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Basic of Successful Financial Management
Investing is an important part of the financial planning process. Yet, information overload and busy lives make managing finances successfully a challenge for almost everyone at some point. This unit is designed to help you understand the basic building blocks of sound financial management–the steps you need to complete, or at least consider, before you begin an investment program.
Visualizing the financial management building blocks in a pyramid, the wealth protection blocks on the bottom of the pyramid form a strong, secure foundation and provide crucial stability for the wealth accumulation and distribution blocks on top. Each building block relies upon the strength and stability of the personal finance strategies used in the blocks below it. Decisions for one building block may have a definite impact on options available in adjacent blocks. For example, if you overuse credit, you may not qualify for a mortgage on a home. As you move up the pyramid, your financial life becomes more complex. 
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This complexity, along with changes in your life, may require that you re-evaluate and change earlier strategies. Working from the bottom to the top of the pyramid, we will discuss the 11 key components of a successful financial plan that make up the blocks of the pyramid. We will discuss in turn the components of wealth protection, accumulation, and distribution.

Wealth Protection

Cash Management
Cash management strategies include budgeting, keeping financial records, maximizing the interest earned on checking and savings accounts, and regularly preparing financial statements, such as net worth and cash flow. One of the soundest pieces of financial advice is to spend less than you earn. It sounds simple, but if you are not fully aware of how you spend money, you may be spending more than you realize. After you track your income and expenses, following a budget that is adjusted to your individual situation and goals is an excellent strategy to plan your spending.

To estimate the value of your assets and chart your financial progress, each year you should add together everything you own (assets), then subtract everything you owe (debts), including your mortgage and credit card debt. This summary of assets and debts is called a net worth statement or balance sheet. It will help you analyze the way you currently manage your finances and make decisions to improve your financial situation.

You want your net worth to increase each year. During the early stages of your life, when you’re establishing yourself at work and accumulating the necessities of life, your net worth may rise slowly. It will probably grow the most right before retirement when you are at the peak of your career and accumulating assets to ensure a secure retirement. Plan to review and update your net worth annually. The actual date of your review is not important. It might be your birthday, New Year’s, right after you do your taxes, or some other important date. It is more important that you remember the date and complete your annual checkup. It also is important to regularly reconcile bank and other financial statements with your own records.

A vital aspect of the cash management building block is financial record keeping. An effective record-keeping system should be convenient and not too complicated to maintain. A number of systems are available commercially, or you can design your own (e.g., with file folders). It is important that the system makes sense to you and that you use it consistently.

Emergency Cash Reserve

Setting aside money to meet unexpected expenses provides a financial safety net and allows you to take advantage of financial opportunities as they arise. Most experts recommend an emergency fund equal to 3 to 6 months living expenses; however, you do not need to set aside this total amount in a low-yielding passbook, certificate of deposit, or money market account. The amount of your emergency fund depends upon your age, health, job outlook, and personal financial situation (e.g., amount and kind of insurance coverage). An emergency fund might be adequate with enough to cover 3 to 6 months of expenses using a combination of cash and credit if you have a source of low-cost borrowing (e.g., home equity credit-line loan, cash-value life insurance, or retirement plan). If your household has multiple sources of income or dual earners, you can count on those other sources of income in an emergency.

You might want a larger emergency fund if you are in business for yourself, your work is seasonal, your job is uncertain, or you rely heavily on commissions. If your health is questionable (e.g., you foresee long-term disability or extensive medical expenses), you anticipate a large expenditure for the care of a relative in the near future, or your child is about to enter college, you may also need a larger cash reserve.

Your emergency cash reserve can be subdivided to minimize penalties for early withdrawal of large amounts of funds at one time and to maximize interest earned on accounts should an emergency occur. Money that would be needed within 3 months of a financial emergency is best placed in an interest-bearing checking account, passbook savings, money-market deposit account, or money market mutual fund. Funds needed 4 to 6 months after an emergency could be placed in short-term certificates of deposit (CDs) as well as 3- and 6-month Treasury bills. Money that would not be needed for 7 months to 2 years could be placed in a money market mutual fund and longer term CDs (12-, 18-, and 24-month). Money you can avoid withdrawing for 2 to 5 years during a financial emergency could be placed in Treasury notes, short-term bond funds, or 3- to 5-year CDs.

Risk Management

Every day we are exposed to many risks, which can cause a financial loss. Accidents, property damage, illness, and death are risks we often consider. However, other risks, such as the possibility of being sued or becoming disabled and unable to work, are also important. We each have to decide how we will protect ourselves should a risk become a reality. If you do not have a plan, you might have to go into debt or use funds set aside for other financial goals in the event of financial disaster.

Appropriate risk management strategies protect against catastrophic financial losses, regardless of the cause. Good comprehensive insurance coverage against severe setbacks is essential. Areas for coverage include life, health, homeowner’s or renters, auto, disability, and liability. Smart consumers can obtain this coverage at a cost that allows them to move up the pyramid to accomplish other goals without being insurance poor. Note that this type of risk management should not be confused with investment risk, which is a different financial concept.

To determine when you need to purchase insurance, consider the best way to handle each of your risks. Because your risks change over a lifetime, evaluate your situation every few years and make appropriate changes. Can your savings cover a financial loss so that you don’t need to buy insurance? Increasing the deductibles (the portion of a loss that you pay) on your policy usually saves you money as well. However, when self-insuring or carrying high deductibles on policies, you must set aside the necessary funds in your emergency cash reserve to pay for those expenses in case of a loss.

Risk management strategies can be combined with savings and investments to achieve financial goals (e.g., buying cash value life insurance). However, be careful to ensure that your strategies provide the best return on the money involved. Determine if insurance protection can be purchased less expensively so that you can invest the savings for a greater overall return.

