Achieving Financial Success, by Gerald Smith

Achieving Financial Success, Part 1

Information is Power.  The key difference between a rocket scientist and a ditch digger is the amount of information each one has.  A rocket scientist can build rockets AND dig ditches, but the ditch digger is limited by his lack of knowledge.  Only by applying himself and gathering the needed information, could a ditch digger also become a rocket scientist.

While gathering and properly using information is necessary for success in all areas of life, it is especially true in finances.  One of the key factors leading to divorce is money problems.  Money problems normally come about due to lack of information on how to manage money, or having the information, but not applying it.  To know that something is bad, and to avoid something because you know it is bad, can be two different things.

Many of today’s financial problems we hear about on the news are due to people making choices without first researching.  For example, the sub-prime market crash is a perfect example.  The housing market was carrying along the economy that suffered in 2000 over the technology stock crash, and the costly aftermath of 9/11.  Regulations were loosened to allow more money to be loaned.  Banks and other companies involved began offering loans to people who were risky to lend money to.  They helped people get into homes by giving them two loans (the second to pay for the 10-20% down payment normally required by the borrower).  Some of the banks encouraged people to get into a more expensive home than they probably could afford.

Often unexplained was the adjusted rate mortgage (ARM) and the balloon payment waiting the person 5-10 years down the road.  So millions of sub-prime loans were made to people hoping to get into their first home with an $800 monthly mortgage payment.  This payment would only go to pay the interest that was accumulating on the loan, with nothing going to the principle (the actual cost of the home).

In 2006, economic factors began to tighten up the money supply that banks could lend.  This forced many of them to raise the ARM to as high as 14% on the loans.  Suddenly, people who were barely making the $800 per month payment were now being forced to pay $1400 per month.  And for many people, the time had come to make a required lump sum payment of $5000-$10,000.  With no choice in the matter, people began walking away from their homes and loans, leaving the big banks and loaning institutions holding lots of property and debt.   The write-offs made by banks is in the hundreds of billions, and could reach over $1 Trillion before it gets better.  

The collapse of the housing market is one leg of a three-legged stool that is causing our economy to struggle right now.  All of this is due to recklessness by the loaning institutions AND the ignorance of people jumping into a high risk situation without truly researching it.

What we don’t hear about are the millions of homes that are safe.  Many people have learned to buy within their means, and to not risk their financial status on a house that is too expensive to own and maintain.  A person can always trade up later when finances allow it, but once a person has lost a home to foreclosure, it affects their ability to obtain future loans for many years to come.

So, the first point to remember and never forget: Information is Power.  If you  do not do the research and then apply it properly, it is a very good chance you will not succeed financially.

Achieving Financial Success, part 2

In the first part, we looked at how lack of quality information and unwise decisions can bring financial doom to individuals and whole sectors of the economy.  When we don’t do our homework, we are forced to make decisions without all the facts, often leading to poor guesswork.  Such decisions have caused millions of people to lose their homes in the current housing crash.  Remember, Information IS Power.

Today and over the next few weeks, we’ll discuss issues concerning developing a solid baseline budget.

There are 5 major steps in establishing a budget:

1. Determine your Income

2. Determine Expenses

3. Compare Income vs Expenses to determine how well you currently are doing

4. Prioritize Salary and Expenses to create a new baseline

5. Review your baseline budget every 3 months minimum

Income is any money that comes in on a regular basis that is dependable.  This includes salary from jobs, Social Security retirement or disability income, monthly annuities or trust fund payments.  Income does NOT include money that is not consistent, such as income tax returns or earned income tax credit (EITC).  Since  no one knows what next year’s budget will be, or how Congress will determine taxation, no one knows whether there will be a tax return next year or not.

Income is the easy part of the process to determine, as most people have few ways they receive income.

Expenses are another thing.   Expenses usually determine whether a person is financially sound or not.  Michael Jackson was once reported as to have $750 million, and Mike Tyson earned over $300 million in his lifetime.  Both have declared bankruptcy. Both have had to sell off assets to pay their creditors,  including Michael Jackson’s Never Land Ranch and his rights to the Beatles’ music.  

What happened to them?  They didn’t control their expenses.  Even in raking in millions of dollars, a person who does not control expenses can easily overspend, buying up cars, homes, expensive toys, vacations, jewelry, clothing, etc.  Michael Jackson was known for entering a store and buying things for every person in the store.  While a nice gesture, he did not contain his spending and is now broke.

How do we determine our expenses?  Start by carrying around a pen and small notebook.  For a minimum of 1-2 months, write down every expenditure that you have, including: rent/mortgage, insurances, utilities, food, gas, credit card payments, movies, fast food, and chewing gum.

Once you have obtained this data over a few months, you are now ready to compare Income versus Expenses.  Subtract all of your expenses in a month’s time from your income.  This is your monthly net worth.  It tells you whether you have lots of money left over at the end of the month, barely making it from paycheck to paycheck, or if you are in the red.  This is your initial and current baseline.  This bottom line tells you just how bad of a situation you are in.

Having determined (1) Income, (2) Expenses, and (3) Compared Income to Expenses, you now have the information necessary to make decisions to put your budget in order and get your financial base in order.  Next issue, we’ll discuss prioritizing our expenses to improve the bottom line.

In the previous article, we discussed the first steps on how to develop a budget. As a recap, first you have to determine your Income. Next, by carrying around a notepad for 1-2 months minimum and writing down every single expense, you will determine what your expenses for the month are. Finally, you will compare the income and expenses, to see if you are in the hole, barely making it paycheck to paycheck, or in the black. You do this by subtracting expenses from income. 

Most people will find themselves either living paycheck to paycheck, or in the red. So, to improve one‘s bottom line, we have two things we can do: increase our income and/or decrease expenses. 

There are problems with trying to increase our income. First off, there are only so many hours in the day in which to work. I don‘t know of anyone who can work 25 hours a day in order to increase income enough to improve the bottom line. 

The second problem with only focusing on increasing income is that most people do not control their spending. What is the first thing most people think when they get a big raise? Time for a new car, new home, new toys. Michael Jackson earned over $750 million in his lifetime so far, but is bankrupt, because he never learned to control his spending. Mike Tyson earned $300 million in his lifetime, but also is bankrupt because he also didn‘t learn to control spending. Millions declare bankruptcy every year, and the major reason is lack of control over spending. 

So, to have a successful money management program, we must learn to control expenses. With the notepad of information we‘ve worked on for 1-2 months, we have the ability to look at where our money is going. Are we smoking a pack of cigarettes a day? How about drinking a six-pack of beer every night? Do we take the kids to McDonald‘s almost daily? 

When you consider a six-pack of beer or a pack of cigarettes can cost $5, that equals $150 in a month, and $1800 in a year! Imagine what you could buy with $1800? 

For those who eat out daily with their family, you can multiply that amount by the number of members in the family. Family of four? Then you are spending about $7200 a year to eat at McDonalds. 

It is amazing how little items can add up to a huge portion of our expenses, decreasing our income dramatically. 

With such information, we can now make decisions. We must prioritize our expenses. First things first, means we must budget money for the most important things first. Rent/mortgage, food, insurances, and utilities should be at the top of our budget priorities. Below these will come other items that are secondary in importance, but still important. 

At the very bottom will end up being things that are not of true importance. Does this mean a person has to give up McDonald‘s entirely? Of course not, but if you took your family out once a week, rather than daily, you would still save about $6000 a year. How about that for helping the bottom line, and still having a burger on occasion? 

A budget must spell out where ALL the income will go to. This includes money for savings/investing, miscellaneous, etc. If you require some fun money in your monthly budget, then plan it into your budget. But once you‘ve spent that money, the fun money and fun are done until the next month. Budgets only work if you stick with them. If you create a base line budget and then ignore it, because of impulse shopping habits of the past, you may as well not waste your time trying to create a budget. 

But once the budget is created, then all money decisions have to be made in light of the budget. Do I see something I‘d really like on sale? Is it planned in the budget? If not, then what else am I willing to give up in the budget? 

A few years ago, my wife wanted a truck. The first thing we did was look at the budget. How much did we feel we could do, and still feel good about our budget? After making some calculations, we determined we could afford a $7500 truck. After more research, we then went shopping. She found the truck she wanted, and we followed the salesman into his office. When he looked up our credit score, he said, ―wow! You‘ve got a great score! Are you sure you wouldn‘t prefer one of these new $35,000 trucks instead?‖ I answered him that while I‘d love a new truck, it was not in our budget; and this is why our credit was so good. 

Finally, once the budget is put together, it needs to be reviewed at least every 3 months. Things change, affecting the budget. Your boss could double your salary. Your boss could fire you. Gas prices could double in just a few months time, increasing the need for more money in your budget for gasoline. A budget must be adhered to, but must also be a living document, so it can be up to date with changing events. 

