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Foreword



Save for your future® is advice that cannot be given or absorbed at too early an age. After that, the list of things we need to know just keeps growing.

Unfortunately, many of us have trouble keeping up with that list. The Internet allows a million “experts” to spread their wisdom — even if they have no solid basis in analysis, knowledge, or fact. Most of us get our financial advice from friends and family, according to 20 years of Retirement Confidence Survey® data. Children learn from watching their parents, according to the ASEC Youth and Money Survey, yet most parents report that they need help and that they do not think they are good money role models.

Even for those of us who were lucky to have good financial role models growing up, like I was, thanks to my parents, the rules of money have changed. Mom and Dad never allowed themselves to live beyond their means, even when it meant going without. They loved life, yet lived frugally — saving, investing, buying insurance to protect against risk, and managing their money as though they would live to 90. Yet even that conservative estimate wasn’t conservative enough, because Mom and Dad both lived until just shy of their 94th birthdays.

In other words, we all need help.

Over the past two decades, I have experienced Ric Edelman helping individuals of all ages “get it” when it comes to money. Whether as a leader in the Jump$tart Coalition for Personal Financial Literacy taking clear messages to kids, or his radio and TV shows and seminars taking the message to all ages, Ric teaches with humor, stories, and the facts, in a way that makes it fun.

The Truth About Money is a Ric Edelman guidebook that shows the way. At a time when money is freely available in many forms, making it easy to build debt instead of an emergency fund — let alone savings to invest — Ric shows you how to save money, make a financial plan, and grow what you save. He teaches you how to protect you and your family from the financial risks we all face, whether it be a market crash or a personal crisis such as disability or the sudden need for long-term care.

For a young person, reading this book may be the first step in setting a course to personal control and financial success. For those in their forties or fifties, it may inspire you to take more control of your financial life and to better plan ahead. For the person age sixty or more, it can show you retirement and estate planning and help you figure out how to make certain your money lasts as long as you do. Whatever life stage you are in, The Truth About Money can help you on the road to success.

This fourth edition of The Truth About Money deals with investing, retirement planning, home ownership, estate planning, and what others have un-artfully termed the “decumulation” phase — the last 30, 40, or 50 years after you stop working and receiving a paycheck. This book should become your companion and money life resource. Read it carefully, and use it as a guide to the questions you should be asking, the plans you should be making, and the risks you should be considering.

Ric Edelman brings an unparalleled passion to helping individuals and families find financial control and independence. Make this book the next birthday gift to everyone in and out of your family, for everyone needs to know The Truth About Money.

– Dallas L. Salisbury, June 2010
President and Trustee, Employee Benefit Research Institute®
Founder, American Savings Education Council® and Choosetosave®.org®
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How to Use This Book




If You Are

   In Debt…

Then Read

   Three Ways to Create Savings

   Understanding Your Credit Report

   How to Get Out of Debt

If You Are

      Single…

Then Read

   Out the Door by Twenty-Four

   Even Single People Must Write a Will

   Do You Have a Non-Married Partner?

If You Are

      Married…

Then Read

   Does It Pay for Both Parents to Work While Raising Young Children?

   Being Married Is Much Simpler, Right?

If You Are

      Retired…

Then Read

   The Quadruple Threat Against Munis

   Six Reasons Not to Take Physical Possession of Certificates

   Investing for Current Income

   The Goldilocks Rules

If You Are

      Female…

Then Read

   Women and Retirement

   Moms-to-Be

If You Are

      Young…

Then Read

   How Old Will You be in 2110?

   Three Ways to Create Savings

   Dollar Cost Averaging

   The Four Steps to Properly Setting Goals

   How to Buy Your First Home

If You Are

      Old…

Then Read

   How Old Will You Be in 2110?

   Diversification vs. Banks CDs

If You Are

      A Parent…

Then Read

   How to Pay for College (Really!)

   Three Reasons Not to Save Money in a Child’s Name

   Does It Pay for Both Parents to Work While Raising Young Children?

   How to Choose a Guardian for Your Kids

   Five Family Problems

   You Love Your Children Equally

If You Are

      The Child of Aging Parents…

Then Read

   How Old Will You Be in 2110?

   Caring for Aging Parents

   Is Long-Term Care a Subject Only for the Elderly?

   The Child’s Plan Thwarts the Parents’ Plan








The Rules of Money Have Changed. Again.




But the strategies haven’t.

The best part of being the bestselling author of a personal finance classic is that I get to help you discover The Truth About Money. The worst part is that personal finance keeps changing, and that’s forced me to update, revise, and expand the book several times.

It’s made me wonder why most other personal finance writers never update their books. The reason is simple: They can’t. If the premise of a book is wrong, or if its conclusions are faulty, no amount of revising can fix it. But TAM suffers from no such problems. Indeed, all the strategies and concepts I’ve provided since its first publication in 1996 remain valid and still make perfect sense. Some, in fact, warned against the very practices that led to the 2008 credit crisis.

Still, the world of personal finance has changed dramatically since the last revision in 2004. Advances in the relatively new field of neuroeconomics have helped us better understand how we are predisposed to make bad financial decisions — and how we can overcome that problem. Exchange-traded funds have become the best investment choice for consumers trying to respond to scandal in the mutual fund industry. The entire mortgage industry has gone through upheaval. And wait until you read what I have to say about gold and other popular investments.

Like past editions, this one goes beyond superficial headlines and helps you address the financial issues you’re facing. From unemployment to caring for aging parents, you’ll find in these pages the advice you need to guide you through life’s major events, from the birth of a child to the death of a spouse. You’ll discover how to best plan for a happy, comfortable, and secure retirement.

Money doesn’t change. But the rules have. Again.

Join the hundreds of thousands of Americans who have turned to this book for information on investments, taxes, mortgages, insurance, estate planning, college planning, retirement planning, home ownership, buying and leasing cars, and virtually every other aspect of personal finance.

