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		1
All Eyes on the Road Ahead

		Exhale. The eye of the financial hurricane has passed. The storm that hit in the summer of 2008 and continued to batter the global economy and your personal finances through 2009 is slowly—ever so slowly—receding. The worst is over. You survived. We survived.

		Now comes the really hard work: rebuilding. IRAs, 401(k)s and 529 college savings plans must be rebuilt in the wake of the devastating bear market.

		Budgets have to be put in place that account for the new world order in which the penalties for having credit card debt and no emergency savings are unthinkable. You know as well as I do: You must find a way to get rid of the debt and build your savings.

		Your approach to homeownership must be rebuilt to reflect this simple truth: A home is not a liquid investment that will always rise in value. It is shelter, first and foremost. It can also be a terrific asset, but only if you approach it with clear-eyed expectations.

		Most important, your sense of security must be rebuilt. There’s the not so small issue of our collective national bill for what has happened; the current $1.4 trillion federal deficit is expected to rise to $9 trillion by 2019. But on a more personal note you are grappling with the realization that your pre-crash way of life is over. What worked—or more correctly, what you thought worked—is gone, leaving you without your bearings in these new times.

		Now that we have weathered the worst of the storm, you’re onto the next challenge: Where do we go from here?

		Toward Lasting Security

		When I wrote the original Action Plan for 2009, it was with a laser focus on getting you through the crisis as it was unfolding. My goal was to give you the tools to find your footing in a world where the ground was shifting—and shifting violently—beneath you. As the year progressed and I heard from so many of you—in person, via Twitter, and through my CNBC show—I realized that you were hungry for more than crisis-management strategies. You have moved on to future management. You want to know the right actions to take in order to build lasting security.

		You have been shaken to your core. Whether it is because of fear, regret, or remorse, living through the tumult of the financial meltdown has given you newfound purpose. You want to be in control, you want to get it right. No more fly-by-the-seat-of-your-pants, enjoy-the-ride-while-it-lasts mentality. No more trusting that things will work out, that someone else—your financial advisor, the regulators in Washington—have your back. You understand what is at stake. You are personally accountable and responsible for building and sustaining financial security. You just need a new game plan to transform your resolve into reality.

		New Rules for New Times

		Because so much has changed in the world and in your worldview, I decided to publish a new Action Plan. I think of it as Action Plan v. 2.0: The Long-Term View. I have updated the information and advice to take into account changes that have occurred since the fall of 2008, such as new pro-consumer credit card legislation and the Treasury Department’s broad Making Home Affordable initiative designed to keep more Americans from losing their homes. Each chapter now begins with a fresh introduction focused on “New Rules for New Times.” During the heat of the crisis my advice was to show you how to keep your money safe and secure. That’s still in play, of course, but now it’s time to move forward with strategies that will build security for you this year, next year, and beyond. That requires an understanding of what works now—and what doesn’t—in every aspect of your financial life, from credit management to retirement planning to saving for a child’s college education.

		Three universal rules govern all the specific advice in the following chapters:

		Rule #1: Let go of the past. There is no way you can move forward if you are still holding on to what “used to be.” As in: “My 401(k) used to be worth…” or “My house used to be valued at…” or “My job used to be secure” or “My credit card rate used to be 5%.” You can’t get where you want to go—where you need to go—if you are looking in the rearview mirror. All eyes on the road ahead. All decisions must be based on what is real today, not what used to be.

		Rule #2: Plan on moderation. As I write this in the fall of 2009, the tea leaves suggest that the official recession is over and the recovery is beginning to gain momentum. But it will be a recovery of moderation, a state of affairs that has been dubbed “the new normal.” Instead of growing at the 3% annual clip that persisted for the past few decades, Gross Domestic Product (GDP) is expected to rise at a more moderate 2% rate in the new normal. That slower growth will ripple throughout the economy and your finances. Stock returns are expected to be more moderate, as are the prospects for home values. And without a booming economy, higher unemployment could be a fixture of the new normal; businesses are expected to take a slow-go approach to increasing their payroll as they grapple with the ramifications of more moderate growth and profits. New times indeed.

