billion of wealth. With characteristic humility—but even, we think, with some accuracy—Buffett recently called his achievement “remarkably unremarkable.” Peter Lynch beat everyone on Wall Street, then wrote two books about how overrated the fund manager, the stockbroker, and the financial advisor are. And starting with little money and lots of patience, Anne Scheiber accumulated more wealth on her own than most of us could ever need.


Lest you think that not everyone can make that sort of money, please understand, dear Fool, what is happening over at Yahoo! these days. According to Matt Richey, the Fool’s director of investment strategies, on the day this sentence was inked, Yahoo!’s stock rose $4 per share, earning its cofounder and chief yahoo Jerry Yang $181.5 million in profit in a single day. Mr. Yang is human. This is a guy who has a clause in his contract that permits him to work barefoot. What you’ll find if you look closely is that his achievements are far more mathematical than magical, more natural than preternatural. And best news of all for you and us is that the stock market has made it possible for a whole bunch of other people to own his stock, earning the very same returns, if not in quite the same amounts. This is part of the miracle of America, though a very pedestrian sort of miracle it is. It’s high time you understood and shared in it, if you haven’t already.


Before shutting down our little introduction, permit us to say once again that this book is for people who don’t read financial books. Financial books are terribly dull and use complicated language. What you have here in your hands is a naughty little time-saver written by English majors, laced with jokes about the establishment for no reason other than that the establishment has proven so unwilling to make any jokes about—or explain—itself!





PART I
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You Have More Than You Think
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Brain


The revelation of thought takes men out of servitude into freedom.


—EMERSON


WE HAVE NO intention of insulting anyone by leading off this chapter with a section simply titled “Brain.” Let’s face it … we pretty much all know we have brains, and while we could always be smarter, few of us feel too cerebrally bilked.


That said, many people seem quite willing to dismiss the exercise of reason when confronted with situations that smack in any way of the financial. Take the huge popularity of credit card debt, for instance. Like horses wearing blinders, a whole generation of Americans has grown up focused only on meeting that “minimum monthly payment” line, failing to recognize the implications of paying annual interest rates in excess of 15 percent. Observations like that inspire us to lead off this crucial chapter by stating unapologetically that you have more than you think: You have a brain.


“All men by nature desire knowledge,” wrote Aristotle, but many have disavowed their nature when it comes to finance because no one ever taught them anything about the stock market, or explained how a retirement plan works. Once we are freed from classrooms and textbooks, the subject becomes completely off-putting, as are many of the other subjects we didn’t study in school, like quantum physics or Babylonian history. But finance isn’t at all like quarks or ancient kings. You deal with it every day. Really now, how often do you handle money and spend it, and how many people spend how many hours dreaming about it? If we can understand our dreams, we should understand our money.


That time for you, dear reader, is at hand.


Speaking of brains, the old cliché runs that we actually use only 10 percent of our brain cells. You probably won’t even need to use half that much to read, understand, and use the book before you. Let’s begin proving that by returning to our earlier example of credit card debt, a subject that—perhaps more than any other—we simply cannot harp on enough.


For every dollar that remains unpaid on their credit cards, many people are paying sixteen to eighteen cents over the course of a year. It doesn’t take a graduate degree in anything to discover that 16 to 18 percent is well above what you pay for most loans (at last look, 8 percent for cars, 8 percent for homes, and 14 percent for personal loans). Additionally and importantly, this rate is way beyond the annual investment gains you should expect from any standard form of investment. The stock market, the best-performing investment vehicle of this century, has posted average annual gains of 11 percent. Ask yourself what would happen if you were consistently to borrow money on your credit card to invest in the stock market (which some people actually do). How long would you be in business? And remember, stocks outperform everything else!


We’ll get into credit and debt later. For now, it’s enough to point out that your average ten-year-old should find nothing difficult about reading about and understanding the credit card problem presented here. But it’s clear that few people really do understand this; you can see it in the way they run their day-to-day lives. And the credit card industry is taking direct advantage of this, playing us for dumb.