Once you have your budget, and are living faithfully by it, you will find that the budget will give you power you did not possess before: power over your own money. No financial decision is to be made without consulting the budget, to ensure you are living within it. When you have mastered this, you have mastered the most important part of successful money management.

In the three previous segments of Financial Success, I discussed the foundation of financial success: creating and maintaining a budget.  The steps included:  1. Determine your total Income, 2. Determine your monthly expenses, 3. Compare Income and Expenses to determine what your current bottom line is, 4. Prioritize your expenses, so that you can determine which ones to reduce or eliminate from the budget.  Writing down and religiously following your new baseline budget will help you succeed now and in the future.

One of the problems for most Americans trying to live on their paycheck, is they don’t live by their budget.  All of the steps mentioned to establish a budget are useless, if a person ignores the budget in order to do some impulse purchasing.  While spending $100.00 on a new outfit may make a person feel better for the moment, eventually it catches up when the bill comes due.

The average American owes over $10,000.00 in credit card debt alone.  Billions of dollars are lost to consumers annually through interest payments.  For the individual who does owe that much on credit cards (the average adult American has 3), paying the minimum required payment, they can expect to take 10 to 20 years to pay off that amount, and pay over $20,000.00 in interest alone!

The successful money manager will learn to follow his or her budget, and end impulse purchasing.  Remember: Information is power, and so research is required in any purchase, to ensure one is getting the best deal.  It also means that if we suddenly decide to reprioritize our budget to allow the purchase of an item, we need to be ready to rearrange other items in the budget to pay for it.

You have to train yourself to ask, “how does this fit into my budget?”  If  you have budgeted $100.00 per month for fun money, and your desired item costs $250.00, are you willing to give up at least half of your fun money for several months in order to buy the item?  Or, are you willing to get a second job to pay for this item?  Remember, if you get another job, you must fit the additional income into your budget as well, so that it doesn’t get blown on unplanned purchases.  Michael Jackson earned over $750 million dollars, but is broke, because he didn’t control his spending.  While he has lots of friends willing to help bail him out, we average people do not.  We have to ensure our budgets are well developed and closely followed, because there is no guarantee that someone will be there to bail us out of a financial problem.

Our budgets need to include savings, investing, and money for emergencies and unplanned necessities.  If the car breaks down, it is good to have money set aside to pay the bill.  And there’s nothing wrong with budgeting for miscellaneous items or for fun.  But when the fun money is gone, it is gone for the month, and then it will be time to watch television or go to the library for fun.

Years ago, my wife said she needed a pickup truck because she was hauling lots of stuff around.  First, we looked at our budget and determined we could spend about $7500.00 on a truck.  Next, we researched the different model year trucks we could possibly buy at that price.  Only after the research and gathering of information did we go to the car lot.  We looked for a few weeks, until we found a truck that fit her needs and was in the right price range.  Walking into the office with the salesman, he typed our information into the computer.  When he saw our credit rating score, he said, “Wow! That’s a great credit rating you have!  Are you sure you wouldn’t rather have one of these brand new $35,000.00 trucks instead?”  Of course I wanted a new $35,000.00 truck, but it wasn’t in the budget.  So, we purchased what was planned for, not what was offered as an impulse buy.

As we get control of our spending, by making every expense decision reflect the budget, we will find ourselves in the position of controlling our money, and not allowing impulse purchases to destroy our financial success.

In achieving financial success, we’ve discussed previously about establishing a budget.  Without establishing and living faithfully by a budget, no amount of effort will ever suffice to ensure there is money available for the long run.

Once a budget is established and followed closely, we can look at building credit.  Credit is the ability to borrow money.  A person with good credit can borrow more money at a smaller interest rate than a person with poor credit.

One problem with credit today is most Americans spend it like an income.  It isn’t.  It is an expense.  Yet, the average American owes over $10,000 in credit card debt alone – not counting car or house payment.  The average American also owns 3 credit cards, and usually has at least one of them “maxed out.”  When interest rates on credit cards can be as high as 22% per year, and the person is paying the minimal monthly payment on $10,000, it can take decades to pay it off, and the individual ends up spending more than $20,000 in interest payments alone.  Financially, it is a huge debt burden that leads many people to bankruptcy and a ruined credit rating.

Most Americans do not understand that the true purpose for credit is to help us obtain credit for the times when we actually need it.  Those times include: buying a home, education loans, emergencies, and perhaps buying a car.  Credit is not made to be used as most Americans now use it.  In misusing credit, Americans end up in financial struggles that lead to millions of bankruptcies every year.  So, we need to know what credit is, where we are in the credit rating world, and how to use credit to our advantage.

Credit rating is based upon one’s credit history.  Anytime you make a transaction that is based upon credit (including telephone, credit cards, utilities, etc), it is registered in your credit history.  There are three credit history/rating companies:  TransUnion, Equifax and Experian.  Each of these carries a credit rating on every individual. If your score is high, you will be offered more money for a lower Annual Percentage Rate (APR), which can save you thousands on a car payment, and tens of thousands on a house payment.

Here is an actual example of what current national averages will give a person for APR, and what it means for a monthly house payment on a home valued at $200,000.

	FICO® score
	APR
	 * 
Monthly Payment



	760-850
	6.107%
	$1,213

	700-759
	6.329%
	$1,242

	660-699
	6.613%
	$1,279

	620-659
	7.423%
	$1,388

	580-619
	9.451%
	$1,675

	500-579
	10.310%
	$1,801


Clearly, having a better score can mean a $600 per month difference in this case, or over $7000 per year.  Over the period of a 30 year mortgage, having a great credit score can save an individual over $210,000 in interest payments!

Over the next few articles we’ll discuss credit, and how to improve one’s score.  First off, a person must know what his current credit is like.  By law, everyone is allowed to check their credit history with the three credit history companies once a year for free.  You can access them by going to AnnualCreditReport.com .    At AnnualCreditReport.com, you will be able to review your credit history.  For a small fee, you will also be able to get your current credit score.

Everyone should review their credit history annually.  This first helps you to know where your current standing is.  Second, you can ensure no mistakes are in your history.  You do not want some company to accidentally place a bad event in your history, or place something in your history that belongs to someone else.  Finally, it will help you see if anyone is attempting to steal your identity and use it to use your credit for illegal purposes.

In obtaining your credit score, you will be able to determine where you are credit-wise, and begin to establish a plan on how to improve your credit history in the future.  Next time, we’ll discuss improving one’s credit score.

Financial Success part #6

In the last PREF Propeller article, we began discussing credit.  It is important to have good credit in order to obtain good rates for important high cost items, such as a house or car.  We discussed reviewing annually one’s credit history by going to AnnualCreditReport.com.  We also saw that having a good credit score could mean the difference of $210,000 in interest payments on a $200,000 over a 30 year mortgage (about $600.00 per month).

Once we’ve reviewed our credit history and ensured it is correct, we have a baseline.  We know our current credit score and can use it as a starting place to improve credit.  There are a few key principles to building a good credit score, and only one purpose for credit: to buy a home.

Too many people use credit as a form of income.  It isn’t; it is an expense.  Millions declare bankruptcy every year for misusing and abusing their credit.  Even wealthy people like Mike Tyson (who made $375 million) and Michael Jackson ($750 million) can go bankrupt and lose everything, if they do not follow a budget and keep their credit expensing within their budget.

The first thing for building credit is this: pay all your bills on time. Every time a person is late or misses making a payment, the information is sent to the credit history companies, and the credit score gets hit.  This is one reason why we must first have a working budget and stick to it.  If we’ve budgeted all of our important bills, then there should be no everyday reason not to pay bills on time.

Second, get ONE and only one credit card.  For most people, having more than one card is too much temptation towards impulse purchasing – the surest way to kill a budget and ruin a credit history.  Having several cards can also hurt your credit score, as it shows higher risk for the individual.  Obtain one card and use it for only two purposes: planned purchases and emergencies.

What is a planned purchase?  Once my budget is established, I have written out and determined where every dollar will or can be spent for the month.  I have figured into the budget a dollar amount for gasoline, for instance.  Therefore, when I fill up my car, I swipe my credit card.  When the bill comes in, I pay off the entire amount.  I can do the same for groceries, and other items in the budget.  This will show the credit history companies that I can use credit cards responsibly, and will work toward increasing my credit score.

How about emergencies?  First, an emergency is where you actually need cash in a moment where it is not available.  For example, you are on vacation in Texas and the car breaks down.  To repair it will cost $500 and they do not accept checks.  In such an instance, a credit card can be a life saver.  Use the credit card for the emergency.  However, upon returning home, immediately pull out the budget and see how you are going to add this new expense in.  Can you pay it off immediately from savings?  Will you have to make a series of payments on the card to pay it off?  Either way, it must be figured in so as not to break the budget.  It may mean giving up some budgeted fun money for a few months until the bill is paid off.

