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CHAPTER

1

Taking Back Financial Control

I love money. I love everything about it. I bought some pretty good stuff. Got me a $300 pair of socks. Got a fur sink. An electric dog polisher. A gasoline powered turtleneck sweater. And, of course, I bought some dumb stuff, too.

—STEVE MARTIN

I did not write this book to sell you anything. I don’t have wealth-building seminars, tapes, courses, or consulting to tout. I am a lawyer at a major law firm and am not looking for a second career as a financial guru. I decided to write Mastering Money after working for five years at the U.S. Securities and Exchange Commission (SEC) in Washington, right after the crash of the 2008 Great Recession. What I witnessed during that time—bureaucratic mismanagement, wasted taxpayer money, the hidden taxation effect of bad policies and grandiose regulations, the devastating impact of small-time fraudsters on the savings of ordinary people, and the vulnerability of all working Americans to the next economic crisis—confirmed my worries that ordinary families are facing a crisis of financial illiteracy and instability. One major reason: the federal government and in many cases our K–12 school system are not making financial literacy a priority. What’s worse, many financial rules and regulations are written to serve partisan or industry interests, not the public interest. I wrote this book because I saw that this situation must change.

A 2015 survey from the National Foundation for Credit Counseling found that 4 in 10 adults gave themselves a grade of C, D, or F on their finance knowledge. One-third hadn’t saved anything for retirement, another third had no savings, and 6 in 10 did not have a budget. John Pelletier, executive director of the Center for Financial Literacy at Champlain College, said of the survey, “Such negative financial outcomes and low levels of consumer knowledge and confidence make it crystal clear that financial literacy in America should be a national priority.”1

I’ve witnessed the results of this knowledge gap. From Bernie Madoff’s victims to the people waiting in line at the pro bono legal aid truck where I volunteer, I have seen many good people with good intentions living on the brink. They’re getting irresponsible advice, the wrong signals from society, bad incentives from their government, and little financial literacy training in our schools. They’re living in fear because of financial problems, and despite it all, they want to find a way to right their ship. They want to recapture their piece of the American Dream again.

And they can. And you can. Starting today.

I’ve been in the front lines at the SEC trying to stop the devastating effects of fraud and investor scams. I’ve studied how the government isn’t looking out for you—whether it is the legal scam of the lottery or the cheap money printed by the Federal Reserve after the 2008 crisis. The government wants us to be a nation of bored shoppers, not savers. For too long, the United States has “normalized living beyond one’s means,” wrote Sheldon Garon, Nissan Professor of History and East Asian Studies at Princeton University, who took a scholarly interest in the history of saving and consumer finance. “For the last several decades, America has been preoccupied with democratizing credit. Surely, the time has come to democratize saving. It should be as easy for any American to open a savings account as it is to get a credit card.”2

It’s time for us to take our financial destiny back into our own hands.

I wrote this book because I wanted to help you learn the fundamentals of getting your finances in order and beginning to invest in the future. The 1-2-3 process I will show is a reliable and time-tested approach to peace of mind and financial freedom. But only you can blaze this path to your future.

The basics of mastering money are not complicated, but our society has buried them for so long they’ve become secrets.

Self-made people who are financially secure mastered money by accepting a simple, hard truth, the bottom line to the bottom line: you must take charge of building your own balance sheet. Earned income needs to exceed expenses, including debt. When you run a positive balance, you can save and increase your balance sheet. Your savings are your safety net and your shield. Unlike a financed car or a credit card, no one can take away money you save.

We’re a nation of immigrants and pioneers, enriched by the honest struggle of those who overcame slavery, poverty, and all manner of the toughest odds. At our best, we are a nation that made a better life through work and thrift to advance our children and grand children to a stronger place. We did this through education, community, hard work, and the stable neighborhoods that flourished when people could honestly afford to buy or rent their homes and apartments with sound money. In America, every generation is enriched by the fruits of entrepreneurs who achieved success through hard work and a desire to extend the American Dream to the next generation.

Twentieth-century Americans built the world’s greatest job-creating democracy. They didn’t do it with high-interest credit cards and handouts or lottery tickets—or by scraping by on benefit checks they didn’t need. They worked, they saved, they made smart investments, and they practiced thrift. They made weekly deposits in community banks or savings and loans, back when these were called thrift institutions. After the Great Depression, our government wisely protected bank savings accounts and made sure that banks had the reserves to guarantee their customers’ life savings.

But our best days are not necessarily behind us. The upside of where we are now is that despite all the controversy, all the headlines, all the bad news, our current economy continues to offer far more job opportunities and sound investing options than our grandparents would have dreamed of.

Financial peace of mind is closer than you think.

MONEY MISTAKES START IN CHILDHOOD



When my siblings and I were growing up in Missouri, we lived like a family with financial security. I didn’t worry about money and was able to attend college without debt, which made a significant positive difference in my fortunes. Under the surface, though, chaos brewed.

I suppose some would say my ambition and work ethic are hallmarks of the ACOA (adult child of an alcoholic) personality, and if so, I came by them honestly. My past gives me a powerful radar for picking up on the national addiction to debt and spending in our society.

Ultimately, it would take years for me to understand all the ways my family influenced my behavior and how it resulted in money mistakes. The process was among the most stressful years of my life, but it was my education in the tragic consequences of ignoring financial reality.

Because I grew up in financial chaos, I became motivated to get my finances in order early. I understand that life is messy, and families face many challenges in getting control of their finances. An essential step in mastering your money is to assess your behaviors and identify how your past influenced them so that you can use this awareness to change. I will provide a resource for these assessments at the end of this chapter.

If you have experienced difficulties growing up, they can have lasting effects on your money behavior and career. People who have adverse childhood experiences are significantly more likely to report having financial stress, poor work performance, drug and alcohol abuse, a wide range of health problems, and poor academic achievement, according to a study by Fellitti, Anda, and Nordenberg published in the American Journal of Preventative Medicine.3

The point is: know thyself.

Each of you will have your own entirely unique journey toward mastering money. You will have challenges that no one else will encounter. I learned from my trials and experiences. I encourage you to assess your attitudes, behaviors, and life experiences that have influenced your current financial life and your opinions about money. Then use the fundamental principles taught in this book, depending on your circumstances.

Many different experts and publications put forward financial assessment tools. I recommend browsing the internet and looking for a few quality assessments that speak to you. If you want an objective, nonbiased approach, check out the tests developed by Rutgers’ Agricultural Experiment Station along with other academic and nonprofit experts. The quizzes aren’t slanted toward a particular self-interest or to promote a particular product. Rutgers’ land-use agency has a 225-year-old public education mission. The instruments cover financial fitness, identity theft risk assessment, investment risk tolerance, personal resiliency, and wise credit. They can be found at https://njaes.rutgers.edu/money/assessment-tools/. I’ve taken a look at them myself, and they are carefully done!

So your assignment is to spend a few hours taking these various assessments and then reviewing the results. I trust that you will never regret a moment of learning how your experiences have shaped—often at an unconscious level—your beliefs about money and work.




PART

1

TAKE HOLD OF THE SPENDING GOVERNOR

The title of this part isn’t telling you to grab your state’s elected governor on the rope line. The state police bodyguards wouldn’t like that. The word governor also refers to a device that measures and regulates the speed of an engine. Most engines now have an automatic governor that limits the amount of gas that the engine can take so that it does not overheat in the case of a lawnmower or scooter or in the case of an automobile exceed a preset maximum speed limit. In the early days of the automobile, the driver could directly manage the speed of the car by manually shifting the governor to a preset speed. Too many Americans have lost their inner governor when it comes to spending, particularly click-and-buy spending online. Because Amazon isn’t going to send you an alert if you exceed some pre-agreed level of spending (not a bad idea)—and I’m not picking on Amazon; this applies to the whole consumer credit economy—we have to get our minds and hands on the governor to our impulsive spending engine.




CHAPTER

2

Think Before You Click

Commercialism is more a mirror than a lamp. In demonizing it, in seeing ourselves as helpless and innocent victims of its overpowering force…we reveal far more about our own eagerness to be passive in the face of complexity than about the thing itself.

—JAMES TWITCHELL, PROFESSOR OF ENGLISH, UNIVERSITY OF FLORIDA1

THE CONSUMER MADHOUSE



Human beings must exchange money for food, shelter, and clothing to survive. Beyond that, we innately enjoy owning things that can provide us with satisfaction, pleasure and, of course, entertainment. We fervently, urgently enjoy getting those things we desire. We even—and I mean this in the nicest way, really—lose our minds a little bit when we are in hot pursuit. Neuroscientists have actually mapped how we’re programmed from our evolutionary past to get things we want pronto and not to “waste time” considering the better outcome that might be achieved by waiting.2

We modern-day humans must fight hard and smart to focus on our fiscal health. Every type of marketplace we enter—from farmers’ markets to shopping malls to online click-and-buy—presents a superabundance of choices, marketed with clever schemes designed to work on our psychosocial trigger points. The online abundance we experience today simply did not exist 100 years ago. It has been building steadily in my lifetime, from what I have seen, and we’ve reached a peak. In the online marketplace, scientists have determined our emotional responses to the attractive presentation of merchandise, and “calm, friendly, knowledgeable” ad copy is even quicker to trigger impulse spending than are regular retail shops.3 We know that many of these digital ads, replete with video and graphics, present delightful consumer experiences and promises of endless adventures, posing unprecedented challenges to people’s ability to focus on long-term financial security.

“We are wired, for now, to be impulsive,” said Dr. Phil Harris in describing a 2017 study he did on the topic of spending habits.4 Harris found that test subjects were better able to control their spending urges after looking at digitally aged photos of themselves and visualizing their lives 20 years on. Perhaps there’s a quick tip in that methodology: try thinking about gray hair and crows’ feet the next time you are browsing online. It could help, I suppose. But in this chapter I will suggest many more defined and strategic ways to build self-control over spending.

Only 40 or 50 years ago—less than a lifetime—people had no choice but to save for what they wanted before they could buy it. Stashing away money weekly for a vacation or putting it in a Christmas Club bank account meant that people had time to think about how much they wanted to spend—or didn’t—on a particular purchase. It was part of the culture back then to care about every dollar.

I’m certainly not proselytizing against the joys of spontaneous shopping. I take pleasure in buying well-made clothes, having a celebratory dinner out with family, and buying gifts for my kids on their birthdays. I relish acquiring a great suit for work or a couple of pairs of snazzy shorts when I visit the beach. But I have also devoted my attention for many years to learning how not to overspend and how to live within my family’s means. About those things, I do proselytize a little, especially at home. I work with my kids so that they will grasp how to be prudent with their own money as they achieve adulthood. I believe that a fundamental component of true adulthood is the ability to be self-sufficient.

When I say self-sufficient, I’m not talking about being Captain Fantastic, teaching my kids how to live off the land (Viggo Mortensen starred in the movie, if you haven’t seen it), but I want them to appreciate the value of what they have and how to resist the psychology of impulse spending. We can all be so easily parted from our money in this twenty-first-century consumer madhouse. It really is a jungle out there in many respects, a jungle thick with exotic market schemes that prey on our most basic human instincts.

In this chapter I will show you how we get manipulated into excessive spending and recount the techniques you need to know to avoid being ripped off. Out-of-control consumerism isn’t just an issue for shopaholics anymore. In the current realm of click-and-get online shopping, smartphone apps, and so on, you can spend so quickly that automatic renewals and monthly subscriptions are picking your pocket before you realize what’s happening. There’s no governor. Marketers know how to make those “cancel your subscription prompts” invisible and how difficult it can be for us to turn off what’s been switched on in our brains—and our bank accounts. Home mortgages, car loans, and notoriously unthrifty and risky borrowing behaviors such as taking out a home equity line of credit (HELOC) or using a second mortgage to redo your kitchen or put in a swimming pool will be addressed in Chapter 4.

CHECK OUT ANY TIME YOU LIKE



Even in simpler times, back when everyone’s consciousness was not pecked at every second by a million provocations and distractions emanating from phone and computer screens, it was easy to get people salivating over the latest new product with a well-placed ad in the newspaper or on TV. Even rural American settlers in the late nineteenth century could be seduced by the offerings of the Sears catalog delivered by the U.S. Post Office horse and buggy. People can be conveniently lulled into forgetting about fees and monthly commitments when they dream about bringing those products home. It has always been easy to distract us humans with something pretty or sexy, and it always will be. Marketing schemes aimed at taking advantage of this tendency are inevitably successful at grabbing bits and chunks of our money.

Back in the 1990s, it was the siren song of music (and a “join-the-club” hook) that first lured so many young people, including me, into the land of recurring fees and obligations that seemed too difficult to remember to cancel. You thought you’d struck musical gold when you scored a pile of tapes or CDs for a penny—simply for agreeing to buy a few more at the regular price over time. It was the deal of a (youngish) lifetime. Alas, those “regular price” CDs turned out to be much more expensive than the average retail store price, even if that wasn’t clear in the promotional material. And many of us music lovers eventually came to feel that music club membership bore a certain resemblance to The Eagles’ “Hotel California,” where you wander right on in but never leave. Technically, you could leave, of course, but it was kind of a bureaucratic hassle. More to the point, you’d have to pay up on all the more-than-regular-price albums you’d agreed to buy when you became a club member. So, what the heck, why not let it slide for another month? Oops.

Okay, one more month.

Oops, etc., etc.5

LONG-PLAYING SCHEME



That was the mentality marketing agents keyed into when the Columbia record label began selling vinyl records via mail order way back in 1955 and, as formats morphed over the years, eight-tracks, cassettes, and then CDs by the 1980s. The essence of the subscription deal Columbia House offered never changed through the decades: get a bunch of albums for 1 cent, and agree to buy a few more at regular prices over time. As teenagers have been wont to say through the ages, “Everyone’s doing it!” It was practically irresistible to music lovers on tight budgets (or parental allowances) who craved a personal collection. For those residing at the far end of one of John Denver’s “Country Roads,” or lacking a store they could walk to, Columbia House membership presented a convenient option.

The problem that developed for many customers, though, was that they failed to take the option of saying “no”—or at least “no more”—after the original commitment was made. (Note that Columbia House is now dead and moldering like a box of old cassette tapes in a trash pile. But the DNA behind its marketing scheme is still alive and kicking consumers in the pocketbook. So read on, and caveat emptor, forevermore.)

Piotr Orlov, a former marketing director for Columbia House, discussed in a National Public Radio (NPR) commentary in 2015 how the company had hornswoggled millions of young people into signing contracts, knowing that many would neglect to cancel. This was the key: if a record club subscriber did nothing, the obligation was still legally binding. Orlov worked at Columbia House in the late 1990s. By then, he said, it had become almost a rite of passage for young people to take their first shot at “ruining their credit rating” by ignoring further notices after getting free music.6

Our government regulators are often slow to pick up on rules that need to be enforced—or toughened. But in 2009, the Federal Trade Commission (FTC) did explicitly warn consumers to beware of subscription-based marketing, issuing a special report on the subject. The regulatory commission used a “jargon-y” term, negative-options marketing, which it explained this way: “[t]he FTC uses the phrase to refer to transactions in which sellers interpret a customer’s failure to take an ‘affirmative action’—either to reject an offer or cancel an agreement—as permission to charge them for goods or services. Negative option marketing can pose serious financial risks to consumers if appropriate disclosures are not made and consumers are billed for goods or services without their consent” [emphasis added]. Another way of saying this: if you don’t opt-out, you’re paying up. I will share some good news in Chapter 8: some wise organizations are using negative option to encourage tax-protected savings.

In plain English, the message to consumers was (and is) don’t subscribe unless you are going to remember to unsubscribe, because companies can hold you liable until you officially do that. You will end up paying more than you intended to spend. Like many messages from regulatory agencies that are supposed to be protecting our financial interests, though, it was pretty obscure to the average consumer. And it came late, way late.

By the time the FTC threw down the red flag on the negative-options game, digital media and online marketing had already transformed the global marketplace. The use of negative-option techniques remained as pervasive as ever, though: “You’re a winner!!! FREE $1,000 at Amazon, Walmart, Sam’s Club!!!” in flashing lights, with ringing bells and a trill of triumphant music, followed by the message: “You need only fulfill five of these available offers [in teeny, tiny print] within a limited number of days, and then you will be eligible to win!”

I have to ask, is there anyone reading this today who has not ever been declared a winner online? If so, you might actually be the lucky winner in the crowd. You have not been led into temptation or tried to fulfill all the offers within the correct time frame, found yourself obligated to a variety of recurring automatic purchases, and been ensnared just as securely as any music-loving teen ever was in those analog days of yore.

An authoritative report by McKinsey Global Research confirms the obvious: subscriptions are an increasingly common way to buy products and services online.7 The most popular services are Amazon Subscribe & Save (consumer packaged goods) and Dollar Shave Club (razors). The advent of subscription digital media services—including Netflix, Hulu, Spotify, and Apple Music—helped fuel near-steroidal growth in the e-commerce market. Between 2011 and 2015, subscription e-commerce swelled from $57 million in $2.5 billion. By early 2018, McKinsey Global Research reported that nearly half of consumers surveyed subscribed to an online streaming-media service such as Netflix. McKinsey also found that more than a third of consumers hold three or more online subscriptions. The churn rate is high; people get dissatisfied and cancel, but as the market researchers noted, often people just switch to another subscription media service and restart the cycle.

GIVE-AND-GRAB DIGITAL-STYLE



Many online memberships offer a free or highly discounted trial period, followed by automatic billing. This applies to media offerings and also consumer products, such as Dollar Shave Club or Blue Apron meal kits. I enjoy Spotify and Netflix like many of you. However, I try to keep it just to those. Even if you are initially attracted by introductory rates and offers, even when it comes to specialty items that one savors and receives with anticipation each week or month, it’s critical to develop savoir faire about canceling and “discount bonus items.” Sometimes products can appear on your doorstep without being ordered. How difficult is it to return a bottle of fine Italian red wine when you are already holding it in your hand? How hard is it to send back a pizza lacking pepperoni when the smell has already got your mouth watering? It takes near superhuman strength. Minnesota Attorney General Lori Swanson, who has an impressive record of consumer advocacy, has produced a helpful guide to this, ahem, borderline fraud. “Under state and federal law,” Swanson writes, “recipients of unordered merchandise may keep the goods and are under no obligation to pay for or return them. The recipient may treat the merchandise as an unconditional gift—and may use or dispose of the merchandise as he or she sees fit. The recipient also may refuse to accept delivery. Federal law states that the sender cannot send you a bill or collection notice for unordered merchandise.”8

So maybe we should talk about building up your strength. Uh-oh. Who would have thought? This turns out to be where many people’s best intentions can hit a wall. You want to get physically stronger, so you join a gym and summon mental strength to commit to it. You quite logically assume that you are investing in something that deserves a serious commitment: your health. The postcards that filled your mailbox and come-ons that flooded your screen appealed to you with deals that were easy on the wallet—“as low as $10 a month!”—and they inspired a feeling that the company is on your side in this exercise. The company wants you to be fit! Just show up and use its facility for the cost of several cups of coffee and make a healthier person of yourself.

Of course, once inside the gym door, you will inevitably face the hard sell on “offers” to sign up for pricey personal training. The trainer will keep you personally engaged, if you go for it, but that will require a much bigger commitment of your time, not to mention your money. Whether or not you do add the cost of training to your low introductory fee, you may at some point realize that you are not really getting your money’s worth from your gym membership. And then a vicious cycle can ensue.

I’ll never forget joining a gym in St. Louis one summer when I was home from college. My friend and I signed up and went there to lift weights. Almost instantly a trainer began trying to persuade me to buy a workout belt to brace my back during lifting. While my friend is a guy who can lift serious weight, I don’t think I’ve ever benched more than 120 pounds or so at my peak. In those college days, I had no money for an expensive leather workout belt, so I kept putting the guy off. Although the sales pitch started making me think I did need a belt, I just couldn’t afford it. After repeatedly being rebuffed, the aggressive trainer finally looked at me and said, “No belt, no progress!,” and stormed away. I never did buy a lifting belt, but I often think back to the line, “No belt, no progress!,” when someone is trying to sell me something I don’t need.

You will likely feel guilty if you want to quit because it was your choice to join the gym and get fit in the first place. You may very well—and trust me, the marketers are counting on this possibility—dawdle about canceling your membership. After all, it’s your own “fault” you have not morphed into The Incredible Hulk or Wonder Woman or managed to shave at least an inch of belly fat. Maybe it is, and maybe it isn’t. What I can assure you of absolutely is that you have gotten tangled up in a sophisticated marketing scheme specifically designed to forestall or, at least, delay the day you cancel your membership.

In a New York Times “Your Money” column, Planet Fitness was listed as one of the most-canceled subscription memberships of any type. The article used statistics gathered by Trim, a computer app that tracks recurring charges. Trim’s data showed that more than 30 percent of those who sign up with Planet Fitness wind up canceling—and that they often get a real workout trying to do it, according to Trim’s cofounder Thomas Smyth.9 He was quoted in the article as saying that his company assesses the cancellation process for health clubs in general to be “particularly noxious.” Because it is designed to assist users in canceling unwanted subscriptions, Trim continually updates its information about the requirements to quit each company. Planet Fitness and other fitness clubs usually do not let you cancel online or with a quick text message. No, it may require sending registered mail to the corporate parent to break up with these muscle factories.

WAIT, WHAT ARE THE RULES?



Some subscription services use a sort of shell game to thwart easy cancellation, switching around the procedures so frequently—I am talking about you, Experian—that the process becomes an endurance contest. In the Times article mentioned earlier, Smyth described how companies employ basic principles of psychology and behavioral economics to pick pocketbooks. Or get you to pick your own, if you want to put it that way. He said that companies such as Experian rely on people’s natural tendency toward inertia and their impatience with “fine print” to get them off track in defending their personal fiscal fitness.

Smyth also cited the example of Gogo, the digital media service that allows users to connect to Wi-Fi in-flight and become a subscriber. “The per-month rate is often not that much more than the per-day or per-flight rate,” Smyth said. “So you look at it and say, ‘I’m going to be a winner. I’m smarter than these guys!’ And then you forget to cancel. For months.”

Please do not feel insulted by this observation. You may actually be smarter than the marketers who wind up feeding off your forgetfulness, but you have fallen prey to their tricks. You were not attentive enough, or aggressive enough, to keep your fiscal wits about you.

By the way, should you want to give the Trim app a try—or another one such as Truebill or Prosper Daily—you can do it for free. You must, however, be willing to submit credit and debit login information or else mail in hard copies of your bills so that the app can scan your statements and identify hidden charges. Ron Lieber, the “Your Money” columnist for the Times, submitted his own information when investigating Trim. He said that the app found nine monthly fees—not including those for utilities—totaling more than $100 on his accounts. He used Trim to instantly cancel two of them.

WHAT ARE THE STAKES?



At Truebill, a typical user has 11 recurring charges—mostly services that users know about and want, said Truebill founder and chief executive Yahya Mokhtarzada. (Netflix is most common, followed by Spotify, Amazon Prime, AT&T, and GoDaddy.) Among the 17 percent of site users who cancel a membership, however, the average savings is $512 per year.

Perhaps that’s peanuts to you. Perhaps you feel that marketing schemes are not real crookery, only small-time scams not warranting a lot of agita. In that case, please consider the following: the exact same mechanisms are at work in major and undeniable scams, the ones you read about in screaming newspaper headlines or see on TV exposés. There is a direct line connecting petty thieving through subscription fees and notorious swindle operations such as the payday loans scandal documented in the recent Netflix series “Dirty Money” (see the second episode on payday loans mogul Scott Tucker, https://www.netflix.com/title/80118100). Tucker, a millionaire racecar driver, was able to rob people of modest means using a predatory payday loan scheme that carried undisclosed fees. Some borrowers wound up owing as much as three times their initial loans, with Tucker’s company charging interest rates as high as 700 percent. More than 1.5 million folks were duped into paying these ridiculous charges. They couldn’t all have been stupid and irresponsible; they were human beings manipulated with common tricks into confusion about the true cost of something they needed (most people who take these loans are in desperate need of money). The documentary recounts how well-meaning, frightened customers were led to believe that they were paying back the loan when they were only paying back additional hidden fees that triggered even more fees.

The unscrupulous Mr. Tucker is now serving a term of 16 years and 8 months in federal prison (plus having to pay a $1.26 billion judgment). His business manager and partner in crime is also in prison and forfeited $49 million. The AMG Services company they ran was exposed by federal prosecutors in open court as having lied to consumers and regulators about where it was based and having falsely claimed it was run by a Native American tribe. This only occurred after enough alarmed customers complained to state regulators and consumer protection groups that the feds finally got involved. As noted by the U.S. Department of Justice announcement, “SCOTT TUCKER was sentenced to 200 months in prison for operating a nationwide internet payday lending enterprise that systematically evaded state laws for more than 15 years in order to charge illegal interest rates as high as 1,000 percent on loans. TUCKER’s co-defendant, TIMOTHY MUIR, an attorney, was also sentenced, to 84 months in prison, for his participation in the scheme. In addition to their willful violation of state usury laws across the country, TUCKER and MUIR lied to millions of customers regarding the true cost of their loans to defraud them out of hundreds, and in some cases, thousands of dollars” [emphasis added].10

It is a jungle out there—and you have to stay alert, be disciplined, and be aware of the traps.

AUDIT YOURSELF



Just as Ron Lieber did with the Trim app to uncover monthly fees he’d forgotten he was paying, it’s always good to perform regular self-checks on your spending habits. There’s that governor again.

Here is a short checklist of things to make sure you remember:

[image: Images]   Read the fine print before subscribing to any service.

[image: Images]   When a business asks for a credit card number (even if you’re signing up for a free trial), assume that

•   The business plans on billing you.

•   The business is likely to bill you without advance warning.

[image: Images]   Keep an eagle eye on monthly statements to identify charges you may have forgotten about. (Even small ones add up over time.)

[image: Images]   Set calendar reminders for when free trials expire so that you aren’t unexpectedly charged for a service you no longer want.

[image: Images]   Pay for subscriptions with a credit card to get stronger consumer protection than you would by paying directly through your bank account.

[image: Images]   Consider setting up a separate checking account or credit-card account to keep all your digital purchases in one place (just remember to pay the balance in full each month).

[image: Images]   If you prefer to farm out tedious tasks, consider using Trim or Truebill or some other service to ferret out unwanted fees and kill “zombie” subscriptions that live on despite efforts to cancel.

Okay, we’ve started our financial fitness regime with a light workout of eliminating nuisance and hidden costs and spur-of-the-moment shopping. Now let’s get ready for some heavier lifting.




CHAPTER

3

Debt Begets More Debt

Think what you do when you run in debt: you give to another power over your liberty.

—BEN FRANKLIN

Thinking before you click to buy that shiny new bauble, even if you can’t afford it, probably seems like basic stuff. And you’re right, it is basic. But if living within your means is so basic, then why have so many people accepted the dangerous myth that we should freely use consumer debt to buy the things that will supposedly make us and our loved ones happy?