As with the previous three editions, I invite you to learn for yourself how to take advantage of the realities and opportunities available to you, for both the protection and the prosperity of you and your family. Above all, I invite you to learn The Truth About Money.

Ric Edelman

August 2010








Ric’s Money Quiz




Here’s your chance to discover how much (or how little!) you know about personal finance. Don’t worry if you get stumped — the answers follow the quiz, along with the corresponding page numbers so you can quickly explore each topic. You’ll discover how easily this book gives you the knowledge you need to achieve financial success!


1. Your largest financial asset is:

  [image: img] a. your house

  [image: img] b. your health

  [image: img] c. your ability to produce an income

  [image: img] d. your company pension or retirement plan

2. When buying a mutual fund or ETF, you should plan to:

  [image: img] a. switch each year to whatever fund made the most money in the previous year, and switch like this annually for 10 years

  [image: img] b. switch each year to whatever fund made the least money in the previous year, and switch like this annually for 10 years

  [image: img] c. hold your fund for 10 years

  [image: img] d. switch into other funds as often as you see fit for 10 years

3. Most advisors are compensated through:

  [image: img] a. fees

  [image: img] b. commissions

  [image: img] c. fees and/or commissions

  [image: img] d. salaries from their employer

4. An example of a brain bias that causes you to make bad decisions is:

  [image: img] a. recency bias

  [image: img] b. mental accounting

  [image: img] c. illusion of control bias

  [image: img] d. all of the above

5. Gap insurance for a leased car:

  [image: img] a. pays the difference between the car’s residual value and the car’s actual value

  [image: img] b. pays for any damage to the car during the lease

  [image: img] c. pays any missed payments during the lease

  [image: img] d. both b and c

6. Which of the following is not true about employer retirement plans:

  [image: img] a. the money grows tax-deferred until you withdraw it

  [image: img] b. your employer can contribute to it on your behalf

  [image: img] c. you can make penalty- free withdrawals after age 59 1/2

  [image: img] d. it’s a perfect place to borrow money from

7. The relationship between interest rates and bond prices is as follows:

  [image: img] a. bond prices stay the same

  [image: img] b. bond prices move in the same direction

  [image: img] c. bond prices move in the opposite direction

  [image: img] d. bond maturity dates change as well

8. An advisor gives his client a brochure describing the advisor’s fee schedule. Which of the following fee schedules is prohibited by FINRA rules?

  [image: img] a. a fee schedule that charges a flat fee of more than $500 per year

  [image: img] b. a fee schedule that charges both fees and commissions

  [image: img] c. a fee schedule where the advisor shares in the profits earned in the client’s account

  [image: img] d. a fee schedule where the advisor charges commissions only

9. FDIC:

  [image: img] a. guarantees that your money is safe

  [image: img] b. is the abbreviation for Federal Deposit Insurance Corporation

  [image: img] c. will completely reimburse all depositors if a bank goes broke

  [image: img] d. both b and c

10. If you have assets and need long-term care, the cost will be covered by:

  [image: img] a. your medical insurance

  [image: img] b. Medicare

  [image: img] c. Medicaid

  [image: img] d. none of the above

11. Regarding withdrawals from your IRA account, there are penalties if you:

  [image: img] I. withdraw money at too young an age

  [image: img] II. don’t begin making withdrawals at a certain age

  [image: img] III. withdraw too little in a given year

  [image: img] IV. withdraw too much in a given year

  [image: img] a. I only

  [image: img] b. I and II only

  [image: img] c. I, II, and III only

  [image: img] d. I, II, III, and IV

12. To succeed financially, your total debt payments (including your mortgage) should not exceed _____ of your income.

  [image: img] a. 20%

  [image: img] b. 28%

  [image: img] c. 36%

  [image: img] d. 44%

13. An “optimal” portfolio is one which:

  [image: img] a. makes the most amount of money

  [image: img] b. takes the least amount of risk

  [image: img] c. minimizes expenses, including transaction costs, carrying costs, and tax effects

  [image: img] d. balances returns against risk

14. If a 30-year-old contributes $5,000 per year to his retirement plan for 35 years, and the account earns just 8% per year, his account will be worth $861,584 by age 65. If he delays his participation just one year, however, how much less will his account be worth at retirement?

  [image: img] a. $2,160

  [image: img] b. $3,475

  [image: img] c. $41,070

  [image: img] d. $68,451

15. Which of the following is an example of Dollar Cost Averaging?

  [image: img] a. placing 100% of your company retirement plan contributions into the stock fund each month

  [image: img] b. buying U.S. savings bonds for your children

  [image: img] c. placing equal amounts of money into four different kinds of ETFs

  [image: img] d. buying 100 shares of a given stock every time the price changes by $10

16. When working with an advisor, it is okay to:

  [image: img] a. write a check for the money you wish to invest payable to the advisor