You have a brain. But most people think they don’t when it comes to anything financial. Additional examples abound. Do you have friends with money in the stock market? Or in a mutual fund? Ask them to explain exactly what they’re invested in. Chances are very good that they’ll be able to tell you little more than the name of the company or the fund. This is the direct result of someone else having sold them investments that they know nothing about. Most people with savings have their money in mutual funds but don’t really know what the funds are or how they work. Some Americans own stocks without recognizing that stocks simply represent their part ownership in a given company. And how many people own shares of oil-and-gas, gold-mining, or high-technology companies without really having the faintest idea how those businesses work or what the companies’ products are? Come on, now … you’re better than this, and you have more than you may think.


In his delightful book One Up on Wall Street, Peter Lynch points out the irony that most of us Americans spend a great deal more time and care making home appliances purchases (like refrigerators) than we do on our investments. The irony couldn’t be stronger: Consumer electronics cost hundreds of dollars and lose value over time starting the very minute you walk out of the store. For some reason, however, we’ll roll up our sleeves, check prices, read and compare the long lists of features, do a bit of “test-driving,” and haggle with the salesman before we buy a Walkman.


By contrast, our investments often involve thousands of dollars and will appreciate in value over time! But we’ve made up our minds that investments are complicated or boring, or really just “gambling” at heart, so we just don’t think much about them.


What do we do, then? We employ a financial services company to manage investments for us, be that a brokerage firm, mutual fund, financial planner, whatever. Amazingly, once again we fail to ask our financial professional the simple and revealing question “How do you make money?” A follow-up, which should always be asked, is simply “How do you make more money than that?” If you walk away with nothing else about investing from these Foolish pages, walk away with a simple understanding that


• Brokers earn commissions for each trade made on your account—and they make more money by trading your account in and out of more investments


• Mutual funds take a portion of the money you give them to manage—and they make more money by attracting as many other people’s money as possible


• Financial newsletters make money through subscription fees—and they make more money by enticing larger numbers of subscribers


“Nothing astonishes men more than common sense and plain dealing,” wrote Ralph Waldo Emerson. Astonish yourself by applying some of this common sense and you’ll find that each of the ways that the entities listed above make more money is ultimately detrimental to their customers’ interests. (Please note that your name tag reads “customer.”)


Brokers make money when they move you in and out of different investments—even very good ones. They get an additional lick off your ice cream cone every time. Each of these moves also adds to your annual tax burden. Further, this frenetic activity tends conveniently to suggest to many customers that “Geez, only my broker can keep up with this stuff … I just can’t do this on my own.” Au contraire!


Mutual funds spend additional monies (your money) advertising themselves so they can attract more money to manage. Plus, every additional customer they bring to their beachfront makes it that much less enjoyable for existing customers who have already laid out the towels and put on the tanning lotion. To put that in financial terms, the bigger the fund gets, the more dollars it has to spread around; the more dollars in play, the less nimble it becomes; the clumsier it is, the less likely it is to outperform the stock market.


Finally, financial newsletters end up having to show you pumped-up numbers to attract subscriptions. Some of them obtain such numbers through creative accounting, and they possess more gadgets in their bag of tricks than you’d find in a Swiss toy maker’s shop. A host of best-selling financial newsletters and books are marketed on the basis of illusory or impossible-to-achieve big-sounding returns.


The easiest way to understand things is to ask very simple questions about them. Unfortunately, many of us are afraid to ask basic questions because we think it might make us look stupid. Actually, you look stupid only when you hide your lack of understanding behind a presumed knowledge. To return to the theme: We have more than we think. We can bring the power of reason to bear on this subject. Reason’s most basic tool is just asking questions. And asking questions is the very thing that many financial professionals today do not want you to do.


Don’t cooperate. Wait for your answers.