Tax Management

The goal for taxpayers is to pay no more than the least possible tax owed. Avoiding taxes through legal tax strategies is not to be confused with illegal tax evasion. Legally avoiding taxes means using effective financial record keeping, decision-making, and planning strategies to reduce your total income tax. One example of good tax management is adjusting the amount of federal income tax withheld from your paycheck. If you receive a big income tax refund (over $500) each year, you are giving the federal government an interest-free loan. Evaluate the amount you have withheld and determine if you could use this money more effectively throughout the year to manage cash flow or invest for financial goals.

Tax laws continue to dictate how we structure our financial plans. As laws favor or disallow certain strategies, we need to make adjustments. Two examples of this phenomenon are Individual Retirement Accounts (IRAs) and home equity credit-line loans. When everyone was allowed a tax deduction for a Traditional IRA, this strategy was widely encouraged and used. Since tax laws restricted IRA deductions, many people automatically either turn to Roth IRAs or eliminate IRAs completely as a viable alternative. Now that tax deductions for non-mortgage consumer interest are not allowed, many people have turned to home equity credit-line loans to finance large purchases and deduct the resulting interest.

As tax laws change, adjust your financial plans to use strategies, which are most favorable to your situation. Most of us are aware of the tax advantages of tax-deferred savings. The idea, of course, is to put off paying income taxes on money until you withdraw it in retirement when, possibly, your tax bracket may be lower. However, you have no guarantee that this will happen, especially if you are very successful at saving for retirement and accumulating assets. In addition, the tax laws are constantly changing. You should seek the advice of a Certified Public Accountant (CPA), Certified Financial 

Planner (CFP), or tax professional to gain insight into how tax laws will affect you.

For example, under a tax law effective May 7, 1997, up to $250,000 of profit from the sale of a primary residence is tax-free if you file an individual tax return; up to $500,000 if you and your spouse file jointly. To qualify for this tax-free benefit, you must own and live in your home for 2 of the 5 years prior to the sale. Only one spouse is required to own the home, but both need to have lived there to qualify for the larger $500,000 capital-gain tax exclusion. Further, you can use this new exclusion even if you have previously claimed the old $125,000 exclusion. How often you use this new exclusion is unlimited, but generally you can qualify only once in any 2-year period. If you must sell a home because of ill health, a job-related move, or unforeseen circumstances prior to meeting the 2-year test, you can claim a prorated exclusion. 

Wealth Accumulation

Financial Goals

To get where you want to go in life, it is important to decide in advance how you will get there. Goals are signposts on the highway to the future. They serve as your guide to personal, career, and financial success. By keeping specific goals in view, you can direct your energies toward achieving your goals.

 
Financial goals are important because they help us to organize and direct our financial lives, providing a framework for decision-making. They can help us cope, provide some control in an environment where many things seem out of control, and help us visualize our financial future.
 
Credit Management

When is the best time to stop a growing debt burden? Before it gets out of hand, of course. You can spot a debt problem early by looking at indicators, such as the number of bills coming in each month. Is the number increasing steadily? This could signal an increasing reliance on the use of credit. Cut back on credit buying now; you will be ahead of the game. Are you consistently paying only the minimum each month on your credit cards or other debts? This habit can be a critical "red flag." If you can pay only the minimum now, do not increase your debt load. Also, keep in mind that, when you pay only the minimum amount each month, you are paying high finance charges on the unpaid balance. This costs money and delays the achievement of financial goals.

Periodically, get a copy of your credit report and check it for accuracy and completeness. This is especially important before making large purchases where you plan to use credit, such as for a car loan or a mortgage. In many cases credit reports have minor inaccuracies that need to be corrected. Sometimes there are errors that might result in your being turned down for a loan (to correct an incorrect credit report, use the form provided by the credit reporting agency). 

Home Ownership

Home ownership is a financial goal for many people. A home is often the largest investment, and sometimes the only investment, that many people make. Given the low appreciation rate of real estate in some areas, it is probably better to think of purchasing a home as buying shelter, not as an investment that you expect to rapidly appreciate (increase in value). Home equity, the dollar value of a home in excess of the mortgage owed on it, is considered an asset against which you can borrow. This strategy must be used with extreme caution, however; you could lose your home if you do not repay the amount borrowed.

Investments

You don’t have to be a big-time, high-income investor to have an investment plan. Even if you have only a small savings account, investments can become part of a long-term strategy to achieve specific goals.

A diversified investment portfolio can be developed after building the blocks of a firm financial foundation. Until adequate cash management, an emergency fund, insurance plans, tax management, and credit usage are under control and functioning effectively, it is probably unwise to begin an aggressive investment program.

A diversified investment plan begins with a well-defined philosophy and encompasses strategies designed to specifically accomplish financial goals (e.g., children’s education and funding retirement) without having to sacrifice one goal for the other.

 
Children's Education
Are you planning to provide your child or children with a college education? If so, do you know how much it will cost? Do you know how you will finance this goal?

Meeting the financial costs of educating children is a financial goal for many people. The strategies to help you meet this goal may differ from other saving and investment strategies, however. Always investigate the tax and financial aid implications of your college-saving strategies.

The earlier you start planning for a college education for your child, the more time you will have to accumulate funds. Consider and plan for the cost of the entire college education. However, because saving ahead for the total cost may be unrealistic for parents, other possibilities need to be explored, including scholarships, grants, loans, and work-study programs. Learn the details about each one.

Retirement Planning

Planning for retirement is a challenge for everyone. Again, the earlier you begin, the longer you will have to accumulate funds and capitalize on compound interest. A plan designed to meet specific retirement goals may be separate from or part of the investment building block.

