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INTRODUCTION



THE PAST FEW YEARS of market turmoil have left deep scars. Unmoored by the craziness that has taken place, many people feel a bit lost, and that sensation is amplified by real hurt—eviscerated retirement portfolios, shrunken savings, homes “underwater,” and, in some cases, jobs lost and careers derailed. Others feel that they’ve been had, that the market was rigged against them. Still others feel a palpable sense of anger because the oceans of financial advice offered by “experts” during the past decade didn’t work the way they said it would. During such difficult times, it can feel like things will never get better.

But we’ve learned that things can start to feel better, and, while the situation is still challenging, we can see evidence of recovery. Many who have lost jobs have found new work. Shrunken savings have started to grow once more. Shattered confidence in our financial future has begun to improve. However, now that the worst appears to be over, we must return to handling our finances more like a strategic command and less like a triage unit. As the months roll by, and as the financial climate continues to improve—albeit more slowly than any of us would like—we need to find a way back to financial security. This book is meant to help you get back on your feet and get moving again.

This time, though, we need to find a better way of thinking about money. Indeed, many of the old rules—ideas such as relying too exclusively on the stock market or real estate—failed us. We need new rules, new ideas, and new strategies to rebuild nest eggs and a sense of financial confidence. We need to discover new ways of thinking about our money so that we can thrive once again. To get at the heart of this new personal finance ethic, I figured that I’d turn to some of the experts to see if their advice had changed in the wake of the financial crisis. However, when I asked what everyday people should do differently now, most of these advisers simply resorted to the same predictable answers.

They talked of stocks and their long-run success. They talked airily about diversity in investments, without outlining what that truly meant. When asked if there was some new lesson to be learned from the catastrophes, the response was a mixture of blank stares and nervous fidgeting. It seemed that most of these folks believed that if they hoped hard enough, the booming stock markets of the 1980s and 1990s would return once again.

That hasn’t happened yet. Importantly though, even if those bullish days return to Wall Street, we must still adjust our financial lives so that they are less susceptible to the inevitable turns in the market than they were in the past.

So, what this book tries to do is address this conundrum. How can we rebuild financial security in a new way, a way that truly will provide better protection and better peace of mind? How can we learn lessons from what has occurred so that we can more intelligently provide for ourselves and our families?

I’ve written about investing and financial topics for almost twenty years, and I believe that a healthy, recession-proof financial life contains three key components.


1. We have to take responsibility for our own financial security. Many of us have spent the last couple of years griping about the unfairness of what occurred. Dark forces beyond our control conspired to deprive us of hard-earned savings. The system was rigged. The government bailed out the banks and the bankers continued to receive big bonuses while many of us—and our friends—lost jobs and struggled to set things right.

It feels good to complain, but that doesn’t help make things better. We need to take a sober look at where we stand, take control of what we have, and get back on the path to prosperity.





2. Despite the horrific difficulties of the past few years, we have to recognize that many fundamental elements of personal finance still have merit. In other words, I’m not suggesting that you discard every lesson you’ve ever learned about taking care of your finances. To be sure, some tenets of personal finance are timeless. Notions such as saving, budgeting, and eschewing credit-card debt and reckless spending are time-tested means of improving your financial situation, and we should embrace them.

Unfortunately, some of the most important elements of these bedrock values became somehow lost in the last decade. While the bursting of the Internet bubble in the early 2000s brought with it some self-reflection, it did not erase a belief that easy money was somehow just within reach. Discipline eroded; greed and craving grew; and strategies came unglued in search of something that would not come.




3. Perhaps most important, we have to find new approaches that will help protect us when the next storm comes. This means rethinking many old notions. We need to reexamine our love affair with the stock market. Perhaps we fell too deeply in love with stocks, and that became a big part of our vulnerability when the financial crisis came. We also need to reexamine diversity—do we really understand what that means? Finally, we need to see the evolving world as it is and take advantage of the emerging opportunities that are presented. Many of us still remain far too domestically oriented in our investment thinking.