Finally, the very act of your sitting down to read this book already demonstrates that you’ve decided to move from servitude to freedom (in Emerson’s felicitous phrase, which led off this chapter). The heart of our work on money is a fundamental belief in rationalism, in the idea that we can and should bring our powers of reason to bear on financial matters. The application of reason is in fact the only natural way to succeed with finances. If you’re not using your brain, you’re using something else: somebody else’s advice, the daily horoscope, or blind luck. Your brain is the more powerful instrument.


Time


You also happen to have more time than you think. “Time” here refers both to mundane daily time and to your overall lifetime.


We needn’t belabor the point; a few examples should suffice. Let’s start with educating yourself about saving, spending, and investing. You have more time than you think. Sure, the financial world is all about getting you to act quickly, since you’re more likely not to use your brain (see previous section) if you’re convinced you don’t have the time to. That’s part of the game.


Ever been cold called? Your phone rings in the midst of a dinner party, you pick it up, and some guy from “First Mutual” is pitching you an Argentine bond or shares in a “wireless company” (with no real explanation of what doesn’t have wires attached to it). What’s his goal? To sell you on the idea, regardless of its merit, and to make the sale NOW. What’s your goal? In most cases, it should be to hang up immediately, or, at the very least to ask about the SuperTaco.


Whenever a cold-caller rings, insist that if there’s a way to get you a SuperTaco, there’s a guaranteed sale in it for the caller. If the stunned broker attempts to return to his spiel, repeat that you were under the clear impression that this call was going to revolve around SuperTacos, and that unless SuperTacos are going to be discussed promptly, there’s a real chance that the police are going to have to be brought into the equation. If the broker continues to discuss non-SuperTaco-related matters, burst into tears. This is sure to prevent your ever receiving another such call again.


Time is your greatest ally in many ways. At Fool.com, we frequently hear from new investors who have been cold called. They come online to ask questions about how they should respond to the guy at First Mutual. Regardless of whether they take our advice never to return the call, these readers of ours have already won. Why? They took time; they used time to their advantage. They didn’t allow anyone to pressure them.


The same thing happens in a softer-edged way between many investors and their full-service brokers. Your broker calls you to pitch a new investment idea. She’d be very happy if you just said, “OK, you’re the pro, go for it, Debbie.” But you really shouldn’t, ever. Even if Debbie is the greatest broker in the world, you should still take the time to think about her idea, maybe make a few calls, learn something on your own about the suggestion. Debbie may not intend to be pressuring you at all, but you’ll still often feel pressured regardless. The temptation will be to relieve the pressure by saying, “Just go ahead with it.” But you have more time than you think.


One of the effects of our earliest efforts to encourage people to think about the stock market was that a whole bunch of people who’d never invested before jumped right into the market. Which is great, because that has always been our primary point. But one thing we can’t control is how a reader actually puts into play the principles we write about, whether online or in any of our books. It’s probably inevitable that at least a few people somewhere have jumped right into the market with aggressive stocks and big gambles, figuring they could go out and make a killing now that they knew the stock market was the place to be. For all we know, some of them did make killings, but more often than not impatience gets you killed.


That’s why we continue to teach people to “do it on paper” for a while. Practice investing by playing the hypothetical game of I Would Do This Now. Write it down, follow it, see how you do, and see what you can learn from that. Take a year or more to do this. You have years and years to invest (and we say this even if you’re seventy-five years old), so don’t get caught up in thinking that if you don’t act now, the rocket’s leaving the launchpad. You have more time than you think.


Don’t be in a hurry to invest.


If you already are an investor, you probably already know how great an ally time really is. The stock market has returned an average annualized rate of approximately 11 percent since 1926. If you’d just plinked down $1,000 into the stock market seventy years ago and forgotten about it, you’d have $1,488,000 today. In the seventy-first year, assuming it’s average (11 percent), you would net another $163,700 on top of that—just one year’s returns—more than 163 times the whole amount you socked into the market seventy-one years ago


Can numbers speak more eloquently?


