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INTRODUCTION 
 

     You owe it all to Croesus. 
   
     You owe him your job, your paycheck, your house, 

your mortgage, your car, your credit cards, all your 

assets and all your liabilities. Without Croesus, your 

wealth would consist only of what you could produce 

with your bare hands and could swap with someone else 

for what they produce. The previous list is a lot to owe to 

someone you probably never heard of. Not to worry, 

though. Croesus has been dead for over 2,500 years, so 

he won’t be coming to collect. 

     Croesus (pronounced CREE-suss) was the King of 

Lydia from 560 to 546 B.C. Lydia was a small kingdom 

in what is today western Turkey. While the Lydians 

were known for producing perfume and cosmetics, that 

wasn’t their source of greatness. Croesus is credited with 

the production of the first gold and silver coins to be 

used in trade; in essence, he invented money as we know 

it today.  

     The widespread use of coins as a medium of 

exchange enabled Lydia to become the first society to 

become wealthy from trade and not conquest. The 

durability of coins enabled wealth to be accumulated for 

future use in a way that commodities like grain and 

cattle could not. The desirability and familiarity of gold 

and silver to the world at large enabled coins minted 

from these metals to be accepted as a unit of account and 

as a medium of exchange by almost everyone, 

everywhere. 

     Other cultures had come up with methods of 

facilitating trade before Croesus, but they had severe 

limitations. For example, the ancient Aztecs used cacao 
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(from which chocolate is made) to make up the 

difference when a barter transaction wasn’t even. 

Commodity money like cacao made more trading 

possible, and commodity money like cacao, tobacco or 

deerskins (the original buck) had uses all on their own. 

But such commodities had a limited shelf life, and were 

not always accepted in trade.   

     It’s interesting to see how humans revert back to 

commodity money when traditional money stops being 

useful. Zimbabwe, with an inflation rate in the 

neighborhood of eleven million percent in the early 

2000’s, deteriorated into a barter economy. During 

communist rule in Romania, cigarettes were the currency 

of choice, much as they are in prisons. If money 

becomes worthless because the government prints too 

much of it (Zimbabwe), if the money is useless because 

there’s nothing to buy (Romania), or if a commodity like 

cigarettes is a more useful medium of exchange 

(prisons), then traditional money loses its influence. But 

these are the exceptions.  Money exists simply because it 

is more useful than the alternatives. 

     Money connected humans in greater numbers than 

anything before or since its creation. Although the 

breadth of relationships widened because of money, the 

depth of relationships narrowed. Money weakened 

connections that had been based on family, tribe, 

religion and nationality. Money enabled the 

establishment of the bottom line, and the bottom line 

began to dominate more and more human actions. 

Money became the measure of the value of work, of 

time, and even of human life itself. Slaves were first 

brought to the new world to work the mines to fill the 

coffers of the European powers with gold and silver.   



 

MONEY MORONS 

7 

     Money has also been a great democratizing force in 

history. The ancient Greeks were one of history’s 

greatest cultures, but they didn’t have great armies; they 

couldn’t even organize into a single state. Greece 

became great because of trade made possible by money, 

which they copied from the Lydians. Money helped the 

Greeks democratize, and made possible a society that 

could produce people like Plato and Aristotle. Even the 

word economics comes from Greek, and means skilled in 

managing an estate. Money enabled Greek society to 

more fully tap its potential.   

     The Roman Empire was actually organized around 

money. Prior empires favored government as the center 

of organization. The Romans realized they could extend 

their empire further, incorporate conquered peoples into 

the Roman mindset, and facilitate trade within all parts 

of the empire with a standardized monetary system. It is 

said that the coins used to flow from the Roman mint in 

a constant stream. The Latin word currere, which means 

to flow, was used to describe the stream. Our word 

currency comes from it. 

    With the collapse of the Roman Empire around 500 

A.D., a thousand years of money’s predominance ended. 

Almost another thousand years would pass before money 

would reemerge as an economic factor. And it was the 

rebirth of money in new and different forms that 

promoted advances in human achievement that continue 

to this day.    

     Up until the last hundred years or so, common people 

only borrowed money out of desperation. To charge 

interest on loaned money was the sin of usury, and the 

Christian Church had strict laws forbidding it. What little 

money lending there was at the time was often handled 

by Jews, who were not subject to the constraints of the 
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church. But the laws against usury applied to loans. If 

some other method, like a contract was used to transfer 

money, the restrictions on usury could be bypassed 

without risking excommunication. Around 1300, some 

clever Italian merchants figured out this loophole. 

     In the early 14
th
 century, the church’s power was in 

decline, and no state powers could yet fill the vacuum. 

The Knights Templar had been the de facto bankers of 

Europe with endorsement by the Pope until King Philip 

IV of France crushed them to obtain their wealth in 

1314.   

     A handful of wealthy families in northern Italy 

stepped in to fill the void left by the destruction of the 

Knights Templar. These families had a slightly different 

business model than the knights. These new financiers 

served everyone, not just the nobility. And they weren’t 

doing it for God; they were doing it for profit.   

     The word bank is derived from the Italian for bench. 

These families started modestly by operating from a 

bench or table at fairs in their hometowns. To avoid 

accusations of usury from charging interest on a loan, 

the Italian merchants created and traded bills of 

exchange, which were written documents that ordered a 

specific payment in gold or silver to a specific person at 

a specific place and time. The person writing the bill of 

exchange acted as an intermediary between someone 

needing money and someone with the means to provide 

it, and they collected a fee for their services.   

     Bills of exchange were a boon to finance. They were 

much easier to transport than comparable amounts of 

gold or silver. If a bill of exchange was lost or stolen, it 

could not be redeemed by another. They were harder to 

counterfeit than coins because only literates could 

counterfeit a bill of exchange, and literates were few and 
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far between and occupied the uppermost rungs of 

society. 

     Bills of exchange had the effect of increasing the 

amount of money in circulation as well as the speed of 

circulation. Money was now liberated from the physical 

limitations imposed by scarce and cumbersome coins 

and a primitive transportation system. The checks and 

paper money we use today are the descendants of these 

early bills of exchange. 

     Even though bills of exchange greatly improved the 

circulation of money, they ultimately had to be paid in 

precious metal. The amount of money in circulation and 

the ability of an economy to grow were dependent on the 

amount of gold and silver. This constant need for more 

gold and silver was the reason for the discovery and 

colonization of the Americas. Between 1500 and 1800, 

an estimated 2,800 tons of gold and 155,000 tons of 

silver were extracted and shipped from Spanish and 

Portuguese colonies in the Americas to Europe. Because 

of this influx of gold and silver, money was being 

produced faster than were goods to buy, leading to 

history’s first inflationary economies. 

     As economies grew in size and complexity, so did 

governments. These governments, whether Chinese, 

Italian, American or other, saw the issuance of paper 

money as a way of gaining greater control of the money 

supply and of their economy. Paper money as we think 

of it today was the creation of Benjamin Franklin who 

was, among other things, a printer. The success of the 

American Revolution (as well as the subsequent success 

of America itself) was made possible by paper money. It 

was the first war financed in such a manner. Of course, 

the paper money was in effect deficit spending, and 

created horrible inflation during the revolution and 
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immediately after. Americans were so disgusted with the 

economic effects of paper money (despite the fact that it 

financed their independence), paper money would 

virtually disappear from the scene until the Civil War.   

     As long as paper money was redeemable in silver or 

gold, the amount that could be circulated was limited. 

Paper money was a very practical incarnation, but it 

could not exist separate from gold or silver backing it 

without creating problems of inflation and public 

skepticism about its value.  

     Fiscal conservatives had preferred a gold-only 

standard because its supply now and in the future was 

more predictable. People needing a larger and looser 

money supply, farmers in particular, wanted a bi-metal 

standard of gold and silver. Farmers borrowed regularly, 

and more money also meant cheaper money in the form 

of lower interest rates. This conflict between eastern 

bankers and western farmers was captured in The Wizard 

of Oz, published in 1900. Dorothy and her companions 

represent the farmers. The counterfeit wizard represents 

the eastern bankers.  (Dorothy’s magical slippers are 

silver in the book; ruby looked better for a color movie.) 

     World economies spent much of the twentieth 

century extricating themselves from the gold standard, 

so that no major world currency is now backed by gold. 

The great benefit to this change is that economies are no 

longer limited in size by the amount of gold their 

governments hold. The risk is that governments will 

finance expenditures by simply printing more money, 

which they find preferable to raising taxes. This can lead 

to inflation, as money in circulation increases faster than 

goods or services available for purchase.   

     A nation’s currency is only as stable as its 

government’s discipline in issuing it. The Treaty of 
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Versailles that ended World War I required Germany to 

pay reparations totaling some $33 billion, or twice the 

total annual GDP of the country. As Germany printed 

more money to meet reparation payments, inflation 

raged. What had cost one German mark at war’s end cost 

seven hundred billion marks four years later. The chaos 

and humiliation this hyperinflation created in Germany 

was a catalyst for Hitler’s rise to power a few years later. 

More recently, Zimbabwe’s disastrous land reform 

program has had similar results. Over a six-month period 

in 2008, a loaf of bread went from 200,000 to 

1,600,000,000,000 (1.6 trillion) Zimbabwean dollars. 

     Money has continuously become less constrained 

over time. First, it no longer had to be in the form of 

gold or silver coin. Then it no longer had to even be 

backed by gold or silver. A banking and checking 

system meant that money was seen less and less 

frequently in the form of cash. Today, with electronic 

deposit, automated bill pay and credit cards, the vast 

majority of the world’s money is nothing more than 

electronic blips. Someone making $100,000 this year 

may see less than $2,000 of that in the form of cash. The 

rest is out there in cyberspace.   

     As money has become less constrained, its control 

has become decentralized. Money now moves more 

from bottom-up than from top-down. Financial 

institutions don’t have to create currency to create 

money. They don’t need printing presses or armored cars 

to generate and transport capital all over the globe. 

When you can buy stock on the Tokyo Exchange or 

transfer funds to the Bank of Dubai with a mouse click 

or a screen tap, Fort Knox becomes an anachronism. 

Individuals and institutions are replacing governments as 

the real controllers of money supply and movement. 
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    Money now moves at the speed of light. It also moves 

at the speed of thought, which makes careful thought 

more necessary than ever when it comes to decisions 

about money. Shrinking attention spans and thousands of 

daily distractions make it hard to give money decisions a 

proper gestation period. The ability to send your money 

to anyone anywhere on a whim and a click only 

compounds the risk of sending your money to a place 

from whence it ne’er shall return. 

     Money of today not only has the ability to move from 

anywhere to anywhere, money of today has an 

unprecedented ability to be created from the money of 

tomorrow. Governments can create more money today, 

but its value today comes in part from its diminished 

capacity tomorrow, as inflation whittles away its 

purchasing power in the future. Individuals can 

transform the money of tomorrow into the money of 

today with the swipe of a credit card. The problem with 

moving money from the future to the present is you will 

then spend the future paying for the past.   

     Money is easily one of man’s most wonderful and 

powerful inventions. Such an invention, be it money, 

language, or nuclear fission requires a thorough 

understanding of it in order to obtain its benefits while at 

the same time avoiding disaster. Let the understanding of 

money begin.                            
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MONEY 

WHAT IT ISN’T AND WHAT IT IS 

 
     Before we can understand what money is, it is necessary 

to understand what money isn’t. By clearing away some of 

the misconceptions we have about money, by realizing that 

money isn’t many of the things we think it is, we can then 

get a clearer understanding of what money really is. Once 

we get a better understanding of what money is and isn’t, 

we can then give money the appropriate place in our lives, 

and use it properly.   

 

Money Isn’t the Cause 

 

     You’re going to spend some 100,000 hours training for 

and working at your work. You work to get paid, and you 

work harder in the hopes of getting paid more. So how is 

money not the cause of all that effort? 

      You aren’t working for the money. You are working, 

hopefully, for two reasons: to give meaning to your life by 

making a contribution to society, by providing your fellow 

man with needed goods and services. And you are working 

to provide you and your family with all of the necessities 

and a few of the luxuries of life.  

     Money has nothing to do with the first reason for 

working. If you are getting none of the first reason out of 

your work, no amount of money can make up for that 

absence. As for the second reason, money is a medium of 

exchange that enables you to efficiently convert your work 

into those necessities and luxuries that are the actual cause 

of your work. Never confuse money as the cause of what 
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you do with the real cause of what you do. The real cause is 

what you use the money for. 

     If money is acquired through an illegal or immoral 

process, its use will be tainted by the method of 

obtainment, regardless of the morality of its use. Money 

legally acquired that is used for an illegal or immoral 

purpose is similarly tainted. Both the method of acquiring 

money and its use must be legal and moral to prevent either 

being corrupted.   

     The cause of money acquisition must always be 

something larger than acquisition as its own end. The cause 

may be providing shelter, saving for old age, helping a 

destitute stranger, or merely the purchase of an interesting 

knick-knack. Even a frivolous reason for acquiring money 

is better than having no reason at all. Money should never 

be the end, only the means to an end.     

 

Money Isn’t (a) God 

 

     When money is desired only for money’s sake, it is the 

beginning of the worship of money. It’s no accident that the 

Bible mentions money more than any other topic. This is in 

large part because we are more likely to use money more 

than anything else in this world as a substitute for the 

Almighty.  

     A couple of biblical passages are especially relevant in 

this conversation. The first is “The love of money is the 

root of all evil.” But it is the love of money, not the money 

that is the problem. And the love of money comes from 

within us, and it is our fault if we allow it to develop. 

     The other biblical passage of note is “Render unto 

Caesar that which is Caesar’s, and unto God that which is 

God’s.” Our life is spent walking a tightrope between the 

material world and the spiritual world. Part of awareness 
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involves understanding the relative position of these two 

worlds and reconciling them to each other. What Jesus is 

trying to tell us in that passage is to not let the material 

world dominate the spiritual world, and that money is 

insignificant in comparison to one’s relationship with God. 

     The amassing of wealth can give us the delusion of self-

sufficiency. This delusion makes us believe we don’t need 

other people and that we don’t need God. Such pride was 

considered a sin in times past, and weakened the bonds of a 

society, and weakened the bonds between individuals and 

God. The material world is not evil; it is merely secondary 

to the spiritual world. When we allow ourselves to forget 

that and make the material world primary, evil actions are 

an almost inevitable result.   

     The less the role of God in your life, the more likely you 

are to ask money to fill that void. This substitution does not 

mean that material wealth and spiritual well-being are 

mutually exclusive. Many people with a strong spiritual 

side become very rich, but they do so because they 

understand money’s secondary role in their life. Those who 

do not seek to worship a higher being are doomed to 

worship something of this earth, and money is almost 

always the default god of choice.   

 

Money Isn’t Power 

 

     If you read The Millionaire Next Door, you get an 

interesting and surprising portrait of the American 

millionaire. Millionaires are typically male, have a college 

degree, are in their mid-50’s, own their own business, have 

been married only once, live well below their means, are 

actively involved in their community, and are first-

generation wealthy. In short, their status as millionaires is 
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not the result of a love of money; it is the result of 

extraordinary self-discipline.   

     It is easy to think that money is power because we often 

see people with money exerting influence on those without 

money. We conclude that money is the most obvious 

difference between the parties, so money must be the 

reason for the difference in power. What we tend to ignore 

is the self-discipline and strength of character of the person 

with money. A person with such traits is able to exert 

enormous influence over people, without the introduction 

of personal wealth. History is full of such people: Martin 

Luther King, Jr., Gandhi, Abraham Lincoln, Joan of Arc, 

Jesus.   

     Exerting influence is not the same as exerting power. 

Influence involves persuasion and leading people in a 

direction they want to move to, but may not have the 

knowledge or courage to do so. Power involves using 

negative reinforcement to compel someone to do 

something they would not do without the threat of harm - 

physical, financial or otherwise. You use influence on your 

allies; you use power against your enemies.   

    When we see someone using money to compel others to 

act against their own self-interest, it is likely the person 

with money did not obtain it with integrity. If their money 

had been acquired through hard work, self-discipline and 

honesty, they would have more respect for that money and 

would use it more carefully. 

     America has a lot of wealthy people in it, and there are 

certainly many wealthy people who equate their money 

with power. This equation is a primary reason they wanted 

to acquire wealth. Such people are weak. They equate 

money with power because they equate a lack of money 

with weakness. The ability to be ruled by people with 

money is first and foremost the result of an inability to rule 
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money in one’s own life. Someone with an understanding 

of money and a self-discipline about money is immune 

from anyone attempting to use money to get them to act 

against their own self-interest.  

     Money is power against you only if you are under the 

power of money. 

 

Money Isn’t a Weapon 

 

     Let’s first clarify what a weapon is. A weapon is a 

device used to harm another person. If a weapon is used for 

offensive purposes, its use assumes the desire to harm the 

other person in some way. Even when a weapon is used for 

defensive purposes, its effectiveness is based on deterrence 

backed by the threat of harm. The greater the ability to 

harm someone, the more effective is the weapon. 

     With true weapons, it is their use against the other 

person that creates harm to that person. It would be difficult 

to argue that discharging money at someone would be 

harmful. 

     When people attempt to use money as a weapon, it is 

usually done by withholding money, not by providing it. A 

couple going through a bitter divorce may use the 

withholding of money to extract concessions from the other 

side. The federal government routinely threatens to 

withhold funds to compel state and local governments to 

meet various requirements, from clean air standards to test 

scores in schools.  

     To be vulnerable to money being used as a weapon 

against you, you have to need an inflow of money to the 

extent that any disruption of that inflow is extremely 

harmful.  (We’re all vulnerable to some degree.) More 

important, you have to be dependent on others providing 

you with your money “fix.”  
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     I’m not talking about depending on your employer for 

your paycheck. You earn that paycheck through a fair and 

voluntary exchange of labor for it. If you lose your job, you 

can still get another. I’m talking about the person who 

receives money from others without giving something in 

return. Whether the money comes from a government 

program or a domineering parent, the person who accepts it 

runs the risk of being coerced into behaviors they object to 

because that seems less repugnant than the loss of funding.        

     Someone attempting to use money as a weapon runs the 

risk of unintended consequences. Using money as a 

weapon is guaranteed to destroy relationships and create 

enemies. Rarely does someone use money to harm others 

without harming themselves as well.  

 

Money Isn’t Character 

 

     Character in this sense refers to moral or ethical 

strength, integrity, and fortitude.   

     In America we admire wealth to such a degree that we 

often assume the people who have wealth are admirable as 

well. At the same time, there can be a certain envy of the 

wealthy, which can make us think less of them because of 

their wealth.   

     In truth, most people of wealth are also people of high 

character. Since most wealthy people in this country made 

it through hard work and sacrifice, it is safe to assume their 

character is an asset to them and a large reason for their 

financial success. Very few of the wealthy are known by 

the general public. You probably know a millionaire or 

two. There’s a good chance you don’t know they are 

wealthy, though. Most people who accumulate wealth are 

discreet about their wealth. The guy you know that flaunts 
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his “wealth” is likely one missed paycheck away from 

bankruptcy. When you’ve got it, you don’t need to flaunt it.     

     A person of high character possesses the traits that make 

them immune to the negative aspects of money. A person 

possessing loyalty, integrity, discipline, honesty and 

generosity instinctively knows the limitations of money. A 

person of high character does not expect money to provide 

human qualities that can only be generated from within. If 

you are a person of high character, you can’t be bought, 

and you would never “sell out” someone else, or yourself.          

     Money isn’t character, but it can reveal character. How 

someone earns money and how he spends it reveals his 

priorities, and priorities reveal character. Someone of high 

character will earn money honestly, save it seriously, spend 

it carefully, and give it generously. Man makes the money; 

money doesn’t make the man (or woman).  

 

Money Isn’t Happiness 

 

     If you ever doubt the uniqueness of the United States, 

remember these words, the pursuit of happiness. No other 

nation in the history of the world has ever embedded an 

individual’s pursuit of happiness as a national right.   

     Success is getting what you want. Happiness is wanting 

what you get. It is easy to assume that with success comes 

happiness. For success to also bring happiness, the goal one 

is seeking must be correctly perceived. One of the worst 

feelings a person can experience is, after achieving success 

with great effort, they end up thinking, “This isn’t what I 

thought it would be.”   

     The dictionary uses the words well-adapted, appropriate 

and felicitous when defining happiness. Just as it is 

important not to equate success with happiness, it is also 

important not to confuse happiness with pleasure. The 
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dictionary uses the words sensation, amusement, diversion 

and indulgence when defining pleasure. Pleasure usually 

involves an external stimulus, is mostly physical in nature, 

and is short-lived. Happiness involves thoughts and 

emotions, and is generated internally, not externally. The 

act of procreation usually gives pleasure. Holding your 

newborn child in your arms brings happiness.   

     Money can buy pleasure, but not happiness, in the same 

way that money can buy books, but not wisdom. Pleasure 

involves receiving. Happiness involves giving. It is not 

only more blessed to give than receive, it also brings 

greater happiness. 

     Money can bring pleasure in its accumulation, but it can 

bring happiness only through its distribution. I don’t mean 

distribution to a car payment, medical bill or tax liability. I 

mean distribution to someone or something that benefits 

others, and not you, and that is made voluntarily. I mean 

charity. 

     Several studies over several decades have confirmed 

certain correlations between money and happiness. First, 

it’s harder to be happy when you’re poor. Your ability to 

give is hampered, and you are focused on survival.  Once 

basic needs are met, more money barely moves the 

happiness meter. Buying more stuff brings short-lived 

pleasure, then disappointment.  

     The disappointment of no happiness is compounded by 

the disappointment of less money. Finally, avarice, an 

extreme desire for wealth, is a cause of great unhappiness. 

The pursuit of money for money’s sake becomes all-

consuming, and gives nothing in return. 

     Happiness comes from the inside out, and money can 

create happiness only if it moves the same way. Happiness 

for yourself is the product of creating happiness for others. 

It’s a never-ending upward spiral. 
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Money Isn’t Human  

 

    With the invention of money, we created the ability to 

quantify almost every aspect of life. Money grew beyond 

its traditional roles as a store of value, a medium of 

exchange, and a unit of account to become the 

measuring stick for almost every activity in our lives. 

Unfortunately, using money as a measurement has also 

led to money being used as a replacement for human 

activities, interactions, emotions and affections.   

     Money is easily the most powerful secular force in 

the world. Money is our main method of contact with the 

outside world. Money enables us to have greater contact 

with the outside world, although it is largely on a 

superficial transactional basis. When money starts being 

used as a substitute in our closest relationships, we risk 

becoming less human. 

     We don’t give of ourselves if it’s easier to give 

money. We don’t owe gratitude; we just owe money. 

Money greatly enabled and simplified transactions, but a 

consequence of that is we tend to think of relationships 

as transactions. Mutually beneficial relationships are 

based on reciprocity, but reciprocity can be difficult to 

measure. The people in the relationship may have vastly 

differing perceptions of the equality of the reciprocity. 

The natural inclination is to revert to money to settle any 

disputes of inequality.   

     When we use money to substitute for the giving of 

ourselves, we devalue that which wasn’t given. By 

putting a dollar figure on that which each of us can 

uniquely offer from our hearts, we take something that 

was priceless and make it almost worthless.   

     The worst use of money is when we attempt to 

measure our humanity with money. Faith, love, kindness 
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and loyalty cannot be measured or demonstrated by 

money, or at least not by money alone. To use money in 

such a manner debases the giver, and insults the receiver. 

Money can be used to enhance our humanity, enabling 

us to reach out to more people. It should never be used to 

enable us to reach out less. 

 

Money Is the Effect 

 

     In addition to leading to financial ruin for many 

families, easy credit has also created a distortion in our 

understanding of the real cause-and-effect relationship of 

money. Our ability to acquire almost anything now and 

pay for it later violates the natural order of the world. 

Such violations were never possible before the 

introduction of money and its demented offspring, debt.   

     Our Cro-Magnon forebears had nothing resembling 

money, yet they understood the concept of pay-as-you-

go. Their environment might have been more accurately 

described as pay-before-you-go. Their needs were 

extremely basic: food, clothing and shelter sufficient to 

keep them alive through the current season. Two and 

sometimes all three of these needs could be supplied by 

what they hunted. But they got nothing until they killed 

an animal that was highly likely to kill them too in self-

defense. There was no deviation from pay-before-you-

go, even if it meant starvation. Such an environment was 

a great catalyst for initiative, teamwork, and thrift.   

     Fast-forward to the 21
st
 century A.D. Governments, 

corporations and individuals have collectively spent to 

date some four years of future production. In Cro-

Magnon terms, settling that debt would require killing 

four years’ worth of meat before you saw your next 

meal.   
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     Because we have become so accustomed to spending 

money we haven’t yet earned, we have developed a 

tendency to see money as cause, rather than as effect. It 

is hard to see money as the effect of our work when the 

money is spent years before the work to earn it is 

performed.  

     On the job, this misperception creates the mindset 

that, if my boss would only pay me more, I would be a 

more productive worker. This is backward. First you 

create higher value; then you receive higher value. To 

see money as the cause is akin to standing in front of 

your fireplace and declaring, “OK, fireplace, give me 

some heat, and I’ll give you some wood.” You’ll freeze 

to death while you’re waiting. 

 

Money Is a Tool 

 

     Money that is used to destroy is a weapon. Money 

that is used to build is a tool - the greatest building tool 

ever devised. To misuse such an incredible tool as a 

dangerous weapon should warrant a lifetime ban on its 

use, if only such a ban could be enforced. 

     For safety reasons, and to avoid lawsuits, tools have 

all kinds of safety warnings on them. Money, in none of 

its myriad forms carries any such safety warning. When 

determining whether you are using money properly, 

refer back to the Golden Rule – would you want to be on 

the receiving end of someone using money in the same 

way you’re using it? If your answer is no, then you’re 

not using money properly.   

     Money is best at building is a future. When used 

properly, money does not deteriorate over time like most 

things we build. When properly used and managed, 

money becomes bigger and better over time, enabling 
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the building of bigger dreams in the future than can be 

built today. Money creates its own new-and-improved 

version as it moves forward. It never becomes obsolete..   

     Money should never be a tool that sits unused. It 

should always be building something – a worry-free 

retirement, a Ph.D. for a grandchild, protection from 

catastrophe, whatever is needed and important.  It’s too 

great a tool to sit idle.     

 

Money Is Dignity 

 

      It’s no secret that status is highly correlated with 

money. The list of wealthiest people and the list of 

highest incomes in America are studied each year with 

great interest. They are the American version of a 

register of royalty. But the status that money may create 

is not the same as dignity.   

     Status is something that is conveyed by other people 

unto an individual. Dignity is something that individuals 

convey unto themselves. Dignity is a measure of your 

self-respect. It must be earned for yourself, and it can’t 

be taken away by others.   

     Few things generate self-respect like a dollar earned 

through honest labor. You don’t see young people 

delivering newspapers, shoveling driveways or mowing 

lawns like they did a generation or two ago. As a result, 

today’s youth don’t have the experience of earning 

money on their own, and they don’t have the opportunity 

to earn that self-respect. When people, especially the 

young, don’t sacrifice for the money they get, they 

respect money less and themselves as well. 

     The ability to accumulate money out of earnings is a 

great source of dignity. Whether or not people save out 

of their earnings can be very telling. People who save 
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regularly show discipline and foresight. The increasing 

value of their savings is a double source of pride – they 

have earned the money, and they haven’t spent the 

money. Self-respect is the product of self-discipline.   

     Earning money is also the world’s way of saying your 

work is valued. The world at large can be a cold, 

calculating place. The only consistent way a complex 

environment like the modern world can tell people thank 

you for their efforts is to give them money. A paycheck 

is the world’s most popular thank-you note. 

     It is important not to place too much emphasis on the 

size of the paycheck when it comes to assessing your 

self-worth. Several hedge fund managers “earned” over 

a billion dollars each in recent years. What compensated 

one fund manager would have compensated 20,000 

teachers. Any one of those 20,000 teachers earned as 

much dignity as the hedge fund manager, even if they 

didn’t earn as much money. 

 

Money Is Freedom 

 

     I doubt there is a single worker in the U.S. over the 

age of thirty who at some point hasn’t been tempted to 

tell the boss to go to hell. Many have acted on that urge, 

most to their regret later on. There are usually several 

reasons why it is best to hold your tongue when such an 

urge comes over you. The biggest reason for discretion 

is the loss of income if you express your true feelings 

and get canned.   

    Money spent can be a prison, but money saved can be 

freedom. The smaller your financial liabilities and the 

larger your financial assets, the greater your freedom. 

One of the advantages of living well below your means 

is that jobs that pay less than you currently make are a 



 

MONEY MORONS 

26 

viable alternative, because you can make that change 

without hurting your standard of living. 

     Money can enable you to change jobs when the 

situation warrants it. Money can also create 

opportunities that only money can create. One of the best 

examples is starting your own business. Such a big step 

may require money up front, but often it requires only 

the ability to reduce your income while the new business 

gets on its feet. 

     Lastly, money that generates an income can free you 

of the burden of generating an income. Money’s ability 

to make money is greater than yours. The day may come 

when you don’t want to work. The day will almost 

certainly come when you can’t work. Money can give 

you the freedom to stop working when the time comes. 

     Just as important, money enables you to have the 

dignity of leaving on your own terms. Many baby-

boomers have spent almost all their productive years 

spending and not saving. The time will come when a lot 

of the 75,000,000 boomers can’t keep their old jobs, but 

will still need a paycheck. And there just aren’t 

75,000,000 Wal-Mart greeter positions available. 

 

Money Is Hope 

 

     Hope is the fuel of all progress, of all success, and of 

all happiness. It is impossible to be optimistic without 

hope in your heart. 

     Without money, many of our hopes for the future get 

compromised, or crushed altogether. In addition to hard 

work, sacrifice, determination and optimism, many 

dreams require money to motivate the outside world to 

assist in making those dreams a reality.   
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     One of the most fundamental of human hopes is that 

your children will enjoy greater opportunity than you 

had. One of the best ways to increase your child’s 

opportunities is to make sure they get a good education. 

At the very least, that means a four-year college degree 

with a $40,000 price tag for tuition alone. Without the 

ability to pay for it, hopes for a college degree and the 

opportunities the degree will afford may soon be 

crushed. Paying for college is just the most common 

example of how money affects the hopes we have for 

our children.   

     Money also affects our hopes for our own future. We 

hope our investments will do what they’re supposed to 

do so we can retire as planned. We hope that raise comes 

through so we can get a new car. We hope we don’t get 

laid off and have to sell our house. We hope our parents 

don’t have to go to a nursing home, because we’ll have 

to pay for it, dashing our hopes for a lot of our future 

plans.   

     The one type of hope that is counterproductive is 

hoping for a longshot. When it comes to money, such 

false hope includes any kind of gambling, but especially 

long chance games like the lottery. The money spent on 

such activities is no longer available for more productive 

uses, and hoping for such a payoff is likely to keep you 

from devoting time and money to those activities that 

can actually pay off. Money is hope, which is very 

different than hoping for money.   

     Hope is the ultimate motivator. Hope enables us to 

work hard, delay gratification, set priorities, and remain 

disciplined. Money can help us realize our hopes, but it 

is hope itself that motivates us to act in ways that enable 

us to accumulate wealth.  
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Money Is a Legacy    

 

     Alfred Nobel is known for the prize that bears his 

name. He funded the Nobel Foundation in the late 

1800’s with the equivalent of $190 million in today’s 

money. Nobel amassed his great fortune primarily 

through his invention of dynamite. Wishing to make 

some kind of atonement for the damage caused by 

dynamite’s use in weapons, he amended his will in 1895 

to leave 94% of his fortune to the establishment of the 

Nobel Prizes.  

     Nobel’s dynamite changed our world in positive 

ways. It is not his fault that his invention found its way 

into weaponry. But the world remembers Alfred Nobel 

not for the way he earned his money, but by what he did 

with it.   

     There are many ways to create a legacy. You can 

invent like Nobel. You can write a book or a song, or 

lead a people to freedom. Such methods require a skill 

set very few of us possess. Another way to create a 

legacy is to give the future something of value through 

money. And the ability to accumulate money is 

something almost every one of us possesses.     

     For those who hate the thought of giving up control 

after their death, money enables a certain measure of 

control to continue from the grave. Many trusts have 

been set up that provide ongoing funding, provided 

certain conditions are met.  

     For example, a grandchild’s trust income may be 

contingent upon completing college. Ideally, any such 

trust should be structured to maintain certain standards 

in behavior or performance, but should also be flexible 

enough to allow changes that enable the money to meet 

the goal of its donor in changing conditions.          
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     Money’s ability to move into the future intact makes 

it the perfect tool to create a legacy. More than a century 

after his death, Alfred Nobel’s legacy encourages 

creativity and research, and it rewards people for 

discoveries and inventions that Nobel could have hardly 

imagined in the nineteenth century.  

     This ability to touch the future can enable you to fund 

an education for grandchildren and great-grandchildren 

you may never meet, but who will know you and love 

you through your legacy. You can show continued 

support to causes near and dear to your heart by 

supporting or even creating a foundation that supports 

those causes. Your ability to affect the future is limited 

only by your creativity and your desire to make a 

difference. 

 

Money Is Love 

 

     Let me make very clear what I mean. Money is 

excellent as an expression of love. It is horrible as a 

substitute for love. 

     Because money is so flexible in its use, it can express 

love in ways that are impossible otherwise. A loved one 

may have a disease you can’t even pronounce, much less 

treat. But if treatment exists, money can provide it. You 

don’t have to be a college graduate to enable your 

grandchild to become one. You don’t have to know 

anything about computers to provide start-up funding for 

your entrepreneurial geek son to create the next Google. 

With money, you don’t have to know a lot to help. You 

only have to care a lot to help.   

     Money is love has no time frame. You can express 

love to those who have passed by establishing a 

memorial fund to help a cause they supported. You can 
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express love in the present by the simple act of buying a 

gift for someone for no special reason. You can express 

love in the future by sending money into the future to 

help those who will live in that future, even if you aren’t 

one of them.     

     Money as an expression of love is definitely more 

emotional than logical because love is that way, too. 

That doesn’t mean that logic and discipline should be 

thrown out the window when it comes to intersecting 

money and love.  

     You may love a son or daughter, but if they have a 

drug problem, giving them money that makes the 

problem worse is not love. Money is love means that 

giving or withholding money is done to help the other 

person, never to hurt them. Your loved one may not 

share your perspective, but you are more likely to have 

the correct perspective in such cases. Feelings of doubt 

or guilt should not accompany any giving of money as 

an expression of love.    

     One other thing – you can’t love money. Love is 

humanity’s greatest gift from God. Money is mentioned 

more times than love in the Bible, but love is clearly the 

most important thing, from the Ten Commandments to 

the Gospels. Love is intended for that which can 

recognize love. Money can express love – it cannot 

recognize it or reciprocate it.   

 

Money Is a Mirror 

 

     Many people contend that how we allocate our time 

reflects our priorities and our character. While I don’t 

disagree with that contention, I contend that how we 

allocate our money offers an even more accurate 

reflection. While both time and money are valuable 
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resources, our money balance is known, while our time 

balance is not. This difference makes a unit of time less 

valuable than a unit of money.  

     Here’s an example.  When an eighteen-year-old goes 

off to college, he/she will pay for that bachelor’s degree 

with the next four years of his/her life. The parents will 

pay for that bachelor’s degree with around $100,000. 

The parents will miss the money more than their child 

will miss the time. The child sees time as an 

inexhaustible resource. The parents know that money is 

very exhaustible.    

     If you analyzed how you allocated your money over 

the last year, what would it reveal about you? A sizable 

portion probably went to necessities. By necessities, I 

mean food, clothing, shelter, transportation and medical.  

Within those categories, not every dollar spent is a 

necessity. The mortgage money on a $200,000 house is 

likely all necessity. The mortgage money on a $500,000 

house is unlikely all necessity. If you like to shop at 

Neiman-Marcus and the Mercedes dealership, very little 

of those expenses qualify as necessities.   

     How much did you spend on luxuries? How much did 

you set aside for future obligations, including obligations 

to yourself? How much went to help family members? 

How much went to help those less fortunate than you? 

How much did you spend that was borrowed from the 

future? You may not have much control over the size of 

your income, but you do have control over how you 

allocate it.   

     Money is a mirror; it isn’t a photograph. Photos can 

be altered; reflections cannot. You see your reflection in 

the mirror, and it shows you as you are. The way you use 

money reflects your heart and soul in the same way.              
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YOU’RE HUMAN 

BUT THAT’S NO EXCUSE 

 
FOR SALE: One Tulip Bulb, rare Viceroy Species; 

color unknown;  

Price: 2,500 Dutch Florins or U.S. $1,000,000.   

Email: janvanschnook@tulips-r-us.ne 

 

     When you picture Holland, you probably picture two 

things - windmills and tulips. The Dutch have been in 

love with tulips ever since they were introduced from 

modern-day Turkey in the mid-16th century. But at a 

million-bucks-a-bulb, those picturesque tulip fields that 

stretch to the horizon could never have happened.   

     When Tulip Mania reached its peak in The 

Netherlands in 1636-37, the ad you see above was 

plausible (though obviously not the email address).  

There are documented cases of a single bulb selling for 

2,500 Florins, and some valued at over 5,000 Florins. 

One speculator offered 12 acres of prime real estate for a 

single rare bulb. At that time, a skilled laborer earned 

about 150 Florins per year. If that laborer today were to 

earn $60,000 per year, the price for that one Viceroy 

bulb is equivalent to $1,000,000, using the same 

conversion method.   

     Only a small percentage of the Dutch population got 

swept up in Tulip mania and paid prices in that range. 

From the peak in February 1637 to the end of May that 

same year, tulip prices declined some 90%. By 1665 

bulbs were selling at no more than their modest 

reproduction costs. A mania’s lifespan is inversely 

proportionate to its perversity.   

mailto:janvanschnook@tulips-r-us.ne
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     It’s hard to imagine that such a mania could take hold 

today, with a better educated population and unfettered 

access to information. Yet we only need to turn the clock 

back to the start of this new millennium to see that 

history keeps repeating itself. Stocks historically trade at 

around 15 times earnings, and earnings are historically 

around 5% of gross revenues. During the dot com 

bubble, many companies had their stocks trading at 100 

times annual gross revenues.   

     These dot com companies were also spending money 

much faster than gross revenues were increasing. The 

chance of ever turning profitable, which is the only 

reason for a company to exist or have value, was next to 

impossible. When reality struck, millions lost billions. 

The NASDAQ stock market, where almost all of the dot 

com stocks were traded, fell 78% between March 2000 

and October 2002.   

     The object of desire may change. The method of 

gathering information may change. The method of 

buying and selling may change. The rationalization may 

change. But people don’t change. Human history is the 

history of people making the same old mistakes in new 

ways.  

 

 The Herd Has Many Heads, But No Brains   
 

     See if this makes sense to you. An item that you 

badly want and need has a price that tends to fluctuate. 

Almost everyone else wants and needs this item, too. 

Demand for this item tends to peak when its price is also 

at its peak. When the price drops to well below its 

average, you can hardly give the item away. The supply 

of this item is rather constant. It is easy to obtain, and its 

usefulness doesn’t fluctuate by season or by user. If we 
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were talking about an item like a flat-screen TV or a 

pizza, this behavior would make no sense at all.   

     Humans practice this nonsensical-bordering-on-

moronic behavior when it comes to investments, though. 

And owning investments is a lot more important than 

owning a flat-screen TV.  

     Can you imagine someone in the market for a 55” 

Sony TV saying they prefer to buy it when the price 

doubles, but they won’t touch it when it’s 40% off? 

That’s exactly what people have historically done when 

it comes to investments.  

     When the market was at its peak in the late 90’s, you 

paid around $35 to get $1 of earnings from a stock. In 

the bear market of 2008, you could buy a dollar of 

earnings for about $9 or less; about one-fourth the price 

at the market peak. Was there a stampede to buy at such 

a time? Hardly.   

     America has more wealth, more desire for wealth and 

more opportunity to create wealth than any nation in 

history. So why do we have so many people who have 

little or no wealth despite decades of hard work? One of 

the biggest reasons is that most people follow the 

behavior of people who have no wealth. If you mimic 

the behavior of broke people, there is an excellent 

chance you will be broke, too. And buying something for 

$35 that normally sells for $15, and then selling it when 

the price drops to $9 is a sure-fire way to not be rich. 

     There is no safety in numbers, only mediocrity. 

Conventional wisdom holds that there is collective 

wisdom in the decision of a large group. It is the loudest, 

not the wisest that tend to hold sway over the masses. 

The herd doesn’t move in a direction because they 

determined that direction was the best after thoughtful 

deliberation. They typically move in that direction 
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because a small group within the herd is shouting at the 

top of their lungs that this is the way to go, usually 

without offering any objective reason why this is the 

way to go.   

     A person becomes part of a herd in large part because 

they lack confidence in their own cognitive abilities. It is 

very difficult to swim against the current of popular 

opinion. You subject yourself to ridicule and ostracism 

by the masses whose judgment you dare call into 

question.  

     You also have to firmly believe that your judgment 

on a matter is superior to the conventional wisdom. Most 

people are not willing to go on record as saying they are 

right and thousands or millions of others are wrong. As a 

result, people buy overpriced stocks and sell 

undervalued stocks because that is the trend of the 

moment. John Templeton, founder of the Templeton 

Mutual Funds and multi-billionaire, said the best time to 

invest was at the point of “maximum pessimism.” He 

became incredibly wealthy precisely because he refused 

to follow the herd.   

     Every veteran of high school is familiar with peer 

pressure. Because we are psychologically vulnerable 

during our teen years, we are more inclined to do things 

against our best interests and better judgment in order to 

fit in. The aversion to being different that we develop in 

adolescence is hard to shake when we reach adulthood. 

But adulthood is very different from adolescence. 

 

It’s Not Worth It 

 

     When it comes to our physical attractiveness, women 

tend to underestimate theirs; men tend to overestimate 

theirs. One thing that men, women and children all do is 
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overestimate the value of the things they own. This is 

known as the endowment effect. Once something is ours, 

we endow it with a greater value than the public at large 

will.  

     Let’s start with our own children. Our kids are just 

one example of our inability to be objective when the 

object of attention is ours. 

     Realtors say one of the biggest obstacles in getting a 

house sold is getting a seller to recognize what the real 

market value of the house is. Because our house is also 

our home, it is very difficult to be objective about its 

value. This is especially true if you have made 

improvements that involved both your labor and your 

money. A part of you is in that structure, and while that 

has emotional value to you, it may have no market value. 

     One reason we tend to overestimate the value of what 

we own is that we perceive a loss if we sell it. There is 

the need to be compensated for our loss, as well as for 

the object itself. 

     Why do you think car dealers encourage you to take a 

car home before you even buy it? Taking the car home, 

parking it in your driveway, watching the neighbors ooh 

and ahh over it creates a powerful endowment effect. It’s 

hard to return a car after you’ve taken possession. In 

fact, ownership isn’t necessary to create an endowment 

effect; mere possession is sufficient. 

     The endowment effect can apply to intangibles too, 

such as opinions. Once we state a position on a topic, we 

have a stake in it, and to change our position exacts a 

psychological price. When it comes to opinions about 

money, inflexibility can be a disaster. 
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What Have You Got To Lose? 

  

     If you’ve ever watched a football game, see if this 

scenario sounds familiar. Your team is leading by ten 

points late in the game. They have built this lead with a 

consistent offense and an aggressive defense. Their 

blitzing of the quarterback has kept his passing game 

off-pace all day. But now, with five minutes left in the 

game, your team shifts to the “prevent” defense. They 

will stop blitzing and focus on preventing a long run 

after a short completion. The other team scores a quick 

touchdown, holds your team to a three-and-out with 

aggressive defense, and then moves down the field with 

a series of short passes that your defense willingly 

concedes. The opponent scores the winning touchdown 

as time expires. Once again, your team has snatched 

defeat from the jaws of victory.   

     What prompts a coach to change what has worked all 

afternoon, and replace it with a strategy that seems to 

prevent nothing except victory?  It’s simple, really – 

they hate losing much more than they love winning. In 

their defense, a loss hurts a football coach’s career more 

than a win helps it. Football coaches are hardly alone in 

hating losing more than loving winning. We all 

demonstrate it, though not in front of 80,000 rabid fans 

and a national television audience. 