If your expenses exceed your income, the only ways to fund that gap are either drawing on savings or incurring debt. That’s just the way it works. Unfortunately, many Americans opt to incur debt. Adding more debt increases your interest costs, which puts more pressure on you to increase your income—and getting a raise, as everyone knows, is never easy. Ignoring the simple math involved here is devastating to millions of Americans today. The buildup of debt by the federal government, private corporations, and we-the-people has reached levels that are astounding and that should be alarming to us all.

The following numbers could haunt your dreams if you let them. They’re from the nonpartisan Federal Reserve. In the last quarter of 2018, total household debt went up for the eighteenth consecutive quarter and is $869 billion (6.9 percent) higher than the previous high in total debt during the first months of the Great Recession. Our cumulative household red ink is more than one-fifth higher than it was in the third quarter of 2013. New car loans hit $584 billion, the highest level in the 19-year history of the Fed keeping these data.1

Here are some other numbers to consider:

[image: Images]   The rate of credit-card holders falling into serious delinquency with their accounts spiked in the fourth quarter of 2018, rising sharply for older borrowers.

[image: Images]   Average total debt per household topped $50,000 in the third quarter of 2018 for the first time since 2010 and stayed above that level in the fourth quarter, at $50,210. At least average household debt is still below the precrisis high of $53,000.

[image: Images]   Auto loans hit an all-time high in the fourth quarter of 2018.2

Adding insult to injury, beware the debt death spiral. When you rack up credit-card debt and late payments, that wrecks your credit score. Once you have a lower credit score, you will pay more to borrow money for basics such as a home or a car. Stated simply: debt begets more debt. Again, that’s just how it works.

We all need to return to the thrift and common financial sense that was the essence of American greatness and long ago woven into our cultural DNA. Don’t believe me? Let’s turn to Benjamin Franklin for his money advice. He had this figured out long before I and other financial authors showed up.

Benjamin Franklin wrote about four basic principles of thrift:

1.   “Gain may be temporary and uncertain, but ever while you live, expense is constant and certain.” Hope is not a financial strategy; we must be realistically and conservatively prepared for the expenses of living and realize that such costs are more than we anticipate.

2.   “Never keep borrowed money an hour beyond the time you promised.” When you take on debt, time costs you money.

3.   “Think what you do when you run in debt: you give to another power over your liberty.” Ben Franklin understood that debt is a prison. It ruins lives, relationships, and families.

4.   “He that is of the opinion money will do everything may well be suspected of doing everything for money.” Align your money decisions with the values you wish to live by. How much do you really need? Counter the temptation to click with the mental trick of remembering how happy you will be if you retain self-control of your budget. “Never let the things you own end up owning you,” goes the famous line in the film Fight Club.

RESPONSIBLE DEBT



There is such a thing as responsible debt, certainly. If you have enough money for a down payment on a home, and if the amount of the loan is not out of proportion to your income stream—and if you have at least a small nest egg to fall back on in case of job loss or personal emergency—then a home mortgage is smart. It is a responsible way to buy and invest over time in shelter for you and your family. In addition, a secured debt, such as a mortgage, is always safer than an unsecured debt, such as a credit-card balance because the lender has collateral. Still, such a serious commitment should scare you silly, unless you’ve got your ducks in a row. Never take out a home loan on faith that your personal finances, or the economy in general, will get better. Always avoid balloon mortgages like the plague they inevitably are, as you will see when we dig into them in Chapter 4.

Let me add that it is also possible to have “responsible” credit-card debt. But only if you can pay off what you owe each month. Seriously. This is the only 100 percent certain way to avoid the debt trap. A hugely concerning problem for our society is that many people—tens of millions of people—effectively use debt as a way to expand their lifestyles. This inevitably costs individuals more than they bargained for. Our country at large has become a roiling ocean of debt in which consumers flail and sometimes suddenly drown in high debt. This is what happened during the Great Recession that began in the fall of 2008 and kept taking households down for the better part of a decade.

TYPES OF CONSUMER DEBT



Consumer debt trends are documented by the Federal Reserve, the institution charged with maintaining the stability of our financial system. I follow these data closely. I look at the charts—and while the renewed economic growth of the first two years of the Trump administration is encouraging, our debt crisis is still growing. The Fed’s chart of revolving debt, for instance, shows a gigantic mountain built up since 1968 when credit cards came into popular use (Figure 3.1).3

[image: Images]

FIGURE 3.1 Credit-card debt, 1968–2018.

Fed data only go back to 1968, which is around the time credit cards came into widespread use (late 1950s to early 1960s).



Credit cards aren’t the only type of revolving debt, although they are by far the largest component. Another major type is the home equity line of credit (HELOC), in which a home is held as collateral for a loan. Human nature being what it is, millions of mortgage holders tapped their HELOCs for unnecessary and unaffordable luxuries (such as new top-end kitchens and in-ground pools) during the real estate boom. After the 2007–2009 mortgage loan crisis, when home values plummeted like meteors crashing to Earth, the number of home equity loans given out by banks declined steadily. Total household debt also declined for 19 consecutive quarters starting in late 2008 as consumers felt forced into curtailing their spending. This mass “deleveraging” of debt was unprecedented in the history of records kept by the Fed. But, inexorably, starting in 2013, total household debt began to rise again. As it turned out, credit cards were now being used in the same way that home equity loans had been before the crisis—to keep spenders afloat. People in large numbers were again opting not to live within their means. In many ways, government policies abetted this irresponsible spending. Artificially low interest rates by the Fed gave banks plenty of cheap cash to lend out to credit-card holders. To be sure, many people in need turn to borrowing to keep the wolf from the door, but as with many of these situations, the wolf will find another way into the house. In the words of Warren Buffett, “If you buy things you do not need, soon you will have to sell things you need.”

DRIVE OVER THAT BALLOON IN THE ROAD



After the recession, the Fed lowered interest rates and kept them low for almost a decade to stimulate spending and “reinflate” the economy. It should have been warier of what a cycle of “easy money” and deficit spending brought us in the recent past: the dot.com collapse of the 1990s and the housing collapse of the 2000s. What sector is most likely to collapse as a result of the current cycle? I am not that good a prognosticator. But, if you pushed me, I’d say watch the auto loan industry, where subprime loan defaults are ominously blossoming. As noted in a Business Insider column by Wolf Richter in 2018, the delinquency rate for subprime auto loans is at its highest rate in more than 20 years and higher than during the Great Recession. “Auto loans to customers with subprime credit ratings—FICO [Fair, Isaac and Company] scores below 620—are risky affairs. During good times and endless cheap money, though, the high interest rates that can be extracted from car buyers who think they have no other options are just too tempting. Now the losses are coming home to roost.

“Big banks have become relatively conservative in this category and are sticklers for things like income verification and other details, which has made room for specialty lenders with fewer such compunctions.”4

So let’s focus on car loans and the big balloon of debt they represent for so many Americans in many walks of life. The total auto debt nationwide, according to the Fed’s most recent report, is $1.23 trillion. Yes, trillion dollars. It is ordinarily considered a good thing for the economy when people buy cars, of course. It means jobs for the workers in the auto industry and positive economic effects that ripple out in many ways.

But I must repeat myself: it is bad for the economy and for your household when debt piles up out of proportion to your ability to pay. Car debt has become a prime example of this happening in too many households.

The average new vehicle loan is $30,534, and the average monthly payment is $509, according to Experian’s 2018 state of the auto finance market report.5 The overall delinquency rate (90 days behind in payments) is 4.3 percent. This is lower than the delinquency rate for student loans and mortgages, but it has been slowly increasing since 2015. A national crisis with delinquent car loans could never be a disaster on the scale of the mortgage loan crisis for the overall economy. Auto lending is simply a smaller business. And Wall Street does not set up as many “packaged” securities and derivatives with car loans that spread around debt like an infection. (Maybe they learned something?) But for the individual car buyer? Delinquency can be a real disaster. One obvious reason is that it is fairly easy for lenders to take back their collateral in case of default. While foreclosing on a home usually requires a long, multistep court procedure, your car is parked right there in your driveway where the “repo man” can snag it.

People with lower FICO credit scores are especially vulnerable when it comes to car loans. After the recession, large banks became more conservative about lending to those with FICO grades equivalent to less than a B or C. They strengthened requirements about income verification and assumed schoolmarmish attention to detail in processing such loans. The Fed reported in 2017 a total of about $280 billion of “subprime” auto loans still outstanding in this country. (Subprime refers to the borrower, not the lender.) There is no hard-and-fast standard for who is assigned a subprime loan, but generally speaking, it means borrowers with FICO credit scores below 600 to 640 on an 850-point scale. These borrowers must secure a subprime loan if they want to buy a car from a dealer that costs more than they have in their piggy banks. As noted in the Fed’s Liberty Street Economics blog,

Further disaggregating the delinquency rates by the origination credit score of the borrower shows that while the delinquency rates for borrowers with credit scores of 660 or higher appear to be somewhat steady, the subprime delinquency rates are really where the pressure is. This is especially stark when we break out auto finance and bank loans, which shows that the delinquency rate—even among borrowers in the same credit score bucket—is considerably higher and rising on the auto finance side.6

Almost without exception, the interest rate is higher for subprime loans, as high as 20 percent or even higher. The loans are made by lenders that specialize in subprime auto finance. The subprime specialists make their profit by charging a higher interest rate on money they borrow from big banks at the prevailing rate. Recently, three subprime lenders—Summit Financial Corp, Spring Tree Lending, and Pelican Auto Finance—filed for bankruptcy or were forced into it, raising concerns about the whole subprime loan business structure. The allegations made against those companies in court filings make it sound as if the companies themselves were operating one step ahead of the repo man. The words fraud and misrepresentation were uttered by regulators and prosecutors looking into loans made to people buying “too much car” for their budgets.

There had been evidence of loose standards for making subprime loans for quite some time before these three lenders happened to get tapped by the long arm of the law. For years, regulators and federal agencies have pursued complaints about Santander Consumer, the heavily investigated subprime auto lending arm of the Spanish banking giant. In August 2018, the Consumer Financial Protection Bureau under Trump appointee Mick Mulvaney settled with Santander Consumer USA for predatory lending practices.

Santander agreed to a legal settlement over claims that it allowed borrowers to “make interest-only monthly payments without explaining that doing so would increase the total cost of the loan,” according to Reuters, citing three sources familiar with the deal. It also “failed to explain to customers how an insurance policy—known as ‘guaranteed auto protection’ (GAP)—would not always cover the costs of replacing a car that was destroyed in an accident.”7

That wasn’t all. In 2017, the state attorneys general of Massachusetts and Delaware settled another lawsuit with Santander USA over shoddy subprime loans, with Santander paying $26 million. In Massachusetts, for example, Santander colluded with auto dealers that targeted consumers who couldn’t afford the loans. One dealer inflated borrowers’ incomes by at least $45,000 a year, according to Maura Healey, attorney general for Massachusetts.

“Yet Santander continued to do business with those dealers and failed to rein in their practices,” according to Healey. In some cases, Santander required that some dealers buy back loans that had defaulted, she said.”8 Santander USA has been hit with subpoenas and civil investigative demands from at least 28 state attorneys general over its lending practices.9

Car sales keep on rising rapidly in the country, but defaults on car loans keep rising, too. As when an unstoppable force meets an immovable object, something’s gotta give. Maybe it will be the subprime loan market. Maybe it should be Americans’ fixation on the latest and most luxurious ride they can acquire, unless they can actually afford it.

RAISING RESPONSIBLE SPENDERS



Debit spending has become a way of life in America, and we have begun passing it down as a cultural heritage. A good number of us are even handing credit cards to our kids before they have any income. A 2017 T. Rowe Price survey showed how children are increasingly being given access to credit cards. Only 4 percent of children aged 8 to 15 had access to credit cards in 2012. Five years later, 18 percent of kids in this group had credit cards.10

Again, there is a big difference between responsible and irresponsible spending habits that parents pass along to their children. If done responsibly, giving children/dependents a credit card can help them build credit before they attain financial independence. This will provide them with the future gift of lower interest rates and insurance rates and an easier time of renting an apartment. The parents must have good credit first; otherwise, they cannot provide the child with good credit.

So let’s say you’ve worked hard for a strong credit rating, and you want to add your child as an authorized user on a credit card. Just remember, the child will have the same spending power as you but none of the financial responsibility for the bills. I suggest that parents lay down ground rules and make sure that they are followed. This is what I have done with my current teenagers. If you don’t think your young one is ready for this, try the “sock drawer” method of helping him or her build good credit. Add your dependent’s name as an authorized user, but do not provide him or her with access (hide the card in the sock drawer). By using the card for small charges every few weeks and paying the balance off in full each month, you can build your child’s credit without risk to your own. Another option when deciding for your child might be a secured credit card; this is an account with a low limit of credit, secured by your deposit of cash. You might put $250 on the card and permit your kid to spend as wisely as he or she is able with that. Lessons can be learned, but no major harm will be done.

Debit cards that allow kids to spend money deposited in their bank account on the first of each month are a modern way of providing a cash allowance. Kids learn to budget their purchases against their balance, and again, no big harm results if they run through their balance in the first week of the month. And it is wise to let them experience lean times until the first of the next month!

If you want to home school your kids to become financially literate about credit, here are a few important facts and principles you will want to share:

[image: Images]   Credit-card companies commonly lure customers with 0 percent interest rates for the first year or so. It is very risky to get into debt during this period because the interest rate can balloon to more than 20 percent when it’s over.

[image: Images]   No matter what the interest rate is, never carry a balance on your credit card.

[image: Images]   Pay on time. If you’re late by 60 days, companies can increase the interest rate as a penalty.

In addition, I strongly recommend reminding your kids (and yourself) to understand from the outset that interest rates can rise according to the national economic situation—not just their personal lives. The Fed has the power to lower interest rates to combat the effects of recession and to raise them to prevent inflation. As our economy continues to improve from the Great Recession, rising interest rates are possible. So personal credit-card debt is likely to become even more burdensome in the coming years. Good to know, right?

FINANCIAL HISTORY LESSON



Now that we’ve addressed the problems of debt and what you must teach your children about it, let’s take time for a refresher on recent financial history. It is to each of our benefit to know and understand the basic threads. How did we get here? How did lending get to be so easy and destructive for citizen consumers? Why doesn’t our government teach financial responsibility to help us protect ourselves?

Back in 1933, in the aftermath of the Wall Street crash of 1929 and the ensuing Great Depression that caused runs on many banks, a law was put into place separating banks into two types—commercial banks (for consumers) and investment banks (for corporations, institutions, and high-net-worth individuals). The 1933 Glass-Steagall Act held commercial banks to very strict standards concerning risk in their investments—thus curtailing opportunities for maximum gains but protecting them as stable repositories for consumers’ funds that are insured by the federal government up to certain levels. Over the next 60 years, enforcement of Glass-Steagall regulations gradually weakened as commercial banks pushed and bumped against its limits on what they could do with their own money. Some of you may recall debates in Congress back in the 1990s over the appropriateness of Glass-Steagall to modern-day banking. In late 1999, during the Clinton administration, Congress moved to gut the law. New legislation was passed to allow commercial banks to engage freely in insurance and investment banking with their own money (but not their customers’ funds).

Almost immediately, this resulted in the launch of a wave of bank mergers and new types of financial entities and vehicles, that is, packaged loans that could be sold and resold repeatedly and often. In September 2000, two giant banks, J.P. Morgan and Chase Manhattan, came together to make the most of these new opportunities. This was the biggest bank merger ever, a $33 billion deal that created a financial institution regulators instantly saw as being “too big to fail”; that is, if the bank went under, it would result in widespread economic disaster. Other mergers quickly followed. Big banks swallowed small banks, and investment banks and commercial banks intermarried.

Things got ugly with the financial upheavals of 2008. On January 11, 2008, Bank of America announced its acquisition of the troubled subprime lender Countrywide Financial Services, crippled by its underwriting of bad mortgages. In the days after the shock waves of the crash, Bank of America swooped in to buy reeling Merrill Lynch on September 14. These deals would not have been possible before 1999. On September 15, 2008, the investment bank Lehman Brothers collapsed.

Then the world’s largest insurance company, AIG, stepped into the barrel. AIG had charged into the derivatives market by using credit-default swaps to insure exotic investments such as collateralized debt obligations (CDOs) that were all the rage in markets fueled by the subprime mortgage boom. These credit-default swaps pushed the otherwise profitable company to the brink of bankruptcy.11 As the mortgages tied to the swaps defaulted, AIG was forced to raise millions in capital. When stockholders got wind of the situation, they sold their shares, making it even more difficult for AIG to cover the swaps. AIG found itself so destabilized that on September 16 the Fed and Treasury released $85 billion in bailout money for AIG to stay afloat (and later another $100 billion).

Then the hyperaggressive Bank of America found itself in trouble as it tried to juggle the impossibly complex, interwoven, and overleveraged investment products it now owned. By October, the Fed and Treasury classified Bank of America as too big to fail and released $45 billion in bailout loans. At the same time, General Electric fessed up and suddenly told the Fed that it was on the brink of being unable to roll over its short-term debt with lenders. No wonder, the nation’s second Wall Street “crash” occurred on September 29, 2008. On that day, the Dow Jones Industrial Average registered the largest point drop in history (up to that time) for a single day of stock trading: 777.68 points.

Lawmakers felt compelled to do something to rein in banks and protect consumers amid the financial crisis and recession. The landmark Dodd-Frank Act of 2010 was the Democrats’ answer and passed on a largely partisan basis. The law established the Consumer Protection Financial Bureau (CPFB), designed by then Harvard Professor (later U.S. Senator) Elizabeth Warren to ostensibly protect consumers but also with an unaccountable structure that federal courts later found unconstitutional.

As some readers know, in my first book, Going Public, I documented my role in many of these controversies, including finding a way to make the Volcker rule an effective tool for managing risk by curtailing riskier investments on the parts of the banks that are repositories for our money. Dodd-Frank also established an intra-agency star chamber named the Financial Stability Oversight Council housed at the U.S. Treasury that I called in Going Public a “Frankenstein-ish super regulator staging a hostile takeover of the SEC’s [Securities and Exchange Commission’s] role in regulating American’s mutual funds, investment advisors and other investment management firms.”

Dodd-Frank brought new and far tougher restrictions on banks, with annual stress tests to gauge their stability in the event of another crisis. In this period, home mortgage lending became so heavily regulated and requirements for down payments so intimidating that millennials and others without substantial incomes turned to apartment life. From 2008 to 2011, total credit-card debt also declined. Ultimately, many asset managers stepped in to provide all types of credit in a much more risk-focused manner than the banks ever had. With Dodd-Frank sidelining the banks through higher capital requirements, the lending field was freed up for more business-savvy lenders.

The crisis seemed to encourage more responsible spending by consumers—I know it did for me. You are free to draw your own conclusions. Mine is that free markets, effective enforcement of existing rules, and responsible spending are all best practices.

In 2016, the political pendulum swung hard to the Republicans and President Donald Trump, who had made a campaign pledge to “dismantle” Dodd-Frank. He could not deliver on that one, but in May 2018 he signed a measure that was the product of years of bipartisan negotiation and called it just the “first step.” Midsized banks (often known as community banks) and credit unions now face much less scrutiny and are exempt from the annual stress tests. Banks with less than $10 billion in assets are once again free to engage in trading with their own money (through a holding company).

Trump appointed Congressman Mick Mulvaney—a consistent critic of the CPFB—to head it. There was a lot of political scrapping over that because Democrats seemed to have hoped that an unelected head of the agency would be in charge forever.

Once he took charge, Mulvaney:

[image: Images]   Immediately stopped hiring at the CFPB, stopped collecting fines from violators, and ordered a review of all active investigations.

[image: Images]   Shut down public access to the CFPB’s online database of consumer complaints.

[image: Images]   Fired its entire advisory board in June 2018 and replaced it with a new board in September.

[image: Images]   Issued a series of decisions siding with payday lenders being prosecuted for charging high rates of interest.

In my view, like it or hate it, the CFPB was never needed. It duplicates the same consumer protection rules enforced by other well-established agencies, including the SEC, and has little to add for the taxpayer’s investment. Rather than waste time neutering its powers, simply eliminate the agency.

YOUR MOVE



So whatever cycle of regulation and enforcement we are in, your basic situation remains: you need to protect yourself against debt. Once you have debt, you need to deal with it. If you have too much debt to pay off, it may take several years and a lot of sacrifices to reverse that.

Here are the steps I recommend you always follow:

1.   Stick to one credit card. Pay it off monthly. Use cash whenever you can. Remember, paying only the minimum amount due on a card will mean that you pay a lot more, for a long time. For example, if you pay only the minimum payment due each month on a $1,000 balance with an 18 percent annual percentage rate (APR), you could take an estimated seven years or longer to pay it off while paying an additional $1,000 to $1,730 in interest.

2.   Become a smart car shopper. New cars depreciate faster than a speeding Ferrari, so research the options: used, preowned, and dealers’ test-drive vehicles. Look on Craigslist and use CarFax. (You must subscribe, so keep an eye out. See Chapter 2.) Consider one car for your household, if possible. How about riding a bike? (You won’t have to pay for parking, either!)

3.   Reduce your housing costs. Downsize if you can’t afford your home. Take on a roommate. Buy a duplex (you’ll save on taxes too). That’s a topic for Chapter 4.

4.   Pay attention to your credit reports. You can probably get your credit report for free from your bank. Credit reporting agencies must also by law provide you with a free credit report once a year. Pay attention to those little notices attached to your bank statement that tell you if you are spending more or less than you deposit from your earnings—and then spend less.

5.   Set an amount for discretionary spending each month. Do this to cover the unavoidable things that come up and the occasional must-have latte. Don’t use credit to go over that limit.

If you have excessive credit-card debt, you must form a concrete plan to dig out. Bring your brains and your self-interest to the table; don’t just sign up for the first credit-card counseling service you hear about. It’s like dating. Watch out for big promises and smooth operators. Stick to the simple math and commonsense that gets lost in the money game: paying back your debt requires spending less, making more, and making sacrifices to do both. Yes, you should pay off your higher-interest-rate cards first, and you can consolidate your debt onto one card where you pay zero interest for a set amount of time. This can simplify the task, but the task remains—restructure your behavior so that you don’t go further into debt, and pay off your balances. Then you can build your personal balance sheet.

Some options include:

[image: Images]   Set up an accountability partner, a trusted friend or family member who will hold you to your budget and perhaps in special situations loan you an amount to pay off the debt if you are accountable to your plan.

[image: Images]   If you have, ahem, an excess personal inventory of goodies—say, a third car, a second set of golf clubs, or two Rolex watches—sell them. It is likely you couldn’t afford them in the first place.

Most of all, when it comes to credit-card debt, like speeding on a country road with your arm out the window, paying blackjack at the casino when you’re drunk, or planning your bachelor party for Las Vegas, don’t ask for trouble. Believe me, it will find you.




CHAPTER

4

The Mortgage Trap

We shape our buildings, and afterwards our buildings shape us.

—SIR WINSTON CHURCHILL

Home is a concept that draws on some of our deepest emotions. It is closely tied to our ideas of family, security, and the American Dream itself. Because it carries a symbolic importance much greater than most of the big financial decisions we make, the dream of homeownership can lead to major financial mistakes.

In fact, it is a cultural myth that to have a good home, you must own it. It is even more misguided that so many Americans see it as an essential step toward wealth and status. In fact, the number one financial sinkhole for working families is a monthly mortgage payment that is simply too high. “It’s time to move beyond the subprime mortgage meltdown and ask a more fundamental question,” Clive Crook wrote in a brilliantly prescient essay published in 2007 in The Atlantic. “Is it good for society that Americans aspire to own homes, rather than merely live in them?”1

Okay, that is a tough question. But I know this: you need to take a hard look at all your options before you anchor your financial ship to mortgage debt. In many ways, mastering money is about becoming the master of your mind and sorting out financial truth from truisms and myths. This is what this chapter is about.

Unfortunately, there is a scam out there that preys on our desires and perpetuates the homeownership myth. It starts with the federal government, which makes it easy for Americans to get mortgages they can’t afford. The two government-sponsored mortgage entities, the Federal National Mortgage Association (“Fannie Mae”) and the Federal Home Loan Mortgage Corporation (“Freddie Mac”) guarantee mortgages so that Americans get 30-year loans that are unavailable in most other countries. When the Fed keeps interest rates artificially low, as it did after the 2008 financial crisis, it saturates the American economy with cheap money that can be lent to home buyers who probably should not take the plunge. All of this is effectively a subsidy for home buying. Developers and the real estate industry love it because they can keep developing and selling. Unregulated mortgage brokers and financing companies love it too because the more loans they write, the more they profit. The result? Housing demand rises, and so do home prices, eventually into crazy land, as during the last boom and devastating crash in 2008. When housing markets “adjust,” however, millions of everyday people who played by the rules and scrimped for their down payment can be trapped. Renters can move to lower-cost housing. Homeowners—or, more accurately, those who owe mortgage debt—are frequently anchored in place. Foreclosure is often the result.

I am hopeful that with the introduction of smarter policies, this will change substantially in the years ahead. But the reality is this: standards of living and incomes in America haven’t risen enough to justify our high rate of homeownership, which is more or less equivalent to post–World War II levels (a time of unmatched American prosperity). People are going deeply into debt for their homes, and the federal government is mostly to blame.

THE MONEY EARTHQUAKE OF 2008



Numerous books have provided scathing and unforgettable reporting on the abuses of the mortgage “gold rush” preceding the 2008 crash. Investment banks such as Merrill Lynch held trillions of dollars of subprime mortgages on their books in the form of esoteric investment instruments. At the end of a long chain of financial wheeling and dealing were unsuspecting citizens who had bought into the subprime mortgage scam—typically with a great deal of naiveté. Sadly, before the crisis, Congress had mandated that banks make more subprime loans to “underserved” populations, which fueled the rush to provide mortgages to people who were unable to weather a financial storm.2

In the book by former Lehman honcho Lawrence McDonald (with Patrick Robinson), A Colossal Failure of Common Sense: The Inside Story of the Collapse of Lehman Brothers, McDonald recounts an undercover trip to Los Angeles to check out New Century, one of the “mortgage factories” selling billions of dollars of mortgages every month, many of them subprime. Lehman Brothers and other players on “the Street” (Wall Street) knew at this point in the market that “no one can afford to hold onto the scalding hot potato of subprime mortgages that cannot be sold.”

McDonald was sitting at a restaurant next to the New Century offices with his partner, waiting for the “body builders”—the buff, slick mortgage salesmen with gleaming teeth—to swing by for drinks after work. What the men found at New Century was a factory churning out thousands of subprime mortgages to unsuspecting buyers.

