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For Bridget, my love and joy







Preface

When I started college, I hoped to become a doctor. But a frog derailed my plans. The frog and I came eye to eye in a biology lab as I injected it with death serum, sliced open its chest, checked its pulse, declared it dead, and proceeded to rub its tiny heart back to life. My instructor walked over and said, “Excellent. Now do it again and record the results.” For the next two hours, it was kill-resurrect-record, over and over again. By the end of the lab, I was majoring in economics.

I got hooked on economics. There was no torture of slimy amphibians. Plus, I liked the math, the curves, the statistics, the theory. But what really grabbed me was economics’ potential to help people.

In grad school, I focused on public finance, particularly how tax and benefit policies affect the macro (overall) economy. This was the mid-1970s, and economists were just starting to use apartment-sized machines called computers. We’d type up our code on seven-by-three-inch punch cards in an ancient language called FORTRAN, run them through a noisy card reader, and wait hours for yard-wide printouts. Mostly, the program would fail because of a typo on card 7,239 of a 10,000-card deck. But if the program ran and the results made sense, we’d write up our earth-shattering findings and pray someone would read them.

Studying the macro economy requires understanding the micro economy—the financial actions and reactions of individual companies and households. For households, this includes coding personal financial behavior. Hence, public finance led me to personal finance and the work of a long list of prominent economists. The list starts in the 1920s with Yale economist Irving Fisher.

Fisher was, hands down, the top economist of his day, and his most important achievement was a simple but powerful mathematical description of optimal saving behavior. Fisher’s model looked for the saving sweet spot that keeps us from starving when young and splurging when old (or doing the opposite). Finding that spot, he argued, entails saving precisely what’s needed to ensure a smooth living standard over time. Thus was born the principle of “life-cycle consumption smoothing.”

Fisher is the father of economics-based financial planning. But he left lots of issues unexplored, including how to manage one’s investments. The answer is certainly not to put all your eggs in one basket, especially a basket as fickle as the stock market. Yet this is precisely what Fisher did. Being the smartest economist on the planet, Fisher assumed he knew how the market would behave. Except he didn’t. On the eve of the Crash of 1929, Fisher publicly pronounced that “stock prices have reached what looks like a permanently high plateau… I expect to see the stock market a good deal higher within a few months.”1

As the market dropped 86 percent by 1933, Fisher went from rich to poor to bankrupt. Had Yale not interceded, Fisher would have ended up living on the street. He died in 1947, disgraced in the public’s eye by his infamous prognostication yet still revered by economists for his amazing theoretical insights. Over the next two decades, Milton Friedman, Franco Modigliani, Paul Samuelson, Robert C. Merton, and Peter Diamond—all future economics Nobel laureates—and a host of other prominent economists began extending Fisher’s life-cycle model.

Hence, by the time I reached grad school, economists had formed a clear theory of how people should save, insure, and invest. They also understood why no one—not even an Irving Fisher—could predict the stock market. Of course, developing a theory and expecting people to adhere to its tenets are two different things. Were real-world households doing as economic theory prescribed? Were they saving enough? Were they buying enough insurance? Were they choosing the right careers? Were they taking on too much debt? Were they investing appropriately? Were they making the right Social Security and tax moves?

These and similar questions took up residence in my brain and those of other econ eggheads. Many of us started to compare actual personal financial behavior, as reported in nationwide household surveys, with theoretically appropriate behavior. Within two decades, the picture was both clear and ugly. Essentially everyone was making big financial mistakes: saving far too little or far too much, buying the wrong amount of life insurance, borrowing irresponsibly, leaving great sums of lifetime Social Security benefits on the table, paying significantly more taxes than required, becoming house poor. The list goes on.

The economics profession took this news poorly. “What? People aren’t adhering to our beautiful theory? How dare they? They must be financially sick. They lack self-control! They are myopic, financially illiterate, or both!” People’s greedy present selves were ripping off defenseless future selves by overspending and undersaving. Overnight, a new field of economics arose, “behavioral finance,” devoted to studying the precise pathologies underlying individuals’ awful financial decisions.

Economists don’t always agree. Indeed, they don’t always agree with themselves. President Truman said he needed a one-handed economist to stop hearing “On the other hand.” I’m a two-handed economist, but my take on behavioral finance is unequivocal. I strongly dispute the premise that people screw up their finances because they are badly behaved, financially lost, shortsighted, or mentally ill. Even the most responsible, prudent, financially well-educated, and psychologically balanced people make major mistakes. The reason is simple: the financial problems we face are unbelievably complex—far beyond the capacity of our brains to solve without some clear direction.

Why do I think this? Three reasons.

The first reason is self-reflection. I recognize that even my own economically pretty well-trained brain isn’t remotely up to the task. If, for example, you tell me all about your personal finances and ask me the annual amount you can permanently spend this year and every year through the rest of your life—in other words, if you ask me to smooth your consumption off the top of my head, with no paper and pencil—my answer will surely be off by 30 percent or more.