     Loss aversion affects our decision-making. Here is 

what we have learned over the last thirty years of study 

in this area. When it comes to gains, people are pretty 

cautious. We tend to want the more sure thing. If given 

the choice of a sure $100 gain, or a chance to gain $200 

or zero based on a coin flip, the great majority will 

choose the sure $100. They view the coin toss not as a 
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chance to win $200, but as a chance to lose the $100 sure 

thing they already had.   

     If we flip the situation around, people become bigger 

risk takers. If given the choice between a sure $100 loss, 

or a chance to lose $200 or zero based on a coin flip, the 

great majority will choose the coin flip. They view the 

coin toss not as a risk of losing $200, but as a chance to 

avoid losing the $100, which is the only other option.   

     Loss aversion can hit us several different ways when 

it comes to investing. We may adopt the “prevent 

defense” philosophy of the football coach, and become 

so conservative in our investment strategy that we make 

it impossible to win (winning here means an investment 

return that exceeds inflation). We may misinterpret the 

temporary decline of the broad stock market to be 

permanent loss on a bunch of bad investments. We bail 

out just before the inevitable rebound. We may have 

bought a stock at $30, watched it rise to $50, then return 

to $30 where it’s still overpriced. Rather than selling 

now at break-even, we feel like we’re losing $20 a share 

because it was once at $50. We see a loss where there 

isn’t one because we look backward and not forward.   

     The first gains are the sweetest, and the first losses 

are the most bitter. We enjoy a gain from zero to $100 

more than we enjoy the gain from $100 to $200. This is 

one reason why people prefer the sure $100 to the $200 

coin flip; the extra $100 isn’t worth the extra risk. Going 

the other way, the loss of the first $100 hurts more 

psychologically than the loss of an additional $100. This 

is why, when faced with the sure loss of $100 or the 

chance to lose $200 or zero, most prefer to avoid the 

sure loss; they know it’s gonna hurt.   

     Overall, people feel the pain of loss more strongly 

than they feel the pleasure of gain. Some studies 
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estimate that losses have twice the psychological impact 

of comparable gains. Our aversion to losses can be good 

in many situations, and it has helped us survive as a 

species.  

     When it comes to money, which is wholly man-made, 

loss aversion can hurt us. It can cause us to bail out on a 

good thing just because it is going through a bad spell. It 

can cause us to hang on to a bad thing because we 

bought it when it was good and we want it to go back 

there. It can cause us to act when we should freeze and 

to freeze when we should act. It can cause us to play 

defense when we should be on offense, and vice versa. 

Lastly, it can turn victory into defeat. 

 

Tied to an Anchor 

 

     My wife is one of the world’s great shoppers. When 

she arrives home to show me the kill-of-the-day, she 

usually says something very much like, “It sold for $75, 

but I got it for $8.” While she gets great bargains all the 

time, her statement is somewhat inaccurate. The item 

didn’t sell for $75, which is why she eventually got it for 

$8.   

     The original price on the item was the anchor from 

which she judged the value of the item, and how good a 

bargain she got. That $8 item was a steal regardless of 

the original sticker price, but that high sticker price made 

the eventual selling price seem like an even bigger 

bargain. 

     An anchor price shifts our perception of the value of 

an item and the greatness of the deal from absolute to 

relative terms. For example, you own 100 shares of a 

stock that is currently trading at $50 per share. The 

company has been struggling, and the consensus is that 
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the stock is more likely to go to $40 before it goes to 

$60. Would you sell at this point? Before you answer, 

you paid $70 for the stock six months ago. Does that 

change your decision?   

     What if you paid $35 for the stock six months ago? 

Would you make a different decision now? Most people 

would do different things, depending on whether they 

paid $35 or $70 for the stock. That shouldn’t matter, 

though. The only thing that matters is what the 

investment will do in the future, not what you paid in the 

past. But our purchase price of the stock becomes the 

anchor that drives our decisions, and that can make for 

some bad decisions.   

     If you’ve ever bought something on Ebay, you are 

familiar with anchoring. When you look at an item, there 

is a starting bid listed. The seller sets that starting bid, 

which is the minimum bid that will be accepted. The 

starting bid is an anchor. Items on Ebay often also have a 

“Buy It Now” price that enables you to skip the 

competitive bidding process by paying that price.  

     The Buy It Now price is also an anchor. A high 

starting bid price will tend to push up the final selling 

price, though too high a starting price will eliminate 

potential bidders completely. A high Buy It Now price 

will make any winning bid below that price look like a 

bargain in comparison. The goal in setting these anchors 

is to get all the serious bidders into the process from the 

beginning and to make the winning bidder feel like he 

got a deal, regardless of what he/she ultimately bids. 

     If old people sometimes seem cheap to you, it isn’t 

their fault. When you understand anchors, it is easier to 

understand why someone in their seventies or eighties 

gags at the thought of a $30,000 car. It’s hard to pay a 

dollar for a candy bar when you used to pay a nickel, 
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even if your income has risen proportionately, too. If 

you’re in your twenties now, someday you will be telling 

your grandchildren how you only paid $20,000 for your 

first new car, so the $200,000 cost of new cars now is 

ridiculous. Anchors come from points in time as well as 

from prices.   

      

A Buck Is a Buck 

 

     You are driving along a highway in a sparsely 

populated area. Suddenly the Low Fuel indicator lights 

up on the dashboard. You don’t know how far it is to the 

next gas station, but you know they are few and far 

between in these parts. You slow down and turn off the 

air conditioning to improve fuel economy and hope you 

make it to the next gas station. Your luck holds out; you 

find a gas station; you fill up, then drive like a bat out of 

hell to make up for lost time.   

     When your fuel was low and you weren’t sure if you 

would have enough, you were very careful with it. When 

you filled up, you were no longer worried about running 

out and you stopped being careful. We are that way with 

most things, including money…especially money.   

     When we have an abundance of something, we value 

each additional unit less and less, which is known as the 

law of marginal utility. If you have $10,000 in the bank, 

an extra $100 doesn’t really change anything for you. If 

you have $62.43 in the bank, the extra $100 may keep 

you afloat. Abundance, even the perception of 

abundance, leads to carelessness.   

     Millionaires are, by and large, careful with money; 

it’s how they became millionaires. They remain 

millionaires because they continue to be careful with 

money, even after they accumulate a lot of it. Part of it is 
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conditioning, habit. An even bigger part of it is these 

millionaires don’t change their perception of a dollar’s 

value just because they have an abundance of them. 

Millionaires exist largely because they refuse to obey the 

law of marginal utility. To them, a buck is a buck, 

whether it is the first one they made or the six millionth. 

They treat them all with equal respect. 

     Most people are not millionaires because most people 

mindlessly obey the law of marginal utility. A mechanic 

gets a raise of $300 a month and buys a new Harley 

because the raise will cover the monthly payment. A 

secretary gets an insurance settlement check for pain and 

suffering from a car accident and heads to Hawaii. Such 

behavior does not lead to millionaire status.   

     How we treat a buck is not only a factor of how many 

bucks we have, but also of where the buck came from. 

We respect most the money we earn through our own 

labors. The harder we work for it, the more we respect it. 

In your youth, you may have worked dirty back-breaking 

jobs for the minimum wage. You knew the sacrifice that 

was made for that money, and you were careful not to 

waste it. As you got older and were paid more, you were 

still careful with that money because you worked for it.  

But you were probably not as careful as when you 

worked harder and made less.   

     Money that comes from another source is not 

accorded the same respect. An inheritance is usually 

gone by the third generation. The people who are 

blowing that money did not know the person who made 

the original sacrifice to accumulate it.  

     The most disrespected money is that which comes 

from gambling. This money came from other gamblers, 

and the winner isn’t going to respect that money any 

more than the losers did by gambling it away in the first 
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place. Casinos are well aware of how winnings from 

gambling are valued by the winners. If someone wins 

$1,000 at the roulette wheel, the casino gives him free 

drinks to keep him there. They know that the gambler 

considers that $1,000 to be different from his own 

money; it is “house money.” Before long, the gambler 

will have lost it all back to the house. While the gambler 

took possession of his winnings, he never took 

ownership, and so he didn’t treat it like his own money.   

     Fungible means that one unit of something can be 

exchanged or substituted for another unit. For example, 

if you deposit $1,000 in cash at the bank, and later make 

a withdrawal of $1,000, you don’t get the same bills 

back. Any bills that equal $1,000 are sufficient to meet 

the bank’s obligation to you. 

     Money is fungible in our lives, too. A $100 bill you 

find on the floor of a restaurant is exactly the same as 

$100 you earn digging ditches. The $100 that goes to 

buy lottery tickets has exactly the same value as $100 

dropped into a Salvation Army kettle. Remembering the 

dollars we worked hardest for, and when we had very 

few of them, will help us treat all dollars with the proper 

respect.     

                     

Where Money Doesn’t Belong 

 

     In this world, we have social norms and we have 

market norms. Social norms involve the interactions 

between humans. They are about helping each other and 

getting along. They are the glue that holds a society 

together. They are biological.   

     Market norms involve a bottom line. They are 

transaction-based. They can be precisely measured. They 

are mechanical.   
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     We are all familiar with the old saying; it’s a pleasure 

doing business with you. Julia Roberts’ Pretty Woman 

would amend that to; it’s a business doing pleasure with 

you. In either case, there is a potential clash of social 

norms and market norms, and any attempt to mix the two 

can lead to real problems.   

     The first thing to realize is that when social norms 

collide with market norms, social norms lose. This 

collision almost always occurs when market norms 

invade the world of social norms.  

     Many budding romantic relationships have come to a 

screeching halt because at some point the guy brought up 

how much he had spent on dates, and that he wasn’t 

getting anything in return. That one comment shifted the 

relationship from social norms to market norms.  

     In business relationships, market norms should rule. 

Certainly, every business should treat their customers 

and their employees with respect, but the business will 

have neither customers nor employees unless it 

maintains an acceptable bottom line. In the long term, all 

employees must be judged on their ability to add value 

to the business. All customers must be judged on 

whether they add to or subtract from the bottom line. If 

you are an employee, the relationship with your 

employer should be based first on a fair exchange of 

labor for money.   

     In social relationships, social norms should rule. 

When you are invited to a friend’s house for dinner, you 

bring a nice bottle of wine as a gift; you don’t offer to 

“pay the tab” at the end of the evening. When your 

neighbor asks to borrow your chain saw, you lend it with 

the expectation he will return the favor in the future; you 

don’t charge him rent.   
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     Social norms should always prevail when a higher 

calling is involved. People are more inclined to donate 

blood when cookies and juice are offered as a thank you 

than when cash is offered as compensation. If people 

want to do something for altruistic reasons, you will 

offend them and prompt them to withdraw support if you 

bring money into the equation.   

     One of the best examples of social norms and market 

norms is in another movie, The Godfather. The opening 

scene has Bonasera the undertaker asking Don Corleone 

to kill the men who violated his daughter. The Don 

replies, “What have I done to make you treat me so 

disrespectfully? You don’t ask this favor out of 

friendship. Instead you come to my house on the day of 

my daughter’s wedding and ask me to do murder for 

money.” If you introduce market norms where social 

norms prevail, market norms will win. But know that 

social norms may never return and that they never 

forget, either.    

 

Choice Is Good, To a Point 

 

     Women in Manhattan are known for complaining 

about the lack of eligible men. Is there a shortage? And 

if there is a shortage, why? 

     Single women do outnumber single men in 

Manhattan, but the ratio is about 5 to 4. One reason 

women outnumber men there is that women flock to 

Manhattan in part to land one of these high-income 

males. But the ratio would suggest that 80% of 

Manhattan women should be able to find the man of 

their dreams, or at least an acceptable man. 

     Men in Manhattan know they have the upper hand 

because of the discrepancy in populations. As a result, 
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they feel no pressure to commit to any one woman. They 

know there are so many single women in Manhattan, 

they don’t need commitment to obtain companionship.   

     The only women who succeed in their quest are the 

ones who are so irresistible that there is actual 

competition for them, which motivates a man to make a 

commitment. 

     As the Manhattan singles scene illustrates, too many 

choices can disrupt the natural order. Too many choices 

can make it hard to make any selection because we will 

always be afraid that we are passing up an opportunity 

for an even better selection.  

     The men of Manhattan probably want a long-term 

relationship with the right person as much as the women 

do. But the men are actually burdened by the large 

number of choices in mates. It makes them unwilling or 

unable to commit to one woman. They know they will 

always be wondering if there weren’t a “better” one just 

around the corner. There is a high opportunity cost for 

the single men of Manhattan.   

     If you have a 401k plan at work, every year you 

probably receive information about the plan and the 

investment options available. Because employers don’t 

want the responsibility for your financial success in 

investing for retirement, they don’t give advice; they 

give you choices instead.  

     By offering a smorgasbord of mutual funds in a 401k 

plan, the employer feels they have met their obligation 

by having at least some funds in there that will enable 

you to reach your retirement goals. But it’s your job to 

figure out which funds to select and how much to put 

into each one. If there are three to five mutual funds in 

each investment class, deciding may not be too hard. If 

there are ten or twenty funds in each class, and ten or 
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fifteen investment classes, you may have a hundred or 

more decisions to make. When faced with such a task, 

most people will a) ask their co-workers in the adjoining 

cubicles what they’re doing; b) put 1% into 100 different 

funds; c) freak out and do nothing; or d) default to the 

status quo. 

     When we are faced with a dizzying array of choices, 

the most common reaction is to stick with what is 

already in place. This status quo bias is why incumbents 

are re-elected over 80% of the time, and why the most 

popular of Baskin-Robbins’ 31 flavors continues to be 

vanilla and chocolate. It’s a lot of work to make a 

choice, and it’s too much work for something like ice 

cream.  

     There is also that loss aversion thing. If we try 

something different and it flops, the remorse is greater 

than the joy we would feel had the change succeeded. 

We absolutely hate it when we make a change and it 

doesn’t work out. But there is no way something can 

become better without changing it. 

     The people who agonize most over making choices 

are known as maximizers. A maximizer expects the best 

all the time, from themselves and others.  

     There are several problems with being a maximizer. 

Because we are presented with a dizzying array of 

choices in our daily lives, the time and effort required to 

make the best decision every time would require 56 

hours a day. The pressure to make the best decision 

every time creates a great deal of unnecessary stress. 

And the chances are great that almost every decision will 

be accompanied by feelings of buyer’s remorse.   

     By contrast, satisficers do not expect perfection from 

themselves or from others. Satisficers have standards, 

but they do not expend additional energy on something 
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after those standards have been met. Satisficers are much 

more aware of the point of diminishing returns and know 

when their time, energy and resources can be better used 

elsewhere. Maximizers may do better objectively on a 

specific decision than a satisficer. But the satisficer will 

feel better subjectively about that decision than the 

maximizer.   

     In the end, the satisficer almost always ends up better 

off than the maximizer, both subjectively and 

objectively. Subjectively, the satisficer doesn’t suffer 

from buyer’s remorse. Objectively, the satisficer 

allocates time, energy and resources more efficiently 

than the maximizer, and consequently accomplishes 

more overall.   

     When it comes to making choices in life, and 

especially financial decisions, there are two things to 

remember. First, move the baseline to zero, which 

simply means try to ignore the status quo. Line the status 

quo up with all the other options and let it stand or fall 

on its own merits. Remember, progress is impossible 

without change. Second, be a satisficer, not a maximizer. 

You may think that being a satisficer will mean lowering 

your standards, which will result in lower rewards. On 

the contrary, you will be able to accomplish more, and 

you will get more enjoyment out of each 

accomplishment along the way. 

 

And The Winner Is… 

 

     Ever wonder why you have to pay a plumber $75 an 

hour to fix your toilet, while your son with a Ph.D. in 

English Literature is working as a proof reader for $13 

an hour? Both have well-developed skill sets, although 

they were acquired in very different ways. The 
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plumber’s skills are demanded by many more people; 

not many people need an analysis of Hamlet, but 

everyone’s toilet goes on the fritz at some time. Plumber 

could never be classified as a glamour profession, so it 

needs to pay well enough to induce people to learn the 

trade and practice it. 

     As in most things in life, your career choice involves 

trade-offs between security and opportunity, between 

reward and risk. There will always be a demand for 

plumbers, and they will always pay reasonably well. 

Plumbers will also have less-than-desirable working 

conditions, and they will never become millionaires 

from their work alone. Plumbers gain security at the 

price of opportunity.   

     These factors affect the security, opportunity, risk and 

reward of any job: 

 The skill set necessary to perform the job. The easier it 

is to obtain the necessary skills, the more potential 

people there are to do a job, so the less the job will 

pay. Cardiologists make more than plumbers, who 

make more than janitors. 

 The desirability of the job. Little boys dream of 

growing up to play in the NFL. They don’t dream of 

growing up to work at the official laundry of the NFL. 

Little girls dream of being a famous actress. They 

don’t dream of being a porn actress, famous or not. 

Working in undesirable jobs is a default, not a choice.   

 The demand for the job. Since we will always need 

plumbers, there is security in such a career. New 

technologies can reduce or eliminate the demand for a 

job. Blacksmiths were replaced by auto workers. Auto 

workers are being replaced by robots. 
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     These factors determine how much competition there 

will be in a specific job and what the compensation will 

be. If you favor a job with security, you should look for 

a job that requires a skill set that is broad but not 

necessarily deep, that has limited desirability to 

discourage competition, and that has demand that won’t 

whither from new technologies or outsourcing.   

     If you want a job with high opportunity and high 

reward, prepare to do battle. Those jobs are fought like 

tournaments, and it’s largely winner-take-all. You start 

at the bottom, which means long hours, lousy pay, and 

abuse from higher-ups. These conditions cull the 

ambivalent from the herd. Those who continue in the 

tournament are fiercely competitive and aren’t too 

worried about bending the rules to succeed.   

     In the tournament, there is nothing attractive about 

your current position. The only position worth having is 

the top one. This is the reason why CEO pay has become 

so obscene. The pay is not a reward for the CEO doing a 

great job. The pay is an inducement to get hundreds of 

underlings to work like hell for relatively little money, in 

the hopes of climbing to the top and getting the big 

reward.   

     Upward movement in these job tournaments is based 

on relative, rather than absolute performance.  It doesn’t 

matter what you do, only what you do relative to the 

competition. As a result, you can gain by raising yourself 

up or by bringing the competition down. This can create 

a dreadful workplace environment where back-stabbing 

and sabotage of co-workers are commonplace. Morale 

and productivity suffer, and the company itself starts to 

rot from within.   

     If you are working in such an environment, you need 

to ask yourself why. Do you want the top job? Are you 
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willing to do what appears to be necessary to get it? Do 

you stand a realistic chance of winning this tournament? 

And finally, if you win, do you think it will have been 

worth it?   

     If you don’t like the way the game is being played, 

stop playing it. Why compete in a tournament when the 

price is higher than the prize? As comedian Lily Tomlin 

said, “The trouble with the rat race is, even if you win, 

you’re still a rat.”   

 

Misjudging the Odds  

      

     Which of these two choices would you prefer to take 

a chance on? Scenario One: You have to correctly guess 

six cards drawn at random from a deck of fifty-two. It is 

not necessary to guess them in order. Scenario Two: Of 

all the fans who attend an NFL game this year, your seat 

at the one game you attend is selected as the winner. 

     Did you select one that you thought had better odds? 

See if this information helps you. To calculate the odds 

of selecting the six cards, the formula is (6/52) x (5/51) x 

(4/50) x (3/49) x (2/48) x (1/47). For the NFL selection, 

multiply 16 games per week times 16 weeks times 

79,719 attendees per game. 

     The odds of you selecting all six cards are 20,408,163 

to 1. The odds of your being the one person selected at 

all those games are…. 20,408,163 to 1. Did you think 

the odds were the same for these two events? Did you 

think the odds were as long for either event as they 

actually were? 

     When it comes to judging the odds of things, we 

aren’t very good. When you combine loss aversion with 

a miscalculation of odds, you can make some serious 

mistakes. Because cancer is so frightening, we 
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overestimate its probability. A heart attack or stroke is 

much more likely to incapacitate or kill you, but we 

don’t act on statistics; we act on feelings. We protect 

ourselves from the things that frighten us the most, but 

not necessarily against the things that pose the biggest 

threats.   

     Misunderstanding the real odds can cause us to make 

bad decisions regarding investments. History shows time 

and time again that stocks have a strong rebound after a 

bear market. Yet people always think that “this time is 

different”, so they sell in the belief that there will be no 

rebound this time.  

     The one thing that has a high probability with 

investments is that there will be a regression to the 

mean. If the stock market has performed poorly over the 

last five years, it is more likely to perform better than 

average over the next five years. The reverse is also true. 

Extrapolating the recent past into the indefinite future is 

betting on a long shot. If you want to bet on the future 

movement of something, the best bet is that it will move 

in the direction of its long-term average. History 

confirms such movements, whether for the stock market, 

annual precipitation or a baseball player’s batting 

average.   

     Frequency and severity are the two aspects to risk 

that we are prone to misjudge. A hurricane scores pretty 

high on both the frequency and severity meters, yet 

people continue to move to beach areas from Texas to 

Virginia despite the risks.  

     In order to accurately assess opportunities and risks, 

we need to know how to gather and interpret accurate 

data on what might happen and its effects. We also need 

to recognize that our perspective is but one, and is very 

likely to be wrong.     
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     We can be deceived by averages, too. In looking at a 

group of numbers, you have mean (average), median, 

and mode. Median means half above and half below. 

Mode is the number with the greatest frequency. For 

professional sports teams, the average salary is four to 

five times the median salary, and the median salary is 

four to five times the mode salary. Averages can be 

skewed by a high ceiling and a few in the population at 

or near the ceiling. Averages can also conceal volatility 

in the numbers. If you stand in your kitchen with one 

hand in the freezer and one hand on the stove, on 

average your temperature is just right. 

 

Great Expectations 

 

     Marketers know how to manage expectations about 

products, which is the essence of branding. Billions and 

billions of dollars are spent every year by corporations to 

get their brand name in front of as many people as 

possible. The most effective branding efforts usually 

have a great slogan, too: “Just Do It” (Nike); “What the 

World Is Coming To” (Honda); “Because I’m Worth It” 

(L’Oreal); “Good to the Last Drop” (Maxwell House); 

“Ask the Man Who Owns One” (Packard) are some 

classic examples. Once the company has established a 

positive image of the brand, a positive expectation of the 

product is created.   

     Our expectations cause a shift in our actual 

perceptions at least as much as our actual perceptions 

cause an adjustment in our expectations. For example, 

you are told about a new movie that critics and friends 

are all raving about. Everyone gives it five stars. You go 

see it and it is very good. You would also rate it four to 

five stars. On the other hand, if your friends and the 
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critics had consistently given the movie three stars, you 

would have likely rated the movie three to four stars. 

Your expectations influenced your actual perception.   

     This is how placebos work. We are confidently told 

by experts that a drug will have a positive effect. It 

becomes our expectation and our actual perception 

moves in the direction that confirms that expectation. 

We don’t like to be proven wrong, even to ourselves. We 

make our body believe what the mind has told it. 

Placebos have a long history of effectiveness because 

people believe what they’ve been conditioned to believe.  

     Actual perceptions move in the direction of 

expectations when the gap between the promise and 

reality is not too wide, and when reality is subjective. 

Your enjoyment of a movie is subjective, not objective. 

The movie everyone raved about might not have been 

quite as good as they said, but it was close enough that 

you were willing to give the benefit of the doubt on the 

difference. If the movie had been a major turkey, you 

might have reacted in the other direction. If you were 

expecting a five star movie, and it was actually a two-

star movie, you might give it one star because your 

disappointment was so great.   

     When a product or service can be judged objectively, 

creating high expectations can backfire, which is one 

reason why football coaches always seem to be 

downplaying their team’s chances of a championship.  

The coaches will tell the players that they are capable of 

winning the championship and that nothing less is 

expected or acceptable. But the public will hear a 

humble commentary about all the obstacles that need to 

be overcome, and that with a few breaks and God’s 

grace, they have a chance. When the results are in black 
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and white, you don’t want your words to come back to 

haunt you.  

     When evaluating any product or service you are 

offered, try to find an objective way of measuring 

whether reality meets expectations. Let the objective 

method be the yardstick you use to determine if the 

product or service merits your continued business. With 

more subjective purchases, it’s less important what 

others think, subjectively or objectively. If you liked the 

movie, then buying the ticket was a good decision, 

regardless of what anyone else thinks.  

     When providing a service to others, the best policy is 

to under-promise and over-deliver, though not by a huge 

amount on either side. If you under-promise too much, 

you may not even get the opportunity for the business. If 

you over-deliver too much, you may raise expectations 

so high for the future that you will have a hard time 

meeting them. If you over-promise, then you are almost 

certain to under-deliver, which will likely cost you a 

customer.                

     If you’ve ever felt taken for granted, don’t feel bad. 

Those who are taking you for granted don’t mean to do 

it. It’s actually a compliment that you are consistent 

enough that they slip into such a frame of mind. Taking 

something or someone for granted is known as 

adaptation. Adaptation is why we are not yet extinct. We 

adjust attitudes and behaviors to existing conditions. Up 

until the recent past, humans mostly adapted to negative 

conditions. In recent decades, it’s more of an adaptation 

to abundance.   

     We are all customers, and we all have customers. 

Even if you work in an office, your employer is a 

customer for your labor. It’s important to be aware of the 

process of adaptation. If you buy an expensive new car, 
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you will adapt to the performance and features of that 

car and will not be able to easily return to an econobox. 

When it’s time to replace that car, you will have to get 

an even fancier (and more expensive) car to get the same 

thrill as you got with your last purchase.  

     If you have customers, an improvement in service or 

product will soon become the standard, and you will 

have to do still more to impress people. You can’t afford 

to stagnate, though. The competition is also trying 

harder. If you don’t improve, to keep expectations low, 

you will lose customers to the competition. The goal is 

to make constant improvements in products or services 

without giving too much too soon. You might create 

expectations that will be impossible to sustain.   

     Overconfidence is the endowment effect, not on our 

stuff, but on ourselves. It’s easy to think we have a great 

storehouse of experience and knowledge which makes us 

incredibly wise. But we have the worst perspective of 

anyone when it comes to our own abilities. If you are 

truly confident in your abilities, ideas and opinions, be 

willing to let others evaluate them. If others in the know 

concur with your evaluation of yourself, then you may 

have something. But don’t let your ego let you make 

financial mistakes when smart people are telling you 

you’re crazy.   

 

Who’s In Charge Here?   

 

     We are not all “created equal”, despite what the 

Declaration of Independence says. If we were all created 

equal, we would all have the same intelligence, the same 

beauty, the same athleticism, the same lifespan. There is 

one aspect of our lives that is equal for all of us – the 

size of today. For everyone in the world, regardless of 
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their talents, nationality, gender, or station in life, every 

day for every human is twenty-four hours long. The 

amount of time you have today is an absolute, and how 

you use today is the purest measure of how you use what 

you have, in both absolute and relative terms. 

     You may be one of those people who feel that their 

twenty-four hours is not theirs because so many others 

have made demands for that time. We all have demands 

made for our time. But your time is yours. Just because 

someone demands your time doesn’t mean you have to 

give it to them. Everyone demanding your time has the 

exact same daily allowance of time as you. You should 

stand first in line for your time and give it priorities. If 

you respect your time, others will have to respect it, too.   

     Benjamin Franklin said that Time is Money. He is 

right in many ways, but one way that is often overlooked 

is that time and money are both finite resources that 

often get treated like they’re infinite. We don’t know 

when our time or our money will eventually run out. We 

want to think neither ever will. But they both will 

eventually. What you waste today of either resource is 

gone forever. When it comes to time or money, winners 

pay for tomorrow with today. Losers pay for today with 

tomorrow. Winners initiate. Losers procrastinate.  

     When it comes to gaining control of your time or 

your money, there is one tried-and-true method to 

recognizing where those resources have been going and 

redirecting them to where they should go. This method 

can almost guarantee that the time you want to be spent 

in an area will be spent there. It can almost guarantee 

that you will save more, reduce debt, and reduce 

wasteful spending. 

     Write it down. When you set a goal or make a 

promise and write it down, you make an active 
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commitment. You judge yourself based on your actions, 

not your inactions. Writing something down is an action. 

Goals need two things: a date and an amount. If you 

want to lose weight, you would write down the target 

weight and the target date. It is also helpful to set sub-

goals to measure progress along the way. For example, 

your goal may be to lose 30 pounds in one year. If you 

also set sub-goals, such as target dates for losing 10, 15, 

20, 25 pounds, you will increase your chances of 

reaching the big goal. The sub-goals break down the 

large goal into more manageable pieces and give 

positive reinforcement along the way.   

     The reason so many people cringe at the thought of a 

budget is because they misunderstand what a budget is 

and what it is used for. A budget is often seen as a 

device to shackle the individual to a program of austerity 

and denial that sucks all the joy out of life. The budget is 

viewed as both an indictment for reckless spending and 

as a punishment for same. Someone who has to go on a 

budget feels the resentment and humiliation of a 

chastised child. Budget is a dirty word because there are 

no positive connotations associated with it.   

     A budget is not a loss of control over spending; it is 

the regaining of control over spending. A budget is your 

telling your money where to go, not asking where it 

went. A budget is not punishment in the present; it is 

liberation from severe punishment in the future. A 

budget is not a sign of financial incompetence; it is proof 

of proper financial stewardship. If a budget causes a 

reduction of short-term pleasures, it more than offsets it 

by greatly increasing long-term financial security, 

opportunity and happiness.   

     If you do not have a written budget and if you are not 

meeting financial goals like debt reduction and saving 
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for retirement, you now have the solution to your 

problem. A budget does not yank you from one lifestyle 

to another, like a misdirected dog on a leash might get 

yanked. Your budget is created by you. You decide how 

you want your income allocated. You also create a 

record of where your money is currently going. A budget 

will show you the difference between where your money 

is going and where you want it to go.  

     The shift you make from the status quo to the new 

priorities will be evolutionary, not revolutionary. Each 

month you will shift a little more money from where it 

was misspent to the categories that you have determined 

are important. Each change will be initiated by you 

because you want it. The only time someone has an 

externally imposed budget is when they fail to create 

their own budget, and an outside overseer, like a 

bankruptcy judge, has to assume the role.   

     One of the most effective psychological tools in 

breaking down a prisoner is creating the feeling in the 

prisoner’s mind that he has no control. Most people 

experience similar psychological stresses involving that 

feeling of no control in their lives. You can’t accomplish 

what you want to accomplish. You can’t get a handle on 

your finances. Your time is not your own. If you write 

down what you want, whether it’s a goal to manage time 

or manage money, you begin to take control. You are 

saying “This is mine!” and that you, and only you, are 

going to decide how it is to be used. There is no more 

liberating feeling.   
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DEATH BY DEBT 
 

     You owe $155,376. So does your spouse, so do each 

of your children and each of your grandchildren. Don’t 

believe you really owe this much?  Allow me to itemize 

the bill for you: 

 
CATEGORY OF DEBT                       TOTAL DEBT           PER PERSON*  

 

Federal Government Debt               $19.0 trillion              $59,236 

State/Local Government Debt                 $2.9 trillion                $9,180 

Home Mortgage Debt               $13.2 trillion              $41,250 

Credit Card Debt                  $2.5 trillion                $8,333 

Other Household Debt               $12.0 trillion              $37,377 

(auto loans, lines of credit, etc,)                                          

TOTALS           $49.6 trillion        $155,376 

*total debt divided by U.S. population of 320,000,000 – figures as of 

2015 

 

     The above figures do not include unfunded Social 

Security/Medicare/Medicaid contingent liabilities, which 

total another $62 trillion. We won’t include those 

numbers because they will (theoretically) be paid with 

future tax revenues. Back to your tab of $155,376 - will 

that be cash or check? (Credit cards are not accepted.)      

     Our per capita GDP is $54,500. If every dollar earned 

by every man, woman, and child was used to pay off our 

cumulative debt, that debt could be paid off in just 34 

months. Of course, paying down debt has not been our 

pattern. Our ratio of debt as a percentage of the economy 

is about 285%; fifty years ago it was about 190%. Even 

after adjusting for inflation, our per capita debt is five 

times higher than it was fifty years ago.  
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Easy Money 

 

     Up until 2009, credit was obscenely easy to obtain. 

Much of the money that made credit easy and cheap 

came from abroad (We currently owe Japan and China 

over a half-trillion dollars each). A lot of people figured 

if someone is willing to lend them money, it must be OK 

to borrow it. Why would someone risk lending money if 

there are doubts as to the borrower’s ability to repay? 

The borrowers deferred their own judgment about their 

ability to repay to the lender’s judgment. But there was a 

fundamental flaw in this line of thinking. 

     In the past, if someone were going to lend you 

money, they were going to lend you their money. If you 

went to the bank and asked for a loan for a house or a 

car, the bank was lending you money their own 

customers had made available through deposits. The 

lender in these situations had direct accountability if the 

loan ended up in default.  

     Because of the accountability factor, the lender 

exercised due diligence in the underwriting of the loan – 

in other words, they made damn sure you could pay it 

back. Proper verification was made of credit and income 

history, and you were required to make a reasonable 

down payment of your own money. By requiring an 

equity stake by the borrower from the beginning, the risk 

of default and repossession was greatly reduced. 

     In recent years, we moved away from this model. 

Loans were now made by people who sold them 

immediately to another party. That party would package 

loans together and resell them to another party. That 

party would slice the loan packages up into smaller 

pieces (known as tranches) and sell them to investors. 

The people who processed the original loan were paid a 
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fee for the processing and sale of the loan, but after that, 

they were done.  

     The final investors were the ones at risk in the event 

of a loan’s default, and for the most part they had no 

clear idea how much risk they were actually taking on. 

Too often, the final investors were dazzled by the 

expected returns, and lulled into a false sense of security 

that these loans were collateralized, which means they 

could repossess the property the loan was used to 

purchase.   

     It doesn’t take a Ph.D. in Economics to know that if 

people borrowing money have none of their own at risk, 

and if the loan originators don’t have any of their own 

money at risk, disaster can’t be far off. 

     There has been no shortage of finger-pointing as to 

the causes of the great financial crisis of recent years, but 

there were really two root causes. One cause was people 

who borrowed more for a mortgage than they could 

afford to repay. These people could only avoid default in 

a best-case scenario of rising home values and steady or 

falling interest rates. For many of these borrowers, it all 

seemed perfectly safe because of the trends of the recent 

past and because of the willingness of others to bankroll 

their borrowing.  

     The first cause leads us to the second cause. Wall 

Street firms bundled these mortgages into securities 

investments, held them in their own accounts (after no 

one else wanted to buy them any more), and borrowed 

against them at rates typically 30 to 40 times the 

investment’s value. Even though fewer than 10% of 

mortgages defaulted, that kind of leverage by the Wall 

Street firms spelled disaster.  

     Individuals borrowing more than they should have 

was carelessness on a modest scale. The great majority 
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still met their obligations. Wall Street’s packaging of 

loans into securities and then borrowing like crazy 

against them was recklessness on a massive scale.   

     The problem for both Wall Street and Elm Street was 

they lost the ability to manage their debt. Every financial 

crisis has its own unique circumstances, but most of the 

time it goes back to debt that cannot be repaid when 

something bad happens. And something bad almost 

always happens.    

     The era of easy money is long gone, which is a good 

thing in the long run. The lending practices of the last 

few years were the financial equivalent of an all-you-

can-eat buffet. Even if credit standards stay tight for 

many years to come, it only means that the all-you-can-

eat buffet has shut down. The problem is Americans 

have been dining there for a long time, and they are 

morbidly obese with debt. While it’s a good thing that 

they won’t be able to add more debt as easily, the debt 

they are already carrying around is seriously 

endangering their financial, physical, and mental health.   

     The tonnage of debt Americans are carrying 

endangers their financial health. The bigger your 

liabilities, the lower your net worth. Net worth is what 

you live on in retirement. Debt threatens physical health 

because it creates stress which weakens the immune 

system and makes us vulnerable to diseases like cancer 

and heart disease. Debt threatens mental health because 

it causes marital deterioration and the loss of the support 

system we need to survive. Debt also makes it harder to 

keep a proper perspective because debt can overwhelm 

our thoughts, making it difficult to maintain balance in 

our lives.      
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How Much Is Too Much? 

 

     Just as every person has an individual tolerance for 

risk, every person has an individual tolerance for debt. 

There are upper limits for everyone simply because the 

ability to service debt is not unlimited, even for the very 

wealthy. If you are struggling to make debt payments 

and provide the requirements of life, you are past the 

rational upper limit for debt.   

     Even if someone is financially capable of servicing 

additional debt, he/she may not be psychologically 

capable. A fiscal conservative will not want to take on 

any more debt than necessary. They may be quite 

capable of making the monthly payments, but borrowing 

unnecessarily goes against their nature and makes them 

uncomfortable.  

     If the thought of borrowing money for a purchase 

makes you uncomfortable, it is important to listen to that 

inner voice. The benefit obtained from the purchase you 

make with borrowed money is likely to be more than 

offset by the anxiety the additional financial burden 

brings upon you. 

     One of the more common determinants of whether a 

person has too much debt is the Debt-to-Income (DTI) 

Ratio, which compares a person’s debt payments to his 

or her income. DTI Ratio is a key number lenders use to 

calculate a potential borrower’s ability to repay any 

additional debt. The consensus among financial experts 

is that a household’s debt-to-income ratio should not 

exceed 36%.   

     The debt-to-income ratio is calculated by taking the 

total of all monthly debt payments (mortgage, home 

equity loan, car payments, credit cards, student loans, 

etc.) and dividing that total by monthly gross income. 
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For example, a household has total gross income of 

$84,000, or $7,000 per month.  The monthly debt 

payments are as follows: 

 
Mortgage PITI (principal, interest ,taxes, insurance)                               $1,645 

Home Equity Line of Credit                                                                         $333 

Car Loan 1 (purchase)                                                 $388 

Car Loan 2 (lease)                                                                                  $249 

Credit Cards                                                                                          $360 

TOTAL MONTHLY DEBT SERVICE                                                             $2975 

 

     In this example, the debt-to-income ratio is 42.5% 

($2,975/$7,000). This ratio is higher than the 

recommended 36%, which means this household could 

have trouble meeting these monthly payments plus the 

other typical household expenses. The high debt-to-

income ratio also means that any additional debt may be 

difficult to obtain or may require higher rates of interest 

to offset the higher risk of default. Total home debt 

service is $1,978 or 28% of income, which is the 

recommended maximum percentage. 

     Whether you can comfortably handle a debt-to-

income ratio of 36% also depends on other financial 

obligations you may have. If you are currently paying 

for college for one or more children, it is an expense 

which could make it difficult to handle a DTI ratio of 

36%. If your income fluctuates because you earn part of 

it by commissions, there may be months that income will 

be inadequate to meet your obligations. The DTI ratio of 

36% is what lenders are looking for as an upper limit. 

Your personal upper limit may be far less if you have 

additional demands on your income or an income that is 

inconsistent.   
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     Being a two-income household can be a mixed-

blessing when deciding whether to take on additional 

debt. With two incomes, it is unlikely that both income-

earners will lose their jobs at the same time. However, it 

is twice as likely that one income-earner will lose his or 

her job, compared to a single-income household. There 

is also the risk of disability or death for either income-

earner. Lastly, if there is a chance that the wife will 

become pregnant and need to stop work, at least 

temporarily, the household income will drop, and the 

ability to service debt will be impaired. All these factors 

should be considered before taking on any debt, 

especially debt that will require several years to pay off.   

 

Overpaying on Several Levels 

 

     Do you have money in a savings account, CD, or 

money market fund? What interest rate are you currently 

earning on that money? Do you have a car loan, student 

loan, credit card balance, or home equity loan? What 

interest rate are you currently paying on those debts? Is 

there a disparity in those two numbers? Is that disparity 

in your favor? Probably not.   

     Financial institutions deal with one product – money. 

Money is a commodity; a dollar from one institution is 

exactly the same as a dollar from every other institution. 

The only thing that makes one financial institution better 

than another for the customer is the interest they pay and 

the interest they charge.    

     In order to stay in business, the spread between what 

a financial institution pays on deposits and what it 

charges on loans has to be wide enough to cover their 

costs and generate a profit sufficient to keep 

shareholders invested. That’s the reason why you pay a 
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higher rate of interest when you are a borrower than you 

receive when you are a lender. You are a lender when 

you have money on deposit in any financial institution. It 

isn’t the institution’s money they are lending; it’s their 

depositor’s money they’re lending.   

     If you are both a lender and a borrower, does it make 

sense to pay a higher rate of interest than you receive? 

Of course not, but people make this mistake all the time. 

They may have a $5,000 CD at the bank paying 2% 

interest, yet they have an average balance of $2,500 on 

their credit cards, with an interest rate of 12%. In this 

example, the person earns $100 interest on the CD, but 

pays $300 in interest on the credit card, for a net loss of 

$200. If the credit cards were paid off and there was only 

$2,500 in a CD, the earned interest would be $50. That’s 

a $250 improvement over the current situation.    

     We have a tendency to focus on what we can get, and 

not what we are giving up. This disconnect may be 

because debt tends to emphasize our mismanagement of 

money, something we would prefer to repress.  

     People who focus only on interest received and not 

on interest paid are like the people who carefully 

investigate which gas stations are cheapest, but never 

bother to check the air pressure in their tires, which 

would save them much more than any price differential 

between gas stations. 

     The disparity between interest paid and interest 

received isn’t the only way we overpay by using debt. 

When we borrow to buy something, we are much more 

likely to pay a higher purchase price than we would if 

we paid cash. Numerous studies have shown that 

consumers will pay an average of 12-18% more for an 

item when they buy it on credit than when they buy the 

same item for cash.   
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     Economics 101 teaches that future dollars are worth 

less than present dollars, which is known as the time 

value of money. There is a tendency to apply that theory 

when buying something on credit.  

     Since we will be paying with future dollars, we 

mentally discount those dollars by paying more for an 

item than we would if we paid cash now. However, 

when we buy an item on credit, we typically pay 15% 

too much for the item (relative to a cash purchase), then 

compound that mistake by financing the purchase at a 

15% interest rate. If we take a year to pay off the 

purchase, we pay from 20-30% more for the item than if 

we had saved the money and purchased it for cash. The 

additional utility of getting the item sooner almost never 

justifies paying 20-30% more for it. 

     In addition to paying too much for an item when we 

buy on credit, there is the simple act of buying the item 

in the first place. Over half of jewelry purchases are 

financed, even though less than 30% of sales are bridal 

jewelry, the only segment of jewelry sales that could 

justify buying on credit. 

     When you swipe your credit card or sign your name 

on a credit purchase, there is no immediate sense of loss. 

You still have your card; you still have your pen. It is 

that lack of any sense of loss that makes a credit 

purchase easy in the first place, and it makes it easy to 

pay more than we might otherwise. For example, you 

walk into an electronics store looking for a 47” TV. 

Your eye drifts to the 60” sets that run about twice as 

much. They are offering 0% financing for 12 months. 

Before you know it, you are taking delivery of that 60” 

set.   

     What happened? You can’t blame the salesperson. 

It’s their job to extract the maximum amount from you.  
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They know that job is made easier through attractive 

financing offers. Also, you didn’t hand over bills and 

you didn’t write a check. Either of those acts would have 

sent off danger signals in your brain.  

     Assuming you had enough cash on you, the physical 

act of handing over bills would have likely caused you to 

stop before consummation. Writing a check for the full 

purchase price might have been only slightly less 

traumatic than paying cash. 

     One of the biggest problems with buying on credit is 

that it doesn’t hurt in the present, which makes it easy to 

do. The biggest problem with buying on credit is that it 

really hurts in the future, when the pleasure of a new toy 

has diminished, but the bill keeps showing up every 

month.  

     There is a rush we get when buying something we 

want. It’s like the warm glow from a glass of good 

scotch. But too much credit buying, like too much scotch 

exacts a price in future pain that cannot be avoided. 

Promising future abstinence won’t ease the hangover.  

 

Stressed and Depressed 

 

     Two out of five American adults have unpaid medical 

bills, accumulated medical debt, or both. These unpaid 

bills and medical debt can make it harder to get needed 

health care. Two-thirds of people with such burdens go 

without needed care because of the cost. That number is 

triple the rate of those without such financial burdens.   