		I also want you to understand that while the worst is over, we are not completely out of the woods. To repeat what I said a year ago: I expect we will be on a roller coaster until 2014 or 2015, because the markets, the economy, and the entire global financial system will need time to fully digest the toxic assets that still abound on many balance sheets.

		Rule #3: Respect risk. Absent from the conversation throughout the stock and real estate bubbles was this crucial calculation: “What is the risk?” It’s as if everyone refused to entertain the possibility that risk existed. During the Internet stock bubble, you bought into the argument that we were at the dawn of paradigm shift—remember how often we heard that one?—that would see market gains more than double the historical rate and sustain them. When the 2000–2003 bear market hit, you were shocked—shocked!—to see your stock portfolio get creamed. And it never occurred to you, during the real estate bubble, that home values would ever—could ever—fall. It wasn’t just you; the trends and data Wall Street used to fuel much of the real estate mania didn’t even address the possibility that home values could decline! And let’s just say that Washington regulators also seemed to be asleep at the wheel in terms of managing systemic risk.

		So much of the carnage could have been avoided if every one of us—individuals and institutions—had respected risk. Notice I said respect, not avoid. The goal is to stop at every juncture and make sure you understand the potential risk, and then make a conscious and deliberate decision on how to mitigate that risk. Owning a home is very risky when done with an exotic mortgage whose initial rate is artificially low but can skyrocket when it resets. Owning a home with a fixed-rate mortgage in which the monthly amount due is the same in month one as in month 360 (30 years down the line) is a whole lot less risky. An IRA invested 100% in stocks when you are in your 50s or 60s is very risky. An IRA that holds bonds and cash is a whole lot less risky.

		The call to action is that you must be your own risk manager. Yes, we all should expect Washington regulators to do a better job, and let’s hope they will. But you can’t afford to rely on this; you must assess your own tolerance for risk and understand the stakes. Your own resolve and vigilance will keep you from being hoodwinked by the next bubble. That’s right—I said the next bubble. Bubbles have long been a part of our history, for better or worse. That doesn’t mean they have to threaten your financial life; it is up to you whether you buy into them or choose to watch from the sidelines.

		It’s All Good News

		Feeling down? Feeling like this is so depressing? Okay, enough of that. Listen to me: This is a phenomenal opportunity. When you are so shaken you know you will do everything never to revisit that feeling, you have all the motivation you need to get it right once and for all. A year ago I wrote the Action Plan to help you survive the crisis. Now my focus is to give you the tools to thrive. Yes, thrive. That’s what you deserve, is it not? Not just this year, but every year.

		The tragedy of the financial crisis is that it has robbed so many of you of what is most important: living your life to the fullest. You are stuck obsessing about money. You are worried sick about money. But the truth is, worry doesn’t fix a thing. Action does. So let’s get started.

	
		2
ACTION PLAN

		Credit

		New Rules for New Times

		This is one breakup that makes me really happy. I know it is painful for you, but trust me, the cold shoulder you are getting from the credit card industry is the best thing that could have happened to you.

		I’m just sorry this unhealthy relationship dragged on for so long. For years you, the American Consumer, were on an insatiable spending spree. Unstoppable spending seemed to be downright patriotic. So what if you lacked the income to pay for all those purchases? Why worry about that small detail when you could just ring up a tab on your credit cards?

		Credit card issuers were willing suitors. They plied you with near-daily offers of new credit; in 2007 consumers were flooded with an estimated 5.2 billion credit card offers, or about 23 for each American over the age of 18. The offers often came with 0% teaser rates and balance-transfer terms that encouraged you to keep up the charade of believing you have more money than you do. By the end of 2007 the nation had collective credit debt of more than $950 billion. (Yes, billion.) Yet it was far from free money. The banks collected an estimated $18 billion in late-payment fees and billions more in interest charges. The credit card industry saw their profits rise $27 billion over 2003 levels. Wow.