Some people have given a great deal of thought to retirement. About 37% of working Americans have made a retirement savings calculation, according to the 2003 Retirement Confidence Survey. About two-thirds (68 percent) of Americans have already begun to save for retirement. Unfortunately, this means that about one-third have not yet begun saving. Most experts believe that regular, systematic savings is a habit that is best established early and maintained not only throughout the working years, but also into the early stages of retirement since people are living much longer. Today, many people spend as many years in retirement as they spent in the workforce.

Financial experts have long described sources of retirement income as the three-legged stool: Social Security, company pension, and personal savings. Now with the growing concern over the future of Social Security, the reduction in benefits offered by employers, and the low personal savings rate, many see the three legs of the retirement income stool becoming shaky. Many say that the stool may need a fourth leg—paid work after retirement.

Wealth Distribution

Estate Planning

If you successfully implement the strategies outlined in the financial management pyramid, you are much more likely to have assets left over at the end of your lifetime and will need a plan for how your accumulated wealth is to be distributed. A will is a necessity if you want to direct the distribution of possessions after death. Yet, almost 70% of the adults in the United States do not have wills. Many people think they do not need to prepare a will because they have so little, or it costs too much, or they will do it later when they have more time or get older. Dying without a will is called dying "intestate" and means that state regulations will determine the distribution of assets. By having a carefully written legal will, you can provide for your family and others in a manner consistent with your desires.

 
In addition, a variety of other important legal documents can make provisions for crises other than your death including the following: General Durable Power of Attorney, Health Care Power of Attorney, and a Living Will. These documents are best completed before a crisis occurs and can ease a difficult period for your family. These components of an estate plan are not directly linked to the financial management pyramid, but can protect assets and insure that your financial strategies and health care decisions are respected.
.

Investing Basics

Wise investing requires knowledge of key financial concepts and an understanding of your personal investment profile and how these work together to impact investing decisions.   This unit will:
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Discuss the difference between saving and investing
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Illustrate the risk/rate-of-return tradeoff
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Explain the importance of the time-value of money and asset allocation
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Challenge you to think about your personal risk tolerance
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Help you to recognize that your tax bracket, financial goals and time horizon are key factors in defining an appropriate investment plan and asset mix for you and your family.



The Difference Between Saving and Investing

Even though the words "saving" and "investing" are often used interchangeably, there are differences between the two.

Saving provides funds for emergencies and for making specific purchases in the relatively near future (usually three years or less). Safety of the principal and liquidity of the funds (ease of converting to cash) are important aspects of savings dollars. Because of these characteristics, savings dollars generally yield a low rate of return and do not maintain purchasing power. 

Investing, on the other hand, focuses on increasing net worth and achieving long-term financial goals. Investing involves risk (of loss of principal) and is to be considered only after you have adequate savings.

	Savings vs. Investment 

	Savings $$ 
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Safe
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Easily accessible
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Low return
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Used for short-term goals


	Investment $$ 
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Involve risk
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Volatile in short time periods
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Offer potential appreciation
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For mid- & long-term goals




  

Investment Return

Total return is the profit (or loss) on an investment. It is a combination of current income (cash received from interest, dividends, etc.) and capital gains or losses (the change in value of the investment between the time you bought and sold it). The published rate of return for a selected investment is usually expressed as a percentage of the current price on an annual basis. However, the real rate of return is the rate of return earned after inflation, which is further reduced by income taxes and transaction costs. 

	Illustration of "Total Return" and "Rate of Return" 

	 

Current Income

+  Capital Gain (or loss) 

= Total RETURN
Example:  

$2

+  $1 

= $3

 

Annual return

Current price of security 

= Rate Of RETURN
Example:

 $3

$24 (per share)

= .125 or 12.5%




Risk

ALL investments involve some risk because the future value of an investment is never certain. Risk, simply stated, is the possibility that the ACTUAL return on an investment will vary from the EXPECTED return or that the initial principal will decline in value. Risk implies the possibility of loss on your investment. 

Factors, which affect the risk level of an investment, include:
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	Inflation
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	Business failure
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	Changes in the economy
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	Interest rate changes.


 

The Risk / Rate-Of-Return Relationship

Generally speaking, risk and rate of return are directly related. As the risk level of an investment increases, the potential return usually increases as well. The pyramid of investment risk (Figure 2) illustrates the risk and return associated with various types of investment options. As investors move up the pyramid, they incur a greater risk of loss of principal along with the potential for higher returns.  
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Diversification

You can do several things to offset the impact of some types of risk. Diversifying your investment portfolio by selecting a variety of securities is one frequently used strategy. Done properly, diversification can reduce about 70% of the total risk of investing. Think about it. If you put all of your money in one place, your return will depend solely on the performance of that one investment. Alternatively, if you invest in several assets, your return will depend on an average of your various investment returns. Here are three basic ways to diversify your investments:

	[image: image21.png]



	By choosing securities from a variety of asset classes, e.g. a mix of stock, bonds, cash and real estate
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	By choosing a variety of securities or funds within one asset class, e.g. stocks from large, medium, small and international companies in different industries
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	By choosing a variety of maturity dates for fixed-income (bond) investments.


By diversifying, you won’t lose as much as if you invested in just one security right before its market value goes down. However, if the market goes straight up from the time you started, you won’t make as much in a diversified portfolio either. However, historically, most people are concerned about protection from dramatic losses.

 

How Time Affects The Value Of Money

Investor A invests $2,000 a year for 10 years, beginning at age 25. Investor B waits 10 years, then invests $2,000 a year for 31 years. Compare the total contributions and the total value at retirement of the two investments. This example assumes a 9 percent fixed rate of return, compounded monthly. All interest is left in the account to allow interest to be earned on interest.