     One of the reasons these people have medical bills is 

health problems caused by stress caused by debt 

problems. It’s a downward spiral for many. The debt 

begins to pile up. The cause may be an unexpected 

medical bill or just careless spending. The cause is 
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secondary to its effects. The debt and the inability to pay 

it create stress, which manifests itself in any number of 

physical ailments. The physical ailments require medical 

attention, but getting the medical attention might require 

going further into debt. Often treatment is not obtained, 

and the physical ailments continue or worsen. If people 

get the medical treatment for stress-related ailments, but 

get into a worse financial hole in the process, they have 

treated the symptoms while at the same time worsening 

the cause of those symptoms.   

     A survey compared people who reported high-debt 

stress with those who didn’t feel such stress. In 

comparing the two groups, the high-debt stress group: 

 Had 3 ½ times more ulcer/digestive problems 

 Had 3 times the migraine/headache frequency 

 Suffered severe anxiety at a rate 7 times higher than 

the other group 

 Suffered severe depression at a rate 6 times higher 

than the other group 

 Had twice as many heart attacks 

 Suffered sleep disorders at a rate 13 times higher than 

the other group 

 

     Stress about mounting debt and what you’re going to 

do about it is bad enough. What is really stressful is 

wondering what will be done to you if you can’t get a 

handle on your debt problem. Among the more common 

steps others may take when your debt gets out of control 

are: 

 Creditor Harassment – Despite many laws on the 

books prohibiting such harassment, creditors continue 

to violate them, making legal threats, calling at all 

hours, insulting you, and making life generally 

miserable.  
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 Evictions – the prospect of being booted out of your 

home and having to find another place to stay, which 

will be difficult because of the eviction.  

 Foreclosure – perhaps even more devastating than 

eviction because of the likely loss of any equity 

(financial and sweat) that you had in your home.   

 Wage Garnishments – The embarrassment of having 

your employer ordered to pay your wages to a creditor 

is bad enough, but now you don’t have the money you 

need to pay things like rent and insurance.   

 Involuntary Bankruptcy – This bankruptcy is initiated 

by the creditors, not by you, the debtor. It forces you 

to face all your creditors at once, instead of dealing 

only with those who press the hardest.  

 

     The list above is a sample of what others do to you 

when you lose control over debt. That list is nothing 

compared to what debtors do to themselves when the 

stress of debt becomes overwhelming: 

 Divorce – Money problems are the single leading 

cause of divorce. Losing a spouse means losing one’s 

most important support system, which is not good for 

mental or physical well-being.   

 Emotional Breakdown – When anxiety and depression 

rates climb six or seven times higher than normal, 

there will be casualties that require intense treatment. 

Many never fully recover from such a trauma. 

 Abandonment – It might be the father who leaves his 

family and never returns, or it might be the mother 

who leaves her children at the shelter because she 

can’t take care of them. For the abandoned, it’s 

devastating. 

 Suicide – When someone feels there is no way to 

climb out of the financial hole they are in and the 
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future they envision has nothing positive in it, suicide 

may become a viable option in that frame of mind. 

 Murder – Money is the main motive for murder in the 

U.S. Sometimes greed prompts it. Other times it is 

desperation over debt. Most news stories about a 

killing over debt problems don’t report on a murder; 

they report on a murder-suicide.      

 

     Because money is such an important element in our 

lives, when we lose control over our money, we lose 

control over our lives. The most common feeling 

expressed by people who report debt problems is a loss 

of control over their situation.  

     This loss doesn’t just involve the loss of financial 

control, which is certainly the case. People overrun by 

debt lose control over their bodies and minds, as 

evidenced by the huge increase in physical and mental 

problems they have relative to the general population.  

     The loss of emotional control may be the most 

devastating of all. The emotional stress of owing money 

you can’t imagine being able to repay creates an 

emotional time bomb that is sometimes detonated in the 

most revolting of crimes, such as the murder of one’s 

own spouse and children. 

     

Reduction, Not Consolidation 

 

     When the debts begin to pile up, and just meeting the 

minimum monthly payments becomes a strain, the first 

step many people take is a debt consolidation loan. Debt 

consolidation is what its name implies. You take several 

debts and consolidate them into a single loan that should 

hopefully offer a lower overall interest rate than you 

were paying on the consolidated loans.   
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     Since people who use debt consolidation services are 

typically in deep financial trouble and are looking at 

alternatives to bankruptcy, the purpose of debt 

consolidation for them is to buy time, literally. A lower 

interest rate may result from debt consolidation, but what 

the customer is looking for more than anything is a 

lower overall monthly payment. The reason they are 

seeking debt consolidation in the first place is they can’t 

handle the current size of the monthly debt service. 

There are three ways to reduce the size of the monthly 

debt service: 

 Reduce the size of the overall debt, which debt 

consolidation doesn’t do. 

 Reduce the interest rate, which debt consolidation 

might do a little. 

 Increase the repayment period, which debt 

consolidation almost always does. 

 

     The only way to get a meaningful reduction in the 

monthly payments is to stretch out the period of 

repayments. Lower interest rates can reduce the monthly 

payments some, but there are limits there. If people are 

consolidating loans that average a 12% interest rate, they 

will probably still have an interest rate of 9% or more on 

a debt consolidation loan.   

     For example, a person has $20,000 in miscellaneous 

debt, with a four-year average repayment period and a 

12% interest rate. The monthly payments total $527. A 

debt consolidation loan that reduces the interest rate to 

9% and has a four-year repayment schedule reduces the 

monthly payment to only $498. Add in the fees to set up 

the debt consolidation loan, and there’s no progress 

made here. If the repayment period is stretched to seven 

years, and the interest rate moves up to 10% (longer 
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period = higher risk = higher interest rate), the monthly 

payment is now $332. The interest rate was reduced 2%. 

The monthly payments were reduced 37%. The 

repayment period increased 75%.  

     A debt consolidation loan reduces the severity of the 

financial suffering by increasing its duration. The overall 

repayment also increases in this example. Under the old 

plan, total repayments were $25,296 ($527 x 48). Under 

the new plan, total repayments are $27,888 ($332 x 84). 

Paying more to repay a loan is not progress. 

     The prospects of lower monthly payments, avoiding 

bankruptcy, reducing harassing phone calls from 

creditors, and a general easing of emotional stress are all 

good reasons to consider debt consolidation. However, 

as is the case with any financial transaction, it is 

important to do your homework, shop around, and read 

the fine print.  

     Be extremely wary of any plan that promises to 

reduce your debt a lot in a short period of time. The only 

ways to do that are to pay off the debt or file for 

bankruptcy. The reason people seek debt consolidation is 

they can’t do the first and prefer not to do the second. 

     People often look to a home equity loan as a way to 

consolidate debt. It is tempting to consider a home 

equity loan for two reasons. The interest rate is lower 

than on most unsecured loans, and the interest is tax 

deductible because the house is collateral on the loan. 

However, the fact that the house is collateral on the loan 

is why you should not consider a home equity loan for 

debt consolidation purposes. If you don’t pay your Visa 

bill, Visa can’t repossess anything because credit card 

debt is an unsecured loan. With a home equity loan, you 

risk losing your home if you default on the loan. That 

risk is too great to take, especially if you are in a 
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financial bind, which you are if you are considering a 

debt consolidation loan. The stress of an unpaid Visa bill 

is nothing compared to the stress of a foreclosure. 

     Debt consolidation tends to give the illusion of 

progress. Because the monthly payments are lower, it is 

easy to feel like the worst is behind you. However, the 

total outstanding debt has not diminished at all, and the 

total cost to repay the outstanding debt has increased 

because of the greater amount of interest paid over the 

longer repayment period. This illusion of progress leads 

to exactly the wrong behavior going forward.   

     The easing of short-term financial pressure that debt 

consolidation may provide makes it even easier to 

continue the behaviors that created the problem in the 

first place. Any solution to curing a person’s debt 

problems has to begin with behavior modification. 

     Debt consolidation actually makes it easier to take on 

new debt. Because debt consolidation requires only one 

monthly payment of a lower amount, it isn’t long before 

new additional debt is being added. Rarely do people 

who do debt consolidation cancel their credit cards. The 

outstanding balance on the cards may go into the 

consolidation loan, but the credit cards are still in force. 

They soon have balances on them that meet or exceed 

the old balances. New offers of credit continue to arrive 

in the mail, too. If someone has been spending $5,000 

more per year than their income, debt consolidation 

won’t change that behavior unless it is accompanied by a 

shutdown of all additional borrowing.   

     In the earlier example where a person had $20,000 in 

debt, if that person pays $527 per month, there are two 

things working in his/her favor. The rather high monthly 

payment discourages taking on new debt because there is 

no room in the budget. Also, the balance should be paid 
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off in about four years. With a debt consolidation loan 

having a seven-year payoff period, the $332 monthly 

payment makes it a lot easier to justify taking on new 

debt.  

     Even if the person initially avoids taking on new debt 

because of the lower payments, he/she has to maintain 

that discipline for seven years, not four, in order to 

become debt-free. Psychologically, the temptation to 

acquire new debt is greater, and the period one needs to 

resist it is far longer. For someone who has already 

demonstrated a poor record at resisting temptation, such 

discipline is a tall order.   

     The only program that makes sense when debt has 

gotten too high is to reduce that debt. Just as the debt 

probably grew over a period of time, it will take time to 

reduce it. Just as a lack of discipline was a likely cause 

of the debt problem, a surplus of discipline is the only 

cure.   

     The first step in reducing debt is to cancel all lines of 

credit, which means cutting up every credit card and 

cancelling any lines of credit at banks, credit unions, etc. 

If you have a debt problem, you can’t have access to any 

more debt. Eliminating new potential debt is the first and 

most crucial step in ending a debt addiction. 

     The fear debtors have in cancelling all sources of 

credit is that they will get into a position that requires the 

use of credit, but the credit won’t be there for them. 

They see their lines of credit as a safety net. It’s a net 

alright, but the kind of net that ensnares, not the kind that 

saves.  

     The best way to avoid being hurt on the high-wire 

isn’t by having a safety net; it’s by getting down off the 

high-wire. Credit isn’t the solution, it’s the problem. 

Eliminating any potential new credit is recognition of 
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that fact.  Eliminating new credit is the first step down 

off the high-wire.   

     When looking at how to pay down debt, the logical 

method would be to pay down the debt with the highest 

interest rate first, while still making the minimum 

payments on the other debts. What this situation requires 

is a method that will pay the total debt down steadily and 

that gets tangible and encouraging results to sustain 

momentum.   

     The most successful method of knocking out debt is 

known as the Debt Snowball, made popular by Dave 

Ramsey. The Debt Snowball works in the following 

manner. You list your debts, smallest to largest by 

outstanding balance. You also list the minimum 

payments. The smallest debt you pay off immediately, 

not by borrowing, but by selling something. You are 

removing a liability by removing an asset. A garage sale 

is an excellent place to raise quick cash. If a part-time 

job for a month or two will create cash to kill a debt, that 

method is perfectly acceptable, too. The main thing is to 

get the smallest debt off the books, without adding any 

additional debt.   

     The payments that were going toward that smallest 

debt are added to the payment you are making on the 

next smallest debt. That debt gets paid off more quickly, 

and the money that was paying off that debt moves to the 

next debt on the list. As each debt is paid off, the amount 

every month going to pay off the next debt on the list is 

increased. This process speeds up the time it takes to pay 

off each debt and lowers the number of outstanding 

debts as well. Below is a table showing an example of 

how the Debt Snowball works: 
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    DEBT                INTEREST          TOTAL         MIN.     MONTHS         NEW          MONTHS 

  SOURCE                 RATE           BALANCE       PMT.      TO GO        PAYMENT       PAID 

 

Target Card            16.0%           $580           $40           17           paid off                  0 

Sears Card            14.5%        $1,220           $85           18              $125               1-11 

Discover Card        13.0%        $3,360          $120           34              $245            12-20 

Visa Card               18.0%         $8,650         $245           42              $490             21-30 

Home Equity            7.0%       $28,600         $360         105              $850             31-54  

Student Loan           7.5%       $34,700         $366         144           $1,681              55-71 

Car Loan                  8.5%       $18,900         $465           48          paid as scheduled  

TOTALS              av. 8.8%       $96,010       $1,681                 

 

     The new payment for each debt is the minimum 

payment plus the sum of the payments of the debts that 

have been paid off. The minimum payments continue to 

be made for all the debts while they are waiting their 

turn to get an increase.  

     In this example, the household debt is completely 

paid off in less than six years. Because the car loan is 

paid off in 48 months (before the snowball gets to it), the 

$465/month that was going to the car loan gets added to 

the student loan in month 55. For months 49-54, the 

$465 a month that was going to the now-paid-off car 

loan can go toward an emergency fund.  

     In less than six years, this household eliminates 

almost $100,000 in debt. They have a modest emergency 

fund of $2,800. They are not only debt-free, but they can 

now put $1,681 a month toward building their own 

wealth. 

 

Who Is Fair Isaac, and Why Is He Running Your 

Life?  
 

     Identity theft is rampant, and mistakes are frequently 

made in recording payments, so it is important to 
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monitor your credit to make sure you aren’t a victim. For 

most Americans, the biggest threat to their credit rating 

comes from the person whose name is at the top of the 

credit report, not from identity thieves.   

     If you’ve ever borrowed money, you have some 

familiarity with a credit report. The credit report lists 

your borrowing, and more important your repayment 

history. Lenders use this tool to determine if they will 

lend you money and what interest rate they will charge 

you. Lenders need to be able to defend a decision using 

objective measurements. 

     In 1956, two Stanford scientists named William Fair 

and Earl Isaac started a company that would use 

mathematics and computers to analyze credit risk. Their 

creation was the FICO (short for Fair Isaac Corp.) score, 

which you probably refer to as your Credit Score. Over 

120 billion FICO scores have been sold over the last 

half-century, which is about thirteen scores for every 

man, woman and child who has lived on the planet 

during the last fifty years.  

     The three major U.S. credit reporting agencies – 

Equifax, Experian, and Trans Union - have been using 

FICO scores for nearly twenty years. Each of these three 

agencies uses a slightly different computation formula, 

which is why your score may vary from one to the other. 

     FICO scores are used by 90% of the largest U.S. 

banks and by 80% of mortgage brokers to determine the 

risk of default. FICO scores range from 300 to 850. The 

median FICO score in the U.S. is 723, and the average 

score is 678. Your FICO score is calculated based on 

your ratings in five general categories: 

 Payment History - 35%: shows punctuality of 

payments in the past, but only shows payments more 

than 30 days past due. 
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 Amounts Owed - 30%: expressed as a ratio of current 

revolving debt to total available revolving credit. 

 Length of Credit History - 15%: the longer the track 

record of paying on time, the better. 

 New Credit - 10%: looks at new credit issued, but also 

at number of recent credit checks by potential lenders. 

 Types of Credit Used - 10%: installment, revolving, 

consumer finance are main categories. Consumer 

finance is subprime lending. The more revolving and 

consumer finance credit, the lower the score. 

 

     How much of an effect does your FICO score have on 

your ability to borrow? Even with a low score, there is 

usually someone who will lend you money, provided the 

interest rate is sufficient for the risk. Borrowers with a 

low FICO score may need to collateralize a loan and/or 

may require a co-signer(s). Here is how interest rates on 

various loan types rise with a fall in FICO scores: 

 
FICO                30-YEAR FIXED           15-YEAR HOME                 36-MONTH 

SCORE                   RATE MORTGAGE         EQUITY LOAN                 AUTO LOAN 

760-850        --------        --------    -------- 

700-759         +.22%           +.30%                       +1.43% 

660-699        +.51%        +.80%                       +2.53% 

620-659      +1.32%      +1.58%      +4.95% 

580-619       +3.49%       +3.08%     +8.37% 

500-579       +4.34%       +4.33%     +9.36% 

(Only 2% score below 500) 

 

     Credit scores are being used in fields that go beyond 

traditional lending. Insurance companies are now 

incorporating credit scores in underwriting insurance 

risks. Part of the reason for looking at credit scores by an 

insurer is to gauge the ability to pay the premium.   
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     Perhaps even more important is the moral hazard 

issue. Moral hazard refers to the risk that dishonesty 

might increase the risk of loss. If someone is having 

financial problems, it increases the chance that the 

insurance company may be used as a way of solving the 

problem through some sort of fraudulent claim.  

     Potential employers are also looking at credit scores 

to get an idea of a person’s ability to handle 

responsibility. Also, personal financial problems may 

create greater risk for theft or fraud by the employee 

against the employer.     

     Fair Isaac Corporation offers the following tips to 

improve your FICO score: 

 Pay your bills on time. 

 If you’ve missed payments, get current and stay 

current. 

 Know that paying off a collection account or closing 

an account does not remove it from your credit report. 

 Contact creditors or see a legitimate credit counselor if 

there’s a problem. 

 Keep balances low on credit cards and other revolving 

credit. 

 Pay off debt rather than moving it around. 

 Avoid credit repair agencies that promise to remove 

negative, but accurate, information from your credit 

report. 

 If you have a short credit history, don’t open several 

new accounts too rapidly.   

 Shop for a loan in a short period of time; it helps 

distinguish between a search for a single loan and a 

search for multiple credit lines. 

 Don’t open new accounts you don’t need. 
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     You are entitled to one free copy of your credit report 

from each of the three major credit reporting agencies 

once a year. You need to go to their joint website, 

www.annualcreditreport.com, and complete the online 

information. You can order all three reports at one time 

if you want to compare information on them. If you want 

to check your credit report periodically throughout the 

year, you can also stagger when you request a report 

from each of the agencies, which will enable you to get 

an update on your credit every four months. You can 

dispute any errors by contacting the three major 

reporting agencies directly: 

 Equifax – 800 685-1111 – www.equifax.com 

 Experian (formerly TRW) – 888 397-3742 – 

www.experian.com 

 TransUnion – 800 888-4213 – www.transunion.com 

     The use of FICO scores is so widespread that it is 

almost impossible to insulate yourself from its effects. 

Flaws in the credit scoring system, and even the credit 

scoring system itself, can create major financial 

headaches for people.  

     It is estimated that more than 75% of credit reports 

have errors on them. One-third of those errors are 

serious enough to cause a denial of credit. Often the 

errors are not discovered until the individual applies for 

credit and is denied or is required to pay a higher interest 

rate.  

     Error frequency is why it is important to be proactive 

and check your credit reports annually to avoid errors 

piling up. If you are planning to obtain credit in the near 

future, you should check your credit about three months 

before you begin the application process. If there are 

errors on your credit report, you will have time to get 

them corrected before you apply for credit. 

http://www.annualcreditreport.com/
http://www.equifax.com/
http://www.experian.com/
http://www.transunion.com/
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     When you apply for credit, factors other than your 

credit score are considered. The main items are income 

and employment history. Even with a high FICO score, 

it’s hard to borrow money without an income, since an 

income is almost certainly where the loan payments will 

come from. One factor that is rarely taken into account is 

the borrower’s net worth, which may be the best overall 

indicator of financial responsibility.   

     From the perspective of building wealth, the efforts 

needed to maintain a high FICO score are counter-

productive. First of all, consider that we are talking 

about a credit score, based on information contained in a 

credit report. Having little or no debt is detrimental to 

your credit score. A thin credit history is detrimental to 

your credit score. Refusing to use credit cards is 

detrimental to your credit score. In short, the behaviors 

that are most helpful in creating wealth and financial 

security are the same behaviors that tend to hurt your 

ability to borrow money. If you have conducted your 

financial affairs to minimize your use and need for 

credit, you are unlikely to be offered any.   

 

The Price of Friendship 
 

     What would you do if a friend or relative asked you 

to cosign a loan? Before you answer, make sure you 

understand what cosigning involves. Under federal law, 

creditors are required to give you a notice that explains 

your obligations. The cosigner’s notice states: 

 

      You are being asked to guarantee this debt. Think 

carefully before you do. If the borrower does not pay the 

debt you will have to pay. Be sure you can afford to pay 
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if you have to and that you want to accept this 

responsibility. 

     You may have to pay up to the full amount of the debt 

if the borrower does not pay. You may also have to pay 

late fees or collection costs, which increase this amount. 

     The creditor can collect this debt from you without 

first trying to collect from the borrower. The creditor 

can use the same collection methods against you that 

can be used against the borrower, such as suing you, 

garnishing your wages, etc. If this debt is ever in default, 

that fact may become a part of your credit record. 

     This notice is not the contract that makes you liable 

for the debt. 

 

     Some three out of four co-signed loans end up being 

paid by the co-signer, or at least the co-signer is called in 

to repay when the primary borrower defaults. And if the 

co-signer doesn’t repay the loan or get his friend/relative 

to repay the loan, the co-signer’s credit rating takes the 

hit. 

     Loan collectors will take the path of least resistance. 

Here is what they see. The person who needed a co-

signer does not have a good history of repaying debts in 

full and on time. The person who co-signed the loan 

apparently does pay their bills in full and on time. The 

person who took out the loan has fallen behind in the 

repayments. A cursory effort might be made to get the 

borrower to get back on track. The odds of getting timely 

payment are much better if the co-signer is pressured. 

After all, this is a person who has a history of living up 

to financial obligations. 

     Aside from sexual infidelity, the most damaging act 

to a relationship is probably financial infidelity. When 

someone promises to repay a loan, and then they don’t, 
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they commit financial infidelity. The borrower may 

think they are only cheating on the lender, but they are 

cheating on the co-signer, too. The lender doesn’t take 

the infidelity personally; the co-signer always does. 

     Very often, the person who is asked to co-sign a loan 

does so out of fear. If they say no, it will damage the 

relationship with the person making the request. There is 

no doubt that being asked to co-sign a loan puts a person 

in a very awkward position.  

     If the person making the request is a son or daughter 

who needs a co-signer because they are young and don’t 

have a sufficient credit history, that request is worth 

granting. This assumes that the son or daughter is 

making the request only because they have no credit, not 

because they have bad credit. Also, the son or daughter 

should have a history of demonstrated responsibility and 

an income that makes it highly probable they will repay 

the loan without your help. 

     For everybody else who asks you to co-sign, here’s 

what you need to evaluate. If you say no and give your 

valid reasons, what will this person’s reaction be? If it is 

an irrational reaction (which is what we fear), what kind 

of reaction is it? If they threaten to sever the relationship 

over this issue, there was not much of a relationship 

there. This person would be very likely to stick you with 

repaying the loan. 

     If you look at the figures for borrowers who need a 

co-signer because of bad credit, as opposed to no credit, 

the default number is closer to 90%. There is about a 

90% chance this person is going to stick you with the 

bill, which is going to damage the relationship and your 

finances. In such a circumstance, you are infinitely better 

saying no. Say no, and they’ll be mad at you. Say yes, 

you’ll be mad at them, and poorer.  
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     Here’s one last tip that may help you decide whether 

to co-sign a loan. If you yourself have the money on 

hand that the person is looking to borrow, would you be 

willing to make the loan yourself out of your own funds, 

with the proper legal paperwork to bind the borrower to 

repay the loan? If your answer is yes, you might as well 

make the loan yourself. Your risk is virtually the same, 

and at least you will receive the interest.  

     Would you also be willing to take the loan out 

yourself and have the person who is asking you to co-

sign pay you back directly? If the answer to both of these 

is a resounding no because it sounds too risky, the 

answer to co-signing the loan should be an equally 

resounding no because the risk is almost identical.                                

     Before you cosign, the Federal Trade Commission 

offers the following advice:  

 Be sure you can afford to pay the loan. If you're asked 

to pay and can't, you could be sued or your credit 

rating could be damaged.  

 Even if you're not asked to repay the debt, your 

liability for the loan may keep you from getting other 

credit because creditors will consider the cosigned 

loan as one of your obligations.  

 Before you pledge property to secure the loan, such as 

your car or furniture, make sure you understand the 

consequences. If the borrower defaults, you could lose 

these items.  

 Ask the lender to calculate the amount of money you 

might owe. The lender isn't required to do this 

calculation, but may if asked. You also may be able to 

negotiate the specific terms of your obligation. For 

example, you may want to limit your liability to the 

principal on the loan and not include late charges, 

court costs, or attorneys' fees. In this case, ask the 
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lender to include a statement in the contract similar to: 

"The cosigner will be responsible only for the 

principal balance on this loan at the time of default."  

 Ask the lender to agree, in writing, to notify you if the 

borrower misses a payment. That will give you time to 

deal with the problem or make back payments without 

having to repay the entire amount immediately.  

 Make sure you get copies of all important papers, such 

as the loan contract, the Truth-in-Lending Disclosure 

Statement, and warranties — if you're cosigning for a 

purchase. You may need these documents if there's a 

dispute between the borrower and the seller. The 

lender is not required to give you these papers; you 

may have to get copies from the borrower.  

 Check your state law for additional cosigner rights. 

 

Opportunities Lost 

 

     A Chinese saying goes: “Luck is when preparedness 

meets opportunity.” One of the unseen and unmeasured 

costs of debt is that it leaves one unable and/or 

unprepared to take advantages of opportunities. Some 

examples: 

 Making monthly payments on a depreciating asset, 

like a boat, leaves you unable to use that money to 

regularly invest in an appreciating asset, like stocks. 

 You find someone who is selling a classic car you’ve 

always wanted at a fraction of its true value because of 

financial problems. You can’t get financing because 

your debt/income ratio is too high to get approved. 

 You are disqualified as a co-signer on your daughter’s 

first home because you already have too many 

obligations, one of them a loan you co-signed for your 

cousin, who has since defaulted. 
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 You have the opportunity to quit your job and start 

your own business, but your income will take a hit in 

the first year or two. You can’t handle the income drop 

because your monthly debt service is too high.  

 You are unable to help your son with his college 

expenses as much as you would like, because 45% of 

your income is used to service debt. As a result, he has 

to borrow extensively for college, continuing the 

cycle. 

 

     My own variation on the Chinese saying is: Light 

Load + Liquidity = Luck. If you keep your debt load as 

light as possible, and if you have money set aside in a 

liquid asset like a money market account, you will be 

amazed how many opportunities will cross your path. 

More important, you will have the ability to take 

advantage of those opportunities.   
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CHAMPIONS START  

WITH DEFENSE 
 

     Pitchers are unique among baseball players. They 

exist totally for defense. When a pitcher is allowed to 

bat, he is almost always at the bottom of the batting 

order. The American League has the designated hitter, 

specifically to spare the pitcher the embarrassment of 

batting. 

     The pitcher is one of only nine positions on a team, 

yet pitchers typically make up about half the players on a 

team’s roster, which is, in part, because no pitcher is 

expected to play more than 20% of the time. Actually, 

most play far less than that 20% figure.   

     Among the teams that have made the major league 

baseball playoffs in recent years, 40 to 45% of their 

payroll has gone to pitchers.   

     If you are even a casual baseball fan, you know that 

there is nothing more frustrating than to watch your 

team’s starting pitcher do a great job, watch your team 

scratch and claw their way to a late-inning lead, and then 

watch a relief pitcher give up a tape-measure home run 

that costs the team the game. That slight defensive gaffe 

erases all the previous hard work. 

     Too many people focus their financial efforts strictly 

on offense. Specifically, they focus almost exclusively 

on earning an income and on growing their investment 

portfolio. They rarely give much thought to protecting 

what they have accumulated or to protecting their ability 

to accumulate more in the future.   

     These people are akin to the baseball team with a 

great offensive lineup, but no pitching. Such a team will 

routinely score 10 runs a game. They will also routinely 
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give up 12 runs a game. Such a team may lead the league 

in offensive statistics, but they will almost never make 

the playoffs.  

     In your personal financial situation, what good is it to 

have a great return on your investment portfolio, only to 

lose it in a lawsuit because you lacked adequate liability 

insurance? What good is it to work years to get to a great 

job only to lose it to an uninsured disability? What good 

is it to create a lot of home equity, only to lose it after 

the fire, when you find out you were underinsured? 

What good is it to exercise daily and eat right, only to 

fall victim to some disease because you don’t have 

health insurance that enables you to get the treatment 

you need? What good is it to work hard, make money, 

provide a comfortable lifestyle for your family, only to 

see them lose it all when you die prematurely, with only 

enough life insurance to pay for the funeral?   

     The savings of a lifetime can be wiped out in the 

twinkling of an eye. It happens all the time, although it 

shouldn’t. 

     Talking about insurance can be boring, though it 

doesn’t have to be. Talking about insurance requires you 

to consider worst-case scenarios. Spending money on 

insurance premiums seems like a waste unless you have 

a loss and file a claim. But if you choose to ignore this 

chapter because of the above statements, you might as 

well ignore the rest of this book, too. Without a 

willingness to put your defense together first, all the rest 

is a waste.   

     One of great stressors of human beings is uncertainty. 

More specifically, it isn’t the uncertainty of events, but 

rather the uncertainty of consequences that is the real 

source of stress. When you have a defense against the 

consequences of a bad scenario, the stress of the 
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uncertainty largely goes away. You are able to say to 

yourself, “Regardless of what may happen in the future, 

my family and I will be all right.” The ability to 

truthfully make such a statement will free you up to 

generate a financial offense that will stand up to 

anything the future may hold. Your financial foundation 

is built on rock, not sand.         

 

Better Off Dead? 

 

     Becoming disabled, even temporarily, takes a heavy 

toll on a person. First, there is the physical trauma that 

created the disability. Something happened to the body 

that causes it to not function properly. Whether from 

injury or disease, the body endures the great stress from 

the impact of whatever caused the disability and the 

stress of the body’s efforts to heal. 

     Second, there is the psychological toll of a disability. 

The onset of a disability may require us, for the first 

time, to contemplate our own mortality. We may realize 

finally that we are quite fragile and vulnerable. We may 

lose our greatest sense of purpose when we can no 

longer work. The psychological stress of diminished 

capacity can often be harder to bear than the physical 

disability itself.   

     Lastly, there is the financial toll that a disability 

exerts on the disabled person, and also on that person’s 

family. The problem with a disability from a financial 

perspective is that income goes away, but expenses do 

not.  In fact, expenses typically increase when someone 

becomes disabled. From a strictly financial perspective, 

many people who suffer a long-term disability would be 

better off dead. 
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     When you die, your income ceases, but so do your 

expenses. And most people have some life insurance to 

help their loved ones deal with the financial strain. When 

you become disabled, your income ceases, but your 

expenses do not. They are likely to rise. And more 

Americans are underinsured for disability insurance than 

are underinsured for life insurance. The way to be sure 

that you will never be someone who is financially better 

off dead is to understand the risks of disability and 

understand how to protect yourself from those risks.   

     It can happen to you. One reason people don’t 

contemplate disability insurance is because they don’t 

seriously contemplate a disability. This misperception is 

especially true for people who work in “safe” jobs, 

where the risk of an on-the-job injury is small. Most 

disabilities are the result of something that occurs away 

from the job. Most disabilities are actually the result of 

illness, not injury.     

 
ODDS OF A DISABILITY OF 90+DAYS BETWEEN NOW & AGE 65 

 

Age of Person 
          Risk of Disability of  

            Any One Person 

Risk of Disability to  

Any One Person Out of Two 

30 46.7% 71.6% 

35 45.1% 69.9% 

40 43.0% 67.5% 

45 40.1% 64.1% 

(The statistics for two people are important if both husband and wife work.) 
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AVERAGE DURATION OF A DISABILITY OF 90+ DAYS  

AT VARIOUS AGES 

Age at Beginning of Disability Duration 

25 2 years, 2 months 

30 2 years, 8 months 

35 3 years, 1 months 

40 3 years, 6 months 

45 3 years, 11 months  

50 4 years, 2 months 

55 4 years, 5 months 

 

PROBABILITY OF DISABILITY VS. DEATH PRIOR TO AGE 65 

Age  Ratio 

30 2.31 to 1 

35 2.21 to 1 

40 1.95 to 1 

45 1.69 to 1 

50 1.53 to 1 

55 1.33 to 1 

 

There are several points to get from the previous tables: 

 There’s at least a one-in-three chance you will be 

disabled for more than three months in your working 

life. 

 If you are married, there is a two-in-three chance that 

one of you will be disabled for more than three months 

in your working life. 

 The odds of being disabled decrease with age, but only 

because there are fewer years to go until retirement.   

 The odds of a long-term (over 90 days) disability 

within the next five years increase with age.   
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 Disabilities tend to be short or very long. If your 

disability lasts 90 days, it will probably last more than 

two years if you’re young and last more than four 

years if you’re middle-aged.  

 

     Worker’s Compensation is not a substitute for 

disability insurance. Worker’s compensation is designed 

to cover medical expenses and, in many cases, lost 

income, but these benefits are only payable to workers 

who are injured in the course of employment. That group 

is a very small percentage of people who become 

disabled. The overall goal of worker’s compensation 

policies is to have 95% of injured employees back at 

work within four days. Many people on long-term 

disability are out for four years. Also, in order to receive 

worker’s compensation benefits, you relinquish the right 

to sue your employer. 

     Social Security Disability is not a substitute for 

disability insurance. To be eligible for SSDI, you must 

first have paid into the system for forty quarters or ten 

years. If Social Security case workers decide you are 

capable of any work, you are not eligible for benefits. If 

you are deemed eligible for benefits, they won’t start 

until the sixth month of disability. The amount you 

receive is based on your lifetime average earnings, 

which are likely to be considerably less than your current 

earnings. Social Security Disability benefits are also 

reduced by any worker’s compensation benefits you 

receive. 

     Unemployment insurance is not a substitute for 

disability insurance. Unemployment insurance benefits 

vary by state, but in most states the maximum benefit 

period is 26 weeks. To become eligible, you must 

become unemployed through no fault of your own. 
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Benefits are based on your earnings, but each state sets a 

cap on maximum benefits a person can receive. Lastly, 

you must continue to actively seek work and report 

weekly to the state unemployment office to remain 

eligible for benefits.     

     Disability insurance policies are typically broken 

down into short-term policies (26 weeks or less) and 

long-term policies (over 26 weeks). We will focus on 

long-term policies, because a long-term disability is 

more damaging.   

     The amount of income benefit available under a 

disability insurance policy is related to the disabled 

worker’s income. Most policies limit the income benefit 

to no more than 60 to 80 percent of the person’s earned 

income. Since few disabilities are permanent and since 

full replacement of lost income would be a disincentive 

to return to work, these percentage limits serve a 

purpose.   

     Most disability insurance policies have a waiting 

period before benefits start, known as the elimination 

period. The longer the elimination period, the lower the 

insurance premium will be. When you choose your 

elimination period, you should realize you will be self-

insured for that period.  

     If you know you can cover six months of lost income 

out of savings, then selecting a 180 day elimination 

period is appropriate. A longer elimination period might 

be the key to making disability insurance affordable for 

you. It is better to have a disability insurance policy with 

a longer elimination period than you would like than to 

have no disability insurance policy at all.   

     The other part of a disability insurance policy that is 

flexible is the benefit period, which is the maximum 

length of time benefits are payable. Most policies do not 
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pay a benefit past age 65 since it is assumed you would 

have retired by that age. When you look at the average 

duration of disabilities on the previous table, it is prudent 

to select a benefit period of no less than five years. 

Typical benefit periods are for 2, 5, 10, or 20 years or to 

age 65.   

     Some points to keep in mind when evaluating 

disability coverage: 

 Think long term. A policy that covers you to age 65 is 

best, even if you take lower benefits and a longer 

elimination period to afford it. 

 Make sure your policy is non-cancellable (except for 

non-payment of premium) and has level premiums to 

age 65. 

 Look for a waiver-of-premium provision, which means 

premiums are waived during a period of total 

disability. 

 Look carefully at the policy’s definition of disability. 

Some policies pay benefits if you can’t engage in your 

occupation. Others pay if you can’t engage in any 

occupation. Partial disability means you can’t perform 

one or more important duties of your occupation. 

Residual disability means your income is reduced (but 

not eliminated) as a result of your disability. The 

broader the definition of disability, the better for you.  

 Not everyone is eligible for disability insurance. If you 

have a heart condition or certain other pre-existing 

conditions, if you are starting a new business or work 

in a hazardous occupation, coverage may be 

prohibitively expensive, if available at all. 

 See if your employer offers disability insurance, which 

is the first best place to get it. Alumni groups, 

professional and similar associations may also be able 

to provide group coverage.  
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A Most Selfless Act 

 

     Next to a permanent total disability, the worst 

financial disaster that could befall a family is the 

premature death of the breadwinner. A few generations 

ago, when the husband was typically the only one 

earning an income, his premature death was truly a 

disaster. Today we have more households where both 

spouses work. However, when both spouses work, the 

premature death of either spouse can create a real 

financial hardship for the surviving family members. We 

also have more single-parent households than ever 

before. The premature death of that single parent would 

be emotionally devastating to the children. It doesn’t 

need to be compounded by financial devastation, too.   

      Life insurance is unique among insurance products, 

but not because of the policy itself. With almost any 

other type of insurance, the person who pays the 

premium receives the benefit of the coverage the policy 

provides. When you purchase and pay for disability, auto 

or health insurance, you are protecting yourself from 

financial hardship resulting from a loss. Others may also 

benefit from the coverage, but when buying these types 

of coverage, you are acting in self-interest (though you 

are not being selfish).   

     Life insurance is different because the person who 

pays the premium is typically the same person whose life 

is being insured. In this situation, the person paying the 

premium cannot benefit financially from the payment of 

the policy benefit.  

     The financial sacrifice isn’t the only act the insured 

person/premium payer makes. This person also has to 

acknowledge his/her own mortality and the real 

possibility that they will die before their time.      
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     Of all the things we can do to improve ourselves 

financially, I believe that making sure we have adequate 

life insurance is the most important. So many of the 

things we do with money we do for selfish reasons. 

Sacrificing pleasures to pay a life insurance premium 

and making sure those you love the most will be 

financially OK if you depart too soon are the most 

selfless acts you could ever perform with money.  

     Imagine a college campus, perhaps the one you may 

have attended. There are 10,000 students on campus, 

with an average age of 20. Here’s what we can predict 

with surprising accuracy: 

 100 students won’t live to age 30. 

 200 students won’t live to age 40. 

 500 students won’t live to age 50. 

 1,200 students won’t live to age 60.   

     It’s sad to envision the students at this campus and 

realize the 100 of them won’t be around for their 10
th
 

reunion or that 500 of them won’t be around for their 

30
th
 reunion. This uncertainty and its financial 

consequences to others is why life insurance was 

created.  

     The need for life insurance is based on the need to 

replace lost income for persons who depend on the 

insured for income. If no one depends on you for 

income, nor is likely to in the future, then you would not 

have a need for life insurance. Some people who have no 

dependents, but who would like to leave an estate to 

loved ones, will often obtain a life insurance policy or 

maintain one they already have. In such cases, the life 

insurance policy is a nice-to-have, and not a need-to-

have.   

     Age and health are the two major factors that 

determine the insurance premium and even insurability. 
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Someone who is young and healthy can get life 

insurance at very reasonable rates. If a young person 

anticipates marriage and children in the future, it is wise 

to get necessary life insurance now. Not only are the 

premiums higher if you are older when you get the 

policy, but health issues could develop between now and 

the time you actually need the insurance, which could 

make life insurance prohibitively expensive, and perhaps 

even unattainable. 

     How much life insurance is needed is a function of 

several variables, and the method of calculation can 

affect the number that is generated. When calculating 

how much life insurance you need, you want the 

beneficiaries to maintain the lifestyle they would have 

had if you continued to live a normal lifespan.   

     Listed below are some examples of calculations of 

needed life insurance. Everyone’s situation is unique, so 

it is a good idea to run calculations specifically for you. 

Some numbers, like inflation rate and investment return, 

require an educated guess (and not wishful thinking).  
 

INPUT  

What is your current income before taxes?                                        $50,000 

What percentage of this income will your family need?                            90% 

For how many years will your family need this income?                              35 

What do you expect the rate of inflation to be over this time period?        4% 

What investment return do you expect over this time period?                   8% 

Enter the total of one-time payments your family will have.             $25,000 

(i.e.-funeral costs, college expenses, mortgage expenses,  

other debts the insurance will pay) 
 

RESULTS   
 

Based on these inputs, you need this much life insurance:         $915,726 
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INPUT  

What is your current income before taxes?                                        $75,000 

What percentage of this income will your family need?                            75% 

For how many years will your family need this income?                              25 

What do you expect the rate of inflation to be over this time period?        3% 

What investment return do you expect over this time period?                   8% 

Enter the total of one-time payments your family will have.             $50,000 

(i.e.-funeral costs, college expenses, mortgage expenses,  

other debts the insurance will pay) 
 

RESULTS   
 

Based on these inputs, you need this much life insurance:         $893,539 
 

INPUT  

What is your current income before taxes?                                      $150,000 

What percentage of this income will your family need?                            70% 

For how many years will your family need this income?                              15 

What do you expect the rate of inflation to be over this time period?        4% 

What investment return do you expect over this time period?                   7% 

Enter the total of one-time payments your family will have.          $250,000 

(i.e.-funeral costs, college expenses, mortgage expenses,  

other debts the insurance will pay) 
 

RESULTS   
 

Based on these inputs, you need this much life insurance:       1,550,471 

 
     Life insurance policies can be divided into two basic 

types: term insurance and whole life insurance. 

     Term life insurance provides protection for a fixed 

period of time, or stated term. It is the most cost-

effective type of life insurance because you are buying 

coverage against a contingency, rather than a certainty.  

Basically, you buy term life insurance in case you die 

during the stated term.   
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     Term insurance is appropriate for someone who is 

raising a family and will have financial obligations to 

others for several years to come. Over that period of 

time, this person’s financial obligations to others should 

decrease and his/her own assets should increase. 

Eventually, this person will no longer need life insurance 

because any remaining financial obligations can be 

covered out of personal assets.  

     As an example, a thirty-year old father of two small 

children may need term life insurance for the next 20 

years to be sure there is enough money to raise and 

educate his children. When he is fifty-years old and his 

children are adults, his own personal assets should be 

sufficient to meet any remaining obligations.       

     With term insurance, if you don’t die during the 

stated term, you get nothing back. You paid for pure 

protection and ended up not needing it. Lucky you!   

     Since the risk of a person’s death increases with each 

passing year, the premiums for term insurance should be 

expected to increase with each passing year. That’s the 

case for policies known as annual renewable term. Most 

people don’t purchase such policies. If people know they 

have a twenty-year financial obligation, such as parents 

with small children, they will usually get a twenty-year 

level term policy. As the name implies, the policy is in 

effect for twenty years, and the annual premium stays 

the same for those twenty years. Most level-term policies 

range from five to thirty years.   

     It is important not to underestimate how long you will 

need to have term insurance. If you take out a fifteen 

year level term policy and you find you still need 

insurance after those fifteen years are up, the premiums 

will be much higher for a new policy. Also, you may 

have developed a health problem in that fifteen year 
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period that makes insurance very expensive, or even 

unattainable. It is better to pay a little more in the early 

years and lock in both the premium and the coverage 

than to risk having no insurance in the future, when it is 

still needed.   

     If you are offered life insurance through work, your 

coverage probably ceases when your employment does. 

Such coverage can be inexpensive, but it shouldn’t be 

your only life insurance. If you Google “term life 

insurance quotes”, you can compare rates from different 

carriers. The internet is a good place to begin finding 

individual coverage. If you need life insurance, you need 

life insurance that you can control.    

     Whole life insurance is insurance you buy that will 

last your whole life, as will the premiums. Whole life 

insurance is needed when you will have outstanding 

financial obligations whenever you die. Two common 

examples are someone who has a disabled child that will 

need care for the rest of that child’s life, or someone 

with a high net worth whose estate might have a large 

estate tax bill upon his/her death.   

     Whole life insurance is considerably more expensive 

than term insurance because as long as the premiums are 

paid, the death benefit will also be paid. Also, the 

premiums on a whole life insurance policy remain level 

from day one. The premium remains level, but the risk 

of death increases every year. In order to make level 

premiums work, the policy gets overfunded in the early 

years. That overfunding offsets the underfunding in the 

later years. The overfunding creates cash values, which 

are an asset to the policyholder. The cash values can be 

used to pay premiums. They can be borrowed, or they 

can be refunded to the policyholder if they choose to 

terminate the policy.   
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     Premium payments that are considered overfunding 

need to be invested. For decades, the insurance 

companies chose the investments and assumed the 

investment risk. By law, the investments the insurance 

companies chose could not be risky.  