  [image: img] b. list your advisor as joint owner or beneficiary on your accounts

  [image: img] c. give your advisor discretionary authority

  [image: img] d. none of the above

17. Which of the following is not true about mortgages?

  [image: img] a. mortgages affect home values

  [image: img] b. if you don’t borrow when you buy, you can’t deduct it later

  [image: img] c. a 30-year mortgage is better than a 15-year mortgage

  [image: img] d. you get a tax deduction for the interest you pay

18. The stock market is a:

  [image: img] a. leading economic indicator

  [image: img] b. lagging economic indicator

  [image: img] c. coincident economic indicator

  [image: img] d. none of the above

19. To pay for your child’s college education, you should:

  [image: img] a. take out a home equity loan

  [image: img] b. take out student loans

  [image: img] c. invest in a college tuition prepayment plan

  [image: img] d. invest in a 529 plan

20. After a revocable living trust has been created for you, you need to:

  [image: img] a. rewrite your will

  [image: img] b. name new beneficiaries

  [image: img] c. retitle assets into the trust

  [image: img] d. name a trustee

21. Which of the following will not help you avoid interest rate risk:

  [image: img] a. buying gold

  [image: img] b. keeping bonds until they mature

  [image: img] c. buying short-term bonds

  [image: img] d. do not buy bonds

22. The one type of life insurance whose premiums are guaranteed never to rise is known as:

  [image: img] a. term life

  [image: img] b. whole life

  [image: img] c. universal life

  [image: img] d. variable life

23. Essentially, a bank CD is:

  [image: img] a. a stock

  [image: img] b. a bond

  [image: img] c. neither

  [image: img] d. both

24. A mortgage loan is based on:

  [image: img] a. the current value of the house

  [image: img] b. the future value of the house

  [image: img] c. your income

  [image: img] d. your car payment

25. When paying off credit cards, you should first pay off the card with the:

  [image: img] a. lowest interest rate

  [image: img] b. highest balance

  [image: img] c. lowest balance

  [image: img] d. highest interest rate




You’ll find a short quiz like this at the end of every part. To find out how much you already know, skip to the end of each part before you read it and take the quiz. Then, read the part and take the quiz again. You’ll discover how much you’ve learned!





Answers:

1-c (pg. 551)

2-c(pg. 279)

3-c(pg. 647)

4-d(pg. 228)

5-a(pg. 337)

6-d(pg. 534)

7-c(pg. 109)

8-c(pg. 667)

9-b(pg. 62)

10-d(pg. 566)

11-c(pg. 523)

12-c(pg. 391)

13-d(pg. 245)

14-d(pg. 533)

15-a(pg. 206)

16-c(pg. 663)

17-a(pg. 447)

18-a(pg. 133)

19-d(pg. 349)

20-c(pg. 625)

21-a(pg. 122)

22-b(pg. 581)

23-b(pg. 52)

24-c(pg. 443)

25-d (pg. 313)










Part I — Introduction to Financial Planning




Overview – The 12 Reasons You Need to Plan

Forty years ago, the financial planning profession did not even exist, yet today, hundreds of thousands of people claim to be financial planners (and some of them actually are!). But is financial planning really necessary?

Well, yes. Here are 12 reasons why you need to plan.

Reason #1: To Protect Yourself and Your Family Against Financial Risks

Notice the word financial. As a financial planner, I cannot protect you from the risks you face in life — no planner can — but I can protect you from suffering the financial loss that may result when any of those risks become reality. What are those risks? The five major ones are job loss, injury, illness, death, and lawsuits, and you’ll learn how to manage and reduce the adverse financial impact of those risks in Parts VII and XI.




Lawsuits? You bet! For perspective, the odds that your house will burn down are 1 in 1,200 — yet according to Forbesmagazine, the odds are just 1 in 200 that you will be sued at some point in your lifetime. (To learn how to protect yourself from the financial threat of a lawsuit, see Chapter 75.)





Reason #2: To Eliminate Personal Debt

For some people, a proper goal is to become worthless. If you owe lots of money to credit cards, auto loans, and student loans, becoming worthless would be a real improvement. You must move from owing money to owning money.

Indeed, total consumer debt in this country (excluding mortgages) exceeds $2.5 trillion, according to the Federal Reserve. A 2008 survey from Gallup Research reveals that Americans hold an average of four credit cards each, with an average total balance of $3,848.

You’ve heard the joke about “running out of money before you run out of month,” but it’s not so funny to run out of money before the end of your life! You must make sure you don’t outlive your income, and that means you’ve got to accumulate assets so you can support yourself for a lifetime. That’s impossible to do if you have credit card debt and personal loans, so you must eliminate them. Chapter 49 will show you how.

Reason #3: Because You’re Going to Live a Long, Long Time

At the time of the American Revolution, life expectancy at birth was 23 years. Even by 1900, Americans were expected to live only to age 47. Thus, throughout most of our nation’s history, if you were alive, you worked; there was no such thing as retirement.


Today, though, life expectancy tables from such diverse groups as the IRS, life insurers, the National Institutes of Health and the Centers for Disease Control and Prevention all say roughly the same thing: A child born in 2007 now has a life expectancy of 77.9 years; a 75-year-old today is expected to live to 86.6; an 85-year-old to 91.4; and people who reach 100 are expected to live to 102.2 (yes, the older you are, the older you’re expected to get!). Soon, half of all deaths in the U.S. will occur after age 80. Such life expectancies are a big part of why we need to plan.

[image: 002]
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How Old Will You Be in 2110?

The ridiculous part of all those life expectancy tables is that they all assume that life expectancies will remain at current levels. But that is not likely to be the case. Indeed, research suggests that people will continue to live longer and longer. In fact, even those as old as 45 today might be alive in the 22nd Century.

Why are these figures important? Well, to determine how much money you’ll need in retirement, you need to project how long that retirement might last. Based on the actuarial data provided by various government agencies, most financial planners assume their clients will live to age 90, and conservative planners (my firm included) use age 95 (because the longer you live, the more money you’ll need). We’re now even considering boosting the life expectancy for our younger clients to 100.


However, even “conservative” figures like age 95 could be too low. Based on the relatively new fields of gerontology, microbiology, and biotechnology, some believe that in the year 2050, people could be expected to live to age 140. No typo there: That’s one hundred forty years of age.

This is not science fiction. In 2050, your kids could still be having kids. For example, in 2050, I’ll be 92. Will I make it? Well, that’s still nine years younger than the age my Grandmom Fannie reached — and she was born in 1899. Let’s face it: For many of us, 2050 is a done deal.