	Age
	Years
	Investor A
	Investor B

	
	
	Contributions
	Year End Value
	Contributions
	Year End Value

	25
	1
	$ 2,000
	$2,188
	$ 0
	$ 0

	26
	2
	2,000
	4,580
	0
	0

	27
	3
	2,000
	7,198
	0
	0

	28
	4
	2,000
	10,061
	0
	0

	29
	5
	2,000
	13,192
	0
	0

	30
	6
	2,000
	16,617
	0
	0

	31
	7
	2,000
	20,363
	0
	0

	32
	8
	2,000
	24,461
	0
	0

	33
	9
	2,000
	28,944
	0
	0

	34
	10
	2,000
	33,846
	0
	0

	35
	11
	0
	37,021
	2,000
	2,188

	36
	12
	0
	40,494
	2,000
	4,580

	37
	13
	0
	44,293
	2,000
	7,198

	38
	14
	0
	48,448
	2,000
	10,061

	39
	15
	0
	52,992
	2,000
	13,192

	40
	16
	0
	57,963
	2,000
	16,617

	41
	17
	0
	63,401
	2,000
	20,363

	42
	18
	0
	69,348
	2,000
	24,461

	43
	19
	0
	75,854
	2,000
	28,944

	44
	20
	0
	82,969
	2,000
	33,846

	45
	21
	0
	90,752
	2,000
	39,209

	46
	22
	0
	99,265
	2,000
	45,075

	47
	23
	0
	108,577
	2,000
	51,490

	48
	24
	0
	118,763
	2,000
	58,508

	49
	25
	0
	129,903
	2,000
	66,184

	50
	26
	0
	142,089
	2,000
	74,580

	51
	27
	0
	155,418
	2,000
	83,764

	52
	28
	0
	169,997
	2,000
	93,809

	53
	29
	0
	185,944
	2,000
	104,797

	54
	30
	0
	203,387
	2,000
	116,815

	55
	31
	0
	222,466
	2,000
	129,961

	56
	32
	0
	243,335
	2,000
	144,340

	57
	33
	0
	266,162
	2,000
	160,068

	58
	34
	0
	291,129
	2,000
	177,271

	59
	35
	0
	318,439
	2,000
	196,088

	60
	36
	0
	348,311
	2,000
	216,670

	61
	37
	0
	380,985
	2,000
	239,182

	62
	38
	0
	416,724
	2,000
	263,807

	63
	39
	0
	455,816
	2,000
	290,741

	64
	40
	0
	498,574
	2,000
	320,202

	65
	41
	0
	545,344
	2,000
	352,427

	Value at Retirement
	$545,344
	 
	$352,427

	Less Total Contributions
	($20,000)
	 
	($62,000)

	Net Earnings
	$525,344
	 
	$290,427


Asset Allocation

In the final analysis, your overall investment return will be closely associated with the asset categories and allocations that you select. An investor’s group of investments, frequently called an investment portfolio, can be divided in numerous ways among stocks, bonds and cash management options. You might choose a 20/40/40 portfolio . . .20% stocks, 40% bonds and 40% cash options. Or . . . a 75/20/5 ratio . . . 75% stocks, 20% bonds, and 5% cash.

	Figure 4. Asset Asset Allocation Options
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Several factors will impact the exact rate of return that you receive on your investment portfolio. Studies show that the most important one, asset allocation, will account for about 90% of your return. The selection of individual securities and market timing will account for the remaining 10% or so.

The critical question, of course, is: "What is the ideal asset allocation for you?"

Here are several factors to consider as you make this decision.

	Your Ideal Asset Allocation will be Influenced by Your . . . 
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Investment Goals 
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Risk Tolerance 
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Time Horizon 
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Tax Situation 
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Time & Skill to Manage Portfolio



Your Investment Goals

Goals are specific things (e.g., buy a car) that people want to do with their money. As discussed in Unit 1, as people move through various life stages, their needs and financial goals change. Your selection of investments should relate closely to your financial goals; each goal will define the amount and liquidity of the money needed as well as the number of years available for the investment to grow.

Your Risk Tolerance

Risk tolerance is a person’s emotional and financial capacity to ride out the ups and downs of the investment market without panicking when the value of investments goes down. Risk tolerances vary widely. Some are associated with personality factors, while others are based on changing needs dictated by your stage in the life cycle. If you won’t sleep well at night when the principal value of your investment goes down, you should select saving and investment options with lower risk. On the other hand, it’s important to realize that investments which guarantee the safety of principal will not grow your money quickly and may not maintain purchasing power in times of inflation or over a long time span. In reality it’s necessary to take some risk just to maintain purchasing power. The question is: "What kind of risks are you willing to take?"

Your Time Horizon

As discussed earlier, time is a very important resource to investors. For example, young investors with a long time horizon may choose investments that exhibit wide price swings, knowing that time is available for fluctuations to average out. Families investing for a specific mid-life goal (e.g., funding a child’s education or purchasing a home) may choose a more moderate course, which has opportunity for growth, but provides more safety for the principal. Individuals nearing retirement and those with the need to depend on investment income to cover daily expenses may wish to select investments that lock in gains and provide a guaranteed income stream.

Time and Skill to Manage Your Portfolio

Some investments require little or no time commitment or special knowledge. Others, such as rental property, or a portfolio of high-risk individual stocks may require constant monitoring and management. How much time are you willing and able to spend?
In a nutshell, the asset allocation, which you select, must be customized to your situation, needs and temperament. Spend a few minutes completing the "What are Your Investment Preferences" exercise to help you further clarify and summarize your investing preferences.
What are Your Investment Preferences?

Consider each pair of words below as a continuum. Place an "x" on each line of the continuum to indicate how important each of these features is to you. Marking the middle of a line would therefore mean that the features were of equal importance.