     In 1976 variable life insurance was introduced as a 

new type of whole life policy. Variable life insurance 

shifts the investment risk to the policyholder. The range 

of investment options is broader than with traditional 

whole life policies, with stock mutual funds being the 

preferred investment. There is the possibility of better 

investment returns, but also the possibility of loss. There 

is no guarantee of investment return or of minimum cash 

value. 

     Variable universal life insurance is one of the more 

recent product developments, and it is the most common 

type of whole life insurance today. In addition to giving 

the policyholder flexibility in choosing investments, the 

policyholder has the ability (within limits) to adjust both 

the premiums and the death benefit. Such flexibility is a 

function of both the cash reserve and the investment 

performance of the policy.   

     Whole life insurance policies have historically paid 

lucrative sales commissions and as a result, have been 

sold when a lower cost, lower commission term policy 

would have been more appropriate. If you have a need 

for permanent life insurance, then some type of whole 

life insurance is your answer.  

     When an insurance agent is touting the advantages of 

a whole life policy, be sure that you really need life 

insurance that will never go away. Equally important, 

make sure you are willing to pay an insurance premium 

for the rest of your life. Lastly, be very wary of pie-in-

the-sky investment projections.  



 

MONEY MORONS 

106 

To Your Health 

 

     Health care and health insurance are important issues 

because everyone needs to attend to his/her health. And 

everyone, with the exception of the extremely wealthy, 

needs health insurance to assure getting proper medical 

care in a crisis. 

     Medical care expenses can be broken down into three 

categories: 

1. Ordinary medical expenses are those that are 

considered routine. Regular medical and dental exams, 

treatment of minor illnesses, and routine medications 

would fall into this category. Ordinary medical 

expenses are those that occur year in and year out, 

with little variance. There is no need for insurance to 

cover these expenses. Covering these expenses 

through insurance tends to only add a layer of expense. 

The main reason most group health insurance plans 

include coverage for ordinary medical expenses is to 

encourage members to be proactive in their health care 

through regular exams and the like. HMO stands for 

Health Maintenance Organization. 

2. Extraordinary medical expenses go beyond the 

routine, but are not uncommon. Examples might 

include an appendectomy, a broken wrist, or hepatitis. 

While many families could manage to pay for an 

extraordinary event, very few would choose to do so. 

The certainty of a higher health insurance premium is 

preferable to the uncertainty of a medical bill that 

could come to several thousand dollars.   

3. Catastrophic medical expenses are those that result 

from a catastrophic illness or injury. A serious car 

accident, an organ transplant, or the onset of advanced 

Alzheimer’s disease would all fall into this category. 
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Even the super-rich would prefer to pay for insurance 

against these expenses, than to absorb the expense on 

their own. For most people, an uninsured catastrophic 

medical event would leave them with only two 

options: surrender their financial health to recover 

their physical health, or surrender their physical health 

because of the inability to afford the needed medical 

care.   

 

     Of Americans who have health insurance, about 90% 

of them have group health insurance, most typically 

through their employer. A major advantage of group 

insurance is easier eligibility for coverage, as it is the 

group as a whole, not the individuals in the group, that 

are underwritten. Another advantage is lower premiums, 

due to the economies of scale a group offers.   

     The disadvantages can include less flexibility in 

choosing your coverages or in choosing your physicians. 

An even bigger disadvantage to group health insurance 

is the potential loss of coverage should you leave the 

group. While you have the ability to continue the 

coverage for a period of time after leaving a job, there is 

a time limit, and the cost of coverage increases 

dramatically. For better or worse, group health insurance 

has become the predominant retention tool in American 

businesses today. 

     The per capita cost of health care continues to rise at 

twice the overall inflation rate. There are several reasons 

for this increase: 

 Since 85% of Americans are covered by health 

insurance, they are not as careful consumers. When the 

insurance company is paying the bill, we are much less 

likely to question overcharges or comparison shop. 
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Out-of-pocket expenses amount to less than 20% of 

total payments.  

 Health insurance, in addition to making us less careful 

consumers on price, also makes us more voracious 

consumers of health care. We are more inclined to use 

services that have little or no cost to us. It’s like an all-

you-can eat buffet – you almost always eat more than 

if it were a la carte. 

 Advances in technology create new treatments. New 

technologies are usually expensive, as early users have 

to offset much of the development costs of the 

technology. Newer technologies also tend to be more 

complicated, increasing their costs. 

 We are getting older. The disproportionately large 

baby boomer generation is entering their 70’s. The 

amount of health care services they will consume in 

the next two decades will shoot up dramatically. 

Americans spend one-half of their total lifetime 

medical expenses in the last five years of their lives. A 

lot of baby boomers are closing in on that number.  

 While health insurance companies can contract to pay 

lower prices than an uninsured person will pay, the 

administration layers in the insurance companies and 

in the health care providers (which are necessary to 

deal with the insurance companies) create additional 

costs.  

 Medical malpractice suits and the fear of them have 

led to the practice of defensive medicine. Unnecessary 

tests and procedures are the most obvious result of 

increased litigation. Higher medical malpractice 

insurance premiums also lead to higher medical costs.   

 

     To help counter the rising costs of health care, and to 

give the consumer more control over their health care 
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choices, Health Savings Accounts (HSAs) were created 

in 2003. A Health Savings Account is an alternative to 

traditional health insurance; it is a savings product that 

offers a different way for consumers to pay for their 

health care. HSAs enable you to pay for current health 

expenses and save for future qualified medical and 

retiree health expenses on a tax-free basis. 

     You must be covered by a High Deductible Health 

Plan (HDHP) to be able to take advantage of HSAs. An 

HDHP generally costs less than what traditional health 

care coverage costs, so the money that you save on 

insurance can therefore be put into the Health Savings 

Account.  

     You own and you control the money in your HSA. 

Decisions on how to spend the money are made by you 

without relying on a third party or a health insurer. You 

will also decide what types of investments to make with 

the money in the account in order to make it grow. 

     You must have an HDHP if you want to open an 

HSA. Sometimes referred to as a catastrophic health 

insurance plan, an HDHP is an inexpensive health 

insurance plan that generally doesn’t pay for the first 

several thousand dollars of health care expenses (your 

deductible) but will generally cover you after that. Also, 

your HSA is available to help you pay for the expenses 

your plan does not cover. 

     Many health insurance policies give you options 

between HMOs, PPOs, HDHPs and Indemnity 

programs. When choosing which option is best for you 

and your family, premiums will certainly play a part in 

that decision. Don’t forget to look carefully at the 

benefits offered by the different options, including 

deductibles, co-pays and the percent the plan pays. Some 

key areas to look at include: 
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 Maximum lifetime benefit payable 

 Pre-existing condition limitations 

 Lifetime benefit limit for a particular treatment, such 

as substance abuse 

 Annual deductible and co-pay requirements, for 

individual and family 

 Annual out-of-pocket limits  

 Primary care physician coverage and benefit payable 

 Maternity care coverage, for women of child-bearing 

age 

 Physician services in a hospital, including emergency 

care 

 Outpatient surgery coverage and benefit payable 

 Emergency care at a hospital 

 Ambulance services 

 Allergy shots and serum coverage and benefit payable 

 Prescription drug coverage and benefit payable 

 Diagnostic tests, laboratory work, X-rays 

 Mental health coverage and benefit payable 

 Semiannual dental exam coverage and benefit payable 

 Oral surgery coverage and benefit payable 

 Home healthcare services coverage and benefit 

payable 

 Chiropractic care coverage and benefit payable 

 Hospice care coverage and benefit payable 

 Medical equipment rental/purchase coverage and 

benefit payable 

 

Long Term Care 

 

     Of all the health care expenses we will incur over our 

entire lives, one-half of them will be incurred in the last 

five years of our lives. Part of that imbalance can be 

blamed on inflation. Most of it is the result of needing 
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more intense and more expensive care as we typically 

decline in health as a prelude to dying.   

     Medical advances have made possible new treatments 

to extend life spans in ways we couldn’t imagine thirty 

or forty years ago. Since we have the ability to extend 

the length of life (though not necessarily its quality), we 

are using that technology. The result is increasing life 

expectancies and more years at the end of our lives, 

where we receive extensive and expensive care.   

     Living in a decent nursing home in this time runs 

over $100,000 per year. Medicare does not cover long-

term care. Medicaid provides for long-term care, but 

almost exclusively to the aged, blind and disabled group 

of eligible beneficiaries. Income and asset requirements 

are so strict to qualify for Medicaid long-term care, you 

would be considered destitute by most people in order to 

qualify. You also can’t give assets away in anticipation 

of becoming eligible for Medicaid. Lastly, the amount 

Medicaid pays the care providers is considerably less 

than private insurance pays. You may logically assume 

that the quality of care is less as well.   

     In twenty-five years, if these costs continue to 

increase at the 7% annual rate they have been, that 

$100,000 per year nursing home will be over $500,000. 

If you are thirty years old and long term care costs 

continue to increase 7% per year, a one year stay in a 

nursing home when you’re eighty could run $3,000,000.   

     It is the prospect of such enormous expenses that 

makes long-term care insurance something to be 

seriously considered. Currently, about 60% of the 

population over age 65 will need some type of long-term 

care over their lifetime. As medical advances increase 

the ability to keep us alive, that percentage can be 

expected to rise even higher in the future. It won’t just 
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be the elderly who can be kept alive through constant 

care. People who suffer from accidents and debilitating 

diseases, but who are in the prime of their lives will be 

adding to these numbers. The average citizen in America 

today will have a need for long-term care at some point 

in his/her life. Whether they will be able to afford it is 

the question.  

     There are a lot of different opinions on when is the 

best age to apply for long-term care insurance. The 

advantages to applying when you are young (say, in your 

forties) are lower annual premiums and less chance a 

health problem will raise your premiums or disqualify 

you. The disadvantages are that you will pay that 

premium for more years. You may be paying those 

premiums when there are a lot of other financial 

pressures on you.   

     Once you turn fifty, it’s time to start looking at long-

term care insurance. You don’t necessarily have to buy a 

policy when you turn fifty. However, fifty is an 

appropriate age to begin looking at different carriers, 

their coverages and their premiums.  

     You can make online comparisons and see how 

premiums change by waiting two, five, or ten years. 

Making such premium comparisons has a potential 

pitfall, though. It assumes your health status doesn’t 

change; only your age does. If you make a decision to 

wait five years, you may develop a medical condition 

that makes long-term care insurance far more expensive, 

or even unattainable. 

     When you are looking into long-term care policies, 

there are several characteristics and variables to look at. 

Changing different values for different benefits can 

greatly affect the premium. Here are some key items to 

examine: 
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 Guaranteed Renewable.  Most policies are guaranteed 

renewable, though premiums may increase for an 

entire group of insureds. 

 Types of Care Provided.  Coverage is typically 

provided for: 

-skilled nursing care, which is daily nursing and 

rehabilitative care by skilled medical personnel 

based on doctor’s orders.   

-intermediate care, which is occasional nursing and 

rehabilitative care by skilled medical personnel 

based on doctor’s orders.   

-custodial care, which is primarily to handle 

activities of daily living (ADLs) such as walking, 

bathing, dressing, eating, taking medicine or using 

the toilet. It can be provided without professional 

skills or training. 

-home health care, which is received at home and 

includes part-time skilled nursing care, speech 

therapy, physical therapy, occupational therapy 

and help from homemakers. 

-adult day care, which is received at centers 

designed for the elderly who live at home but who 

are alone during the day. The level of care is 

similar to home health care, and transportation is 

typically provided. 

 Alzheimer’s Disease Coverage. If Alzheimer’s disease 

is a pre-existing condition, there may be some 

exclusions or limitations. If there is a family history of 

Alzheimer’s, premiums may be higher. There may be 

exclusions for other mental disease or cognitive 

impairment.  

 No Prior Hospitalization.  Prior hospitalization is 

generally not required before entering a nursing home.   
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 Elimination Periods.  Common elimination periods are 

30, 60, 100, or 180 days. The longer the elimination 

period, the lower the premium. When adjusting 

characteristics, it is better to lengthen the elimination 

period than to lower benefit amounts or shorten the 

duration of coverage.   

 Aggregate Benefits.  Purchasers can select a daily 

benefit amount and a lifetime maximum amount. The 

higher the benefit amount, the higher the premium.   

 Inflation Protection.  Purchasers can select an annual 

percentage increase for their aggregate benefits. Since 

this protection can more than double the amount 

payable between the purchase date and when the 

policy is used, adding inflation coverage increases the 

premium substantially. 

 Eligibility for Benefits.  Most policies base eligibility 

on the insured’s ability to perform certain activities of 

daily living (ADLs). Check the policy to see the list of 

ADLs and how many the insured must be unable to 

perform before they are eligible for benefits.   

 Spousal Coverage.  Coverage for spouses can usually 

be written at a 10-20% discount when the same 

company writes both policies.   

 

Protecting Your Castle 

 

     For most of us, our single most valuable possession is 

our home. We need to protect ourselves from loss related 

to that asset. Homeowners insurance is a package policy 

that combines all the needed types of coverage into one 

policy.   

     Since most people have a mortgage on their home, 

the mortgage company will mandate homeowners 

insurance coverage. It is perfectly acceptable and better 
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for you if you select the insurance policy, rather than the 

mortgage company selecting it. If the mortgage company 

obtains the coverage, they will focus on protecting 

themselves only, and their only exposure is the loan 

value on the dwelling. The mortgage company will also 

not shop around for the best rates, since the premiums 

are always paid by you. The mortgage company will 

always need to be listed as a loss payee on the policy, 

and they may want the premiums to be escrowed into the 

mortgage payment. You should be the one selecting the 

policy because you pay the premiums, and there are a lot 

of coverages that affect only you.   

     Even if you have no mortgage on your home, you still 

need homeowners insurance. The premium for a policy, 

compared to the risks it covers is a bargain. There are 

two rules when it comes to buying any insurance. Don’t 

pay a lot for a little coverage; don’t risk a lot to save a 

little. Not having homeowners insurance would 

definitely violate that second rule. 

     The first thing to look at is who is insured under a 

homeowners policy.  Usually the person or persons listed 

as owner(s) and resident(s) of the property are also listed 

as named insured(s). Family members residing in the 

house are also covered, which includes children away at 

college temporarily. Other persons under age 21 in the 

care of the named insureds, such as a foster child or 

exchange student, are also covered.  

     Coverages on a homeowners policy are broken down 

into two broad categories: property coverages and 

liability coverages. Each of these coverages are further 

broken down into subcategories.   

     Under property coverages, the first category is for the 

dwelling itself. Other property coverages are usually 

based on a percentage amount of the dwelling coverage. 
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The dwelling is defined as the dwelling on the residence 

premises listed on the policy (usually your street 

address) and any structure directly attached to the 

dwelling, like an attached garage. The land itself is not 

insured on a homeowners policy.   

     The amount of coverage is based on the calculated 

cost to rebuild the structure as it was before the loss. The 

policy states that this is what the insurance company is 

agreeing to do – to put you and your dwelling back into 

the position you were in before the loss.   

     Other structures on the residence premises are 

covered under the homeowners policy. The typical limit 

is 10% of the amount of the dwelling coverage. If your 

dwelling is covered for $200,000, other structures are 

covered for an additional $20,000. Other structures could 

include a storage building, a fence or a swimming pool. 

Any structure used for a business or any structure that is 

rented out are excluded from coverage.   

     Personal property owned or used by an insured 

person is covered anywhere in the world. The amount of 

coverage for personal property usually starts at 50% of 

the dwelling coverage. Again, this coverage is an 

additional amount of insurance and doesn’t reduce other 

coverages. 

     More commonly, the policy is written with coverage 

for personal property at 70-75% of the dwelling amount, 

and personal property is insured at its replacement cost, 

rather than just market value. There is an additional 

premium for this additional coverage. This extra 

coverage is worth having, both for the additional 

protection as well as for eliminating the hassle of 

determining the value of items after a loss.   

     Certain types of property have limits of coverage 

under a homeowners policy. For reasons involving 



 

MONEY MORONS 

117 

potential fraud and loss-adjustment problems, items such 

as cash, valuable papers, firearms, silverware, jewelry, 

furs and business property have dollar limits of 

coverage. Many items that have such coverage limits can 

be covered on the homeowners policy by scheduling 

those items.  

     Scheduling involves requesting specific coverage, 

providing appraisals and paying an additional premium. 

Check your policy carefully for such limitations and to 

arrange additional coverage if you need it. If you had a 

theft of $10,000 of jewelry, you would not want to find 

out after the loss that you were only covered for $1,000. 

     The last of the property coverages handles loss of use, 

when the residence premises cannot be used because of a 

loss covered under the policy. This amount of additional 

coverage is usually 20% of the amount of the dwelling 

coverage. For example, if your home were to be 

damaged in a fire, the loss of use coverage would pay for 

renting another place to live while the damage is 

repaired. If a civil authority requires you to leave your 

premises because of an occurrence on other property (i.e. 

– the fire marshal orders you to evacuate because of a 

neighbor’s gas leak), loss of use coverage can be used 

then as well.   

     Coverage for the dwelling and other structures on the 

property is stated as all-risk, with stated exclusions, 

which means that there is coverage for a loss unless the 

loss is caused by something specifically excluded by the 

policy. Some of the more common exclusions include 

freezing, flooding, earth movement, neglect, war, wear 

and tear, ordinance or law and, of course, intentional 

loss.   

     Personal property is covered for specific losses that 

are listed in the policy. The most common losses are 
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covered, like theft, fire, vandalism and plumbing-related 

damage. When looking at what kinds of losses are or are 

not covered, remember the insurance is in place to 

protect you from losses that are beyond your control and 

that have a low degree of predictability.   

     One of the most common losses is theft, which is why 

insurers offer a substantial discount if you have a 

monitored security system installed. The discount is 

often enough to offset most of the annual cost of such a 

system. These systems also monitor for smoke, fire and 

carbon monoxide. 

     The second broad area of coverages involves liability 

protection. This personal liability insurance is part of the 

homeowners policy, and it protects an insured person 

against a claim or lawsuit because of property damage or 

bodily injury caused by the negligence of the insured 

person. This coverage is in effect anywhere in the world 

you happen to be. Some examples of covered losses 

include: 

 Your backyard cookout accidentally sets the 

neighbor’s house on fire. 

 You accidentally hit your golfing partner with an 

errant tee shot. 

 Your son carelessly runs over another student on 

campus with his bike. 

 A guest in your home trips on the cracked sidewalk 

and sues you for bodily injury, pain and suffering, 

emotional distress, etc.   

 You accidentally break an expensive vase while 

antique shopping.  

 

     The insurer also provides legal defense and will 

defend you even if a lawsuit is groundless. The insurer’s 
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obligation to defend you ends when the amount paid for 

damages from the occurrence equals the policy limits.   

     The amount of personal liability coverage is selected 

by the policyholder. As a practical matter, any coverage 

under $250,000 is inadequate in today’s litigious 

atmosphere. Higher liability coverage adds very little to 

the premium and is well worth the protection it affords.   

     The last type of coverage under the homeowners 

policy is for medical payments to others. Insured persons 

under the policy are not eligible to receive medical 

payment benefits. This coverage is usually for a 

relatively small amount, generally $5,000 or less. The 

purpose of this coverage is to make sure someone 

injured on your premises or due to your actions can 

receive medical attention without having to resort to a 

lawsuit. For example, a child running on your property 

trips and breaks a collarbone. Even though you may 

have no legal liability, medical payments coverage could 

be used to pay for necessary treatment.   

     If you own a condominium, as opposed to a detached 

single-family home, a condo-owners policy provides 

most of the same coverages, except the dwelling part of 

the coverage is different. Since a condo owner 

technically owns the airspace rather than the structure 

itself, the building is usually covered under the 

condominium association master policy. If your dwelling 

is classified as a townhouse, you may need a 

homeowners policy, as you may be the owner of the 

external structure. 

     Even if you are a renter, you still need coverage. A 

renters policy provides coverage for your personal 

property and liability coverage. Renters may be at 

greater risk from theft loss or to damage to personal 

property caused by other tenants’ negligence. Your own 
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negligence in your rental dwelling could cause loss to 

others, leading to lawsuits against you. These higher 

risks makes a renters policy a necessary part of a good 

defense strategy. 

 

No Opting Out Here 

 

     All the types of insurance discussed up to now have 

been insurance you could choose to have or not have 

(the exception being dwelling coverage if you have a 

mortgage). If you choose to drive a car, you have no 

choice but to have auto insurance. It’s the law in every 

state.   

     In a typical year, there are over six million auto 

accidents in the U.S. In these accidents, three million 

people are injured, and some forty-thousand are killed. 

Property damages total a quarter of a trillion dollars. The 

potential to maim, kill and destroy when behind the 

wheel is why auto insurance is mandatory. The laws 

exist to protect others from your negligence. Auto 

insurance is also needed to protect you from the 

negligence of others.   

     One of the first things to understand about auto 

insurance is that the insurance is first on the car and then 

on the driver. On an auto insurance policy, specific 

vehicles are listed. The only other cars that could be 

covered on that policy would be a newly acquired 

vehicle (there is a time limit to add a new car to the 

policy before it is no longer covered); a temporary 

substitute auto, like a rental car, is covered; trailers 

owned by the insured driver are also covered for 

liability.   

     If someone drives your car with permission, your 

auto insurance is the primary coverage if that person has 
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an at-fault accident. If the person driving your car has 

his/her own auto insurance, that insurance will be 

secondary to your auto insurance. This is the reason you 

should always be careful in lending your vehicle to 

anyone. If they have an accident that your insurance 

company has to pay for, you may have explaining to do 

to your insurance company to prevent a cancellation. 

     Your insurance is also there for you if you are driving 

someone else’s car and have an accident. Suppose you 

borrow a friend’s car, have an at-fault accident and find 

out only then that your friend had no auto insurance. 

Your insurance will step in to cover you up to your 

policy limits. In this example, let’s suppose that your at-

fault accident caused some serious injuries to others. 

Your friend did have auto insurance, but he/she had low 

limits of coverage, too low to compensate the victims. 

Your insurance would step in to cover the shortfall up to 

the point your insurance reaches its limits of coverage. 

     After declaring the cars to the insurance company, 

you declare the drivers of those cars. Insured drivers 

include family members in the household, so it is 

necessary to declare those teenage drivers, too. The 

premium for them is higher, but not as high as it will be 

if the insurance company finds out they were undeclared 

drivers. Persons using your car with your permission are 

covered, though this should be a rare occurrence. 

     As with any insurance, an auto insurance policy has 

exclusions. Among the more important ones, the most 

obvious is the exclusion for any intentional injury or 

damage you cause. Also, if you use your vehicle as a 

taxi, coverage is excluded. If you use your car in the 

automobile business (the definition is broad), coverage is 

excluded. 
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     The states require that you have liability coverage to 

protect others in the event you cause an accident. Other 

coverages are optional. If you have a loan on a car, the 

lender will require comprehensive and collision 

coverages. Most states have minimum liability limits 

around 25/50/10. The first number means that there is a 

$25,000 limit for bodily injury to any one person. The 

second number means there is a $50,000 limit for bodily 

injury to all persons injured in the accident. The last 

number means there is a $10,000 limit for all property 

damage resulting from the accident. These coverages do 

not cover an insured driver or an insured vehicle.  These 

coverages are to protect others.   

     Note how low those numbers are. Any one person 

who is seriously injured is likely to incur medical bills 

exceeding those limits. Those are just the medical bills, 

too. There are additional damages, like lost wages and 

pain and suffering. And $10,000 for property damage 

won’t cover one used sub-compact that’s totaled. Having 

liability coverage at these limits is better than nothing, 

but not by much. Remember the rule - don’t risk a lot to 

save a little. Choosing low limits of liability to save on 

the insurance premium violates that rule. 

     Despite the mandatory insurance laws, one of the 

next seven cars you pass is unlikely to have any 

insurance. The percentage of uninsured drivers varies 

widely by state (from 4% to 32%), but nationally the 

average is 14%. The drivers with no insurance are also 

the worst drivers, with the fewest assets.  

     If you are a careful person, the chances are greater 

that you will have an accident with an at-fault driver 

who is uninsured or underinsured rather than have an at-

fault accident. This is where an important coverage on 

your own auto policy comes in. There is a coverage 
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called uninsured/underinsured motorist coverage. It is 

not mandatory, so many people decline the coverage. 

Some feel they are paying for the other guy’s insurance, 

but that’s not the case. In the event that you are involved 

in an accident that is not your fault, and the other driver 

has a)no insurance, or b)inadequate insurance, your 

uninsured/underinsured motorist coverage will pay you 

for your medical bills, property damage and pain and 

suffering.      

     Since you may be more likely to use this coverage 

than you are your liability coverage, it makes sense to 

have it on your policy. The premium is much less than 

the liability premium, in part, because the states regulate 

the premium closely to encourage people to get it. 

Uninsured/underinsured motorist coverage can also be 

applied if you are hit by a hit and run driver or if you are 

hit by an at-fault driver while you are walking, jogging 

or riding a bicycle. 

     Your uninsured/underinsured coverages can be as 

high as, but not higher than your liability limits. How 

high should they be? No less than 250/500/100.  That’s 

$250,000 per person, $500,000 per accident for personal 

injury and $100,000 per accident for property damage. 

Any serious injury is likely to exceed $100,000 in 

medical bills, and pain and suffering is typically 

calculated as some multiple of the medical bills. Totaling 

someone’s Mercedes will get you to the property 

damage limit very quickly. 

     The other coverage that is there for personal injury is 

medical expense coverage, which is very similar to the 

medical expense coverage on the homeowners policy. 

The amount of coverage is usually small, and coverage 

is not based on fault. If you have good health insurance, 
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you may not need this optional coverage on your auto 

policy. 

     There are two types of coverage for damage to your 

own auto. Collision coverage is the more expensive of 

the two because more is paid out under the coverage. 

Collision is basically when your vehicle hits or is hit by 

another car, or when your car hits something stationary 

that it shouldn’t have, like a telephone pole or a building. 

Collision losses are paid regardless of fault, but you have 

a deductible you select. That part of the loss you pay 

out-of-pocket.         

     If damage to your car is not considered a collision 

loss, it will be considered an other-than-collision loss. 

Most insurance policies refer to this coverage as 

comprehensive coverage. It covers things like fire, theft, 

hail damage, flood and being attacked by a deer.   

     If you finance a car, lenders will require you to have 

comprehensive and collision coverage to protect them. 

They will also limit the size of the deductible, usually to 

$500. Their fear is that too high a deductible may cause 

you to walk away from the car after a loss, rather than 

come up with a large deductible out-of-pocket. 

      Incidentally, when your auto is paid for and has a 

reduced value, you can then consider dropping the 

comprehensive and collision coverages. Don’t drop the 

coverage unless you are willing to self-insure in the 

event of a total loss of the vehicle. It may make sense to 

drop these coverages for a $5,000 car, but not for a 

$15,000 car. It might make more sense to raise the 

deductible on such a vehicle to $1,000. A higher 

deductible can lower the premium substantially, yet a 

major loss isn’t all on your shoulders.                                

     The liability coverages and the collision coverages 

are the coverages that are the most expensive, in part 
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because what is paid out under those coverages is the 

result of the driving habits of the insured(s). Moving 

violations and at-fault accidents will do more to raise 

those rates than anything else. Also, insurance 

companies may forgive a driving incident, but they 

won’t forget. The first mistake may not result in higher 

costs, but the second one will get you surcharged for 

everything. The best way to keep your auto insurance 

premium down is to keep your driving record clean. 

 

Other Insurance 

 

     If you are found liable for damages to someone, 

there’s a lot at stake. If you’re rich, everything you’ve 

worked for is at risk. Even if you’re not rich, everything 

you work for in the future might be at risk.   

    An umbrella policy gives you liability coverage above 

anything you might already have on your auto and 

homeowners policies. It provides defense and pays 

damages for lawsuits brought against you or your family. 

While there are some exclusions, the coverage is broad 

and can cover instances that are not covered by auto or 

homeowners insurance. This coverage is also stacked on 

top of auto or homeowners coverage, increasing your 

protection for claims covered by either policy. Premiums 

are very reasonable. For $20-25 a month, a family can 

get $1 million of coverage, typically.   

     If you own a boat, motorcycle, snowmobile, ATV or 

other motorized vehicle, you need at least liability 

insurance, even if not required by law. The risks of a 

liability suit against you are just as great with one of 

those vehicles as they are with a car. Homeowners and 

auto policies specifically exclude coverage for losses 
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related to such vehicles. You may also want or need to 

insure yourself against loss of the vehicle itself. 

     Some people equate insurance with gambling. They 

think it’s a bet between the insured and the insurer. 

Insurance is actually the opposite of gambling. When 

you gamble, you create a risk of loss where none existed 

before. When you buy insurance, you take the risk of a 

large and unpredictable loss and transfer it to the 

insurance company. You trade the sure loss of the 

premium payment to avoid the potential losses that 

would be catastrophic to you and your family.  
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MONEY AT WORK 
 

     Only a handful of people in this world, many of 

whom would fall under the broad category of celebrity,  

can generate enough income so that income alone can 

create wealth. For the rest of us, wealth is created by first 

working for our money, then making some of that 

money work for us.   

     College graduates this year can expect to earn about 

$5 million in their lifetimes. They will also need about 

$3 million when they retire after 45 years of work, with 

20-25 years of retirement ahead of them. It is unlikely 

any of these people will save 60% of their income for 

retirement; nor do they need to. They can regularly 

invest about 10% of their income for their entire working 

life and hit the $3 million mark by retirement day. The 

person will earn $5 million; ten percent of that $5 

million will earn another $2.5 million over the same 

period. This is the power of money at work. 

     There are two essential ingredients to creating wealth. 

Any wealth formula that does not include these two 

ingredients is at best a transfer of wealth and at worst a 

theft of another’s wealth. These two essential ingredients 

are Work and Delayed Gratification. Anyone who claims 

that wealth can be created without these two ingredients 

is a fraud.   

     There is no magic formula to creating wealth. Work. 

Earn. Invest. Repeat. That’s it. It’s not complicated, 

merely hard, which is why so few people are wealthy. 

Most people are willing to do the work. Most people 

aren’t willing to do the delayed gratification. Delayed 

gratification requires discipline and a long-term 

perspective.  
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     Just as work is an essential ingredient to creating 

wealth, work is an essential ingredient to anything 

claiming to be an investment. Simply put, an investment 

does work. Here are some examples of what is and isn’t 

an investment: 

 Stock in a gold mining company is an investment. 

Gold is not. The gold mining company does work – it 

generates a product used by industries and consumers. 

Gold purchased as an “investment” is idle. Any price 

increase (or decrease) is based on speculation of future 

supply and demand. The gold itself is powerless to 

control its price. Even if the price of gold falls, the 

gold mining company can continue to create wealth by 

mining and refining gold for the market. 

 A rental house is an investment. Vacant land is not. 

The rental house provides a service in the form of 

shelter to the tenants. The service provided generates 

income to the owner in the form of rent payments. 

Even if the market value of the property falls, the 

rental house can still create wealth because it is doing 

work by providing shelter. Vacant land is idle, like 

gold is idle. It is purchased with the expectation that 

someone will come along in the future and offer more 

than the current owner paid for it. While it may 

happen, it again is speculation. Price fluctuation is 

again based on supply and demand, and the vacant 

land has no control. Vacant land also generates a tax 

liability, reducing any potential gain.   

 Futures contracts are either insurance or speculation, 

but they’re not an investment. Futures contracts are an 

agreement between two parties to buy/sell a 

commodity or financial instrument at a certain future 

date, at a set price. For example, a wheat farmer sells a 

futures contract to sell his wheat at a set price on a 
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future date. He is buying insurance against the price of 

wheat falling below the contract price by that future 

date. While the buyer of the wheat contract is essential 

to the deal, the buyer is speculating that the price he 

pays for the wheat in the contract will be less than the 

market value of the wheat on the settlement date. The 

buyer makes money if the market price is more than 

the contract price on the settlement date; he loses 

money if it’s less. 

 Buying stock in a casino is an investment. Buying 

lottery tickets is not. The casino is a business, whose 

goal is to make a profit. Even though their business is 

gambling, they control all aspects of the game, 

including the payout. The law of large numbers 

enables the casino to know that the larger the number 

of bets made, the more predictable the outcome. The 

casino creates wealth by providing entertainment to its 

patrons, be it in the lounge or at the gaming tables. A 

lottery ticket is a game of chance, a zero-sum game. If 

you win (highly unlikely), your winnings still come 

from others’ losses. No wealth is created, only 

transferred.   

 

     Since an investment does work, there are a couple of 

truisms about investments. The first is: the more work it 

does, the more it will earn. The second is: it can only do 

so much work at a time. The more productive the 

investment, the better its return will be. An investment in 

alternative energy is likely to be more productive than an 

investment in a shoe factory. Neither investment will 

make you rich overnight. The shoe factory might have 

steady, but unspectacular, profits. The alternative energy 

company may not be profitable for years, but can make 
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up for it when a viable product makes it to market. An 

investment makes you rich over time, not overnight. 

 

The Only Standard 

 

     There are so many terms and measurements in the 

world of investments that it can be frustrating trying to 

figure out what they all mean, and which ones are 

important to you. When looking at investments, you can 

go crazy trying to judge an investment by analyzing 

alpha, beta, standard deviation, intrinsic value, P/E 

ratios, Sharpe ratio, etc. 

     What every investor is most interested in is the 

performance of the investment. Many investors, 

especially those who need to draw an income from their 

investments now, focus on a measurement known as 

yield. Yield is the money the investment gives up to the 

investor; the investment yields that money to the 

investor. In the case of bonds, the yield is the interest 

payments that are sent to the bond holder. In the case of 

stocks, the yield is the dividends a stock pays to its 

shareholders.   

     Focusing on yield can create a couple of problems. 

First, yield is an incomplete and sometimes deceptive 

measure of an investment’s performance. For example, 

many of the stocks that pay the largest dividends are in 

mature industries with little growth potential. Annual 

stock dividends average about 2% of stock values for the 

market as a whole. If you find a stock that is paying a 

4% dividend, it may also be a stock that is flat or losing 

value over time. Bonds have higher yields than stocks, 

but those interest payments are everything as far as the 

bond’s performance goes. Any rise or fall of the bond’s 

value is the result of credit rating changes or interest rate 
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changes. When the bond is held to maturity, you get the 

face value back – no more, no less.   

     The second problem with focusing on yield is that a 

person may structure a portfolio around yield to generate 

a certain level of income.  But the structure of that 

portfolio may also be detrimental to that investor’s long-

term needs and goals.  

     For example, if a retired investor needs to receive an 

income equal to 5% of his portfolio’s value, he might 

need to have 75% of the portfolio in bonds yielding 

about 5.5%, and 25% in stocks paying about 3.5% in 

dividends. The potential problem with such a portfolio is 

that its long-term growth after these payouts is not likely 

to keep up with inflation. Our investor suffers a decline 

in his standard of living in the future. Additionally, if 

interest rates fall over time, the bond investor will have a 

difficult time finding new bonds that pay the same kind 

of interest rate as before, without having to buy bonds 

that have a higher risk of default. 

     The only number that really matters when judging the 

performance of an investment is total return. Total return 

includes any interest or dividends an investment yields, 

plus it includes capital gains and unrealized appreciation 

in the investment’s market value. Total return gives the 

truest picture of how an investment is doing and whether 

it is measuring up to your expectations.  

     By focusing on total return, you are able to structure a 

portfolio that can not only meet income needs now, but 

also in the future. You can properly diversify your 

portfolio to prevent getting slammed by any one sector. 

You prevent the income tail from wagging the 

investment dog.   

     The investor who needs to draw 5% of the portfolio’s 

value for income this year may wonder how he can do 
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that if his portfolio doesn’t yield that amount. It’s simple 

– sell enough assets each year to generate the necessary 

income. It doesn’t matter if the income you receive was 

generated by interest, dividends or capital gains – it’s all 

money. In fact, if you are drawing income from a taxable 

account, it could be to your advantage to have more 

income from capital gains than from interest or 

dividends because interest and dividends are regular 

income and are taxed at a higher rate. 

     When you receive a paycheck from your employer, 

do you question whether the money that went into that 

check came from operations, investments or capital 

gains? No, it just matters that the check is good. The 

same is true with income from an investment portfolio. 

You should be concerned only with total return. Whether 

your income is generated by interest, dividends or capital 

gains is a very secondary consideration. Money from any 

of these sources spends exactly the same. 

     The following charts compare two scenarios. The one 

on the left shows a portfolio that has a 6% annual return. 

This portfolio is set up to generate income from interest 

and dividends (yield). The yield is 5%, which is the 

annual income to the investor. The portfolio has a net 

growth of 1% per year (6% return – 5% yield), which 

also means that the income to the investor grows by 1% 

per year, well below the investor’s inflation rate. In order 

to tap additional income, this investor would need to sell 

some of the assets, though that would reduce future 

portfolio size and income.   

     The chart on the right is a portfolio with an 8% 

annual return. This portfolio is composed of assets based 

on their total return, not their yield. Assets are sold 

annually to generate income. The investor still draws 5% 

of the portfolio’s value each year for income. Because 
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the portfolio’s total return is 8% compared to 6%, the net 

growth of the portfolio is 3% per year, as is the annual 

increase in the investor’s income. The difference isn’t 

too noticeable in the early years, but by year ten, the gap 

is quite wide. By the thirtieth year, income and portfolio 

value for the total return investor are both nearly double 

what they are for the yield investor.   
                 Yield Portfolio (6% Return)         Total Return Portfolio (8% Return) 

Year         Account Value               Income            Account Value            Income 
1 $1,000,000 $50,000 $1,000,000 $50,000 
2 $1,010,000 $50,500 $1,030,000 $51,500 
3 $1,020,100 $51,005 $1,060,900 $53,045 
4 $1,030,301 $51,515 $1,092,727 $54,636 
5 $1,040,604 $52,030 $1,125,509 $56,275 
6 $1,051,010 $52,551 $1,159,274 $57,964 
7 $1,061,520 $53,076 $1,194,052 $59,703 
8 $1,072,135 $53,607 $1,229,874 $61,494 
9 $1,082,857 $54,143 $1,266,770 $63,339 
10 $1,093,685 $54,684 $1,304,773 $65,239 
11 $1,104,622 $55,231 $1,343,916 $67,196 
12 $1,115,668 $55,783 $1,384,234 $69,212 
13 $1,126,825 $56,341 $1,425,761 $71,288 
14 $1,138,093 $56,905 $1,468,534 $73,427 
15 $1,149,474 $57,474 $1,512,590 $75,629 
16 $1,160,969 $58,048 $1,557,967 $77,898 
17 $1,172,579 $58,629 $1,604,706 $80,235 
18 $1,184,304 $59,215 $1,652,848 $82,642 
19 $1,196,147 $59,807 $1,702,433 $85,122 
20 $1,208,109 $60,405 $1,753,506 $87,675 
21 $1,220,190 $61,010 $1,806,111 $90,306 
22 $1,232,392 $61,620 $1,860,295 $93,015 
23 $1,244,716 $62,236 $1,916,103 $95,805 
24 $1,257,163 $62,858 $1,973,587 $98,679 
25 $1,269,735 $63,487 $2,032,794 $101,640 
26 $1,282,432 $64,122 $2,093,778 $104,689 
27 $1,295,256 $64,763 $2,156,591 $107,830 
28 $1,308,209 $65,410 $2,221,289 $111,064 
29 $1,321,291 $66,065 $2,287,928 $114,396 
30 $1,334,504 $66,725 $2,356,566 $117,828 
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     The point of this example is to understand that total 

return is what you are seeking and how you should judge 

an investment. Total return is what will generate the 

income you will need for decades, as well as generate 

the growth you will need to sustain and grow that 

income. The total return portfolio can also enable you to 

leave a more substantial legacy to those people and 

causes important to you. 

 

Prognosticate This 

 

     Below is a forty-five-year history of the S&P 500. 

While the long-term trend is clearly up, it has not been in 

a straight line. For proof, compare 1974 with 1972, or 

2002 with 1999. Also, notice how quickly the index 

recovered after those drops. Bear markets average about 

15 months in length; bull markets average about 40 

months. However, half of the gain of a bull market 

typically occurs in the first six months, before most 

people even recognize the bear market is actually over.  
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   Year 
   Change 

in Index 

Total 

Annual 

Return 

Including 

Dividends 

Value of 

$1.00 

Invested 

on 

1-1-1970 

5 Year 

Annualized 

Return 

10 Year 

Annualized 

Return 

1970 0.10% 4.01% $1.04  - - 

1971 10.79% 14.31% $1.19  - - 

1972 15.63% 18.98% $1.41  - - 

1973 −17.37% −14.66% $1.21  - - 

1974 −29.72% −26.47% $0.89  −2.35% - 

1975 31.55% 37.20% $1.22  3.21% - 

1976 19.15% 23.84% $1.51  4.87% - 

1977 −11.50% −7.18% $1.40  −0.21% - 

1978 1.06% 6.56% $1.49  4.32% - 

1979 12.31% 18.44% $1.77  14.76% 5.86% 

1980 25.77% 32.50% $2.34  13.96% 8.45% 

1981 −9.73% −4.92% $2.23  8.10% 6.47% 

1982 14.76% 21.55% $2.71  14.09% 6.70% 

1983 17.27% 22.56% $3.32  17.32% 10.63% 

1984 1.40% 6.27% $3.52  14.81% 14.78% 

1985 26.33% 31.73% $4.64  14.67% 14.32% 

1986 14.62% 18.67% $5.51  19.87% 13.83% 

1987 2.03% 5.25% $5.80  16.47% 15.27% 

1988 12.40% 16.61% $6.76  15.31% 16.31% 

1989 27.25% 31.69% $8.90  20.37% 17.55% 

1990 −6.56% −3.10% $8.63  13.20% 13.93% 

1991 26.31% 30.47% $11.26  15.36% 17.59% 

1992 4.46% 7.62% $12.11  15.88% 16.17% 

1993 7.06% 10.08% $13.33  14.55% 14.93% 

1994 −1.54% 1.32% $13.51  8.70% 14.38% 

1995 34.11% 37.58% $18.59  16.59% 14.88% 

1996 20.26% 22.96% $22.86  15.22% 15.29% 

1997 31.01% 33.36% $30.48  20.27% 18.05% 

1998 26.67% 28.58% $39.19  24.06% 19.21% 

1999 19.53% 21.04% $47.44  28.56% 18.21% 

2000 −10.14% −9.10% $43.12  18.33% 17.46% 

2001 −13.04% −11.89% $37.99  10.70% 12.94% 

2002 −23.37% −22.10% $29.60  −0.59% 9.34% 
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2003 26.38% 28.68% $38.09  −0.57% 11.07% 

2004 8.99% 10.88% $42.23  −2.30% 12.07% 

2005 3.00% 4.91% $44.30  0.54% 9.07% 

2006 13.62% 15.79% $51.30  6.19% 8.42% 

2007 3.53% 5.49% $54.12  12.83% 5.91% 

2008 −38.49% −37.00% $34.09  −2.19% −1.38% 

2009 23.45% 26.46% $43.11  0.42% −0.95% 

2010 12.78% 15.06% $49.61  2.29% 1.41% 

2011 0.00% 2.11% $50.65  −0.25% 2.92% 

2012 13.41% 16.00% $58.76  1.66% 7.10% 

2013 29.60% 32.39% $77.79  17.94% 7.40% 

2014 11.39% 13.69% $88.43  15.45% 7.67% 

High 34.11% 37.58% $88.43  28.56% 19.21% 

Low −38.47% −37.00% $0.89  −2.35% −1.38% 

Median 12.64% 15.79% $12.11  13.96% 13.83% 

 

     In looking at the previous chart, two observations can 

be made. In the long-term, the trend is undeniably 

upward. In the short-term, there is no trend; returns are 

all over the place. Two-thirds of the time, the annual 

return of the S&P 500 wasn’t within 5% of its average 

annual return.   