Remember, credit is not for impulse buying.  If you are in the store and see something awesome that you’d love to have, learn to first ask yourself: is this in my budget?  If not, is there something else in the budget I’m willing to give up in order to obtain this item?  The budget must determine the spending, and not the other way around.  Otherwise, the individual is on the quick road to financial ruin. 

But by following a well designed budget and using credit as a way to build one’s credit score, one can use it to develop financial success, and someday be able to purchase their own home at a very competitive rate.

Financial Success #7

The last two articles have dealt with credit: what is credit, credit history, and how to use it properly.  We discussed reviewing your credit history by going to AnnualCreditReport.com.   We discussed paying all bills on time.  We also saw that the only proper use of a credit card is to build credit, and so must only be used for planned purchases and emergencies.

Today, we’ll address how to obtain a credit card if one’s credit is so bad that no one will offer you a card.  In the past, credit cards were thrown at people, regardless of their credit history.  That is no longer the case, as we are now in a massive credit crunch.  Individuals with poor credit track records will not be able to get one easily.

For those in this situation, we will discuss how to obtain a secured credit card.  When a bank or loaning institution gives you a credit card where they carry the risk if you default on the loan, it is an unsecured card.  With a secured card, you will manage the risk for the card, so the loaning institution carries no risk.

First, save up a minimum of $500.00.  This will be the security used to get the card.  Most banks offer credit cards.  Go to the bank loan officer, hand them the $500, and tell them you would like to obtain a secured credit card.  The bank will take your money and place it in a savings account that you cannot touch.  This will protect the bank in case the individual defaults on payments.  The bank will then give you a credit card worth $500.

You will use the credit card for two purposes only: planned purchases and emergencies.  A planned purchase is anything that is already in your budget.  In your budget, you will already have established how much gasoline money you have to spend in a month.  When you fill up with gas, swipe your credit card.  When the bill comes in: pay it off immediately.  Buying groceries that are in the budget? Swipe your card and pay it off immediately when the bill comes in.

You must pay this bill.  If you neglect to pay at least the minimum in a month, the money will be pulled from the $500 security savings account to protect the bank, BUT the bank will also send a note to the credit history companies that you are not paying the credit card off.  You must pay this bill on time.

Some experts recommend leaving a small balance to carry over to the next month, which, if you think you can control, it will help your credit grow faster. However, many people tend to let that small balance grow and grow, until the card is maxed out.  Suddenly, credit gets out of control, and the individual can be back to hurting his credit.

After a year of using the card for planned purchases, return to the bank.  Hand the loan officer the card and state that you have used it carefully for a year, and would like to replace the secured card for an unsecured card.  At that point, the loan officer will review the records, and when she sees you have used the credit card appropriately, will take it from you.  The bank will return your $500 plus interest, and give you an unsecured card to begin using.

With the new unsecured card, the bank is now taking upon itself the risk that you will use the card wisely.  Continue using the new card for planned purchases and emergencies only.  If an emergency arises and you have no choice but to use the card, return to your budget for review, to determine what changes you will have to make in the budget to pay off the amount as quickly as possible.

Over time, your credit history will rise, and the credit card’s value will increase from $500 to $1000, and eventually can be as high or higher than $10,000.  Still, it must only be used for planned purchases and emergencies.  At this point, you can know that your credit is in fairly good condition, and obtaining a loan for a house at a good annual percentage rate will be within your grasp.

Financial Success #8 (written Oct 2008)

In discussing financial solvency, several have asked me if I would attempt to explain in layman’s terms what is causing the current financial crunch.  As technical and complex as it is, it comes down to a few  poor choices and several awful choices made over the past 40 years by Presidents and Congress, for what they felt were good purposes.

In a truly free market, one finds that the market will fix mistakes.  If someone cheats on the books, it eventually catches up to the person/company, and they will lose everything.  Those who make the best choices usually are benefited in the market.  However, leaving the market to completely regulate itself can cause occasional serious ups and downs.  It also does not help out the innocent people, who for no fault of their own, cannot move up in society.  Many presidents and Congresses have tried to manipulate society to improve it.  However, for every good attempt, there are often unforeseen dangers lurking in the future caused by government manipulation.

For example, President Herbert Hoover and Congress implemented a tax increase in 1932, which caused the Great Depression to last years longer than it should have.

Fixing inequalities in society was Pres. Lyndon B. Johnson’s concern when he declared his war on poverty.  While his intentions were good, many of the policies imposed by government upon companies and society actually moved some things backwards.  Requirements such as encouraging or requiring a mother to be single in order to receive welfare assistance helped break apart families, and has destroyed many communities by destroying families.

Another thing that Pres Johnson attempted to do was open the door for more families to own their own home.  This became the new American dream.  To accomplish this, a new semi-private/quasi-government company was formed: Fannie Mae.  It was Fannie Mae’s job to help get poor people with low credit into affordable homes.  Fannie Mae was so “successful” at providing low-interest loans that Congress later decided to provide it some competition.  It created a second quasi-government company, called Freddie Mac.  Both companies had the goal to get families into their own homes, with the implied promise that the government would backup any loan defaults.  

With the computer/tech stock market crash a decade ago, the government sought to avoid a recession by stimulating the economy in other markets.  One market that seemed very logical was the housing market.  Money was pumped into the system.  Congress “deregulated” the loan/investment industry so companies besides banks could loan money.  The lending was turned into a commodity that could be bought and sold on the stock market.  Companies like Lehman Brothers and Merrill Lynch began grouping house loans into batches, then selling them like stocks are sold.

This pumped more money into the housing market.  With lots of money at hand, lots of houses were being built.  People were encouraged to buy and sell houses, because the belief was that housing prices would always go up.  There would always be greater value to back up the greater risks being taken.  And so bigger loans were provided to people with poorer credit scores and greater risk potential of defaulting on the loans.
Government agencies and civic organizations, such as ACORN, pressured banks and other institutions to make riskier and riskier loans to get people into homes.  Some companies began taking on people with lower credit history scores and lower salaries.  Worse, instead of placing them in an inexpensive home, they were convinced to purchase something that actually was out of their price range.  They would be offered a loan for up to 120% of the value of the house on an adjustable rate mortgage, with a balloon payment due 5-10 years down the road.  Imagine a person making $25,000 a year being talked into a $200,000 house at $700 per month.  When the housing bubble burst, the adjustable interest rate doubled, bringing the mortgage from $700 a month to $1400 a month.  Plus, their balloon payment was also now due.  There was no way people could afford their mortgages anymore, and so walked away from their houses and their mortgage loans.

In earlier years, we would see perhaps a bank with  $1 billion in its vaults.  To use it as leverage, the bank would loan out perhaps $4 billion to people and small businesses, knowing they were taking in some risk.  However, the view was, they would be okay as long as they didn’t have more than 25% of their loans go bad (25% of $4 billion is $1 billion).  The bank would borrow that extra $3 billion from other banks or international investors, paying it back slowly as people paid their mortgages.

Now, imagine a bank with $1 billion in its vaults that is lending out $20 billion to borrowers.  If 10 percent of those loans suddenly go bad, they have lost $2 billion, and do not have the money to make up for what was lost.  This is what happened when the housing bubble burst.  Suddenly, banks and investment companies owned a lot of houses, but no money was coming in for them to pay their leveraged loans.  They didn’t have any money available to loan out to anyone else, either.  Money borrowing froze up and lending stopped, causing many companies to go belly up.  While all these houses sat there with no one buying or selling, prices began dropping quickly.  A person who borrowed $200,000 on a house that can now sell for only $145,000, but is paying huge premiums for the house, has no choice but to walk away.  This leaves the bank owning hundreds or thousands of homes that have devalued by as much as 30% or more in some markets.  With thousands of empty homes that cannot be sold for a profit (or break even mark), and no money available to loan out for people to buy houses, and of those interested in owning a house many of the people are bad risks, we now have a huge housing glut and a banking system with no money to lend.

From 2005-2007 the type of sub-prime (high risk) loans Fannie Mae was handing out looked like this:

Negative amortization (lending out over 100% for the house):   62.2% of their loans

Interest-only (amount of mortgage going to pay interest): 83.8%

FICO credit history score less than 620:  57.5% of loans

Loan to value greater than 90% (person did not have to put 10% down on the house): 62%

On June 30, 2008, Fannie Mae held or had guaranteed sub-prime loans with an unpaid principal balance of $553 billion dollars.  In addition, Fannie Mae had purchased sub-prime loans from other investment companies worth almost $70 billion more.  This equaled about 25% of Fannie Mae’s total loans, showing they had taken giant risks between 2005 and 2007.