Other economists are no better at what is essentially a guessing game. I once asked a roomful of economists—all of whom were gathered to discuss household personal finance—to answer, on the fly, the consumption-smoothing question for a hypothetical forty-year-old. I gave them the pertinent information and watched their faces. They weren’t happy. They all knew they were about to produce a very wrong answer. Right then and there, they seemed to realize that even financially literate people like themselves couldn’t make proper financial decisions via introspection.

The precisely calculated, i.e., computer-calculated, answer to the problem was $75,589 per year. None of the assembled experts got within $15,000. Their answers ranged from $30,000 to $135,000.

Here’s the second reason making financial decisions is so tough: doing so requires getting government benefit and tax programs right. In the US, that’s a heavy lift. Take the Social Security system. It has 2,728 rules governing its thirteen benefits. As if that’s not enough, its Program Operations Manual System has hundreds of thousands of rules governing those 2,728 rules. Add the complexities of federal and state income tax, and, well, things get craaaazy. How can we possibly maximize our lifetime benefits and minimize our lifetime taxes without having a handle on these provisions?

My third reason why decisions concerning finances can be so difficult? Back to what I originally stated: financial problems are complex. We have to decide how much to spend, save, insure, and invest in different assets over time. And we have to do so in the face of cash-flow constraints, those craaaazy tax and benefit rules, and the nasty chicken-or-egg questions.

The nasty chicken-or-egg questions?

Yes. Here’s an example: What comes first, the spending or the taxes? Each depends on the other. How much we can spend over time depends on what taxes we pay over time. But what taxes we pay over time depends on how much we spend over time.i

When I first sat down, twenty-eight years ago, to design a computer algorithm to do consumption smoothing while handling cash-flow constraints and our complex tax and benefit systems, I had no idea where to start. The problem seemed completely overwhelming. But then, as we say in Boston, “Dawn rose on Marblehead.” (Marblehead is a town on Boston’s North Shore.) My insight was to solve the problem one task at a time, with the results of each task providing inputs to the other tasks. I dubbed my algorithm “iterative dynamic programming.” It garnered a patent. (Dynamic programming, by the way, is a technique used by engineers to adjust the flight paths of missiles and space vehicles. Thus, making perfectly correct personal financial decisions literally requires rocket science.)

I’ve now spent decades designing computer programs that correctly make economics-based personal financial decisions.ii I do this for my research and to produce personal financial planning tools for my software company, Economic Security Planning, Inc. Our main product, MaxiFi Planner, is the behind-the-scenes star of this book. Were I to print out the program’s highly efficient code, it would take seven reams—3,500 pages—of paper, reinforcing what we already know: financial problems are complex.

MaxiFi Planner is my primary guide for safely finding you more money, lowering your risk, and raising your quality of life. But rest assured, this book is not a long-winded software sales pitch. The book is self-contained. There is no need to run software. I’m going to tell you what economics generally prescribes as well as what MaxiFi specifically prescribes. As for the examples I present, they’ll be based on MaxiFi and, therefore, right on the money.

Having this economics-based financial planning machinery to help me help you is, well, magical. That’s why I chose the book’s title and why I’m delighted to present my money magic show. I’m also keen to demonstrate that economists can do more than study people’s financial “mistakes.” We can also prescribe financial penicillin—all the things you can and should do to ensure a steady, secure, and higher lifetime living standard. That’s exactly what I’ll prescribe in the pages ahead.

Footnotes

i If we spend more, we save less, and have less asset income and, consequently, pay lower taxes in the future.

ii Note, I used one of these programs to calculate the answer I posed to my fellow economists.
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Introduction

We all want money—some of us dangerously so. King Midas begged Dionysus for the golden touch and got his wish, starving to death as even the food he touched turned to gold. Imelda Marcos, the infamous First Lady of the Philippines, had very little as she was growing up. When her husband took power and started plundering the country, shoes topped her shopping list. Twenty-one years and almost three thousand pairs of footwear later, the people revolted. The couple escaped with their lives, but not with Imelda’s shoes. Hundreds of them are still tastefully displayed at the Marikina Shoe Museum near Manila.

Midas and the Marcoses are outliers. They were addicted to wealth. The vast majority of us aren’t money hungry out of sheer greed. We want money for a good reason: we need it. Many US workers haven’t seen a real pay raise in years, and most retirees will run out of money before they run out of breath.

Thankfully, there are simple and powerful ways to get more money without gambling your hard-earned savings. There are also ways to lower your risk. And there are ways to buy more happiness with a given amount of money.

THE MAGIC OF ECONOMICS-BASED FINANCIAL PLANNING

Every profession makes magic. Biologists cure plagues. Engineers build skyscrapers. Physicists split atoms. Geologists date rocks. Astronomers discover planets. Chemists decompose matter.