     The chart of S&P 500 returns helps illustrate the 

futility of trying to time the market. How many people at 

the end of 1974, when the S&P 500 had dropped by a 

third and was lower than its value ten years earlier, 

anticipated a 31% gain the next year? How many people 

in early 2000, when the S&P 500 had nearly tripled in 

five years, expected the ride to end with the worst bear 

market since the Great Depression?   

     In order for market timing to work, you need to be 

right at least 80% of the time. You have to guess right 4 

times out of 5 to beat a buy-and-hold strategy. You have 

to be able to predict with a great deal of accuracy when 

the market is reaching its peaks and its troughs. Since the 
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market tends to move very quickly when it changes 

directions, being a little too early or a little too late in 

your predictions can cause you to lose a lot of the gain 

and absorb a lot of the losses. 

     You also have to be willing and able to act on your 

predictions. For example, you would have to be willing 

and able to: 

 Buy heavily when your investments have lost 34% of 

their value over the last two years, as they did in 1973-

74 or when your investments have lost 40% of their 

value, as they recently did in 2001-2002 and in 2008. 

 Sell heavily when your investments have tripled in a 

ten year period, as they did in 1982-92 or when they 

tripled in a five year period, as they did in 1995-2000. 

Even if you had the ability to move at such times, could 

you make yourself pull the trigger? 

     There is never a shortage of people willing to tell you 

which way the market is going next. If these people 

actually knew short term market moves, they wouldn’t 

be blabbing the most valuable secret on the planet to you 

for free on cable TV. They’d be plotting to take over the 

world. Even a broken clock is right twice a day. Such 

prognosticators are right about the market about as often 

as a broken clock. They also should be relied on as much 

as a broken clock.   

     If investing in stocks were a smooth ride, everyone 

would do it all the time. If you could have a consistent 

return that tripled the post-inflation return of bonds, why 

wouldn’t you take it? People can take the returns; many 

can’t take the process of getting those returns. 

     When you take a longer term perspective, the 

volatility of the market is much easier to take. While 

there have been peaks and dips, the line has a 

remarkably consistent upward trend, even when the 
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declines of 2008-2009 are included. Knowing this long-

term trend line makes enduring the bulls, bears, and 

hammer blows easier to take. 

     In the long run, markets always have a regression to 

the mean, which is another way of saying they move 

closer to the long-term average. A period of above-

average growth is followed by a period of decline. A 

period of below-average returns is followed by a strong 

bull market. Excesses in either direction get corrected. It 

just takes some time. 

     In recent years, short-term market movements have 

become increasingly exaggerated. Today we have 24/7 

business channels and more financial internet sites and 

bloggers than one can imagine. We also have 

individuals, rather than professionals, managing 

retirement portfolios.  

     With the demise of the traditional pension, and its 

replacement with the 401k, along with online trading 

accounts, individuals are making their own investment 

decisions. These individuals are being assaulted with 

financial “advice” from all sectors. They also have the 

ability to move their life savings around with the click of 

a mouse.  

     Because the owner of the assets is also the manager 

of the assets, emotion is a major part of investment 

decisions. As a result of all this emotion-based decision-

making, short-term market volatility is much greater 

than in the past. 

     Here is one final testament to the futility of trying to 

time the market, or allowing short-term market moves to 

dictate your actions. Over the last twenty-five years, the 

average investor in equity mutual funds has earned less 

than one-third the return of those mutual funds. During 

this period of time, the average U.S. equity mutual fund 
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has had a return of 7.9%; the average investor in those 

funds has averaged a return of 2.6%. How can this be? 

     There is a simple explanation for this discrepancy. 

Most people bought their mutual funds after the market 

had been climbing for an extended period of time. They 

finally decided to get on the train before it left the 

station, but they were also getting on board at or near the 

peak of that market. Then the market began a correction. 

The mutual funds that had seen the biggest gains (and 

which attracted the most new investors) also had the 

biggest declines.  

     Those investors who jumped in and bought near the 

peak of the market are the same ones who gave in to 

their fears and sold before their investment sank even 

lower. Just as they expected the bull market to run 

forever, they expected the bear market to do the same. 

Since they bought high, their paper losses in a market 

decline were worse than for the methodical investor, 

goading them to do something to stop the bleeding. The 

end result for this type of investor was that they bought 

high and sold low, a sure-fire recipe for failure. In the 

long run, buying high can be corrected with patience. 

But if you sell low, the damage is done. 

 

Don’t Just Do Something, Stand There 

 

     The increasing short-term volatility of the stock 

market is the result of people tinkering with their 

accounts on an almost-daily basis. People tinkering with 

their accounts on an almost daily basis are the result of 

the increasing short-term volatility of the stock market. 

The preceding isn’t so much circular logic as it is a 

vicious circle. 

     Americans are by nature tinkerers, and they are by 
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nature impatient. These are good qualities much of the 

time. Our economy was built largely by those who 

wanted a better mousetrap and weren’t going to stand 

around waiting for someone else to build it. But a desire 

to tinker combined with an impatient streak is likely to 

wreak havoc with your investment goals.   

     With the internet, two impediments to frequent 

trading are gone. There is no longer a need for a personal 

broker to execute a trade, and there is no longer the 

traditional broker’s commission to pay. Tinkerers can 

choose from online brokers like E*Trade, Scottrade, TD 

Ameritrade, Schwab and others. Low trading costs are 

the main points of comparison among the online brokers. 

     Notice that the word “trade” is a prominent part of the 

name of many online brokerage firms. The word 

“investment” is noticeably absent. Online brokerages 

appeal to those who trade frequently. Revenue for these 

firms is directly related to trade frequency in the 

accounts.  

     Even if someone opens an account with an online 

brokerage and doesn’t plan to trade with any frequency, 

the temptation may become too great not to increase 

trading frequency. The free market information and 

research offered by the online brokerages is there as 

much to increase trading frequency (and brokerage 

income) as it is to help you select a winner. Many online 

brokerages charge an inactivity fee, leading customers to 

trade more frequently than they would otherwise.  

     Here is the basic difference between a trader and an 

investor – a trader buys the stock; an investor buys the 

company. 

     A trader tends to look at data regarding the stock. 

That data tends to be more short-term oriented, and the 

trader seeks large short-term movements in a stock’s 
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price. A trader has a clearly defined exit strategy, a 

tightly defined set of criteria that will trigger a sale. It 

may be a price point or a time limit. A trader will usually 

set an increasing price trigger for a sale (to lock in 

gains), a decreasing price trigger for a sale (to control 

losses) and a time limit to hold a stock if it flounders. 

Stock ownership has a finite life to a trader.   

     An investor tends to look at the company itself. The 

process probably starts by using the company’s product 

or service. The investor may begin by eating at their 

restaurant, buying their lawnmower or staying at their 

hotel. That favorable impression with the product or 

service leads the investor to research the company first, 

and the stock second. If that research reinforces the 

initial positive impression, an investment is made in the 

company through the purchase of the company’s stock.   

     An investor will have an open-ended policy on stock 

ownership, with the hope that it will never be necessary 

to sell. A decision to sell will be based on changes to the 

company, not on changes to the stock. If the industry a 

company is in undergoes a fundamental change, if the 

company’s direction changes, or if there is a major 

challenge to the company’s market share or to its 

structure, those changes may prompt an investor to sell. 

A stock price change not related to a change in the 

company or its market would not be a trigger for an 

investor to sell.   

     A trader is, by nature, focused on the short-term. The 

strategy is based on short-term price movements that fall 

significantly outside the normal range. If the trader could 

not expect to generate gains that exceeded the gains of a 

buy-and-hold strategy, there would be no point. A trader 

has three costs that exceed those of an investor: 

 Trading costs. Even if the trader uses an online 
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brokerage, the costs of frequent trading can add up. In 

addition to per-trade charges, there are additional fees 

and charges that can add up quickly. 

 Tax costs. The gain from a profitable sale is taxed at 

best as a capital gain and at worst as regular income. 

In any event, realizing the gain also realizes the tax 

liability. 

 Time costs. A trader will have to expend much more 

time and effort than an investor in order to realize a 

superior return. While traders will typically factor 

trading and tax costs into their performance 

calculations, few of them keep track of how much time 

they spend on their trading activities, and fewer still 

attach a cost to that time.  

 

     If you think you have some special talents and 

you’re considering quitting your job to become a day 

trader, keep these point in mind before you give notice 

at work:  

 You don’t need to be a day trader to go broke. 

Keeping your day job may postpone the day of 

reckoning, but even trading in your spare time can lead 

to financial disaster if you don’t do it well.   

 Buying on margin magnifies losses even more than 

gains. If you have $25,000 and you borrow another 

$75,000 on margin, and that $100,000 investment goes 

up 25%, you made $25,000, less interest charges. If 

that $100,000 investment loses 25%, you’ve lost all 

your money, plus interest charges. Psychologically, 

losses make us feel twice as bad as comparable gains 

make us feel good. Total losses are devastating, 

financially and psychologically.   

 Traders are seeking a timing advantage. The only 

difference between market timers and traders is that 
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market timers are trying to guess what the broad 

market will do in the short term. Traders are trying to 

guess what individual stocks will do in the short term. 

Market timers aren’t affected by the fate of individual 

stocks. Traders are affected by the fate of the market, 

in that their stocks will be drawn lower in a bear 

market.   

 Trading demands a commitment of time and energy 

and concentration. An ad for an online brokerage 

shows a man in New York bragging that he just 

bought stock in an Asian energy company on the Hong 

Kong Exchange at 2am. That he has the ability to do 

that is impressive. That he is actually doing it seems 

rather sad.   

 

     The real difference between a trader and an investor 

is patience. The investor has a lot more of it than the 

trader. The trader wants the returns but doesn’t want to 

wait for them. To that end, the trader must assume more 

risk. Everything comes with a price. The price of greater 

returns in less time is more risk.   

 

Moron-Proof Money-Making 

 

     If you’re reading this book to find my secrets to “beat 

the street”, this section is as close as you’ll get. For our 

purpose here, we will define “the street” as the S&P 500. 

Our goal is to outperform the S&P 500, but without 

taking on any more risk than the S&P 500. In fact, to 

make sure we don’t drift from the S&P 500, we invest 

only in the S&P 500. (This example is for demonstration 

purposes; in real life, you diversify.) 

     You may be thinking, if we only invest in the S&P 

500 and we are trying to outperform the S&P 500, the 
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only way to do that is by timing the market, to move in 

and out of the S&P 500 in such a way that we capture 

more of the peaks and fewer of the valleys. 

     This is more radical. We avoid the peaks and become 

aggressive toward the valleys. This method doesn’t 

require any type of prognostication. It is brilliant in its 

simplicity and will lead to superior investment returns.   

     Here’s how this system works. Take a percentage of 

your income this month and invest it in the S&P 500. Do 

the same thing next month. And the next month. And the 

next month. Keep doing it as long as you are earning an 

income. Then stop and see how much you’ve got. That’s 

it. 

     You may be using this sure-fire method of superior 

returns without realizing it. If you are investing money 

into your 401k every month, and you put the same 

amount every month into the same investments, you are 

following this method. It has a formal name, too – 

Dollar-Cost Averaging.   

     Here’s how it works in its simplest form. If you put 

$100 a month into a mutual fund, and the share price that 

month is $25, you’ll buy four shares. If the share price 

the next month drops to $20, you’ll buy 5 shares. You 

automatically buy more shares when the price is lower 

and fewer shares when the price is higher. In this simple 

example, you bought 9 shares for $200, or $22.22 per 

share, even though the average price during this period 

was $22.50.   

     The following chart shows a dollar-cost averaging 

plan with the S&P 500. The initial annual investment is 

$5,000 per year, and increases 4% per year. The year-

end value of the S&P 500 is the share price we use for 

purchases.  
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         ANNUAL            SHARE            SHARES       CUMULATIVE CUMULATIVE    ACCOUNT 

      INVESTMENT         PRICE             BOUGHT          SHARES     INVESTMENT        VALUE       

$5,000 $103.01 48.54 48.54 $5,000 $5,000 
$5,200 $85.02 61.16 109.70 $10,200 $9,327 
$5,408 $95.88 56.40 166.10 $15,608 $15,926 
$5,624 $103.94 54.11 220.22 $21,232 $22,889 
$5,849 $116.03 50.41 270.63 $27,082 $31,401 
$6,083 $96.57 62.99 333.62 $33,165 $32,218 
$6,327 $76.98 82.18 415.81 $39,491 $32,009 
$6,580 $100.86 65.24 481.04 $46,071 $48,518 
$6,843 $102.03 67.07 548.11 $52,914 $55,924 
$7,117 $89.25 79.74 627.85 $60,031 $56,035 
$7,401 $99.93 74.06 701.91 $67,432 $70,142 
$7,697 $114.16 67.43 769.34 $75,129 $87,827 
$8,005 $129.55 61.79 831.13 $83,134 $107,673 
$8,325 $120.40 69.15 900.28 $91,460 $108,393 
$8,658 $145.30 59.59 959.86 $100,118 $139,468 
$9,005 $163.41 55.11 1,014.97 $109,123 $165,856 
$9,365 $179.63 52.13 1,067.10 $118,488 $191,684 
$9,740 $211.78 45.99 1,113.09 $128,227 $235,731 

$10,129 $274.08 36.96 1,150.05 $138,356 $315,206 
$10,534 $257.07 40.98 1,191.03 $148,890 $306,178 
$10,956 $297.47 36.83 1,227.86 $159,846 $365,251 
$11,394 $329.08 34.62 1,262.48 $171,240 $415,457 
$11,850 $343.93 34.45 1,296.93 $183,089 $446,055 
$12,324 $408.78 30.15 1,327.08 $195,413 $542,484 
$12,817 $438.78 29.21 1,356.29 $208,230 $595,113 
$13,329 $481.61 27.68 1,383.97 $221,559 $666,532 
$13,862 $470.42 29.47 1,413.43 $235,421 $664,908 
$14,417 $636.02 22.67 1,436.10 $249,838 $913,390 
$14,994 $786.19 19.07 1,455.17 $264,831 $1,144,043 
$15,593 $980.28 15.91 1,471.08 $280,425 $1,442,071 
$16,217 $1,279.64 12.67 1,483.75 $296,642 $1,898,670 
$16,866 $1,394.46 12.09 1,495.85 $313,507 $2,085,900 
$17,540 $1,366.01 12.84 1,508.69 $331,048 $2,060,884 
$18,242 $1,130.20 16.14 1,524.83 $349,290 $1,723,362 
$18,972 $855.70 22.17 1,547.00 $368,261 $1,323,768 
$19,730 $1,131.13 17.44 1,564.44 $387,992 $1,769,588 
$20,520 $1,181.27 17.37 1,581.81 $408,511 $1,868,549 
$21,340 $1,280.08 16.67 1,598.49 $429,852 $2,046,189 
$22,194 $1,418.30 15.65 1,614.13 $452,046 $2,289,325 
$23,082 $1,468.23 15.72 1,629.85 $475,128 $2,393,001 
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     This is a forty-year investment plan, representing the 

forty-year working life of most Americans. The share 

prices are the year-end values of the S&P 500 for each 

year from 1968-2007. This period includes some the 

biggest bull and bear markets in our history, so it 

includes the best of times and the worst of times.   

     Here are some important observations to be made 

from the preceding chart: 

 Annual investment increased, but as a percentage of 

income, it stayed the same.   

 In only 6 of 40 years was the account value lower than 

the year before. 

 In all six of those down years, more shares were 

bought than in the year before.   

 Total shares owned grow every year; only the rate of 

growth varies. 

 

     Here is the best part. Over the 40-year period used 

here, the S&P 500’s share price grew at an average 

annual rate of 6.9%. The average annual return of this 

portfolio was 8.5%. 

     The investment returned 6.9%. The investor received 

8.5%. Investing $5,000 a year to start, bumping it up 4% 

per year, doing it for 40 years and ending up with 

$2,393,001 requires an average annual return of a shade 

over 8.5%. The difference between the investment return 

and the investor’s return is totally the result of dollar-

cost averaging – automatically buying more shares when 

the price drops and fewer shares when the price rises.  

     An important caveat here - dollar-cost averaging does 

not ensure a profit or prevent a loss. Such plans involve 

continuous investments in securities regardless of 

fluctuating prices. You should consider your financial 
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ability to continue making purchases during periods of 

low and high price levels. 

      If our hypothetical investor had been able to find an 

investment with a steady 6.9% return, the account value 

at the end of the forty years would have been 

$1,769,097. Compare that to $2,393,001. The difference 

between 6.9% and 8.5% in this example is 35% more 

money.   

     You don’t need to be smart to become wealthy. You 

don’t need to time markets or even understand markets. 

You just need to invest regularly and consistently. You 

can set up a program like this at work or online, and then 

let it virtually run itself.  

     Let your friends knock themselves out trying to figure 

out a way to “beat the street.” You don’t have to waste 

that time and effort, and you will almost surely beat 

whatever they conjure up as an investment scheme. 

Dollar-cost averaging is the most successful and the 

most democratic method of creating wealth ever devised.  

 

IOU 

 

     A bond is simply an IOU that is issued by a 

corporation or government entity. When you buy a bond, 

you are lending the money to the issuer of the bond.   

     Bonds typically have several features. The first is the 

face value of the bond, with $1,000 being the most 

common face value. Face value is sometimes referred to 

as par value. The second feature is the maturity date of 

the bond, which is the date the borrower agrees to repay 

the face value of the bond. The period to maturity varies 

according to the needs of the borrower. The third key 

feature of the bond is the stated interest rate.  
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     The interest rate the borrower will state for a specific 

bond offering is based on a couple of factors. The first 

factor is the prevailing interest rates at the time. For 

example, if the prevailing interest rate at the time for a 

ten-year bond is 7%, borrowers won’t get anyone to buy 

their bonds if they only offer 6%. They also don’t want 

to pay more interest than they have to, so they won’t 

offer the bond at 8%, either.   

     The second factor affecting the interest rate is the 

borrower’s credit rating. Just as your credit score affects 

your ability to borrow money at lower interest rates, the 

same applies to corporate and government borrowers. If 

a bond issuer has a credit downgrade, it will have to pay 

a higher interest rate to attract new money. A credit 

upgrade will enable it to pay a lower interest rate.  

     Some bonds are issued with a Call provision. This 

provision allows the issuer of the bond to redeem the 

bond prior to the maturity date, often by paying a small 

additional premium to the bond holder. This feature is 

useful for a borrower who thinks its credit will improve 

in the future, allowing it to borrow at a lower interest 

rate. The issuer may also hope to be able to pay off the 

entire debt before the maturity date and wants to retain 

the option of doing so.     

     Most bonds are not bought directly from the issuer, 

but are bought and sold in the secondary bond market. 

The bond market creates liquidity and stable pricing for 

bonds, since many bond holders don’t plan to keep the 

bond until its maturity date.  

     Other factors being the same, the longer the time to 

maturity, the higher the interest rate the bond will pay. 

This relationship makes sense. The longer the time to 

maturity, the greater the uncertainty that something 

negative might occur. 
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     If you bought a bond and held it to maturity, and the 

issuer of the bond didn’t default during that time, then 

you would get exactly what you expected. Even if 

interest rates jumped up and down the whole time you 

held the bond, you still received your annual interest 

payments, and you received the face value of the bond at 

the maturity date.  

     One problem you may face after that bond matures is 

finding another bond that offers the same reward for no 

more risk than the old bond. If interest rates have fallen, 

that may be hard to do. Low interest rates are good if 

you’re a borrower, but not if you’re a lender.   

     What happens if you choose to sell a bond before the 

maturity date? This is what the bond market is for. The 

price you get for the bond may not be the face value of 

the bond, though. A change in interest rates or in the 

issuer’s credit rating can affect the market price for the 

bond.  

     For example, you want to sell a corporate bond that 

pays 7% interest, but interest rates have risen since that 

bond was issued and a comparable bond now pays 9% 

interest. Why would anyone buy your bond for a 7% 

return when they can get a comparable bond that pays 

9%?  

     In order for your bond to sell, the price has to be 

lowered so that the $70 annual interest payment, plus the 

payment of the $1,000 face value at maturity makes the 

total return equal 9%. In the case of rising interest rates, 

the bond would sell for less than $1,000. If interest rates 

were falling, the bond would sell for more than its 

$1,000 face value.   

     The risks involved with owning bonds can be broken 

down into the following categories: 
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 Interest Rate Risk - Changes in interest rates will affect 

the value of your bond.  Rising interest rates lower the 

value; falling interest rates raise it. 

 Default Risk - The issuer of the bond may become 

unable to pay the interest payments and/or the 

principal payment at maturity. 

 Reinvestment Rate Risk – As you receive money from 

the bond, either from interest payments or principal 

repayments, you may not be able to get another bond 

with the same return for the same credit rating (risk).   

 Inflation Risk – Interest rates are based on what the 

market thinks the inflation rate will be like in the 

future. If the inflation rate is higher than anticipated, 

your bond will lose actual purchasing power. 

 Maturity Risk – The longer the time to maturity, the 

greater the risk, because the longer into the future we 

go, the less certain we are what will actually happen. 

 Call Risk – If you own a callable bond, you are likely 

to face a forced redemption (a call) when interest rates 

drop. This means the higher returns you were planning 

on with the called bond are no longer there, and you 

won’t find the same return in the market without 

taking on more risk. 

 Liquidity Risk – There is the possibility that there isn’t 

a ready market for your bond. Treasury bonds don’t 

have this problem, but some municipal bonds and 

high-yield (junk) bonds have this problem. 

 

     Bonds as a whole have lower volatility than stocks. 

Bonds as a whole also have lower long-term returns than 

stocks. Since stocks involve a greater risk, they should 

provide a greater return than bonds over the long term. If 

you are bondholder, you get paid before the stockholders 

of that company get paid. Bondholders get their money 
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first, but they never get more than what the bond 

agreement calls for. Stockholders aren’t assured of 

anything, but they get everything that’s left after the 

company’s obligations are met.   

     Bonds are the primary investment for those who favor 

stability and modest growth over larger returns. Trusts, 

endowment funds and insurance companies have large 

bond holdings because a modest return is preferable to a 

large potential loss. These entities are paying out a 

regular stream of income and need to know that flow 

will not be reduced or interrupted. Also, as fiduciaries 

they cannot risk the lawsuits that might come if they 

were accused of taking on too much risk to increase the 

returns of these portfolios. 

     Bond returns over the last eighty years have averaged 

5-6% per year. Inflation over this same period has 

averaged about 3% per year. Interest rates are a function 

of inflation. When inflation is higher, interest rates must 

also be higher to induce people to save rather than spend.  

     Bond returns have historically been 2-3% above 

inflation. This is how much incentive people need to buy 

a bond rather than spend the money now. Bonds are an 

appropriate investment for preservation of capital, but 

not for growth of capital, especially if you want growth 

well in excess of inflation.   

 

Owning, Rather than Loaning 

 

     When you’re a lender, as you are when you own 

bonds, you make a decision to limit your gain for the 

opportunity to move up the line in the order of getting 

paid back. You have chosen greater security over greater 

opportunity. That is the appropriate choice regarding any 

money that you will be spending within the next five 
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years. In the short term, the return of the money is more 

important than the return on the money. 

     Saving is what you do for the short term. Investing is 

what you do for the long term. When you invest money 

that won’t be spent for decades to come, you want to 

invest in a way that gives you the best long-term returns. 

And as long-term investments go, stocks are the way to 

go. 

     Think about the wealthiest people. Bill Gates isn’t 

wealthy because he created computer software. He is 

wealthy because he is a (very large) stockholder in the 

company that manufactures and sells that software. 

Warren Buffett is one of the richest men in the world. 

Warren Buffett doesn’t loan money. He figures that if a 

company is worth lending to, it’s worth owning.  

     The wealthiest people you know personally are 

probably owners of their own businesses or stockholders 

in companies. Even if these people have inherited their 

wealth, that wealth was most likely created through 

ownership in a corporation. When you’re a stockholder, 

you own a piece of the company. 

     In the last fifty-plus years, America has been rocked 

by the following: 

 The Cuban missile crisis 

 The assassination of President Kennedy 

 Urban riots 

 The Vietnam War 

 The resignation of President Nixon  

 ‘Stagflation’ 

 Iranian hostage crisis 

 AIDS 

 Savings & Loan collapse 

 The Gulf War  

 The impeachment of President Clinton 



 

MONEY MORONS 

153 

 The tech bubble burst 

 September 11 

 The second-worst bear market since the crash of 1929 

 The Iraq war 

 The Afghanistan war 

 The subprime mortgage meltdown 

 The worst bear market and recession since the crash of 

1929 

 

     Imagine if, in 1960 you could have known that the 

above events would happen. Would you have been 

optimistic about the future? Probably not. Would you 

have been optimistic about investing in the future? 

Almost certainly not.    

 

In the last fifty years, Americans have also had the 

following: 

 An average increase in life expectancy of 8 years 

 A doubling of cancer survivor rates 

 A doubling of heart disease survivor rates 

 A tripling of per capita GDP 

 A halving of the percentage of the population living in 

poverty 

 A quadrupling of farm productivity 

 125,000 new U.S. patents 

 A decline in high school dropout rate of 75% 

 A quadrupling of college degrees earned annually 

 The collapse of the Soviet Union 

 Legislated equality for women and minorities 

 Men on the moon and robots on Mars 

 China emerging as one of our largest trading partners 

 The invention and widespread use of microwaves, 

personal computers, cell phones, cable TV, digital 

recording, fax machines, laser printers, the internet, 
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artificial organs, and thousands of therapeutic drugs   

 

     Go back to 1960. If you saw the second list, would 

you feel more optimistic? You might feel a little better, 

but you might also think that the bad at least offset the 

good, if not overwhelming it.   

     How did the stock market react during this period to 

the mixture of progress and catastrophes? Over the last 

fifty-five years the S&P 500, perhaps the single best 

indicator of the American stock market went from 53 to 

2000. This increase does not include stock dividends, 

which when added brings the average annual return for 

this index to about 8%.   

     Pessimists in 1960 would have invested in bonds. 

They would have earned an average annual return of 

about 5.5% over the next fifty years. Optimists in 1960 

would have invested in stocks. They would have had an 

average annual return of about 8%. A $10,000 

investment by the pessimist would have grown to 

$145,420. A $10,000 investment by the optimist would 

have grown to $590,860. After discounting for inflation, 

the pessimist’s gain is $89,580; the optimist’s gain is 

$535,020, almost six times better. 

     While optimists had a far better return, they also had 

a far bumpier ride, including two bear markets that each 

reduced his portfolio’s value by 40%. The price for 

better returns is volatility.  

     Why do stocks roller coaster more than bonds? Bonds 

are affected primarily by inflation, which affects interest 

rates. Inflation numbers rarely shock us, so panic in bond 

markets is rare. Also, if bonds are held to maturity, bond 

holders will get exactly what they expected to get when 

they bought the bond, with no surprises.   

     Stocks prices are based on expectations of future 
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profits. These expectations are greatly affected by 

current events. Catastrophic events can quickly alter our 

expectations for the worse. Events, good and bad, affect 

our expectations of profits, usually much more than they 

affect actual profits.  

     In the short term, the stock market is a voting 

mechanism, reflecting our expectations of profits. In the 

long term, the stock market is a weighing mechanism, 

reflecting the actual profits.  

     The history of actual profits is a fairly smooth, fairly 

continuous upsloping line. Our expectations of profits 

are constantly buffeted by greed and fear; by good news 

and bad news; by taking the recent past, good or bad, 

and extrapolating it out into the indefinite future. It is the 

human element that causes the markets to vibrate.   

     While the long-term trend for stocks is clearly 

upward, that trend applies to stocks as a whole, not to 

individual stocks. The S&P 500 could never go to zero; 

the value of an individual stock could.  

     Because an individual stock could become worthless, 

one important rule to remember is to never invest more 

in an individual stock than you can afford to lose 

permanently. Many people fall in love with a stock and 

let it become a disproportionately large part of their 

portfolio. It may be intentional. It may just be the result 

of that stock growing faster than the rest of the portfolio. 

Intentional or accidental, it’s dangerous to let it happen.   

     One of the most common situations of a person 

owning too much of one stock occurs with employer’s 

stock. Employers often offer employees the chance to 

buy company stock at a discount. Employers also often 

fund some or all of the employer’s contributions to a 

401k plan with company stock. Employees don’t have to 

keep the 401k contributions in the employer’s stock. 
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Many do, out a sense of loyalty or because it’s a 

company they know and are comfortable owning.   

     It isn’t disloyal to rebalance your portfolio by 

trimming an oversized proportion of company stock. It 

isn’t wise to purchase shares of company stock at a 

discount if you are limited regarding your ability to sell 

it.  

     When Enron collapsed a few years ago, many of the 

employees who suddenly found themselves out of work 

were hit doubly hard because a large part of their 

retirement funds were in Enron stock. Bouncing back 

from a job loss is hard, but doable. Bouncing back from 

the eradication of your retirement portfolio, especially if 

you’re over 50, is almost impossible.   

     A bear market is like a sprained ankle; it’s painful, 

but time enables a full recovery. Owning a suddenly-

worthless stock that comprised 3% of your investment 

portfolio is like losing a toe. It’s painful and permanent, 

but hardly incapacitating. Owning a suddenly-worthless 

stock that comprised 20% of your portfolio is like losing 

a leg. You’ll probably survive, but you will never be 

capable of what you were before. It’s a permanent 

disability. Owning a suddenly-worthless stock that was 

your whole portfolio is like losing your head. Game 

Over. 

     So what are some of the things to look for in a stock 

you want to add to your portfolio? Here are some factors 

to focus on: 

 Price Earnings Ratio, or P/E Ratio – This ratio is the 

stock’s price, divided by its earnings over the past 

year. If a stock’s P/E ratio is 10, you would pay $10 to 

get $1 of earnings, an expected return of 10% if 

earnings do not change. If a stock’s P/E ratio is 25, 

you would pay $25 to get $1 of earnings, an expected 
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return of 4% if earnings do not change. Stock prices 

are based on future expected profits. If you buy a stock 

with a P/E ratio of 25 over a stock with a P/E ratio of 

10, your chosen stock needs a much faster rise in 

earnings to justify the higher price you paid. Below is 

the history of the S&P 500’s P/E ratio.  Note that 

abnormally high P/E ratios (1929, 1999) are followed 

by steep drops. When stock prices rise well ahead of 

earnings growth, the market inevitably corrects to a 

more reasonable P/E ratio. Also note that the periods 

of abnormally high P/E ratios were preceded by a 

period of abnormally low P/E ratios.       

 The industry the company is in – Utility companies 

tend to have steady if unspectacular earnings, and 

typically pay above-average dividends. Technology 

companies are in a growth industry, where profits and 

losses can both be high, as can the attrition rate. You 

need to know if the industry is one that fits with your 

investment goals and risk tolerance.    

 The company’s position in its industry – Established 
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industry leaders will have less chance for phenomenal 

growth, but they will also likely have good growth that 

will enable them to survive against competitors and a 

changing market. Newer entrants in an industry will 

need something different to attract customers and take 

market share from the giants. A company that is 

growing only because the industry is growing may not 

be as good as an investment as a company that 

continues to grow market share in a slower-growth 

industry.   

 The company’s management – Top management in a 

company should come across as stewards of the 

stockholders’ assets, not as hotshots willing to risk 

those assets for their own ego gratification. The more 

frequently a CEO is appearing in the media, the less 

likely this criterion is being met. In reviewing a 

company’s financial statements, steady growth in 

earnings and dividends and low levels of debt are 

numbers that reflect good stewardship.   

 Be aware of the “buzz” on a stock – I don’t mean to 

pay attention to the buzz on a stock coming from 

CNBC, Money magazine or the guy spouting off at a 

cocktail party. Just be aware that the more a stock is 

being talked about in such places, the more likely it is 

that people are buying it that have no idea what they 

are buying and are driving the price up to places it has 

no business being. 

 Your Emotions – It is easy to get excited about a 

stock, then use selected information to justify the 

decision you’ve already made. The fact that you are 

considering a stock means you are already predisposed 

to buying it. Be aware of this fact and look very 

closely at any information that may indicate buying 

the stock is not a good decision. Most people who buy 
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a stock that tanks had indications of the outcome 

before they ever bought the stock; they chose to ignore 

the warning signs, though.               

 Your Intelligence – Our tendency is to overestimate 

our positive traits, and intelligence is near the top of 

that list. I’m not saying you aren’t smart; it’s just that 

there’s a good chance you aren’t as smart as you think 

you are. Or as an old boss once said of a co-worker of 

mine, “If I could buy him for what he knows, and sell 

him for what he thinks he knows, I could retire 

tomorrow.” To protect your portfolio, make sure such 

a statement can’t be applied to you and your 

investment IQ.   

 

Strength in Numbers 

 

     If the prospect of selecting and monitoring a portfolio 

of individual stocks intimidates you, then using mutual 

funds as your primary investment vehicles may make a 

lot more sense for you.   

     A mutual fund is simply a collection of stocks, bonds 

or other securities that are purchased by a group of 

investors and managed by an investment company. 

When you buy a share of a mutual fund, you are buying 

a piece of the entire portfolio of that mutual fund.   

     There are over 9,000 mutual funds out there. These 

are broken down into well over fifty different categories.  

For almost any investment category you can think of, 

there is probably a mutual fund that will enable you to 

invest in it.   

     Here are the most important features of mutual funds: 

 Diversification – When you own even one share of a 

mutual fund, you own a piece of every asset owned by 

the mutual fund. For example, if you own even one 
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share of a mutual fund that is an index of the S&P 500, 

then you own a small piece of all 500 companies that 

make up the S&P 500. Mutual funds enable smaller 

investors to get a properly diversified portfolio that 

might otherwise require a million dollars or more 

without using mutual funds.   

 Asset Allocation – If you should have a portfolio 

consisting of 25% bonds and 75% stocks, you can buy 

individual mutual funds to get to that asset allocation, 

or you can buy a single mutual fund that is already set 

up with that allocation. Mutual funds enable you to 

invest in the categories you need to be in, without 

having to have millions of dollars, or hundreds of 

different securities in your portfolio.   

 Liquidity – Open-ended mutual funds (which most 

funds are) are required to buy back the shares from 

shareholders at market price upon demand. There is 

never a problem of having to hook up a buyer and a 

seller or of what price will be paid. If you sell shares 

of a mutual fund on Tuesday, the share price at the end 

of business on that Tuesday is the price you will be 

paid, along with everyone else who sold shares of that 

fund on that day.   

 Professional Management – Along with 

diversification, professional management is probably 

the best feature of the mutual fund. By directing others 

to look after the day-to-day oversight of your portfolio, 

you are freed from having to do it. You are also freed 

from making the difficult decisions to buy, hold or sell 

a security. Since these managers invest on behalf of 

thousands or millions of anonymous investors, the cost 

of this management to the individual is affordable, 

much lower than hiring a portfolio manager on your 

own. These professional managers have access to 
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analysis that individuals can’t afford. Lastly, 

professional management takes the emotion out of the 

decision process, which can be the biggest aid to 

investment returns.   

 

     Because you and thousands or millions of others are 

mutually investing in a fund, you are able to afford to 

buy a diversified portfolio. You are able to afford top-

notch management at a reasonable cost. And you are 

able to maintain flexibility to add or subtract to your 

holdings as your needs change.   

     There are two basic types of risks when dealing with 

securities. Systematic (market) risk is the risk associated 

with overall movements of the market. No matter how 

many stocks you own, you are subject to the systematic 

risk of the stock market. You can’t get the gains of 

investing in the stock market without accepting the 

systematic risk of being in the stock market.   

     Non-systematic risk is the risk associated with an 

individual security that is separate from systematic risk. 

This risk includes owning stock in a company whose 

earnings might not meet expectations, whose 

management might be indicted, whose product might be 

subject to a recall or whose credit rating might be 

lowered. Non-systematic risk stems from the company, 

not the market.   

     In order to diversify away non-systematic risk, a 

portfolio needs thirty or more different securities in it, 

with no security worth more than 4-5% of the entire 

portfolio. To set up such a portfolio might require 

hundreds of thousands of dollars. Approximately half the 

mutual funds on the market allow an initial investment 

of $1,000 or less. For people who are starting an 

investment program or who don’t have hundreds of 
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thousands to invest, mutual funds are the only way to 

avoid non-systematic risk.  

     It’s also important to remember that no one has ever 

been wiped out by systematic risk because the stock 

market never goes to zero. The same cannot be said of 

individual stocks that can often become worthless. 

Someone who owns one or two stocks is running the risk 

of being wiped out. That type of risk to the smaller 

investor is what mutual funds eliminate.   

     When looking at mutual funds, there are several 

factors to review in deciding whether a fund is 

appropriate for your portfolio. While past performance is 

one factor to consider, remember: past performance is 

neither a predictor nor a guarantee of future 

performance.  

     Here are some of the main things to look at when 

evaluating a mutual fund: 

 Category – The first thing to decide on is what fund 

category you are looking for. Related to category is the 

fund objective. For example, you may be looking for a 

U.S. large-company stock fund with growth as the 

objective, or you may be looking for an International 

Bond fund with income as the objective. Even if you 

have only one objective (say, growth), you would want 

to have funds in different categories to spread the risk.   

 Historical Performance – Look for consistent above-

average total returns over long periods of time. It’s OK 

for a fund to underperform a little in bull markets if it 

also outperforms in bear markets. Look for 

consistency over 3-year, 5-year and 10-year periods. 

Also, be aware if one year of really good or bad 

returns is skewing the returns for a period. Compare a 

fund’s performance to other funds in that category. 

Comparing a government bond fund to a developing 
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markets stock fund is an apples-to-oranges thing. They 

are likely to have widely varying performance, in large 

part because they also have widely varying risk.  

 Expense Ratio – This ratio is the cost of the 

management of the fund.  Expense ratios average a 

little over 1% but the ratios vary widely. 

Approximately 10% of mutual funds have expense 

ratios exceeding 2%. Actively managed funds have 

higher expense ratios than index funds, which only 

buy and sell to reflect the index they mimic. Once 

again, compare expense ratios of funds in the same 

category. The expense ratio is deducted from the fund 

before calculating its total return numbers.  

 Fund Management – When you are looking at a fund’s 

historical performance, also check to see if the current 

manager(s) is/are responsible for that performance. 

Good performance may be the product of the previous 

manager. The new manager might be a question mark. 

Stable management with a history of good returns and 

reasonable expense ratios is what you want.   

 Beta – A measure of volatility, and hence of risk. The 

Beta of the market as a whole is 1.00. If a mutual fund 

has a Beta of 1.20, it can be expected to rise 20% more 

than the market when the market goes up. It can also 

be expected to drop 20% more than the market when 

the market goes down. If a mutual fund has a Beta of 

.80, it can be expected to move up or down 20% less 

than the market. 

 Load or No-Load – This is the sales charge of the 

fund. No-load funds do not have a sales charge and are 

usually bought directly from the mutual fund company 

by the investor. Load funds have a sales charge and are 

usually bought through a broker. The sales charge 

(load) is usually 3-5%, and it can be charged up front 
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or also charged over a period of years, which might 

appear misleading without proper disclosure by the 

broker.  

 Turnover Ratio – This ratio is a measure of the trading 

activity in the fund. A high turnover ratio may result in 

a higher expense ratio. A high turnover ratio may also 

create a greater tax liability for shareholders. If the 

manager sells a security for a gain, the tax liability on 

that gain is on the shareholders in proportion to their 

ownership. Because of the tax liability generated by 

sales within the fund, it is possible to have a tax 

liability for a fund that dropped in value in that year. 

This situation occurs when the fund is in a taxable 

account and the markets were down that year. You can 

control such events by having funds with lower 

turnover ratios in taxable accounts.   

 

     Most Americans with investments have at least some 

of their investments in mutual funds. Most employee-

directed retirement accounts, like 401k’s, have mutual 

funds as the primary, if not the sole investment option.   

     Most Americans accumulate wealth through a 

systematic investment program, most commonly through 

their employer’s retirement plan. When you are building 

wealth through dollar-cost averaging with a systematic 

investment schedule, mutual funds are the best way to 

go.  

     When you buy stocks, you need to buy in blocks of 

100 shares to avoid additional costs. That limitation 

rarely fits with a person’s systematic investment 

schedule. Mutual funds are typically purchased in dollar 

amounts, not share amounts. Most employer-sponsored 

retirement accounts don’t limit the minimum size of the 

systematic investment. Even for mutual funds purchased 
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directly, two-thirds have a minimum systematic 

investment of $100 or less. You can also instruct the 

mutual fund to automatically reinvest dividends, interest 

and capital gains into additional shares of the fund. More 

than any other financial invention, mutual funds have 

enabled the average American to accumulate wealth with 

the same advantages that used to be available only to the 

very wealthy.   

 

Money You Can’t Outlive 

 

     Imagine you are in your early 70’s. You’ve been 

retired for five years.  You have social security, a small 

pension and about a half-million dollars in an IRA. Your 

home is paid for; your bills are modest. You and your 

spouse are in decent health, and you live a comfortable, 

but modest, lifestyle.   

     A bear market strikes, and your $500,000 IRA is now 

at $350,000. What adjustments are you going to make? 

Going back to work isn’t an option. Your modest 

lifestyle doesn’t have much discretionary spending to be 

cut. Your social security and pension don’t provide 

much income, and medical expenses continue to rise. If 

the market goes any lower, you calculate you’ll be broke 

around age 80, a terrifying thought.   

     The prospect of outliving their money is one of the 

worst scenarios most retirees can imagine. It isn’t just 

the financial strain. The loss of independence and dignity 

associated with having to ask relatives or agencies for 

assistance is a psychological strain, too. With the 

disappearance of traditional pensions, the prospect of 

outliving your money is more common now than at any 

time since the Great Depression.  
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     There is a financial product that replaces the 

traditional pension – the annuity.  

     Annuities have many features similar to life 

insurance. Annuities are also sold by life insurance 

companies. Both life insurance and annuities protect 

against the loss of income. Life insurance replaces 

income if you die too soon. Annuities replace income if 

you live too long.   

     The most important feature of an annuity, the feature 

that makes it unique, is the promise to pay a lifetime 

income to the annuitant, regardless of how long that 

person lives. Traditional pensions were an annuity in the 

sense that they made the same promise to pay as long as 

the retiree or spouse were living. In the case of an 

annuity, it basically works this way.  

     You pay premiums to the annuity company. There is 

no set amount or timetable. You can make a lump-sum 

payment, periodic payments, whatever. That money 

grows in your account. When you are ready to begin 

your annuity, a calculation is made for a regular income 

based on the value of your account and your life 

expectancy from mortality tables. There is a calculated 

interest rate for the money’s growth during the period 

payments are made to you. If you live longer than the 

calculations, it doesn’t matter. They still have to pay you 

the same amount at the same interval as long as you’re 

drawing breaths.   

     What if you were expected to live fifteen more years 

and you’re hit by a bus one year after getting the 

annuity? In that case, the annuity company won that bet. 

The basic idea is you get a guaranteed income for the 

rest of your life, however long that may be. The 

possibility of outliving your income has been eliminated. 
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That is the most reassuring aspect of the annuity and its 

strongest selling point.   

     A fixed annuity is one that pays a fixed rate of return 

for the period the money is in the account. The rate of 

return may be adjusted periodically, but it can never go 

below a certain amount, a guaranteed floor to protect 

owners during low interest rates. Fixed annuities invest 

primarily in bonds and other fixed instruments. Fixed 

annuities would be chosen when the guarantee of the rate 

of return is more important than the size of that return. 

     Variable annuities allow the owner of the annuity to 

invest in equities, through mutual fund offerings within 

the annuity. The owner can choose different levels of 

aggressiveness in the investments. If the annuity won’t 

be used for income for decades to come, a more 

aggressive investment strategy would make sense.  

     There is no minimum guaranteed return with a 

variable annuity. The value of the account could go 

below the amount invested. There is also no ceiling on 

the return. An aggressive investment strategy could yield 

returns double or triple what a fixed return might offer. 

As with any investment strategy, which product is 

appropriate for you should be based on your financial 

goals and your risk tolerance. 

     Annuities are sold by insurance companies because 

they offer an insurance aspect to them. If you should die 

during the accumulation phase (you haven’t started 

taking an annuity income), the beneficiaries of your 

annuity are guaranteed to never receive less than the 

amount you invested in the annuity.  