“Worse yet, the interest rate resets were about to kick in. We’d seen the documents. Hundreds of thousands of poor people were about to see their monthly payments rocket up from $800 a month to possibly $2,400 a month, maybe more. It had to be a house of cards, because these people could not afford that much,” McDonald wrote. The New Century drama as it played out in McDonald’s book is a fascinating example of what went down not only at Lehman Brothers but also in the entire financial sector.3

Stories of Foreclosure

We all make financial mistakes. I have pulled some doozies, such as renting an expensive one-bedroom Manhattan apartment during my first years working at a law firm, when all I needed was a studio because I was never home. In my pro bono legal work at Kirkland & Ellis, I’ve talked to low- and moderate-income Americans who are facing tough financial choices. I have seen the worry in their eyes and heard the pain in their voices.

The stories reach across every state and demographic. Take Brian Burns of Las Vegas, who bought into the Nevada housing boom in 2004, moving into a 3,500-square-foot house bought for $250,000 in 2004 and selling it for $650,000 three years later. Flipping houses at that time was easier than selling beer on a hot Sunday afternoon at Yankee Stadium. During the boom of the early and middle 2000s, financial gurus pushed the idea of using leverage (debt) to buy houses that could be spruced up and sold to the next sucker. The advice that sold the most books pushed the idea of buying as much real estate as possible, using as much of other people’s money as possible.

Brian was fortunate to have sold his investment property, but he was still overleveraged. As National Public Radio (NPR) reported at the time, “[Brian] decided to keep it in the bank and buy another, smaller house in a brand-new development in the town of Henderson, Nevada. Sure, the stucco tract-style housing didn’t have a whole lot of charm, but Burns didn’t care. He persuaded some of his friends to buy other houses in the neighborhood. He had cash in the bank, excellent credit, and he put no money down.”4

Many people who relied on debt in the hopes of building a real estate “empire” overextended their financial reach. But real estate investments are just one part of the tale. Homeowners who depended on the same mogul-based advice for buying their own homes also set their families up for financial disaster.

In 2017, Nobel Prize–winning economist Robert Shiller wrote about how get-rich hype and promises from house-flipping gurus seized consumers’ imaginations with envy-inducing narratives about “smart investors who were bold enough to take a position in the market.” A new gold rush was on, and the purveyors of these stories made it seem like riches awaited anyone audacious enough to take the chance.

As Shiller notes, real estate flipping “gurus” at the time urged amateur investors to leverage “other people’s money” to buy and redevelop properties. In other words, the game was to borrow as much as you can. Consumers heard a constant drumbeat about the upside of leverage in seminars and informercials but not much about the perils of leverage during the big kind of price drops that were just around the corner.5

Shiller’s analysis shows how our brains are susceptible to overconfident or optimistic biases—we want to believe we have greater control over a project or decision than common sense and evidence dictate. This is a common problem in mastering money and certainly in mortgage holding.

So it was with Brian.

By 2009, Brian’s house was worth only $140,000. The crash had devastated his freelance business. Money was tight. Brian stopped paying his mortgage, which destroyed his great credit rating. Brian “let the bank take his house and moved to Oregon to start over,” the story reported. By 2016, Brian had returned to Las Vegas, where he rented a small apartment.6

Then there’s Guillermo Gallindo and his wife of Revere, Massachusetts, who bought a house at the top of the market in 2005 for $450,000 with 5 percent down and a monthly mortgage payment of about $2,000. By renting out the top floor, the Gallindos could afford their mortgage payments—until the economic downturn cut into Guillermo’s own working hours and his renters fell on hard times. Meanwhile, the interest rate on his adjustable rate mortgage crept higher.

The crash cut the value of his home in half, and the bank wouldn’t renegotiate his mortgage. Guillermo believed in the American Dream and wanted to keep his house—his roots—until he could pass it on to his daughter. But after months of struggling to stay in their dream house, the Gallindos could no longer pay the mortgage, and the bank foreclosed. As of 2016, they rent a two-bedroom apartment.7

Naturally, homeowners with subprime loans with higher interest rates were hit even harder than other homeowners during the 2008 crisis and will be disproportionately foreclosed on in future recessions. During the peak of the boom, single women were the fastest-growing demographic taking out mortgages, particularly subprime ones. A 2008 New York Times profile of determined, hardworking single mothers Kue McIntyre and Anjanette Booker and their Belair-Edison neighborhood in Baltimore contained many interesting insights. Belair-Edison was a fragile but promising neighborhood comprised largely of single African American women with families buying their first homes. Many of these mothers acquired their first mortgage as a subprime loan from private lenders targeting aspirational home buyers who lacked good credit.8 In 2006, most of the neighborhood’s 6,400 homes were owner occupied.

The people of Belair-Edison worked, raised families, and believed that homeownership would secure their economic safety net. But the reality was different. When the real estate bubble burst, salon owner Booker saw her adjusted monthly mortgage payment “balloon” from $841 to $1,769; Kue McIntyre defaulted on her mortgage after losing her job. She’d taken two subprime mortgages motivated by the best of reasons—to move her family out of a high-crime, gang-troubled area to a safer, better neighborhood. If she had chosen instead to rent in a better neighborhood, Kue would have had better cash flow and more options for riding out a rough spot. Foreclosures were initiated on more than 400 Belair-Edison neighborhood homes in Baltimore between 2007 and 2008.9

In the years that it can take for families to begin to recover from a foreclosure, there is incalculable collateral damage—destroyed credit, separation from communities, and career and educational opportunities indefinitely delayed. While it’s tempting to assign blame when an American institution such as homeownership goes so awry, who’s most at fault is not the point. The point is that foreclosures are an indicator of excessive debt, which devastates individuals and communities. Foreclosures don’t just hurt the family that loses their home—they damage the neighborhood, the community, and the economy at large.

The crash also affected more affluent homeowners, who experienced widespread foreclosures as well as financial losses in the form of short sales—selling their houses at a loss. Economists note that it took longer for wealthier mortgage holders to burn through their savings, so this wave of troubles was delayed for a year or two. Unfortunately, middle-class and upper-middle-class African Americans experienced higher rates of foreclosure because they carried more mortgages from private lenders who had targeted minority families during the boom with riskier, high-interest, and adjustable-rate mortgage loans—stimulated by government policies to encourage lending to underserved groups.

Policy analyst Peter Ferrera of the Carleson Center and Heartland Institute has written extensively on the roots of this disaster. In examining where the foreclosure crisis began, Ferrara pinpointed the 1995 housing initiatives of President Clinton: “Under this new Clinton vision, it became federal regulatory policy to force the nation’s financial institutions to abandon traditional lending standards for home mortgages, on the grounds that those standards were racially discriminatory, as African Americans and other minorities could not qualify for mortgages to nearly the same degree as whites and Asians.”10

Prince George’s County in Maryland was an epicenter of this middle-class foreclosure crisis. One carefully documented 2012 report by Janell Ross in the Huffington Post highlighted the fate of Osita Otigba and his wife, Peace, who lived in Balk Hill, a new subdivision in Mitchelville, a nicely wooded suburb outside of Washington, DC. The Otigbas and their neighbors were African American professionals or business owners. Janell wrote, “This was an impressive lineup in most any community, but here in Prince George’s County, the most affluent majority-black county in the United States, the Otigbas and their neighbors were just part of the wave of well-to-do families who arrived in the years before the financial collapse to stake their claim on a 5,000-square-foot version of the American dream.”

Sadly, between 2008 and 2012, the Otigbas and five of their six immediate neighbors were underwater on their mortgages, and the Otigbas were living in fear “that an official foreclosure notice will arrive with an order to vacate.”

“‘I am like a tree that is on the verge of being uprooted by water,’ Otigba said, then sighed. ‘When that happens, think of all the other parts of the ecosystem that are upset, the streambeds that overflow, the problems that follow. That’s what it is like here.’”11

Robert Shiller noted that while some may blame homeowners such as the Otigbas for being financially feckless, foreclosure is a social ill with far-reaching consequences. “What would this mean in human terms?,” Shiller wrote. “Picture a line of moving trucks extending for hundreds of miles: they are taking the furniture of countless families to storage lockers. Picture schoolchildren saying goodbye to their classmates. They aren’t going on vacation: they are being abruptly moved to the other side of town.”12

Innocence Lost

The big crash that unfolded from 2008–2010 has (incredibly to me) faded from the political discourse. If you aren’t paying attention, you’d likely think that its residual effects have vanished as well. But the scars remain for millions of families—families who in many cases drew down their savings, cashed out their retirements, and took on lethal adjustable-rate mortgages without a safety net or plan B. Why? Because they’d been sold on the belief that this was their chance to get in on the dream, to ride the American wealth engine to prosperity. They drank the Kool-Aid, and it was powerful, flavorful Kool-Aid. But several years have passed, and we should be wiser.

None of us can afford the luxury of thinking it can’t happen here. It can, it did, and it will. My advice is don’t get fooled again.

Between 2008 and 2012, more than 6 million families nationwide lost their homes during the foreclosure process or were in the process of doing so, according to the Center for Responsible Lending.13 Keep in mind that the Fed kept interest rates low (and Fannie Mae and Freddie Mac kept underwriting mortgages) before the crisis, even as the home sector had reached a frenzy.

THE MORTGAGE DECEPTION



The truth is that the last recession and the recklessness that led to it, while devastating and more severe than any in recent memory, was not an anomaly. Whereas foreclosure rates at the time of this book’s publication are at prerecession levels, even minor tremors in the economy expose the fragility of home buyers. Every decade or so, the housing market crashes, wiping out family savings, pushing people over the edge, and damaging neighborhoods. In response, interest rates (usually) go up, and lending standards tighten. But then a few years later the Federal Reserve, Fannie Mae and Freddie Mac, the real estate industry, and mortgage brokers all start the cycle again. Case in point, between 2009 and 2011, home foreclosures shattered previous highs.14 But now the housing machinery is back at it, once again pushing low-interest loans. Fannie Mae and Freddie Mac raised the permitted debt-to-income ratio for home loans in 2017, meaning that prospective home buyers can borrow more and leverage themselves more. This despite being bailed out by Congress after nearly imploding in 2008 because of defaulted loans.15

Single-family home sales are the highest in a decade, and home prices are sizzling in most real estate markets nationwide, with prices going up 5, 6, and 7 percent every quarter. The share of income Americans pay in mortgage debt has been steadily inching up since 2014.

In real estate, the sky is not the limit. Sooner or later, prices come down and interest rates go up. Those 3 percent mortgages, if they are adjustable-rate mortgages, will balloon up to 5 or 6 percent, and many people will be forced out of their homes when the monthly payments become too high.

According to the highly respected “How Housing Matters” surveys by the MacArthur Foundation, in 2015 and 2016, more than half of Americans had to make at least one major sacrifice to pay their mortgage or rent.16 These included getting a second job, deferring savings for retirement, cutting back on healthcare, running up credit-card debt, and even moving to a less safe neighborhood or one with worse schools. One-third of people said they or someone they knew had been evicted, foreclosed upon, or lost their home in the last five years.

I can point to many good reasons for entering, staying in, or returning to the home buying market, for refinancing, or even for buying up. But these are all dangerous decisions unless you truly have your financial house in order. Homeownership can be the American Dream or the American Hustle. Through the principles taught in this chapter, I want you to learn how to avoid the latter and save for the former.

Before I explain the financial traps of the mortgage deception, let’s find out how this whole cult of the mortgage got started: in the halls of Congress.

THE THIRD RAIL OF TAX REFORM



Commentators and elected officials have variously labeled the home mortgage interest deduction “the most sacred break in the tax code,”17 “sacrosanct,”18 the “Third Rail of tax reform,”19 and “an American birthright.”20 But our Founding Fathers didn’t inscribe home ownership into the Declaration of Independence or the Constitution. No marches were held for this “birthright.” In many respects, the sacred status of this provision was an accident of history.

In 1913, Congress passed and President Woodrow Wilson signed the Revenue Act, reinstituting the federal income tax. The Revenue Act also allowed homeowners to deduct interest paid on home mortgages. This was a practical, not an aspirational, move: lawmakers wanted to allow taxpayers to deduct interest as a cost associated with generating income if they rented out their houses.

Historians find no evidence that Congress intended to encourage homeownership for its social value before the end of World War II. Homeownership rates then were far lower than today, income taxes were paid by few, and American citizens carried little debt in comparison with our current era.

The home mortgage deduction became a more prominent vehicle for upward mobility after World War II. Homeownership increased as millions of Americans rode the economic expansion upward. Banks and the Fed responded with lower interest rates and easily available 30-year mortgages.

With greater incomes, more Americans were paying federal income taxes. The middle class and upper middle class began to understand how the home mortgage interest deduction allowed them to cut their federal tax bill, lowering their effective mortgage interest rate further. Real estate lobbyists and home builders became outspoken advocates for the deduction. Property taxes were also deductible, a major benefit for homeowners in affluent high-tax states and densely populated communities with higher property taxes.

In 1986, Congress and President Ronald Reagan embarked on a major cleanup of the tax code that resulted in many changes. Policymakers eliminated deductibility for consumer interest paid on auto loans, credit cards, and other major purchases financed through debt. If you don’t remember, it may seem too good to be true: there was a time you could deduct interest on your credit-card debt and auto loans from your income on your federal tax return.

Through it all, the home mortgage interest subsidy remained intact. In effect, policymakers told America that the real estate industry was more important than the automobile industry or other forms of economic activity. Then the tax writers added an additional sweetener—permitting taxpayers to deduct interest on another $100,000 of loans secured by a home equity loan on top of their mortgage. Contrary to its image, Congress can be awfully generous to U.S. taxpayers and the banks that lend to them to buy real estate.

Little changed on the mortgage interest front until 2018, when President Trump and Congress put together and passed a new tax reform law. The lawmakers took a modestly courageous stand of trimming back the amount of debt eligible for the mortgage interest deduction to $750,000 while grandfathering in the previous $1 million ceiling for homes purchased before December 15, 2017.

In addition to lowering the mortgage deductibility ceiling, the bill limits the deductibility of property taxes and state and local income taxes to a combined $10,000. In states such as New York and California, where home prices and property and income taxes are high to pay for large governments with employees enjoying high salaries and government pensions, this change means that some homeowners faced bigger tax bills beginning in 2018.

DON’T GET CAUGHT IN THE FINANCIAL TRAP OF A HOME YOU CAN’T AFFORD



As we’ve seen, the U.S. government, the real estate industry, mortgage brokers, banks, and probably your mom and dad and your Uncle Frank have all bought into the mortgage deception. This is not to say that homeownership has no value. I own my home and have lived in it for many years. But the time to consider buying a home is when:

[image: Images]   You have saved enough money for a down payment and still have an emergency fund that will cover six months of expenses.

[image: Images]   You are confident that you can indeed put down roots for at least five years in one spot.

[image: Images]   You’re not buying at the top of the market or stretching to take on a mortgage payment larger than one-quarter of your monthly income. You can follow market cycles by tracking local real estate costs and comparing previous market “highs” with current prices.

Whether you currently own, plan to own, plan to sell, or are in financial trouble and aren’t sure what to do, I want you to be well equipped to see through the homeownership narrative so that you can better protect yourself. Arm yourself with research and a calculator to navigate these financial traps about homeownership and money.

I label them traps because aspects of them can be true and make sense at certain times for some people, but if you step in one at the wrong time, it can put a terrible bite into your finances and happiness.

Trap 1: Your Home Will Go Up in Value, Providing a Return on Your Investment

Over a long period of time, it is likely that the value of the home you buy will increase. But if you need or want to move, you may be stuck in your home during a recession or when your local real estate prices are falling. Not only that, but most of the money that you put into your home you never see again. You can’t deduct as many of the costs of improvements as you might think. If you’re not renting out a room or otherwise producing income with your house, it is hard to offset home-related expenses such as maintenance, insurance, and taxes. Good investments generate income, not expenses.

The money you invest in a house could be otherwise invested in instruments that offer guaranteed or relatively lower risk returns. Various studies show that stocks and bonds have outperformed home values over time. Consumer tax guru Kelly Phillips Erb makes the point in a wonderful column: “While it’s true that some homes do appreciate, so do many other assets. If you bought a house for, say, $200,000 thirty years ago, it would be worth $468,375.09 today. While that gain feels impressive, that appreciation is based solely on inflation—which means that, in theory, the same appreciation would have happened with any asset.”21

Trap 2: You Must Live Somewhere, So Don’t Buy a Home for the Home Mortgage Interest Tax Deduction

As I’ve noted in these pages, the benefits of the mortgage interest deduction are highly deceiving. First-time and other homeowners are often thinking, “Okay, I am paying a bigger share of my income for my mortgage than I am comfortable with, but I get these deductions from the taxes I pay to offset it.” Consumers are smart shoppers in looking at the cost of a new suit, a car, or medical insurance, which most of us judge on the affordability of the object’s price. But in shopping for mortgages, some of us allow our number we would spend on a home to go up because of what is often fuzzy savings on our tax bill. This is a vulnerability that many brokers and Realtors exploit to make the sale.

Many homeowners ultimately find that even with the availability of a mortgage interest tax deduction, their tax return isn’t affected because they are better off taking the standard deduction. In fact, only about one-third of taxpayers even have the option of taking the mortgage interest deduction. Even if you qualify for the maximum home buyer tax credit of $8,000, you need to compare that tax benefit with what you could potentially save by renting—and remember that juicy home buyer tax credit can be another arrow in the real estate agent’s quiver of pitches. And that’s okay, but consumer beware!

Owning a mortgaged house also inflates your debt-to-income ratios. If you had to borrow to buy your home, which most people do, the presence of that debt can weigh on your credit and ability to take out loans for other things, such as a new car. If you have a lot of student debt, that is already affecting what lenders see as your ability to pay. A mortgage will only drive that ratio up. A monthly rental payment could be as much or more than a monthly mortgage payment—but in terms of your credit rating, rent is calculated as an expense, not a debt like a mortgage.22 The debt you carry makes up a big piece of your credit-rating score.

Trap 3: Renting Is Just “Throwing Away Money”

Reuters finance columnist Felix Salmon emerged during the real estate crisis as a rapier-sharp voice reporting on the mortgage deception. He said of the bias against renting, “There’s this weird fallacy that somehow, paying rent is throwing money away, whereas paying a mortgage isn’t. But one of the commenters on my blog put it very well when they said that if you buy a house, you’re still renting; you’re just renting the money to buy the house rather than renting the house itself.”23

The humble calculator can be a great friend in evaluating renting versus owning. Write down the numbers in two columns: (1) the costs of taking on a mortgage payment, home maintenance, insurance, improvements (if any), and property taxes for three years and (2) the costs of renting for three years, and if there are expenditures you would make for the apartment and not for the house (furniture, electronics), add those to the column. Calculate your tax benefit from taking on the mortgage. Do the math, and compare. If you save by renting, do you have the discipline to salt that money away for the future, or will you spend it? If you will save this money or invest it wisely as I demonstrate later in this book, then you are hardly throwing your money away.

Finally, and perhaps most important, renters are far more mobile. If the local economy tanks, a new job beckons, or you fall in love and want to move to Seattle, your cash is more liquid. The high transaction costs of buying a home have been shown to reduce labor force mobility and even increase unemployment.24 If you are in a disadvantaged area with few jobs or bad schools, those high costs can keep you there.

Trap 4: If You Encounter Financial Woes, You Can Sell Your House

This trap won’t bite if you time everything right and sell your house at a profit that you can use to bolster your financial situation. You then need to be able to move into a rental that will cost you less than your house so that you can use your sales profit to pay down debt and buttress your emergency fund. But having success with this strategy is rare. If you need the money when your house is underwater, obviously selling it won’t help at all. And even if you sell at a modest gain, you will be walking away from what the house could make on the market in the longer term.

In many cases, as I’ve shown in these pages, you got in a hole because you took out a mortgage you couldn’t afford and used your emergency fund for a down payment. I’ve also shown how volatile the real estate market is. The same economic storm that washes out your property values can be the one that takes out your job as well.

When you sell, your capital gains above $500,000 from selling the house are taxed (if you are filing jointly and have used the house as your main domicile for two of the last five years).25 But if you sell your house during a tough time, even if you do not (and probably should not) buy another property, you will still pay taxes on the gains you made in selling your house. The bottom line: don’t look at your house as a financial safety net. Don’t buy a house until you have your savings safety net and other low-risk investments in place.

Trap 5: Federal Programs Make It Safe to Buy a House with a Very Low Down Payment

The Federal Housing Administration (FHA), Veterans’ Administration (VA), and U.S. Department of Agriculture (USDA) offer instruments that make it easier for people with moderate incomes or job-loss issues to get a mortgage with small or even no down payments on the home. The FHA, for example, insures mortgages backed by down payments as low as 3.5 percent, so you might think that buying a house with a low down payment is relatively safe. You will have more of your own cash liquid for your use. Yes, you can leverage the small down payment for big gains in home value down the road, but until years pass, you will be carrying roughly $96.50 of mortgage debt for every $3.50 of home equity. When you borrow most of the cost of the house, you have almost no equity.

According to Joseph Gyuorko, chairman of the real estate department and the director of the Zell/Lurie Real Estate Center at the University of Pennsylvania’s Wharton School:

The less equity you have in your home, the greater the chance that a fall in prices will leave you owing more than the house is worth. Negative equity sometimes leads to mortgage defaults, and when buyers default, they lose not just their down payments but also closing costs and the value of any improvements they’ve made to their homes. Even if buyers don’t default, they may not be able to afford to move, because they have to pay off their old home loans to get new ones.26

Even with a small down payment, there are many other costs that you must be aware of when pursuing homeownership, such as closing costs, real estate taxes, fees, and moving costs, that add 2 to 5 percent to the home’s total purchase price.

Additionally, these federal programs may not last forever in their current form. These initiatives make it easier for more people to go into debt, which is a huge threat to our well-being individually and as a nation. Should another economic crisis occur, all this debt could crash the FHA and potentially the VA insurance programs. In 2012, the FHA nearly went bankrupt. It has increased its reserves since then, but every financial crisis in our history teaches us not to regard federal involvement in the mortgage market as worry free. Why not simply save more over time and buy a house when you can truly afford it? That’s the kind of commonsense that is all too rare in the personal finance debate.

Trap 6: You Can Pass Your Home on to Your Children

I admire the generosity and integrity of parents who have this in mind when they get a mortgage. But this simply isn’t a reason to buy a home. Why? It is a fool’s errand to predict the future behavior of people, even those you love. “While physics and mathematics may tell us how the universe began, they are not much use in predicting human behavior because there are far too many equations to solve,” remarked the late genius physicist and author Stephen Hawking in an interview for his book The Grand Design.

Here are some nasty ways your best-laid plans could have unexpected consequences:

[image: Images]   If your adult child is married, he or she could lose the house in a divorce. You could end up being unwelcome in the house you once owned.

[image: Images]   Your adult child could owe gift taxes.

[image: Images]   Your adult child could lose his or her job or sustain a loss in income and encounter the same money challenges I’ve written about in this chapter.

The Great Recession revealed an uncomfortable but important truth: we can’t necessarily trust the institutions—the Fed, the mortgage lenders, and the financial moguls—that we had depended on to guide us. Mastering money means learning to think more independently, to reject harmful narratives, and to act in your own financial best interest. A home can be all the things you want it to be: sanctuary, safety net, and an investment for the future. Like anything really worth having, though, you’ll only achieve this through smart, sound planning.




CHAPTER

5

The Lottery Disaster and Other Hidden Taxes

A more useful bit of counsel would have been that buying a lottery ticket is fun but financially foolish. A punter buying a Powerball ticket has a 1 in 292m chance of winning the jackpot. Buyers are around four times more likely to be killed by an asteroid impact this year. Lotteries are designed to be a bad deal, hoovering up participants’ money in order to plug state budgets and fund good causes.

—THE ECONOMIST1

THE COST OF HIDDEN TAXES



As you work on limiting the outflow to help build your personal balance sheet, remember that hidden taxes—both those we indirectly choose to pay and those that are attached to everyday purchases—can sap your efforts. The worst hidden tax is the lottery, because it is a government-sponsored program to reduce your wealth. Next up are government-imposed taxes such as sales taxes that hit lower-income Americans harder than wealthier citizens. Each state has its own laws for the amount of sales tax charged and which transactions fall under the sales tax (a few states do not have a sales tax). Excise taxes are additional taxes on a specific activity such as buying cigarettes or alcohol or engaging in sports betting. The cost per person in each state for sales and excise taxes combined ranges from about $600 to well over $2,000. The Tax Foundation offers informative and useful charts on these costs at https://files.taxfoundation.org/20190206091531/SalesTaxesPerCapita-Final-01.png.

Is it any wonder that government encourages us to spend for a “consumer” society? Each time you buy something, you pay sales tax in addition to the cost of the item. Avoiding these hidden taxes can speed you on your way to personal wealth.

THE LOTTERY



State lottery programs are a form of invisible taxation on middle- and low-income households that is a national disgrace. State lotteries take your money without making sure that you know the odds of winning or how your money is being used. Citizens spend $80 billion per year on lottery tickets, and the odds against winning anything other than a few bucks are astronomical. “Last year Americans spent a total of $73.5 billion on traditional lottery tickets, according to the North American Association of State and Provincial Lotteries. Add in electronic lottery games and that figure is $80 billion,” reported CNN Business in 2016. “[L]ow income players spend a much larger percentage of their income on tickets than wealthy players.”2

As with other trends in our economy discussed in these pages, the government isn’t interested in your welfare or in being honest about what is going on with state lotteries. Consumer beware—big time.

Since the beginning of the modern lottery, lawmakers have justified their lotteries by telling us that they dedicate the revenues to social and educational programs. There is twisted logic here when you look more closely. The states are selling the PR appeal, not the reality of lottery dollars doing good. Studies have exposed the role of lotteries in gambling addiction, revealing that lotteries are disproportionately purchased by poor and low-income residents, that states vary widely in the accountability of how they spend lottery revenues, and that state advertising does a terrible job of making transparent the bad odds of winning.

In this chapter, I’ll explain why lotteries are undermining our already poor savings rates and leaving us exposed, without safety nets, when the next economic crisis hits. As individuals, we can’t exert much control over the global economy, Wall Street, or Washington—but we can control how we use our own dollars. We can have a stronger financial safety net and retirement plan. We can empower ourselves to understand how money works and how to make it work for us, not against us.

A CHECKERED PAST



Lotteries date back to America’s origins. In the early years of the republic, the new American government ran lottery games to finance public building projects such as roads, wharves, and even churches. In 1768, George Washington sponsored a lottery to build a road across the Blue Ridge Mountains, but it was unsuccessful. In the year of his death, 1826, Thomas Jefferson obtained permission from the Virginia legislature to hold a private lottery to alleviate his crushing debts. Held by his heirs after his death, it was unsuccessful.3

But the lotteries of our time are high-powered marketing and money-raising machines compared to the modest games of the eighteenth century. As policy analyst Kathleen Joyce wrote, “These early lotteries bear little resemblance to the modern state operated lottery. The first lotteries were individually operated and licensed by the individual states. Tickets were expensive by current standards. Lotteries were run for specific purposes, such as the construction of a hospital or road, and they ceased operations once the required funds had been raised.”4

Authorities uncovered massive scandals in the popular lottery run by Louisiana in the 1870s, including bribery and rigged outcomes. Opinion turned against lotteries, and states closed down assorted gambling and lottery operations. The federal government outlawed use of the mail for lotteries in 1890, and in 1895, the government invoked the Commerce Clause to forbid shipments of lottery tickets or advertisements across state lines, effectively ending all lotteries in the United States.