	Low risk (Safety)
	 
	High-risk

	Low rate of return
	 
	High rate of return

	Low capital growth
	 
	High capital growth

	High capital preservation
	 
	Low capital preservation

	Not very liquid
	 
	Highly liquid

	Short-term maturity
	 
	Long-term maturity

	Taxable
	 
	Tax-exempt

	No minimum investment
	 
	High minimum investment

	Low costs and fees
	 
	High costs and fees

	Little or no management required
	 
	Much management required

	Present income
	 
	Capital growth

	Conservative
	 
	Aggressive


             Finding Money to Invest

Are You Satisfied with the Amount You Save?
This unit is designed to help you "find" money to fund your investment plans. We will suggest tools for success, but you have to supply the desire, self-discipline, wise decisions, and good planning to be successful. 

Review your financial status by answering these questions:
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	Do I have 3 to 6 months income in an emergency fund?
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	Do I save regularly?
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	Do I know how much I need to save to achieve future goals?
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	Do I save to purchase big-ticket items instead of buying on credit?
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	When I use credit, do I save to make as large a down payment as possible?
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	Do I save at least 10% of my personal disposable income?
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	Do I know how much I need to save for retirement?


The more times you answer "yes" to these questions, the more likely you are a prudent saver. A "no" can help you identify areas where you could do better. Once you have a sound savings program in place, you are ready to invest surplus funds. Unfortunately, many people feel their savings are not sufficient, and they see no way to meet their immediate needs and have extra funds to invest.

Through this unit of study, you will explore strategies that will help you:

1. Identify ways to increase your savings 

2. Fund your savings program 

3. Accumulate funds to begin your investment program. 

It doesn’t take a lot of money to start investing. Unit 8, Investing With Small Dollar Amounts, provides examples of investments that require as little as $25 for a U.S. savings bond or $250, $500, or $1,000 to open a mutual fund account, depending on account requirements.

Strategies for Saving Money to Invest

Establish a Regular Savings Program

The first strategy is to set up a regular savings program if you do not already have one. Saving means putting money aside from present earnings to provide for a known or unexpected need in the future. It is an integral part of family and personal financial planning.  Having a specific goal provides motivation to save. You probably will not get very far saving for the sake of saving.

Needs versus Wants

Individuals and families save to satisfy their needs and wants. Needs are items that are necessary for survival such as food, shelter, clothing, and medical care. Wants are all the other things we think we need, but could do without. If we spend our money to satisfy wants before we meet our needs, we will probably experience financial difficulties. The pressure to acquire present wants is often greater than the willingness to provide for future needs or even future wants. 

Generally speaking, four major financial needs require planning for in the near and distant future: 

1. Emergencies from the normal course of living such as car repairs or replacing a major appliance 

2. Loss of income as a result of death, divorce, disability, or unemployment 

3. Other family goals such as education for your children or a special vacation 

4. Retirement 

Once goals have been set, a major thought in most people’s minds is "How am I going to reach this goal? There is no way I can save that much money!" However, most people find that, if they really put their minds to it and they have set realistic goals, they can save the necessary money.

As we noted earlier, a regular savings program is critical to a family’s immediate well-being as well as their long-term security. To adequately fund a savings program and begin an investment program, you must identify a specific amount to save from each paycheck and honor that commitment. Regular savings in small amounts is generally more effective than setting aside larger sums at sporadic intervals. As your salary increases, increase the amount you commit to savings.

Pay Yourself First

Another important concept for your savings program is to "pay you first." Make your "savings bill" a part of your spending plan, just like rent or mortgage payments, utility bills, clothing, car payments and upkeep, child care, or any other bill that you normally incur. When you pay your other bills, pay your savings bill by depositing the money into a savings account or other financial instrument. One painless way to accomplish this is payroll deduction if it is available. Your employer deposits your savings directly from your paycheck into a credit union, bank account, or a money market fund for a higher interest rate. If you never see the money, you won’t miss it or be tempted to use it for something else before it reaches your savings account. Note how quickly small amounts of money can grow with time 

Table 1. How $10.00 a Month Will Grow*

	Year
	3%
	4%
	5%
	6%
	7%
	8%
	9%
	10%
	11%
	12%
	13%
	14%
	15%

	1 
	$122
	$122
	$123
	$124
	$125
	$125
	$126
	$127
	$127
	$128
	$129
	$130
	$130

	2
	247
	249
	253
	256
	258
	261
	264
	267
	270
	272
	275
	278
	281

	3
	376
	382
	389
	359
	402
	408
	415
	421
	428
	435
	442
	449
	457

	4
	509
	520
	532
	544
	555
	567
	580
	592
	605
	618
	632
	646
	660

	5
	646
	665
	683
	701
	720
	740
	760
	781
	802
	825
	848
	872
	897

	6
	788
	812
	841
	868
	897
	926
	957
	989
	1,023
	1,058
	1,094
	1,132
	1,171

	7
	933
	968
	1,008
	1,046
	1,086
	1,129
	1,173
	1,220
	1,268
	1,320
	1,374
	1,430
	1,490

	8
	1,083
	1,129
	1,182
	1,234
	1,289
	1,348
	1,409
	1,474
	1,543
	1,615
	1,692
	1,773
	1,859

	9
	1,238
	1,297
	1,366
	1,435
	1,507
	1,585
	1,667
	1,755
	1,849
	1,948
	2,054
	2,168
	2,288

	10
	1,397
	1,472
	1,559
	1,647
	1,741
	1,842
	1,850
	2,066
	2,190
	2,323
	2,467
	2,621
	2,787

	15
	2,270
	2,461
	2,684
	2,923
	3,188
	3,483
	3,812
	4,279
	4,589
	5,046
	5,557
	6,129
	6,769

	20
	3,283
	3,668
	4,128
	4,644
	5,240
	5,929
	6,729
	7,657
	8,736
	9,991
	11,455
	13,163
	15,160

	25
	4,460
	5,141
	5,980
	6,965
	8,148
	9,574
	11,295
	13,379
	15,906
	18,976
	22,714
	27,273
	32,841