     For example, if you invested $100,000 in a variable 

annuity, the market went down and the $100,000 was 

now worth $90,000. If you died then, your beneficiaries 

would receive the $100,000 you invested, not the 
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$90,000 that the investments were worth at your death. 

In this same scenario if the investments had grown to 

$110,000, your beneficiaries would receive the full 

$110,000. The insurance aspect of the annuity says that 

if you die before you start taking an annuity income, 

your beneficiaries will receive the amount you invested 

or the amount that is in the account, whichever is 

greater.  

     Because the annuity is considered an insurance 

contract, it also enjoys a benefit of life insurance 

contracts. The growth of money invested in an annuity is 

tax-deferred until the money is withdrawn. Tax-deferral 

is one of the great advantages of qualified retirement 

plans like IRAs and 401ks, but there are none of the 

contribution limits with annuities like there are with 

qualified retirement planes.  

     Because of the tax-deferral feature, holding an 

annuity in a qualified retirement plan is unnecessary. 

Since annuities have higher expenses to provide their 

features, and since you don’t need tax-deferral in a 

qualified plan, it’s better to have an annuity on its own. 

Keep stocks, bonds and mutual funds in the retirement 

account.                     

     When you take money out of an annuity, the part you 

contributed comes out tax-free, and all the growth gets 

taxed as regular income. The amounts are pro-rated for 

every distribution from the annuity.   

     For example, if you invested $100,000 in an annuity, 

and it grew to $200,000, half the balance came from 

your contributions and half was tax-deferred growth. As 

a result, half of each distribution will be a tax-free return 

of your contribution, and half will be taxed as regular 

income. Annuities have many of the same rules as IRAs 

regarding distributions, such as a penalty for 
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withdrawals before age 59½ and required minimum 

distributions after age 70 ½.    

     It may seem strange, but only about 5% of the people 

who purchase an annuity chose to annuitize. If you have 

an annuity, and you decide you want a guaranteed 

lifetime income, you give up your claim to the money in 

the account in exchange for a guaranteed stream of 

payments for the rest of your life. The regular payments 

(usually monthly) are based on the amount in the annuity 

and your life expectancy. 

     Most people prefer to take regular withdrawals from 

their annuity. They take a regular income similar to the 

annuitized income, but the lump sum in the annuity is 

still there for them or their beneficiaries. Someone has to 

live considerably longer than the norm for annuitization 

to be better than withdrawals. Most people dislike the 

thought of surrendering the principal in the annuity 

enough that they choose the withdrawal method instead.   

     You can start taking withdrawals, and if you later 

choose to annuitize, the amount of your annuity 

payments will be based on what is left in your account.  

     Annuity companies limit the upper age someone can 

annuitize, which makes sense. If you are 85 years old, 

the life expectancy tables may have you living four more 

years. Your family history and good health indicate you 

have an excellent shot at making it to the century mark, 

which is why you want to annuitize. Insurance 

companies don’t want to write life insurance on someone 

who’s likely to die too soon. They also don’t want to 

annuitize an annuity policy for someone who’s likely to 

live too long. 

     Many people want the security of a guaranteed 

lifetime income, but they struggle with “losing” all that 
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money if they die too soon. There are different ways to 

set up an annuity regarding annuitization: 

 Single-Life Annuity – This type is what we’ve talked 

about so far. The payments last for one person’s life. 

When the annuitant dies, the payments stop.   

 Joint-and-Last-Survivor Annuity – This arrangement 

pays as long as any of the named annuitants survives. 

This annuity is commonly used with a married couple. 

The regular payments continue until both husband and 

wife are deceased. The amount paid monthly is less 

than with a single-life annuity, but is likely to be paid 

for a longer period of time. 

 Single-Life-With-Period-Certain Annuity – This type is 

a single life annuity with a provision that if the 

annuitant doesn’t live a minimum period of time 

(typically, ten years) a designated beneficiary will 

receive the payments until the “period certain” is up. 

 

     Annuities are long-term investments. Plan on leaving 

your money in them for at least a decade. Most annuities 

have surrender charges for the first five to seven years. 

Higher expenses make annuities inappropriate except as 

long-term investments. Annuities have also paid high 

commissions to the sales person typically (5-8% of the 

amount invested). Since an annuity sale is lucrative to 

the seller, they are often sold when they are not 

appropriate. 

         

A Word about Real Estate 

 

     Real estate is subject to the same market forces as any 

other investment, as evidenced by the abnormal rise in 

real estate prices in the early 2000’s and their subsequent 

crash beginning in 2007. We tend to forget that fact, 
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because real estate has historically been less volatile than 

the stock market.   

     Many people still hold real estate as an investment. 

The most typical type of real estate investment is the 

house or apartment rented to others. The owner/landlord 

buys a property and hopes that the rental income will at 

least cover the expenses of the property. If that happens, 

the pay down of the mortgage, as well as any market 

price appreciation, will be the owner’s gain.   

     Such investors provide needed housing to people who 

cannot or choose not to buy a home of their own. 

However, many people get into real estate as an 

investment. They then become discouraged by 

unforeseen issues. If you are contemplating becoming a 

landlord, please consider these factors before buying any 

property: 

 Why is the current owner selling? What do they know 

that you don’t? Why do they think it’s better to sell 

than to hold? Which of you is guessing correctly? 

Unless you know they have to sell, be suspicious. 

 Know your cash flow. Not best-case scenario; worst-

case scenario. If you can’t manage your worst case-

scenario on cash flow, you will lose the property. Cash 

flow crises result from underestimating expenses 

and/or overestimating income.   

 Assume a worst-case scenario regarding cash flow. 

Assume a six-month period of vacancy between 

tenants. Assume major repairs and maintenance are 

needed every year. Assume property taxes increase 

almost yearly. Assume insurance premiums rise faster 

than inflation. You don’t have to assume your 

mortgage will increase because you should never buy 

investment property unless you can get a fixed rate 

mortgage. A variable rate mortgage on rental property 
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greatly increases the chance you will default on the 

loan due to cash flow problems.   

 Know the competition. Potential tenants will be 

looking at several places to rent. You need to be 

competitive on both price and features. Most new 

landlords overestimate the actual market rental rate for 

their property. 

 Know the potential tenant market. You need to know 

the ability of tenants to pay the rent in full and on time 

and the likelihood they will not damage the property 

during their time there.   

 Your commitment of time and aggravation will be 

more than you think. If you manage the property 

yourself, you will be the one who gets called at 3am 

because the toilet doesn’t work. The tenants aren’t 

going to try to fix something because that’s what they 

are paying you to do. If you hire a professional 

management company, their fees will likely erode any 

profit you hoped to make.   

 Being an owner/landlord is an active investment, not a 

passive one. If you compare the potential return of 

rental property to a mutual fund, you need to factor in 

your time, as well as to count every dollar that goes 

into the property in comparing returns. If you spend 20 

hours a month managing the property and your time is 

worth $50 an hour, that’s a monthly expense of 

$1,000. To not factor your time as an expense is to say 

your time has no value.   

 Real estate is a concentrated, leveraged position. 

People who wouldn’t dream of putting 50% of their 

investments in one stock don’t think twice about 

putting 50% of their investments in one piece of 

property. Add in the fact that the property has a loan of 

75% of its value, which is a lot of eggs in one basket. 
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 If you want to invest in real estate, but don’t want to 

be a landlord, consider investing in Real Estate 

Investment Trusts (REITs). You can invest in real 

estate through mutual funds that invest in REITs. You 

can gain from rental income and price appreciation. 

You have professional management at a very 

reasonable cost. And you have liquidity on demand. 

REITs also enable you to have a diversified real estate 

portfolio without having to personally buy several 

different properties. 

 

“Investments” You Should Probably Avoid 

 

Collectibles – This category includes anything from 

coins to cars to record albums. If you want to collect 

such items because you like them, that’s fine. Don’t 

consider them as investments, though. An investment 

does work. Most collectibles do nothing more than 

collect dust. If you are spending money that should be 

going into a 401k plan on collectibles, stop. Collectibles 

should be spent with discretionary income. They are 

discretionary purchases, not investments. If you can set 

up a museum for your collectibles and charge admission, 

the collectibles might be considered an investment. 

Otherwise, they’re just toys. 

 

Options on Stocks You Don’t Own – A call option gives 

the buyer of the option the right to buy a particular stock 

within a specified price within a specified time. A put 

option is the opposite, giving the buyer the right to sell. 

You pay for an option, and if you don’t use it by the 

expiration date, it’s worthless. A put option could make 

sense if you owned a stock and wanted to insure a 

minimum selling price for a limited time. On the other 
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hand, if you were worried about the stock’s price 

declining, you might be better off selling it now. Buyers 

of calls are betting that the price of the underlying 

common stock will rise, making the call option more 

valuable. Put buyers are betting that the price of the 

underlying common stock will decline, making the put 

option more valuable. Both put and call options are 

written by others who are betting the opposite of their 

respective purchasers. Betting is a zero-sum game, the 

opposite of investing.   

 

Futures Contracts – This agreement provides for the 

future exchange of a particular asset between a buyer 

and a seller. A futures contract is typically between a 

hedger and a speculator. The hedger has an asset he 

needs to sell in the future and wants some guarantee of 

the price he will receive. A hedger may also have a need 

to make a future purchase and wants a guarantee of the 

price he will pay. A wheat farmer might be a hedger of 

wheat on the sell side. A bakery might be a hedger of 

wheat on the buy side. A deal is not typically made 

between two hedgers. One of them is typically a 

speculator. The speculator is making a bet. Unless you 

need a futures contract to insure a price for an asset you 

need to buy or sell, leave them alone. 

 

Hedge Funds – These private investment funds fall 

outside the scope of many investment regulations. Hedge 

funds tend to use a lot of leverage (borrowing) to 

increase their positions and magnify gains (which also 

magnifies losses). They also make frequent use of short 

selling, which is selling a stock you don’t own now and 

replacing it later with stock you buy after the price has 

dropped. It’s a bet that prices will decline. Hedge funds 
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have limited liquidity, so it’s hard to pull money out if 

things turn bad. Hedge fund managers are typically paid 

a performance fee based on the return of the portfolio, 

which can lead them to take on much more risk. They 

gain if the risk succeeds, but don’t suffer if it fails.  

 

Limited Partnerships – These investments are not as 

common as they were in the 1980’s. They fell out of 

favor when so many people lost money in them. Limited 

partnerships pool investors’ money and acquire assets 

like real estate, industrial equipment or gas and oil 

leases. The investors are known as limited partners 

because their liability is limited to their investment in the 

partnership. They hire a general partner who actually 

runs the operation. Limited partnerships are usually set 

up for a period of years, and there is very limited 

liquidity during that time. Historically, limited 

partnerships have paid attractive dividends during the 

term of the partnership, but these were offset by little or 

no return of principal at the end and by tax savings that 

never materialized as they were supposed to.   

 

Viaticals – For someone with a terminal illness and large 

medical expenses, a viatical settlement can be a good 

thing. A viatical settlement is the purchase of a life 

insurance policy for cash, in exchange for becoming the 

beneficiary. They became known in the 1980’s during 

the AIDS epidemic, when young AIDS victims needed 

money and their life insurance was the only source. The 

amount paid to the policyholder is discounted, based on 

the life expectancy of that person. The return for the 

investor in a viatical depends on how long the ill person 

actually lives. The longer they live, the lower the return 

for the investor. Medical advances have made it harder 
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to accurately predict how long seriously ill patients will 

live, which increases the risk to an investor in viaticals.  
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A HOME FIRST   

A HOUSE SECOND 
 

Facade n. 1. Architecture. The face of a building, 

especially the principal face.  2. An artificial or 

deceptive front. 

     In the last thirty years or so, it has become very 

common in house construction to have an impressive 

facade on the front of the house. It may be aged brick, 

stucco, stacked stone or some combination of such 

materials. Very often, in a move to reduce construction 

costs, the remaining sides of the house are of a much 

cheaper material, like pressboard siding. The goal of 

such construction is to impress passersby, rather than 

impress the eventual owner. 

     The facade and the entire design of the modern house 

is based on a theory espoused by builders, developers 

and realtors – the theory of the “Ten Minute House.”  

     Because houses change hands more frequently than 

ever, it is considered ever more important that a house be 

marketable and appeal to as many buyers as possible. 

The theory states that most people will make up their 

mind if they like or dislike a house within ten minutes of 

seeing it. This theory is why curb appeal is so important, 

which makes an impressive facade so important. It is 

also why you see impressive two-story foyers, great 

rooms etc. upon entering these modern homes. If the 

house doesn’t impress a potential buyer within ten 

minutes, a sale is unlikely to materialize. 

     It is probably not surprising that houses are now 

constructed and marketed in such a way. Our ever-

shrinking attention spans make it harder to properly 

deliberate major decisions. The need to grab someone’s 
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attention has led to style over substance. Potential house 

buyers look at dozens of houses. They compare all the 

features and prices. They look at the SAT scores of the 

local schools. They analyze data like property tax 

millage rates and resale values. However, they often 

forget to ask the most important question – Is this house 

the best place to make a home? 

 

Not Necessarily the Best Investment  

  

     Conventional wisdom holds that your home is the 

best investment you can make. At first glance, such 

thinking would make sense. You have to live 

somewhere, so it makes sense to own, rather than rent. 

Housing prices rise over time, so you would be buying 

an asset that appreciates while you own it. Each month 

part of your mortgage payment is applied to paying off 

the principal, so you build equity through a sort of forced 

savings. And lastly, you receive a tax deduction for the 

mortgage interest you pay.   

     Let’s look briefly at each of these arguments for the 

home as investment. First, there is the comparison of 

owning vs. renting. Ownership trumps renting if the 

additional expense of owning vs. renting is more than 

offset by the increase in equity in the property. However, 

many homeowners don’t consider all aspects of expense.  

     The incomplete analysis might compare rent 

payments with mortgage payments only. For example, 

the rent on a 2,500 square foot house might be $1,500 

per month. A 30-year fixed-rate mortgage for $250,000 

at 6% interest is $1,498.88 per month. The principal 

payments on the mortgage average about $300 per 

month over the first six years. The principal payments 
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would increase the equity about $3,500 per year in the 

early years.   

     If the house appreciates 3% per year, that would 

come to $7,500 per year on average in the early years. 

The interest payments come to about $14,500 per year in 

the early years. Someone in a 20% tax bracket would see 

their income taxes reduced almost $3,000 per year. So 

far, we have appreciation of $7,500 per year, principal 

paydown of $3,500 per year, and tax reduction of $3,000 

per year, for a total advantage of owning over renting of 

$14,000 per year.   

     Now we have to look at the factors that whittle down 

that advantage. Property taxes vary widely by area, but if 

we assume property taxes of $4,000 per year and the 

same 20% tax bracket, the net cost of the property tax is 

$3,200. Then there is the cost of insurance. Both renters 

and owners need insurance, but the cost of a 

homeowners policy would be higher, by maybe $500 per 

year.  

     The cost of maintenance is probably one of the 

highest costs and can be difficult to gauge. Some 

maintenance items like roof replacement are infrequent, 

but expensive. These costs should be annualized to get 

an accurate picture of ownership costs. Other items like 

lawn maintenance are small, but constant. If you do 

much of the maintenance yourself, it is necessary to 

attach a cost to your own labor, even if it isn’t an out-of-

pocket expense. For our purposes, we will assume 

maintenance costs that average 20% of the mortgage 

payment, or $3600 per year.   

     The items that are listed in the previous paragraph 

total $7,300 per year. When you subtract that figure from 

the $14,000 annual gain, you are left with a net gain of 

$6,700 per year. That is still a significant amount and a 
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strong argument for home ownership. But, it’s important 

to recognize that the additional expenses of owning over 

renting in this example ate up over half the advantage of 

owning over renting. 

     The frequency of moves can have a big effect on the 

advantage of owning over renting. The average 

American family moves every seven years. When you 

take closing costs and moving costs into account, that 

could reduce the net gain of owning over renting by 

another $1,000 or more per year. Frequent moves also 

increase the chance that you will not see the kind of 

appreciation in values that are more predictable in the 

long-term. 

     Most people who live in a home for more than five 

years will make some kind of improvement to it. From a 

return on investment perspective, kitchen and bathroom 

remodeling tend to do best, with about 80-90% of the 

amount spent showing up in increased market value.  

     Other improvements, such as a swimming pool, may 

not increase value at all and may actually decrease value. 

More people may consider a pool to be a liability rather 

than an asset. Prudent spending is also a key to getting a 

return on any home improvement expenditures. An 

$80,000 kitchen renovation will not return even a small 

fraction of its cost if it is done in a $250,000 house. 

There is likely to be a net loss on almost all home 

improvement projects, which will further reduce the net 

gain of ownership over renting.     

     Most of our investments are bought strictly as 

investments. You don’t ask your mutual fund to do 

anything more than make money for you. Your primary 

residence has a very different primary task – it is the 

physical structure where you make your home. It should 
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be selected with that role as the primary reason for 

selecting one house over another.  

     Your home’s ability to act as an investment is 

secondary. If you buy a well-built house in a good 

neighborhood, pay a reasonable price for it, maintain it 

consistently, make improvements judiciously, finance it 

with a low-interest, fixed-rate mortgage, and live there 

for at least a decade, it would be hard not to realize a net 

gain over renting a comparable house over the same 

period of time.  

     But a house is also an illiquid, highly leveraged 

investment that can have its value affected by such 

arbitrary things as the local school’s SAT rankings or a 

local youth’s penchant for graffiti. When you consider 

the expense in blood, sweat, tears and aggravation that a 

home can entail, there are definitely easier ways to make 

money.  

     The chart below shows the house price change in 

percentage terms from the previous year from 1992 to 

2014. Since household incomes rose approximately 3% 

annually during this period, housing price gains that 

exceeded that figure had the long-term effect of pricing 

more people out of the housing market. Looser lending 

requirements postponed the price correction, but when it 

came in 2007, it came hard and fast. The movement of 

housing prices during this period also mimics the 

movement of the stock market during the same period.  
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     The chart below shows the purchase-only House-

Price Index, seasonally adjusted (Q1 1991 = 100). This 

chart shows the long-term price appreciation of housing, 

though it also demonstrates that the increase is not in a 

straight line and that buying at the market peak could 

cost you dearly, just as it can when buying stocks at their 

market peak. (Both charts are from the Federal Housing 

Finance Agency.) 
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     For the nation as a whole, house prices have 

increased 120% from 1991 to 2014. In contrast, the S&P 

500 has increased 540% during that same period. The 

size and features of houses have increased substantially 

since 1980, and those are major factors in house price 

increases. It is unlikely that the average new house in 

1980 is up 120% unless there have been considerable 

(and costly) upgrades to it in the interim.   

     The bottom line is this – you should buy the home 

you need. Don’t buy more home than you need, unless 

you are already financially secure. The money you spend 

on more home than you need would do a much better job 

of increasing your net worth if it were invested in stock 

mutual funds, especially through your 401k. In addition 

to diversification, liquidity and historically superior 

returns, you don’t have to paint or repair a mutual fund. 
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     The average American millionaire owns a house with 

a market value equal to approximately 1/10
th
 of his/her 

total net worth. Millionaires move infrequently, and they 

rarely buy a bigger house just because they can afford it. 

They also pay it off ASAP because they don’t like debt. 

Wealth is not created from lavish digs with large 

mortgages.   

 

It Starts With the Numbers 

 

     Before you begin looking at potential houses to buy, 

it is important to get some preliminary work taken care 

of. The first item of business is to determine how much 

house you can afford to buy and to arrange financing for 

that amount.   

     The first step in arranging financing is to get a copy 

of your credit report and credit score and to determine 

that all the information on the report is accurate and up-

to-date. Check your credit report some three months 

before seeking financing. If there are errors that lower 

your credit score, you need to allow time to get the 

errors corrected before you attempt to get financing.   

     Assuming your credit report is complete and accurate, 

you will want to comparison shop for mortgages. 

Consider only fixed-rate mortgages. Adjustable-rate 

mortgages (ARMs) may look tempting because the 

initial interest rate is lower than a fixed-rate mortgage. 

However, the borrower assumes the risk of rising interest 

rates. You are likely to end up with a mortgage payment 

that becomes unmanageable if the lender has the ability 

to move your interest rate when rates climb. An increase 

from 6% to 9% on a 30-year mortgage raises the 

monthly payment by some 35%. An increase of that size 

may make it impossible to meet the obligation. 
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     If you can find the home you want and finance it with 

a 15-year mortgage, by all means do so. Everything else 

being equal, a 15-year mortgage usually has an interest 

rate about ¼ point less than a 30-year mortgage. This is 

to be expected, since a longer loan term involves a larger 

risk for the lender.  

     Many people get a 30-year mortgage with the 

intention of paying it off early. Their goal is to pay off 

the 30-year mortgage in 15 years, but they don’t want to 

be committed to paying it off in that shorter time frame.  

     There are two problems with such a plan. The first 

problem is you are paying an unnecessarily high interest 

rate. If you can and want to pay off the mortgage in 

fifteen years, why get a 30-year mortgage that charges 

you a higher interest rate? The other problem with such a 

plan is that it almost never happens. There will always 

be other items and events pulling at your purse. The best 

way to pay a mortgage off in fifteen years is to make the 

legally binding commitment to pay it off in fifteen years. 

Leaving yourself an out almost guarantees you will use 

it, and sooner rather than later.   

   

 

 

 

 

 

 

 

 

 

 

          



 

MONEY MORONS 

186 

MONTHLY MORTGAGE PAYMENTS FOR EACH $50,000 BORROWED 

AT VARIOUS INTEREST RATES* 
 

Interest       15-Year     Total           30-Year      Total 

  Rate      Mortgage Repayment        Mortgage          Repayment 
 

 4.00%       $369.84 $66,571.20         $238.71            $85,935.60 

 4.25%       $376.14 $67,705.20         $245.97            $88,549.20 

 4.50%       $382.50 $68,850.00         $253.34            $91,204.40 

 4.75%       $388.92 $70,005.60         $260.82            $93,895.20 
  

 5.00%       $395.40 $71,172.00         $268.41            $96,627.60 

 5.25%       $401.94 $72,349.20         $276.10            $99,396.00  

 5.50%       $408.54 $73,537.20         $283.89          $102,200.40 

 5.75%       $415.21 $74,737.80         $291.79          $105,044.40 
  

 6.00%       $421.93 $75,947.40         $299.78          $107,920.80 

 6.25%       $428.71 $77,167.80         $307.86          $110,829.60 

 6.50%       $435.55 $78,399.00         $316.03          $113,770.80 

 6.75%       $442.45 $79,641.00         $324.30          $116,748.00 
  

 7.00%       $449.41 $80,893.80         $332.65          $119.754.00 

 7.25%       $456.43 $82,157.40         $341.09          $122,792.40 

 7.50%       $463.51 $83,431.80         $349.61          $125,859.60 

 7.75%       $470.64 $84,715.20         $358.21          $128,955.60 
 

 8.00%       $477.83 $86,009.40         $366.88          $132,076.80 

 8.25%       $485.07 $87,312.60         $375.63          $135,226.80 

 8.50%       $492.37 $88,626.60         $384.46          $138,405.60 

 8.75%       $499.72 $89,949.60         $393.35          $141,606.00 
 

 9.00%       $507.13 $91,283.40         $402.31          $144,831.60 

 9.25%       $514.60 $92,628.00         $411.34          $148,082.40 

 9.50%       $522.11 $93,979.80         $420.43          $151,354.80 

 9.75%       $529.68 $95,342.40         $429.58          $154,648.80  

*Mortgage payments include principal and interest, but do not include 

property taxes or insurance. Figures are for a loan amount of $50,000. To 

calculate your mortgage payment, divide your mortgage by $50,000, then 

use that figure to multiply the numbers in the row for the appropriate 

interest rate. 
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Things To Look (Out) For 

 

     There are so many factors to consider when buying a 

house that it’s hard to list them on a few pages. It is 

worth buying a book on home buying. The small 

investment in money and time is nothing compared to 

what is at stake. 

     Use a real estate agent. This advice applies whether 

you are buying or selling a house. If you are buying a 

house, bringing in a buying agent can help you avoid 

costly mistakes, especially if you are new to the process 

or to the area. The buying agent and the selling agent 

split the selling commission, so both agents benefit from 

a higher selling price.  

     If you are selling a house, the real estate agent will 

bring more potential buyers, will likely get a higher price 

to at least offset the commission and will help you avoid 

mistakes that may cost thousands of dollars while 

creating a legal mess. Look for an established reputable 

agent who is familiar with the area where you are 

looking to buy. Avoid novice and part-time agents. A 

proven track record is what you want. Ask for referrals 

from people you know who have bought or sold a home 

in the last few years.   

     If you go to online, you can begin your house search 

from the comfort of your current home. You can input 

location, price range, features, etc. and get an idea of 

what is on the market. You will also get to see who the 

more prominent agents are in the area you are looking. 

     Because you are likely to look at dozens of houses 

before deciding to make an offer on one, it’s a good idea 

to take a video camera when you are looking at houses. 

If you look at four or five houses in an afternoon, by the 
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time you get to the last one, it’s almost impossible to 

remember key features of each house. A photographic 

record can help you remember each house better and can 

be a valuable tool as you go through the process of 

listing the pros and cons of each house. You will need to 

list the pros and cons of each house in order to more 

objectively assess each one and to be able to rank them 

as your first, second, third choice, etc. 

     Any house you plan to buy will need to be inspected 

before closing. The inspection can turn up potential 

problems, so it is important to get a qualified, licensed, 

competent home inspector. But even the best inspectors 

are likely to miss some things. A house is just too big 

and the inspection time is just too short to expect any 

inspector to catch every imperfection. They are trained 

to focus on major flaws, not on the flaws you yourself 

may not even notice until you’ve lived there for several 

months.  

     For this reason, you should inspect the house yourself 

prior to closing. You’re not likely to spot many of the 

flaws a trained home inspector would, but you are likely 

to spot some things the inspector would miss. Since it 

will be your house and your money, your critical senses 

are more readily tuned to spotting problems.   

     Here are some specifics to consider when evaluating 

a house and the neighborhood: 

 Location on the street – The end of a cul-de-sac will 

be quiet with little traffic. A location in the middle of a 

long straightaway on a through street will be just the 

opposite. A house near the entrance of a subdivision 

will get all the traffic in and out of the subdivision.   

 Adjoining properties – Being surrounded by other 

homes in the same subdivision offers the best 

protection against unwanted change. A large wooded 
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lot next door might be attractive, until they erect a new 

Wal-Mart on the site.   

 Rented homes nearby – A neighborhood with a lot of 

rental houses is usually in a downward transition. 

Renters also don’t take care of a property like an 

owner would, so appearance suffers. 

 Relativity – How does the house compare in size, price 

and style to the surrounding area? Any house that is 

more expensive or architecturally different from 

nearby houses will be difficult to sell. 

 Terrain – A lot that slopes down from the street may 

be prone to flooding, and street noise will be more 

pronounced. A lot that slopes up steeply may be hard 

to traverse in bad weather.   

 Homeowners Association – Learn what the annual 

dues are and what the restrictions are, too. The 

protections offered may not be worth the freedoms you 

must forfeit.   

 Corner lots – There is more traffic, and it is difficult to 

configure the back yard to give the privacy you want.   

 Bedrooms and baths - A house with fewer than three 

bedrooms or two baths will have a limited resale 

market and will resell for less. Factor that into your 

offer if you are considering a house with fewer than 

three bedrooms and two baths. 

 Waterfront property – It is always much more 

expensive. You pay for a view, but you also get boat 

noise and traffic, less privacy, and possible expense of 

seawall maintenance and repair.   

 Mountain property – You pay for the view again, but 

you may also get an isolated location with difficult 

access, especially in bad weather. Some public utilities 

may also be hard to obtain.   
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 HVAC units – If the house has multiple floors, a 

separate heating/cooling unit for each floor will be 

more energy efficient. 

 Septic or sewage – Public sewage has a higher 

monthly water bill, but you don’t have to maintain a 

septic system, and expansion of the house does not 

require a simultaneous expansion of the septic system.  

 Condition – If a house is poorly maintained in the 

areas that are visible, you can bet the maintenance is 

even worse in the less visible areas. Getting a deal on a 

poorly maintained house rarely ends up being a deal. 

 Convenience – Notice the proximity to shopping, 

hospitals, fire and police stations.   

 Landscaping – Large grass areas need cutting, and 

some plantings require a lot of watering and trimming. 

The appearance may not be worth spending every 

weekend keeping up appearances.   

 Trees – Mature trees add to the beauty of the property, 

and help shade the house in summer. Beware of dead 

trees; you want them removed before you buy. 

 Exterior materials – Almost every house has some 

trim work that needs painting and maintenance. Brick 

is durable and requires little maintenance. Siding 

needs painting. Synthetic stucco may need annual 

inspections. Higher maintenance means a lower selling 

price.   

 Updates – Some items like cherry vs. oak kitchen 

cabinets are just trendy, and don’t add value over the 

long-term. Other items like shag carpeting and 

avocado-colored appliances definitely need to be 

replaced. 

 Age of mechanicals – HVAC units, appliances, water 

heaters, or anything that involves water, gas or 

electricity will wear out at some point. 
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 Age of roof – Thirty-year shingles may only last 

twenty years. Have the roof inspected and get an 

estimate of remaining life. Adjust your offer to reflect 

anticipated roof replacement.   

 Water spots –These indicate water leakage 

somewhere. It may be plumbing, or it may be from the 

roof. Water can migrate down pipes, so the water spot 

may be far from the actual source of the problem.   

 Energy bills – Ask to see the seller’s utility bills over 

the last twelve months, so you know what to expect. 

The size of the energy bill can be an indicator of the 

quality of construction, too. 

 Property taxes – Taxes are as important as the selling 

price in determining affordability, because you will 

pay property taxes every year, even after the mortgage 

is paid off. 

 

     One last item that deserves more than casual mention 

is the local schools. The quality of the local schools is 

determined in part by the level of funding, which is 

commonly funded through property taxes. Higher 

property taxes are not a guarantee of better schools, 

though abnormally low property taxes will probably 

yield a lower quality school system.   

     Even if you will not have any children in the local 

public schools, their quality does affect property values 

and the ease of selling your house in the future. For 

those reasons, everyone who owns property in a school 

district should be concerned about the quality of those 

schools.   

     In addition to average spending per student, one of 

the other common measurements of school quality is 

SAT scores. The high school that serves a community is 

graded by that community in large part by that school’s 
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average annual SAT scores and whether the trend is up 

or down. Property owners worry that below-average 

SAT scores, or a downward trend in those scores will 

lead to lower property values. 
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THE $2,000,000 BMW 
 

     Most of us probably don’t fully appreciate how far 

the car has come in the last few decades. Cars have 

improved tremendously in just the last twenty years. 

They have improved in performance, but even more 

importantly, they have improved in value. Let’s compare 

two models by the same manufacturer to show the value 

of today’s car. 

     Honda created the Acura division in 1986 to sell 

upscale cars. Their top model was the Acura Legend. In 

1988, it retailed for $29,895, the equivalent of $86,200 

in 2015 at 4% annual price increases. The Legend helped 

prove that the Japanese could make luxury cars to 

compete with Europe’s best. 

     Fast-forward twenty-seven years to 2015 and look at 

the Honda Civic. The most expensive Civic sedan retails 

for $26,000. The Civic is about a foot shorter than the 

Legend, and the interior is about 10% smaller. The 

Legend had one horsepower per 19.3 pounds of car. The 

Civic has one horsepower per 14.7 pounds of car. The 

Legend’s mileage was 19/24 mpg (city/hwy). The 

Civic’s numbers are 28/36 mpg. The most expensive 

Civic lists for about $4,000 less than the Acura Legend 

listed for in 1988. The top-of-the-line Civic has every 

luxury and safety feature that was available on the 1988 

Acura Legend. In addition, the Civic has the following 

features the Legend didn’t have: 

 Anti-lock brakes 

 100,000 mile interval until the first tune-up 

 6-speed automatic transmission (4-speed automatic on 

the Legend) 
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 Eight airbags (one airbag was optional on the most 

expensive Legend) 

 Heated leather seats 

 CD player 

 Tire-pressure monitor 

 Exterior temperature indicator 

 Theft-deterrent system 

 Satellite-linked navigation system 

 Rear-view camera 

 Satellite radio 

 USB ports 

 Dusk-sensing headlights 

 Traction and stability control 

 Bluetooth 

     A car from a generation ago that was considered a 

paragon of luxury and value can’t hold a candle to an 

economy car of today, in value or in luxury.   

     The broader purpose of this comparison is to help you 

realize that there are very good cars available today that 

don’t cost a lot of money. The Civic of today is a much 

better car than the 1988 Legend and costs $4,000 less in 

absolute dollars. In inflation-adjusted dollars, the Civic’s 

cost is less than one-third the Legend’s cost. 

     If cars are so good today that even the basic models 

can take us anywhere in safety and comfort, why do so 

many Americans spend money they don’t have on cars 

they don’t need? 

 

Mobile Status 

 

     Clothes, cars and jewelry rank highest among items 

that purvey social position. What these items have in 

common is that they are all portable. You take them with 

you wherever you go. These items are a big part of the 
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statement you make to the world at large. A big house 

can certainly be a status symbol, but people have to 

travel to see it. With a car, you can put your status 

symbol right in front of anyone you seek to impress. 

     The desire for mobile status is one reason lower-

income groups spend a higher proportion of income on 

transportation. Before becoming too judgmental about 

them, look at some of the options more well-heeled 

buyers pay big money for: 

 Corvette buyers can pay $3,500 extra for a center 

console trim plate and slightly upgraded leather 

interior. 

 Lexus ES350 buyers pay $5,000 for the Lexus badges. 

Under the skin, the ES350 is the same car as the 

Camry XLE, but costs $5,000 more. 

 A Lincoln Navigator is a dressed-up Ford Expedition, 

but you can get a fully dressed Expedition for about 

$7,000 less than a Navigator. 

 Cadillac CTS buyers can pay $28,000 for a 550 

horsepower engine, in case the standard 304 

horsepower engine isn’t enough.   

 Mercedes-Benz SL buyers can pay $94,800 extra for a 

604 horsepower engine, in case the standard 382 

horsepower engine isn’t enough. 

These are just a few examples – there are hundreds 

available. 

     There is no practical reason for much of the extra 

spending Americans do when it comes to cars. Lincolns 

and Lexuses have more status than Fords and Toyotas. 

We are willing to pay a lot for that status. We pay, on 

average the cost of a year’s tuition at a public university 

for nothing more than the opportunity to tool around 

town, feeling superior to those with “inferior” rides.   
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The Real Cost of Your Car    
 

     There are an awful lot of people out there driving 

BMWs who should be driving Hondas. It’s not that they 

can’t make the monthly payments (more on that trap 

later). The problem is they don’t realize how much that 

BMW is really costing them. And they don’t realize how 

badly they are going to need that money in the future.   

     Edmunds.com has a feature called True Cost to Own 

(TCO). It estimates the five-year costs of buying and 

owning a vehicle. TCO was used to compare the true 

cost to own two vehicles, a BMW 328i, and a Honda 

Civic EX-L (the same model that was compared to the 

Acura Legend).  

     The cash price of the BMW with typical options is 

$43,405. The true cost to own this BMW for five years is 

$59,210. The cash price of the Honda is $24,776. The 

true cost to own this Honda for five years is $37,858.  

     The cost differential for these two vehicles is 

$21,352, a difference of $4,270 per year. However, this 

purchase decision could have a $2,000,000 impact on the 

buyer’s future financial security. Here’s how. 

     Our hypothetical BMW buyer is in his mid-20’s, 

settling into his first decent-paying job. If he works 40 

years, and gets a new car every 5 years, that’s 8 new cars 

in his working life. If his first car purchase is a BMW 

instead of a Honda, he will likely continue in that 

pattern. We’ll have a 40-year pattern of buying more car 

than is needed.  

     The differential in the true cost to own between what 

he buys and what he should buy will increase 4% per 

year, the normal inflationary increase. Relatively 

speaking, he never gets more carried away than he did 

with his first car purchase. 
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     If our hypothetical BMW buyer always bought a 

Honda Civic instead of a BMW and invested the 

difference at an 8.5% average annual return, by the time 

he retired, that extra money that didn’t go to the BMW 

would have grown to over two million dollars. That 

number is significant on its own. When you read the 

chapter “You-At 82” and see what retirement will cost, 

you begin to realize the folly of spending more on 

transportation than is practical and necessary. The 

following chart shows the growth of the money over the 

years.     

 
COST DIFFERENTIAL BETWEEN BMW AND HONDA AND ITS  

ACCUMULATED VALUE WHEN INVESTED @ 8.5% ANNUAL GROWTH 

 
                     Annual        Accumulated                                   Annual        Accumulated   

                    Difference         Value                                       Difference          Value 

YEAR 1 $3,942 $4,277  YEAR 21 $8,637 $310,592 

YEAR 2 $4,100 $9,089  YEAR 22 $8,983 $346,738 

YEAR 3 $4,264 $14,487  YEAR 23 $9,342 $386,347 

YEAR 4 $4,434 $20,530  YEAR 24 $9,716 $429,729 

YEAR 5 $4,612 $27,279  YEAR 25 $10,105 $477,219 

YEAR 6 $4,796 $34,801  YEAR 26 $10,509 $529,185 

YEAR 7 $4,988 $43,171  YEAR 27 $10,929 $586,023 

YEAR 8 $5,187 $52,469  YEAR 28 $11,366 $648,168 

YEAR 9 $5,395 $62,782  YEAR 29 $11,821 $716,087 

YEAR 10 $5,611 $74,206  YEAR 30 $12,294 $790,294 

YEAR 11 $5,835 $86,845  YEAR 31 $12,785 $871,341 

YEAR 12 $6,069 $100,811  YEAR 32 $13,297 $959,832 

YEAR 13 $6,311 $116,228  YEAR 33 $13,829 $1,056,422 

YEAR 14 $6,564 $133,229  YEAR 34 $14,382 $1,161,822 

YEAR 15 $6,826 $151,959  YEAR 35 $14,957 $1,276,806 

YEAR 16 $7,099 $172,579  YEAR 36 $15,555 $1,402,212 

YEAR 17 $7,383 $195,259  YEAR 37 $16,178 $1,538,952 

YEAR 18 $7,679 $220,187  YEAR 38 $16,825 $1,688,018 

YEAR 19 $7,986 $247,568  YEAR 39 $17,498 $1,850,485 

YEAR 20 $8,305 $277,622  YEAR 40 $18,198 $2,027,521 
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       There are probably millions of Americans right now 

who are driving a status symbol, but who are not saving 

nearly enough for retirement.  They are probably 

blissfully ignorant about the harm they are doing to 

themselves. You are no longer among their ranks.  

 

Do Your Homework 

     

     The most important thing you can do to make sure 

you get the right car at the right price is to do some 

research before you ever leave the house to look at cars. 

It is so easy to get the information you need on the 

internet. A couple of hours of homework can easily save 

thousands of dollars.   

     Internet research gives you the opportunity to collect 

data on several different models of cars. You can do 

side-by-side comparisons on impartial sites like 

edmunds.com. You can even do side-by-side 

comparisons on many manufacturers’ web sites. You can 

access road test reviews and consumer ratings for cars 

that interest you.   

     You can also research financing options on line. You 

may first need to find out your current credit score, as 

that will greatly affect your interest rate. You can look 

up current rates on different financing packages, and 

even get pre-qualified for a loan.   

     The best feature of internet research is that you are 

doing it on your turf and on your terms. When you are at 

the car dealer, you are on their turf, and you are largely 

under their control.  

     When you are trying to determine what cars fit your 

needs and budget and what kind of financing and terms 

are best for you, the last thing you need is the distraction 

of aggressive sales people or even the distraction of the 



 

MONEY MORONS 

199 

car itself, with its gleaming paint and intoxicating new 

car smell. 

     You should always consider models from more than 

one manufacturer. Even if you have a clear first choice, 

you give yourself greater leverage in negotiations if you 

are considering different makes as well as models. If a 

Honda dealer only has to compete with other Honda 

dealers, he is less motivated to come down on price than 

if he has to also compete with the Toyota dealer, the 

Ford dealer and the Volkswagen dealer.  

     Whichever dealer you are talking to, let them know 

you are considering other models and that the model 

they sell is not currently your first choice, even if it is.     

Learning about the cars you are considering will help 

you when talking face-to-face with a salesperson. By 

demonstrating you have done research beforehand, you 

will be sized up as a savvy consumer. You are more 

likely to be treated with the respect you deserve.   

     Every model that you consider must fit your needs 

(not wants) and your budget. Fitting your budget is a 

function of the car’s price. Everything else is a product 

of that number, so that’s the number you have to set a 

firm limit on.   

 

The Question You Must Never Answer  

 

    “So, how much were you looking to spend per 

month?” This question, asked by every car salesman 

within the first five minutes of meeting a prospective 

customer, is designed to set you up and take you down. 

Most people willingly answer this question, too. They 

answer it not because they are ignorant of the process. 

Most people answer this question because the monthly 
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payment number is the only number they focused on 

when determining how much car they could afford. 

     Ultimately, if you are financing a car purchase or 

leasing a car, you will want to know what the monthly 

payment will be. You will have looked at your 

household income and expenses, and you will have set 

an upper limit on what that monthly payment can be. 

Yet, you need to know what generates that monthly 

payment number. The monthly payment is determined 

by: 

 the amount financed, which should be the purchase 

price less the down payment/trade-in 

 the interest rate on the loan 

 the number of months of the loan 

For a leased vehicle, the amount financed would be the 

initial price of the vehicle less the down payment and 

less the residual value of the vehicle at the end of the 

lease.    

     When you answer the question, “How much per 

month were you looking to spend?” you quickly lose 

control of the negotiations. That number you gave them 

is a box into which they can pack extra payments and 

hide the real cost of the car. Also, whatever number you 

give them, they will quickly try to raise it. 

     It’s easy to manipulate the variables that determine 

the monthly payment to hit the number the customer is 

hoping for. When you are focused only on the monthly 

payment, you tend to ignore two of the variables that 

affect that payment the most – the interest rate and the 

duration of the loan.   

     The following chart shows how the monthly 

payments for a $20,000 loan can vary widely, depending 

on interest payments and length of loan.  The car dealer 

can tweak these variables to get you a monthly payment 
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you will agree to (though not necessarily the number you 

gave them), while still setting the loan up to maximize 

their profit. 

 
      Loan         Interest          Length            Monthly          Total  

    Amount        Rate            of Loan           Payment     Repayment 
$20,000 8% 48 months $488.26 $23,436.48 

$20,000 10% 48 months $507.25 $24,348.00 

$20,000 12% 48 months $526.68 $25,280.64 

$20,000 14% 48 months $546.53 $26,233.44 

$20,000 8% 60 months $405.53 $24,331.80 

$20,000 10% 60 months $424.94 $25,496.40 

$20,000 12% 60 months $444.89 $26,693.40 

$20,000 14% 60 months $465.37 $27,922.20 

$20,000 8% 72 months $350.66 $25,247.52 

$20,000 10% 72 months $370.52 $26,677.44 

$20,000 12% 72 months $391.00 $28,152.00 

$20,000 14% 72 months $412.11 $29,671.92 
    

     Our hypothetical customer had a monthly payment 

figure of $400 in mind. He/she could do about that with 

a 60 month loan at 8% ($405.53). However, if the 

customer doesn’t know how the numbers are calculated, 

he/she can be swayed into a 72 month loan at 12%, 

which has monthly payments of only $391. The dealer 

actually made the dream car a reality for less per month 

than was planned for a lesser car! Of course, if you look 

at the far right column, the amount of all the payments 

combined, you see that our hypothetical customer will 

end up paying $3,820.80 more with the 72 month loan 

than with the 60 month loan.     

 

The Gauntlet 

 

     If you’ve ever bought a car from a dealership, you’re 

familiar with the three main characters you have to deal 
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with: the salesman, the sales manager and the Finance & 

Insurance (F&I) manager. No deal is complete until you 

meet with all of them, and jump through the various 

hoops.   

     The salesman may be the person you are most 

concerned about, though he (almost all of them are male) 

is likely to be the least of your troubles. The sales 

manager has to approve any deal, and the salesman is 

answerable to the sales manager. The sales manager 

looks at every deal to maximize profit. That is his role.   