Those seventy-one years have had their share of scary moments. Over a two-year period from January 1973 to December 1974, the market declined a horrendous 45 percent from peak to trough. Then in October 1987, the market dropped 26 percent of its value in two days. Worse than that, the market lost 67.6 percent from 1928 to 1932, during the market crash that began the Great Depression. But despite these and many other poor periods, there were and are so many good periods for the stock market that if you just buy and hold tenaciously, you’ll be become rich. Seriously.


Always remember Anne Scheiber, who patiently and systematically bided her time with a handful of core holdings and died half a century later with $22 million. Reminds us of the ending to one of our favorite flicks, when the Wizard of Oz asks the Scarecrow, the Tin Man, and the Cowardly Lion the simple question “What do they have that you don’t have?” He went on to give gifts to each of them that represented that one thing (a diploma, a ticking heart, a badge of honor).


What Anne Scheiber had that many of us lack is patience. Another way of putting it? She knew how much time she had.


Finally, in an age of market research and demographics and targeted products, we’re not playing that game. The points we’re making apply to everyone. Even if you’re seventy-five years old, you probably do have more time than you think. But regardless of the date and time of your final hour, you should be thinking not just about saving for yourself but about building and leaving a legacy to those coming after. So even those who would not appear to have more time than they think in most cases actually do, and they should generally act under that assumption.


Other People


As with our brains and the time we have, so too the value of other people is often lost on us.


Sad but true, not all people are valuable all the time. You’ve told your children four times in the past week not to take food out of the kitchen, and they just fumbled a bowl of tomato soup on the living-room carpet. Or was it that your college roommate borrowed your car without asking and drove it into a river? He’s fine, but the car’s gone, and once the news has settled, his value to you may have declined fairly dramatically. And what, you ask, is the value of that broker who pitched you $5,000 worth of restaurant stock that is now trading at twenty-five cents a share? Sometimes people so hurt your financial standing that you think about swearing them off, living in a hole in the tree next to Howard Hughes.


But don’t.


Look in the right places and you will discover invaluable insights from other people. In the money world, you just can’t get enough input. Even the bad stuff helps. Some out there have grandparents who, right now, are picking up quarters out of white plastic buckets and discarding them into slot machines. Still others have siblings who somewhat systematically call for a loaner. (We each claim the other brother does this wantonly, and we’re trying separately to get our sister to back us up on this.) Fifty bucks here, another fifty there. Learn from their mistaken approach to money. Eschew righteous moralizing and show them some of the numbers from this book.


On the other side of the coin, as it were, most of us have at least one or two family members to whom we can turn for lessons and help in thinking about money. Surely your father has gone through the dreary car-buying scenario enough times to give guidance. And maybe one of your cousins just bought a house; it might be useful to see how she managed that process. Hey, you say that your aunt is a money manager? We hope you’ve recently taken her out to a superb lunch to query her about investing (if only to learn all her mistakes—ba-da-boom). Your ideal financial confidants date all the way back to your first little red wagon, your first broken bone, your first big mistake, and your first date. (It occurs to us briefly that in some rare instances—we’ll hope not yours—all four of these could even have been part of the same incident.)


It’s your family.


For some people, family isn’t a suitable option. Maybe you were kicked out of the clan for marrying the wrong guy or for not following the slew of your ancestors to Princeton. Families can occasionally be a nuisance. So, fine already, because you can find people in other places. Those close friends all around you make perfect checkpoints as you step out into the world with a walletful of cash. In our upcoming section on how to buy a car, perhaps our most useful suggestion is that you never travel down to a dealership all by yourself. Though many of us have done just that, including both of the authors of this book, it makes no sense. Why sit all alone as six different negotiators present you various (often equally unfavorable) deals and slam in front of you an overlong contract flooded with legalese? Being alone at a car dealership isn’t much fun, and it also isn’t very safe.


Entire corporate armies have formed for the purpose of loosening a few hundred extra dollars out of your wallet each year. You’re putting yourself at a miserable disadvantage by not working together with your friends. Maybe a dinner club of five that meets once a month to talk about money strategies is a good idea. If you’d like to use a name like The Motley Fool Dinner Club™, we’re always looking to spin profits from licensing.