And economists like myself? You know, the folks who can’t predict the stock market, who missed both the Great Depression and the Great Recession, and who begin most sentences with “If you assume…” Despite the challenges of the field, economists make marvelous magic. Adam Smith, our first grand wizard, conjured up the “invisible hand,” which transforms individual greed into collective good. David Ricardo used “four mystical numbers” to explain why, what, and when countries trade. Alfred Marshall produced the numinous supply-and-demand curves that rule all markets. And our belated great sorcerer Paul Samuelson transposed ancient economic laws into mathematical runes.

Smith, Ricardo, Marshall, and Samuelson are the top economic magicians of all time. But every economist is trained to solve mysteries using the tricks of our trade. This is why economics is so fascinating, surprising, important, and useful, whether applied to understanding global markets, taxing our emissions, or saving our jobs.

Though the common conception of economics is that it’s focused on big, world-spanning issues, economists have, in fact, spent what is now a century studying personal finance. But historically they’ve worked out of the public’s eye—writing research papers, presenting seminars, and publishing in academic journals. To be sure, economists have periodically emerged from their scholastic cloisters to espouse some general, commonsense principles: “Save for retirement!” “Diversify your assets.” “Buy insurance.” But when asked seemingly simple questions at the neighborhood Christmas party—“Does getting an MA make sense?” “Can I afford to retire?” “Should I prioritize paying off student debt or funding my IRA?”—economists traditionally blush and change the subject.

I used to be one of those blushing, subject-changing economists. Like others cornered at the punch bowl, I knew how to think about people’s money problems. I could list all the relevant factors and formulate a mathematical model to provide an answer. What I didn’t know was how to solve the model. There were simply too many interdependent, ultra-complex, nasty-looking equations at play. And even if we could figure out a software procedure to fit the myriad pieces, using early computers to find the answers took forever.

In recent years, amazing algorithmic and computational advances plus access to cloud computing, with its essentially unlimited computer-processing power, have changed everything. Meet me at a cocktail party today and I’ll go full nerd about iterative dynamic programming, adaptive sparse grids, non-convexities, interpolation bias, certainty equivalence, parallel processing, and so on.

Thanks to these advances, no practical money question remains beyond economists’ ken. Indeed, economics-based financial planning is poised to revolutionize personal finance. Conventional financial “advice”—a collection of crude rules of thumb that lure households into buying expensive and dangerous financial products—will surely be replaced by financial planning that calculates, rather than guesses, what to do. Your reading this book is testimony to that process.

MY BOTTOM LINE—YOUR LIVING STANDARD

All of our financial decisions—whether about our education, career, job, lifestyle, marriage, retirement age, taxes, Social Security, or investments—involve our living standard, a general term for the spending per household member we can afford over our lifetime. Yet most of us make financial decisions with no clear idea of their living-standard impact, let alone the economic dangers they entail. Instead, we rely on either the financial industry’s self-interested heuristics or questionable advice from friends and family. In so doing, we forgo boatloads of money, are far less happy, and put ourselves at risk.

Here are ten queries, pertaining to different stages of your life, that illustrate how your financial decisions help to define your living standard:


  1. If I quit work and go back to school will I be able to pay for lunch let alone rent?

  2. Would I have more to spend in a low-paying job in a low-cost city than in a high-paying job in a high-cost city?

  3. How much will choosing a higher-paying but harder job matter to my discretionary spending?

  4. We just had another baby. Do I need more life insurance to ensure my family’s living standard?

  5. How much should we save in our working years to maintain our living standard in retirement?

  6. Does a Roth IRA beat a regular IRA in lowering my lifetime taxes and thus give me more money to spend over the long term?

  7. Will prepaying my mortgage raise my living standard?

  8. How would it hurt my sustainable living standard if I retired early?

  9. The kids have moved out. How much spending power can we gain by downsizing?

10. What’s the risk to my living standard if I invest primarily in stocks?


These questions may be yours. Or they may be your relatives’, colleagues’, or friends’ questions. You’re here to get answers for yourself. But helping others, particularly your parents and children, now or later, may be just as rewarding. We all are our brother’s financial keeper, particularly when push comes to shove. This is why everything in this book applies to you. Yes, you’re retired and aren’t choosing a career. But your grandson is. And yes, you’re thirty years from collecting Social Security. But your parents are about to take their benefits way too early. Are you going to sit back and say, “Not my problem”? Not when you realize that the less they receive from Social Security the more you’ll need to help them out if they run out of money before they run out of time.

A LIVING-STANDARD MACHINE

Imagine a machine that could answer your full range of living-standard questions, making you richer, safer, and happier. Such a machine actually exists! As mentioned in the preface, I spent years building it through my personal financial planning software company. The machine incorporates breakthrough technologies and overcomes what used to be unmanageable technical hurdles. It’s also jam-packed with the fine details of our income, payroll, and state tax systems as well as the provisions of our most complex fiscal system: Social Security.