Back in the fall of 2008, as markets cratered and the government threw hundreds of billions of dollars at the problem, it became incredibly difficult to formulate a plan to cope. The stabilizing nature of the time since then has given us a chance to rethink how we approach our financial lives. This book will give us guideposts that will help enrich us and provide us financial security. Together, we will discover a different, smarter way to deploy our assets so that we can have more assurance that financial security is truly achievable, no matter what chaos may come.

Everything we’ve gone through feels unprecedented. But it really isn’t. And the fact is, we’ve lost some of the lessons learned during previous difficult times. Along with preserving what works and embracing new strategies that have promise, this book also seeks to rediscover what has worked in the past. That last notion has had me thinking about my grandfather. The youngest of ten from a poor family in North Dakota, he worked his way through college and medical school during the Great Depression, served his country in World War II, and built a strong medical practice in St. Paul, Minnesota, my hometown.

As a kid I would help him on many tasks, some of which required trips out to his cabin, about an hour’s drive from his home. Each time we went out there, we had a routine, right down to driving in a certain lane on the highway in order to avoid “time-wasting” lane changes. Along the way, we’d stop at a home improvement shop to grab some supplies and then McDonald’s to get some food.

Like any kid, I loved McDonald’s. The first time we stopped there, I couldn’t believe it! Such extravagance! We ordered our meal at the drive-thru window and I can still smell those salty French fries. He grabbed the bags and placed them right next to the supplies in the front seat between us. As we started driving I figured we’d start eating soon. But we didn’t. At the cabin, he put the McDonald’s bag in the fridge. And then we went outside to work in the yard.

I was confounded. Why weren’t we eating this wonderful, warm food? As we raked leaves, pulled weeds, and did other chores, the food went from warm to cool to cold in the fridge. We worked for several hours before he considered our chores completed. Inside the cabin, he put a banged-up skillet on the stove and turned up the heat. Out came the bag of McDonald’s food and onto the skillet it went. His point was made, whether he intended it or not, in a way that sticks with me thirty-five years later. First we work, then we eat. Gratification shouldn’t only be delayed, it must be earned.

My grandfather, Delmar Robert Gillespie, embodies some of the core ideas that we want to rediscover: common sense, thrift, prudence, planning. He understood a crucial piece of personal finance in a way that many of us have forgotten. He saved money. He didn’t overextend. He diversified. He experienced the mutual fund revolution, stagflation, booms, and busts. He raised his family. He supported his children in college. And he had plenty for his old age. He did personal finance just about exactly right.

It is my hope that, in this book, we will rediscover these essential elements of personal finance and also provide new rules for a new world. After all, there’s no question that the world of investing has opened up since my grandpa got started. There are exciting investment horizons to explore, such as China and India. There are new strategies emerging that make diversification more effective and attainable. And there are ways to tap commodities and other nonstock investments that my grandpa could have barely imagined.

In this book, we will tackle personal finance issues in a sensible order, like the third pig building that strong brick house. We will first better understand how our world has changed, and what those big changes—ranging from the financial crisis to the reaction of policy makers—mean to all of us. Next, in chapter 2, we will talk about the most fundamental building block: thrift. If you don’t save, you can’t invest and prosperity will remain elusive. This is an old notion that has regained considerable merit in the past two years.

In chapter 3, we will reexamine the idea of diversification. This is perhaps the most important new rule. It’s a familiar word, but it became poorly understood as the financial crisis approached, leaving many people too vulnerable. We will first apply the lessons of diversification in chapter 4, where we will go over strategies to improve our retirement portfolios.

In chapter 5, we will examine real estate and put to rest many myths that grew up during the housing bubble. Homes and property still have a vital role to play in our financial lives, and having a healthy understanding of that will help us avoid the miscues that caught up so many people in the past decade.

Chapters 6 and 7 expand on the ideas of diversification, analyzing opportunities in the commodities markets and the international arena. In chapter 8 we will recap what we’ve learned and discuss how best to take responsibility for our own financial future.