No government body touched a lottery game until Puerto Rico in 1934 and New Hampshire in 1964 (which, lacking a state income tax, stood in need of revenue). Inspired by New Hampshire’s positive experience, New York followed in 1966. New Jersey introduced its lottery in 1970, and 10 other states followed by 1975. As of 2018, forty-four states, Puerto Rico, the U.S. Virgin Islands, and the District of Columbia had operating lotteries.

State lotteries in our era are one of the more popular forms of gambling—not only in the United States but also in most developed countries. Lotteries and casinos remain prime examples of how governments have legitimized certain forms of gambling. The even bigger problem: billions are spent by states and casinos on promoting gambling and “growing the market” through advanced analytics and marketing while public education about the odds and risks are minimal.

“Indeed, government approval of gambling necessarily bestows a mark of legitimacy on games of chance,” noted one historian.5 Government sponsorship of lotteries and other forms of gambling “go mainstream” with behaviors such as bookmaking that society had discouraged for decades and longer. New Jersey legalized online sports betting in 2018, immediately luring new gamblers who all told spent over $400 million in the first year. Never forget that the “house” always wins, and in this case, the house is the government tax collector.

Make no mistake, Americans seem to love the lottery. By 1987, the number of states with lotteries had risen to 28, and net revenues—that is, profit above expenses and prize payouts—reached $5.5 billion. By 1997, thirty-seven states and the District of Columbia operated lotteries, and revenues approached $14.2 billion. By 2009, revenues reached $20.2 billion, and by 2015, revenues had soared to $24.6 billion (Figure 5.1). The dollars in total lottery sales are humungous. In 2017, citizens of many states were spending, on average (including non-lottery spenders!), hundreds of dollars per year on lottery. That adds up. (Figure 5.2).

[image: Images]

FIGURE 5.1 State and local lottery revenue, selected years 1977–2015 [thousands of dollars]6
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FIGURE 5.2 State by state lottery spending per capita7



The advice given to Woodward and Bernstein during their investigation of Watergate never goes out of date: follow the money! When you follow the money in lotteries, the truth is plain. “As they are presently constituted, state lotteries are guided by one objective: to raise as much money as possible for state treasuries. This objective is sometimes stated explicitly in state law and often in the annual reports of state lotteries and in state government studies.”8

HYPOCRISY GAME



If people like the lottery so much and don’t mind shelling out a few hard-earned dollars for that tiny shot at a fortune, you may be wondering, “What’s the harm?” But the negative effects of the lottery on individual finances are greater than most people realize.

Gambling takes many forms—from dog racing or playing the slots at the casino to betting on the National Football League or the lottery. Taken in its entirety, the trillions of dollars exchanging hands over recreational gambling is alarming and raises many disturbing questions. In this book I am taking aim at the state lottery money machine and its designs to grab your wallet. Why?

[image: Images]   Lottery spending is sponsored by our governments under a charade of doing good. Lottery money is used as tax revenue, lottery tickets are sold everywhere, and no skill is involved. Lottery advertising is not regulated. The game stakes are random with terrible odds.

[image: Images]   Many people who believe that they can’t afford to save for college or healthcare are spending thousands of dollars a year on gambling, and lotteries spur people to spend even more. It is well documented that a small percentage of Americans account for most lottery spending: Just 5 percent of consumers account for half of lottery revenues.9

[image: Images]   Taxpayers should know the truth about the economics of the lottery and its effect on society because you and I—all of us—are paying for it.

THE FIRST HYPOCRISY OF THE LOTTERY IS MOTIVE



Since the beginning of the modern lottery, lawmakers have dedicated lottery net revenues to social and educational programs. By “doing good,” lotteries have maintained sufficient public support while becoming one of the leading sources of revenue for governments.

According to the final report issued by the bipartisan National Gambling Impact Study Commission formed by President Bill Clinton in 1997, in virtually every state, “The introduction of lotteries has followed remarkably uniform patterns: the arguments for and against adoption, the structure of the resulting state lottery, and the evolution of the lottery’s operations all demonstrate considerable uniformity. . . . The principal argument used in every state to promote the adoption of a lottery has focused on its value as a source of ‘painless’ revenue: players voluntarily spending their money (as opposed to the general public being taxed) for the benefit of the public good.”10

But what about this: should our governments promote excessive gambling? Is that a “public good”? Dr. Julia Fleming, chairperson of the Theology Department at Creighton University, brings home the issue of right and wrong in her paper, “Gambling with the Common Good”:11

However, in America today, state lotteries are not only regulated by state governments, they are promoted by state governments. This distinguishes lotteries from other forms of activities that communities try to regulate and limit by imposing levies (otherwise known as “sin taxes”) on their purchasers. While it is true that governments use both lotteries and sin taxes to raise money, states do not create products such as Wyoming Wine Coolers or Massachusetts Menthols; nor do they issue public service announcements designed to encourage drinking and smoking.

By contrast, lotteries require the ongoing development of games and promotional strategies, in addition to the administrative costs associated with any governmental activity. For this reason, ethical questions about lotteries in the United States today are necessarily questions about government and its role in promoting the common good. Is running a lottery an appropriate activity for government?

THE SECOND HYPOCRISY LIES IN THE ADVERTISING



Lottery experts know that revenues expand dramatically after a state lottery is introduced and then level off or even decline.12 Consumers start spending more when the state introduces new lottery games or the multistate lotto “Megamillions” game. If the lottery is about voluntary spending for a good cause that happens to be fun, then why do states spend millions on gimmicks, new games, huge cash prizes, and misleading advertising and promotion to keep pulling people back?

Lottery ads obfuscate or neglect to mention the odds of winning money, lack disclaimers or warnings, and make many misleading claims. Why? Because lotteries are not bound by the Federal Trade Commission’s truth-in-advertising laws. Instead, states are self-regulating, allowing lotteries to get away with misleading and predatory advertising far beyond what private businesses are allowed.13 Lottery campaigns are outsourced to top marketing and communications firms with state-of-the-art tools for manipulating consumer behavior. In a particularly egregious policy, some states target low-income and minority communities or time outreach for the receipt of Social Security checks.

With all the hype, many studies have shown that states are not accountable for lottery spending, despite their claims.14 States earmark lottery revenues for education or senior programs, but these dollars often replace existing budget dollars that are redirected elsewhere—in effect, allowing politicians to spend more without raising taxes through the legislature. New York State isolates lottery money in targeted programs that benefit every educational district in the state. But the lottery revenue at best amounts to about 5 percent of a district’s budget. In California, lottery revenue covers less than 2 percent of the state’s education budget. Many other states, such as New Jersey, “set aside” the revenues for education or the like, but only as an infusion of cash into various agencies.

THE THIRD HYPOCRISY LIES IN TAXES



The lottery is a tax in disguise, and it can really add up for people who can’t afford it. Active lottery players tend to finance their purchases by cutting back on necessities, according to economist Melissa Kearney of the University of Maryland. After a state introduces the lottery, people spend more on gambling, and they don’t shift money away from other forms of gambling to do so. They spend more overall. The bottom third of households shifts about 3 percent of their food expenditures and 7 percent of their mortgage payments, rent, and other bills.15

“Effectively, the lottery works like a regressive tax,” American Enterprise Institute President Arthur C. Brooks wrote in the Wall Street Journal on August 27, 2017. “It might strike you as bizarre that the government spends billions on nutrition and housing programs for the poor while simultaneously encouraging poor people to move their own money away from these necessities and toward the state’s gambling monopoly. In fact, that $70 billion in annual lottery revenues is strikingly close to what the government spends on food stamps.”16

In 2016, legislators in Maine began investigating how the lottery sells “hope to the hopeless,” the title of a series of reports by the Maine Center for the Public Interest, which found that lottery sales in Maine’s poorest towns were as much as 200 times higher per capita than sales in wealthier areas. The Center also found that lottery sales increased by 10 percent for each 1 percent hike in the state’s unemployment rate. It also showed that people receiving public benefits, such as food stamps, aid for needy families, or Medicaid, had spent hundreds of millions of dollars on lottery tickets between 2010 and 2015, enough to take home at least $22.4 million in prizes over $1,000. In October 2016, the administration of Paul LePage, governor of Maine, implemented a rule that removed people who win $5,000 or more through the lottery from the food stamps program.17

After all the controversy, Maine’s legislature later issued its own report, which did not find specific evidence that lottery advertising and promotion targeted one economic group more than another.18

In New York State, taxpayers in the lowest quintile of earners pay more for the lottery on average (about $1,000 per year) than any other form of taxation, according to an analysis by data experts Jeff Desjardin and Max Galka.19 Another often-quoted study found that poor folks—households earning less than $13,000 per year—spend about a tenth of all their income on lottery tickets.20

And if against the odds, you win big, the government doesn’t talk about the gigantic tax bite it takes. According to tax journalist extraordinaire David Cay Johnston, “Lotteries are the most heavily financed consumer product in America because after the 38% discount (which depends on interest rates and thus the current time value of money) you then owe taxes at ordinary rates so of the $199 million and assuming no charitable gifts you could net about $110 million, roughly a third of the advertised prize value.”21

Johnston also points out that lottery revenue is a tax without an opposing lobby: “Because gambling is voluntary, there is little organized opposition to levies on gambling winnings. Contrast that with the ferocious, well-organized and well-financed opposition to income taxes, especially corporate income taxes.”

WHAT YOU CAN DO



Is this a Norm Champ grump alert? To be sure, if you can pay your bills, and if you are wedded to the principle of not losing more than what you can afford (which in most cases should be modest), then enjoying a game of chance with your friends, such as playing poker or spending a few hours at a casino, is not the end of the world. The lottery odds are even worse than those of the casino.

Lotteries not only act as a tax and exploit low-income citizens, but they’re also siphoning millions of dollars we could be saving or investing wisely. They’re undermining the already notoriously poor savings rates of Americans, leaving us exposed to tighter budgets, bankruptcies, foreclosures, and poverty when the next economic crisis hits. What starker individual lesson could we have from the Great Recession? It’s easy to fall for the lure of the lottery—an average Joe drops a few bucks at a convenience store and becomes rich beyond his wildest dreams. Some who struggle to save may falsely believe that a windfall of cash is the only way to achieve financial security. But the objective of the lottery is not actually to enrich individuals. The reality is that state governments are the real winners, and they cash in by misleading Americans and targeting those who are most vulnerable and least able to afford it. Saving and investing money wisely may not seem as glamorous a path to your financial goals, but it’s the only strategy where you’re guaranteed to emerge a winner.

Cutting back on addictive behaviors such as gambling and the lottery is rarely easy. We humans essentially “program” our minds to seek to repeat the jolt of endorphins (the brain’s “feel good” chemical) we enjoy from the behavior (and in various forms, we all have our endorphin rushes we crave; the trick is managing them). Try these small steps to reduce your legalized gambling:

[image: Images]   Research whether you can access the growing number of savings account–based lotteries that offer much smaller awards for playing but also boost your savings.

[image: Images]   Be aware of people, places, and things that trigger your lottery cravings—for example, the local convenience store or sports betting sites—and replace them with enjoyable alternatives.

[image: Images]   Pick an “accountability buddy” who will check on you as you progress toward a goal (say, cutting spending to $5 per week on tickets as opposed to $20).

[image: Images]   Take up a board game or sport to satisfy your craving to compete and win.

ADDITIONAL HIDDEN TAXES



The government and other entities like to promote our consumer economy because the more you spend, the richer they get. One part of the strategy—hiding the amount of additional money you pay through fees and taxes in disclosure language. To some extent, “you can’t beat City Hall”—for the foreseeable future, these kinds of stealth nuisance costs aren’t going away. But why not save where you can? Check out these ideas:

[image: Images]   Sales taxes. All but five states impose taxes on you at the final point of sale. When you cut spending, you cut the sales tax you pay. If the sales tax on a $200 smartphone is $16, that’s 16 more dollars you will have if you put off the purchase. It’s like getting cash put in your wallet while you weren’t paying attention.

[image: Images]   Excise taxes. These are added to products such as tobacco and alcohol that lawmakers see as adding additional healthcare and enforcement costs to general society.

[image: Images]   Property taxes. When you are taking on a mortgage, no one wants to mention that you will also have to pay property taxes. I know of one website, tax-rates.org (www.tax-rates.org/colorado/alamosa_county_property_tax) that offers an abundance of accurate information about property taxes in every county in the United States. Many adults raising children will typically move to a new community where property taxes are lower after the kids graduate. But you don’t have to wait that long to factor taxes into the real cost of buying a home.

[image: Images]   Phone and cable hidden fees and taxes. The companies that sell you internet, cable, satellite TV, and mobile phone services all charge an array of barely disclosed fees and federal and state taxes that substantially increase your bill. And the government likes to keep quiet about the nature of these taxes, which fund all manner of policies, such as extending the internet to rural communities. Cable companies try to sell you a bundle of stations that inevitably includes those you don’t watch. Millions of consumers are already cutting their cable or satellite services, switching to streaming devices such as a Roku and an HD antenna for local television stations. Millions more are doing away with their landline phone service and going mobile only (which still can hook into your wallet with barely disclosed fees, minimizing the savings you could enjoy). You have to decide what is best for you and your family. Additionally, if you shop around, mobile and television providers compete aggressively for your business with deep discounts. Often your current cable or satellite provider will cut your basic rate if you threaten to leave.




PART

2

INCREASE INFLOW

Now that you have learned how to stem your spending outflow, how about giving yourself a raise? The key: avoid gimmicks, and stick with the fundamentals. You’ve seen those infomercials filling late night with peppy pitchmen selling various wealth-building schemes, such as flipping real estate, stock picking, titles and deeds, what have you. Need I say, buyer beware! I support longer-term goals, which we’ll discuss in this part, such as acquiring a new degree or certification, but you can also start increasing your income right away. Volunteer for extra projects at work. Add a shift per week. If you have free time, take on a weekend gig such as dog walking or house-sitting. Hold a garage sale. Sell a set of collectibles. I want you to start training your money muscles in all three subject areas of this book: reducing debt, increasing inflow, and investing.




CHAPTER

6

The Best Social Program Is a Job

There is no worse material poverty, I am keen to stress, than the poverty which prevents people from earning their bread and deprives them of the dignity of work.

—POPE FRANCIS

My father’s side of the family has long roots in St. Louis dating back to at least the 1880s, when one of my ancestors moved to St. Louis from Ohio and began a business making heavy leaf springs for wagons and buggies. When the United States moved from horse-drawn conveyances to motor vehicles, springs survived and are now used on heavy over-the-road trucks. This led to the family saying that we were happy our ancestor chose to make buggy springs and not buggy whips! The Champ Spring Company lasted from 1882 until the spring manufacturing business moved offshore, and I had to shut the business down in 2007.

My first job as a teenager was washing dishes at a steakhouse near my father’s house where I could ride my bike because I couldn’t drive. Later in high school and college, I worked several summers at Champ Spring Company on the loading dock for the shipping manager, Bob Price. It was my first exposure to the world of work outside our family’s dysfunctional but comfortable bubble.

Springs for modern trucks weigh anywhere from about 75 pounds to more than 500 pounds. We carried those monsters around to paint them and load them on trucks in 90- to 100-degree summer weather. I took salt tablets to replace the salt lost from sweat. I also drove a forklift truck to load pallets of springs on shipping trucks. I worked alongside people of different socioeconomic backgrounds than my own. It made a deep impression on me. Since then, I’ve never forgotten what having a stable job means. Work gives people dignity. Work gives people hope.

Both the government and individuals need to take responsibility for getting people to work. In this chapter, I review the considerable and often underappreciated benefits of finding a job, sticking with a job, and acquiring new skills to move up to a better job. I will show how almost any employment is the beginning of the road to upward mobility as you increase your social assets and networks. Work is the bedrock of our economy. And it is the bedrock of your financial security. I am calling on readers to ask themselves, am I doing all I can to increase my skills and get the best job I can?

MAKE WORK PAY MORE THAN WELFARE—ALWAYS



There are real consequences and normal reactions to being unemployed. I would point out, by contrast, that loss of hope and belief in work is unwarranted. Soon after President Trump was elected in 2016, he jawboned corporate executives into keeping more than 700 jobs at the Carrier furnace plant in Indiana instead of shutting it down and moving to Mexico. By the summer of 2018, the New York Times was reporting on the high rate of absenteeism and “low morale” among those who kept their Carrier jobs. Employees complained that they still didn’t trust that their jobs wouldn’t disappear—so many of them had just stopped trying to perform. Enough workers called in sick or claimed days off under the Family and Medical Leave Act on some days that the furnace line had to shut down. The Times quoted a supervisor, Robin Maynard, who said that he had to suit up and take a spot on the line several times a week to keep the operation going. “The attitude, the demeanor—they’re not grateful that they have a job,” said Maynard of his fellow workers. “The absenteeism is real bad. A lot of us need our jobs. Others look at it and they don’t really care anymore.”1

We need more people to care about working—and to care about the work they do. We need people to understand the power of work in our lives and never to give up on feeling that power. Yes, the number of unemployed people is low right now, but the statistics do not include those who have given up trying to better themselves at work or those who have given up even looking for work. Actively seeking employment needs to be an ingrained part of our national personality profile for all of us to succeed. The job market will fluctuate. Workers will need to be flexible. If people keep their eyes on the prize and stay alert to opportunities, economic history tells us that they will attain a job one way or another.

After years of decline in manufacturing jobs, the sector began to grow again in the first two years of the Trump administration. In 2017, the economy added 207,000 factory jobs; that number spiked in 2018 as the economy produced another 284,000 factory jobs, according to the Bureau of Labor Statistics. That surge is the highest increase in new workers since 1988.2 These are good jobs with handsome pay and benefits, jobs that will support families in a middle-class life.

While the Obama administration credited itself with creating more than 11 million jobs, many of those were low-wage service jobs that did not replace the higher-paying jobs lost during the Great Recession. Now these good manufacturing jobs are coming back, and other good jobs will inevitably follow, especially for those who pursue training in emerging fields. Economic history tells us that work is habit forming, but it is a path you must choose.

This is why I’m somewhat encouraged that as of 2018, more people are entering the workforce after sitting out, many for understandable reasons, such as being laid off. (When jobless adults of working age stop applying for unemployment insurance, which requires them to job hunt, they are not counted in the workforce.) When the economy was booming in 2000, more than 67 percent of Americans were working or actively looking for work. The rate dipped to as low as 62.3 percent in 2015, rose to 62.9 percent by July 2018, and continued upward to reach 63.2 percent in 2019.3 This is a small but hopeful sign.

The use of safety-net benefits such as unemployment insurance and the Supplemental Nutrition Assistance Program (SNAP; food stamps) reached historic highs in the Great Recession of 2008–2010, and indeed, that’s understandable. The longer trend, however, reveals a considerable expansion in the use of food stamps, from 26 million people in 2007 to 44 million in 2016.4 When the election of Donald Trump brought a new emphasis on job creation and retention and the economy started to roar, SNAP enrollment dipped to 39.3 million in 2018. This is still too high for a thriving country with a low unemployment rate. To give this number some perspective, it’s more than the entire population of Canada. In our country, during times of high unemployment, states have the power to extend the three-month limit for receiving food stamps; they have the power to revoke the extension as jobs reports improve. But there is a lingering problem when people become “used” to living with benefits such as SNAP and unemployment insurance.

I agree with Louisiana Congressman Garret Graves, who pointed this out as the economy was perking along in summer 2018. “There are talented people across our country who aren’t pursuing the full potential of their capabilities, largely because government incentives make it more profitable in some cases to stay home and collect welfare than to pursue personal growth and responsibility through work. Government needs to provide a safety net for the vulnerable, but it’s become a lifestyle for some to actively choose government assistance over work.”5

Disability benefits—which are, of course, another humane program that working folks pay into, like Social Security, to be assured of basic sustenance in case of birth disability, crippling illness, or injury—can also be too liberally administered for anyone’s good. In isolated cases, disability entitlements can—and there is evidence that they have—become something of a disincentive to work. The program is designed to aid only workers who become unable to do their jobs—at least temporarily. Those receiving disability benefits are not counted as unemployed. These benefits are widely referred to by the acronym SSDI (Social Security Disability Insurance).

The number of people receiving SSDI has been falling since 2014, and the share of insured workers who take benefits has been falling since 2013. In 2010, about 1 million new recipients entered the program. By 2016, that number had plummeted to barely 700,000, and more people were leaving the program than joining. In total, however, the disability rolls grew by more than 1 million people between 2008 and 2016, before the dip that came with economic improvement.6

During the recessionary period under the Obama administration, the SSDI program in some regions seemed to emerge as a second, semihidden form of unemployment insurance for those whose jobs had dried up. In 2013, National Public Radio’s “Planet Money” program reported, after six months of travel and interviews with people in the program, that the rise in enrollment numbers closely correlated with the areas of the United States where job flight and outsourcing closed plants, mills, and other major employers. Chana Joffe-Walt summarized the situation as follows:

Disability has also become a de facto welfare program for people without a lot of education or job skills But it wasn’t supposed to serve this purpose; it’s not a retraining program designed to get people back onto their feet. Once people go onto disability, they almost never go back to work . . . [they] qualify for Medicare, the government healthcare program that also covers the elderly. They also get disability payments from the government of about $13,000 a year. This isn’t great. But if your alternative is a minimum wage job that will pay you at most $15,000 a year, and probably does not include health insurance, disability may be a better option.7

Another reporter, Vox.com’s Dylan Matthews, recently did his own in-depth investigation into disability. He traveled to high-enrollment counties in Tennessee. What he reported confirms that there are questions about whether going on temporary disability discourages work, but he documents that most recipients truly enroll as a last resort because they are “desperately sick and injured” and cannot work.

Matthews argues that “SSDI is not a gusher of free federal money for lazy people with backaches. It’s a stingy, hard-to-access program that helps some of the country’s most desperate citizens scrape by; applying takes months or years, and more than 60 percent of applicants wind up being rejected anyway. . . . SSDI is a thin piece of duct tape holding the American safety net together, ensuring people hit with severe medical misfortune have some means of survival.”8

I encourage you to read both of these articles because they help cut through the confusion about this controversial issue and provide real-life examples of how important is to take care of one’s health. My message is this: if you are sick or injured and need to leave the workforce, do everything you possibly can—working with your doctor, occupational and physical therapists, or whomever—to recover. Then go back to work. The Newtonian principle of physics also applies to your career: a body at rest tends to stay at rest; a body in motion tends to stay in motion.

REAP THE EXTRAORDINARY REWARDS OF WORK



As soon as people come off the sidelines and into the workforce, the benefits begin to flow. Some of these benefits—such as eligibility for Social Security payments—don’t show up until later in life. Most of the benefits of work, however, are available to people throughout each stage of their lives. The number one job benefit, of course, is that money flows into your bank account. Anyone who has ever experienced the income spigot being turned off should feel the joy every day when it’s turned on. The benefits beyond income that attach to work should be counted daily, too—or maybe weekly, along with the paycheck. They are diverse and super valuable but often underrated.

Job Benefit No. 2: Skills

When you are working, you use your skills. You hone and polish them, and you gain new skills all the time, whether it feels like it or not. Our public education system has been allowed to deteriorate, unfortunately. And that has left us with a skills gap. There are jobs going begging in this country. “The U.S. needs 50,000 truck drivers to avoid a shipping squeeze,” the American Trucking Association found in a 2017 report.9 There is a shortage of nurses and skilled caretakers that will continue to grow as baby boomers grow older (around 10,000 of these “fogies” retire every day, according to the Pew Research Center).10

Workers with computer skills are sought after, especially in manufacturing jobs. The Bureau of Labor Statistics projects that there will be a quarter of a million new jobs in computer software created in the decade 2016–2026—jobs paying better than $100,000 per year. There will be 140,000 accountant and auditor jobs paying $70,000 per year, 129,000 medical secretary positions paying $35,000 per year, and 113,000 maintenance and repair jobs paying $38,000 per year. Scads of new jobs requiring little or no unique skills will also become available, but most are low paying. However, even with a job as a personal care assistant, for instance, paying around $23,000 per year, it is possible to train and become better qualified and earn more (see Figure 6.1).

[image: Images]

FIGURE 6.1 Most new jobs: employment growth, projected 2016–202611

Any opportunity—and I mean any—to add to your portfolio of skills or improve them is valuable in our high-tech job market. Yes, automation is a significant, scary threat to many workers. It is a fact that robots and computers will come for many of the positions filled by hardworking Americans in the past. This is only another vital reason to develop your skills and keep them fresh.

Even the most maligned (and unfair) stereotype of a bad job—flipping burgers at McDonald’s—is losing its edge because the company understands that it needs educated, engaged, and eager-to-learn employees who want to move up the career ladder. McDonald’s is tripling its investment (to the tune of $150 million) in its Archways to Opportunity tuition-assistance program over the next five years. It also provides free classes in English as a second language and a free accredited online education program for anyone who wants to earn his or her GED (high school graduate equivalence degree). Free training to get the vital skills to grow your bottom line—what’s not to like?

Many states began programs during the worst of the Great Recession to try to provide more training for people who were out of work. I am always a little skeptical of government being effective at job training, but these are indeed worth checking out—especially if they are offered for free. How do you check them out? Well, there’s Google. If you are unemployed and receiving benefits, pay attention to the lists of referrals your caseworker will provide about training and retraining, and always follow up. If you are interested in training for something specific, be persistent about calling, emailing, and even visiting in person to make an application.

In many areas, business and government are working together to provide accredited courses and internships in science, technology, engineering, and mathematics (STEM)—the most employable skills of the future—starting with people as young as middle school students. San Bernardino County in California has been a hotbed of innovation, training students and plugging them into jobs in manufacturing, shipping, and healthcare. One county program introduces high school students to career opportunities to work in medical offices and hospitals. It permits high school seniors to take a state test to gain medical assistant certificates for entry-level work. “When people think of healthcare careers, they often think of nurses and doctors, but this pilot program exposes high school students to the array of career options in medicine. These are good paying jobs with significant upward mobility,” said William Gilbert, who directs the Arrowhead Regional Medical Center, where the teenagers train. “It’s rewarding for us to be part of this program to not only educate, but to also help to retain our county’s best and brightest young people.”12

These types of partnerships are flourishing nationwide. As a land grant university, Rutgers, the State University of New Jersey, has partnered with New Jersey’s 4-H program for more than 100 years. While developers have long ago paved and built over many of the farms that once earned New Jersey its slogan as the Garden State, 4-H participation is soaring. Students are learning STEM and technical skills and exploring the needs for healthier, affordable food in every part of the state. “In Essex and Hudson counties, where food deserts have replaced farms, interest in traditional 4-H agriculture-based programs is booming,” said Marissa Staffen, a Rutgers’ county 4-H agent in Essex County. Student and volunteer participation is high in the multiple community gardens she oversees in towns such as Montclair, Newark, Jersey City, East Orange, and Kearny. “The hope is that by educating today’s urban youth about food systems and their community’s food needs, they will have the knowledge to advocate for themselves and their neighbors tomorrow.”13

STEM training and education partnerships and scholarships are springing up around the nation—search online to see what you can discover in the area where you live.