	30
	5,827
	6,940
	8,357
	10,095
	12,271
	15,003
	18,445
	22,793
	28,302
	35,299
	44,206
	55,571
	70,098


The table can be used to find out how long it will take to reach your financial goals. It shows the growth of monthly $10 deposits invested at various interest rates. Put aside $10 a month for five years at 10%, for example, and you’ll have $781- the figure at the intersection of the year five and 10% interest columns. If you can invest $50 each month, you will have five times $781, or $3,905. 
Save Bonus Money

Saving "bonus" money is also an easy strategy. Bonus money is money earned or received that was not expected, such as tax refunds, gift money; overtime pay, rebates, and refunds. Saving this money over time will boost your saving dollars and provide a larger balance on which to earn interest for the future. (Note: if you consistently receive a large tax refund, you may want to adjust your withholding. A tax refund means that the government has had your money interest-free during the year; you were losing the use of the money to fund your financial goals.)

Save Coupon Money

Another strategy to boost your savings is to save coupon money. Many people use coupons to reduce their grocery and personal care bills, but few think of actually saving the money they saved! To make this strategy a reality, put aside the amount you "saved" by using coupons at the grocery store or drugstore. The amount saved is probably printed on each receipt. Put the "savings" (the money you did not spend) in a special "coupon saving jar." Every month or so add this cash to your savings account. Saving just $2 a week for 52 weeks gives you a savings total of $104 which could be your "seed" money to open an investment account. However, remember that you aren’t saving if you buy something that you don’t need or that costs more than a comparable product even with the coupon.

Continue Installment Loan Repayments

Most of us have one or more installment loans that we are repaying. Once you pay off an installment loan (assuming other loans are not overdue), continue to make "payments" to your savings account. For example, when you pay off your car loan, continue writing a check for the same amount, but make the check payable to your savings account. You were able to get along without this money for the duration of the car loan, so continue to live at the same level and save the "car payment." This is a good way to save for the down payment on your next car when the old car needs to be replaced. It also adds a substantial amount of money to your savings account on a regular basis. This same strategy can be used when other household expenses end (e.g., childcare).

Collect Loose Change

Another painless strategy is to collect loose change. At the end of each day, empty out your pockets and wallet and put the change in a special container. Every other week or once a month, deposit the change in your savings account. Don’t cheat on yourself by "stealing" change that has been collected. Take it all to the bank. Some people even go so far as to keep all their change. They only pay for cash purchases with bills and save all their coins. Develop a plan that works for you and stick to it.

Save Lunch Money

Saving lunch money is another way you and your family can save money. Get up 10 minutes earlier and make your own lunch. Save the money you would have spent on lunch. If all family members do this, the family can realize a nice sum that they can add to their savings. Working together to reach a family goal, such as a new TV or a summer vacation, can be an excellent family activity. 

Shop for Sale Prices

Another strategy that can work for all family members on a wide variety of purchases is to save the money you "save" when you buy items on sale. When you buy an item on sale, save the difference between the sale price you paid and the "full" price you would have paid if the item had not been on sale. Put this money in a safe place and on a regular basis deposit it into your savings or investment account. Using this strategy can add large amounts to your savings program. The key is that you actually save this difference and apply it to your savings or investment program.

Plan a "Nothing Week"

Once in a while, have a "Nothing Week," an entire week when you and your family agree not to spend any more money than is absolutely necessary. You would not go to the movies, out to eat, bowling, etc. Plan to do special activities, but save the money instead of spending it. Add this money to your savings program. Another similar strategy is to use a crash budget approach. A crash budget works like a crash diet  -- you try to cut out all unnecessary spending and save as much as possible in a given period of time, say two weeks or a month. Add all the savings to your savings or investment program.  If the "Crash Budget" sounds unbearable, consider a "Cut-Back Week." During this week, do what the family would normally do, but think of ways to make it less expensive and save the difference. For example, rent a movie instead of going to the theater, make long-distance phone calls on the weekend when the rates are lower, write a letter or send an e-mail instead of calling, drink mix-your-own lemonade instead of soft drinks, etc.

Avoid Paying Credit Charges

A critical savings strategy to consider is avoiding the use of credit. Unless credit purchases are paid off in full each month, interest consumes dollars that could be spent funding your saving and investing goals. Suppose that you have a balance of $1,000 on a credit card that carries a 19.8% interest rate and a full grace period. If you make no more charges against the account and only pay the minimum payment of 3% per month, you will pay approximately $165 in interest over one year. If you continue making only minimum monthly payments for the rest of the $1,000 with no additional charges, you will take eight years and three months to pay it off, and you will have paid $843 in interest.

Carefully evaluate all spending decisions, especially those being paid with credit. Make every spending decision on the basis of how it will satisfy your goals. Eliminate spending for items that have little or no value relative to your goals. Also be aware of your needs and wants as you make purchases.

Steps to Breaking Money Habits 
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	Step 1. Identify the habit, determine frequency, and calculate total cost
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	Step 2. Make a decision to change
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	Step 3. Act immediately
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	Step 4. Share your plan
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	Step 5. Stick with your plan to change
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	Step 6. Celebrate your success


By following these six easy steps, you can gain better control of your financial resources and increase the money available for investing. Put this six-step plan to work for you and your family.

Step 1. Identify the habit, determine frequency, and calculate total cost

Using Worksheet 1, "So Where’s The Money?," think of some habits you might be able to adjust. Select from the products or services listed or add your own choices to the list. Then determine how often you purchase the product or service. Next, calculate the total cost of enjoying the product or service for one year. Armed with this information, you are ready to advance to Step 2 in your quest to break habits and collect funds for investing.