Such risk was noted by some Congressman back in 2006, including John McCain.  These Congressmen asked the Senate and House Finance Committees to do something about their concerns with Fannie Mae and Freddie Mac.  Leading Congressmen on the finance committees,  refused to recognize there were any problems.  It should be noted that several of these Congressmen on the finance committees were receiving large campaign contributions from Fannie Mae at the time, possibly influencing their decision to do nothing.

Things changed big in the last few months.  With several large organizations collapsing, the federal government took notice, but felt the market was still okay.  Initially, the government tried to allow the market to correct itself when the bubble burst.  However, it quickly became clear that the entire financial industry was falling down like dominoes.  The Feds stepped in to buy up a big chunk of Fannie Mae and Freddie Mac to keep them solvent.  This basically turned these semi-private/quasi-government entities to now be completely government agencies.

More large banks and investment companies collapsed.  Finally, the Secretary of the Treasury went to the President and Congress and told them they would have to do something dramatic, or the entire American economy would freeze up.  Secretary Henry Paulsen asked for $700 billion to bail out the financial market.

The federal government was already bloated with huge debt.  Due to a Congress and President that many have suggested have spent like drunken sailors with someone else’s money, we now have a $10 Trillion national debt that increased by almost $500 billion this year, not including the extra costs of the Iraq and Afghanistan wars.  This huge debt has, over the past two years, been devaluing our dollar against other currencies.  Why did food, gas and other prices arise so much? A big part of it is our devalued dollar.  Five years ago, the US dollar and the Euro were about the same value. Now the dollar is worth half of a Euro.  This means that a European made item you could buy for $100 5 years ago will now cost $200.  Or gasoline goes from $1 per gallon to $4 gallon.

With the concerns of an already huge debt, many Americans (rightfully so) and Congressmen were concerned about pulling another $700 billion out of thin air (debt), knowing it could devalue the dollar even more, and leaving us and our grandchildren a huge future debt to pay.  The initial bill that was rushed in also didn’t ensure some safeguards and protections, or any restrictions on how the money would be spent. So, the House of Representatives rejected the initial bill.  This caused a 700 point drop in the Dow Jones stock market.  In one day, the market lost $1.2 Trillion dollars of value, seemingly because Congress did not act quickly.

A few days later, Congress did pass a new form of the bill with some protections.  It also included an additional $110 billion, much of it in pork projects and tax rebates unrelated to the current crisis.  Congress still hadn’t realized the immensity of this crisis, as many were still playing partisan politics and obtaining money for pork projects.

Since last week (I am writing this on 10/08/08), the markets have refused to recover.  The gravity of the loan problems have swept across the world, dragging several other nations’ markets down as well.  Many of them had billions of dollars invested in American financial markets, and are now feeling the pain from it.  The struggles in other nations’ markets are stimulating the drag on our own stock market, which recently has had some record drops.  At one point, the Dow Jones was as high as 14,000 points.  Most  2008 it floated between 11,000 and 12,000 points.  With some huge drops (an 800 point drop was the biggest in history), has the DOW down to 9300 in Fall of 2008.  The last time it was this low was in 2003, while the market was recovering from the 9/11 attacks.  In February 2009, the DOW had plummeted to just over 7000 points.
Most analysts say we have not yet seen the bottom of this crash, nor do we know how long it will take to recover from it.  A big issue will be on how the government chooses to regulate in the future.  Over-regulation will chase business to other countries.  The wrong regulations and emphasis, such as with the push for home ownership for high risk individuals, can cause the market to struggle for many years to come.

What can we as individuals do about it?  First, get our budgets in order, as discussed in previous articles.  On the rest, We’ll talk about it next time.
Achieving Financial Success #9

In the last article, we discussed the current housing crisis, which has led to the current financial melt down.  With a better understanding of how a focus on short term profits and exceedingly big risks led to the near collapse of the financial markets, we can learn some things for our own financial success.  So what can we do as individuals to prepare for such crises and trials, and to ensure we can achieve financial success?

First, having a workable budget is the beginning of any financial success story. Without a strictly followed budget, financial crises are inevitable.  Each of the banks and investment companies that have required a bailout did not follow a budget.  They did not look at what their actual accounting tables stated, and then made huge risks, loaning out over 20 times the amount of money they had in the bank.  Even if only 10% of their borrowers defaulted on loans, they were doomed to bankruptcy.

Had these institutions taken a close look at the amount of actual money they had, and determined a reasonable level of risk in lending money out above that amount (most banks lend at 4-5 times their holdings), they could have weathered this storm.  As it is, many banks today are doing okay, because they did not get swayed by the temptation of big short term profits, but focused on long term growth and stability.

So it is in our households.  We need to live by a budget.  Taking big risks, which in this case means buying things outside of the purchasing power of our budget, needs to be a thing of the past.  Too many Americans live on impulse buying.  Our television commercials are geared towards tempting people to pull out the credit card right now and buy it before the offer expires.  We need to resist this impulse, and set our feet on the road to financial success.

Many of you have heard me tell the story of the time when my wife said she needed to buy a truck to haul items.  We didn’t just jump in the car and go down to the car lot to buy one.  First, we looked at our budget.  How much could we afford in monthly payments without stretching our wallet too tight?  How many months/years did we want to pay on a vehicle?  We figured we could afford $7500.00 for a truck at that time.  We then did research in Consumers’ Guide and online to find what vehicles would fit her needs, while being within our budget.  After finding the truck styles and model years that were in our range, we then went down to the dealers to look.   We went to a back lot, where my wife found a truck that she liked and asked the salesman the price.  “$9,000.00”, he said.  Too much, so we drove on.  We went to a dealer, and spoke with the salesman and told him exactly what we were looking for, and our maximum price, including tax.  He told us that there was a truck on another lot he wanted to show us that would fit the bill.  We hopped in his car and drove back to the original lot, where he then took us to the truck my wife had seen previously.  He made the sale without any bargaining or dealing.

In the sales office, the salesman typed up our credit score on his computer, and said, “Wow! You have a great credit score! Are you sure you wouldn’t rather have one of these brand new $35,000 trucks?”  Impulse buying alert!  Of course I’d like to have one of those new trucks, but it didn’t fit in my budget.  We purchased the used Ford Ranger, for $7500.00, instead. This is how I’ve managed finances over the years, and it works.

Next, get credit spending under control.  For too long, Americans have been taught that spending on credit was a good thing.  This is basically what the financial institutions were doing when the crash came.  They convinced themselves that credit was income, when it is really an expense.  While using some credit can be good, using it for impulse buying and as a second income will only ruin you.  The government will not bail us out, as they have the big banks.

Then, seek knowledge.  An education is an incredible boost for finances.  The difference between a GED and no high school diploma can equal ½ million dollars over a lifetime.  College creates a bigger difference, as most college graduates will earn $1 million more than the average high school graduate.  Two year trade schools for welding, plumbing, etc., can open the door for a nice $50,000 a year job.  Even for those of us with education, it is imperative that we continue learning new things.  While I have many years of schooling and training in computers, the computer world changes so quickly that if I were to ignore it for a year, I would be far behind the times in the technologies available.  Spread out your education, so if the main field you are working closes down (as house building is suffering right now from the housing collapse), you will have skills to fall back on.

Fourth, learn to be happy with the things you have.  Too many people seek happiness in possessions.  It is, after all, a material world.  However, there are billionaires in misery, and poor people with joy.  Money does not buy, nor rent, happiness.  The key is to want what you have, not necessarily getting what you want.  Consider the situation of billions in other nations who experience true poverty.  I lived in Bolivia for two years, among people that did not have running water or electricity.  I still remember one of the first families I met in the mountain city of Potosi.   This father of 5 children made $1 a day.  Their home was a one room adobe shack that is smaller than my current office.  Their main meal consisted of rice and potatoes, with very little meat. The kids wore sandals as their only shoes, and only one set of worn clothes. Yet they exuded happiness, because they found their joys in the more important things, which do not cost money.  Although it may sound trite, we Americans will not easily learn happiness until we  can break our co-dependency on material goods.

Finally, instead of a nation of spenders, we must become a nation of savers.  Financial experts, as a whole, state that the average person needs to save 10-20% of their salary for long term savings.  This is in order to provide for college, down payment on a house, and retirement.  Today most people are saving nothing.  All their money is going to pay the bills. They live paycheck to paycheck, and are drowning in debt.  For this reason we start with a budget, then learn to use credit for long term uses – planned purchases and emergencies. 

We’ll begin discussing savings and investments next time.