My living-standard machine does four things. First, it figures out what you should spend—in other words, your sustainable living standard. Economists call this consumption smoothing—maintaining your living standard on an even keel, or as close as possible given your cash-flow constraints. Second, the machine figures out safe ways to raise your living standard. Third, it calculates risks to your living standard and finds ways to make it safer, including the best ways to invest. Fourth, it helps you buy more happiness with your money by measuring what lifestyle decisions really cost before you make them.

While our brains are no match for computers, years of studying economics as well as building and running my software have taught me all manner of financial lessons I’ll convey in the following pages. Each chapter of this book will examine an aspect of your personal finance through the lens of economics principles and the findings of my living-standard machine, helping you gradually build a full picture of all the different ways you can create your own money magic. Along the way, I’ll focus on three of the same priorities my software does: making you more money, reducing your risk, and enhancing the amount of happiness you derive from the money you spend.

MAKING YOU MORE MONEY

My top priority is simple: to get you more money. Here’s an example to whet your appetite. It involves the Smiths, a Boston couple who share the same birthday and turned sixty-two last week. (The Smiths are members of a hypothetical household, the first of many in this book. You’ll also meet actual household members but with altered names to protect their privacy.)

The Smiths have worked in demanding jobs since they were twenty-five. Like others their age, they burned out. This is why last week’s terrific birthday party was also a terrific retirement party. Today, though, the Smiths are heartbroken. They finally sat down to look at their finances and realized that they’ve saved far too little to pay for a retirement that could last longer than they worked. Their dreams of annual European vacations, a summer home, a luxury car, and season tickets to the Celtics all evaporated in an hour.

Why didn’t the Smiths examine their finances years ago? They figured that Social Security and maxing out their 401(k) contributions would be enough. They assumed, like most of us, that Uncle Sam and their employers, the parent figures guiding our financial behavior, would get things right and set them on a secure financial path. On top of this wishful thinking, the Smiths were simply too scared to look.

Fortunately, there are five safe and simple ways by which the Smiths can rescue their retirement. First, they should wait to begin taking their Social Security benefits till age seventy, rather than immediately at sixty-two. Next, they should start to withdraw from their 401(k) accounts now, rather than wait till seventy. They also should take their 401(k) withdrawals in the form of joint survivor annuities. Next, they should downsize their four-bedroom house by half. And finally, they should move to New Hampshire, which has no state income tax.

This retirement makeover will make an amazing difference. In fact, it will more than double the Smith’s sustainable retirement spending! Under their original plan, the Smiths could afford to spend $5,337 per month in addition to covering their housing costs and taxes. Under the new plan, they can spend $11,819 per month in addition. That’s a ginormous increase and adds up to a $1,578,374 increase in lifetime spending measured in present value.

In other words, the new plan amounts to handing the Smiths a bag filled with around $1.5 million in cash. This is money magic, pure and simple.

REDUCING YOUR RISK

My second priority is helping you limit your risk. Risk is defined as how far your living standard can range both above and below its average value. Upside risk—experiencing a higher than average living standard—is great. But downside risk—having your living standard drop, potentially a lot, compared to what you expected—is an enormous concern.

We all face lots of risks, some of which we can control and some of which we can’t. In this book, I’m going to pay particular attention to the following important uncertainties:


[image: image] earnings risk (the risk that your career or job expectations won’t pan out),

[image: image] mortality risk (the risk that you’ll die young),

[image: image] longevity risk (the risk that you’ll die well beyond your expiration date),

[image: image] inflation risk (the risk that higher prices will reduce the purchasing power of your income and assets), and

[image: image] investment risk (the risk that you’ll suffer major losses in the market).


These risks can be intimidating to think about, but there are surprisingly effective ways to mitigate each of them.

Here’s a personal example: When my mom reached age eighty-eight, I realized that my siblings and I faced a major financial risk. She could, as we hoped, live for many more years—years during which we’d need to support her at a far higher level than had previously been the case. I suggested we buy her an annuity, which is the opposite of a life insurance policy. Life insurance pays off if you die. Annuities pay off if you live.

My brother and sister thought I was nuts. My mom wasn’t in the best of health, and her life expectancy was only four years. If we bought an annuity and she passed away in four years or less, much of the money invested in the policy would be lost. I agreed but argued that our far bigger financial risk was that mom would live to, say, a hundred, requiring our support for much longer than expected.

“There’s no chance she’ll live beyond five years,” they said. “Look at the odds.”

I explained to them that what counted most was the risk of her defying the odds. When it comes to risk, we look at worst-case scenarios. Financially speaking, the worst-case scenario was that mom would live much longer than expected.

My sibs didn’t appreciate my antiseptic, analytical tone. But ultimately they got the point, relented, and we bought the annuity. It’s a good thing we did. Mom, whom we miss terribly, passed at ninety-eight.