Each chapter will close with two vital ideas. First, there will be a checklist of practical steps that you can take to improve your financial life. In chapter 1, for instance, this book explains the need for a financial adviser and how this book can help you select the best adviser for you. Some books are all ideas, others are all workbooks. We’re trying to give you the best of both.

In addition, this book is a starting point, not an end point. Accordingly, at the end of each chapter, I include a list of suggested reading. Sometimes a bit eclectic, the list is meant to help you pursue on your own additional study of the ideas raised in that particular chapter. The bottom line is that no single book will give you everything, but a good book provides a solid foundation and a batch of new ideas. When you’re done with this book, you’ll understand better the new world of personal finance you live in, and you will also have rekindled the confidence required to take prudent risks in building—or in many cases rebuilding—your wealth.








THE NEW RULES OF PERSONAL FINANCE



CHAPTER: 1

OLD RULE: It’s never different.

NEW RULE: Times have changed.

 

CHAPTER: 2

OLD RULE: Play now, pay later.

NEW RULE: Thrift is the new black.

 

CHAPTER: 3

OLD RULE: Stocks forever!

NEW RULE: Stocks are just a part of the puzzle.

 

CHAPTER: 4

OLD RULE: Your 401(k) is everything.

NEW RULE: A 401(k) is only the beginning.

 

CHAPTER: 5

OLD RULE: Your house is a ticket to riches.

NEW RULE: Your house should be a home.

 

CHAPTER: 6

OLD RULE: Avoid commodities.

NEW RULE: Embrace commodities.

 

CHAPTER: 7

OLD RULE: Stay close to home.

NEW RULE: Discover the whole world.

 

CHAPTER: 8

OLD RULE: Get rich, die broke.

NEW RULE: Financial security is more than wealth.









ONE

BRAVE NEW WORLD



THIS TIME IT’S DIFFERENT.” On Wall Street, the old-timers will tell you this is a “death phrase”—something that is never true. But as we’ve learned in the past couple of years, Wall Street has a habit of being wrong, sometimes catastrophically so.

The truth is, things are different. The financial crisis, or the Great Recession as some have come to call it, was quite simply the worst global economic downturn and destruction of wealth since the Great Depression—and it has changed us. Some of us have become more cynical, some of us more fatalistic. Adding to the confusion, many of the experts who guided us in the past worked at places that no longer exist, extinguished by the folly and excess of their own wizardry. Lehman Brothers? Gone. Bear Stearns? Gone. Goldman Sachs? Still very much alive, but with its once sterling reputation tarnished by run-ins with the government in the wake of the crisis.

 

OLD RULE:     IT’S NEVER DIFFERENT.

NEW RULE:     TIMES HAVE CHANGED.

 

Yes, other downturns have happened before this crisis. Twice in the last ten years, in fact, the stock market suffered calamitous losses. Most prominently the Internet bubble burst back in the early part of the decade, wrecking the portfolios of investors who focused on technology and telecommunications stocks—a wildly popular trend at the time. The Nasdaq Composite Index—home to many of the technology highflyers—fell from a high of 5,048 in March 2000 to 2,116 one year later. A decade after that collapse, the Nasdaq Composite remains 50% below its March 2000 record close.

However, the carnage in those cases didn’t affect the rest of the market quite so badly. Indeed, it merely laid the foundation for the bigger crash that was to come. By 2003, just a couple years after the bubble burst, the broader market moved into recovery mode. The Dow Jones Industrial Average raced toward record levels, eventually reached in late 2007, and the gravy train seemed like it was moving again. On top of the broader market, an explosion in home values helped spur a sense of rapidly rising wealth across the nation. The good times were back again, and we believed that downturns of the past were behind us.

Of course, we know how that all ended. In 2008, under the weight of an overextended real estate market fueled by subprime loans and amplified by complex financial engineering, the system buckled and ultimately collapsed. For a time, in September 2008 and in February 2009, it seemed that the center might not hold. The stock market slumped to levels not seen in a generation, and policy makers scrambled to find fixes. Trillions—yes, trillions—of dollars were directed toward the financial markets in the forms of loans, guarantees, rescue packages, and other inducements. Car companies became government-owned. Banks disappeared. Portfolios got crushed. Home values crashed.