Job Benefit No. 3: Benefits

One huge benefit of having a full-time job—as opposed to working as an independent contractor—is, well, benefits. For a starter, most jobs offer health insurance benefits. Other benefits might include maternity leave, family medical leave, a 401(k) plan, credit union accounts to save for your kids’ education, and free financial counseling. These ancillary benefits of employment are tangible and meaningful, and they are dollar based. They can help in all sorts of situations. While it is possible to get “Obamacare” insurance on your own, it is no piece of cake to navigate the online marketplace and secure the best deal for yourself. If you are insured through your employer, you generally will be given some options for the type of plan that suits you best. You will also receive guidance and assistance in securing the plan and paying for it with automatic deductions from your paycheck.

Even if you have to leave the job or your company goes under, you have the chance to extend the coverage you have chosen for up to 18 months on the Consolidated Omnibus Budget Reconciliation Act (COBRA) plan—don’t worry about the bureaucratic gobbledy gook. You can continue to pay for health benefits through your employer, although you pay the full value of the premium. This is still likely to be cheaper than purchasing the same insurance in the marketplace.

I won’t belabor the point about having the possibility of a 401(k) and other retirement savings plans through your workplace because I’ll be going into that in depth in Chapter 7. Every employee should be fully aware that the ability to make tax-free investments of your earnings is a terrific boon.

I always advise those leaving a full-time job for the “gig economy” to give careful consideration before they jump. While I admire the entrepreneurial spirit involved in self-employment and fully understand why people enjoy freelancing at whatever they are good at—many of the side benefits of work are lost with the freelance life. This can have serious and long-term consequences that must be recognized and analyzed financially. Please keep in mind that you must tackle issues that include purchasing health insurance on your own and funding your retirement savings as well as paying quarterly estimated taxes and Social Security taxes.

So whatever you do, make an informed decision.

As a partner at our law firm, I happen to work with a lot of women, and I always advise them to think long and hard before quitting a job when they begin their families. They must carefully weigh the value of employment benefits they receive and think about what the loss of those mean. They also should be aware of the effect a work gap in a résumé may have on future career prospects as some employers do not look kindly on them.

Job Benefit No. 4: Mental Health and Self-Worth

Unless you’re fortunate, whatever you do at work and in your career means that you will change jobs. Some people love their job despite having a terrible boss. Union or government jobs can provide security but lull you into taking your career and skills for granted. Others of us have unrealistic views of how “happy” work can make you. Never forget that a job is first a source of income and benefits for you and your family. A job enables you to begin or continue a journey toward a healthy net worth while advancing your skills and experience.

You have options beyond quitting, of course. You can seek a transfer within a company, if it is large enough. You can meet with a job coach and friends you trust to get different perspectives on whether you can improve your job situation before making the final decision to move on. Some terrific books have been published that provide career advice.14 Read a few before you have a big crisis at work, and be prepared for your next career transition.

My point here is to flip the flashlight on an aspect of a decent job that many take for granted. Work provides a psychological foundation that we tend to forget until it’s gone. Work is good for your health; it provides self-esteem, companionship, and a sense of status.

A highly respected 10-year survey by the Society for Human Resources Management showed that between 2005 and 2015, the share of us saying we were modestly or very satisfied in our jobs ranged from a low of only 77 percent to 88 percent.15 Other figures are stark: long-term unemployment is associated with depression, anxiety, and even increasing rates of suicide. Studies show work gives us social contacts, social status, and a sense of identity and personal achievement. You can make lifelong friends and even find love.

Taking on a job change or promotion and succeeding provide an enormous and permanent boost to one’s self-confidence and self-esteem. One group of psychiatrists found that “[t]he potential positive effects of good work and the role work can play in facilitating recovery from an illness and enhancing mental well-being need to be highlighted and promoted more widely.”16

I’ve been pleasantly surprised at the self-worth and satisfaction I have experienced as a law partner at a big law firm. As I built a law practice with my team, I found it rewarding to help our clients through difficult times and challenges. I’ve worked in the hedge fund business for 10 years, the Securities and Exchange Commission for five years, wrote a book for one year, and am now at Kirkland & Ellis. At this point, I have seen nearly every variation of every issue under the federal securities laws somewhere before. Now I get to deploy all that knowledge to help my clients.

I know that I am a lucky man; the unexpected icing is using all I’ve done in my career to help people who are in a tough way. I often tell the young lawyers on my team that legal skills can open many doors to helping people over the course of their careers. They may not yet hear it with all the deadlines we give them, but they will, they will.

Job Benefit No. 5: Social Security

Social Security is the foundation of retirement security and a great poverty fighter. However, you aren’t entitled to your benefits without working. Your time on the job is critical to the size of your Social Security retirement benefit.

You need to work at least 10 years to become eligible for Social Security. The Social Security Administration (SSA) has a system of credits. Every year you earn four credits, and you need a total of 40 credits to qualify. The years you take off from work can affect the size of your benefits. The SSA bases your retirement benefit on your highest 35 years of earnings and your age when you start receiving benefits.

Many women don’t realize that their Social Security checks are going to be smaller (if they’re not receiving benefits through a spouse) if they don’t put in the time and move up in the workforce. If you’re divorced but were married for at least 10 years—and haven’t remarried—you’re eligible to claim Social Security under your ex-spouse’s earnings if they turn out to be higher than your own.

Whatever you do, don’t blow off thinking about Social Security because you’ve heard or read the common trope that the fund is going to run out of money. Congress will not stop worrying about the votes of 120 million people. Social Security will almost certainly be available for your retirement no matter how young you are. The stakes are just too high for anything else to happen, barring a zombie apocalypse. The many challenging issues of financing Social Security will result at worst in a slight diminution of benefits or an increase in the retirement age for full benefits.

Social Security benefits work with your tax-protected retirement savings and other income (real estate income, for example) to provide a guaranteed predictable income stream. The details of Social Security retirement benefits tend to be misunderstood even by financial types because they seem so far off in the future. Here is a list of essential facts as of 2019 about how the program works and who it helps:

[image: Images]   Social Security provided benefits to nearly 61 million Americans in 2017. Among beneficiaries aged 65 and older, one-fifth of married couples and four in 10 unmarried people rely on benefits for 90 percent or more of their income. About half of married couples and 70 percent of single persons get at least half their income from Social Security.

[image: Images]   You can start receiving retirement benefits at age 62, but your check will be bigger if you wait until your SSA-designated full retirement age or later. (Full retirement age is 66 for those born between 1943 and 1954. It then gradually increases each year until it reaches 67 for those born in 1960 and later.) The longer you wait to start collecting, the higher is the amount you will receive. By delaying Social Security beyond your full retirement age, your benefit will go up 8 percent a year until you reach age 70.

[image: Images]   The SSA bases your benefits on the earnings on which you paid Social Security payroll taxes. The higher your earnings (up to a maximum taxable amount of $132,900 in 2019), the higher is your benefit.

[image: Images]   Without Social Security benefits, about 40 percent of retired Americans would have incomes below the poverty line, assuming that other social conditions remain equal, according to official estimates. Social Security benefits lift more than 15 million elderly Americans out of poverty.17

[image: Images]   Once you start receiving Social Security checks, your benefits will increase to keep pace with inflation, helping to ensure that people do not fall into poverty as they age.18

Social Security benefits are most helpful to low- and moderate-income retirees who have had fewer resources to save for retirement. Of course, many people of modest means still do a great job of saving. Social Security is also of disproportionate importance to women, statistically speaking, because they tend to live longer. Anyone who receives the benefit has paid into it, so each of us can feel that we have a stake.

CONCLUSION



Thank goodness the Social Security safety net will be there. But I also want more for you and for everyone who’s working and building a career of whatever kind. I want you to make the most of your experiences and skills to increase your earnings and find job satisfaction. “Social mobility” is a way of expressing the American dream of building wealth and improving your way of life by pursuing your ambitions. Do not be taken in by the demagogues who say that vast disparities of wealth in America have dented the American dream because the system is “rigged.” Opportunities are there for all Americans for the taking—and the path always begins with a job.

In the years after the Great Recession, social mobility slowed down, which is natural after a downturn. But it is still very possible and real. Use your job to network, meet new people, and find out where your skills are needed. Take advantage of tuition and training opportunities your employer offers so that you can tackle a promotion. Join a professional or trade organization. Go to the company picnic.

Jobs aren’t just paychecks. They’re engines of opportunity. If you want to survive the next crisis, if you want to prosper, if you want better for your family, a job puts you in a much better spot to achieve those dreams.




CHAPTER

7

Saving Your Way to a Better Life

Money is a terrible master, but an excellent servant.

—P. T. BARNUM

Thank you so much for reading this far. I genuinely believe that you are on your way to finding more happiness by using these simple strategies to reduce the fear and stress that can take away the joy of living. What we experience in this life of ours makes it hard to get our priorities straight. The media blasts us with political controversy, noise, and finger pointing. We are distracted by disturbing news stories of crime, scandal, and abuse. Everything is magnified. Sports scandals! Buy a lottery ticket! Deadly storms! Stream a new Netflix show every day! All the while the vast majority of us are still busy as heck. We’re going to work, taking care of our families, walking the dog, checking homework, stopping in on Grandma at the assisted-living place, finding the right summer camps, buying a birthday gift for our niece, and on and on. Not to mention, there’s the fun side of life, whether you’re dating, seeing friends, going to the farmers’ market, or hitting the beach.

In the midst of this noise and distraction, the media and politicians and experts lost interest in addressing the basics of managing money. I structured this book to show how fundamental the math is: stop your outgo (Part 1), increase your income (Part 2), and build your savings and investments for the long term (Part 3). You need a safety net and a secure strategy for your later years.

The math is easy, but I recognize that life can still be hard and unfair.

The Great Recession of the 2008 period tore deeply into the fabric of families and communities. Employers laid off 15 million workers between 2007 and 2010. The unemployment rate doubled during that period and was the highest since 1982. More than 7 in 10 Americans were personally affected by the recession, according to surveys conducted by the Heldrich Center for Workforce Development at Rutgers University in 2014: in fact, 23 percent of us lost a job during the recession, 11 percent knew someone in their immediate household who lost a job, 26 percent knew someone in their extended family who was laid off, and 13 percent had a close personal friend who was laid off.1

Perhaps your mom or dad, sister or brother was laid off. This hardship could have affected your family life or education. Maybe you occupied Wall Street or cheered on those who did. The recession’s impact, the sizes of the federal bailouts, and 24/7 news coverage made many of us cynical and distrustful. It seemed to many of us then that capitalism could do no good. For others, capitalism can do no wrong. The truth is somewhere in between. Capitalism creates jobs and destroys them. This is the “creative destruction” of Joseph Schumpeter that allows our economy to grow and regenerate as it adjusts to innovation and change. The key is that you are not a boat tossed helplessly on the waves. You can use planning and common sense to maximize the good times and minimize the bad. When it comes to your money, the federal government passed laws that protect your savings and make your retirement savings tax free.

SAVINGS IS THE KEY



So the Great Recession scared us and dried up some of the easy money that got us into debt. For millions, though, our personal savings rate hasn’t been enough to put aside a nest egg for tough times and save for retirement. And we lag way behind other advanced nations in our savings rates.

Too many of us are still making bad decisions about what to do with the cash we have. We can be lured by overhyped investing pitches and affinity fraud schemes that suggest becoming rich through esoteric strategies usually involving going into more debt and taking on more risk. My view is that when you’re in a hole, don’t trust the person who gives you a bigger shovel.

The Federal Reserve’s report on economic well-being in 2018 shows that Americans have been feeling and doing better financially since 2013. But Americans are still struggling mightily with savings. Four in 10 adults lack the money to cover an unexpected $400 expense, and even fewer say that they are on track with their retirement savings.2

The e-commerce consumer-oriented site for financial services ValuePenguin crunched the data from the Federal Reserve’s 2016 gold standard survey of American saving rates and confirmed that huge swaths of our population lack adequate savings:

[image: Images]   Households with incomes between $45,000 and $70,000 have a median savings of $2,500; for households earning between $25,000 and $45,000, the median savings is only $1,400. (ValuePenguin measures with a median, which is more accurate than averages, which skew the number upward as a result of a relative handful of big savers at the top of the distribution.)

[image: Images]   Robustly middle-class households with incomes between $70,000 and $115,000 reported median savings of $6,000.

[image: Images]   Male-headed households had median savings of $9,200, whereas female-headed households reported median savings of $2,500, which reflects the more tenuous economics of female-earner households.3

We can’t forget the devastation of 2008 nor that we will have downturns in the future.

But we have to open our eyes. We have to remember that our best choice is to prepare for the worst. “The time to repair the roof is when the sun is shining,” President John Kennedy once said of economic policy, and this remains true. It’s time to repair the roof on your financial house. A job helps keep out the rain, but nothing keeps you dry like savings.

To be sure, a savings “roof” only goes so far, and if you are unemployed, don’t like your job, or want or need to make better money, you will have to meet those challenges as well. Three-quarters of the unemployed find jobs in less than six months, the government’s figures show.4 Therefore, a six-month nest egg will cover the needs of a sizable majority of the unemployed. But a savings strategy encompasses even more to provide a financial roof over your head.

My savings roof has four pillars:

1.   Saving cash equal to six months of your monthly living costs

2.   Paying down high-interest credit-card debt

3.   Beginning a tax-protected retirement fund

4.   Opening additional savings accounts for your priorities, such as higher education savings for your kids or, for adult earners, courses, degrees, and certificates to continue building and finding new skills.

PILLAR NO. 1: THE SIX-MONTH CUSHION



Make cash savings and paying off high-interest credit-card debt your first two priorities. If you have more than $500 in high-interest credit-card debt, start paying that off each month. However, you also need to build the savings habit, so create a separate savings account with small automatic withdrawals from each paycheck. Do this even if you’re saving no more than $25 per month. A savings reserve equal to six months of your monthly living costs also protects you from high-interest credit-card debt. People often use credit cards for unexpected expenses, and many credit-card horror stories could be avoided by saving a sufficient amount in an emergency fund.

Every single financial writer in history, it would be safe to surmise, recommends having your bank deduct savings from your paycheck or checking account. Most banks will deduct a certain amount from your checking account into an interest-bearing savings account. Some larger institutions offer savings vehicles that add 25 cents or the like every time you use your debit card. However, as I will explain shortly, savings accounts linked digitally to checking accounts are quite inviting to raid. If you want to explore, some apps and online accounts specialize in helping you save (learn more at the Money Under Thirty blog):

[image: Images]   The Digit.co app analyzes your checking account and makes small deductions that you don’t notice and won’t interfere with paying bills. You must, however, use one of Digit’s partner banks. As of this writing, the app bills you $2.99 a month, so if you aren’t finding that Digit saves more money than you would through a standard payroll deduction, cancel it.

[image: Images]   Capital One’s online 360 “bank” offers savings accounts that are super transparent and user friendly. You can create as many 25 different accounts under one login with no fees. This option empowers you to establish multiple savings buckets for different needs—vacation, education, emergency fund, holiday shopping, and so forth. (Remember, the emergency fund comes first!) Other online banks, including Ally and Alliant, offer similar services.

[image: Images]   If you are an iPhone user, the Money Clouds app does the savings bucket thing in an Apple way. The app generates various cloud savings accounts in partnership with a participating bank and tracks data from your bank account as you make progress toward a goal.

In the case of these newer apps, check the fine print to be sure that there are no excessive or hidden fees. All these tools can be helpful, but they won’t matter unless you commit to building your personal balance sheet by

1.   Reducing the outflow

2.   Increasing the inflow until income exceeds expenses (you have a personal profit)

3.   Setting that profit aside for savings

A significant share of America’s citizens lack access to neighborhood banks. They may have limited mobility or need to take a bus or taxi to reach a bank branch office far from their homes. Payday loan offices tend to set up shop in just these neighborhoods, where they are attractive to the vulnerable. While these lenders can provide short-term help, it is far better to have your own savings account to get you through rough times. Neither you nor I would enjoy or feel comfortable having to travel an hour to use a bank. This lack of access is true not only in urban areas but also in rural areas. The online savings programs mentioned earlier are a perfect solution for those who find themselves in this situation. Many banks also offer no-fee essential banking services that can help you set up accounts.

Just a couple of generations ago, savings accounts were available at the U.S. Post Office. In the twenty-first century, I would not support bringing banking services to that inefficient location. However, just as the internet has drastically reduced post office visits, it can also provide access to savings accounts for millions.

Nearly one-third of Americans live within 1 mile of where they went to high school, and more than half live within 10 miles, according to a Federal Reserve report on economic well-being.5 To some degree, geography is destiny, and getting loans from a payday shop is going to happen where that is the only game in the neighborhood. The same report found that people, particularly older Americans, still want local banks.

More than 6 in 10 Americans rate having a neighborhood bank or credit union as moderately or very important. This ratio jumps to 68 percent for those between the ages of 50 and 59 years and to 72 percent for those over age 60. Having more people in the habit of saving is so paramount to our economic present and future that we need to address it on a neighborhood-by-neighborhood basis.

Heavy-handed postcrisis regulation of banks caused the number of new banks started in the United States to drop to zero. In late 2018, even U.S. Senator Elizabeth Warren advocated for decreased regulation of community banks. Let’s get regulators to encourage the formation and expansion of banks, not discourage it. If people save, banks will come calling to neighborhoods to provide services. That’s how free markets work.

PILLAR NO. 2: ELIMINATE CREDIT-CARD DEBT



As part of your budget, you’ll need to set aside cash to pay off your credit-card debt. You’ve probably seen ads and received pitches for cards offering a “balance transfer” that allows you to switch your credit-card balances to a new piece of plastic that provides a reduced interest rate (often 0 percent) for an introductory period of around 12 to 18 months. During this period, you can focus on paying off the principal without accruing interest.

Transferring your balance generally has a fee (around 3 percent of the balance), but it’s usually quite small compared with the alternative—a year’s worth of compounding interest at high rates. For balance transfers to work, you need a plan to pay off the debt during the no-interest introductory period. Such offers don’t automatically make your debt disappear, but they can help you tackle it a bit more comfortably.6

As I’ve written earlier in this book, these offers aren’t designed to serve you the consumer. They’re meant to make you a new customer, and if you end up not paying off the debt and paying higher interest again, that’s money in the credit-card issuer’s pocket. Balance transfers can be a lot like the excellent professor who gave you an extension on your term paper: you get some breathing room, but if you don’t finish the job, you’ll still fail the class. It’s important to understand the terms of your balance transfer. Some cards will charge you back interest as if the promo period never happened if you miss a payment or don’t pay off the balance by the end of the period.

Other Strategies

1.   If you have debt on multiple cards, you can aggressively pay off the one with the highest interest rate first. This saves money in the long run. By contrast, some people prefer to tackle the smallest balance first—this can provide a psychological boost in the form of a quick victory. Studies by Remi Trudel of the Questrom School of Business at Boston College confirm this.7 With both strategies, it’s important to pay more than the minimum for the balance you’re trying to eliminate.

2.   Ask the credit-card companies to reduce their interest rates. This request is more likely to work if you have a better credit history and a healthy relationship with this particular company.

3.   A personal loan through your bank can offer a more favorable interest rate than your credit card and save you money in the long run (e.g., taking out a $20,000 loan at 10 percent to pay off your $20,000 credit-card balance with a 25 percent interest rate). This only works if you use the loan exclusively to pay off the credit-card debt—and don’t add more to it.

PILLAR NO. 3: UNCLE SAM IS GIVING YOU FREE MONEY. WHY ARE YOU TURNING IT DOWN?



If you are employed and you have not signed up for putting deductions from your paycheck into your company’s tax-protected retirement plans, usually Individual Retirement Accounts (IRAs) or 401(k)s, do it now. A range of retirement savings plans exists. Table 7.1 provides an explanation of what each one is.

TABLE 7.1 Retirement Savings Plans
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This change is the single most powerful step you can take to strengthen your balance sheet. First, this is automatic savings. Second, it is coming out of your paycheck before taxes, so it reduces your taxable income, thus reducing the overall tax you have to pay. Third, you’re salting money away where no one can touch it. (In Chapter 8, I’ll provide a ton of specific guidance for getting the most out of your savings.)

Whether you’re a Democrat, Republican, Libertarian, or Independent, would you tear up about a check sent to you from the federal government? I didn’t think so. What if your employer wants to give you a raise? Would you turn it down? Of course not. Well, many employers match your contribution to your 401(k) with additional money you wouldn’t receive any other way. This is one of the greatest deals in the modern world, so sign up for your 401(k) or IRA today.

About 6 in 10 of us are offered a retirement contribution by our employers (excluding the federal government and household employees), and the participating rate among those eligible is about 7 in 10. The rate should be much higher.8 Many employers now automatically enroll employees in their retirement plans with the choice to opt out rather than filling out a form to opt in. This is a really great innovation, and you should encourage your employer to explore it.

Among 401(k) plans offered by Vanguard, for example, the participation rate is 90 percent when employees are automatically enrolled (with the choice to opt out), 63 percent for nonautomatic (i.e., opt-in) enrollment. This discrepancy is particularly steep with employees 25 years of age and younger: only 27 percent participate with voluntary enrollment as opposed to 85 percent with automatic enrollment plans.9 And according to a 2017 national survey conducted by the respected think tank the Employee Benefit Research Institute, “roughly two-thirds of employed workers who are not currently saving for retirement would be likely to save if their employer made automatic deductions [from their paycheck] into a savings account.”10 Think about what this tells you.

Some employers have a waiting period before they enroll you that lasts from three to six months to at most a year. During the waiting period, you can open a traditional IRA and start contributing your pretax dollars. As long as you are employed, you can contribute pretax dollars to a traditional IRA. As of 2019, the Internal Revenue Service (IRS) limit for annual contributions is $6,000. If you are over 50 years old, the IRS allows you to contribute more to your retirement account—an additional $1,000 per year more than is allowed for workers under age 50—to help you “catch up.”

I know that it is hard to set aside money from a paycheck that you surely could spend, but remind yourself, “it’s my money.” This is your mantra. I never think of my IRA and 401(k) savings as retirement money at all. I think of them as part of my net worth. When I speak of building your personal balance sheet, consider tax-free accounts the single best way to bolster that balance sheet.

There are many ways your retirement accounts can make you wealthier. First, they add to your net worth and financial confidence. Second, in certain circumstances, you can borrow against these funds—but as a next-to-last resort. Third, if you get in real trouble, you can withdraw from them and pay a penalty tax. You should only consider this as a true last resort with no other options. You indeed will feel the tax bite.

PILLAR NO. 4: THE TRUE MEANING OF SAVINGS



Wherever and whenever you experience those ineffable moments that give you the greatest joy—the money you saved (or your parents or grandparents saved) likely made those possible: the pride of seeing your daughter or son walk across the stage on her or his college graduation day; the day you moved into your first house; the joy of seeing your children open their presents on Christmas or Hannukah; the delight of the new car you bought for you and your spouse after your last child graduated from college because you had some savings left over; the giddy fun you had with your friends on a special long golf trip you saved for over the years. Whatever it may be.

Savings are the primary vehicle that Americans use to achieve their goals. Savings open the way to education, upward mobility, and better opportunities for our kids. After you have your emergency fund and retirement accounts purring along, you can begin to save for your lifetime goals, whatever those might be.

Perhaps you’re ready to save for higher education. If so, you can take advantage of 529 plans, which allow you to enjoy tax breaks while saving for college. States regulate 529 plans. Each state has its own wrinkles in how it “does” 529s. Some 529s offer a “prepaid tuition program,” which means that you use your savings to purchase tuition credits at participating colleges and universities for future tuition fees at current prices. Prepaid tuition plans typically can’t be used to pay for room and board or tuition for elementary and secondary schools. Most prepaid tuition plans have residency requirements. I advise extreme caution when considering a prepaid program. Examine the fine print and details in your state. Your savings are earmarked for in-state schools.

The second type of 529 plan is not as restrictive and far more popular. Education savings plans let you save for tuition, mandatory fees, and room and board. Withdrawals can generally be used at any college or university, sometimes including non-U.S. colleges and universities. Education savings plans can also be used to pay up to $10,000 per year per beneficiary for tuition at any public, private, or religious elementary or secondary school. Most of these 529 plans do not require that you live in that state.

States choose the investment managers for their 529 programs. For example, New York state uses Vanguard; New Jersey uses Franklin Templeton. You want the manager to be one of the major low- or no-fee families of mutual funds. Typically, states offer age-based portfolios, which shift their investing allocation toward more conservative investments as the beneficiary gets closer to college age. If you are using a 529 account to pay for elementary or secondary school tuition, you may have a shorter time horizon for your money to grow. You also may not feel comfortable taking on riskier or more volatile investments if you plan on withdrawing the money soon.

All education savings plans are sponsored by state governments, but only a few have residency requirements for the saver and/or beneficiary. Education savings plan investments in mutual funds and exchange-traded funds (ETFs) are not federally guaranteed, but investments in some principal-protected bank products may be insured by the Federal Deposit Insurance Corporation. As with most investments, your education savings plan accounts are not guaranteed and could lose some or all of the money invested.

Best of all, if you use your 529 fund for its intended purpose, your earnings are not subject to federal income tax or, in many cases, state income tax. Again, each state’s program has to be researched in depth. Don’t think 529s are solely for long-term saving for a child’s education. Adult earners and learners can also use 529s for community college courses and professional certifications as long as they are participating institutions.

Some of you may not need to save for any further education and are keeping pace with your retirement investing needs. Then by all means open an account with automatic contributions (that you can afford) for other goals you have: a “bucket list” trip, a country cottage, a new violin, or a bamboo fishing rod.

The Inheritance Maze

And then there’s this: when you inherit money from your parents or others, you will be challenged as to what to do with the funds. An average of one in five Americans gets some inheritance or wealth transfer, according to an eight-year study by the U.S. Bureau of Labor Statistics.11 This isn’t a large number, but inheritance issues present an often overlooked challenge in a lifetime of dealing with our money issues. Keep in mind that owing to changes in the tax code, federal estate taxes only apply to estates above a very high threshold ($5.6 million for 2018), and some states levy estate taxes of their own. The estate pays estate taxes before distributing assets (the inheritance) to the beneficiary. Other tax situations will vary depending on your state and the type of inheritance you’re receiving. TurboTax.com offers a good overview of how to reduce your estate tax burden.

It’s tempting to spend an inheritance quickly because it can come unexpectedly and often in a time of grief. Large sums of unexpected money provide a bolt of endorphins and excitement than can overwhelm even the most financially cautious. One study done in Denmark found that, on average, people blow through their inheritance within five years.12 It is easy to overextend oneself without thinking long term, even if you are looking to reinvest Grandma’s windfall. For example, if you use a bequest for a down payment on a bigger house, that creates new costs (higher taxes, insurance, and utilities) that can snowball while your income stays the same.