If that’s not startling enough, try this: It’s now being suggested that lots of us who are here today could see the year 2110. The implications for society boggle the mind. Let’s look closer at what such long life spans could mean.

[image: 003]

FIGURE 1-2



You’ll Have Multiple Marriages

First, you might have four or five spouses during your lifetime. Like all the other futurisms to follow, this one is not as far-fetched as it may first appear. After all, we’ve all heard the oft-quoted statistic that half of all marriages end in divorce. And U.S. Census research shows that 58% of women over 70 have been widows at some point — with a great many of them remarrying. Thus, we’re already a multiple-marriage society. It’ll just become more so. (After all, can you imagine marrying someone at age 20 and living with that same person for the next 120 years!? Honey, I love you, but ...)

You’ll Have Multiple Careers

Second, you will have five or six careers. You’ll go to school, get a degree, develop expertise in a given field, devote yourself to it for 20 or 30 years, then quit and start again, doing something entirely different. Think that’s crazy? Millions of military retirees, police officers, firefighters, and schoolteachers already do this. They “retire” at 40 or 50 with 20 or 30 years of service and, with their monthly pension checks in the mail, they head off to new challenges. This strategy will become more common during this century and the phrase “double- dipper” will give way to “quintuple-dipper” as people have five or six 20-year careers in their lifetime. The notion of “retirement” as we know it today will fade away. For more on this, read Rule 88 of The New Rules of Money.

You’ll Extend Your Rites of Passage

As our lifetimes become extended, so too will our rites of passage. As recently as 1960, marrying in your late teens was common; the phrase “old maid” applied to women who failed to marry by age 20. You were expected to have children (plural) before you were 25, Jerry Rubin told us not to trust anyone over 30, middle age and mid-life crises hit at 45, and the “elderly” were 65.1

As I bet yours does, my own life provides examples of this brave new world: My former college roommate didn’t get married until he was nearly 50; my oldest brother will be 72 when his youngest daughter graduates from medical school; one of my nieces has three daddies (one biological, one marital, and one legal); my father renounced retirement four times before he passed away; and my grandmother buried four of her doctors before she died at age 101.




“I’d like to be rich enough so I could throw soap away after the letters are worn off.”

— Andy Rooney





If today’s trends continue unabated, the year 2050 will find people marrying (for the first time) at age 50, having kids in their 60s (in France, they already are), facing middle age in their 80s, retiring in their 120s, and dying in their 140s.

These prognostications remind us that financial planning is a process, not a product. A financial plan must be periodically reviewed, with its assumptions challenged and altered based on changes in the economy and in your circumstances. One key circumstance is the fact that you may live much longer than you envision. If you plan to retire at 65 and are assuming a life expectancy of age 90, you’re assuming a 25-year retirement. But what if you live to 140? Will you have enough income for a 75-year retirement?

Finally, who’s going to pay for it all?

This question suggests that the most politically explosive social issue in America today — the right to life — will evolve into a new debate. In the 21st Century, with people living for so many years beyond their resources and society forced to pay the tab, some will argue that those who cannot take care of themselves in old age, those who are living in pain or discomfort, those who do not have a family or support group on whom to rely, and those who cannot afford to pay for their care should have the right to choose death.

In the original edition of this book, I predicted that euthanasia would take the center stage of social debate in 2050 — and that prediction has already come true. End-of-life issues joined the political debate in 2009 when Congress debated health care reform. The term “death panel” became popular jargon as politicos debated the idea of paying doctors to discuss living wills and medical directives with Medicare patients. The debate heated up after renowned British conductor Sir Edward Downes, 85, and his wife, Joan, 74, traveled to an assisted suicide clinic in Zurich, Switzerland, to end their lives together — even though Sir Edward’s life was not at risk. Joan, a cancer patient, had only weeks to live, and Sir Edward reportedly didn’t want to continue living without her.

Whatever you think of the issue, the debate clearly has begun, and its prominence on the social stage will continue to grow.

Welcome to the 22nd Century. I hope you’ll be ready.

You’re Certain to Be a Millionaire (of sorts)

You’re earning — and you’ll continue to earn — a huge income. Take a 35-year-old making $6,000 a month. Even without salary increases, that’s more than $2 million in career earnings!
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While that might sound like good news, it actually works against us. When making a lot of money, people often develop an attitude that says, “Gee, with this good income, life will take care of itself. It did for my parents. It did for my grandparents. It certainly will for me.”

The issue, however, is not how much money you earn, but how much you keep. Look at the money your parents and grandparents earned over their careers. How much do they have left?

You easily could have little left from a lifetime of work, because you don’t get to keep all the money you earn. You have expenses — lots of expenses. Can you name your biggest expense?

Children!

Reason #4: To Pay for the Costs of Raising Children

According to the U.S. Department of Agriculture, a baby born in 2008 will cost high-income families $483,750. As shown in Figure 1-4, even lower-income families will spend $210,340, while those in between will rack up expenses of $291,570. That’s per child — and only for the first 17 years! To explore the financial issues of raising young children, see Chapter 52.
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Reason #5: To Pay for College

Guess what happens when the kids turn 18? They go to college!

It’s estimated that for a baby born in 2010, the cost of college in 2028 will exceed $250,000 for an in-state school and over $500,000 for private schools, according to the College Board. To learn the proper way to approach the cost of college, turn to Chapter 51.
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Reason #6: To Pay for a Child’s Wedding

Get ready for another major expense: The wedding! According to the wedding website TheKnot.com, the average cost is $28,385 (excluding the honeymoon). Although parents of the bride traditionally paid this expense, increasing numbers of brides and grooms — and parents of grooms — are paying for weddings.

Reason #7: To Buy a Car

The average price of a new car is $28,082, according to the National Automobile Dealers Association. Thus, that purchase is one of your biggest and most confusing financial decisions — and one you’ll make many times throughout your life. Should you pay cash, accept dealer financing, or use home equity? Is leasing right for you? To learn the answer, go to Chapter 50.