GETTING MORE BANG FOR YOUR BUCK

My third big goal is helping you spend money in ways that will make you happier. To see what’s involved, please come with me on a shopping trip to a strange supermarket. In this market, there are no prices posted. You can’t tell what a gallon of milk costs, what a six-pack of vegan sausages costs, what a bottle of Hellfire Hellboy Extreme Hot Sauce costs, what a can of fish mouths costs (yes, this place sells some delicious things)—not even what a loaf of bread costs. Nonetheless, your task is to walk through the aisles and decide which groceries to put into your cart. As soon as the combined value of what you’ve picked exceeds two hundred dollars, the cart, which has sensors, automatically charges your credit card for what you’ve chosen and bids you a good day.

How would you feel being forced to do such price-blind shopping? You’d be pretty upset. If you don’t know what anything costs, you’ll buy things that cost more than they’re worth to you. You’ll also fail to buy things that cost less than they’re worth to you. Yes, you’ll leave the store with two hundred plus dollars’ worth of products but surely not with two hundred dollars’ worth of happiness.

Of course, outside of thought experiments, stores post prices. But there are lots of important and expensive things we buy without knowing their true price. They involve personal and lifestyle decisions. Here are a few examples: retiring early, choosing what college to attend, having another child, switching jobs, renovating a house, moving to another state, and getting divorced. Each of these decisions has a precise price (possibly a negative one), measured in terms of your sustainable living standard.

An example will help.

Think about retiring at age sixty-three, rather than at age sixty-seven, from a job with standard benefits. Retiring younger means four fewer years of earnings. It also means four fewer years of employer and employee 401(k) contributions. It means paying for your own health insurance for two years until you’re eligible for Medicare at age sixty-five, among other insurance-related costs. It means potentially having reduced Social Security benefits due to your shorter work history and a possibly lower average level of past covered earnings. It also means dealing with a reduced cash flow, potentially leading you to take retirement-account withdrawals, Social Security benefits, or both sooner than would otherwise be the case. If you start taking Social Security benefits early, you’ll receive reduced benefits for the rest of your life. Retiring early also means changing your entire course of spending and saving, and thus your future assets, future taxable asset income, and future federal and state income taxes.

You get my drift. Figuring out what it really means financially to retire four years early is complicated. But have no fear. I’m ready and able to tell you what personal and lifestyle financial decisions actually cost so you can better decide which ones to make. If early retirement is one of the items you’re picking off your lifestyle grocery shelf, I’m going to help you put a price on it, calculating whether the money you’d earn while continuing to work would be worth a few more years of leisure. If you expect a 10 percent living-standard hit and you learn that it’s closer to 20 percent, you may decide to wait a few years to call it quits. On the other hand, if you expect a 20 percent hit and it’s just 10 percent, you may opt to retire when otherwise you’d have slogged along.

In short, I’m going to help you buy the most happiness you can afford at a price you understand. Of course, every financial situation is different, but I’ll provide enough examples to give you a pretty clear idea of what different personal and lifestyle decisions will cost you.

SOME BOOKKEEPING: ADDING UP MONEY ACROSS TIME

Throughout the book, I’ll assume you’re going to earn a 1.5 percent nominal return on your savings and will experience a 1.5 percent annual inflation rate. This zero real (after-inflation) return assumption is based on financial conditions as I write this.i It’s remarkably convenient. It lets me simply add up inflation-adjusted amounts across different future years. For example, if you’re earning $75,000 a year, are ten years from retirement, and your salary will stay fixed in real terms (keep up with inflation), your lifetime earnings equal 10 × $75,000, or $750,000.

FINANCIAL SHOCKERS

We’re just getting started, but I’ve already produced three financial surprises: a lucrative retirement makeover, a means of insuring yourself against living too long, and a powerful method for getting far more happiness without spending an extra penny. To give you an idea of the breadth and depth of the topics we will cover, the following table lists some of the myriad financial shockers coming your way. Understanding their source will be fun and, more important, rewarding.

Sampling Money Magic’s Financial Shockers

Q: Can it pay to cash out my IRA to pay off my mortgage?

A: Absolutely.

Q: Can I suspend my Social Security benefits and restart them at a higher value?

A: Yes, if you’re above full retirement age and under seventy.

Q: Can I set a living-standard floor and invest with only upside living-standard risk?

A: Simple as pie.

Q: Do plumbers make as much as GPs over their lifetimes?

A: Yes.

Q: Can I significantly raise my living standard by moving states?

A: Almost always.

Q: If I lose Social Security benefits from working, will I get virtually all of them back?

A: Almost always.

Q: Can spending aggressively be as risky as investing aggressively?

A: Absolutely.

Q: Should I hold proportionately more stock the richer I become?

A: No. The rich should invest in bonds and the poor should invest in stocks.

Q: Does timing the market ever make sense?

A: Yes.

Q: Do I need more life insurance if we have another child?

A: No, you probably need less!

Q: Should I plan to live to one hundred even if the chances are vanishingly small?

A: Absolutely.

Q: In retirement, should I gradually get out of stocks?

A: No, do the exact opposite.

Q: Are Roth conversions worth it?

A: Definitely, when timed correctly.