Achieving Financial Success #10

In the last two parts of this series, we discussed the current financial crisis and some of its possible ramifications.  We discussed a part of our individual solution to overcoming the recession we are in: establishing and living within a budget; using credit solely for long term credit building (so it is there when you are ready to buy a house) ;  avoiding unnecessary debt; stop making impulse purchases, instead plan all purchases so they work within the budget; and continually improving your education and skills so that if your current job ends, you have skills to fall back on.  We also discussed being happy with what you have, instead of seeking happiness in the things you want.

Finally, we mentioned the need to become a nation of savers, rather than a nation of spenders.  Financial experts generally agree that everyone – Everyone -  needs to tuck away at least 10-20% of their income for long term needs.  There are 3 major items that qualify for long term needs: retirement, college, and buying a house.  Retirement, especially, is an issue most people tend to ignore until it is too late.  The reality is, retiring solely on Social Security means  retiring in poverty. There is little  reason to struggle through one’s golden years having to decide whether to buy groceries or medicine, when with a good investment plan you can choose to buy both. Today and for the next few weeks, we’ll discuss saving and investing.

First, what is the difference between savings and investing?  The terms seem similar, but there is a major difference.  Saving is the act of putting money away in a safe place, but where there is little return on it.  Investing occurs when we accept some risk with our money, in return for the chance of getting larger rewards.  There is need for both savings and investing for each of us.

In finances, there is the 72 rule.  Whatever interest rate you receive for a money account can be divided into 72 to see how many years it would take to double your money.  If you placed $1000 in an account that returned 1% interest, it would take 72 years to double the money to $2000 (1 / 72 = 72).  An interest rate of 4% would mean it would take 18 years to double the money( 4 / 72 = 18), and an 8% rate would double your money in 9 years (8 / 72 = 9).  Higher rates of return often come with higher risks involved in possibly losing some or even all one’s money.

Savings accounts are meant for saving money in a safe place. All banks that are insured by the FDIC are insured by the federal government, normally for $100,000 per account.  While the nation is in this current financial crisis, that has been raised to $250,000 per account.  So, if your bank goes bankrupt, the federal government will reimburse your account within a few weeks.  That safety factor makes banks a wonderful place to park one’s money.  However, high safety factors often mean low interest rates.

Right now, most bank savings accounts offer 0.25% interest rate (1/4 of 1%).  Dividing 0.25 into 72 would mean it would take 288 years to double the money.  It is doubtful your great-great grandchildren would be alive to collect on it.  What does this mean for us?  It means savings accounts are great for short term storage of our money, but not for investing.  While the money would languish, making little increase, the annual devaluation of the dollar (normally about 3% inflation) would cause your money to devalue faster than the measly interest increase the account offers.  Savings accounts are good for storing money for short periods of less than 2-5 years.  Use your savings account to save money for your next car, Christmas shopping, emergency fund, or as a place to save up enough money so you can invest it later.

There are several vehicles for investing.  We’ll begin by discussing a few safer investments and how they work.  The first of these investments is a Certificate of Deposit (CD).  Most banks carry CDs as their major investment vehicle.  

CDs are similar to a savings account, but you agree to keep the money in the account for specific period of time, usually between 90 days and 5 years. Banks use the money in the CDs for loaning to others at a higher rate, and then pass some of the profit onto the CD owner.  Because the bank is assured that the money will not be pulled suddenly out of its vault, it can give you a higher interest rate than in a regular savings account.   Currently, CDs can be found ranging from 3-5%, depending on the bank (including some online banks) and the length of time for the CD.  Remember, a 4% CD would double in value in 18 years, if you were to renew it at the same rate upon expiration of each CD.  This is much better return than 288 years in a savings account, and since the accounts are insured for up to $250,000, your money is extremely safe.  

Bonds and Treasury notes (T-bills) are another form of investment.  Bonds are normally issued by federal, state, or local governments seeking to borrow money for at least a 5 year period.  Some companies seeking to raise money will also issue bonds.  These bonds will be offered with either a guaranteed interest rate of return, or a floating rate.  In normal periods, most bonds will normally be offered between 5-8% return.  At 8%, your money would double in 9 years.

However, with the current market struggles, people have been rushing their money into bonds.  With more money going into bonds recently, lower interest rates are being offered, some as low as 1%.  It works like this:  a company or city needs to borrow $1 million.  They offer bonds to obtain the loans needed.  When there are only a small handful of people wanting to buy the bonds, the interest rate must be attractive enough to bring lenders in.  However, when there are many people wanting to throw money at bonds, then the money needed to be raised is easier to do at a lower interest rate.  Right now, bonds are lower than normal, because people are seeking safer places to stash their cash from a stormy stock market.

Still, bonds are not a perfect safe placebo.  Companies and cities have declared bankruptcy.  Cincinnati declared bankruptcy under former mayor Jerry Springer (yes, the one from television).  In such instances, the value of the bond can be significantly reduced or even wiped out by a judge in bankruptcy court.  

Some bonds are riskier than others.  In the 1980s, junk bonds were king for a while.  They were higher risk bonds from struggling companies, which offered higher interest rate returns (some as high as 18% - doubling your money in 4 years).  However, when the investments got too risky, people stopped purchasing them, and those companies went bankrupt, leaving thousands of people with worthless bonds in their hands.  

Clearly, research is key in selecting bonds and higher risk investments.  There is nothing wrong with investing in high risk investments, IF you are aware of the risks and are ready to accept those losses.  One key factor in ensuring sufficient safety in investing is to diversify.  Don’t place all your eggs in one basket.  Spreading funds out into 5 or more different forms of investing helps to ensure you don’t lose all your money when the one crashes.

Next week, we’ll begin discussing stocks, mutual funds, and other investment vehicles that can offer higher rewards – and higher risks.

In October 2007, the Dow Jones Industrial Average (DJIA)Market hit its all time high, just over 14,000 points.  Just a couple months later, the DJIA dropped below 8000 for the first time since 2003, when the markets were still struggling over the 9/11 attacks.  Before that, you have to go back a decade for the Dow to be below 8000 points.  In February 2009, the DOW dropped almost to 7000 points.
As discussed in the last few articles, the market has been taking a beating, due to the housing market crisis.  Credit was used as income, rather than an expense, and risky investing caused the collapse we now see happening in the marketplace.  This is the major correction many financial experts have been expecting for over a decade.  

So, is the market dead?  No.  It has gone through major corrections in the past, and overcome them.  1929 was almost 80 years ago, and the market has more than pushed past the losses incurred there.  Still, the market currently is very unstable, with ups and downs occurring several times a week.  It is in these changes where profits may be found, as well as a long term view.

Let’s begin with the basics of the market.  

First, what is a stock?  Companies offer shares of ownership in the company, in order to raise money to fund expenses and expansion.  Whether you purchase 1 share or 1 million shares, you are an owner of the company.  Each owner is allowed to vote at the annual company stock holders meeting, either in person or by proxy.  The share holder will vote for the board members and on any key issues that are brought to the company’s owners.  The more shares a person has, the more votes the individual has. 

Shares of stock are traded, bought and sold, on a stock market, where it makes it easier for individuals to access the market.  Rather than contacting each company individually, a person only has to go to a stock broker, or go  online to one of the many online trading companies, and can purchase or sell shares of stock.

Some people prefer using a stock broker, an individual or company that is trained in researching companies.  Others prefer doing their own research, and can save money by doing their own work.  There are several online trading companies, including E-Trade, Scott Trade, and Ameritrade, which allow the individual to handle all stock purchases and sales for himself.  Others offer additional assistance, such as Schwab.  Each method has strengths and weaknesses.  Having experts do the research for you can be a benefit, IF you have experts that are making good choices.

The Stock Market Game

The key to any successful stock portfolio is to do the research.  The best way to begin stock research is by Googling the term “stock market game.”  This will bring up several online stock games, where people play the market for free with play money.  The games use the actual data from the market each day, but since real money is not being used, there is no risk of loss.  Play the game for a year.  This allows each individual time to learn how to use the market without risking real money.

Playing the game also allows the investor time to learn HOW to research.  Each game will have an area where the gamers chat or blog, telling their research methods, which stocks they recommend, etc.  It allows the individual the opportunity to learn from others’ mistakes and good ideas. 

It also allows each person time to decide which type of investor to be: Do you want to be a Day Trader that buys and sells dozens of times in a day?  Do you want to move your money only once a month, once a year, or allow it to sit in a company that’s almost guaranteed to make it with you to your retirement?  Each of these methods involves different risks and involvement.  Here’s a year to play the game without learning the hard way.

During the year you are playing the stock market game, save up the money you will eventually want to use in the market.  Once you feel comfortable in the market, you will have the funds ready to begin actually investing.

Is it Risky?