     The sales manager isn’t usually seen by the customer 

until the tail end of the negotiation. In a typical 

negotiation, the salesman yo-yos between the customer 

and the sales manager, relaying offers and counter-

offers.  

     While the sales manager is gathering additional 

information about the customer during this process 

(including their fatigue level), the customer is still 

clueless about the person with whom he/she is actually 

negotiating. Only when the deal is close to 

consummation (or about to be lost), does the sales 

manager appear to show you how close you are to 

getting the car of your dreams. You only have to go a 

little farther… 

     Once you come to terms with the sales manager, you 

will be sent to the F&I manager, even if you are paying 

cash for the car. The F&I manager handles all the 

paperwork, so meeting with him is unavoidable.   

     It is at this point that your good deal can slip away. 

You are likely to have been at the dealership for several 

hours, and you are probably worn to a frazzle. You want 

to move through this mountain of paperwork ASAP and 

get out of there. It’s not likely to happen, though. 
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     If you are financing, you will be presented with a 

dizzying array of options. Here is where knowing your 

credit score and the interest rate you qualify for are 

critical for you. You may qualify for a 7% interest rate. 

The F&I manager may tell you the best they can do is 

10%. If you don’t know for what rate you qualify (the 

best way is to get pre-qualified before you even go to the 

dealership), you will almost certainly end up with a 

higher rate.   

     Dealers prefer in-house financing because that is a 

profit-maker for them, too. Even if they offer low-

interest financing (through third parties), they want you 

to use them to finance the vehicle purchase. Low-interest 

rate financing typically comes with strings attached. 

They may require the purchase of add-ons, extended 

warranties, service contracts, etc. If the dealer isn’t 

offering stand-alone low-interest financing, it is better to 

decline it than be surprised by the high cost of the add-

ons.  

     Note the length of the loan. You may have gone 

through the entire negotiation on the assumption that the 

monthly payments were based on one loan term, say 48 

months. Then the F&I manager prints out the loan 

agreement, and the term of the loan is 60 months, or 72 

months. Even if you plan to keep the car that long, you 

don’t want to be making payments a year or two longer 

than planned. Also, since so many people are focused on 

the monthly payment figure only, they cave in and 

accept the longer loan term, just so they can take their 

car and go home. Paying too long for a car is another 

way of paying too much for the car. 

     One of the best ways to know if the figures on the 

documents match the figures you were quoted is to look 

at each line carefully, and double-check the math for any 
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number that is the product of another number on the 

page. The sum total is an obvious example. You should 

also be able to calculate how the monthly payment was 

calculated. Bring a calculator with you, especially one 

that has functions for calculating loan payments. If using 

such a device intimidates you, then make a copy of this 

page with the following chart, and you can at least get a 

very close estimate of what your monthly loan payments 

should be.  

 
FOR EVERY $1,000 FINANCED, THE MONTHLY REPAYMENT IS: 

 
Loan                                               I n t e r e s t    R a t e 

 Term            5%           6%           7%            8%           9%          10%         11%     
24 $43.87 $44.32 $44.77 $45.23 $45.68 $46.14 $46.61 

36 $29.97 $30.42 $30.88 $31.34 $31.80 $32.27 $32.74 

48 $23.03 $23.49 $23.95 $24.41 $24.89 $25.36 $25.85 

60 $18.87 $19.33 $19.80 $20.28 $20.76 $21.25 $21.74 

72 $16.10 $16.57 $17.05 $17.53 $18.03 $18.53 $19.03 

84 $14.13 $14.61 $15.09 $15.59 $16.09 $16.60 $17.12 

  
     You’ll see in the chart that the longer the repayment 

period, the less each additional year reduces the monthly 

payment. Stretching the repayment period beyond 60 

months is a point of rapidly diminishing returns. Longer 

repayment periods also have higher interest rates. There 

is greater uncertainty over how interest rates will change 

over a longer period, and that greater uncertainty is 

compensated by higher rates.   

     Notice one other aspect. A person with a 48 month 

loan at 5% interest has almost the same monthly 

payment as a person with a 60 month loan at 13% 

interest. A person with a 72 month loan at 13% interest 

has the about the same monthly payment as a person 

with a 60 month loan at 8% interest. And a person with 
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an 84 month loan at 13% interest has about the same 

monthly payment as a person with a 72 month loan at 

9% interest.    

     This illustrates the importance of good credit and the 

ability to qualify for lower interest rates. It also 

illustrates the need to know your credit score and the 

interest rate for which you qualify. Having good credit 

and knowing what you can get for it doesn’t just mean a 

lower interest rate. It can mean you can pay off your car 

loan a year or two sooner than you otherwise could, 

without increasing the monthly payment. 

     The extended warranty offered by the dealership is a 

waste of money. Every automaker offers at least a 3-

year/36 month warranty, with longer periods covering 

the powertrain. Some manufacturers are now offering 

100,000 mile warranties. If having to pay for major 

repairs concerns you, look at vehicles from those 

manufacturers offering 100,000 mile warranties. If you 

are thinking of the extended warranty because of 

complicated mechanical/electronic options, consider a 

more basic model to eliminate options that are expensive 

to repair. If you are afraid your selected make and model 

is likely to have major problems as soon as the warranty 

expires, you should be selecting a different make and 

model. 

     F&I managers will also try to sell you packages that 

bundled high-profit items. These packages include things 

like paint sealant, fabric protection, VIN etching, Lojack, 

“free” tire replacement, etc. You don’t likely need 

anything the F&I manager is trying to sell you. If you 

do, you can almost certainly find it cheaper elsewhere. 

By adding the cost of these items to the finance package, 

they get to charge more because the real cost is spread 

out over years of payments.   
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     After surviving the back-and-forth of the negotiations 

with the salesman and his manager, it’s easy to let down 

one’s guard when they go to the F&I manager’s office. 

You think the worst is over, and there are just a few 

papers to sign. The F&I manager is another salesman, 

and he has three advantages over you in this meeting: the 

element of surprise (you weren’t expecting more sales 

pitches), control (the deal’s not done until he/she says 

it’s done), and your fatigue (by now you’ve been at the 

dealership for hours).   

     If you’re going to a car dealership with even the 

slightest possibility you may strike a deal that day, allow 

yourself plenty of time. Get rest the night before. Eat and 

drink sufficiently before and during the visit. Walk 

around and clear your head occasionally. In addition, 

when you get too tired to think straight, leave. If they are 

upset that you are leaving before everything is done, 

calmly point out that you have been at the dealership 

now for X hours, and that is long enough for one day. 

Let them know when you can be back to finish 

everything. 

     When you know how the process works before you 

begin, when you do your homework on the cars and the 

financing and when you keep your emotions in check, 

buying a car can actually be an enjoyable experience.  

     The playing field will never be completely even. You 

buy a car every few years. They sell dozens of cars a 

week. A knowledgeable consumer is a respected 

consumer. When you prepare properly before going to 

the dealership, you are much more likely to be treated 

fairly and with respect. It’s the best way to make buying 

a car a win-win transaction.  
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The Pitfalls of Leasing    
       

     There are many valid reasons for leasing. 

Unfortunately, most of those reasons don’t apply to the 

millions of people who lease vehicles. The main reason 

people lease a car is because they get to drive a more 

expensive car compared to what they could afford to 

buy. Here’s a guideline for leasing – If you can’t afford 

to buy it, don’t lease it.   

     It isn’t surprising that most of the leased vehicles are 

high-end models, or that 80% or more of luxury models 

like Mercedes and Lexus are leased. The people driving 

them couldn’t afford to drive them if they had to buy 

them. Since leasing a car builds no equity in the vehicle, 

the monthly payment on a lease will always be less than 

a comparable purchase. 

     When someone is shopping for an expensive car, they 

probably already know they will be leasing whatever car 

they get. Often though, a person who was planning to 

buy a car ends up leasing one instead, though it isn’t the 

car he/she had planned on getting.   

     For example, someone goes into a dealership 

planning to buy the basic economy model. His target 

payment is $300 a month. The dealer is quoting $350 a 

month on a purchase. The dealer then points out that if 

$300 a month is a firm number, they are having a special 

where you can lease the next model up for $299 a 

month. The customer sees it only as more car for less 

money per month. How can he resist?   

     Car dealers like leases because the numbers get very 

fuzzy. You see ads all the time touting a particular car 

for X dollars a month. The fine print will show the 

length of the lease and required down payment, but 
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that’s all you know. How did they get that monthly lease 

payment number?   

     The lease payment has to cover two basic costs – the 

depreciation of the vehicle during the lease period and 

the interest rate during the lease period. Depreciation is 

the difference between the car’s value when new and its 

value at the end of the lease.     

     The dealer states the car’s value when new as nothing 

less than sticker price. They state the value at the end of 

the lease as the low end of trade-in value. Such value 

assessments make the gap between those two figures 

wide, justifying a higher lease payment. Interest rates 

will also be quoted on the high side, as it is to the 

dealer’s benefit. In order to know if you are getting a 

good deal on a lease compared to a purchase, you would 

need to know what you could purchase the car for in a 

negotiated deal, the car’s trade-in value at the end of the 

lease, and your qualifying interest rate.  

     As you can see, it is more difficult to determine if you 

are getting a good deal on a lease, as compared to a 

straight purchase. Most people also don’t realize that 

lease rates are not carved in stone. They are negotiable, 

just like the purchase price is negotiable. You can 

negotiate the beginning price, the car’s value at the end 

of the lease, and the assumed interest rate. Everything 

you haggle about in purchasing a car needs to be haggled 

about when you lease a car, too.   

     After a lower monthly payment, the other appealing 

feature of the lease is you can just turn the car in at the 

end of the lease period. There’s no hassling or haggling. 

But, there are two potential problems – the car’s mileage 

and its condition. The lease contract has a mileage 

allowance. Any mileage above that number at the end of 

the lease creates a penalty of X cents per mile. This 
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clause is part of the lease agreement, and there’s no 

getting around it. By the way, if you return the car with 

fewer miles than the allowance, you don’t get any 

refund.  

     The other problem is the car’s condition. Even though 

normal wear and tear is expected, your definition of 

normal wear and tear and the dealer’s definition will 

never be the same. Expect to incur charges for minor 

things like stone chips in the paint. Major damage will 

cost you an arm and a leg.     

     At least when you have a trade-in, you have the 

ability to negotiate the car’s value, and you have the 

option of not trading in the car at all. The only way out 

of paying mileage or damage penalties at the end of a 

lease is to buy the car, at the figure the dealer has 

determined. If the car has high mileage or damage, you 

may not want anything more to do with it, but you may 

be stuck with it as the least expensive option.  

     Leasing can still make sense under these conditions: 

 You are getting a sensible car that you could afford to 

buy. 

 You are putting the difference between the lease 

payment and the purchase payment into savings. 

 You are unlikely to drive over the mileage limit and 

very likely to drive right up to the mileage limit. 

 You will be maintaining the car as well or better than 

if you bought it.   

 You negotiated your lease deal, just as you would a 

purchase deal.  

 You have gap insurance to cover the difference 

between the car’s value and what is owed on it, in the 

event the car is stolen or wrecked.   

 You won’t have to change cars during the lease period 

(i.e. – Sports cars and newborn babies don’t mix.) 
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No Insurance Surprises, Please 

 

     For most people, the second largest cost of a car, after 

the monthly payment, is the insurance premium. For 

some, it can even exceed the monthly payment. For 

those unfortunate few, the cost of insurance on the 

chosen car probably came as a severe shock. An 

unexpectedly high insurance premium may force you 

into selling the car because you can’t afford both the 

monthly payment and the insurance premium. That can 

present a real problem if you are driving a leased 

vehicle, as you are contractually obligated to make the 

monthly payments for the entire lease period.   

     It is important to shop for car insurance in concert 

with shopping for the car itself. If you shop for insurance 

after you’ve purchased the car, you may be able to do no 

better than choose the best of a bad situation. When 

establishing your new car budget, you need to know the 

numbers for the two biggest components before you sign 

anything.   

     While you are online researching cars, you can do the 

same thing for insurance. Web sites like insurance.com 

can give you quotes from several different companies. 

You have the ability not only to compare the premiums 

for different companies, but also compare the premiums 

for different makes and models of cars.   

     For older drivers with clean records, the make and 

model of vehicle will have less of an effect on the 

insurance premium than it will for a young driver, 

especially if that young driver has any driving record. 

     Age and driving record are major factors in 

determining rates. The type of car plays a big part, too. 

A 21-year-old male can expect to pay about 40% more 

for insurance on a fast Ford Mustang GT, compared to a 
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tame Honda Civic EX. The car alone is responsible for 

that 40% jump.   

     Often, the cheaper car to purchase is not the cheaper 

car to own, when other costs, especially insurance are 

factored in. By learning beforehand the cost of insuring a 

car, you may find the car that was the more expensive 

becomes cheaper when all the costs are calculated. More 

important, doing your homework on the insurance costs 

will keep from ending up in a position where you have to 

sell the car of your dreams because the only way you can 

afford to keep it is to move into it.   
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MONEY MORONS: 

THE NEXT GENERATION 
 

News Item: 

     In a 50-question survey on financial literacy 

administered to over 4,000 high school seniors 

throughout the country, the average correct score on the 

survey was 50.2%, a grade of F.   

 

News Item: 

     A college student in the U.S. has an average of four 

credit cards, and an average balance on those cards 

totaling over $3,000. One in five students has a balance 

exceeding $7,000, which is on top of an average student 

loan balance of $23,600. 

 

Recipe for Disaster 

 

     When you compare our level of knowledge on a 

subject to the importance of that subject in our lives, no 

subject has a worse imbalance than personal financial 

management. In an economic system like ours, the 

importance of financial competence is immeasurable. 

Yet, our mastery of what we need to know about 

personal financial management is abysmal. 

     For young people today, this imbalance of knowledge 

to importance is even more dangerous. Adults may be 

ignorant on the subject, but young people are both 

ignorant and naïve. The problem has become dangerous 

because young people, especially college students, have 

unprecedented access to credit now. Part of the freshman 

orientation ritual now includes numerous applications 
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for pre-approved credit cards and private student loans 

that have high limits and low requirements. 

     One of the ironies of credit-to-kids is that it is easier 

for an unemployed college senior to get a credit card 

than it is for that same person to get a credit card one 

year later, when they have graduated and are gainfully 

employed.  

     The credit card companies recognize is that the 

college student is likely still under the protective 

umbrella of the parents. If the college student gets 

jammed up with credit card debt, the credit card 

company knows with a reasonable degree of certainty 

that the parents will bail out their child to keep his/her 

credit history from being ruined before it ever even gets 

started.   

     Once the child has graduated, creditors are not likely 

to extend new credit because they cannot assume that the 

protective umbrella of the parents is still there. Creditors 

assume that upon graduation the parents feel it’s time 

their child learns the ways of the world, which includes 

learning the consequences of poor financial 

management. 

     Children today are marketed to in ways that were 

unimaginable just a generation ago. The combination of 

marketing saturation bombing, no financial education, 

easy credit and a still-developing brain is a toxic mix, a 

recipe for disaster. For today’s generation of young 

people, if they aren’t able to get these forces under 

control, and themselves as well, it won’t matter how well 

they do in school, how great a job they get or how much 

money they make. Whatever it is, it won’t be enough.  
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Ten is the New Twenty  

 

     It’s hard to know what age you are any more. Sixty is 

the new forty.  Fifty is the new thirty. Pop phrases like 

these imply that we are not aging as fast as we used to. 

Since life expectancies have increased markedly over the 

last century, there is some truth to such statements. Yet, 

as we are growing old more slowly, we are at the same 

time growing up too quickly.   

     The average ten-year-old today has memorized 300 to 

400 brands. This trend means that for typical ten-year-

olds, five to ten percent of their vocabulary is composed 

of brand names. The average 8-13 year old spends 3½ 

hours a day watching TV. Over a one-year period, they 

will watch some 40,000 commercials. Add in advertising 

from the internet, radio, billboards, product placement in 

movies and TV, magazines, etc., and it’s no wonder they 

are so brand-conscious and so primed to spend money. 

     Although the word was coined in the 1940’s by jazz 

musicians, Cool has a meaning that carries across 

generations. The importance of being cool is no less 

relevant to today’s youth than it was to their grandfathers 

doing their best James Dean impersonation. Everyone 

wants to be cool, especially the young and insecure.   

     Everyone can’t be cool. Part of being cool is being 

different from the herd. Cool requires a certain social 

exclusivity. One of the easiest ways to create that 

exclusivity is to price the majority out of the market. To 

that extent, being cool tends to be expensive. Cool is 

also a moving target. Once something is deemed cool, 

the masses will flock to it, cheap knock-offs will appear, 

and something new must be declared cool. Young people 

develop many of their spending habits in the pursuit of 
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cool. It is expensive, it is frustrating, and it is the pattern 

far too many continue for decades into adulthood.   

     One of the most effective ways to be cool is to appear 

older than you are. Marketers are keenly aware of this. 

Products designed for older kids are marketed to 

younger and younger groups, a trend known as age 

compression. What was originally intended for 16-year-

olds gets touted to 13-year-olds, then 11-year-olds. They 

want to appear older than they are, in order to be cool. 

     Young people today are more concerned about image, 

status and being cool than any previous generation. They 

also become concerned about it at a much younger age. 

Adolescence used to be the beginning of such concerns; 

now it starts as soon as the kids begin elementary school.   

     Young people are exposed to over 100,000 marketing 

messages a year. A great many of these messages to 

youth equate their worth as a human being with the 

products they buy. These messages are also being 

received by youth at a time in their lives when they are 

full of self-doubts and have a very fragile self-esteem.   

     Young people are told through marketing messages 

that an expensive product makes them more exclusive; 

makes them cool; makes them better than those who do 

not buy this product. Early adaptors buy the latest 

expensive status symbol as an offensive weapon, to 

separate themselves from the herd. The herd ends up 

buying the product as a defensive weapon. They don’t 

dare be the last one on the block without it.   

     The average teenager today will earn over $5 million 

over his/her working life. Today’s teens will also need to 

accumulate $3-4 million during that working life before 

they can retire. Based on what most of them have 

learned about money in their youth, and more 

importantly, what they haven’t learned, they will waste a 
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large portion of that $5 million and will never come 

close to ever retiring. 

 

Learning About Compounds, Not Compound Interest 

 

     We send our kids to school for a dozen years or more 

so they can get good jobs and make good money. But 

money is the one subject we don’t teach them in school.  

     A lot of time is spent studying nice-to-know subjects, 

and not enough spent on need-to-know subjects, like 

financial management.  

     There are two basic reasons why we do not offer 

comprehensive financial education in our public schools. 

The first reason is a practical one – there isn’t a free 

minute on the schedule. There are so many required 

subjects already and there are so many mandates to be 

met that adding anything to the curriculum seems 

impossible. Colleges do not require any financial 

education as a prerequisite for admission. Also, most 

public school curricula are based on a college 

preparatory model. As long as State U. is more interested 

in foreign languages than financial management, that is 

where the public schools will focus their attention. 

     Public schools today are swamped with standardized 

testing. Regardless of who mandates it, the average 

public school student spends at least thirty days per 

school year preparing for and taking standardized tests, 

which is one school day out of six. Incidentally, no test 

sections deal with financial topics, except as a tangent to 

a math or social studies question. 

     Time to teach financial management in public schools 

could be made, if it became a priority. The subjects that 

currently fill the curriculum enjoy incumbent status, and 
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schools are slower than most institutions when it comes 

to embracing serious change.      

     The other basic reason why financial education isn’t 

part of the curriculum is more subtle. It has to do with 

misperceptions about money. The biggest misperception 

is that studying money elevates money’s status. By 

making a subject part of the curriculum, we are saying 

that subject is important.   

     Educators are not generally materialistic. Teaching 

young people about money can make educators feel like 

they are endorsing materialism. The importance of 

money in our lives is why it should be taught in schools.   

     When you study a subject, you demystify it, and you 

gain a better perspective on that subject. Studying money 

and finance is the first step in realizing that money is not 

the center of our personal universe. Immersing our 

children in a comprehensive understanding of money is 

the only way to teach them about money’s limitations, 

about all the things that money can’t buy. It’s the only 

antidote to the thousand daily messages they receive 

urging them to spend, to be ever more materialistic. 

 

Why Not the Parents? 

 

     One of the biggest trends in public schools over the 

last three decades is the transferring of responsibilities 

from the parents to the schools with regard to students’ 

welfare and instruction. This trend is not what the 

schools want. They already have too many 

responsibilities with regard to students. The schools are 

constantly pressured from two sides; by administration 

that demands improving numbers (test scores, 

attendance, graduation rates, etc.) and by parents who, 
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intentionally or not keep shifting many parental 

responsibilities on to the schools. 

     The best teacher for a child is that child’s parents. 

Good parents can offset bad teachers more than good 

teachers can offset bad parents. The best way for young 

people to learn about financial management is from their 

parents, in the home. The home also provides the best 

real-life example of how financial management works, 

its benefits and its consequences when mishandled. A 

child has a vested interest in the family’s financial 

affairs. Nothing generates commitment like an equity 

stake in the outcome.          

     The ugly truth is most parents would be embarrassed 

to have their child learn how the family’s finances are 

being handled. The family’s finances would demonstrate 

that the parents know little more about financial 

management than their kids do. No parent would choose 

to be put in such an awkward position.   

     The news item at the beginning of this chapter cited a 

financial literacy survey where students scored 50.2%. 

The parents of those students were also surveyed with 

the same questions. The parents’ average score was 

57%. In light of that piece of information, the students’ 

low scores are understandable. The acorn doesn’t fall far 

from the tree.   

     How could they be expected to score much higher 

than what they did? They had no formal training in 

financial management. Their own parents probably never 

discussed family finances with them. The only advice 

they probably ever received was along the lines of “Save 

your money for a rainy day”, which is meaningless when 

you’re a teenager. 

     Parents know how important it is for their children to 

receive a basic financial education. They also know their 
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own limitations in this area. It is natural that parents 

would welcome the schools instructing their children in 

this area. Parents may also be uncomfortable about the 

prospect of their son or daughter becoming more 

financially astute than they are. It’s one thing if your 

child knows more about chemistry than you do. It’s quite 

another when they begin to question your abilities in a 

key area like finances.  

 

A 2% Solution  

 

     By the time students graduate from high school, they 

have been attending school for thirteen years. By 

graduation day, the student has had approximately 150 

semester-length classes. If their curriculum were revised 

to include three one-semester financial education classes, 

in 8
th
, 10

th
 and 12

th
 grades, these classes would consume 

only 2% of the total time the student spends in the 

classroom.   

     The average student currently spends over 15% of 

their total class time preparing for and taking 

standardized tests. Such tests teach nothing and mostly 

measure a student’s ability to regurgitate data on 

command. The time required for financial education 

classes could easily come from this time block, without 

compromising the school’s ability to measure students’ 

progress.   

     As students move into higher grades, their elective 

classes increase. Most schools require a minimum 

number of credits in math, science, language arts and 

social studies. But, through middle and high school, 

students typically have 25% or more of their schedule 

made up of non-required classes. No elective subject 

area that is more important to a child’s future than 
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learning about managing the $5 million they will make 

or the six million minutes they will spend making it. 

     The curriculum in grades K-12 should be based on 

subjects the students will have to know with a minimum 

competency level as soon as they graduate, and where 

the minimum competency level is unlikely to be reached 

without formal classroom training. By these criteria, 

financial management classes rank just behind reading 

and math in importance. 

     On the following pages are my suggested curricula 

for the one-semester financial management classes for 

8
th
, 10

th
 and 12

th
 grades: 

 

Eighth-Grade Financial Management Curriculum 

 

 The Importance of Financial Management in Our 

Lives 

Explanation of why the students are taking this 

class, how it can help them in their future and the 

consequences if they enter adulthood without this 

base of knowledge.   

 Money – Its History, and its Purpose in Our Lives 

Today 

Money has an interesting history, not just in how it 

developed, but why it developed. Money is one of 

the most important influences in our lives, even as 

it evolves from the tangible to the digital. 

 Understanding What Money Cannot Do 

Early in their financial education, students need to 

develop a respect for money’s power, but must 

also recognize its limitations. In this 

developmental stage, they need to know what 

money cannot do for them, so they can accept 

what they must do for themselves. 
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 Marketing in America 

Because they are the targets of some 100,000 

marketing messages every year, students need to 

know how to handle such non-stop bombardment. 

Far too many of these messages encourage 

behavior detrimental to the student’s long-term 

psychological and financial well-being. They need 

to learn how to respond to these messages. 

 Share / Save / Spend 

The cornerstone to a healthy relationship with 

money is recognizing the importance of using 

material wealth to help those in need, as well as 

the importance of taking care of yourself in the 

future by saving for that future. Learning to do 

these things, in the right order and in the right 

proportion is a cornerstone of financial 

management. 

 How Wealth is Created 

Students will learn that wealth is not finite and that 

their wealth does not come at someone else’s 

expense. They will also learn that wealth is the 

product of work, delayed gratification and taking a 

few calculated risks along the way.  

 Becoming a Smarter Consumer 

This topic is broad, and can cover topics ranging 

from how to understand a contract, how to 

compare products and alternatives and how to use 

negotiation techniques to get a better deal. The 

goal of this topic is to teach students how to get 

more for less or at least to enable them get what 

they are paying for. 
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Tenth-Grade Financial Management Curriculum 

 

 Review of Eighth Grade Curriculum 

Because of the two-year interval between financial 

management classes, it is important to have a 

refresher at the beginning of tenth grade to remind 

students of what they have already studied and 

why.   

 Getting a Job & Making a Career 

Since work will be the primary source of income 

for almost everyone, students need to learn what 

they must give on the job to get the most from the 

job. What they learn about jobs can be for the 

present; what they learn about careers is for their 

future. 

 Car Ownership 

The first major purchase for these students is 

probably a car, and young people especially are 

likely to make expensive mistakes in their choice 

of car and how to pay for it.    

 Understanding the Pitfalls of Debt 

Since many students will begin accumulating debt 

while still in high school, they need to learn now 

how it can harm them and how to avoid it. These 

lessons can also encourage students to work and 

save for college, rather than assuming they will 

borrow their way through it. 

 Saving and Investing 

While work provides the raw material for wealth 

creation, saving and investing is where money is 

converted into wealth. Students will learn how to 

save for the short-term and invest for the long-

term. They will also learn about stocks, bonds, 

mutual funds and the other investment vehicles, 
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these instruments that will generate much of their 

wealth during their lives.   

 Stewardship 

We enter the world with nothing; we take nothing 

when we leave. Just as we teach students about 

being good stewards of the earth, we must also 

teach them to be good stewards of mankind’s 

creations. Businesses rise and fall, as do family 

fortunes. Whether they rise or fall depends on the 

quality of stewardship more than anything else. 

 

 

Twelfth-Grade Financial Management Curriculum 

 

 Review of Eighth and Tenth Grade Curriculum 

Before students can be educated on new topics, it 

is important to remind them of what they have 

already learned. It reinforces the base and makes 

learning new topics easier.   

 Personal Financial Statements 

Students will learn how to prepare a household 

budget, the items that make up a budget and how 

to reconcile budget and reality. They will also 

learn how to prepare personal income statements 

and balance sheets, so they can measure where 

they are and their progress financially. 

 Home Ownership 

Most students aspire to own their own home one 

day, and it will be the largest investment many of 

them will make. Learning to buy the right home 

and finance it in the right way will enable them to 

live better and have more money to reach other 

financial goals. 

 Risk Management/Insurance 
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It is important for students to understand that there 

is an offense and a defense in the world of 

financial management. They need to learn the 

defensive tools, their purposes and their costs. 

Learning the cost of auto insurance alone should 

have immediate benefits by changing some 

behaviors for the better. 

 Retirement 

Seventeen-year olds have a hard time imagining 

themselves as old and retired. They need to learn 

that such a time will come. These students need to 

know that they must take care of themselves when 

they are old and that they can only do so if they 

begin learning now what must be done. 

 In Summary 

The class will tie all the lessons learned in the 

three grades into a comprehensive view of 

financial management, and will empower the 

students to begin adulthood with the information 

they need to make the right decisions about money 

for the rest of their lives.   

      

 

Time to Get Rolling 

 

     Imagine how much better your financial position 

would be today if you had had the opportunity to study a 

curriculum like this one when you were in high school. 

Imagine how much better off today’s students will be if 

they can begin their working/earning/spending/saving 

lives armed with this kind of knowledge. 

     Like most worthwhile change, this one will have to 

be from the bottom up, rather than from the top down. 

No congressman or school superintendent is likely to 
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initiate any action. That action will be up to us. At the 

end of this chapter are two draft letters; one to send to 

your local school superintendent and one that can go to a 

congressman, senator or high state education official. 

Feel free to copy verbatim or slice and dice them as you 

feel appropriate to say what you want on the subject.   

     Only when politicians and education administrators 

recognize that we recognize the necessity of formal 

financial management in schools will something be done 

to implement such programs.  

     We all have an interest in a financially astute and 

fiscally responsible population. Taxes can be lower. 

Productivity can be higher. Debt can be lower. Savings 

and investing can be higher. Stress can be lower. 

Bankruptcy can be lower. Financial independence and 

security can be higher. As a result of all of the above, 

personal security and happiness can be higher. Can any 

other school subject offer all these benefits?        

 

 

Sample Letter to elected official follows: 

 

Dear :  

 

     I read with interest a book called Money Morons, and 

a chapter called Money Morons – The Next Generation 

really caught my attention. It talks about the dangers our 

young people face because of their financial ignorance, 

and how these dangers could be addressed with three 

one-semester classes in 8
th
, 10

th
 and 12

th
 grades. The 

chapter even included a proposed curriculum for each 

year. 

     I know that the local school curriculum is largely 

controlled at the state and federal level. This situation is 
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due to the requirements of accountability, which results 

in standardized testing consuming 15% of the school 

year. The financial management curriculum would 

consume 2% of a student’s class time from K-12. It 

would seem a far better investment to shift some of that 

time, energy and money from testing to financial 

education.   

     Our students go to school in large part to get good 

jobs and make good money. Shouldn’t we also be 

teaching them how to manage that money as well? 

Shouldn’t we be teaching them how to become better 

stewards and managers, which will make them more 

productive citizens? Won’t more productive citizens 

earn more and therefore be capable of paying more taxes 

while still keeping more for themselves? It seems like a 

classic win-win situation for everyone. 

     I encourage you to work to make financial education 

a part of every child’s public school education. The 

young citizens who benefit will make our nation even 

stronger in the future.  

 

Sample letter to a school superintendent follows:  

 

Dear : 

 

     I know you spend a lot of time between a rock and a 

hard place – state and federal officials demanding 

accountability on one side and parents and students on 

the other side demanding most everything else. I know 

you have a tough job and I thank you for your efforts to 

give our children a quality education.   

     I read with interest a book called Money Morons, and 

a chapter called Money Morons – The Next Generation 

really caught my attention. It talks about the dangers our 
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young people face because of their financial ignorance 

and how these dangers could be addressed with three 

one-semester classes in 8
th
, 10

th
 and 12

th
 grades. The 

chapter even included a proposed curriculum for each 

year. 

     I understand many of the limitations you face when 

adding anything new to the school curriculum. I know 

you face battles with state and federal officials, which is 

why I have also written to my congressman (woman), 

my U.S. senators, and the state school board 

(superintendent) expressing my support for financial 

education in schools and asking for their support as well. 

     I know you face resistance from inside the schools, 

because it may seem to them to be one more burden to 

bear. But our children go to school in large part to get 

good jobs and make good money. Shouldn’t we also be 

teaching them how to manage that money as well? A 

comprehensive financial management curriculum would 

require 2% of a student’s total time from K-12, which 

seems a small investment for the dividends it would pay.   

     Please know that you have my full support in your 

attempts to move this curriculum forward. I know it will 

take time and effort, but any worthwhile change always 

does. Thank you for your support of our children.  
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YOU AT 82 
 

A Longer Life – Blessing and Burden 

 

     We have been given the gift of an extra generation. In 

1900 a newborn American had a life expectancy of 47.3 

years. By 1950, a newborn American had a life 

expectancy of 68.2 years. By 2000, that number was up 

to 77.0 years. In the elapsed time of four generations, we 

have made the average lifespan more than a generation 

longer.        

     If you were born a century ago, your lifespan was 

almost 40% shorter than it is today. Childhood diseases 

and injuries were your biggest obstacles. If you made it 

to adulthood, your prospects for a long life got better. In 

1900, just three infectious diseases accounted for half of 

all deaths. Those three diseases were tuberculosis, 

pneumonia and diarrhea, which rarely kill today.     

     Childhood back then was abbreviated because life 

spans were shorter and children were a financial liability. 

Families were larger then. The sooner a child went from 

financial liability to financial asset, the better. If you 

were a male, you would likely be working full-time by 

age 16. If you were female, you were likely to be 

married by that same age. A shorter lifespan meant a 

compressed lifespan. Adulthood and its responsibilities 

arrived a lot earlier than they do now. 

     Up until about sixty years ago, your children were 

your security in your old age. People had more children 

then for several reasons. Infant mortality might claim 

some, and some might never become productive citizens. 

The law of large numbers says that the more children 
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you have, the more likely at least one of them will be in 

a position to care for you in your old age. 

     A century ago, retirement was an unknown concept. 

You tended to work until you were no longer able. 

However, with 60-hour workweeks and dangerous 

working conditions, work-related death or disability was 

a serious prospect. Few people were in a position to save 

much toward a retirement fund. Also, the idea of not 

working while you were still capable of doing so ran 

counter to the Protestant work ethic pervading at the 

time. 

     In 1900, as today, the first quarter of your life was 

childhood. Childhood was shorter as well as harder back 

then. In 1900, childhood was over by age 15, evidenced 

by the fact that 90% of children did not go to high 

school. Today, childhood often extends into our 

twenties, as college delays true adulthood for an ever-

increasing percentage of the population.   

     In 1900, as today, a person could expect to spend 

about 40 years in the workforce. Back then though, the 

average workweek was 60 hours, there were no benefits 

packages and by the time you were in your mid-fifties, 

you were used up. If you stopped working, it wasn’t 

usually by your choice or on your terms. 

     Those extra years of life we’ve gained in the last 

century are mostly being spent as retirees. They are 

being spent at the time in our lives when our expenses 

are at their highest (due to inflation), we don’t have 

others to support us (as in our childhood), and we are 

generating no income.   

     In 1935, when The Social Security Act was made into 

law, the selected retirement age was set at 65, in part 

because only half of the nation’s workers lived that long. 

Those workers who made it to age 65 collected Social 
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Security for only five years on average before they died. 

They basically worked ten years for each year spent in 

retirement.   

     Today, college graduates start work around age 22. 

Their goal typically is to retire at age 62, currently the 

earliest age to collect social security retirement benefits. 

A 62-year-old today can expect to live 23 more years, on 

average. Forty years from now, when that 22-year-old is 

62, he/she can expect about 30 more years of life. 

     Understand what this data means. On the day these 

graduates begin full-time work, they have 70 years of 

life left. They plan to only work the first 40 years, and 

then live off their accumulated savings for the last 30 

years. What a huge change from two or three generations 

ago when people worked 50 years with the hope they 

could retire for the last 5 years. The ratio of work to 

retirement has gone from 50:5 to 40:30.     

 

The Burden Has Shifted 

 

     My parents had one advantage in their old age that 

most of the readers of this book will not enjoy. They had 

a pension. My parents get a monthly pension check that 

continues until both my parents pass away. It also has 

annual cost of living adjustments that help to keep them 

somewhat even with inflation. 

     My father’s employer provided what is technically 

known as a defined benefit retirement plan. A defined 

benefit plan usually means the retiree receives a monthly 

check – a pension. The benefits to the retiree are defined; 

the cost to the employer is not.  

     Employers are not fond of this type of plan. Not 

surprisingly, employees rather like it. Employers don’t 

like it because while the benefits are defined, the cost is 
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not. The employer is obligated to provide the stated 

benefits, regardless of the cost. Employees like it 

because they know exactly what they will receive in 

retirement, and they can’t outlive their benefit.   

     While you might think an employer could accurately 

calculate the cost of a defined benefit plan and plan 

accordingly, the two factors most affecting the cost of 

such a plan are beyond an employer’s control.   

     The first factor is the cost of living increase, which is 

based on the inflation rate. No one can know from one 

year to the next what inflation will be like that year. An 

employer can cap the annual cost of living increases at a 

fixed percentage, but that’s only a partial solution and 

can adversely affect the retiree.   

     The other factor is the life expectancy of the retiree. 

Constant advances in medicine keep increasing our life 

expectancy. Calculations based on current data and 

technology can be rendered obsolete in a few years by 

unexpected breakthroughs.   

     For example, an employer estimates a new retiree 

will live 15 more years and the cost of living increase 

will average 3% per year. The reality is that the retiree 

lives 17 more years and the cost of  living increase 

averages 4% per year. That retiree will cost the employer 

27% more in benefits than was anticipated. Small 

differences between estimates and reality lead to big 

differences in the cost for an employer, which is why 

employers don’t like defined benefit plans and why 

they’re becoming extinct. 

     The only place that the defined benefit plan is likely 

to remain in place for much longer is in the public 

sector, which includes most government jobs, teachers, 

anyone whose wage is paid by tax revenues. There are a 

couple of reasons for this continuation. A defined benefit 
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retirement plan is seen as a way of attracting and 

retaining quality employees in jobs that may not have a 

competitive salary to the private sector. In public sector 

jobs, generous retirement benefits are less prone to 

public disapproval than are high salaries. Also, stewards 

in the public sector are answerable to taxpayers, as 

opposed to their counterparts in the private sector, who 

are answerable to stockholders. Stockholders are more 

cohesive, scrutinizing and bottom-line oriented than 

taxpayers. 

     In most corporations, the defined benefit retirement 

plan has been replaced by the defined contribution 

retirement plan. The defined contribution plan eliminates 

the cost uncertainties for employers, which is why they 

love it. The employer defines the contribution they will 

make each year to an employee’s retirement account, 

rather than defining the benefit the employee will receive 

at retirement.  

     The contribution an employer makes can be based on 

any number of formulas. The contribution calculation 

typically involves a percentage of the employee’s salary, 

and/or a contribution based on the company’s 

profitability that year. The latter is commonly known as 

a profit-sharing plan. 

     It is important to know how this change in retirement 

funding affects you. First, and most importantly, you 

must understand that the safety net of a guaranteed 

income at retirement is gone. The employer meets its 

obligation to your retirement funding during your 

employment, not during your retirement.   
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Analysis Risks Paralysis 

 

     Calculating what it takes for someone to retire 

comfortably can be frustrating and depressing. It’s 

actually easy to run the numbers. What the numbers say 

can lead to frustration and depression.   

     Frustration stems from the disconnect most people 

have between the retirement they envision and what it 

will actually take to get there. It’s important to make 

people aware of the need to save for retirement, and to 

give them guidance as to what exactly it will take. 

However, there is a very real risk that the numbers will 

shock and depress the person to the point that he/she will 

go into complete denial and do nothing to prepare for 

retirement. 

     Almost without exception, every calculation for any 

person of any age in any situation indicates that person 

should be saving at least 10% of their income for 

retirement. Even a brand new college graduate, with 

forty-five years of work ahead of him/her, should be 

saving 10% of every paycheck in order to retire properly 

around sixty-seven.   

     Before you start thinking of reasons why you can’t 

save 10%, take a different perspective. If your employer 

told you tomorrow that, in order to stay in business, 

every employee had to take a 10% pay cut, what would 

you do? Unless you knew you could immediately get 

another job at your old salary, you would accept the 10% 

pay cut and make the necessary adjustments in spending.  

     If you could make those changes when they are 

externally imposed, couldn’t you also make them when 

they are internally imposed and when the sole 

beneficiary of those changes is you?  
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Self-Preservation is not Selfish 

 

    We’ve all heard the advice of “Pay Yourself First.” 

That advice is simple, yet profound.  It could also be 

rephrased to “Take Care of Yourself First.”, which may 

initially seem like a selfish perspective. It is anything 

but. 

     We all know the parable of the Good Samaritan. 

When you read the parable (Luke 10:25-37), there’s 

something interesting we tend to overlook. The 

Samaritan takes the injured man to an inn, pays for his 

lodging and care, tells the innkeeper he will make a final 

settlement upon his return and then continues on his 

journey.   

     The Good Samaritan offers help, but he does not 

make a sacrifice that impedes his ability to help in the 

future. The Good Samaritan probably had business he 

needed to attend to, and he knew that changing his plans 

would affect that business, hence his ability to make a 

final settlement with the innkeeper or to help others in 

the future who might need it.   

     When you take care of yourself first by paying 

yourself first, you accomplish two things. You enable 

yourself to remain independent and not be a burden to 

others, and you maintain your ability to help others on a 

long-term basis.   

     It is important to understand this concept in the 

context of planning for your old age. There are many 

reasons why so many people enter retirement unprepared 

financially. One of the biggest reasons people are 

unprepared is that they have sacrificed their own 

preparedness by well-intentioned, but misguided, 

financial support to loved ones. 
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     In the best-selling book, The Millionaire Next Door, 

one of the six chapters that tell how millionaires become 

millionaires is titled Economic Outpatient Care. The 

chapter deals with providing financial support to others, 

primarily adult children.  Here are some of its key 

points: 

 Adult children who receive financial support have less 

wealth than those children who receive no support. 

 Adult children who receive financial support are less 

productive. 

 Adult children who receive financial support have 

higher levels of consumption and lower levels of 

saving and investing.  

 Adult children who receive financial support have 

more debt. 

 Teaching your children to live on their own is the best 

gift you can give them.   

 

     One of the messages of this chapter of The 

Millionaire Next Door is that if you think that helping 

your children now will enable them to help you in the 

future, you are mistaken. Your Economic Outpatient 

Care may weaken your own financial situation to the 

point where you will have to rely on others for support in 

your old age. Just as important, those to whom you have 

provided the Economic Outpatient Care will be less 

capable of helping you financially than if they had had 

no help from you in the first place.   

     Once your children reach adulthood, it is necessary 

that they become financially self-sufficient. The only 

exception should be the adult child who is unable to be 

financially productive because of a disability. Even if 

you are a millionaire, you aren’t doing a capable adult 

child any favors by providing financial subsidies.  
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     Even before your children reach adulthood, it is 

important to make them understand you are not a 

bottomless financial well. Whatever financial support 

you provide for your children’s higher education must 

come after you have made the necessary periodic 

contribution to your retirement account. There is really 

no other alternative to funding your retirement than for 

you to do it yourself. There are alternatives to funding 

your child’s education than for you to do it yourself.   

     Taking large student loans should be avoided if at all 

possible. Yet, it is better to graduate with a large student 

loan than to have your parents reach old age with little or 

nothing saved. 

     A college degree does not have to be a financial back-

breaker. A year of tuition, books and fees at most state 

universities averages about $8,000.  A student working a 

minimum-wage job 20 hours a week will earn enough to 

cover these expenses. A college degree is attainable 

without sacrificing your retirement fund and without 

being deep in debt upon graduation.  

     If you’re worried about how work will affect your 

child’s grades, numerous studies over the decades have 

shown that students with part-time jobs have higher 

GPAs than students who don’t work. In addition to being 

more organized and disciplined, these students also have 

a vested interest in their success.   

     In many cultures, paying fully for a child’s education 

is considered a primary parental responsibility. These 

same cultures also place great emphasis on caring for 

elderly parents. In many of these cultures, it is expected 

that elderly parents live with and are supported by their 

children. These cultures emphasize reciprocity – parents 

take care of the children now; the children take care of 

the parents later. Unfortunately, these are not the cultural 
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norms of broader America today. A culture of 

individuality and mobility has weakened the parent-child 

bond, leaving more and more elderly Americans to fend 

for themselves. This is the reality, and it’s important that 

we not be in denial about it.   

 

Having What It Takes 

 

     If you look at the FAQ’s below straight from the 

Social Security web site (www.socialsecurity.gov) it 

should be clear that prudent people should not be relying 

on Social Security for much of their retirement income. 

Prudent planning for retirement should assume that 

Social Security will provide no more than 20% of your 

retirement income. 
      