Q: Are reverse mortgages cost-effective ways to free trapped home equity?

A: Not at all.

Q: Does it pay to get a master’s degree in education?

A: Probably not.

Q: Can retiring at sixty-seven rather than sixty-two make a real difference to my retirement?

A: It can make a huge difference.

Q: If I’m young and single, what’s one of my best financial moves?

A: Shack up with mom.

THE GAME PLAN

My goal is to teach you every financial trick I know and leave you empowered to make your own money magic. But first, I’ll focus on your making money the old-fashioned way: by working. The same amount of work can result in very different incomes, and thus living standards, depending on your choice of career, so let’s start there.

Footnote

i The prevailing nominal thirty-year Treasury bond rate at the time of my writing is 1.5 percent. The prevailing thirty-year Treasury inflation-protected (inflation-indexed) bond rate is very close to zero. Thus the market is predicting a 1.5 percent long-term inflation rate. US Treasury bonds are generally viewed as among the safest financial assets in the world, in terms of potential default. I’ll therefore present calculations assuming that you will invest safely and that inflation will turn out as predicted. If you were instead investing in stocks, I would need to adjust all the results for extra risk exposure. In the end, those adjustments would bring me back to using the safe interest rate in the numerical analyses.








CHAPTER 1

My Daughter the Plumber—The Path to a Dollar-ful Career

You’re eighteen and as smart as a whip. You inhale science. Your parents, both doctors, have planned out your life: you’re going to a top college, then medical school, then a first-class residency, and, finally, a long and fulfilling career in general practice. They’re so sure about your future that they both introduce you as “My daughter the doctor.”

Trouble is, you can’t stand the sight of blood and aren’t really a people person. More important, you can add. And these days, becoming a GP doesn’t compute. In fact, after you factor in the exorbitant med-school costs, the decade-long training, the high-priced loans, and the surprisingly low salaries of GPs, a doctor earns roughly the same amount as a plumber.1 There are medical specialties, like radiology and surgery, that pay more, but they require extra years of training. Plus, these and many other advanced medical fields are rapidly being automated.2 As for plumbers, their jobs seem safe. There are 120 million buildings in the US, each with its own idiosyncratic piping that isn’t in any danger of fixing itself.

Managing your careers well is the most important money trick going. It’s the key to maximizing your lifetime earnings and enjoying work to the extent possible. Why do I say “careers” plural, rather than “career” singular? Because you’re likely to have several careers and several jobs in each. Between the ages of eighteen and forty-eight, most of us change careers four times and jobs twelve times. We career and job hop for good reason. We’re searching for the best long-term match, comparing the potential to do better with the cost of starting over.

There are too many constantly changing options not to keep searching for a new career, even after finding a supposed dream path. The Bureau of Labor Statistics’ list of occupations is a window into the enormous opportunities and difficulties in making optimal career and job choices. The BLS lists 867 major career options. Deciding which to pursue and for how long can be overwhelming. You’re almost sure to get it wrong before you get it right. By analogy, imagine visiting an ice cream store with 867 flavors. You quickly spot the classics—chocolate, vanilla, and cookie dough. Then you scan the rows of open tubs. Virtually all look and sound delicious. If you could sample them all, you’d surely find your dream ice cream. But a long line of sugar addicts is waiting behind you. With a minute to decide and not knowing what to pick, you ask the clerk for their favorite. In short order, you’re out the door, regarding with horror your double scoop of horse flesh, ranked as the grossest of the planet’s extant flavors.

Fortunately, you have years, not minutes, to explore your career options. You also have a free, trustworthy online career counselor, namely the BLS. Its Occupational Employment and Wage Statistics (OEWS) program provides detailed information about each of the 867 occupations. (Check out BLS.gov.) You’ll find occupations you probably haven’t thought of and others you’ve surely never heard of.

YOU, YOUR DAUGHTER, AND YOUR GRANDDAUGHTER, NANCY

Consider twenty-two-year-old Nancy—she could be a stand-in for you, your daughter, or your granddaughter. Nancy just graduated from Duke with a BA in art history and a mountain of debt. She spent the last month diligently applying to museums across the country for the thirty-seven low-paying internships advertised. To date, she’s received thirty-three polite rejections.

Nancy does what we all do in these situations. She panics and asks for help. The first person she consults is Uncle Bob, an ear, nose, and throat specialist. Bob urges Nancy to become a hearing aid specialist (HA). “This field has tremendous potential. The country is aging and aging spells hearing loss.”

Nancy checks out the occupation online, which leads her to the OEWS program on the BLS website. Its statistics show that HAs earn, on average, $53,000 per year. That sounds great to Nancy. But is this her best option? Her eyes land on a strange-sounding profession listed just above it: orthotist and prosthetist practitioner (O&P). O&Ps fit people with leg braces and artificial limbs, a bit different from fitting hearing aids but not a drastically different field. Yet O&Ps earn, on average, $73,000 a year—38 percent more than an HA.