Reason #8: To Buy a Home

Americans devote the largest portion of their incomes to housing. Consequently, how you handle the purchase of your home will have far-reaching implications on virtually every facet of your financial life, including your ability to save, pay for college, and plan for your retirement. For this reason, I devote five chapters (56–60) exclusively to this subject, and it’s referenced in many other chapters as well, including those dealing with debt elimination (Chapter 49), paying for college (Chapter 51), and the costs of raising children (Chapter 52).
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Reason #9: To Be Able to Retire When — and in the Style — You Want

Consider food. Assuming you and your spouse retire at 65 and live to your normal life expectancy of 83, you’re going to eat 39,420 meals in retirement! (That’s three meals a day, 365 days a year over 18 years for two people.) If each of those meals costs five dollars, you’ll spend $197,100 on food. Where will that money come from?

Most people are ignorant of this message. Of today’s retirees 65 and older, 30% have incomes below $15,000 a year, according to the Social Security Administration. I’m not saying these people never earned more than $15,000 a year while they were working. Rather, their income dropped below $15,000 when they retired.

Only 20% of retirees earn more than $50,000 a year. Yet the masses didn’t plan to fail. They simply failed to plan, because under the old rules, planning wasn’t necessary. It used to be that a worker and his family could be comfortable if he retired at 62 on a pension and Social Security. That doesn’t happen anymore. Today, you don’t retire as young as 62 — unless you’ve been downsized out of work or you are a public employee. And you’re going to live much longer than your parents and grandparents did, aren’t you? Therefore, your money must last much longer. And that is the dilemma: If you fail to plan, you face the possibility of a retirement filled with poverty, welfare, and charity.
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Many justify their failure to save by saying they plan to work into their 70s, but few people actually do that. An Employee Benefit Research Institute survey showed that 21% of workers plan on retiring at age 70 or later, yet only 5% actually do so. Health problems forced 40% to retire early; another 18% stopped working to care for a family member. That suggests people have unrealistic expectations for retirement and don’t realize how they are going to achieve their goals. One thing is sure: Retirement security doesn’t come automatically. It’s going to require effort and attention. Part X will help.

Reason #10: To Pay for the Costs of Long-Term Care

Prior generations did not have to deal with the costs of long-term care, but we must: Of those who reach age 65, 40% will spend time in a nursing home and 70% will require long-term care at some point, according to the U.S. Department of Health and Human Services’ National Clearinghouse for Long-Term Care Information.

The average annual cost of a nursing home stay now exceeds $74,000, according to the Genworth 2009 Cost of Care survey; neither your health insurance nor Medicare will pay for it. The result: A growing number of senior citizens today are supported by others because they don’t have the money to care for themselves. For more on this, see Chapter 73.




“If you don’t know where you’re going, you’ll probably end up somewhere else.”

— David Campbell





Reason #11: To Care for Aging Relatives

It’s not just your own care you can expect to pay for. Families are responsible for 80% of elder care in the U.S., according to AARP, and much of that help is financial. Nearly 30% of adult children contribute financially to their parents’ care, chipping in for everything from uncovered medical costs to groceries, according to the Pew Research Center. Many face this burden while raising children, creating a “sandwich generation” estimated to include 34 million people. For more, see Chapter 54.

Reason #12: To Pass Wealth to the Next Generation

This is more difficult than ever before, because living longer means it is increasingly likely that you will spend your money before you have the chance to bequeath it.

Economists call this transference of wealth. Historically, money was passed from father to son. It started with our immigrant ancestors, who built homes and had children. When the children married, they moved into the house with Mom and Dad. Then the kids had kids, making it three generations in one house.

As the family grew larger, each generation built new rooms, increasing the size — and value — of the family’s wealth.

When the first generation died, the second generation inherited the house, later passing it to the next generation, with each growing more affluent than the previous one.

That doesn’t happen today. We don’t have three generations living in one house as often as we once did. Today, when our grandparents die, we’re more likely to sell their house because we have our own home and don’t need theirs.

Furthermore, we find that our grandparents live so much longer than before — longer than they expected — that they often run out of assets and have nothing to leave to their children. Therefore, instead of passing wealth down to the children, the kids send money up to the parents. Thus, in many cases, the transfer of wealth is going in reverse, and economists worry that most Americans are not prepared for this reality. Learn how to avoid that problem by reading Part VII.

It is for all these reasons — to protect against risk; to eliminate debt; you’re going to live a long time; to handle such major expenses as children, college costs and weddings; to buy cars and homes; to afford a comfortable retirement; to protect against long-term care costs; to care for aging relatives; and to pass wealth to your heirs — that you need to create a financial plan.




“Americans tend to plan for everything — except success.” 

— Ric Edelman







1 If you don’t know who Jerry Rubin is, go ask your (grand)parents.








Chapter 1 – The Four Obstacles to Building Wealth




As you begin trying to accumulate wealth, you’ll encounter four major obstacles. Let’s examine them one by one.

Obstacle #1: Procrastination

The first obstacle is the most deadly, but if you think it’s the economy or taxes, you’re wrong. Your biggest enemy, as my colleagues at Edelman Financial Services and I can attest from having worked with thousands of people just like you, is yourself. Without question, procrastination is the most common cause of financial failure.

To understand this, consider the story of Jack and Jill. You know Jack fell down the hill, but you didn’t know that he suffered head injuries. As a result, Jack decided not to go to college. Instead, at age 18, he got a job that generated enough income for him to contribute $5,000 to his IRA each year. He stopped after eight years, having invested a total of $40,000. Meanwhile, his sister Jill, inspired (guilt-ridden?) by Jack’s accident, went to medical school. At age 26, she began her practice and started contributing $5,000 to her IRA. And she did so for 40 years, from age 26 to 65. She invested a total of $200,000 and she put her money into the same investment as her brother Jack. Thus, Jill started investing the same year Jack stopped, and she saved for 40 years compared to just eight years for her brother.