Yes, the market IS risky.  But risk is not a bad term, per se.  Risk is the level of chance one chooses to take with an investment, in order to try and get a better return (profit) on that investment.  There are a few keys to managing risk well.

First, Diversify.  Diversification means not placing all one’s eggs in one basket.  If the basket drops, all the eggs are broken. In 2000, many people were investing in Enron (symbol: ENRN), including their employees.  In fact, many of their employees were placing their entire retirement portfolio in their company’s stock, considered a dream stock for several years.  But when the stock market hit a rough spot, suddenly it was found that Enron had been fixing their books, in order to look like they were making a nice profit.  As long as people were buying Enron stock, they had money to pay their bills, and no one noticed the problem.  However, when the market hit a correction, suddenly there wasn’t enough money for Enron to pay its bills, and it declared bankruptcy in a matter of a couple months.  Those who were nearing retirement with millions of dollars of their retirement funds in Enron stock, suddenly were broke, and would not be able to retire anymore.

Had such individuals placed only 10 or 20% of their investments in Enron, they would not have lost all their retirement.

Second, as you diversify, choose varying levels of risk for different investments.  The younger a person is, the more risk he can consider taking.  The 20 year old who lost money on Enron has more time to recover than the 60 year old who lost money.  As one gets older, safer investment vehicles should be used more and more to protect the investment.  

For example:

	At Age
	Possible Investment Strategy

	25 – riskier strategy
	10% CDs
10% Bonds

30% Mutual Funds

50% Variety of Stocks

	35
	10% CDs
20% Bonds

30% Mutual Funds

40% Variety of Stocks

	45
	20% CDs
30% Bonds

30% Mutual Funds

20% Variety of Stocks

	55 – safer strategy
	30% CDs
30% Bonds

30% Mutual Funds

10% Variety of Stocks


The above is just an example, and each individual should adjust according to the level of risk one feels he can take. 

Next time, we’ll discuss more on stocks and investing.

Financial Success #12

Last time we began discussing the stock market, what it is and how it works.  We talked about playing the stock market game online for free, for about a year, in order to learn how the stock market works prior to putting real money into it.  We discussed diversification and determining the level of risk we should take for each investment and how it can change as we get older (younger people have time to take bigger risks).

This week we’ll talk more about the market and its functioning.

A stock’s value is dependent upon the investor.  A company will offer X amount of shares in their company.  Depending on supply (number of shares offered) and demand (number of investors wanting the shares), the stock price goes up or down. For example, if a company offers 1 million shares, it then leaves it to the market to determine the price.  If no one will buy all the shares at $100, then the price will go down until people start buying it.  If the share price is so low that people are clamoring to get it, then it will rise rapidly.  Each day, those 1 million shares can be bought and sold or held onto by the share holders.  I could buy a share in the morning at $50 and potentially sell it in the afternoon for $60 a share if enough people ask to buy it at that price.  Then again, I could buy a share at $50 and if no one else ever wants to buy the stock, it could end up being worthless.

In 1985, had you purchased $10,000 of stock in Microsoft (symbol MSFT), by 1998 that one investment would have turned you into a millionaire.  On the other hand, if in early 1999 you took those millions out of Microsoft and reinvested it into Enron, what was then seen as a great investment, by the end of the year your millions would have completely disappeared.

Stocks can be risky.  In the 1990s, you could close your eyes, throw a dart at a board full of technology and biotech stocks, and make money on anything the dart hit.  Events happen that can shake or adjust the market.  In 1999, the federal government declared Microsoft an illegal monopoly and threatened to break it up into several small companies.  This alone shook the entire stock market, and caused many companies to disappear almost overnight.  Many small technology start ups were in development of products, using the stock funds coming in to finance their development.  When Microsoft fell, it took everyone else’s stocks with it as investors sold and held onto the money for safe keeping.  Suddenly, there wasn’t money to fund the start ups, and they disappeared.

In the case of Enron, Worldcom and a few other giants, they were living on two sets of financial books.  The official books showed they were making big profits, and so this kept people investing in their stocks, driving up their share value.  Enron would use the new money to pay off the actual losses they were having on the real books. When the stock market froze with the Microsoft monopoly fear, suddenly no one was buying any shares, and the stock price of all stocks dropped.  Suddenly, for companies like Enron, there wasn’t new money coming in, and so their source of funds to pay their actual expenses dried up.  The truth came out, as bill collectors asked for payment and they couldn’t pay.

Many things can affect a stock, both good and bad.  The current economic situation is an example of this.  A year ago, GM stock was worth almost $50 a share.  Today it is at $4 a share, and could drop entirely if Congress doesn’t help them and forces them into bankruptcy.  At the same time, such a huge correction in the stock market can offer great stock purchase deals.  Imagine buying GM stock at $4 a share, or Ford at $2 a share, Congress saves them and they go  on to be profitable over the next 5-10 years.  If their stock gets back up to $40 a share, then your $1000 investment in GM could be worth $10,000 in just a few years period of time.

Research is key – Information is Power

Learning to research and study a company or market sector takes time.  There is no way to understand and research all companies on the market, as there are just too many for a single investor to consider. Begin with sectors of the market that you understand.  If you are in construction, then begin by researching construction companies, Home Depot, Lowe’s, and real estate companies.  If you are knowledgeable concerning computers, you may want to research software and hardware companies.  

Research can include discussing different stocks with friends or trusted acquaintances that also are involved in investing.  See what their track record is prior to investing large amounts of money in their recommendations.  Some people use the investment strategies of professionals by either hiring a stock broker, or joining an investment group like the Motley Fool*.  

Many of the cable financial/news shows have experts that share their “stock of the week”.  Some people will see just which of the experts are more correct by watching their recommendations over a few months period, and later follow their advice on new picks.  Investment magazines and websites can also be useful for research.

Eventually, for the individual, the more information you have, the better your chances of making good decisions on the market.  Studying a company’s stock history is important.  To see how it has done through good and bad times is indicative of how it will work in the future.

Charts are a wonderful thing.  Several online financial sites (Google finance, CNBC, etc) can show you charts of how a company’s stock has done.  These charts can range from changes throughout a single day, to an overall chart  from the company’s initial public offering (IPO).

Here is a ten year chart of Johnson and Johnson (JNJ)**:[image: image1.png]Er
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From the above chart, there are two parts of the chart.  The top part shows the share price changes, and the bottom shows how many shares were bought/sold. We can see both spikes and drops. At the bottom (black part of chart), we see how many shares were being bought and sold in millions, ranging from an average of 10 million per day, to spikes of up to 70 million.

In the chart portion dealing with share price, note the big drop in the year 2000 caused by both the Microsoft monopoly challenge and 9/11.  Still, we can see that over the past ten years, the stock has made a slow, but steady climb from $45/share to over $70/share, before dropping back down to $55/share recently with the stock crash.  While affected by the recent stock crash, when we consider that most of the market lost 45% of its value, Johnson and Johnson has only lost about ¼ of its stock value – a sign that people have confidence in the stock and that it will succeed.  The company has a wide variety of products that people use.  If one product fails, others will sustain the stock, making Johnson and Johnson a rather safe and steady, but somewhat slow, growing stock.  Had you invested in Johnson and Johnson in 2000 after the last market correction and it was worth $20/share, you would now have increased the value by 275%, even after the stock dropped 25%!   This is an average increase of about 24% per year since 2000. History suggests it will rise again.

Meanwhile, researching General Motors (GM), we can see how they’ve done in the last ten years:
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In 1998, GM stock was approaching $100/share.  It was viewed as a strong company in the 1990s, as people purchased a lot of trucks and SUVs.  But the stock history shows a serious problem.  With additional research, we would see that they were losing market share to foreign competitors, especially Toyota.  Toyota was seen as the company with better value.  After 2002, gas prices started to soar, people began buying fuel efficient vehicles, which meant that GM lost even more market share.  In October 2007, when the Dow Jones hit its record high of over 14,000, GM was temporarily leveled off at $40/share, way off its high.  With a collapsing financial market, GM was not able to finance new development or retool its plants, and so the price dropped like an anchor in the last year to about $4/share.

Why is Johnson and Johnson weathering the storms better than GM?  One key reason is product.  Johnson and Johnson has thousands of products that people use daily.  People will buy Pampers and Band Aids even in a recession.  GM has only three products: trucks, SUVs, and cars.  With the gas prices high, people stopped buying trucks and SUVs. For cars, people wanted fuel efficient vehicles, which GM never bothered to develop.  While the Toyota (symbol TOYOF) Prius has been around for several years, GM’s Volt won’t be on the market until next fall.  With so few products, GM is less recession proof.

Which stock to buy?  It depends.  If you are looking to place money in a safer investment (there’s no such thing as a completely safe stock), then you may want to place it in Johnson and Johnson.  For those seeking more risk, with a chance at a higher payout, putting some money in GM, with the hopes they will turn around may be an option.