Since the nadir, things have started to improve, but there are still echoes of the credit crunch and financial crisis. Countries like Greece, Spain, Ireland, and Portugal find themselves facing a terribly austere future, and the U.K., United States, and Japan all have huge debt loads, partly a result of various rescue efforts. The staggering amount of money thrown at the crisis is numbing, making the payback seem somehow someone else’s problem.

However, from higher taxes to reduced services, the effects of the financial crisis will be our problem, and they will affect our investments, our lifestyles, and our choices. This “new normal” will significantly affect our financial lives and the decisions we make, so let’s take a deeper look at the world we live in today, examining some of the key ways that the world of personal finance has changed, and why they matter to you.
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The Banks

First off, the financial sector is markedly different. Many household names, such as Countrywide and Lehman Brothers, have disappeared, and those that remain face a different future. The ballyhooed days of money-spinning Wall Street geniuses are unlikely to return anytime soon, and that’s partly the fault of the bankers themselves. After getting rescued by governments around the world, the banks proceeded to think that everything had returned to normal. Despite the still angry feeling on Main Street about the financial crisis and the huge government-funded rescues, Wall Street firms decided to dole out bonuses on a scale that neared peak levels before the crisis hit. Ladling out big payouts incensed taxpayers, and prompted politicians to take strong measures to rein in the banks. The populist furor reached such levels that the head of the Swiss National Bank, hardly a Marxist, begged banks to reconsider their largesse, lest it ignite a backlash that could ultimately do great damage to the entire banking sector.

This advice, of course, was ignored. Banks said they simply couldn’t help themselves, that competition demanded the big payouts. Taxpayers felt differently. And in 2010, policy makers entered into global discussions to toughen banking rules. In the United States, regulators launched probes into the trading activities of major banks that may have contributed to the financial crisis. These probes examined whether or not banks had misled customers when setting up some of the complex financial instruments that were at the heart of the financial crisis. Politicians held hearings, and the message slowly began to sink in: there was no going back to the fat old days. Even Goldman Sachs, once the paragon of Wall Street genius, saw its market value tumble $21 billion in a single day during April as investigations into its precrisis trading practices gained traction. Goldman’s CEO Lloyd Blankfein defended the bank, arguing that they had been doing “God’s work” by helping companies raise capital to do business. That sentiment merely stoked the seething Main Street and political anger toward Wall Street. In the summer of 2010, that ire culminated in a wide-ranging financial sector reform package meant to curtail the ability of big banks to take risks that might threaten the financial system.

The chastening of the financial sector will probably continue for some time, despite last summer’s reform legislation. This would follow the pattern set after the Great Crash of 1929. As late as 1954, Senators were still grilling bankers about where the next Great Depression might come from and grumbling about the excesses of Wall Street twenty-five years after the market had collapsed.

This shifting world of finance affects everyone in multiple ways. Banks have become more reluctant to lend people money so they can purchase homes or cars. Businesses have more difficulty getting loans that will help them expand and hire people. The financial system, when healthy, helps the economy grow more quickly. And, in the wake of the financial crisis, the system is on a long path to recovery. The financial system acts as a sort of lubricant through the entire economy, and that lubricant has lost a lot of viscosity. So while much of the regulatory reform is necessary, it will take some time for the financial sector to adjust to the new realities. That is one reason that the economic recovery seems so on-again, off-again, despite the huge amounts of money the government has thrown at the crisis.

 




NOTABLE CASUALTIES OF THE FINANCIAL CRISIS

LEHMAN BROTHERS

The company began operations as a cotton trader in 1850 and in 2008 failed in the largest bankruptcy in U.S. history.


BEAR STEARNS

In 2006, this brokerage firm, founded in 1923, had more than $350 billion in assets. By the spring of 2008 it had collapsed. J.P. Morgan
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