Based on my experience and the advice of many experts I’ve known, I will provide a couple of suggestions for being smart with any unexpected financial boon:

[image: Images]   Use the money to fund an emergency account.

[image: Images]   Pay off high-interest debt.

Heirs often don’t know the size or nature of their inheritance, which can present problems for financial planning. Try to be communicative about this, even if discussing money can be a bit awkward. Meeting with a personal financial planner can forge a bridge between parents and children for financial planning.13

To be sure, most of us aren’t in the position to receive a large inheritance, if any at all. However, my experience highlights other money problems that can arise for us over the course of our lives. After your parents retire, have an informal meeting about their plans and paperwork. As noted in a Marketwatch.com essay, “ask where your parents’ financial records are kept so [that] you can access them if the need arises and keep their retirement income secure. Your questions can serve as a springboard to a larger discussion about their financial situation.”

Remember that you can’t inherit your parents’ debt unless you take possession of an asset such as a home that still carries a mortgage. Their estate is responsible for unpaid medical bills, property, and income taxes—and that reduces the amount of any inheritance.

One insidious form of identity theft occurs where a parent uses his or her (minor or adult) child’s data to open credit accounts, which often results in destroyed credit. If this happens, you can try to resolve it with credit-card companies and the credit reporting agencies or even report the fraud to authorities. As I’ll show later in this book, you can rebuild your stolen credit by opening a new credit card and making small payments in full each month. Always be extremely careful about cosigning loans with parents or family members. Ask yourself: am I willing to sacrifice my relationship if my family member does not repay this loan? Because that is often the consequence.

The Nest Egg Principle

In one of the great comedies of the 1980s, Albert Brooks’s Lost in America, a married couple we called “yuppies” at the time decide to “drop out” and tour America. When the Julie Hagerty character, Linda, loses their life savings at a casino, Brooks’s “nest egg” rant (“The egg is a protector, like a god, and we sit under the nest egg . . . and we are protected by it. Without it? No protection!”) is a classic. You may want to watch the film for that episode alone.

Unfortunately, scammers and low-life investing con artists who feed off investor interest in what the Securities and Exchange Commission (SEC) calls “opaque private markets” are running amok and pose a particular danger to the nest eggs of retirees, the elderly, and the poor. In July 2018, the Wall Street Journal reported on a disgusting fraud scheme that combined both affinity and pension stream fraud. (Utah legal firm Ray, Quinney, and Nebeker represent many victims of affinity fraud common in the heavily Mormon communities of the state, and the firm’s blog reports on many interesting cases.)

A convicted felon operating out of a strip mall in Nevada was selling a private pension product to retirees through an affinity-group advisory firm called Live Abundant that also sold products from dubious operations. According to Jeanne Eaglesham’s fascinating account in the Wall Street Journal,

Scott Kohn, a 64-year-old felon, ran a company from a Nevada strip-mall mailbox that investors claim took them for more than $100 million in losses.

Mr. Kohn’s company, Future Income Payments, appears shut, according to court filings. His investors are likely to be wiped out, according to lawyers representing them, who plan to sue scores of firms that sold Future Income products as soon as this week. At least 25 states have taken enforcement actions or are investigating the company.

The blow-up shines a light on the boom in opaque private markets, to which investors have flocked in the hope of doing better than they can in traditional stock and bond markets. Future Income essentially sold investors other people’s pensions. Mr. Kohn’s firm would find workers entitled to pension payments and temporarily buy the rights to those payments—effectively lending the beneficiaries money against their future pension income in what is called a “pension advance.” Then, Future Income would sell the rights to investors for a lump sum.14

Many honest and hardworking citizens of Utah have lost much of their retirement savings in this all-too-common crime.

Affinity Fraud in Brief

Affinity fraud involves investment scams associated with a trusted community, ethnic, or religious group. Typically, prominent leaders of the group are unwittingly conned into promoting the investments through their extended networks. Many affinity schemes use Ponzi or pyramid schemes. The SEC lists numerous recent examples of “busts” or enforcements that read like episodes from Better Call Saul:15

[image: Images]   A Provo, Utah, affinity fraud involved a Ponzi scheme orchestrated by a financial planner targeting members of his church, family, and friends.

[image: Images]   A Chicago-area former Marine masqueraded as a hedge fund trader to defraud fellow veterans, current military members, and other investors in his affinity network.

[image: Images]   The SEC busted a Texas day trader targeting Houston-area Lebanese and Druze communities with a high-frequency trading scheme based on fake brokerage records.

[image: Images]   One hustler used a Ponzi scheme to sell fraudulent promissory notes to African-American investors. The scoundrel promised phony interest rates of 12 to 20 percent and said that the funds would be used to purchase and support small community businesses, such as a laundry, juice bar, or gas station. Incredibly, he also pitched a “sweepstakes” machine that would generate returns of more than 300 percent in the first year.

[image: Images]   The owners of a tiny voice-over-internet video services company stole $6 million from nearly 80 evangelical Christians through fraudulent stock and promissory notes.

[image: Images]   The Los Angeles Persian-Jewish community was fleeced by one of their own, who raised funds from 11 investors and used nearly $1.6 million of investor funds to buy jewelry, high-end cars, and VIP tickets to sporting events. He hosed his friends with promises of exorbitant returns in purported pre–initial public offering shares of well-known companies.



Excerpts from SEC Advisory on Affinity Fraud

Affinity fraud refers to investment scams that prey upon members of identifiable groups, such as religious or ethnic communities, the elderly, or professional groups. The fraudsters who promote affinity scams frequently are—or pretend to be—members of the group. They often enlist respected community or religious leaders from within the group to spread the word about the scheme by convincing those people that a fraudulent investment is legitimate and worthwhile. Many times, those leaders become unwitting victims of the fraudster’s ruse.

These scams exploit the trust and friendship that exist in groups of people who have something in common. Because of the tight-knit structure of many groups, it can be difficult for regulators or law enforcement officials to detect an affinity scam. Victims often fail to notify authorities or pursue their legal remedies and instead try to work things out within the group. This is particularly true where the fraudsters have used respected community or religious leaders to convince others to join the investment.

Many affinity scams involve “Ponzi “or pyramid schemes, where new investor money is used to make payments to earlier investors to give the false illusion that the investment is successful. This ploy is used to trick new investors to invest in the scheme and to lull existing investors into believing their investments are safe and secure. In reality, the fraudster almost always steals investor money for personal use. Both types of schemes depend on an unending supply of new investors—when the inevitable occurs and the supply of investors dries up, the whole scheme collapses and investors discover that most or all of their money is gone.16



You can read more about affinity fraud at the SEC website. Be aware of the psychological buttons all these affinity schemes are pushing—the notion of INCOME NOW! that you will need later can be as hard to resist as that half gallon of mint chocolate chip ice cream in the freezer on a hot summer’s night that you’re saving for the weekend. YUM!

It is not the easiest approach, but this will work—don’t put yourself to the test. If an investment sounds too good to be true, it always is. Invest with federally regulated and registered fund managers and brokers. Don’t take the pitch on the scheme (or eat the ice cream before the weekend). Life is to be enjoyed, of course, but the pleasures of deferred enjoyment can be all the sweeter.

At the beginning of this chapter, I talked about how little we hear about financial literacy from our media, our leaders, and even our schools amid the hubbub of the information society. We can blame our poor savings habits on all this distraction. But we can do something about it. Start with one hour a week. Take an hour break from scrolling through your social media, and research the ideas discussed in this chapter. Boredom can be good because it makes us face reality, including financial reality. For French existentialist Jean-Paul Sartre, hell was other people. In twenty-first-century advanced democracies, hell may be not having your smartphone when you are alone. What I’ve shown here is that setting up a savings safety net is simple, short, and low maintenance. But it does require for a short while that you do our homework, run the numbers, and start your journey to a better life.




PART

3

INVESTING FOR THE FUTURE

Now that you have cut your expenses, increased your income, and paid down debt, it’s time to look at how you invest your savings for the future.




CHAPTER

8

Investing Tax Free

Two-thirds of professionally managed funds are regularly outperformed by a broad capitalization-weighted index fund with equivalent risk, and those that do appear to produce excess returns in one period are not likely to do so in the next. The record of professionals does not suggest that sufficient predictability exists in the stock market to produce exploitable arbitrage opportunities.

—BURTON G. MALKIEL, A RANDOM WALK DOWN WALL STREET: THE TIME-TESTED STRATEGY FOR SUCCESSFUL INVESTING

You are ready. This is the time to begin with safe investment strategies. It does not have to be complicated. Honestly, it doesn’t require a great deal of skill. It does require self-discipline, but you have acquired positive habits by now. If you can summon the discipline to “go long” with your investments, you will be astounded at how well that will work for you when it is time to retire. The rate at which investments can compound is almost (I have to say it) magical.

Don’t believe in magic? In this case, you should. Master a few simple tricks, and the investment income that will be available to you when you are ready to retire will surprise and delight you. Seriously now, the strategies I outline in this chapter provide tried-and-true methods for strong results. Nothing is guaranteed in life or with investing, but history, statistics, economic trend analysis—all that—go into these recommended strategies for wise investment in your future.

How to begin? For anyone, no matter your age, the first step is to take advantage of any tax-free retirement investment opportunities that you have at work. Employer-sponsored retirement savings plans such as a 401(k) are usually a far better deal than many people realize. As I have written previously, many employers match a portion of your contributions to your retirement accounts. Yet, according to many sources, including a 2015 report by the investment advisory firm Financial Engines, 25 percent of Americans don’t take full advantage of employee retirement accounts when they have access to them.1 So make sure that you check this out first, and then stay focused to gain as much as possible.

By contrast, if you don’t have a matching plan—and many smaller businesses do not even offer 401(k) plans—you need to begin investing your money anyway. You can participate in tax-protected retirement savings accounts such as IRAs. This can provide some free money too, because you are able to take advantage of one of the rare instances when the federal government will not tax your income as long as it is tucked away in that retirement account. Yes, you will pay taxes when you withdraw the money in your later years, but likely at a lower rate than you would during peak earning years, because your annual retirement income will be less. Your tax bite depends on your total income, your deductions, and your tax bracket for that year. For example, in a year where you have more deductions than income (such as a year with a lot of medical expenses), then you may not pay taxes on withdrawals for that year. And when you retire, some of the magic comes into play, counteracting whatever withdrawal fees you owe. This is the magic of time and compounded interest. The money you are not paying in taxes over the years is certain to grow—maybe not as miraculously fast as Jack’s beanstalk, but grow it will.

As an alternative, you can use a Roth IRA to invest with no tax on gains. Under a Roth IRA, you contribute posttax money, your investments grow tax free, and you don’t pay tax at withdrawal. There are pros and cons to both types of IRAs, so it is probably best to have some of each.

As you form your investment plan, you will need to think about different ways to invest your money. You might set up a personal investment plan to back up your employee retirement account or your IRA or to serve as your primary retirement savings. Diversification should be a part of your investment strategy, if you can possibly do it. Again, it’s not too complicated or skill intensive. I can walk you through a step-by-step guide to starting and managing your investment accounts. In this chapter, I will outline:

[image: Images]   How to save when your employer does not offer a plan

[image: Images]   Types of investment funds and the relative risks of each

[image: Images]   Asset allocation—division of your investment dollars into accounts with different risks and investing goals

[image: Images]   How to evaluate and participate in mutual funds

[image: Images]   Various types of mutual funds and their risk levels—index, global, tax protected, and growth

[image: Images]   Recommendations of top fund management companies with decades of sterling performance and reputation

[image: Images]   More advanced opportunities, such as managing your own stock accounts and investing in real estate

LOOK AT THE HORIZON



Let us begin with the assumption that you are investing with your eventual retirement in mind. No matter what stage of life you are in when you actually start investing, the number one goal is having enough money to retire. The first step toward making any investment plan is to consider your current age, your likely retirement age, and the time horizon between those two points. Even a short horizon is a beautiful thing because it means that there is time to build your savings with investments before retirement. The longer your horizon is, the more spectacular your results will be for those sunset years. If you are 18 to 35 years of age now and you already are earning income in excess of expenses, with low or no debt, the money you set aside in tax-free retirement accounts is better than burying a pot of gold. Way better. CNN Money worked out the following scenarios for its report on “retirement basics”:

Say you start at age 25, and put aside $3,000 a year in a tax-deferred retirement account for 10 years—and then you stop saving—completely. By the time you reach 65, your $30,000 investment will have grown to more than $338,000 (assuming a 7% annual return), even though you didn’t contribute a dime beyond age 35.

Now let’s say you put off saving until you turn 35, and then save $3,000 a year for 30 years. By the time you reach 65, you will have set aside $90,000 of your own money, but it will grow to only about $303,000, assuming the same 7% annual return.2

Because of the power of compounding, the money you save in your retirement account will generate investment earnings, and those earnings will also generate earnings, and so on. It is a wonderful snowball effect.

Are you hearing this loud and clear? The advice on starting a tax-free account is the same, no matter what age you are. If you wish that you had started yesterday, start today. If you wish that you had started 10 years ago, or 20, or 30, start today. With other types of investments, such as mutual funds and individual purchases of stocks, you should also play the longest game you can. The long game is the right play, especially for younger folks, who are—barring unforeseen and historic catastrophes no one would want to contemplate—guaranteed to profit “bigly” (to use a presidential phrase) if they don’t screw it up (to use a colloquial expression) by pulling the money out too soon (this is literally the only way you will possibly regret your investments).

Millennials and younger people learned not to trust the stock market because they saw the mayhem on Wall Street in 2008–2009, which frightened us all. But anyone who remembers the crash should also remember the tale of Warren Buffett. As global markets were falling, the Berkshire Hathaway chief was the man who ran toward the crisis, invested heavily, and increased a legendary fortune. In September 2008, all these things happened: the Lehman Brothers investment bank filed for bankruptcy, the unemployment rate hit 10 percent, and the U.S. stock market lost $1.2 trillion in a single day (September 29). Buffett himself described the situation as an “economic Pearl Harbor.” And he kept on buying stocks.

“Bad news is an investor’s best friend. It lets you buy a slice of America’s future at a marked-down price,” Buffett wrote in an op-ed in the New York Times in 2008. “Fears regarding the long-term prosperity of the nation’s many sound companies make no sense. These businesses will indeed suffer earnings hiccups, as they always have. But most major companies will be setting new profit records five, 10 and 20 years from now.”3

Ten years after that disastrous September, Buffett remains an acknowledged genius and a sought-after sage. You know why? He was right. By September 2018, the Standard & Poor’s (S&P) 500 Index was up 130 percent from its postcrisis low. Apple and Amazon had grown—magically!—to trillion-dollar valuations.

To be clear, I am not suggesting that investments in stock or mutual funds will offer you consistently excellent returns. It is the opposite truth—that markets fluctuate, sometimes abruptly—that makes the long game the surest shot. In 2017, the stock market performed like a champion. Returns rose by 19 percent over the 12-month period. Early in 2018, though, there was a sudden shift, and the market dropped nearly 4 percent twice on different days in the same week. By the end of 2018, the market had been pounded by sell-offs—the Dow Jones Industrial Average had lost 5.6 percent over 2017, the S&P 500 had lost 6.2 percent, and stocks on the Nasdaq lost 4 percent. At the midpoint of 2019, the Dow Jones Industrial Average and the S&P 500 have rebounded from 2018 like two great power forwards.

If you knew in advance when the market was going to fluctuate, you could be a character on Billions on Showtime TV, topping your pizza with caviar and collecting Ferraris (and constantly dodging federal authorities, who’d want to know where you got your tips on when to buy or sell). But even in that fictional TV world, unpredictable things happen, and people make or lose fortunes in the blink of an eye. If you want to know how to make gains without risking everything, there is only one proven strategy: buy and hold. I am not saying that you have to buy one particular type of stock and never sell it. But you must put your money into stock investments (generally through mutual funds) and stay there—not pull it out when things start looking sketchy. You have to keep your eye on your personal time horizon, and hang in there until the time is right for you. When markets are down, add money if you can; most important, do not take your money out. Just keep a steady eye on the horizon and remember that time is your generous friend.

ALLOCATION



There’s a simple formula for allocating your assets for retirement that has made countless millions of investors wealthier than they ever expected to be at retirement. Subtract your age from 100, and the resulting number is the percentage of your portfolio that you allocate to stocks, which are more aggressive and riskier than bonds. Some mutual funds create portfolios for you based on a target-date formula such as this. These target-date funds—also known as lifecycle, dynamic-risk, or age-based funds—allocate portfolio assets to a more conservative position as your target date—usually retirement—approaches.

Chartered financial analyst and investment allocation writer Carolyn Marsh, among other analysts, has observed that professional investors are trending more toward a “125 – Your Age” formula because interest rates are likely to remain low. Marsh writes:

With today’s low interest rates, investors forgo a lot of return when holding too many bonds—so the recommended percentage of stocks has crept upward in portfolios. The professional investment world is trending closer to a rule of “125 – Your Age” in stocks. We can see this in the growing category of target date funds, which are a good proxy for professional allocation thinking.

Indeed, a look at the three largest target date fund providers—Fidelity, Vanguard and T. Rowe Price—shows that they all hold much closer to “125 – Your Age.” For example, these three target date funds allocate 90% in stocks for a 30-year-old and about 75–85% in stocks for a 50-year-old.4

Every investor also needs to keep an eye trained on the spectrum of investment possibilities. Your ideal mix should include tax-free investments, bonds, and an array of stocks that bear higher risk and potentially higher return. The sad truth is that most Americans are holding too much cash in their portfolios and not enough stocks. This seems especially true for millennials and gen-Xers. The portfolios of these cohorts have great potential. Unfortunately, millennials and gen-Xers appear to be squandering gains because of an aversion to fluctuating returns.

I get it: the 2008 stock market crash was traumatic. It was a financial fiasco for people caught with too many eggs in the stocks basket and without the time to wait for the market’s recovery. Considering my experiences at the Securities and Exchange Commission (SEC), you can be sure I want all of us to learn from the recent history of that time and how many banks, regulators, public policymakers, and institutional investors put on the blinders and doubled down on the boom. But everyone should also avoid being foolish because of an unreasonable fear that a crash is going to happen again. In 2014, six years after the failures on Wall Street, a UBS survey reported that the public at large was still very leery of the stock market—and that younger investors were even more wary than their elders. The survey found that typical millennials are keeping about half their portfolios in cash, just 28 percent in stocks, and the remainder in bonds. Older folks were keeping 46 percent in stocks and about 23 percent in cash.5 These trends appear to be continuing. But this is precisely the opposite way that these trends should be going at any given time. Financial analysts often refer to millennials as “risk intolerant.” Is this some type of new allergy to any investment that isn’t strictly blue chip? My prescription is to get a stock injection stat, right into those youthful portfolios.

If you as a millennial investor are in a financially fragile period, say, after college graduation with large student loans to pay, I understand adding more caution to your approach. Fund managers such as Robb Arnott and Rick Ferri worry that cash-poor millennials are raiding their retirement funds when they lose or change jobs: “Ferri has proposed a different ‘flight path’ asset allocation model which would start young investors with a low stock allocation, gradually reach a high cruising speed stock allocation, and then gradually descend. Arnott, too, thinks a lower initial allocation to stocks makes sense.”6

Under my program, however, young investors are protected because they have a six-month emergency fund under lock and key. In fact, this discussion makes my point quite well, doesn’t it?

IF YOU CAN READ, YOU CAN MANAGE YOUR PORTFOLIO



Of course, there is certainly more to it than cutting up your money pie into the proper percentage of bonds and stocks or retirement and nonretirement accounts. How you go about creating a robust portfolio is critical too. The basics are not too complex for you to steer your own course or take a strong hand in it (via a mutual fund account). I’m going to make this broad statement: you probably don’t need to hire an investment manager until you’re at about the half-million-dollar mark in investments. You can set priorities yourself and then rely on mutual funds to implement them. Be hyperfocused on taxes. Remember that how much you wind up paying on stock gains and bond interest depends on what type of account you invest in. So when you establish an investment account that is not a retirement account with a mutual fund company such as Fidelity, Vanguard, T. Rowe Price, or some other well-established company, the earnings on investments in that account are taxable. This means that if you are looking to add to your allocation in bonds using that taxable account, the first thing to look for is access to their tax-free municipal (muni) bond funds.

A muni bond is one that is issued by a local government or a government agency to finance public projects such as roads, bridges, mass-transit facilities, school buildings, infrastructure repair, and the like. These bonds are secured by either the issuing agency or specifically allocated revenues—for example, bridge toll revenues budgeted for bridge repairs. You do not have to pay federal income taxes on the interest you earn on muni bonds (see Section 103 of the Internal Revenue Code). In most states, there is also an exemption from state taxes on muni bonds issued by that state or local governments within that state. You will need to check this out for your particular state, but if you live in one of the more populous states in the Northeast or California or Florida, I can tell you right now that a money manager, such as Fidelity or Vanguard, operates a dedicated municipal bond fund for your state—and interest is not taxed by the state. If your state of residence doesn’t have a dedicated municipal bond fund, you can invest in a general munibond fund. These types of funds hold tax-free bonds from various states. Treasury bonds (U.S. government bonds) are another (state and local) tax-free investment to include in your portfolio through your mutual fund account.

Remember, the type of bond fund you buy depends on the account you are using. In your tax-free investing accounts, buy corporate bond funds that invest in the debt of companies. These bonds are not tax favored but have higher returns, so you want them in your tax-free accounts. Muni-bond funds are the opposite. Because their earnings are typically not subject to state or federal taxes, put them in your taxable investing account. They earn lower returns, but that profit is not reduced by taxes, so there’s no reason to put these funds in a tax-protected retirement account.

This is an important point: the only way you want to access bonds is through a mutual fund. The reason is that it is very difficult for an individual investor to get access to bond issuances, and the bond markets are less transparent than the stock market. I should remind you here that I enjoyed a bird’s-eye view as a former director of investment management with the SEC. The bond market operated with curtains drawn then, and today it remains the least transparent investment arena in America. The stock market, by contrast, is highly transparent. You can log on to your computer or phone any time you choose and buy whatever stocks you like with 100 percent transparency on prices.

STOCK INVESTMENTS



When investing via a mutual fund, you are generally not required to invest a kingly sum. Most mutual funds require an initial investment of between $500 and $3,000 so that you can limit your risks, but you should still educate yourself a bit before investing your hard-earned money. Before allocating money to stocks, your best first move is probably to look at the S&P 500 Index and get to know it a little. This is an index of 500 of the largest U.S. companies listed on the New York Stock Exchange or Nasdaq and selected by the Standard & Poor’s Index Committee based on market performance. The S&P 500 Index is a proven gauge of the stock market’s general health that you will hear quoted all the time by financial reporters and analysts. Other important indexes include the Dow Jones Industrial Average and the Nasdaq Composite.

As a second step to perusing the stock market, you might want to take a closer look at the Russell 3000 Index and its subset, the Russell 1000 Index. Although you may have never heard of them, you can use their wisdom about the market, which some say is unmatched, by investing through your mutual fund or by purchasing exchange-traded funds (ETFs). The Russell tracks the performance of all publicly traded stocks, grouped together by industry and size of the company, by growth potential and dividend history and other categories. The Dow Index contains only 30 stocks, and the Nasdaq Composite lists more than 3,000 companies. The Russell’s information- and data-rich website provides a valuable contribution to the education of a new investor about index funds.

Russell doesn’t offer a mutual fund or an ETF, but some mutual funds track its index. For example, you could choose to invest in the Vanguard Russell 1000 ETF or the SPDR Russell 1000 ETF, and your money will go into stocks of the Russell index. Your approach as a newbie should be to look for roughly the same return as the Russell index. The fee you pay to your mutual fund manager means that you will earn slightly less. By contrast, the work and risk you avoid are generally well worth the fee.

For a slightly more liquid version of a standard mutual fund, consider ETFs. The beauty of ETFs, and few people understand this unless they are professional investors, is that mutual funds can be somewhat more expensive than ETFs to purchase (depending on who sells you the mutual fund). ETFs are simply mutual funds that are traded. A mutual fund is redeemable every day based on its price at 4 p.m. Eastern time, but ETFs trade all day long.

Let’s say that you want to redeem a mutual fund. When you put in your request, you will typically be paid the next day at the 4 p.m. (Eastern) closing price on the day you redeem. However, fund managers technically have up to seven days to send you the money. ETFs are exactly the same as mutual funds carrying the same portfolio of stocks, but you can trade them any time during the day. Think of ETFs as cutting out the distributor. There’s an old saying that “most mutual funds are sold, not bought.” To illustrate, think about what happens when you invest through your 401(k) plan: you are offered a menu of your employer’s choice of funds. Those are basically being sold to you. You will pick one from among the fixed choices. Somebody already sold those to the employer. In many cases, brokers selling you a mutual fund may get paid a fee for doing so, something that doesn’t happen with an ETF.

BACK TO TAXES



As I mentioned earlier, while sorting your investment priorities into stocks and bonds, you also want to be thinking about how to minimize your tax burden. The U.S. tax laws are highly complicated, but you want to structure your investments so that you pay the least amount in taxes under the law. There are three basic tax categories for investment accounts: taxable, tax deferred, and tax exempt.

Taxable investment accounts include bank accounts and investment accounts. You are required to pay taxes on what you earn from them each year when you file your income taxes. Tax-deferred accounts “shelter” your investments from taxes as long as the money remains in the account. These include 401(k) plans and traditional IRAs. There are also tax-exempt accounts, such as Roth IRAs, where you add posttax money and do not need to pay taxes on gains, even at withdrawal. Each type of account has benefits and drawbacks, and those need to be juggled according to your personal situation.

The goal here is to strive for what I call tax efficiency. This means that you don’t use your 401(k) account to choose tax-free investments such as muni bond funds because the 401(k) account is itself tax sheltered. Never buy muni bond funds with your tax-deferred or tax-exempt accounts. Muni bond funds should be part of your taxable investment portfolio because they enjoy the most favored tax treatment there. Let’s say that the muni bonds pay interest rates of 4 to 5 percent. If you live in a state that doesn’t tax muni bonds, plus the federal exemption, you are in effect earning 8 to 10 percent because of tax avoidance. Federal bonds that are state and local tax free also belong in your taxable investment account.

In contrast, purchase corporate bonds only for your tax-protected retirement accounts because the U.S. government offers no tax benefits for corporate bonds in any way. One of my IRAs is 100 percent corporate bonds. Corporate bonds typically earn 6 to 8 percent, much higher than munis, and in your tax-free account are not hit by taxes. Enjoying these tax-free compounded gains for 50 years delivers a considerably impressive return.

With stocks, the choice is a little more controversial. If you hold stocks for at least a year, you get an advantage because any realized gains (meaning sales) are taxed at a capital gains rate, which is currently 20 percent. This could be a favorable tax rate compared with your income tax rate. Now that income tax rates have come down under the new tax law of 2018, the capital gains safe haven is not as important as it was. You have more tax flexibility to buy stocks for tax-free and taxable accounts. By contrast, loading up stocks with their 12 percent historic returns into your 401(k) or IRA is powerful for you because those gains compound tax free for decades (if you start early). Under this scenario, common stock funds are highly tax efficient.