By age 65, whose IRA account do you think was worth more money?
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Assuming Jack and Jill each earned a 10% annual return, Jill accumulated $2,212,963, but Jack collected $2,587,899 — $374,936 more than his sister!

Jack had invested only $40,000 to Jill’s $200,000, but this money starting growing in value eight years sooner than his sister’s. Thus, it wasn’t the fact that he saved that made him successful — it was the fact that he started saving sooner. This is called time value of money. Jack didn’t procrastinate, and by investing sooner than Jill, his account grew larger. The time value of money is so important, in fact, that even if Jill keeps investing beyond age 65, she will still never catch Jack!

I have heard the complaint that procrastination does not belong at the top of my “Enemies of Money” list. There must be other, more serious causes for financial failure, right?

Wrong!

Nothing is more important than starting now, no matter your current age or circumstances. Everyone can say, “I wish I started 20 years ago,” no matter your age. And in 20 years, you’ll make that statement — unless you start now.
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The power of my Jack and Jill story shows how important it is that you get started right now. Procrastination, though, causes you to say that you’ll start tomorrow. It’s easy to see why you tend to put planning off until later. After all, who has time? You’ve got lots of deadlines and you don’t need another one. You’ve got to get to work on time, get your kid to soccer practice, and prepare for out-of-towners who will be visiting you this weekend. With today’s deadlines, you don’t have time to work on something whose benefits will not be felt for 20 years. But that’s okay because you’re young and you’ll still have plenty of time later! Right?

Wrong!

Maybe this is why so few of my firm’s clients are under 30. It just seems that young people don’t want to talk about something 40 years away: They’re more concerned about this weekend’s party!

In fact, I’ve heard all the excuses: If you’re in your 20s, you figure you’ve got 40 years to deal with it, so you’ll put it off until you are in your 30s ...

... but by then, you’ve got a new house, new spouse, and new kids — and you’re spending money like never before. Who can think about saving at a time like this? You’ll deal with it later, after things settle down in your 40s ...

... when indeed you’re making more money than ever, but now you find that your older children are entering college. On top of that, your income growth isn’t as rapid as it used to be. No problem, you say, because by the time you hit your 50s, you think your major expenses will be behind you ...

... only to discover that your younger kids are entering college and the older ones are starting to get married (with you footing all those bills) and maybe the graduates need help buying a house, too. Your parents probably need some help as well, because they’re getting up in years. And you can’t remember the last time you got a promotion; after all, you’ve moved up so high in the company that the only way you’ll get promoted is for somebody to retire or die. You’re also finding that the cost of living has never been higher, so planning for retirement will just have to wait a bit longer ...




“There are so many things that we wish we had done yesterday, so few that we feel like doing today.”

— Mignon McLaughlin





... and when you hit 65, you lament your anemic savings and wish you had started 40 years ago.

At Edelman Financial, we see this all the time.

If there is only one thing in this entire book that you need to take on faith, it’s this: There is never an ideal time for planning, and while you can always find a reason to put it off, don’t. Do it now.

The Cost of Procrastination

There is, in fact, a specific cost to procrastination. If you are 20 years old and you want to raise $100,000 by age 65, you need to invest only $1,372 today (ignoring taxes for the moment and assuming a 10% annual return).

But a 50-year-old would need to invest nearly $24,000 to obtain that same $100,000. This is the cost of procrastination. As you can see, it’s not money that makes people financially successful, it’s time.
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The cost of procrastination can be shown just as easily for those who save monthly: Our 20-year-old would need to save less than $10 a month, but the 50-year-old would need to save $239 a month. You tell me: Who has an easier task?

Why $1,200 = $37,125

A lot of folks reading this will concede that starting young has its advantages. But I’m plenty young, you might be thinking, so I’ll just start next year. After all, next year, I’ll still be young enough, but I’ll be making more money, and it’ll be easier for me to start. After all, what difference can one year make?

A big difference.

If a 30-year-old saves $100 a month until age 65, earning 10% per year, the resulting account would be worth $379,664.

But if this person waited just one year, beginning her savings at 31 instead of 30, her account at age 65 would be worth only $342,539.

Thus, the cost of not saving $100 a month for just one year is $37,125. Can you really afford to blow thirty-seven grand?

Take it from Ben Franklin, the man who coined the phrase, “A penny saved is a penny earned.” His very last act in life shows us why we should never underestimate the time value of money.

Franklin, as we all know, was one of our nation’s founders, as well as a printer, inventor, scientist, and diplomat. He was also very wealthy. When he died in 1790, he left 1,000 pounds sterling (worth about $500,000 today adjusted for inflation) to the cities of Boston (his birthplace) and Philadelphia (his adopted home). The catch: Both cities had to wait 100 years before they could spend any of the money, and they then had to wait 100 more years to spend the remainder.

So, in accordance with Franklin’s will, the cities invested the money…and waited. Despite spending a large portion of the money in 1890 as permitted,




While I was presenting this in a seminar, an elderly gentleman rose to object to my comments. “Excuse me,” he said, “but I can’t do that.”

“Why not?” I asked. “Don’t you have a hundred bucks?”

“I have the hundred dollars,” he replied. “But I don’t have the 30 years!”








Imagine if you were able to start saving for retirement as a child! All those extra years of compounding would surely make for a bigger nest egg later in life.

That very idea was our inspiration for the Retirement InCome — for Everyone Trust® (aka the RIC-E Trust®) — an idea so innovative that it has received two U.S. patents.