An alternative to TMFDC is to start your own investment club consisting of friends, neighbors, business associates, and very smart pets who invest a certain amount of money into a portfolio containing stocks that the group has selected. In fact, you might check out one of our other books, Investment Clubs: How to Start and Run One the Motley Fool Way, for some guidance on this. (An interesting fact that we’ll offer up to stoke the fires of the ongoing but, we hope, ever-friendly battle of the sexes: According to a study by the National Association of Investors Corporation, of the all-men, all-women, and mixed-gender investment clubs, the all-women clubs have the best average performance record.)


We now move from what has sounded like a telephone advertisement (friends and family) to the next group of people who can add tremendous value to your bank account: the authors of financial books. No, not all of them. If the cover of the book portrays a dandy in a sleek suit with a toothy grin directing his index finger your way, stay the heck away. You also may not find much use for the equally frightening nine-hundred-page financial books inked by dusty-headed academics with a fetish for binomials and unreadable charts. Combine these two extremes and you may have found the catalyst behind our entire nation turning away from its banking and brokerage accounts and crying uncle on all money matters.


Ah, but in between the two dreadful extremes are some absolutely wonderful books. John Kenneth Galbraith, Philip Fisher, Peter Lynch, and, more recently, Guy Kawasaki, all are responsible for some of the better contributions to American letters this century. Before you tear open the covers of that next sensational crime novel, give a book dedicated to business or investment a chance. (For some of our favorites, check “Appendix II, Books You Should Like.”) The world of money features all the stories you could want about honor and disgrace, despair and joy.


Remember that the financial world does not want you to educate yourself; it hates the idea that you might actually read this stuff. Picture the grimace of the mediocre fund manager when he spots some Fool on the train reading about Warren Buffett. The CEOs of full-priced brokerage firms are horrified that you might learn enough about your money to manage it quietly yourself—at one-tenth the cost of having them do it for you! And imagine the rattled expression of the commissioned insurance salesman when he realizes that you actually know what you’re doing. Browse the business section next time you’re in a bookstore. There are gems to be unearthed.


Finally, this wouldn’t be a Fool book if we didn’t mention here the relative values of the Internet. Our global network attracts tens of millions of people to it every day, and the majority of adults in America are signing on to the Internet regularly. They’re already e-mailing relatives and friends, and researching and following conversations on every subject imaginable: overcast-stitch sewing, candlepin bowling, ice sailing, otolaryngology, hothouse flowers, Southeastern Conference college basketball, and the miserable underperformance of most managed mutual funds.


In truth, every topic imaginable is being considered on the Internet and examined in detail. By this point the mass media has more or less embraced the Internet, and though there are frequent scare pieces citing crime, pornography, anonymity, mass suicide, and the dreaded computer virus, the reality is that 99 percent of the activity online is at worst harmless, often helpful, and at best amazing in the positive change it can effect in your life.


The Value of a Dollar


Now let’s talk about what you have in your pocket. Let’s discuss the value of a dollar. We call it the value of a dollar because we are here to champion its usefulness. A dollar is worth a good deal more than most people think.


Do you agree? Most people don’t. Many throw them away all the time without thinking or caring. In itself, a dollar is not valuable: it’s a slip of paper. If you’re stranded in the Sahara desert (or on Gilligan’s Island) with nothing but 4 million American dollars, they have no value to you at all … other than as handkerchiefs or toilet paper. (You can make a pretty good argument for turning them into one heck of a wide-brimmed paper boater, extending your life expectancy some five to ten hours, but statistics suggest that under a hot sun many of us would lack the patience and vision to construct one successfully. Cf. Hakov and Van Drivvel, pages 457-59, for more on this.)1


Fortunately, we have all conferred tremendous value on these particular slips of paper by agreeing to make them our medium of exchange. This has had the beneficial effect of moving us away from a barter economy, which had been a real pain in the butt—thousands of years ago—when you could only trade objects for other objects. Pack mules were no doubt worth more then than even the overpriced British Range Rover of today …


Anyway, dollar bills are worth much more than just an ongoing advertisement for George Washington, Inc. Before he achieved enduring fame as the face on the $100 bill, Ben Franklin wrote, “A penny saved is a penny earned.” Well, it’s been a few hundred years, so that quotation doesn’t work terribly well anymore. As excited as we are about dollars, we do have a hard time firing ourselves up about pennies. Given the historical effects of inflation, we feel it now appropriate to update the maxim to …


A dollar saved is a dollar earned.