Suppose Nancy becomes an O&P rather than an HA. And suppose she earns the $20,000 extra each year, in inflation-adjusted dollars, through a reasonable retirement age of sixty-seven. How much more would that mean to her living standard over her lifetime?

Because prevailing inflation-adjusted long-term interest rates are essentially zero, the answer is simple to compute. Just multiply $20,000 by Nancy’s forty-five years of work. This gives a lifetime earnings difference of $900,000. Wow—almost a million-dollar difference in lifetime earnings. For Nancy, it’s (sorry for this) an ah-HA moment. As an O&P, Nancy can retire fourteen years earlier than as an HA and still enjoy the same annual living standard through the end of her days.

YOUR CAREER’S EARNINGS PATH

Earnings growth is a key dimension of career choice. Unfortunately, the BLS doesn’t report earnings by starting age or by years on a job. But it does report the different pay levels in a career. For example, the twenty-fifth percentile O&P salary (the salary of an O&P with the twenty-fifth lowest salary out of one hundred O&Ps) is $52,000. If we view this as a proxy for entry-level earnings and the seventy-fifth percentile as a proxy for end-of-career earnings, we can compare wage growth across careers. Using this estimation, an O&P’s starting salary is about $14,000 higher than an HA’s, and an O&P’s late-career salary is close to $23,000 higher. This suggests that an O&P’s salary grows faster during their career.

The BLS website also lets you compare salaries in different cities. Average annual O&P wages in Jackson, Mississippi, are $123,000—$50,000 higher than the national average. This is the second-highest city average for O&Ps, after $129,000 in Los Angeles. But LA is roughly 50 percent more expensive to live in than Jackson, according to online cost-of-living calculators. Therefore, an O&P’s living standard in LA is a lot lower than in Jackson.

Tampa, Florida, has the top HA salary, at $77,000. That’s a lot higher than the $53,000 HA national average. Still, if you factor in salary and cost-of-living differences, an O&P career in Jackson offers twice the living standard as an HA career in Tampa.

“Are O&P salaries keeping up with HA salaries?” asks Uncle Bob, skeptical that he hadn’t given the best possible advice. “The HA-O&P difference you’re referencing is amazing. But their data only provide a snapshot. You need to understand what’s happening to the two fields over time. In thirty years, HAs may be earning more than O&Ps.”

Bob has a point. The HA-O&P salary differential has narrowed according to the BLS data, which go back over a decade. But the current gap between O&P and HA salaries remains huge. And nothing says the gap will continue to narrow, let alone that HA salaries will ever overtake O&P salaries.

Uncle Bob pushes Nancy yet again. “Have you factored in training costs? Maybe it takes a lot longer to get certified as an O&P than as an HA. And maybe the tuition costs are much higher.”

“Sure did,” Nancy replies. “Both occupations have similar time and dollar costs. Whichever path I take, I’ll need to borrow more money and spend at least a year getting certified. This is why, ah, you were the first person I turned to in my job search. I need a loan.”

SEEK AND YOU SHALL FIND

Nancy’s excited about her tentative career plan. But now that she’s shifted her focus to making money, she’s wondering if there’s an even better-paying option than becoming an O&P. Fortunately, the BLS has two virtual assistants—an occupational handbook and a career finder tool—that can help narrow her search.

The occupational handbook characterizes each general type of occupation and lets you drill down to see any associated specializations. It also provides quick occupational facts—median pay, education requirements, prior-work requirements, on-the-job training requirements, national employment, and projected employment growth. The career finder tool lets you search for occupations that have particular characteristics, like high average wages.

Unfortunately, the career finder tool can easily go overboard in narrowing the options. To make sure you don’t miss a great career, I urge you to slog through all 867 of them. For motivation, think about the big bucks Nancy uncovered by simply comparing O&P with HA. Also, bear in mind that there are far more careers to choose from than the BLS identifies. Even if the BLS occupational categories seem specialized, they are actually highly aggregated.

Take career 11-9033, which references educational administrators, postsecondary. This is a career Nancy should consider. It requires a BA degree and has a national mean wage of $112,000. That’s $39,000 higher than the mean O&P wage and $59,000 higher than the mean HA wage. Here’s the BLS description:


Plan, direct, or coordinate research, instructional, student administration and services, and other educational activities at postsecondary institutions, including universities, colleges, and junior and community colleges.



Universities post lots of careers fitting within 11-9033. The list includes university department manager, university lab coordinator, undergraduate student advisor, assistant dean of students, academic grants administrator, college budget director, program director, project coordinator, human subjects specialist, and student services manager.

The need for at least shallow occupational dives holds for all careers listed by the BLS. HAs, for example, come in two forms: audiologists and hearing instrument specialists. The former diagnose hearing loss. The latter choose hearing aids to correct the problem.