The RIC-E Trust® starts with a single contribution of $5,000 or more from a parent or grandparent in the name of a child or grandchild. The money then grows for years and years and years — with no income taxes until the child reaches retirement age. Thanks to compound interest, that $5,000 can turn into millions of dollars by the time the child reaches retirement. Thousands of people across the country have established RIC-E Trusts® for their children and grandchildren.

Talk about a gift that keeps on giving — and growing.





Philadelphia’s trust fund in the 1990s held more than $2 million, and Boston’s had grown to $4.5 million.

As Franklin said, “Remember that time is money.”

To further demonstrate the time value of money, also known as compounding, imagine that someone offers to pay you either $1 million for a month of work or to pay you a penny for your first day and then double it each day. The first day you’d make one cent, the second day you’d make two cents, the third day you’d make four cents, and so on.

You may be tempted to take the $1 million and run — but you’d be leaving a whole bunch of money on the table. Sure, you’d be making pennies at first. Heck, the fourteenth day you’d still only be making $81.92 and on day 20, you’d be earning just $5,242.88. But your pay on the last day of the month would be $10.7 million.

And it all begins with a humble penny.

Don’t procrastinate. Start now.
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Out the Door by Twenty-Four

Like so many other things in life, procrastination is a learned art. As with most basic attitudes, we learn about this one from our parents.

A listener, Bob, once called my radio show. Age 23, he asked, “Ric, what should I do with my money? I have $24,000 and no debt.” I was impressed. Most of the 20-somethings I know are broke and have lots of credit cards. Bob said the bulk of his money was an inheritance and it was just sitting in his bank account.

I asked him about his monthly expenses, expecting Bob’s reply to be in the range of $1,000 to $3,000; such an amount would be typical for folks in their 20s. To my surprise, he said, “Oh, I spend about two hundred dollars a month.” Then the truth came out. Bob lives at home.

Upon graduation, he became an official member of The Boomerang Generation. Mom and Dad shipped him off to college at age 18, paid the bill, and prepared to celebrate the fact that their child-rearing and child-supporting days were over.

But when Bob graduated, he didn’t move on with his life. Instead, he moved back. Bob once again lives with his parents, at their expense, and his total monthly spending of $200 goes to whatever he wants — parties, hanging out with friends, movies, eating out with the guys, weight-lifting at the club, and other activities of the financially secure.

Bob is able to participate in these avocations, of course, because “someone else” does his laundry, cooks his meals, and pays for the home he lives in.

Occupationally speaking, Bob is in a rut. Upon graduation, he missed the career track: Unable to get the job of his choice, he chose not to work at all. I asked, “When are you going to move out?” He said, “I’m in no hurry.”

I can see his point. Why should he move to a 700-square-foot, three-room apartment that costs $1,200 per month (plus utilities, Internet, and telephone)? He’d have to buy furniture and a TV, drag his laundry to the Laundromat, shop for his own groceries, and cook his own meals.

Why should Bob do that when he can live in a 3,000-square-foot, multi-level single-family home on a quarter-acre lot in the suburbs where somebody else takes care of his laundry, does the food shopping, and prepares dinner nightly?

Let’s face it, Bob’s got a great thing going here, and the operative initials are M-O-M.

Bob can come and go as he pleases, has no bills to pay, and if something goes wrong, the landlord takes care of it, spelled D-A-D.

This is an issue of “tough love.” Without exception, all my clients who have kids love them dearly, and they’d do anything for them — but enough is enough. Parents must recognize that at 23, these “kids” are adults — and they need to act like it. Parents are not doing their children any favors by coddling and protecting them against the cold, cruel realities of life.

In Bob’s case, Mom and Dad need to charge him rent, just like any other landlord. They need to collect an amount equal to (a) what Bob would pay elsewhere, or (b) what Mom and Dad would charge if Bob were a stranger.

If they were to charge $1,200 a month, two things would happen: Bob would get a job to pay for it, and he’d move out. Both are exactly what Bob needs to do if he’s to develop and thrive in our society.

And to all you Moms and Dads who hate the thought of collecting rent from your own children, here’s a neat trick: Collect the rent and invest it for your son or daughter without telling them. When they finally move out (we hope, one day, they will), you can give them the money as a moving-out gift, allowing them to use the money you’ve saved for them to help them get settled in a new home.

Don’t get me wrong. My colleagues at Edelman Financial and I don’t have a problem with kids living at home; it can be a smart financial move — for kids trying to save money. Rather, our problem is with kids who live at home as free-loaders — and there is a big difference between the two.




“Poets have said that the reason to have children is to give yourself immortality. Immortality? Now that I have five children, my only hope is that they are all out of the house before I die.”

— Bill Cosby





Take the example of Mitch, one of my clients. He is 26 and, like Bob, lives at his parents’ home. He didn’t go to college, but he’s been working since he was 16. Mom and Dad have always covered his expenses because Mitch has always had a job and he contributes to running the household (doing chores, cooking, cleaning, and shopping). He’s diligent, conscientious, and — most important — Mitch is good at saving money.

In fact, he is really good at saving money: Mitch has $60,000, which he saved on his own — no gifts or inheritances. He’s accumulated his money throughout the 10 years he’s worked.

And that’s why Mom and Dad have no problem with him living at home for free: They know that rather than forcing Mitch to pay rent to them or some other landlord, he’s paying himself. So when he does decide to move out, he can afford to buy a place, not just rent it. Besides, like most suburbanites, Mom and Dad can afford to have Mitch live in the house and they love to have him around, so it’s a great deal for everybody.

The Bobs of our nation won’t be 20-something forever and if they don’t learn to pay their way now, if they don’t start preparing to do so, they never will. Are you prepared to support your kids for your entire life?

Give your kids a push. Don’t let them procrastinate. It could be the best thing you ever do for them.
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Obstacle #2: Spending Habits

Again, the problem is you, not the economy or world politics!