Q. I'm 35 years old in 2007.  If nothing is done to change Social 

Security, what can I expect to receive in retirement benefits from 

the program? 
 

A. Unless changes are made, at age 69 in 2041 your scheduled benefits 

could be reduced by 22 percent and could continue to be reduced every year 

thereafter from presently scheduled levels.  
 

Q. I'm 26 years old in 2007.  If nothing is done to change Social 

Security, what can I expect to receive in retirement benefits from 

the program? 
 

A. Unless changes are made, when you reach age 60 in 2041, benefits for all 

retirees could be cut by 22 percent and could continue to be reduced every 

year thereafter. If you lived to be 101 years old in 2082 (which will be more 

common by then), your scheduled benefits could be reduced by 25 percent 

from today's scheduled levels. 

 

Q. I hear that Social Security has a big financial problem? Why? 
 

A. Social Security's financing problems are long term and will not affect 

today's retirees and near-retirees for many years, but they are very large 

http://www.socialsecurity.gov/
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and serious. People are living longer, the first baby boomers are nearing 

retirement, and the birth rate is lower than in the past. The result is that the 

worker-to-beneficiary ratio has fallen from 16.5-to-1 in 1950 to 3.3-to-1 

today. Within 40 years it will be 2-to-1. At this ratio there will not be enough 

workers to pay scheduled benefits at current tax rates. 
 

Q. Should I count on Social Security for all my retirement 

income? 
 

A. No. Social Security was never meant to be the sole source of income in 

retirement.  It is often said that a comfortable retirement is based on a 

"three-legged stool" of Social Security, pensions and savings. American 

workers should be saving for their retirement on a personal basis and 

through employer-sponsored or other retirement plans. 
 

     Historically, people have been told that they would 

need approximately 75% of their pre-retirement income 

in retirement to continue the same standard of living. 

Obviously, that is a very generic number, and an 

individual’s requirements could vary widely from that 

estimate. The ability to maintain a standard of living 

with a 25% income reduction is predicated on several 

assumptions. 

     First, there is an assumption that one’s mortgage gets 

paid off prior to retirement. If that can be accomplished, 

it’s probably easy to maintain your standard of living 

despite an income reduction of 25%. For many if not 

most families, the mortgage eats up 25% or more of net 

income. However, since people move more frequently 

than ever before and since real estate appreciation over 

the last two or three decades has prompted many people 

to pull equity out of their homes, a smaller percentage of 

the population is likely to be in a position to enter 

retirement with no mortgage. Of course, downsizing the 

home at retirement may enable you to avoid having a 
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mortgage, but downsizing also implies a reduction in 

your standard of living.   

     Second, it is assumed that there will be employment-

related expenses that will cease at retirement. The cost of 

commuting to work and the cost of maintaining a 

business wardrobe will stop, but these won’t amount to 

25% of anyone’s income. You may drive your car less, 

which will enable you to lower the annual cost of 

transportation. However, the expense of transportation 

won’t go away; it may actually change very little in 

retirement.   

     Once you reach age 65, you can get covered under 

Medicare, which would allow for a reduction in health 

insurance premiums. Although, if you retire before age 

65, you will need to maintain private health insurance 

until Medicare eligibility kicks in. There is no guarantee 

that the eligibility age for Medicare won’t rise in the 

future.  

     Considering the gloomy predictions about the 

system’s financial stability in the future, we are likely to 

see some sort of increase in the eligibility age for both 

Social Security and Medicare in the years to come. Also, 

medical expenses, including health insurance premiums 

are increasing faster than the rate of inflation. Even if 

you begin retirement on Medicare and see an initial 

reduction in your health insurance premiums, that 

reduction may not be there for long. Within a very few 

years, you could be paying more for health insurance 

premiums in retirement than you were prior to 

retirement.   

     Unless you are within five years of retirement, it can 

be difficult to accurately predict the amount of your 

expenses in retirement. You may be able to recognize 

which expenses will disappear at retirement and which 



 

MONEY MORONS 

241 

ones will remain. The expenses in your last year of work 

may carry over fairly intact into the early years of 

retirement.   

     Since people like to pursue new activities in 

retirement that they were unable to pursue while 

working full-time, new expenses may show up in 

retirement, especially in the early years when you are 

still active and in good health. The most common item in 

this category is an increase in travel expenses. 

International travel, cruises and extended vacations are 

on most retirees’ to-do list, and these items aren’t cheap.     

     For most retirees in the future, most of their 

retirement income will be coming from qualified 

retirement accounts (401ks, IRAs, SEPs, company 

pensions, etc.) Any money received from these sources 

is taxed as regular income. 

     Calculating the necessary size of your retirement fund 

when you begin retirement requires you to consider the 

following: 

 The level of income you will need in retirement 

compared to your income just before retirement (75-

90% is the probable ratio).  

 What your income will likely be in those last few 

years of work. (If your income grows 3.5-4% per year, 

it will double in 20 years.) 

 How long you will be retired. (The earlier you retire, 

the longer the retirement.) 

 

     Twenty times. When asked how much money 

someone needs to save for retirement, a standard answer 

is twenty times the required income in the first year of 

retirement. The second part of the standard answer is 

that you will draw 5% of the value of the investments as 

income in the first year of retirement.      
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     If you are 40 years old now and you make $50,000 

per year, if you want to retire at age 65, and if you 

anticipate 4% annual raises between now and retirement, 

then you will be making $128,000 the last year you are 

working. If you need 85% of this income in retirement, 

then you will need a retirement income of $109,000. If 

your retirement fund needs to be twenty times $109,000, 

then you will need a retirement fund of $2,180,000.   

     There are a lot of “If’s” in the preceding paragraph. 

That is an important point. If/Then equations are the 

cornerstone to retirement planning. If the “If” part of the 

equation creates an impossible “Then”, you need to 

change the “If” part of the equation.   

     Don’t feel bad if you realize you are not going to be 

able to achieve your idealized retirement. For a great 

many people, an idealized retirement means retiring in 

their mid-50’s with an income equal to or greater than 

the income they had while working. To achieve that 

goal, a person would have to save over 20% of their 

income beginning with their first paycheck. That money 

would have to earn a 10% return every year until they 

died at age 90. The level of foresight and self-denial 

required to meet an idealized retirement goal is beyond 

most of us. Instead, we need to tweak both ends of the 

equation, the “If” and the “Then” and find where they 

can meet.   

     The worst thing you can do is to do nothing. Today 

may be the first time you’ve given serious thought to 

exactly how expensive retirement will be. The reality of 

the situation may feel overwhelming to you right now. 

Do not give in to those feelings and enter a state of 

denial. The future penalty of inaction is just too serious. 

Denial and procrastination do more than reduce comfort 

in your old age. They greatly increase your misery. You 
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owe it to yourself to do what is necessary now to 

minimize actual hardship in retirement.      

     You can’t do much about the circumstances. You can 

do a lot in terms of your response to the circumstances. 

Your first goal should be simply to do better. If you’re 

doing nothing to save for retirement, it’s time to start. 

Even if you start by setting aside a mere 1% of your pay 

into a 401k plan, it is the biggest single step you will 

take to your financial security. If you just get started, all 

subsequent steps will be easier by comparison. 

Increasing your savings from 1% to 5% is easier than 

going from 0% to 1%, just as increasing a car’s speed 

from 10 mph to 50 mph is easier than going from a dead 

stop to 10 mph. Inertia is your enemy – fight it.        

 

Vehicles Into Your Future 

 

     Hopefully, your employer is trying to help you save 

for retirement by offering a qualified retirement plan to 

enable you to save. The most common plan is the 401k, 

used in for-profit organizations or 403b, used in non-

profits. We’ll refer to the 401k only, for simplicity. 

Unless you work for a very generous employer, 60% to 

80% of the money that goes into your retirement account 

will have to come from you, most typically through 

salary deferrals into your 401k plan.   

     The 401k has many features to help you save for 

retirement. First, you can defer some of your income 

(currently up to about $16,000) to go into the 401k. That 

money is withheld from your paycheck and goes directly 

into your 401k account. The contributions you make to 

your 401k reduce your taxable income dollar for dollar. 

If you have an income tax rate of 20%, putting $10,000 

into your 401k will reduce your tax bill by $2,000. What 
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this really means is that you came up with $8,000 out of 

your paycheck, but ended up with $10,000 in your 401k. 

Turning $8,000 into $10,000 is an automatic 25% return 

on your money. And that money hasn’t even been put to 

work yet.   

     Most of the money that is in your retirement account 

on the day you retire will have come from the growth of 

the investments in the account, not from contributions to 

the account. That is not to say that contributions to the 

account are not important; the contributions are the seeds 

– the investments create the fruit. A person who 

contributes to their 401k for 35 years will only have 

about 20% of the final amount come from contributions. 

The rest will come from the growth of the investments, 

assuming the investments aren’t too conservative and 

grow about 8% per year on average. This is why your 

investment selections within your retirement account are 

so important. The performance of the investments in 

your retirement account, as well as your level of 

contributions to your retirement account, will determine 

if you get to retire at 62 – or 82.              

     In the 401k, you have investment options, typically 

mutual funds that invest in various asset classes. You 

choose how you want your money to be invested. The 

longer you have until retirement, the more aggressive 

your investments can be. Being too conservative reduces 

the likely return on your investments and will require 

you to save more and/or work longer.   

     Every 401k may have a slightly different contribution 

formula, and you need to find out what your employer 

offers. If your company offers matching contributions at 

all, your first goal is to immediately increase your 

contributions to your 401k to get every penny of 

company match. If your company offers a 50% match on 
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contributions up to 6% of your salary, get your 

contributions to 6%. If you are at 0% now, increase the 

contributions 1% per month for the next six months. A 

steady increase will make the reduction in take-home 

pay a little easier to take. 

     Think about your sacrifice in positive terms. If you 

defer $200 a month into a 401k, the tax deduction for 

that deferral comes to around $40. That means a $200 

contribution really only cost you $160 in take-home pay. 

The difference was covered by reduced tax 

withholdings. In addition, if the company matches your 

$200 with another $100, you now have $300 in your 

401k, but you only sacrificed $160 to get $300. That’s a 

gain on your money of 87.5% immediately and with no 

risk. Then all that money gets invested so that it can 

grow tax-deferred until you need it at retirement, which 

may be decades from now. This is the “deal of a 

lifetime” you’ve always dreamed about.  

     There’s another, more subtle reason for taking full 

advantage of the company match to your 401k. The 401k 

match is a test. Your company is using the 401k plan to 

see who in the company possesses the following traits:  

 Vision, demonstrated by imagining yourself at age 82 

 Self-discipline, demonstrated by not spending all your 

paycheck 

 Self-interest, demonstrated by “paying yourself first” 

 Selflessness, demonstrated by not wanting to burden 

others in the future 

 Shrewdness, demonstrated by knowing a great deal 

when you see one 

 

     If a promotion is in the offing and it comes down to 

you and one other person, wouldn’t you want to have 

these traits listed on your side? Wouldn’t you have an 
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advantage over a competitor if you demonstrated these 

traits by your 401k contributions, especially if that 

competitor couldn’t do the same? The opportunity for 

career advancement could be a little-recognized, but 

very important benefit to participating in your 401k.   

   

Your Biggest Enemy in Retirement 

 

     Inflation will make the last thirty years of your life 

your most expensive. Even if you reduce your expenses 

going into retirement, inflation will soon have your 

expenses back to their old level, and they will keep 

increasing each year.  

     Inflation is the most misunderstood and the most 

insidious enemy of retirees. Inflation is simply a decline 

in purchasing power as a result of rising prices. Retirees 

often have little discretionary income. They also often 

have little if any ability to increase their income in 

retirement. They are between the rock and a hard place.   

     The average annual inflation rate in the U.S. is about 

3% per year, measured over the last several decades. 

That number does not move in a straight line, though. 

There have been periods, such as in the late 1970’s, 

when annual inflation was in the 10-15% range. When 

inflation averages 3%, you need to double your income 

every 24 years just to stay in the same place regarding 

your purchasing power. It also means that, if you plan on 

a 30-year retirement, you will need over twice the 

income in your last year of retirement that you needed in 

your first year to avoid a decline in your standard of 

living. 

     A long-term national average inflation rate may not 

seem to have much bearing on an individual. What really 

matters is one’s own personal inflation rate. If you have 
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your home paid for by the time you retire, then any 

increase in housing prices won’t have much of an effect 

on your personal inflation rate. Even if you retire with no 

debt and few obligations other than the normal monthly 

expenses (food, transportation, medical, utilities, etc.), 

you are still subject to inflation. Your personal inflation 

rate may also be higher than the national average. 

     Consider medical expenses. These costs include items 

like prescription drugs, insurance premiums and 

deductibles and other expenses connected to maintaining 

health. For decades, medical expenses have risen faster 

than inflation - about 8% per year. As we age, we also 

increase our use of medical products and services. If our 

use of medical products and services increases 5% per 

year during retirement and the cost of those services 

increases 8% per year from inflation, that’s a personal 

medical inflation rate of 13%. At that rate of increase, 

someone who spends $5,000 per year for medical 

expenses at age 65 will be spending over $57,000 for 

medical expenses at age 85. By age 90, that figure would 

climb to over $100,000 per year.   

     When you consider the likelihood of a high personal 

medical inflation rate in retirement, it almost doesn’t 

matter if all our other expenses remain flat. You at age 

82 may be paying eight times as much for medical 

expenses as you were at age 65. No pension, annuity or 

social security payment is going to keep up with an 

increase of that magnitude. These increased expenses 

can only be covered out of your personal savings.  

     To illustrate how inflation increases the income we 

need to maintain the status quo, look at the following 

chart. It shows a 65-year old new retiree starting 

retirement with an annual income of $50,000. As time 
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goes on and inflation keeps working, our retiree needs a 

higher and higher income just to stay where he started. 
 

INCOME NEEDED AT THESE ANNUAL INFLATION RATES 
AGE  3%   4%      5%      6%      7%      8% 

65 $50,000 $50,000 $50,000 $50,000 $50,000 $50,000 

66 $51,500 $52,000 $52,500 $53,000 $53,500 $54,000 

67 $53,045 $54,080 $55,125 $56,180 $57,245 $58,320 

68 $54,636 $56,243 $57,881 $59,551 $61,252 $62,986 

69 $56,275 $58,493 $60,775 $63,124 $65,540 $68,024 

70 $57,964 $60,833 $63,814 $66,911 $70,128 $73,466 

71 $59,703 $63,266 $67,005 $70,926 $75,037 $79,344 

72 $61,494 $65,797 $70,355 $75,182 $80,289 $85,691 

73 $63,339 $68,428 $73,873 $79,692 $85,909 $92,547 

74 $65,239 $71,166 $77,566 $84,474 $91,923 $99,950 

75 $67,196 $74,012 $81,445 $89,542 $98,358 $107,946 

76 $69,212 $76,973 $85,517 $94,915 $105,243 $116,582 

77 $71,288 $80,052 $89,793 $100,610 $112,610 $125,909 

78 $73,427 $83,254 $94,282 $106,646 $120,492 $135,981 

79 $75,629 $86,584 $98,997 $113,045 $128,927 $146,860 

80 $77,898 $90,047 $103,946 $119,828 $137,952 $158,608 

81 $80,235 $93,649 $109,144 $127,018 $147,608 $171,297 

82 $82,642 $97,395 $114,601 $134,639 $157,941 $185,001 

83 $85,122 $101,291 $120,331 $142,717 $168,997 $199,801 

84 $87,675 $105,342 $126,348 $151,280 $180,826 $215,785 

85 $90,306 $109,556 $132,665 $160,357 $193,484 $233,048 

86 $93,015 $113,938 $139,298 $169,978 $207,028 $251,692 

87 $95,805 $118,496 $146,263 $180,177 $221,520 $271,827 

88 $98,679 $123,236 $153,576 $190,987 $237,026 $293,573 

89 $101,640 $128,165 $161,255 $202,447 $253,618 $317,059 

90 $104,689 $133,292 $169,318 $214,594 $271,372 $342,424 

 

Don’t Forget Your Spouse 

 

     It may be hard to imagine yourself living to age 90, 

but you’re probably not alone on this trip. If you have a 

spouse, then the retirement fund has to cover both your 

lives, which is actually longer than either of your lives.  
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     The IRS establishes distribution schedules for 

qualified retirement plans. The life expectancy schedules 

they use to calculate the required minimum distributions 

from retirement accounts are shown below: 

 
                                                                                    Joint Life 

Age                    Male Only            Female Only         Expectancy 

50  28.5 years  32.3 years  40.4 years 

55      24.3 years  27.9 years  35.6 years 

60  20.4 years  23.7 years  30.9 years 

65  16.8 years  19.7 years  26.2 years 

70  13.4 years  15.9 years  21.8 years 

75  10.5 years  12.5 years  17.6 years 

80  7.9 years    9.5 years  13.8 years 

85    5.9 years    7.0 years  10.5 years 

90    4.3 years    5.0 years      7.8 years 

 

     Notice that the joint life expectancy number is 

significantly higher than the female life expectancy, 

which is always higher than the male. The numbers for 

male-only and female-only life expectancies are 

calculating how long any one person in that group can be 

expected to live. Any one 50-year-old male can expect to 

live 28.5 more years. The joint life expectancy number is 

calculating how long before everyone in a group dies. 

Even if that group consists of only two people, it will 

take longer for everyone to die than for any one to die.   

     Notice that the joint life expectancy is never less than 

90 years, if you both make it to age 50. This means 

there’s at least a 50-50 chance that either you or your 

spouse will get the opportunity to blow out 90 birthday 

candles.  

     If you will be getting a traditional pension at 

retirement, you will have choices on what benefit your 
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surviving spouse will receive. Since living expenses 

don’t change dramatically when one spouse dies, the 

income shouldn’t change much either. Generally 

speaking, any surviving spouse benefit that’s less than 

75% of the joint benefit will likely create some financial 

stress for the survivor. It’s better to take a smaller benefit 

while the two of you are alive than to risk financial 

hardship for the surviving spouse.   

     If the person receiving the pension has a permanent 

life insurance policy that pays the surviving spouse a 

substantial death benefit, then a smaller survivor benefit 

can be considered. In this case, the insurance proceeds 

can supplement the reduced income from the pension. 

Make sure it’s permanent insurance that can’t be 

canceled, and make sure the death benefit will be enough 

to offset the lower income for the rest of the surviving 

spouse’s life. 

     

Whipsawed By Our Own Emotions 

      

       Fear and greed are the two human weaknesses that 

do the most to destroy one’s finances. While it is 

unlikely that older people are more prone to fear and 

greed than younger people, they can suffer from the 

effects of fear and greed more. When you are young, you 

may still overcome damage done to your finances by 

fear or greed because you have more time and are still 

earning an income. An older person has neither of those 

luxuries.   

     Greed is probably the easier emotion to understand 

and recognize, at least in others. This common greed is 

the type that lures us into buying an investment that we 

don’t understand, that doesn’t seem right to an objective 
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observer, but that just looks too hot to pass up. We deny 

the risk because we are so tempted by the reward.   

     If you are thirty-years-old and you permanently lose 

20% of your portfolio because the too-good-to-be-true 

investment turned out to be just that, you still have 

plenty of time to make up that loss. If you are seventy 

years old and you lose 20% of your portfolio, you may 

soon be returning to the labor force as penance.   

     Even a well-diversified portfolio has its ups and 

downs. During a bear market, it is possible to see the 

value of your portfolio drop by 20, 30 or even 40%. This 

is volatility, not loss. The investments are still intact and 

will rebound with the market. You only lose in that 

situation if you give in to fear and sell good investments 

just because they are temporarily down.   

     Permanent loss involves an individual investment that 

has sunk and isn’t coming back. If you buy stock in a 

company that goes out of business, that stock is likely to 

become worthless, which is permanent loss. If you buy a 

stock that had a fantastic run up to $100 per share (your 

purchase price), but that stock is now at $4 per share (its 

real value), that is also permanent loss.   

     Greed can ruin a retiree’s investment portfolio, and 

consequently ruin their retirement, too. However, greed 

doesn’t impact as many retirees as its counterpart, fear.  

     We tend to become more cautious and conservative 

as we age. We fear losing what has taken a lifetime to 

accumulate, which is normal and mostly a good thing.  

It’s part of our survival mechanism. Yet, fear that makes 

us too cautious and conservative in our retirement 

investing can end up guaranteeing the scenario we most 

fear – outliving our money.   

     Only those people who have managed to accumulate 

a large stockpile of assets can afford to have a risk-free 
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portfolio in retirement. A risk-free portfolio consisting of 

CD’s, treasury bonds and similar guaranteed investments 

isn’t likely to provide a return sufficient to keep you 

even with inflation, much less keep you ahead of it. If 

your investment portfolio has the same return as the 

inflation rate and if you increase your income each year 

by the inflation rate, in order to survive a thirty-year 

retirement, you need thirty times your first year’s 

retirement income in that account on Retirement Day 

One.   

     Let’s say you want to retire with an income of 

$50,000 per year, and you want to be able to increase 

that income 4% per year to offset inflation. Your 

investment portfolio earns a 4% annual return. The 

return exactly matches the inflation rate; it never 

outperforms or underperforms it. In this example, you 

will need to have $1,500,000 on your first day of 

retirement. And, at the end of the thirtieth year of 

retirement, almost all the money will be gone. The 

numbers are on the following chart: 
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                        Beginning           Withdrawal     Investment             Ending                   

                                 Account Value         for Income         Return             Account Value 

Year 1 $1,500,000 $50,000 4.0% $1,509,000 

Year 2 $1,509,000 $52,000 4.0% $1,516,320 

Year 3 $1,516,320 $54,080 4.0% $1,521,811 

Year 4 $1,521,811 $56,243 4.0% $1,525,316 

Year 5 $1,525,316 $58,493 4.0% $1,526,665 

Year 6 $1,526,665 $60,833 4.0% $1,525,683 

Year 7 $1,525,683 $63,266 4.0% $1,522,179 

Year 8 $1,522,179 $65,797 4.0% $1,515,953 

Year 9 $1,515,953 $68,428 4.0% $1,506,795 

Year 10 $1,506,795 $71,166 4.0% $1,494,477 

Year 11 $1,494,477 $74,012 4.0% $1,478,764 

Year 12 $1,478,764 $76,973 4.0% $1,459,402 

Year 13 $1,459,402 $80,052 4.0% $1,436,126 

Year 14 $1,436,126 $83,254 4.0% $1,408,652 

Year 15 $1,408,652 $86,584 4.0% $1,376,683 

Year 16 $1,376,683 $90,047 4.0% $1,339,902 

Year 17 $1,339,902 $93,649 4.0% $1,297,976 

Year 18 $1,297,976 $97,395 4.0% $1,250,552 

Year 19 $1,250,552 $101,291 4.0% $1,197,258 

Year 20 $1,197,258 $105,342 4.0% $1,137,699 

Year 21 $1,137,699 $109,556 4.0% $1,071,459 

Year 22 $1,071,459 $113,938 4.0% $998,100 

Year 23 $998,100 $118,496 4.0% $917,159 

Year 24 $917,159 $123,236 4.0% $828,144 

Year 25 $828,144 $128,165 4.0% $730,542 

Year 26 $730,542 $133,292 4.0% $623,806 

Year 27 $623,806 $138,623 4.0% $507,362 

Year 28 $507,362 $144,168 4.0% $380,605 

Year 29 $380,605 $149,935 4.0% $242,895 

Year 30 $242,895 $155,933 4.0% $93,560 
 

         It doesn’t matter what the inflation/investment 

return numbers are. If your investment returns only 

match inflation and if your income keeps up with 

inflation, you will need thirty times your first year’s 

income at the beginning of retirement, and all the money 

will be gone after 30 years. Most people can’t 
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accumulate that much. They also don’t want to see it all 

gone by the thirtieth year.   

     This predicament is the price of fear in retirement. 

You will have to accumulate a lot of wealth in order to 

be able to own only “safe” investments during 

retirement. Paradoxically, one of the few ways to 

accumulate such wealth is by making “risky” 

investments during the accumulation period. Risky 

means equities – a balanced portfolio of stocks 

(preferably through mutual funds and/or ETFs) that will 

enable you to accumulate sufficient wealth to retire 

comfortably and on schedule. 

     Let’s look at how having a figure of twenty times 

income might work out. If you started with $1,000,000 

at retirement, you could have an income of $50,000 (5% 

of the total) in the first year. If you wanted to increase 

your income 4% per year to offset inflation, you would 

need an annual return of 7% during thirty years of 

retirement. You would have to get that 7% return every 

single year of your retirement, and the account would 

still run dry about halfway through Year Thirty-one. The 

following chart gives the details: 
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                               Beginning             Withdrawal       Investment               Ending                   

                            Account Value           for Income           Return              Account Value 

Year 1 $1,000,000 $50,000 7.0% $1,018,250 

Year 2 $1,018,250 $52,000 7.0% $1,035,708 

Year 3 $1,035,708 $54,080 7.0% $1,052,234 

Year 4 $1,052,234 $56,243 7.0% $1,067,679 

Year 5 $1,067,679 $58,493 7.0% $1,081,876 

Year 6 $1,081,876 $60,833 7.0% $1,094,646 

Year 7 $1,094,646 $63,266 7.0% $1,105,791 

Year 8 $1,105,791 $65,797 7.0% $1,115,097 

Year 9 $1,115,097 $68,428 7.0% $1,122,330 

Year 10 $1,122,330 $71,166 7.0% $1,127,237 

Year 11 $1,127,237 $74,012 7.0% $1,129,541 

Year 12 $1,129,541 $76,973 7.0% $1,128,942 

Year 13 $1,128,942 $80,052 7.0% $1,125,114 

Year 14 $1,125,114 $83,254 7.0% $1,117,705 

Year 15 $1,117,705 $86,584 7.0% $1,106,330 

Year 16 $1,106,330 $90,047 7.0% $1,090,574 

Year 17 $1,090,574 $93,649 7.0% $1,069,987 

Year 18 $1,069,987 $97,395 7.0% $1,044,083 

Year 19 $1,044,083 $101,291 7.0% $1,012,332 

Year 20 $1,012,332 $105,342 7.0% $974,166 

Year 21 $974,166 $109,556 7.0% $928,967 

Year 22 $928,967 $113,938 7.0% $876,069 

Year 23 $876,069 $118,496 7.0% $814,750 

Year 24 $814,750 $123,236 7.0% $744,234 

Year 25 $744,234 $128,165 7.0% $663,679 

Year 26 $663,679 $133,292 7.0% $572,180 

Year 27 $572,180 $138,623 7.0% $468,757 

Year 28 $468,757 $144,168 7.0% $352,355 

Year 29 $352,355 $149,935 7.0% $221,837 

Year 30 $221,837 $155,933 7.0% $75,976 
 

     Despite having a large nest-egg to begin with and 

despite good, consistent returns, the money is still gone 

after about thirty years. In this example, the rate of 

return on the portfolio was 3% above the inflation rate, 

every single year. Regardless of how high or low 
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inflation may be, your investments need to earn 3% 

above the inflation rate, just to make it to Year Thirty.  

     What do the previous two charts tell us? First, if you 

want a “risk-free” investment portfolio when you’re 

retired, you need to save like crazy during your working 

years. Also, you can’t assume you’ll be leaving anything 

in that portfolio for your heirs.   

     Second, if you plan to “only” accumulate twenty 

times your income in your retirement portfolio, you need 

a return that’s a consistent 3% above the inflation rate. 

And again, you can’t assume you’ll be leaving anything 

in that portfolio for your heirs.            

     Based on the above information, how is it that 

millions of retirees still manage to retire with that 

twenty-times figure, live comfortably and still leave a 

sizable chunk of that portfolio to their heirs? One reason 

is that those retirees tend not to increase their incomes in 

direct proportion to inflation. If their personal inflation 

rate is 4%, they often increase their income only 3%. In 

the previous two examples, reducing the income 

increases from 4% per year to 3% enables the accounts 

to still have between $600,000 and $900,000 in them 

after thirty years. Minor adjustments can make major 

differences over time.   

      The goal of a successful retirement portfolio is to 

provide returns that will enable you to stay ahead of 

inflation, while at the same time smoothing out volatility 

as much as possible. This is the role of diversification. If 

your money is spread out over not just several assets, but 

several different asset classes, you are much more likely 

to get returns that will enable you to maintain your 

standard of living and also keep the portfolio from 

having the kind of down years that are difficult to 

recover from.   
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     Diversification means you have positions in large 

U.S. companies, small growing U.S. companies, 

established overseas companies and developing overseas 

companies. You also have some bond holdings and some 

cash in money market funds.   

     How much you have in each asset class is a topic of 

much discussion. Your asset/income ratio as well as your 

personal tolerance for risk and volatility will be large 

factors in the actual asset allocation. 

     First, whatever amount you plan to draw from the 

retirement account over the next 18-24 months should be 

in nothing riskier than a money market fund. Even if that 

money market fund is paying a low interest rate, you 

need to know that the value won’t be dropping. When 

you are looking at having to use that money to pay a bill 

within a year or two, it is the return of the money, not the 

return on the money that is of greatest importance.   

     Next, whatever amount you plan to draw from the 

account over five more years should be in short-term and 

intermediate-term high quality bonds. These bonds tend 

to pay a better interest rate than money market funds, 

with lower volatility than stocks.   

     By having five to six years of income in something 

other than stocks, you are able to ride out the worst bear 

markets. By having six-plus years’ income in bonds and 

cash, there would be no need to sell a stock holding 

when it was down substantially. You would have the 

cushion of time to enable that part of your portfolio to 

recover.          

     For a retiree drawing about 5% per year from the 

portfolio for income, the money market/bond part of the 

portfolio represents 1/4 to 1/3 of the total portfolio. This 

part of the portfolio dampens volatility. It trims the 

peaks and troughs of your portfolio’s performance. More 
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importantly, it can reduce stress. When you know you 

can go five years without having to sell any stock 

holding, you are no longer worried about the daily 

gyrations of the stock market. 

     The remainder of your investment portfolio is going 

to do the long-term heavy lifting. This is the 2/3 to 3/4 

that will be devoted to stocks. Only stocks have shown 

the ability to generate long-term returns that will keep 

the portfolio growing well ahead of the inflation rate. 

While stocks may comprise 2/3 to 3/4 of your portfolio, 

they will be responsible for 90% or more of the income 

and appreciation generated by the portfolio.   

     As a very general guide, a retiree should have at least 

50% of their stock holdings invested in large U.S. 

companies, the kind of companies that you find in the 

S&P 500 and similar large company indexes. These 

companies offer stability, as well as historically good 

returns. They may fluctuate in value, but they rarely go 

out of business.   

     The remainder of a retiree’s stock holdings should be 

divided between small U.S. companies, large foreign 

companies and developing markets. The small U.S. 

companies are small only in comparison to the Fortune 

500 companies. Many companies with a market value of 

$5 billion are classified as small companies. These 

companies are typically on the cutting edge of new 

markets and technologies.  

     Large foreign companies offer stability and the 

opportunity to diversify beyond the U.S. economy. 

Many of these companies are familiar to Americans. 

They include names like Toyota, Nestle, BP and Sony. 

These companies are less affected by adverse economic 

conditions in the U.S. than companies that are strictly 

domestic.   
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     Lastly, developing markets offer excellent long-term 

growth potential. These markets include countries like 

Hungary, Thailand and India. We are referring here to 

countries with established infrastructures, representative 

governments and transparent accounting. Since this asset 

class has a larger risk to go along with its larger potential 

reward, only established mutual funds should be used as 

an investment vehicle.   

     Each year, money for income will come out of the 

money market fund. When it comes time to replacing 

that money each year, the investment categories that 

have done the best in the previous year will be sold 

down to provide the cash. In most years, creating cash 

for income will mean selling some of the various stock 

holdings. This strategy does two things – it disciplines 

you to sell when the asset is high, and it rebalances the 

portfolio at the same time. The chart below shows an 

example of how the portfolio could change in a year and 

what steps would be taken to rebalance the portfolio and 

prepare for the coming year. 

 

Asset Class 

Value on  

1/1x1 

Value on 

12/31/x1 Return 

Amount 

Sold 

Value on 

1/1/x2 

Money Market $100,000 $52,000 3%* $0 $102,000 

Bonds $200,000 $208,000 4% $5,000 $203,000 

U.S. Large 

Stocks $400,000 $424,000 6% $22,000 $402,000 

U.S. Small 

Stocks $100,000 $110,000 10% $10,000 $100,000 

Foreign Large 

Stocks $100,000 $98,000 -2% $0 $98,000 

Developing 

Markets $100,000 $113,000 13% $13,000 $100,000 

Total $1,000,000 $1,005,000 5.5%** $50,000 $1,005,000 
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*Average balance in money market is about $75,000; 3% return adds about $2,000.  

**Overall portfolio return was 5.5%; $50,000 was withdrawn from money market 

as income. 

 

     The numbers in the above chart are not designed to 

reflect anticipated performance for any category, or for 

the portfolio as a whole. They are simply to illustrate 

how a portfolio can change in a year and what steps are 

then taken to provide funds for the coming year and 

rebalance the portfolio at the same time.   
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DON’T MAKE THIS JOURNEY ALONE 

 
     By this point in the book, you should feel smarter 

than you did on page one. You should also recognize 

that the path to personal financial success and happiness 

is fraught with countless pitfalls. No book is sufficient to 

help you make your journey successfully, in part because 

your life circumstances, your goals and your personality 

are all unique to you.   

     The most basic reason for using a financial adviser, 

and the only reason you need, is that you will increase 

your chances of reaching your financial goals, and you 

will be less stressed about financial matters along the 

journey. More success and more happiness, at least the 

probability of them, are all the reasons to work with a 

financial adviser. 

     The reasons for people not using a financial adviser 

really boil down to two reasons. The first reason is a lack 

of trust. The other reason is cost – or more accurately, 

misperceptions about cost.  

     There are three ways financial advisers can justify 

what you pay them. Any single one of them is likely to 

more than justify their fee. Your financial adviser will 

help you do more right things, fewer wrong things, and 

will relieve you of the responsibility of knowing about 

and acting on all of those right and wrong things.   

     The tasks the financial adviser performs are essential 

to reaching financial goals. Eschewing the services of a 

financial adviser means accepting the responsibility of 

performing these tasks yourself.   

     Before someone assumes such responsibilities, they 

should self-evaluate in three areas – time, training and 

temperament.  
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     Most people who favor do-it-yourself never consider 

the cost of their time when calculating their “savings.” 

There is only one situation when time spent on your 

finances has no cost – when there is nothing else you 

would rather be doing with that time. To do for yourself 

what a financial adviser can do for you will take you 

much more time than it will them, and a lot more time 

than you estimate.   

    What is your training in finance? If it matches that of 

a financial adviser and if you love spending time 

working on financial matters, you may want to consider 

a career change. The gap between an individual’s 

knowledge and the professional’s knowledge is more 

than large enough to swallow you whole. 

     Last and most important is the issue of temperament. 

A financial adviser can be objective about your situation 

and how events affect it. There is no way any of us can 

be objective about our own situation.  

     The ever-increasing volatility of the stock market is 

not the result of economic conditions. It is the result of 

so many people acting on emotion because they have no 

one to stop them. The fortunes lost from mismanaged 

corporations and scam artists pales in comparison to the 

fortunes lost from unconstrained fear and greed by 

people. Financial advisers can’t cure this disease, but 

they can control it.   

     Any financial adviser must first merit your trust 

before he or she can merit your business. Clients always 

ranks trust as the most important criteria in selecting and 

retaining an adviser. It is easy to evaluate an adviser’s 

experience and education, which can give you an idea of 

their competence. Measuring their trustworthiness is 

much more subjective, and harder to do.   
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     The first question you should attempt to ask yourself 

about any potential adviser is, Is he/she a missionary or a 

mercenary? 

     Advisers who are more mercenary than missionary 

are likely to focus on numbers, and primarily numbers 

with dollar signs in front. One of their first questions to 

you may be how much money do you have to invest. 

They may start talking about products early in the 

conversation, before they have gotten to know you and 

your situation adequately. They may tout their success in 

investment selection with their current clients. They may 

refer to their large number of clients and the large 

amount of assets under management as proof of their 

expertise and worthiness to be your adviser. All of these 

factors may be points for you to consider, but only 

secondarily. 

     Advisers who are more missionary than mercenary 

are likely to focus on the person and qualitative issues 

before they focus on the money and quantitative issues. 

The missionary adviser understands that the client drives 

the money decisions, not the other way around. Until the 

adviser understands the clients and their situation, it is 

impossible to devise a financial strategy for them.  

     A missionary adviser will always show greater 

interest in the client than in the client’s money, which is 

not to say that missionary advisers don’t pay attention to 

the client’s money. They pay greater care and attention 

to it because missionary advisers are also a steward of 

the client’s assets. They certainly want to make a buck 

for their clients and themselves. They are also aware of 

the dangers of losing a buck, so they are not reckless.   

     Missionary advisers will also use their expertise in 

ways that may not generate an income but that raise the 

profession in the public’s eye. Their desire is to help 
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others, especially those who may not be potential clients. 

Look for evidence of such activities when evaluating 

advisers. 

     In the past, the client-adviser relationship was 

transaction-based. Today it is or should be relationship-

based. In the past, the adviser’s income came from 

commissions. Today, clients overwhelmingly prefer a 

fee-based compensation model, which makes long-term 

relationships more advantageous to both parties.   

     The professional financial adviser has three main 

duties to their clients – steward, teacher, and director.   

     The first and most important role is steward. 

Stewardship here means protecting the assets of another 

and enabling those assets to grow and be used to meet 

the desires of the owner. If an adviser is doing something 

with a client’s assets that he or she would never do if 

those assets belonged to an immediate family member, 

that adviser is not practicing good stewardship. 

Stewardship means never putting a client at any risk 

greater than the minimum needed to reach the client’s 

goals. 

     How would you feel about a doctor who asked for 

your input on the best way to cure an affliction you had? 

How would you feel about a doctor seeking your 

approval for any prescribed treatment for that affliction? 

Clients don’t want their financial adviser to act that way, 

either. They want to be told what they need to do. They 

want someone who is sure enough in their knowledge 

and strong enough in their convictions to give 

unambiguous directions.   

     A doctor or an adviser should be able to say, “Here is 

my assessment of the situation. If you do this, here is the 

likely outcome. If you don’t do this, here is the likely 

outcome. There are no guarantees either way, but my 
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expertise and experience tell me this is what we need to 

do. Shall we proceed?” A professional financial adviser 

accepts and expects to be the director of your financial 

plan.   

     The adviser should  tell the truth, all the time, even if 

it hurts the adviser. What a client wants and what a client 

needs are often diametrically opposed. In conjunction 

with that conflict, what a client wants to hear and what a 

client needs to hear are also often at opposites. An 

adviser who won’t tell you something you need to hear 

just because you don’t want to hear it is not earning 

his/her fee.  

     Professional advisers know what is and isn’t within 

their control, and they make sure the clients know, too. 

No one can predict what the stock market will do in the 

short-term, and advisers shouldn’t be whipping out a 

crystal ball just because clients ask them to do so. 

Making such predictions can lead clients to believe the 

adviser knows the unknowable. 

     When the adviser and the client are well matched, the 

adviser will have the ability to manage the client’s 

behavior, at least in the sense of keeping the client from 

behaviors that are detrimental to the client. Long-term 

financial success has much more to do with investor 

behavior than it does with investment behavior. The 

professional adviser knows this difference and focuses 

more attention on the investor than the investment. This 

adviser knows what can be controlled, and what is 

important to control.   

     Professional advisers don’t attempt to dazzle. To that 

end, they don’t use flashy presentations full of jargon. 

The only good plan is one that gets acted on. That 

usually means keeping it easy to understand.       
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     To be assured a person has the qualifications to be 

called a financial planner, they should be a Certified 

Financial Planner (CFP). The CFP designation has been 

around for forty years. The CFP program consists of 

study and testing in five areas: estate planning, 

retirement planning, tax planning, investments and 

insurance. In addition to passing a grueling 

comprehensive exam, a person must have a bachelor’s 

degree plus three years of full-time experience as a 

planner before they can use the CFP designation.   

     The requirements to earn and maintain the CFP 

designation mean that education, experience and ethics 

standards are enforced that are not enforced on those 

without the designation. These standards help assure but 

don’t guarantee that the CFP you work with will meet 

your expectations. 

     All financial advisers expect to be paid, but the 

manner in which they are paid can vary. Until fairly 

recently, almost everyone who claimed to be a financial 

adviser was paid by commissions earned through the 

selling of a product to the client, such as a stock, mutual 

fund, annuity or insurance policy. Such an arrangement 

could cause the solution to be product-driven, rather than 

needs-driven.  

     Commission-based compensation can also raise a 

question in a client’s mind about the motives for a 

recommendation, Is the adviser recommending a product 

because it is the best thing for me, or because it pays the 

best commission? 

     More and more advisers have switched to a fee-based 

model of compensation. Rather than earning 

commissions for selling products, the fee-based adviser 

earns an annual fee for the management of the client’s 

assets. The annual fee is much less than the commission 
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would be for the same product, but the fee is an ongoing 

fee, rather than a one-time commission. By law, an 

adviser can earn a commission or a fee, but not both.   

     There are several advantages to both the client and 

the adviser for a fee-based compensation structure. The 

client doesn’t have to worry that a product is being 

recommended based on the size of the commission. Any 

potential or perceived conflict of interest has been 

eliminated. The fee is paid for ongoing service and is 

paid on an ongoing basis. If the client becomes unhappy 

with the level of service they are receiving, they can 

move their account, and the adviser loses that revenue.  

     Since the fee is based in whole or part on the assets 

under management, the financial fate of the adviser is 

linked to the financial fate of the client. In order for the 

adviser’s fee to increase, the value of the client’s account 

must first increase. When the value of the client’s 

account drops, the adviser’s income drops, too. 

     Let’s talk now about what your financial adviser 

should expect from you. Since this is a relationship, 

there are mutual rights and responsibilities.   

     Just as you have the right to expect the truth from 

your adviser, your adviser has the right to expect the 

truth from you. Let the adviser know when something 

changes in your life, like divorce, death, job loss, 

retirement, anything that might affect the advice they 

will render. Just as important, talk to your adviser 

whenever you have a question or a concern. Such 

inquiries are not an interruption of the adviser’s work; 

they are the adviser’s work, or they should be. You have 

the responsibility to talk to your adviser whenever there 

is something on your mind. They can’t solve a problem 

unless they know it exists.   
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     As a client, you would be crazy to pay for advice you 

don’t intend to follow, which means you have the 

responsibility to act on the advice you receive, or at least 

have a meaningful discussion with your adviser on why 

you can’t follow that advice.  

     Advisers put their professional reputation on the line 

when they render advice. It makes them look bad when 

the client ignores that advice. No adviser with an ounce 

of self-respect will continue to take money from a client 

who doesn’t heed counsel. Don’t solicit advice unless 

you intend to follow it.   

     Recognize your limitations. The most important of 

these may be to recognize that your decisions come from 

the emotional side of your brain, not the logical side. We 

make our decisions emotionally, then sift through our 

data banks to extract whatever supports the decision 

we’ve made. The adviser has a much greater ability to 

see your situation objectively, dispassionately and 

logically than you do. Accept that fact, so that you can 

also accept the advice you receive.   

     Don’t expect your financial adviser to be a miracle 

worker. Don’t expect your financial adviser to be a 

janitor, either. No financial adviser can enable you to 

retire in ten years if you’ve only saved $50,000 to date 

and you’re 50 years old. No financial adviser can obtain 

life insurance you can afford if you smoke three packs a 

day. No financial adviser can plan your estate if you 

don’t first accept your mortality. No financial adviser 

can make college attainable for your son if he refuses to 

finish high school. No financial adviser can change the 

past. No financial adviser can change someone who 

refuses to change. No financial adviser worth a damn 

ever accepts the role of janitor.   
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     If you are looking for a financial adviser, start first 

with people you know and respect and find out who they 

use. Good advisers grow their business mostly by word-

of-mouth, and an endorsement of an adviser by someone 

you respect should carry a lot of weight. You can find 

Certified Financial Planners in your area through the 

Financial Planning Association’s web site, 

www.fpanet.org or at the CFP Board’s web site, 

www.cfp.net.        
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