NETWORK, NETWORK, NETWORK

Career databases like the BLS’s can tell you only cursory information about the day-to-day of a job. If you think becoming a grants administrator sounds interesting but you really want to know what it’s like, call up your local university and ask to speak to the head or assistant head of the grants department. Explain that you’re researching their career and have questions only they can answer. Chances are you’ll get lots of advice, maybe even a meeting. Maybe even lunch!

Reaching out to friends, family, and even strangers to learn about careers and ultimately land a job is called, of course, networking. No one knows for sure how many people get hired via networking, but what evidence there is suggests the percentage is well over half.3 There’s also evidence that a large share of jobs never get posted because those trying to hire find it more efficient to work their own networks rather than wade through a large stack of résumés. This means that you’ll never even get a shot at many potential jobs unless you take advantage of networking. Think about friends hiring friends and you’ll get the picture. As for how best to network, the internet is full of good advice, whether it’s properly preparing your résumé, using social media like LinkedIn, offering to help people from whom you seek help, or simply being friendly.

In addition to the traditional form of networking, professional career counselors, online career tools, and headhunters can help. Online tools cost money and many seem to be based on the BLS’s free data, so be wary of what you pay for. As for headhunters/job recruiters, they typically collect their fees from employers. You likely have nothing to lose by using them.

DON’T STOP THINKING ABOUT TOMORROW

Fleetwood Mac got it right. Always focus on tomorrow for one simple reason: when it comes to a career choice, the payoff is long-term. Also bear in mind that no matter how appealing a career might look, if you can’t do it for very long, it’s not going to be the best long-term choice.

Many high-paying jobs come with high burnout and turnover rates. Becoming a corporate lawyer is an example. In your early years you have to work sixty or more hours per week. If you reach age fifty and can no longer hack the pace and get replaced by a twenty-seven-year-old willing and eager to work weekends, your stunning career has just gone south. When picking a career, spend time making sure it has a fair share of gray hairs on board. If not, it could mean that the burnout rate is very high, the work is physically very demanding, or employees are being tossed once they’ve ripened or, due to seniority-based pay, become expensive.

Our progressive tax system magnifies the price of choosing a high-paying, but likely short-lived, career. Since we pay taxes on an annual basis, the same lifetime earnings bunched into fewer years means higher earnings per year and a higher average annual tax rate, leading to less money you actually have to spend. Remember our comparison between doctors and plumbers. A medical career entails significant earnings compressed into relatively few years, which spells tax bunching. A plumbing career does not. This is one of the reasons that plumbing can provide the same living standard as doctoring.

While burnout is a real danger, it’s at least somewhat under your control. However, if your job gets automated, outsourced, or offshored, you will likely have few options other than to find a new career.

Automation is a particularly acute concern in choosing a career these days. Robots will, by some estimates, eliminate half of existing US jobs over the next few decades.4 It may seem impossible to believe. Then again, it’s hard to think of many jobs that robots can’t or won’t be able to do. They already fly our planes, drive our cars, staff our factories, fill our prescriptions, process our purchases, babysit our children, flip our burgers, vacuum our rugs, remove our gallbladders, rub our backs, and kill our enemies. And consider that plenty of skilled workers have been rendered obsolete by less sophisticated technology than we have today. For example, in 1900, there were more than twenty-one million working horses, most of them involved in transportation and farming. Then came the combustion engine. Today, the number of working horses is less than two million.

Fortunately, you can check the probability, estimated by an economist and a machine-learning expert, of almost any occupation going the way of the horse. The website Replacedbyrobot.info is one place to learn the odds of your career becoming high-tech toast. Interestingly, the site reports that O&Ps as well as HAs (in this case audiologists) are among the least automatable of all professions. Software is certainly used extensively to customize braces and artificial limbs and improve hearing devices, but human clinicians appear indispensable.

Losing your job to outsourcing or offshoring is no more fun than losing it to a robot. Outsourcing means your company hires a third party to do your job. Offshoring means your company replaces you with someone in a different country. Offshoring currently appears the far bigger threat to US jobs. One recent study suggests that a quarter of all jobs could be offshored in coming years.5 Yikes!

As we saw with automation, the jobs least likely to be outsourced or offshored are those whose tasks are non-repetitive and that require people skills. This includes many jobs in the healthcare industry, like being an HA or an O&P, both of which involve human interaction.

Another way to hedge becoming redundant is to begin your career in an area that’s experiencing rapid growth in new businesses—places where new jobs spring up all the time. That way even if you get booted, it will be easier to reboot. Remarkably, half of all new US companies are opting to locate in just twenty of the United States’ 3,006 counties, any of which could be a good place to launch your career.6 Some of these counties are in expensive major metropolitan areas, but some are in more affordable suburban locales.

With so much uncertainty about early termination, how can you factor this into comparisons between what you’ll make in various careers? The answer is to multiply each year’s earnings by the probability—say 0.8 (80 percent)—you’ll last in the career to the year in question. Then just add up all these expected annual earnings amounts, subtract the expected annual costs, and you’ll have the expected value of the career. Where do you
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