As I’ve said, millennials with their emergency fund in place may have more risk tolerance for stocks in their taxable accounts. The bottom line is that stocks work really well in tax-free accounts, but they also work well in taxable accounts because of the lower capital gains tax rate. I recommend getting your muni and corporate bonds invested in your taxable and tax-free accounts, respectively, to reach your bond investment percentage target. Then put the remainder to work in stock funds, whether in taxable or tax-free accounts.

OPTIONS FOR REAL ESTATE INVESTING



If you like real estate, I recommend that you thoroughly explore real estate investment trusts (REITs). Most REITs are “equity” style, meaning that they invest or own income-producing real estate organized into different types of portfolios. The REITs must distribute at least 90 percent of income to shareholders through dividends.

You can get a piece of real estate action without the risk of buying and selling your own properties through a REIT. You invest by buying shares on an exchange or through a mutual fund that specializes in real estate. Easy-peasy. As noted by my friends at the SEC:

[m]any REITs (whether equity or mortgage) are registered with the SEC and are publicly traded on a stock exchange. These are known as publicly traded REITs. In addition, there are REITs that are registered with the SEC, but are not publicly traded. These are known as non-traded REITs (also known as non-exchange traded REITs). You should understand the risks of the different types of REITs and their strategies before deciding to invest in them.7

As I have discussed elsewhere in this book, a home is an investment, too. If you have purchased a home (following my guidance on having an emergency fund and only taking on a mortgage you can afford), you have exposure to real estate. Make sure that you get your stock and bond portfolio built up before you start buying REIT shares. Buying REITs increases your real estate exposure, and we all need to stay diversified.

Markets and trading began with the ancient Sumerians and have grown and developed throughout human history, creating conditions for economic growth and wealth formation. Anyone who can read, use common sense, and follow the general principles in this chapter will enjoy the benefits of markets over the long term. The Great Recession left scars on many of us, but history is irrefutable: markets move in cycles. Lotteries and sports gambling are wildly popular but far riskier to your financial health than mutual funds, which hold close to $14 trillion of the hard-earned savings of more than 53 million American households.

As you become comfortable with these basics, you’ll be ready to build a habit of a lifetime.




CHAPTER

9

Become a Net Worth Warrior!

The best time to repair the roof is when the sun is shining.

—PRESIDENT JOHN F. KENNEDY

There is an old story, probably apocryphal, of a student sitting in on a college lecture about the world’s religions and then stopping by the professor’s office. The professor was a wonderful and revered teacher of religious studies. “I loved your lecture,” the student told him and, as thousands of young people no doubt expressed over the years, continued, “but I just can’t get motivated to take one of your courses. It is hard for me to see how these ideas relate to my life.” The professor had a knowing twinkle in his eyes as he said with a smile, “Religion tends not to be a young person’s game. The world is your oyster right now.”

The professor was right, but the student reminds me of how we talk about money today in America. Building net worth for yourself over the long term is seen by too many as a rich person’s game or, even worse, an old person’s game.

To be sure, certain corners of the media tend to glamorize the wealthy as an unattainable elite while ignoring the millions of people who have saved and invested to build a strong safety net, secure retirement, and enjoyable lifestyle—without making a spectacle of themselves. They contribute to charities, reinvest in their communities, and ensure that their families can withstand economic turmoil. Millions of Americans are these kinds of everyday heroes.

Unfortunately, irresponsible politicians claim that the U.S. system is dead and buried, implying that people of ordinary means cannot succeed. But this is not true. These everyday heroes take the steps to forge financial security for themselves and their families. All it takes is hard work and following the basic rules of this book.

Anyone starting out in his or her financial life, anyone starting a career, anyone going back to a career after being away from the workforce—whether unemployed, raising kids, widowed, or on temporary disability—has the chance to become this kind of hero. To do this, keep growing your personal balance sheet to greater net worth by following the strategies in this book and sticking to them. This is what this chapter is about.

I want you to be ready for the next crisis. I want you to be able to withstand the car breaking down. I want you to able to withstand yourself or your child getting sick. I want you to be able to withstand the loss of a job. Things happen. When you have more assets than liabilities, you don’t have to worry that everything will be taken away from you if something goes wrong. If you build your own balance sheet, then your destiny is under your control, not somebody else’s.

My dad was the king of the one liner. The truth is, he liked to say, when it comes to our existence, no one gets out of here alive. John Lennon famously said life is what happens to you when you are making other plans. Everyone gets dealt some blows. I don’t care who you are. In 2018 alone, Tina Turner lost her oldest son at age 59 to suicide. Bode Miller’s 19-month-old daughter drowned in a pool. Anthony Bourdain’s shocking suicide left his family reeling. You have my wholehearted prayers that you never endure tragedies of this scale, and the odds are they will be rare. But even minor events, such as the flooding of a basement or an injury that keeps you out of work, have financial implications.

BECOME A NET WORTH WARRIOR: THE BENEFITS ARE LEGION



Job Changing

For young people in the first phase of their careers, a positive net worth gives you more opportunities to change jobs and actually take some risks. Many college students are interested in working for a tech startup after they get out of college, but that can be difficult to sustain without a safety net because those jobs often don’t pay well until the company grows. When I left a hedge fund to join the SEC, I was able to afford losing so much income because I had paid off all of my debt and had built up my assets. I never thought from a financial standpoint that I would stay at the SEC for five years, but I was fortunate enough to have the flexibility to make that choice. If you don’t like being chained to a job, would be interested in taking a “sabbatical” or joining a friend on a leading-edge startup, become a net worth warrior.

Relationships and Marriages

Many authors and experts have documented the importance of financial issues to relationships, particularly marriages and long-term partnerships.1 Without question, money problems cause many marital conflicts and divorces. But it is really the lack of communication about money that creates the problems—more so than the problems themselves, because everyone has money problems.

That lack of communication revolves around all the things I am talking about—setting goals for retirement, having an emergency fund, saving for college or professional education, and contingency funds for unemployment. Many couples get married or move in together without putting a framework in place for discussing these issues.

Money also plays a huge role in the survival of marriage itself. Marriage rates have dramatically declined since 1950 for men and women, according to “gold standard” U.S. Census data. This has resulted in part because women have greater career opportunities, and many couples tend to wait until they are both on their feet financially with jobs and savings before getting married. Marriages and “family formation” tend to pick up with good economic times.

The Pew Research Center released a report on marriage and Census data in 2017:

Half of U.S. adults today are married, a share that has remained relatively stable in recent years but is down 9 percentage points over the past quarter century and dramatically different from the peak of 72% in 1960. The decline in the share of married adults can be explained in part by the fact that Americans are marrying later in life these days. . . . But delayed marriage may not explain all of the drop-off. The share of Americans who have never married has been rising steadily in recent decades. At the same time, more adults are living with a partner instead of marrying and raising children outside of marriage.2

Scholars have documented how unemployment and underemployment among men in lower-income communities correlate strongly with a “marriage gap” related to income. As noted in a study by the Hamilton Project at the Brookings Institution in 2012, there

is no silver bullet for closing the marriage gap, but perhaps the most promising approach to improving family outcomes is to focus on the underlying economic contributors to the sea change in marriage and family structure. Investments in education and training would help put Americans back to work in well-paying jobs, promoting economic security that can lead to more and better marriages—and better opportunities for the children of those marriages.3

The roaring American economy of late is creating those kinds of opportunities.

Sadly, our education system sometimes seems to be run for the benefit of its employees rather than its students. We need to focus on improving education to make sure that citizens have the skills to tackle jobs in our fast-paced economy. Teaching some of the financial principles in this book in our schools would help students make good financial decisions when they start working.

When it comes to you and your partner (or future partner), you’re going to have to have regular and frank conversations to ensure that you have a strong net worth that will enable both of you to enjoy your lives together. Money can rip a marriage apart—don’t let it happen to you.

I recommend that you take the following steps with your partner and weave these into your overall stick-to-it blueprint:

[image: Images]   Meet once a month at a minimum to review your progress and pinpoint money problems to address. Make a list and decide who will handle which problems. During this meeting, neither party can play the blame game; this is for problem solving. This must be sacred.

[image: Images]   If you haven’t done so, fully discuss the issue of joint versus separate cash and investment accounts. On one end of the spectrum, you can keep separate accounts, and each can contribute a share to your list of mutual expenses. On the other end of the spectrum, you can merge everything with all joint accounts. Then there is the middle, of course, which involves joint accounts but also each having an individual account for discretionary spending for the things each wants to pursue on his or her own. My view is that keeping everything separate is not a great foundation for cooperation. Yes, some people have strong personalities that need to control their own money, and that is a judgment call. But I favor more transparency rather than less for couples when it comes to money. We are wired to have negative, untrustworthy thoughts when there is a lack of transparency, and that can be deadly when it comes to money.

Couples who regularly talk about money are happier in their relationships than those who discuss finances less frequently.4 What did Captain Renault say in Casablanca? “I’m shocked, shocked!”

Improved Time Management

Would you like to have more time for taking a course, playing more golf, traveling, enjoying new TV shows, or going out with your friends? Americans complain about being busy more than any civilization in history, but it is a reality many of us feel. The importance of work as an end in itself is embedded deep in the American psyche and quickly adopted by immigrants and passed down. Being too busy has become a status symbol among many successful people—perhaps something I am also guilty of, if I think about it. According to a study published in the Advances in Consumer Research:

In the present article we argue that busyness and overwork, rather than a leisurely life, have become a status symbol. In contemporary American culture, complaining about being busy and working all the time has become an increasingly widespread phenomenon. . . . Our investigation reveals that positive status inferences in response to long hours of work and lack of leisure time are mediated by the perceptions that busy individuals possess desired human capital characteristics (competence, ambition), leading them to be viewed as scarce and in demand.5

Let’s focus on the working Americans who don’t fly first class. I am not talking about feeling busy if you are spending four hours a day on your Instagram account or watching reruns of college football games on ESPN. I am talking about the commuting-working-dinner-cooking-chores-kids-bills grind. I feel that.

Net worth warriors save time on finances because they run on a cash-positive basis and don’t have to give up weeknights sorting out a mess of overdue bills. They save time because their savings and investments are on automatic pilot. If you set up your 401(k) accounts, taxable investment accounts, and discretionary savings accounts with automatic deposits, you will be automatically sweeping money into those accounts and letting them accumulate profits through long-term growth trends. Buy-and-hold works, so you don’t have to.

By investing some up-front time to get all your automatic withdrawals wired into your accounts, you only need to check in on your numbers once a year. It doesn’t matter how these mutual funds perform over months. It doesn’t matter whether the market goes down or up. Ride these investments long term. In addition, mutual funds are transparent and accountable. I was the nation’s chief regulator in charge of overseeing mutual and private funds, and I can assure you that the SEC monitors the entire industry and has stiff disclosure requirements in place. In fact, in the years since I left, the SEC has expanded its efforts to make fund disclosure as user friendly and accessible as possible. In April 2018, the SEC published a request for comment as “the first major step” toward improving the investor experience “by updating the design, delivery, and content of fund disclosure for the benefit of individual investors.”6

When you stick to it, you may develop an interest in stocks and investing as well as the economy overall. If you have met your priority savings goals and want to try more hands-on investing with a small basket of stocks, great! Be sure, however, to know exactly how much you can afford to lose, and never risk any more than that. You should read a variety of sources. I recommend Morningstar independent investment research at www.morningstar.com as a great source for free market information, analysis, and news.

STICKING-WITH-IT STRATEGIES



Considering the wealth of benefits I’ve just described, who among us wouldn’t want to become a net worth warrior? To do so, you need to counter the mental biases that constitute our most resistant adversary. Although spending provides a lot of recurring short-term gratification, our brains are primed to focus on earning more than saving. We have to earn before we can save, and in America, we love and praise earning more than saving. We love to talk about people who climb the ladder of success, whereas those who build beautiful safety nets are so rare they make news.

This is the insight of Eve De Rosa, a professor of human development at Cornell University, who coauthored a study on why Americans find saving so hard. “You hear those stories of someone who has modest means, like that secretary that saved millions,” De Rosa told Inverse.com. “That’s newsworthy! It’s news when someone saves! It’s like who would do that?”

“It’s more than a financial problem of making ends meet,” added coauthor Adam Anderson, professor of human development at Cornell University. “Our brains find saving more difficult to attend to. Even without bills to pay, our brains put a thumb on the scales, making it easier for us to earn than to save.”7

Embedded in this concern is the fact that we encounter very weak social reinforcement for saving behavior from the media and influencers, as opposed to matters of professional achievement: “winning,” going on cool vacations, or living in houses that could someday be featured on reality TV.8

Building net worth ultimately brings many of its own rewards. Use these tactics to train your brain to change. It’s worth it!

[image: Images]   Here’s one that is a foundation of this book, so this isn’t a surprise. Automate your savings as much as possible—most employers will offer the ability to deposit a percentage of your paycheck in a savings or retirement account. In this way, money is put in savings without you having to think about it, and once the money’s there, you’re less likely to take it out. As I’ve written before, we have strong evidence that this increases accumulation of savings.

[image: Images]   Each year, make concrete savings goals, such as paying down credit cards or maxing your emergency fund within a certain period of time. Tell a few friends who will support and hold you accountable. Think “losing weight,” and apply it to saving. We know from Weight Watchers that being accountable to peers is very effective. If you haven’t done much saving, I encourage you to start small as long as you keep to regular deposits. Save your money into an account where you can’t get at it easily (more on this in a moment).

[image: Images]   Prioritize savings when you receive a new influx of cash (salary raise, unexpected bonus, or inheritance). Evidence suggests that we are less likely to save unexpected windfalls. If you get a raise at work, follow your savings priorities in setting aside the new bucks. Maybe finish off funding your emergency fund or start a new savings account for a family vacation.

[image: Images]   We know that future-oriented mindsets are linked with effective savings behavior. Visualize rewarding experiences you want to happen in your future, say, a splashy wedding, watching your kids walk across the stage to graduate college, or enjoying retirement in a beautiful place in the world you love. Seeing such events in your mind’s eye can be part of your meditation or prayer time. Relatedly, one study found that people made better savings decisions after viewing digitally aged photos of themselves. And here’s a tip from finance expert Alexandra Talty: “[j]ust like a mood board, cut out some pictures of goals and tape them to a fridge or make a Pinterest board. Saving can be just as fun as spending.”9

[image: Images]   Have a small but enjoyable celebration when you achieve a savings goal.10 Be careful about undermining your progress by unleashing any compulsive urges you have managed to leave behind you—whether eating, gambling, or spending wildly.

[image: Images]   Sleep on a big purchase. Even after you’ve thought about the pros and cons of a new car, kitchen redo, or Caribbean vacation and you’ve decided you can handle the entire cost, take one more night to be sure. This breaks the impulse circuit in the brain. Then make your final decision the next morning.

[image: Images]   Finally, bankers and policymakers should return us to more normal interest rates, which will help raise up a nation of net worth warriors. Prospective savers, whether rich or poor, respond to higher interest rates for their savings. Because we have left the zero interest rates of 2008–2016, banks will be able to offer higher interest rates on savings accounts and encourage participation with prizes, raffles, and other incentives. As Princeton University guru Sheldon Garon wrote in the column I mentioned in the Introduction, “banks tend to drive small savers away by imposing onerous fees and high minimum balances, forcing many to pay even higher fees at check-cashing services.”

I don’t consider “savings” accounts that are linked to your regular checking account to be savings at all. If you can transfer the money into your checking account to meet a spending need from your cell phone, it’s not savings. Banks should offer savings accounts that reboot the concept of passbook savings from my era, when you had to go to the bank window and formally request a withdrawal. You’ll save more and eventually become habituated to saving if you have to exert effort or give something up to make a withdrawal. Certificates of deposit (CDs) have this advantage but have offered dreadful interest rates for decades. I love the innovations seen in the financial and nonprofit sectors with lottery-style raffles for savers and opt-out instead of opt-in retirement savings. Let’s bring more creative innovations to savings vehicles at the major banks.

I passionately believe that for all of us and our nation as a whole to prosper, for our communities to begin to heal from the terrible but all too familiar partisan rancor and hatred of recent years, to protect the dreams of our children and grandchildren, we must slay the debt monster and reassert our own economic freedom. We need to drive our economy forward with a newly empowered citizenry with its own positive net worth and minimum consumer debt. We need to reverse the dangerous revival of easy-credit mortgages, have more normal interest rates above zero, and encourage every American to save—really save—for that first house. Imagine how feeling economically secure and safe will ease the paranoia and fear that runs rampant among all walks of our citizenry.

I leave you with the words of two people who were experts with them: first, the beloved British author Rudyard Kipling, winner of the Nobel Prize and author of Captains Courageous, The Jungle Book, and Kim:

Savings represent much more than mere money value. They are the proof that the saver is worth something in himself. Any fool can waste; any fool can muddle; but it takes something more of a man to save and the more he saves the more of a man he makes of himself. Waste and extravagance unsettle a man’s mind for every crisis; thrift, which means some form of self-restraint, steadies it.11

And the legendary American salesman, raconteur, and circus promoter P. T. Barnum:

A penny here, and a dollar there, placed at interest, goes on accumulating, and in this way the desired result is attained. It requires some training, perhaps, to accomplish this economy, but when once used to it, you will find there is more satisfaction in rational saving than in irrational spending.”

In Chapter 10, I share some final thoughts on mastering money.




CHAPTER

10

Financial Literacy for All: Let’s Teach Our Children

To fully participate in society today, financial literacy is critical.

—ANNAMARIA LUSARDI, DENIT TRUST PROFESSOR OF ECONOMICS AND ACCOUNTANCY AT THE GEORGE WASHINGTON SCHOOL OF BUSINESS AND ACADEMIC DIRECTOR OF THE GW GLOBAL FINANCIAL LITERACY EXCELLENCE CENTER

As of 2019, we have a long way to go in combating the financial literacy gap:1

[image: Images]   The United States ranks only fourteenth in global financial literacy behind such countries as Singapore and the Czech Republic, according to Standard and Poor’s. However, when comparing U.S. financial literacy with that of other advanced economies, we seem to come out around average: about half “of adults in the major advanced economies—Canada, France, Germany, Italy, Japan, the United Kingdom, and the United States—are financially literate,” Standard and Poor’s finds.2 It is safe to say that we can be better than average.

[image: Images]   American teenagers rank average among 18 nations surveyed for financial literacy, behind Latvia and just ahead of Russia.

[image: Images]   One in six of our young people lack the financial skills to meet the basic demands of the modern workplace.

[image: Images]   Four in 10 millennials surveyed in 2014 said that they were overwhelmed with debt. More than half said that they were living from paycheck to paycheck.

[image: Images]   More than half of college graduates with student loan debt report that they did not try to estimate how much their student loan payments would be before taking them on, and a similar number say that they would change how they handled their student loan situation if given the chance to consider the issue again.3

As was stated in the 2015 Report on National Literacy:

We know that financial literacy is linked to positive outcomes like wealth accumulation, stock market participation and retirement planning, and to avoiding high-cost alternative financial services like payday lending and auto title loans. Conversely, financial illiteracy in part led to the Great Recession. To minimize the impact of any future financial crisis, Americans must be educated in personal finance. A great place to start is with our students.4

A MICRO HISTORY OF FINANCIAL LITERACY



Now that we have a snapshot of the challenge, what makes financial literacy a useful concept? Where did it start, and why did government and the financial industry start promoting it? Why should we care?

Compared with classic academic disciplines, financial literacy is relatively new. The idea of teaching financial concepts in schools dates back to the early twentieth century, whereas formal curricula and standardized disciplines became codified in the latter half of that century.

The formal movement for financial literacy really started with the campaign to teach domestic science, or home economics, that began with women such as Harriet Beecher and Ellen Richards, the first woman to attend the Massachusetts Institute of Technology. It grew to include the Smith-Lever Act in 1914. This law established a system of cooperative extension services, connected to land-grant universities, to provide any American with information about developments in agriculture, home economics, government, leadership, agriculture, economic development, and other skills. The extension services offered coursework on family financial management, coining the term financial literacy.

The Smith-Lever Act was the first federal law aimed in part at improving citizens’ understanding of financial concepts and monetary planning. In the 1930s, General Motors Chairman Alfred P. Sloan, Jr., started a foundation that sought to create a “nation of economic literates” through a variety of courses and programs. From the 1940s through the 1960s, financial literacy skills were taught (largely to women) in home economics curricula in high schools and colleges, but financial literacy itself wasn’t seen as a separate field until much later. “Home ec,” as it was known, was a required course for female students. Belying the commonplace myth that home economics was about baking cookies and learning how to sew, women were in fact taught skills for managing money and home-based affairs, many of them complex. It’s no accident that in post–World War II U.S. history, adult women not only “kept the hearth” but the family books as well—and kept an eye on spendthrift spouses. Until social advances began to challenge notions of traditional gender roles, women also had to be amateur psychologists to watch the family purse strings without offending the male egos in the house.

In the last three decades, government bodies, financial institutions, philanthropies, and community organizations have all dedicated considerable resources to personal finance education—as we have seen throughout this book. This has included increased attention in academia, efforts by governments to integrate financial concepts into school curricula and library programs, and a growing body of literature aimed at popular audiences.

This field has garnered increased academic attention since the 1990s. During this period, an increasing number of universities have established dedicated academic programs in financial education and increased the number of academic journals publishing research on teaching methods, program effectiveness, and other topics related to financial education.

This academic focus coincides with a spike in financial literacy programs in the 1990s and early 2000s—spurred first by auto-makers and other lenders taking heat for predatory lending and then swiftly followed by the passage in 2003 of the Financial Literacy and Education Improvement Act, which established a commission to develop a national strategy. “A congressional caucus dedicated to financial literacy formed in 2005, and the National Association of State Boards of Education established its own financial literacy commission by 2006,” reported Rachel M. Cohen in the summer 2019 edition of The American Prospect. “In early 2008, George W. Bush issued an executive order to create the President’s Advisory Council on Financial Literacy, a body that would ultimately recommend expanding and improving financial education for students in kindergarten through high school.”5 The programs came from a variety of sources, most commonly from community organizations, the Cooperative Extension Service (created by the aforementioned 1914 Smith-Lever Act), and local businesses.

Government bodies, including my old employer the U.S. Securities and Exchange Commission (SEC), the Federal Reserve, and the Departments of Treasury and Education, have all prioritized financial education and dedicated considerable resources to education initiatives. The 2008 financial crisis resulted in a renewed push for financial education in the public sector because the crisis showed that many homeowners took out mortgages they could not afford.6

WHAT CAN WE DO TO INCREASE FINANCIAL LITERACY?



If you have children at home, find ways to share what you know about finance and saving money. After all, almost all kids are interested in money. Consider these projects:

[image: Images]   Link parental allowances to specific savings goals. Help set up a savings account for your children at an early age. Parents, consider “matching” your children’s savings at whatever ratio you choose.

[image: Images]   If children have jobs, set up and manage an individual retirement account (IRA) to make contributions.

[image: Images]   Jointly manage a small stock investing account with Mom, Dad, or a mentor.

[image: Images]   Start an experimental micro business, including a business plan and payroll.

[image: Images]   Have your kids shadow you or a mentor during a major financial activity, such as planning to buy a new home or purchase a new car.

Education from an early age is another big part of the answer, starting in elementary school and continuing through high school. As of 2016, only 20 states required an economics course in high school, and only 17 required a financial literacy course.7

Although public education “mandates” typically give me a stress rash, states with mandatory personal finance high school curricula have had measurable success. Researchers at the Federal Reserve found that “young people who are in school after the implementation of a financial education requirement have higher credit scores and lower relative delinquency than those in control states” (emphasis added). The credit scores of high school graduates who have taken financial literacy courses increased as more years passed from the initial implementation of the mandate, which “likely reflects teachers’ ongoing learning and tailoring of the content and approach so as to be more effective for their students.”8

Researchers for Discover’s Pathway to Financial Success found that kids who take finance courses in high school save and accumulate wealth during their adult lives at a higher rate than those who don’t take these courses. Students who have taken a class in personal finance are more likely to engage in saving, budgeting, and investing. According to another academic study conducted in 2001, individuals who had state-mandated financial education in high school had higher reported rates of savings and higher net worth in adulthood.9

Many state leaders are investing real energy and political capital into addressing financial literacy. According to Oregon State Treasurer Tobias Read and Indiana State Treasurer Kelly Michell, who coauthored an op-ed for The Hill in April 2018, states are concerned about “a growing number of young adults [who] are also turning to alternative financial services such as payday loans and check cashing services because they are easily accessible.” In response,

many state treasurers are working with local banks and credit unions to ensure that all individuals have access to affordable banking services, and to raise awareness about the importance of saving, investing and managing debt. Stronger public-private partnerships can help support new financial literacy programs and promote smart financial decisions.

In Oregon and Indiana, our offices have worked with the private sector to develop tools that help remove barriers to saving money through various programs and free online resources. Our fellow state treasurers in Vermont, Utah, Rhode Island, Massachusetts and Mississippi are doing the same, while additional states have focused on partnering with the private sector to offer online courses that teach basic financial knowledge to students and parents in schools.10

These are encouraging developments.

At the national level, the Trump administration has given its blessing to consolidating redundant financial literacy programs to make progress and put an actual dent in the issue while also achieving budget savings. Treasury Secretary Mnuchin has supported the Financial Literacy and Education Commission, inviting high-profile visitors and promoting its work. As with many such commissions in government, we need private citizens to push the effort forward. The administration’s efforts are a step in the right direction.

You can access tons of credible, reliable, and useful information for teachers, families, and young people at https://home.treasury.gov/policy-issues/consumer-policy/financial-literacy-and-education-commission. Also check out mymoney.gov, the federal government’s website that serves as the one-stop shop for federal financial literacy and education programs, grants, and other information.

It is easy to be overwhelmed by the resources you can find on the internet about this issue. Stick to a few “gold standard” sources. Bank of America’s Better Money Habits and the staggeringly popular Khan Academy have partnered on a platform of financial literacy videos, tutorials, interviews, and step-by-step explanations (https://bettermoneyhabits.bankofamerica.com/en/khan-academy-partnership).

I support the work of the Council for Economic Education, and the council has one of the best sites for teacher resources at www.councilforeconed.org/k-12-resources/.

The National Education Association offers a ton of helpful materials for teachers at www.nea.org/tools/lessons/resources-for-teaching-financial-literacy.html.

Finally, the nonprofit TeachFinLit.org has a comprehensive list of all the best resources for families, students, and anyone interested in mastering money at www.teachfinlit.org/new-teachers/.

RECOMMENDATIONS FOR TEACHERS



What else should government and schools do to help teach our children? My research review points out that most experts agree on a number of commonsense ideas, including:

[image: Images]   Improve teacher training and professional development.

[image: Images]   Provide teachers with take-home materials for students.