		Then suddenly it was all over. As the credit crisis gained velocity, beginning in the summer of 2008, many banks had a chilling change of heart. They cut credit lines, closed down accounts, and raised fees and interest rates in an effort to protect their balance sheets from rising payment delinquencies. That continued throughout 2009, as the highest unemployment rate in 26 years sent the delinquency rate even higher.

		So here we are: Many of you are nursing a painful case of withdrawal that includes everything from pangs of regret to moments of anger for being dumped so unceremoniously. After years of spending with impunity, you not only couldn’t borrow more, you now face huge financial penalties on your existing balances. Even people with sparkling credit scores and pristine credit reports were caught in the maelstrom; a FICO credit score of 800 provided no protection from a credit line cut.

		The about-face turned by so many banks couldn’t have come at a worse time for those of you using your credit lines as virtual emergency savings funds. Your plan was that if you ever needed to cover an unexpected expense, you’d just charge it or take a cash advance. But just when layoffs, furloughs, and pay cuts hit with a vengeance during the recession, your financial lifeline vanished.

		As wrenching as the credit squeeze has been, I have to tell you that it presents a wonderful opportunity to catapult you to a happier and more secure way of life. You’ve no doubt heard the saying “Once bitten, twice shy.” After what you have been through, or watched friends and family cope with, my hope is that you are now sufficiently motivated to never allow yourself to be bitten again. Please do not let yourself fall victim to your own faulty assumptions and poor spending choices or to the fickle and costly practices of the credit card industry.

		For make no mistake: The days of easy credit will return. Maybe not as easy as it was in years past, but certainly not as tight as 2008–2009. It’s the nature of the credit industry to give credit. Make it your business once and for all to be smart and powerful in how you choose to use credit.

		The New Rules for Credit mean you pay as you go. The closer you can get to being able to pay off your credit card balances at the end of each month —that is, not owing the card issuer a dime in interest—the closer you are to financial freedom.

		Your first job is to clean up any existing mess that may exist. If you don’t already have an emergency savings fund in place, dealing with your credit card debt has to move to second place on your to-do list. My recommendation is that you first use your available cash to build up a solid federally insured savings account at a bank or credit union. You can’t rely on your credit card to be a backup emergency fund. It was never ideal, and as I explain later in this chapter, it became an extremely dangerous gambit in 2009.

		Once you have the savings account in place, you are ready to tackle your credit card debt. It may take you three months or three years to work your way out of the hole. Just vow to stay focused on the endgame: no longer being at the mercy of the credit card industry.

		What you must do
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		Your Action Plan: Credit

		
			SITUATION: You always pay the minimum amount due on your credit card bill and are never late, but your credit card limit was just reduced.

		

		ACTION: Just paying the minimum sends a huge warning signal to your credit card company. It’s a tip-off that you may already be on shaky ground. To be sure, in flush times, credit card companies didn’t worry about this too much, but when the going gets tough, credit card companies get scared that you will be unable to repay your debt. As we saw throughout 2009, credit card companies aggressively cut the credit limits or closed down the accounts of customers they deemed the most risky.

		If you have an eight-month emergency savings account tucked away, then paying more than the minimum due on your credit card bills is a smart way to try and avoid a credit-limit cut. But if you do not have that emergency savings fund in place, I am not recommending that you push yourself to make higher payments on your credit card debt. You must make it your first priority to build up a savings account. If that means you continue to make only the minimum payments due so you have money to put toward your emergency savings fund, that is the trade-off you may need to make. It is not ideal, but it is realistic. It is a temporary necessity—a provisional game plan until your safety net is securely in place. Yes, paying the minimum amount due may lead to having your credit limit cut. But in 2009 even customers who made bigger payments to get their balances paid down saw their credit limits cut and their accounts closed. That created a bigger problem. If you had used all your cash to pay off the debt and then still had the card limit cut (or the account closed), how were you to cover emergencies? You had no lifelines left.

		The reality is that you cannot rely on your credit card to work as an ad-hoc emergency savings fund. As so many of you learned in 2009, just when you need to use your credit line you may find it sharply reduced or even revoked. So that’s why I say you need to make the best of a bad situation: There can be negative repercussions to continuing to pay just the minimum due on your credit card, but it is still the smarter move so you will have more money available to build up an emergency savings account. (Later in this chapter I explain a strategy that, if feasible for you, can enable you to simultaneously build savings and pay down your card debt.)