To see what I mean, look at the Newmans, married, with a combined annual income of $60,000. They felt they didn’t spend extravagantly, but they were nonetheless concerned that they couldn’t seem to save any money. “We don’t drive fancy cars or take big vacations and our kids don’t have the latest cell phone or iPod,” they told me. “But we can’t seem to get ahead.”

Needless to say, the Newmans didn’t know where their money was going, so my firm helped them figure it out. The Newmans commuted to work separately and here’s what we found:

En route to the office, they’d stop for a cup of coffee and a donut ($4.50). In a mid-afternoon break, they’d buy a soda or candy bar ($.75). Without knowing the other was also doing this, each was spending $5.25 a day, for a daily total of $10.50.

With 20 working days per month, they were spending $210 per month, or $2,520 a year.

And guess what happens to the money you earn before you receive it? It gets taxed. Assuming a 40% combined federal and state income tax rate, the Newmans had to earn $4,200 in order to net the $2,520 that they frittered away on coffee, candy, and soda. Then they came to us saying, “We can’t seem to save any money.”
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Where Does My Money Go?

Have you ever withdrawn $100 from an automatic teller machine, yet found your wallet or purse empty just a few days later?

Have you ever asked yourself, “Where does all my money go?” Like the Newmans, you probably are piddling it away. You have no idea you’re doing it, because if you did know, you would stop instantly, for there isn’t a rational human being in the world who would tolerate such nonsense.

But we all piddle money away because we don’t pay attention. The Newmans were spending 3% of their annual income on ... nothing! To avoid this problem, you’ve got to look at your spending habits, for that’s where you’ll find the key to your financial future. If your spending habits are causing you trouble, you can learn how to fix them in Chapter 49.

Obstacle #3: Inflation

The most onerous of money’s enemies, inflation is perhaps the best illustration of how The Rules of Money Have Changed.

Since 1926, inflation averaged 3% per year, according to the U.S. Department of Labor. In practical terms, that means that the cost of living doubles every 23.5 years. Consider how much money you spend each year. Everything — food, housing, clothes, transportation, etc.
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Whatever that amount is, you’ll need twice as much income in 23 years to purchase the same goods and services. If you are 62 years old right now, your income will have to double by the time you’re 85.5 (assuming inflation continues at the same average annual rate as it has since 1926).

As Figure 1-11 shows, if you are 40 years old today, you’ll need twice as much money at age 63 and four times as much money at age 86. If your income is $100,000 today, you’ll need $400,000 in your 80s — just to maintain your current lifestyle.

Wow.

Put another way, again assuming that historical inflation rates continue, a 50-year-old earning $75,000 a year, who plans to retire at 65 on that same income, will need a net worth of $2.25 million — and his income in his first year of retirement needs to be $120,297.

Indeed, to look into the future, you need not have 20/20 vision but rather inflation-adjusted 50/50 vision!
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FIGURE 1-11




“Inflation is when the buck doesn’t stop anywhere.”

— Anonymous





In fact, 3% annual inflation means $1,000 will be worth less than three quarters as much in 10 years. Put another way, you’ll need $1,344 in 10 years to buy what $1,000 buys today. Are you old enough to remember when President Nixon announced a 90-day wage and price freeze? Inflation was rampant and nobody could stop it — not Congress, the Federal Reserve Board, the President’s Council of Economic Advisors, the banks, or Wall Street.

Nixon and the nation panicked. Convinced that inflation was going to cause an economic calamity worse than the Great Depression, the President stopped inflation artificially. For 90 days, nobody was permitted to raise salaries or prices. And the strategy worked — until the 91st day, anyway.

When President Nixon established his freeze in 1971, the inflation rate was just four percent. If that were the case 10 years later, Jimmy Carter would have been re-elected! By the time Jimmy left office in 1980, inflation was 13% and banks were offering 15% CDs.

But you didn’t buy those CDs, because you were convinced that next month, CD rates would be 16% and you didn’t want to be stuck with “only” 15%! So you kept your money in daily accounts. You rode the interest wave up and right back down again!

Inflation — even very low inflation — once panicked our nation, but no longer. How can that be? The reason is the frog.
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FIGURE 1-12
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FIGURE 1-13

Yes, the frog.

The Boiling Frog Syndrome

If you throw a frog into a pot of boiling water, he’ll jump out. But if you place a frog into a pot of lukewarm water and slowly turn up the heat, it will boil to death.

And so it is with inflation. We’ve grown accustomed to inflation over the past 25 years, but that doesn’t mean we don’t continue to be hurt by its effect. We are hurt even at “low” rates of inflation.




“If you had your life to live over again, you’d need more money.”

— Anonymous





Obstacle #4: Taxes

We all love to hate taxes.

According to the Tax Foundation, Tax Freedom Day is April 9 in 2010, meaning that every dollar you earn for the first three and a half months of the year goes to taxes. Put another way, you work nearly three hours of each workday just to pay taxes. No wonder we find it difficult to save money!

In addition to federal income taxes, you also must contend with state income taxes, as shown in Figure 1-15, plus personal property taxes, sales taxes, user taxes, intangibles taxes, excise taxes, capital gains taxes, and estate taxes.

[image: 020]

The amazing thing is that everybody thinks taxes are a natural part of life. Have we all forgotten why we revolted against England?

Our federal income tax wasn’t even created until 1913 — and it took a constitutional amendment to do it. And when the tax was established, it was quite low: There was no tax on the first $20,000 of income and only a 1% tax on income between $20,000 and $50,000 — and $20,000 was a lot of income in 1913!

You can guess what the politicians said back then, too. “Don’t worry,” I’ll bet they claimed, “tax rates will never rise!”

It’s the Boiling Frog Syndrome all over again.
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FIGURE 1-14
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FIGURE 1-15
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