Step 2. Make a decision to change

The second step to breaking habits involves looking for alternatives and choosing a different way of spending your money. This action step demands that you take control of the situation. One way to do this is to review your money habits and where you spend money, then identify how you can make changes. For example, have you ever stopped to consider how much you and other family members are spending for hair and nail care? If you spend $15.00 per week each month for hair care, that’s $60.00 per month or $720.00 per year. Add a nail care bill of $15.00 per month or $180.00 per year. That is a lot of money

Step 3. Act immediately

Now that you have all these great ideas to keep more of your money, how will you keep yourself motivated? Writing down your new desired behavior is one strategy. By recording the change, you are committing yourself to a new behavior. It is necessary to start your new behavior immediately. For best results, begin within 24 hours after making the decision to change or adjust spending. The sooner you begin a new behavior, the sooner the new behavior will become a habit. Step 4 will further assist you in adopting new behaviors.

Step 4. Share your plan

To further establish a new behavior, share your plan with others. Tell family, friends, and co-workers about your plan. By giving others the opportunity to support you, you boost your determination to succeed. If your behavior change involves the entire family, all family members must work together for the family to succeed.  Refer back to the worksheet, "So Where’s The Money?" Go over the chart with the entire family. Together, decide ways the family can break habits and develop a savings plan. Now is also a good time to make a family "piggy bank."  The "bank" can be an empty jar or a small box. Once the family decides on their family financial goal, they can put a picture identifying the goal on the "bank."  

Step 5. Stick with your plan to change

Step 5 is a critical step toward breaking habits and increasing family savings. You and family members must always look for new ways to reduce spending and increase savings. It is important to reinforce the fact that you can change your attitudes and break habits. Stay focused on your goal. It takes about 30 days for a new behavior to become a habit.   

Here are some specific activities for you and your family that will help you gain control of your finances, but still have fun as a family. By engaging in activities such as these, we are changing our attitudes and choosing activities that are more "money friendly." Changing attitudes and lifelong habits will serve you well immediately and over a lifetime and set an example for your children by instilling the value of saving. 

Step 6. Celebrate your success

The last step to breaking habits is to celebrate your success. Once you have reached your initial goals, let others know of your success. Enjoy the fruits of your savings. Then continue with your new behaviors that are now habits. You have the tools necessary to be successful. Remember to trim all unnecessary expenses and keep your needs and wants in perspective. Watch the pennies you save grow into money, which can be used to fund your saving and investment programs

Ownership Investments

When there are earnings, you share them. There are no guarantees about what the price of the investment will be should you want to sell it in the future. The price may be higher than it was when you bought the investment but it could be lower. Likewise, there are no guarantees that there will be earnings (such as dividends) or of how much they will be. Price and earnings may be affected by the management of a company or by outside factors such as political changes, weather, and the national or world economy.

On the other hand, when you have a loaner ship investment, you simply loan your money to someone (e.g. a bank) and get an agreed upon return. Generally, when you invest larger sums of money and invest for longer periods of time, you earn more. If you want to learn more about these investments please refer Unit 5 "Fixed – Income Investing" in this home study series. 

The focus of this unit is ownership investments. These investments, equities, can either be owned outright or purchased on credit. Examples of equities include stock, growth mutual fund shares, real estate, collectibles, commodities, and businesses. This unit will provide you with an overview of investment products available for purchase. If you are interested in investing in any of these products, you should learn more about their characteristics, as well as about the particular company or product, before investing.

Most ownership investments are found fairly high in the Pyramid of Investment Risk pyramid. In other words, with the increasing potential for a high rate of return comes a high potential for loss of principal. The specific investments you make can influence how high that risk is. For example, owning a speculative stock has more risk than owning a home in an established neighborhood.
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Common Stocks

When a company wants to raise money, it offers investors a share of ownership in the company in the form of stock in exchange for that money. As a partial owner of the company, each investor shares in the success or failure of the business. There is no guarantee of return on the investment. Investors become part owners of a business and have no guarantee that they will receive any income for the use of their money or that they will get back any or all of their money in the future.

However, historically, common stocks have outperformed all other investments. According to the Chicago investment research firm Ibbotson Associates, the average annual return on U.S. large company stocks from 1926 to through 2001 was 10.7% versus 12.5% for small company stocks, 5.3% for long-term government bonds, and 3.8% for U.S. Treasury bills.

If the company makes money in a given time period, its board of directors may decide to reward its owners by distributing dividends or may choose to reinvest the money in the company. If you own a stock that pays dividends, you may have the option of reinvesting them in more stock instead of receiving a cash dividend. The dividends are still taxable but dividend reinvestment plans (also known as DRIPs) are an easy way to increase your investment holdings. 

As owners of the business, stockholders elect directors who select the people who manage the company on a day-to-day basis. Depending upon the business and the way in which it is set up to operate, stockholders may have the opportunity to influence other decisions as well. Typically, this happens at an annual business meeting and stockholders can cast proxy votes if they are unable to attend the meeting in person.

Real Estate

This very popular investment alternative includes land, the permanent structures on land and accompanying rights and privileges, such as crops and mineral rights. A home is generally the single largest asset that most people have. They often think of it as just shelter, not realizing that it is also a major investment. Other ways to invest in real estate include owning rental houses and land for potential housing or commercial development. You can also invest in real estate indirectly by purchasing units in a real estate limited partnership or shares in a real estate investment trust. Since direct ownership of real estate is so common, we will begin by discussing it.

When you purchase real estate, the costs of purchase include: 
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	Real estate commissions (which may technically be paid by the seller, but do influence the total cost of the property)
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	Transfer and recordation fees charged by the state and/or local government
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	Attorney fees
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	Title search fees
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	Appraisal fees
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	Surveying fees
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	Inspection fees (these may be optional).