A third option is to diversify.  Invest in more than one company.  Some investments would be in safer bets (CDs, bonds, safer stocks like JNJ), and then investing in some riskier companies as well, in hopes of gaining a better profit.  Of course, be ready to buy or sell as the need requires.  Investing in stock means always having to manage it, even if you are paying someone else to handle the day to day investing.

How much to invest?

Every person needs to invest/save at least 10-20% of their income yearly for long term reasons.  There are only three long term events to do this for: retirement, down payment on a home, college.  Each of these helps ensure our well being in future years.

Imagine that gives us $4000 a year to invest.  The first year, I may put the $4000 into something safe, like a CD.  The next year, I may invest in something riskier, like stocks or mutual funds (which we’ll cover later).  If on that second year’s investment, I  invest it wisely in the market, buying and selling carefully, so that I average between 15 and 20 percent a year, let’s see how it could work out for us on this one investment. Remember the 72 rule, whatever interest rate we achieve, divided into 72 will tell us how quickly our money will double.  So, if we average 18%, we will double our money in 4 years:

	Year
	Current Value at 18% annually

	2008
	$4000 (initial investment)

	2012
	$8000

	2016
	$16,000

	2020
	$32,000

	2024
	$64,000

	2028
	$128,000

	2032
	$256,000

	2036
	$512,000

	2040
	One Million Dollars


In 32 years, if the investment averaged 18% a year, the one investment would yield a million dollars!  So what if the CD investment is now only worth $16,000 (at 4% a year)? So what if the $4000 invested in 2009  ended up only worth $400 in a bad stock pick? It only takes a few good long term investments to ensure a nice retirement.

* Note: while I mention many companies and investment firms in my articles, please do not use these articles as specific investment recommendations or strategies from me.  I am not a licensed stock broker, nor do I play one on television. You invest at your own risk.

** Charts are valid as of 12/5/08 from CNBC.com 

 Next time, we’ll talk more on stocks, including P/E, when to buy/sell,  and more investment strategies.

Last time, we began discussing important ideas in investing in stocks.  We looked at the importance of researching a company’s strengths and weaknesses in the short and long term.  We also discussed diversifying our portfolio, to ensure that if one or two investments fail, we do not lose everything.

Today, we’ll look at more stock issues, such as Price/Earnings Ratio, and when to buy/sell.

Price to Earnings Ratio

Price/Earning Ratio or P/E is the ratio of how a company’s stock share price compares to its actual earnings.  Let’s say that a company has 1 million shares available, and has sold them for an average of $50 apiece, or a total of $50 million.  If the company’s earnings for the year are $50 million, then the ratio is 1:1.  Most companies do not have such a balanced ratio, but instead will have a ratio that has share price equal to many years of earnings.  If this same company earned $10 million in a year, then the ratio would be 5:1, taking 5 years of earnings to match the amount of value in stock.  For many stock experts, a ratio below 17:1 is generally considered a good value.  In other words, if a company could pay off all its stock value in a 17 year period or less, then its P/E ratio is decent.  Anything above 17:1 is considered a higher risk.  So, if our company only made $1 million per year, and its P/E ratio was 50:1, it would be a very risky investment.

Does that mean investing in a company with a 50:1 ratio would be bad?  No.  It means it is riskier.  If a person feels they can make a profit on a higher risk, it may be something to place some money in.  For example, if this same company announced a new product that potentially would increase their value, it would be a consideration for some investors.  Day traders may also find value in the fluctuations that occur on a daily basis.

P/E is an important issue to consider in investing.  But it isn’t the only factor.  A company’s success history can make a big difference, as well.  For example, Marvel Entertainment (symbol: MVL) had a P/E ratio of 19.5 about 6 months ago (1).  Was it risky?  Perhaps, but with upcoming movies, such as the Incredible Hulk and Iron Man, the risk was probably worth it.  Currently, its P/E ratio is 12.5, making it an even better potential investment.

Considering a Company’s Products and Potential for Profit

In early 2002, Marvel’s stock was worth only $2 per share.  Unlike the 1970s, most people just did not read comics as they once had.  However, in 2000, Marvel began a new venture: movies, beginning with the X-Men.  Their first major blockbuster hit was Spiderman in 2002, which grossed over $1.1 billion in the USA, and more than $2.4 billion worldwide.  The stock quickly jumped up to $6 per share.  Had you invested $1000 in Marvel at $2 per share, within months it would have tripled to $3000.  In 2003, the next movie came out: the Incredible Hulk.  It bombed, and along with it, Marvel’s stock sunk down to $3 per share.  This would still be a profit, of 50% on the initial $1000 investment, but a loss of some profits.

For the individual who did not get scared at this loss, and kept his investment in Marvel stock, his $1000 investment would now be worth $14,500 ($29 per share). That is an average 58% increase per year. Not bad for a 6 year investment, even after it dropped from $36 per share before the current stock crash.  Does this mean that Marvel’s stock will always go up?  Of course not.  If people stop reading their comics or buying DVDs, their stock value could easily drop.

When we look at Marvel’s 10 year chart (2), we can see how Marvel has changed their market by making movies:
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Risks in any Company Venture

Any product can be a boon or a boondoggle, as we can see from comparing Spiderman to the first Hulk movie.  Having seen the latest Marvel movies, including the new Hulk movie, it seems that they may have learned from their early mistakes.

Competition is always something to consider.  A company may have a great product, but if the competition offers a similar or better product at a better price, or if they market their product better, chances are the competition will win.  Most computer experts will agree that the early Apple Macintosh computers were superior to any Windows-based PC.  But marketing and the availability of software, price, etc., have always relegated Apple’s computers to 5-10% of the entire PC market place.  

Imagine the stock soaring for a company that were to announce the next miracle drug that eliminated teenage acne.  It would make millions of dollars and the stock price could easily double or triple within months.  Now imagine a year later, the FDA announces that this product causes cancer, and it is being pulled from the market.  Suddenly, the value drops to half its original price.  These are potential risks that come with any investment.  Why?  Because while research can help us to reduce risk, it cannot eliminate all risk.

When the world and market crashes, what do I do? 

What to do with your stocks in a scary stock environment as we are now going through?  First, do not panic.  The first thing is to establish an escape plan prior to needing it.   There are two views towards the market that work.

First, the long term plan.  If you plan on keeping your money in an investment for decades, particularly in a company that has shown resilience over long periods of time, then just sit tight.  Stock market history shows that selling in a panic only locks in losses and closes off possibilities of recouping those losses.  In the 12 months following the last 10 market bottoms (1949 to 2002), stock returns have averaged 32%!  For those who panic and sell, they often are too nervous to get back in during the period when the best returns occur (the first few months of a recovery).  The stock market is a forward looking mechanism, and so it will begin recovering 6 months prior to the end of a recession.  Awaiting the official end of the recession means losing out on major increases.  Nearly 75% of the gain following a market bottom occurs within 6 months.  Between 1998 and 2007, stocks gained over 77% per year cumulatively.  But if you missed the 10 best investor trading days, your return was just 11.8% a year. 

So, instead of panic selling, what should one do?  Most experts suggest considering rebalancing your portfolio, so that it isn’t too risky during crashes.  This is especially true older people who do not have as much time to recover from a stock correction.  Younger people have time to recover from a crash, and should consider taking some bigger risks with some of their investments.  Allocate your assets based upon risk tolerance and potential future investments .  Each person has to figure out how much risk he/she is willing to take, and ensure one isn’t too heavily invested in equities. (3)

The second strategy for dealing with corrections and the daily ups and downs of the market, is to set an automatic selling point.  Many investors will set a point, where if a stock sinks below that mark, it is automatically sold.  Many will use a percentage drop, such as 10% or 20% of the current stock value.  Once the stock drops sufficiently, you can get back in, or reinvest in another stock that shows more strength.

Next time, we’ll discuss mutual funds.

Notes:

(1) http://www.forbes.com/finance/mktguideapps/compinfo/AdvancedChart.jhtml?symbol=MVL
(2)  http://data.cnbc.com/quotes/MVL/tab/2
(3) Black Enterprise Magazine, Jan 2009, pp 25-26.

Financial Success #14
Last week we concluded details on successful investing in the stock market.  Remember that the key to being successful is research, involving starting off by playing the stock market game, available from several financial institutions online.  PREF is also working on beginning a stock market game, and the program will be more fully announced via Community Services and Ms Butterworth.  This will give the residents the opportunity to begin learning how to invest now, without risking any of their real capital.

This week, we begin discussing investment vehicles that use the stock market, but try to make investing easier on the investor.  