		
			SITUATION: You have a sparkling credit score, have always paid your entire balance due at the end of each month, yet your credit limit was cut.

		

		ACTION: In the wake of the financial crisis, credit card companies were looking everywhere to reduce their risk. Even customers with FICO credit scores of 800 or better (any score between 720 and 850 is considered the gold standard) saw their credit limits reduced. This had nothing to do with the customer; it was all about credit card companies wanting to reduce the outstanding limits they had on their own balance sheets.

		If your monthly credit card bills amount to less than 10% to 20% of your remaining credit limits (on all your cards), you need not worry. Your FICO credit score will not be hurt. The only potential problem is if a credit-limit cut causes your debt-to-credit limit (explained in full later in this section) to rise above 25%. That can indeed cause a big hit—50 points or more—to a high FICO score. You might consider opening one new account to add more available credit and help keep your overall debt-to-credit ratio low. Opening a new credit card might cause a slight dip in your credit score over the short term, but it buys you long-term insurance to protect yourself from a bigger score reduction if your credit limit is cut and sends your debt-to-credit ratio soaring. And I know I can trust you to use that card responsibly, right? After all, you just told me you have a sparkling FICO score.

		
			SITUATION: You always pay the minimum due each month, but your card company just changed how they calculate the minimum, and now you owe a lot more each month.

		

		ACTION: I realize this is a bitter pill if you are already financially stressed, but being forced to pay a higher minimum is actually good medicine for your long-term financial health. The more you send in each month, the faster your balance will be paid off. Now, that said, the timing of this change is ridiculous. It makes me so angry that the same people who seduced consumers into super-low minimum payments during the good times (the lower your payment, the more the card company earned in interest on the unpaid balance) are now applying the screws when so many families are already stretched so thin. Some card issuers have raised the minimum due each month from 2% of the balance to 5%.

		If you can afford the higher payments, grit your teeth and pay them. As I said, the more you pay now, the better. If that’s not feasible, read my advice later in this chapter on transferring your balance to a credit union credit card. Credit unions typically charge much lower interest rates on credit card balances. And be sure to check out my advice in “Action Plan: Spending” on ways to find more money in your budget to put toward financial goals, such as paying off your credit card balance. If you absolutely know you can’t afford the higher payment, call up the credit card issuer and see if you can negotiate a workout. The card company may be willing to convert your credit card balance to a fixed-interest-rate loan that you repay over a set period of, say, two to five years. But there’s a trade-off: The card will be canceled, and that can end up hurting your FICO score. But that’s a price you may need to pay to deal with this situation. The bottom line is that the sooner you get out from under the credit card company’s claws, the better off you will be financially.

		
			SITUATION: You had a backup emergency card tucked in your desk that you never used, and now the credit card company just told you it is reducing the credit limit.

		

		ACTION: Once again, I need to be clear here: Credit card companies can cut limits any time they want and for any reason. And to be honest, if they see you aren’t using your card, that’s an easy call for them. But as I explained above, when credit limits are cut it can have a negative impact on your FICO credit score. If you have already been hit with a credit limit cut, consider opening one new card so you have a new credit limit to add to your account. Obviously, I want you to do this only if you are a stellar manager of credit cards; this advice is for those of you who have FICO scores of 720 plus and aren’t a risk to mismanage new credit. Once you get the new card, use it at least once a month to keep it active.

		If you are someone who has an emergency card tucked away unused, I want you to dust it off and put it to use every month. An active card can be less likely to be hit with a credit-limit reduction. This is not an excuse to spend more. I simply want you to shift one of your existing expenses to this card. You don’t even need to carry it in your wallet; move one of your recurring monthly payments onto this card and you’re set. Just remember to pay the bill on time.

		
			SITUATION: You are worried that a lower credit limit will hurt your FICO credit score.