Home ownership is encouraged through our income tax system, which provides an income tax deduction for mortgage interest and property taxes and through generous tax exemptions on the increase in value realized when homes are sold. However, tax benefits of ownership should not be the only reason for buying a house.

Real estate is fairly high in the investment risk pyramid. It is not a liquid investment. Although real estate can sometimes be quickly turned into cash, it can also take a long time to find the right buyer at the right price. Nor can you control the condition of the property next door. A public change, such as a power line or road, or some other change, may also increase or decrease the value of your property.

You may receive regular or intermittent income from real estate including rent for structures or the land itself, income from sales of crops such as timber or from gravel or minerals in the land. Costs are associated with each form of income. You can also make money on the sale of real estate if you can sell it for more than you paid for it and the costs of the sale. Real estate agents often say that the key to success in real estate investing is "location, location, location." Where your investment is and what is near it will greatly influence its value.

Equity Unit Investment Trusts

Unit investment trusts are an unmanaged portfolio of professionally selected securities that are held for a specified period of time. They were first issued in the 1960s as a way to "package" and sell portfolios of professionally selected bonds, especially tax-exempt municipal bonds. 

Unlike mutual funds, that are professionally managed, equity UITs is a "buy-and-hold" investment. Securities in the portfolio are held for a pre-determined time to generate dividends and capital gains for investors. At maturity, investors can take their cash and invest elsewhere or can "roll over" their balance into a new UIT.

Like their bond counterparts, equity UITs are an unmanaged portfolio of stocks that usually remains unchanged throughout the life of the trust. Some equity UITs follow a specific investment strategy such as investing in the five or ten highest yielding stocks among the 30 stocks included in the Dow Jones Industrial Average or only in stocks listed on foreign stock exchanges. Like mutual funds, an increasing number of equity UITs also select stocks from a particular industry sector (e.g., technology) or companies located in a particular state or region of the country.

Like individual stocks, UIT dividends and capital gains are taxable, whether earnings are distributed in cash or reinvested in additional UIT units. If the value of a UIT portfolio increases, that capital gain is taxed. Most equity UITs have maturities of six years or less. Shares can be sold prior to the trust’s maturity at a price determined by market conditions. Two advantages of equity UITs are not having to worry about changes in portfolio holdings or management and tax efficiency (low taxes because stocks in a UIT portfolio are rarely traded). A major disadvantage is their up-front cost. Equity UITs typically charge a front-end load (commission) of 3% to 5% of the amount invested.

Collectibles

People collect just about anything-stamps, coins, art, cars, and autographs. To be financially successful with collectibles as an investment, however, a high level of knowledge is required. Some people collect as a hobby and enjoy spending their time this way.

To make money with this type of investment, you need a collection of items in top condition. You probably cannot regularly use or touch the collectible and will need to safely store them in a protective environment. Keep documented evidence of the value of your collection, (e.g. an appraisal of antiques). Regular maintenance and insurance may be necessary, too and there could be storage costs. The specific needs and the type of collectible will determine costs.

Generally, collectibles do not provide a regular or periodic income. When you sell an item, you see the gain in value. When you want to sell, you may take a while to find the buyer willing to pay what you think your collectible is worth. A professional appraiser or auction house may also be required to sell items to other investors. As you make investment decisions about collectibles, it is important to be sure that you are truly focusing on the value of the investment and that you are not unduly influenced by the psychological pleasure you receive from owning it. 

 

Business

Ownership of a business is another investment option. There are many different kinds of businesses and many ways to be involved. You may own and operate a business yourself or hire someone to operate it. You can start your own business or purchase a franchise of a larger business. While businesses certainly offer opportunity for income, they also have many risks. Careful attention must be given to the financing, cash flow needs, and reserves. It is important to separate businesses from the family budget. You want to avoid putting your shelter, for example, at risk because your business has difficult financial times.

In many states Cooperative Extension offers education on micro- and home-based businesses. The Small Business Administration offers assistance. Other organizations in communities and in state government have valuable resources. If you are considering such an investment, search widely for information. The failure rate of small businesses is very high. Planning, especially development of a business plan is critical.

 

Commodities

At the very top of the investment risk pyramid are commodities. These include pork, grain, coffee, sugar, etc. Financial expert Andrew Tobias says that since 90% of the people who speculate in commodities lose (and 98% may be a more accurate figure), the key is how to be among the 10% or (2%) who win. He simply compares investing in commodities to gambling. At the top of the investment risk pyramid, you have high potential for return, but also high risk. To invest there, you need to be able to afford to lose your entire investment.

Costs include brokerage fees. You also need considerable knowledge of the commodity in question and the markets in which it is created and sold as well as the changing situations of the buyers.

 

Buying and Selling Equity Investments

There are many ways to purchase equity investments. The specific type of investment you select will affect your choices. For example, you may trade collectibles and real estate directly with other buyers and sellers. When you purchase stock or REITs, you may work with a broker. Full-service brokers generally provide more assistance with research and advice and charge higher commissions than discount brokers. Use the "Rule of Three"-compare the costs of buying and selling with at least three firms. 

Diversification

Whatever investments you make, remember to diversify. You can either select investments, such as mutual funds that invest in a variety of securities or you can purchase a variety of securities yourself. If you do it yourself, be sure to invest in different sectors of the market (e.g. energy, financial services, technology) as well as in different specific investments.

Equity investing means becoming a partial owner of a company or piece of property through the purchase of investments such as stock, equity mutual funds, and real estate. Capital appreciation over time is the primary objective, although some equity investments, such as REITs and equity-income mutual funds, also provide dependable dividend income. This unit has reviewed general characteristics of equity investments and "nitty gritty" details such as how to purchase them. Diversification and asset allocation, as they relate to equity investing, were also discussed. The unit concluded with a discussion of specific equity investments. Now you need to consider appropriate equity investments that will mesh with your personal financial goals.
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