The two main vehicles people use are Mutual Funds and Exchange Traded Funds (ETF).  A mutual fund is offered by a variety of companies (Vanguard, Fidelity, American Century, etc), whereby you purchase a share of stock in a fund, and then they use the moneys to purchase stocks directly.  In essence, you get a portfolio of stocks by purchasing a share in the fund.

Mutual Funds can be broad-based, buying stocks throughout the stock market, or they can focus in on a specific sector, such as: tech stocks, biopharmaceuticals, large capitalization companies, small cap companies, foreign markets, etc.  Some mutual funds will reflect an entire market, such as the S&P 500, the Dow 30, or the top 10 NASDAQ stocks.  Some funds are very conservative, keeping large investments in bonds and money market funds, while others can be extremely risky.  Once again, research is needed for each investment.

How does this work?  You purchase shares in a mutual fund, and its portfolio management team will then invest your money in the sectors they are geared to work.  As needed, they will adjust their investments in the attempt to ensure a good return for the investors.  

A mutual fund that is based upon a market, such as the S&P 500 Index (SPX), will adjust according to the companies and their strength within that group.  The S&P 500 Index tracks the 500 largest capital fund companies on the market, and weights them according to their individual stock price.  If one company drops out of the 500, and another is added, the fund adjusts with the change.   Not including the recent crash in the market, the S&P 500 has averaged 10% per year since the 1929 stock market crash.  Given such a history, having some long term investments in a fund based upon a strong market could be a good option.

Mutual funds must be researched, as many have hidden costs.  Many have either up front purchase costs (front load), or costs at sale (back load), or require an annual maintenance fee.  Some mutual funds are “no loads”, which are preferred by many who seek to invest without having a percentage of their profits taken anytime they buy or sell more shares of the fund.

Many people are beginning to move away from mutual funds, and to a newer, but similar, product that has the benefits of mutual funds, but none of the problems.  Exchange Traded Funds (ETF) are funds based upon a grouping of funds that can be bought and sold like stocks.  For example, there are ETFs available based upon the S&P 500, called the Standard & Poor's Depositary Receipts (SPDR).  Typical volume for the SPDR is 200 million shares traded in a day, higher than any other US stock. 

According to Wikipedia: “The relatively compact units of these ETFs represent an opportunity for the smaller investor to achieve a performance close to the S&P 500 Index (minus fees and expenses). They trade like any other stock on the American Stock Exchange, so they can be bought on margin, sold short, and held for a short term, actions which mutual funds either discourage or forbid. Both the SPDRs and the iShares have a management expense ratio of under 0.1% a year, making them an efficient proxy for the underlying index.” (1)

With mutual funds, if you place a sell or buy order for it in the morning, it is not sold/bought until the end of the day. During that time, the fund’s price could go up or down, causing you to lose money.  ETFs, on the other hand, work just like stocks, and are bought/sold immediately upon placing the order.  There are no hidden 12b-1 fees, or front/back loaded fees, and as mentioned above, the expense ratios (amount charged to manage your shares) on them are normally very small.  (2)

Next week, we’ll discuss retirement vehicles.  If staff or residents have financial/investment questions, feel free to send them to me, and I’ll try to research the answers for a future segment of this series.

Notes:

1. S&P 500 Index:   http://en.wikipedia.org/wiki/S&P_500
2. Suze Orman:  http://au.pfinance.yahoo.com/b/moneymatters/102/how-to-avoid-sneaky-mutual-fund-fees
Financial Success #15

Over the last several months, this series has discussed financial issues.  We began with building a budget and living by the budget as the cornerstone of financial success.  The steps toward building a budget are to 1. Determine all Income, 2. Determine all Expenses, 3. Compare Income and Expenses to determine current bottom line, 4. Prioritize expenses to build a new budget, 5. Ensure all expense decisions are made based on the budget, 6. Review and revise budget every 3 months.

Credit was then discussed, where it was explained credit is not income, but an expense.  Just like fire, which can cook food and warm homes, credit has its purpose.  But when used carelessly, it destroys.  A person should only have one credit card, and it is for the purpose of building a good credit history and score.  The goal is to have good credit when you are in real need of credit (buy a home, finance education, start a business).  Other than that, credit cards should only be used for planned purchases and emergencies, so as to use it to build good credit.

Investing was then discussed.  The concept of diversifying one’s investment portfolio into varying CDs, bonds, stocks, mutual funds, and Exchange Traded Funds was discussed.  Investment advisors encourage everyone to invest at least 10-20% of income into long term investing.  If one year’s investment averages 20% a year, within 20 years it can be worth over $1 million.  Even if other investments do not pan out, the chances of having a few good investments over several years of investing are very good.

401(k) Retirement Accounts

Today, we will discuss retirement vehicles.  The government wants us to save for our retirements.  This alleviates the burden placed on government to take care of the elderly, as many of them require help via Social Security, Medicare, Medicaid and several other entitlement programs.

There are two key forms of government-incentive investments.  They are designed so that you can invest the money in CDs, bonds, stocks, or a wide variety of other investments.

First, see if the company you work for has a 401(k) or similar retirement program.  This program allows you to invest in a limited plan, where you get up front tax savings.  In other words, what money you invest this year, can be deducted from your gross income on your taxes.  Depending on the amount of investment, this can add up to hundreds or thousands of dollars a year in tax savings.  

Additionally, many companies offer matching funds.  If your company offers 5% matching funds, then you can invest 5% of your salary into the fund, and the company will automatically match it.  It is an automatic doubling of your money!  For state employees, the program involves matching the first $15 per pay check.  That means an extra $390 per year invested for the employee if he just puts in $15 each pay.  Over a period of 20 years, that equals an additional $7800, plus interest that state employees would not have without this program.

Individual Retirement Accounts

The second government retirement program is the Individual Retirement Arrangement/Account (IRA).  There are several versions of the IRA, and so we’ll discuss the main ones below.   With all IRAs, the individual determines which investment vehicle to use (CDs, bonds, stocks, mutual funds, etc.).  You can start and maintain several IRAs in different investment vehicles (some in CDs, some in mutual funds, etc).  This way, you can ensure your IRA is diversified.  As of 2008, each man and woman can invest $5000 per year into an IRA.  If you are over the age of 50, you each can invest up to $6000 per year.  

The main IRAs are as follows:

Traditional IRA: The first and original IRA gives an up front tax incentive.  If you invest $5000 this year, you can take that off on your taxes.  This IRA is best for older people, who want to hold money safely for retirement and receive a tax benefit now.

Roth IRA:  This is the IRA for most people investing for retirement.  When you invest the money, you will pay the taxes up front.  However, when it comes time to retire and use the funds, they are tax free.  So, if you invest $2000 per year for 20 years in a Roth IRA, you will pay the taxes up front on the $2000 each year.  Even if that investment ends up making $1 million or more for retirement, you are able to pull the money out tax free.  That is an incredible tax savings and incentive for anyone wanting to invest for retirement.

SEP IRA: This is an account set up by a company in behalf of an employee.  It is often used by small businesses in the stead of other retirement plans.  The company would make the annual investment into the plan.

SIMPLE IRA: A pension plan for businesses, where both employer and employee can invest in the plan. Similar to a 401(k), with smaller allowed investment amounts.

IRA Custodians:   To set up an IRA, the investor will contact the investment company or bank, which will provide the paperwork to set up an IRA account with them.  Once the account is set up, many of the companies (IRA custodians) will allow the investor to add to it through monthly payments or electronic payments.  This is a good method, as it ensures you are continually adding to your IRA, and not letting years go by without investing.  Most IRA Custodians deal mainly with stocks, bonds, mutual funds, and CDs.  However, you can find some that will deal with real estate or other special investments.  With most IRA custodians, you are allowed to transfer IRA funds between different investment vehicles that they offer as often as needed.

Rollovers  

The money does not have to stay with a specific IRA custodian forever.  If you wish to move your IRA account, you are able to roll it over into a new account.  Set up the new account, and request a roll over of the funds.  You cannot have the money out of an IRA account for over 90 days without risking a tax penalty.  You are allowed one roll over per year.

Receiving Distributions

The individual can begin receiving distributions from his/her IRA at the age of 59 ½ years.  At the age of 70, the individual must begin taking minimum level distributions each year in most IRA accounts, or will incur a 50% tax penalty of the distribution amount that should have been received for the year.  

There are two reasons allowed by law to take money out prior to retirement age.  You can use up to $10,000 to buy/build your first home.  You can also use that amount to attend college for yourself, children, or grandchildren.  Both of these are considered investments in the person’s future wealth, and so are allowed to help people build their wealth prior to retirement.

This is the final article in the Financial Success series for the PREF Propeller.  I hope the articles have given many of you good insight on how to manage your money and investments.  