		

		ACTION: Pay off your balance every month and your FICO credit score will not be affected. Your FICO credit score is based on a series of calculations that measure how good a credit risk you are. One of the biggest factors in your credit score—accounting for about 30% of your score—is how much debt you have. There are a few ways that this specific calculation is done, but one of the chief ways it’s determined is the debt-to-available-credit ratio. Debt is how much money you owe on all your credit cards. Available credit is the sum of all the credit lines that have been extended to you. The higher your debt, the worse it is for your FICO score. And your debt-to-credit ratio will look much worse if your credit limit is cut.

		Let’s say you have only one credit card that has a $2,000 balance on it. Last year your credit limit on that card was $10,000. So your debt-to-credit ratio was 20% ($2,000 is 20% of $10,000). Now you find out that your credit card company has reduced your credit line to $5,000. That means your ratio shoots up to 40% ($2,000 is 40% of $5,000). That will indeed have a negative impact on your FICO score.

		The only way to keep your FICO score unaffected by a credit-limit reduction is to get out of credit card debt and pay off your bills in full each month. But if you don’t yet have an eight-month emergency savings fund, you need to be strategic on what task to focus on. Later in this chapter I explain how to handle credit card debt if you have yet to build an eight-month emergency savings fund.

		
			SITUATION: You pay your credit card bill in full each month, so you’re surprised your FICO score isn’t better. When you investigated, you were told that your score would be better if your debt-to-credit ratio was lower.

		

		ACTION: Even if you pay your bill in full each month, you likely will have a debt-to-credit ratio that is above zero. You need to understand that your credit score is calculated by taking a quick snapshot of your finances right when the score request is made—by you, or by a lender. If the request comes a week before you have paid your credit card bill, it may show the current unpaid balance. For example, let’s say you have a $10,000 credit limit and this month you have $3,000 in new charges that you intend to pay in full well before the bill is due. If your score “snapshot” is taken before you have paid the bill—even if you pay on time—your debt-to-credit limit will nonetheless show up as 30%, and that can affect your FICO score. One way around this is to boost your total credit limit by getting a new card, but only if you promise you will not increase your spending (just shift some charges to your new card).

		I also advise anyone who is about to apply for a mortgage or a car loan to try to limit their credit card purchases. Not using the credit card at all for two months before you apply for a loan is ideal; that’s the only way to ensure that when your credit score is “pulled” by a lender your debt-to-credit ratio will be zero.

		
			SITUATION: The credit card company canceled your account. Do you still have to pay the remaining balance?

		

		ACTION: Of course you do! When your account is canceled, it is because the credit card company has labeled you a high-risk cardholder. What is being canceled is your ability to use that card in the future. But you are still responsible for every penny of your existing balance.

		
			SITUATION: Your credit card has been canceled and you are worried it will hurt your FICO score.

		

		ACTION: Focus on getting the balance paid off; the lower the balance, the less it will damage your FICO score if your card is canceled.

		There are two issues that come up when a card is canceled: how it affects your debt-to-credit-limit ratio and what happens to the interest rate on your unpaid balance. In many cases, when a card that has a balance on it has been revoked or canceled, the credit card company will immediately raise your interest rate to about 30%. When this happens, if you continue to pay only the minimum monthly payment, you may never get out of debt on that card.

		
			SITUATION: You thought the interest rate on your credit card was fixed at 5%, but it just shot up to 30%!

		

		ACTION: There is no such thing as a permanent fixed interest rate on your credit card. The rate is fixed only until the credit card issuer decides it isn’t. It’s a marketing ploy. And credit card companies have all sorts of reasons (embedded in the agreement you accepted when you opened the card) to raise your rate.

		But Congress pushed through changes—finally!—that regulate how card companies can manipulate your rates. Beginning in February 2010, as long as you make timely payments on an existing balance—even just the minimum—your interest rate cannot be increased on that balance. If you fall more than 60 days behind on your payments, the card company has the right to raise your interest rate. But if you then get back on track and make six months of on-time payments, your rate must then revert to the lower rate. That is, six months of good behavior means the penalty rate expires.

		Another new regulation beginning
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