Not terribly original, that, but we weren’t shooting for originality. We were shooting for effectiveness. You read it here first, dear Fool.


Do you have a dollar nearby? We’re going to suggest you do something with it right now. Put this book down for a moment, go over and get the dollar, and park it, sequester it, quarantine it, tie it up, hide it. Save it. Regardless of who you are and what you’re doing right now, make that your first dollar saved from this point forward.


Do something else for us—actually, for you. Tomorrow, make a point of pulling a dollar out of your purse or wallet at some point and put it right where you put your first one.


The day after, do the same. You might have some incidental change kicking around your pocket; you might find you don’t really need potato chips with lunch; you might check a book out of the library rather than buy a paperback. Whatever. Squeeze that dollar out of the soaked sponge of your daily existence and bottle it.


And keep doing that, all year long. One dollar each day.


One year from the anniversary of your reading this page, you’ll have $365 in savings. This goes for whether you are a student, a lawyer, an indigent, or Donald Trump (and, by the way, The Donald, King of Borrowers, would have been extremely well served by this strategy over the years).


OK, 365 bucks, right? Nice to have, but no big thing, right? Well, if you’re saving $365 a year, you’re actually well beyond the majority of the rest of Homo sapiens. In richer countries, many people suffer from a debilitating case of overspending that leads to chronic debt; in poorer countries, most own little, if anything, which is terribly sad.


Anyway, try doing the same thing the next year and the year after that, and so on. Maybe it’s hard to remember to do this on a daily basis (although it’s a great exercise if you can), so occasionally, you kick seven bucks into your kitty to account for the whole week ahead. Stay on schedule at the very worst; preferably, stay ahead of schedule.


Let’s back off this for a sec, though, because we’re not yet into our Foolish-savings-plan part of the book. Plus, practically speaking, you shouldn’t do this if you have any credit card debt; we’re attempting here only to demonstrate the value of a dollar. So, please, just take a few minutes more to step through this section with us. Here comes some fifth-grade math.


If you follow our simple dollar-a-day approach, fifty-five years from now you’ll have $20,000 in savings alone ($20,000 divided by $365 is 54.79452, or 54 years and 290 days). Or will you? Actually, you won’t … you’ll have lots more. That’s because the primary emphasis of this book is on finding simple steps you can take to get the money invested, making your savings earn its own additional savings.


Rather than sewing your saved money into your mattress, let’s say you find a simple and safe investment like a government bond that returns a locked-in 5 percent annually. If at the end of every month you took your thirty saved dollars and plugged them into this savings vehicle, after fifty-five years you’d have $101,256.50. You were systematic, you didn’t sweat market booms and busts, you took very little time to learn any of this—you just saved a Foolish dollar a day, socked it away in a conservative government bond, and you have $101,256.50.


That’s over a hundred thousand in savings … above and beyond any money you’re making at your job, or via any retirement plans, or through inheritance in any form. It was just a lousy buck a day! This also assumes you never began to add any additional bills to the money heap as you grew older and gained salary increases. You were just a fifteen-year-old kid, picked up a copy of our book, saved this way, and you’re now seventy years old with a life expectancy of at least ten years more, if not twenty. And you have cash to blow.


Are we beginning to communicate the point?


Probably, but let’s press it. Let’s say you earn a higher return annually on that dollar. Call it 9 percent. How do the numbers work out then? Can you say “Four hundred eighty-one thousand seven hundred ninety-five dollars and ninety-five cents”? That $481,795.95 just goes to show how a higher annual percentage return dramatically increases your compounded savings over time.
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