[image: Images]   Introduce and/or support additional economics, business, and financial literacy curricula in grades K–12.

[image: Images]   Encourage teachers to use apps and digital tools to engage high school students in learning about personal finance.

[image: Images]   Introduce financial literacy topics to standardized tests.

HELPING RETAIL INVESTORS



To be sure, young people aren’t any less informed than many of their parents—including millions of investors. During my years at the SEC, we conducted a study on the financial literacy of retail investors, as was required by the Dodd-Frank law. The study drew on a number of sources, including public comments, a study by the Library of Congress on quantitative studies of retail investors, focus groups, and an online survey.

We found that American investors also lack basic financial literacy, which is not a surprising revelation at this point in this book. I make it here because this is an area where the fund management industry can make a difference.

Many investors do not understand basic financial concepts, such as diversification or the differences between stocks and bonds. Nor are they fully aware of investment costs and their impact on investment returns. The Library of Congress review concluded that “low levels of investor literacy have serious implications for the ability of broad segments of the population to retire comfortably, particularly in an age dominated by defined-contribution retirement plans.”11

At the SEC, we did identify ways to improve the timing, content, and format of disclosures, as well as useful and relevant information for investors to consider when selecting a fund manager or purchasing an investment product. We found that investors prefer to receive investment disclosures before investing rather than after, as occurs with many investment products on the market. We also identified the kinds of information that investors find useful and relevant in helping them make informed investment decisions. This included information about fees, investment objectives, performance, strategy, and risks of an investment product, as well as the professional background, disciplinary history, and conflicts of interest of a financial professional. Investors favor investment disclosures presented in a visual format, using bullets, charts, and graphs.

We found that investors favor layered disclosure. This means an approach in which key information is sent or given to the investor and more detailed information is provided online, with a paper copy of the more detailed information sent upon request.

The mutual fund industry and its advisers must ensure that they are educating their investors in the most effective manner when preparing disclosure documents. The industry has made great strides in the usability and navigability of digital information tools. I am convinced that the industry’s recent advances in simplifying how fund performance and dynamics are explained to us have played a role in the increased confidence of investors in our capital markets.12

POOR RICHARD SAYS…



I’m planning to start a new organization to support research and practices that lift the financial literacy of children and young people. I’d love it if someday the concepts in this book are “old hat” to far more people than is the case today.

Financial peace of mind is far easier to read or talk about than to achieve, but once your habits are formed, you’ll find it hard to manage money any other way. You’ll notice less stress, better sleep, and possibly more harmony with your partner or spouse. Financial peace of mind is a great boon to your health. Ben Franklin captured Poor Richard’s wit and wisdom in Franklin’s book The Way to Wealth, read by millions over the centuries since its publication in 1758.

As a book author, I can easily relate to the end of Franklin’s parable of Poor Richard:

“Experience keeps a dear school, but fools will learn in no other,” as Poor Richard says, and scarce in that; for it is true, “We may give advice, but we cannot give conduct.”13 . . .

Thus the old gentleman ended his harangue. The people heard it, and approved the doctrine, and immediately practiced the contrary, just as if it had been a common sermon; for the auction opened, and they began to buy extravagantly.

I found the good man had thoroughly studied my Almanacs, and digested all I had dropped on those topics during the course of twenty-five years. The frequent mention he made of me must have tired any one else; but my vanity was wonderfully delighted with it, though I was conscious that not a tenth part of the wisdom was my own, which he ascribed to me; but rather the gleanings that I had made of the sense of all ages and nations. However, I resolved to be the better for the echo of it; and, though I had at first determined to buy stuff for a new coat, I went away, resolved to wear my old one a little longer. Reader, if thou wilt do the same, thy profit will be as great as mine.

If you know of any organization interested in addressing these issues in our schools or with young adults in the workforce, please have them contact me. Discounts for book sales can be arranged by contacting me through my website at www.normchamp.com.



If you enjoyed this book, discover your next great read with the following excerpt.

[image: Cover Image]


CHAPTER
1

FISH OUT OF WATER

He’s got more guts than sense.

—To Hell and Back (1955)



FIRST DAY

On January 25, 2010, I dropped two of my sons at their school in Manhattan. It was a typical cold winter day in New York City with the added twist of severe winter storm warnings bearing down on the city. After saying goodbye to the boys, I jumped on the express subway train and headed downtown to report for my first day at the New York regional office of the U.S. Securities and Exchange Commission (SEC) at the World Financial Center. The SEC is located in the American Express Tower building, which has tight security procedures, so I had to wait near the building’s main security desk for an administrator to come get me. Upstairs she handed me two thick black binders of the statutes governing federal employment and explanations of federal employee benefits. This was my first day as an employee of a U.S. government agency, and no one gave me an orientation. No one discussed “onboarding” for my duties. No one gave me a job description of my responsibilities in my new role as head of examinations of investment firms in New York and New Jersey—or advised me of the problems at the SEC and other regulatory agencies supposedly leading our nation out of the 2008 financial crisis.

Eventually, as there was no clear label for my position, I made up my job title for my business card: Associate Director of Investment Management Exams for the New York Region. The formal name of the nationwide SEC Exam office is the Office of Compliance Inspections and Examinations, a label that reminded me of some shadowy bureaucracy out of Dickens where people will be doing things to you with cold steel. SEC staff and we in the industry simply called it Exam or OCIE. The office conducts examinations by visiting broker-dealers, investment adviser and investment companies, securities exchanges, clearing agencies, transfer agents, and credit rating agencies to assess their compliance with the federal securities laws. Exam leaders decide which firms to visit and then send a team of examiners, typically from one of the SEC regional offices, to go to the firm and review trading records, e-mails, and the like to look for any wrongdoing. For investment management firms, Exam employs about 450 investigators covering more than 12,000 firms, so it relies on the data that firms present to decide on which companies to review. As part of this new adventure I was embarking on, I would now supervise about 100 of those 450 examiners, and we were responsible for policing investment managers in New York and New Jersey, where the bulk of the investment assets managed in the United States are located.

After having an ID picture taken, I sat in my office and thought about what to do first. My mind drifted back to a lunch I had a few months before with a high-ranking SEC official while interviewing for the job. He and I met at a Cosi restaurant in what was then the dingy food court of the World Financial Center. We grabbed salads, and I offered to buy lunch since I was in the private sector and not on a government salary. He said that as a government employee he couldn’t accept lunch from someone in the hedge fund business.

We squeezed into a booth. After eating quietly for a few moments, he looked over at me.

“Listen,” he said. “If you leave your job in the hedge fund business and come to the SEC hoping to change how exams of investment firms are done, certain employees in the New York office are capable of anything in trying to stop change.”

I told him that I thought my expertise in the investment management business could be helpful to the examiners after the SEC’s spectacular failure to discover the massive frauds committed by Bernie Madoff and Allen Stanford. He responded that some of the supervisors and employees in the New York office would resent any help from the outside, particularly from someone like me who had not conducted exams before.

When I asked what these people might do, he said that they could try to ruin my career. I was taken aback by these words, but I could not believe that examiners at an agency that had failed to detect fraud would not want assistance from someone with a background in the investment fund world.

I would soon be proved very wrong.

Later that day, back in my office at my hedge fund firm in Midtown Manhattan, I thought over what this official had said but was undeterred in my desire to join the SEC. I wanted to serve my country at this difficult time and believed I had the experience and legal expertise to handle myself in this new world. Looking back, I can see I was also a little naive in thinking that an organization that had suffered a massive failure would be open to outside help. During 20 years in the private sector practicing law and serving as general counsel of a hedge fund, I interacted with the SEC both as a lawyer seeking approval of transactions for clients and as an industry representative trying to educate the SEC staff about hedge funds. It was clear to me that many SEC employees did the best they could on hedge fund issues, but the agency had few people with expertise in the field. I had registered our firm with the SEC in the early 2000s and helped expand the business to offices in London, Hong Kong, and mainland China, working with regulators in all those places. I respected the regulators I worked with in the United States and abroad for their dedication to public service and for their efforts to police the industry. But the boom real estate market of the mid-2000s was too frothy to last, and I knew that a slowdown was inevitable, although in my wildest nightmares I did not foresee the massive crash of September 2008. After the crisis hit, I found it difficult to fathom what happened at the SEC, which was so embarrassed by its failures and savaged by critics in politics and the media that I had to avert my eyes.

I believe in the power of the U.S. securities markets and the prosperity they have brought the country for more than 200 years by providing capital for innovative businesses. Such healthy markets periodically produce manias like the one leading up to the 2008 crisis, but they also finance businesses too numerous to list. The usual sign of impending disaster is the inevitable article saying that “this time is different.” Many such pieces ran in 2006 and 2007 predicting that real estate would keep rising in value. I worried that the reaction to the crisis would harm the position of the United States as the financial center of the world. I believed my expertise in private funds and securities laws, which I had spent 20 years building, would be helpful to the SEC as it tried to recover from its debacle. So despite the prescient warning, I continued with my application to join the SEC’s New York office.

Once I’d made the decision, I felt excited to be entering public service for this great country—but also hesitant about what was to come. I gave up a partnership in a prestigious, established hedge fund manager at a time when my wife and I were raising four kids. I was not only taking a massive pay reduction but also stepping out of the industry where I’d made a good career. Happily, despite the challenges, it turned out to be the best experience of my working life.

I had been hired by New York office head George Canellos, with the approval of SEC chair Mary Schapiro, to overhaul the SEC’s processes in order to unearth the next Madoff or Stanford—before that person fleeced unwitting investors. When I started, the fallout from these failures was still reverberating. The SEC inspector general (IG)—a position created by Congress to investigate legal and compliance deficiencies and failures within the commission—had issued reports on the Exam division’s blunders. Congressional committee members demanded answers. The press was doggedly examining the negligence of the SEC.

I liked my new office more than I expected to. I had envisioned a cubbyhole with worn metal furniture that belonged in a government surplus warehouse. Instead I had a decent wooden desk and a small conference table. In addition I had access to a conference room across the hall that was big enough to meet with my direct reports and two counsels. The office exposed a wonderful view to the south of Ellis Island and New York Harbor. After 15 years in Midtown Manhattan, where you usually looked into another building, I took the splendid view to be a good sign.

However, I detected one oddity about the desk. Tradition holds that each U.S. president writes his successor a letter and leaves it in the desk in the Oval Office. The legacy left by my predecessors was more practical in nature: they had stuffed my desk with office supplies. Every drawer was chock-full of staplers, notepads, writing paper, paper clips, you name it. I even found a couple of metal mechanical items so archaic I wasn’t sure exactly what they were meant to do. I soon learned the reason for this stash: office supplies were chronically in short supply, so employees often hoarded them. (I packed up cardboard boxes of the supplies and asked my assistant to return them to the supply room so they would be available for everyone.)

The supply room itself in the New York office was always worth a laugh (or tears). You found very few if any pens, staples, or other useful items people needed. However, someone had shoved a large wooden pallet against the wall and stacked it nearly to the ceiling with packs of 8½- × 14-inch legal-size copier paper. Since almost nothing is printed or copied on legal-size paper anymore (except a few court filings), the stack stayed about the same size for years.

Most days, the regular 8½- × 11-inch copy paper, always in great demand, was not to be found. To print a document, I sometimes scavenged from copy room recycling bins for paper that I could load in my printer. It certainly wasn’t the sort of problem I encountered at my private sector jobs.

The SEC’s New York offices stood directly across the West Side Highway from the site of the new Freedom Tower—now called One World Trade—that was rising where the World Trade Center buildings collapsed on September 11, 2001. During law school I worked one summer in One World Trade Center. New Yorkers used the Trade Center’s Twin Towers to orient themselves since you could see them from almost anywhere; their absence felt strange to me. I was unnerved that something so familiar was no longer there. As it happened, on the awful day of the attacks, the SEC’s New York office, located in the World Trade Center complex, was destroyed. SEC staff moved first to a temporary location and then to these new offices. Thankfully, no SEC personnel were lost on 9/11.

Our offices were on the fifteenth floor of the American Express Tower, where the SEC had three other floors: one for examiners who inspected broker-dealer firms and two for enforcement lawyers and investigators. We had conference rooms on the fourth floor with armed guards posted at a security desk. When I was in the hedge fund business, brokers, lawyers, accountants, tech vendors, and others visited our offices all the time to pitch us products or work with us. At the SEC, however, outsiders were limited mostly to the fourth floor and not allowed upstairs without warnings e-mailed from security to the staff.

The SEC had good reasons to control visitors: the agency ran legally sensitive examinations and enforcement investigations that were high stakes for the targets of those activities. But no one had made the effort to consider the public image the SEC presented by failing to make the office space comfortable or welcoming for those who did visit us, including our customers, the American taxpayers. The conference rooms had ominous-sounding names like Hearing Room and Testimony Room, which made the investment professionals who visited us voluntarily to discuss policy or exam issues seem uneasy. The people in those rooms who’d come involuntarily because they were testifying or being investigated looked haggard and nervous. It was not a place that radiated trust or seemed open to input from the outside world. Later I will touch on the impact this isolation had on the agency’s ability to do its job.

But perhaps the most disheartening aspect of the layout is how poorly lit all four floors were. Even on a gorgeous sunny day the light remained dim inside most of the offices. Light fixtures were sparse and powered with extremely low-wattage bulbs. (Whether this was a budget issue or simply poor design I still cannot say for sure.) It also didn’t help that the office color scheme was a drab brown that absorbed what little light there was. I was literally—and figuratively—stumbling in the dark.

Early on I befriended Ken O’Connor, a supervisor in the Exam division who had been there for more than 10 years and who had a great sense of the absurdity of the government. Ken worked hard to rise above the impediments the SEC tossed at him but heard all the stories of the futility of it all. Ken also had a good working knowledge of construction, from his house renovations. So I asked him once why the office was so dark.

Adding to the absurdity, Ken said that when the space was being prepared for the move from the temporary post-9/11 location, the government hit its budget limit; since the lighting had yet to be installed, the agency had no choice but to skimp on the number of fixtures! It didn’t take me long to realize that almost everything at the SEC was passed down by word of mouth like a child’s game of telephone. Ken’s renovation budget story may have been true, but like all the other SEC lore passed along over the years, you never really knew. Regardless, the effect the lighting created was of an office environment with the appeal of the furniture pickup warehouse at IKEA.

A NOT SO SUBTLE WARNING

It was one of those old-fashioned interoffice envelopes, the brown manila kind that most of us haven’t seen in years. As I untied it, I noticed it had been coiled shut many times, and I wondered what could be in the thick package that couldn’t have been e-mailed to me as a PDF. It was my second week at the SEC, and I’d entered a time capsule of pre–digital era conventions where fax confirmation sheets were still a part of daily office life and people still waited in line at the copying machine.

I pulled out an anonymous letter, and my stomach sank with dread.

The letter amounted to a 10-page tally of allegations against my friend and predecessor, Tom Biolsi, dated about six months before he walked out the door from the SEC in 2009. According to this document, he’d engaged in serious wrongdoings: holding staff parties with alcohol in the office, using ethnic slurs I can’t imagine him making, showing favoritism to certain staff. The letter described everyday events with toxic innuendo and seemed to distort well-meaning actions into politically incorrect blunders. For instance, it suggested an office gathering, which I suspect was intended to promote team unity, was exclusionary because of its St. Patrick’s Day theme.

Tom Biolsi did not remotely resemble the person described in the letter. Because Tom died a few years later in 2013 at age 57, he can no longer defend himself, but I knew it was all a lie. I attended his funeral along with hundreds of others from our industry who admired, trusted, and respected him. Tom served in the U.S. Air Force from 1974 to 1978 before working two stints at the SEC, where he was highly regarded. Early in his career he had spent nine years in the New York office as an examiner and then branch chief, supervising other examiners. In 2006 he left a lucrative compliance consulting practice at Price Waterhouse to be the associate director for examinations in New York until he returned to consulting in 2009. Before he left, Tom encouraged me to apply to take his place, and that was one of the main reasons I wound up at the SEC in early 2010. Anyone who knew Tom would find the memo preposterous—unless it was written with other motives.

I reached inside the envelope and found a stack of fax confirmation sheets showing that while Tom was still working at the SEC, this anonymous screed had been sent to every senior official at the SEC as well as members of Congress—essentially all around Washington. It was a missile sent to destroy someone’s life, the work of a coward. There was only one reason why a copy would have been sent to me in my second week at the SEC. Clearly this was a warning to me not to step out of line. Someone wanted to intimidate me right away before I even got acclimated to the job.

Was this what I could face if I instituted the changes I had come there to make: an anonymous note faxed all over Washington? Had I been incredibly naive to come to the SEC? I left the office at 7 p.m., scared and wondering if the author of the libel was watching. (I learned I didn’t need to worry. The flexible work schedules and work-from-home programs enjoyed by some SEC employees meant there was almost never anyone else in the office at that hour.)

Later I shared the document with Carlo di Florio, the head of Exam, who also knew Tom well. I told Carlo that I thought the letter, which at this point was more than a year old, had been an attempt to force Tom out because he was trying to revamp the New York Exam office, including trying to fire the deadwood. I saw the delivery of a copy of the letter to me as a warning of what would happen if I followed a similar path. Carlo nodded in agreement as he marveled at the petty tone of the letter, especially given that there was so much else to do at the agency.

Even before the copy of the letter arrived, I concluded that trying to fire anyone, no matter how derelict, was a losing proposition. My counsel Jim Capezzuto and other colleagues had explained to me how civil service protections and union grievance procedures made it nearly impossible.

Grasping for a silver lining, I naively thought that perhaps retaining staff would help me avoid the poison pens of unidentified witch-hunters—but I was wrong.

ANONYMOUS COMPLAINTS ARE FREE WEAPONS

I soon learned that the anonymous complaint is a common tool in the SEC and throughout the federal government. I gave a copy of the note to Mary Schapiro’s chief of staff, Didem Nisanci, who told me that she received anonymous notes all the time! Carlo and I later spoke to the SEC inspector general, David Kotz, who had of course received the note directly at the time it was first sent. Kotz did not have to investigate the note since Tom had left the agency. However, he indicated he would be required to investigate the allegations, no matter how ludicrous, if Tom ever wanted to return to the SEC. Kotz routinely received anonymous notes and had to determine if they were worth investigating.

During my time as a senior manager at the SEC, I received many complaints against other managers and employees. This had never happened before in my entire professional career, not in my law practice or at the hedge fund. In the private sector, it wouldn’t take long for people to figure out who was making anonymous complaints, and they would not trust that person going forward.

While I am sure there are exceptions, in the worlds of finance and law we try to establish clear lines of authority and accountability to make sure everyone is moving in the same direction. For the most part, we put issues about performance on the table and discuss them openly to reach solutions.

Anonymous notes undermine what is generally a fairly transparent system where supervisors give their direct reports meaningful feedback. Talented, ambitious people aren’t going to tolerate a toxic environment where unsigned notes are allowed to float around the company. They’ll take their talent and ambition elsewhere.

As with staff in other bureaucracies, SEC employees cannot be disciplined, fired, or sanctioned except for the most extreme behavior such as committing fraud or sexual harassment. Congress has passed job protection measures practically guaranteeing federal employees lifetime employment, thereby giving some SEC staffers license to send the IG and others these types of anonymous grievances without fear of consequences. Those opposed to change use anonymous notes to protect the status quo. As a result, it became part of SEC culture for some staff members from around the country to use such weaponized notes to advance their personal agendas and for vendettas against supervisors, colleagues—whomever they chose. During the five years that I was involved in efforts to transform the SEC into a businesslike, more rational organization, these nameless complaints appeared constantly.

INVESTIGATING COMPLAINTS

While some of the SEC’s functions are handled centrally in Washington, DC, the Exam and Enforcement divisions primarily are administered regionally in cities across the country.

When I later became the deputy director of Exam, I teamed up with one of the senior officials in Enforcement, Margaret McGuire, to investigate anonymous complaints in several of these regional offices. We spent a great deal of time traveling the country together visiting regional offices and interviewing employees to see what we could learn about the charges.

You might ask yourself, why didn’t we just ignore these complaints when they seemed to come from certain employees with their own agendas? My answer is that we knew that the complaints also could have been made to the agency’s internal watchdog (the inspector general) or to Congress. Then we might be questioned about how we responded.

When complaints did go to the inspector general, he sometimes sent them to us for action. As much as I would have liked to announce that we refused to act on many of these “nastygrams,” as we began calling them, that was a nonstarter because the IG would be breathing down our necks. In fact, if we did nothing, we could have been investigated. Our efforts rarely turned up any facts to substantiate the misconduct alleged in the anonymous notes.

I found it hard to follow up on these complaints because they inevitably left out critical details such as the office where the note originated or specific examples of wrongdoing. Most importantly, I couldn’t interview the person who made the complaint. (The SEC copes with the same phenomenon regarding the many anonymous complaints made by the public alleging misconduct by investment managers.) The time we spent on chasing down the illegitimate complaints could have been spent on improving exams or enforcing the securities laws, our one true mission. Keep in mind, at Exam our 450 investment management investigators only completed on average a little more than two exams per person per year!

The SEC didn’t have a single formal procedure for dealing with the myriad means that nameless complaint writers could use to attack managers or coworkers. Yes, you read that correctly. For the most part, the SEC lacked formal procedures for anything—which some of us changed in the years ahead. When I was there, we did the best we could with the complaints we received. At least I could investigate complaints that came to me; some complaints were made to other forums where the damage could be even worse.

A BUNCH OF COMPLAINTS

I’m sure some of my colleagues saw the anonymous notes as one of the annoying, unavoidable quirks of having a safe, secure job in the federal government. Something to put up with—and stay clear of. But what if your career is put in the crosshairs for petty or personal reasons? What’s more, many of us saw the hitman culture as another symptom of a fundamental loss of direction at the agency. I quickly realized that an agency in which its employees are guaranteed lifetime employment, have complete flexibility in setting their hours (including in one group up to five days a week at home), and enjoy myriad other taxpayer-funded benefits, cannot be laser-focused on its mission of protecting investors and the country’s entire financial system.

I told Mary Schapiro that I found it unbelievable that some staff had time to fire scud missiles at colleagues without any concern about blowback. While unemployment and home foreclosures were near record highs and banks and other financial institutions were fighting to survive with bailouts, I was squandering my precious hours and energy on anonymous political hit jobs. Mary had been at the commission before, in the late 1980s and early 1990s, but did not remember character assassins during that period, let alone tolerating such behavior. She was of the same mind—that the crisis facing the United States was so dire that we each needed to be working as if the economy were a runaway prairie fire we could only extinguish by working together. Mary brought that sense of urgency to all of us who were empowered to rebuild the agency and the economy.

When an organization is in crisis, everyone who has a stake in it must charge directly into the emergency at hand. Internecine scores can be settled later. At least that’s how most organizations act. But at the SEC, where a staffer’s sworn duty is to protect U.S. investors, we had a lot of work to do yanking some heads on straight and making improvements to help all employees succeed. Without Mary’s support and leadership in the wake of the 2008 financial crisis, we could not have done it.

The Madoff and Stanford disasters put Exam on its heels. In addition, the major broker-dealers (such as Goldman Sachs and Morgan Stanley) needed to become banks during the crisis to survive and were now subject to Federal Reserve supervision. The Fed likes to keep its oversight behind its thick closed doors, so the SEC was on the outside looking in at the fate of these major firms. Congress had a field day firing questions at Mary and Carlo about the SEC’s humiliating breakdowns in Madoff and Stanford. If our senators, House members, and the media swept open the curtain on other aspects of the SEC—the anonymous notes, the lax schedules, the telecommuting—the embarrassment would have been far worse, as this conduct persisted even after the crisis.

So what could have been the motivation for certain employees to ambush their superiors or colleagues, guns a-blazing, especially in the throes of a world economic meltdown? One of my fellow senior officers was convinced that some members of the staff simply did not want any supervision over what they were doing. They couldn’t be fired, but we on the leadership team could be! I came to believe that the bomb hurlers could not abide change, just like the difficult employees in any institution. But Congress had inadvertently empowered them to resist any urgency to fix the kinds of problems that led to the Madoff and Stanford failures.

Mary, Carlo, and I were charged with making the kinds of changes that would ensure that the agency would catch the next Ponzi scheme before it did violence to innocent investors’ savings. We’d have to use all our leadership prowess to inculcate our mission into the bloodstream of the staff so problem and passively resistant employees would redirect their weapons toward the bad guys, not fellow staffers. More importantly, we needed to streamline processes and remove bureaucratic obstacles so the hardworking, dedicated staffers could do their jobs. I realized early on that we had a big challenge ahead of us. While daunting, we made positive change to support the efforts of motivated staffers and it was incredibly rewarding.

THE MANY, MANY INSPECTORS GENERAL

If the nameless authors of accusations characterize a manager’s actions as a violation of federal rules or equal protection, they can anonymously send them to the SEC inspector general or the Equal Employment Opportunity (EEO) office, both of which, by statute, are obligated to evaluate such complaints. The deadliest weapon in the federal employee arsenal is the IG. Most federal agencies have an office of the inspector general to root out wrongdoing at U.S. government agencies and departments, particularly in places like the Department of Defense, where procurement programs are at risk of being defrauded by corrupt government employees. But as with so many well-intentioned plans out of Washington, the inmates have taken over the asylum. The mission of the inspectors general across the government has been undermined by the bureaucracy and twisted into a tool for subverting accountability.

David Kotz, the IG when I arrived at the SEC, took a wide view of what he should investigate, which led to a great deal of confusion about whether he was investigating wrongdoing or simple incompetence. During an inspector general investigation, an SEC employee is not entitled to representation by SEC lawyers. Those employees who can afford outside counsel are much better off in these investigations. But those who cannot are at a tremendous disadvantage facing investigators without the assistance of counsel. Supervisors are on their own, but the union can send shop stewards with staff. As a lawyer I found this abhorrent: all people subject to investigation should have a right to counsel. I spoke with an official in New York, who recounted the ordeal of being questioned by the IG without counsel. He was called to a meeting to discuss Madoff failures but not advised that he would be questioned by IG investigators. He ended up fine although a little shell-shocked by the experience.

The EEO offices pursue discrimination complaints. This is another mechanism for employees to file grievances anonymously, which in turn saddles the supervisors who are targeted with costly expenses to defend themselves. In one instance, our human resources department announced a new policy about how pay would be calculated that applied to everyone in the agency. An employee who was a member of a minority group told me about a plan to talk to EEO because the policy discriminated against the employee as a member of a minority group, a novel argument given that it affected all employees similarly situated. These kinds of complaints put the director of the EEO office of the SEC, Alta Rodriguez, in a tough spot. Alta had to investigate complaints and report on those investigations to Congress, but she tried her best to mediate some of the more fantastic ones to see if a resolution could be worked out. Alta was one of the most professional and helpful executives at the agency, constantly making efforts to broaden the SEC’s hiring across all groups of Americans.

JOB SECURITY NOT ENOUGH

The sheer volume and variety of these complaints mystified me, because staff members had no fear of losing their jobs whether they were making the complaint or were the object of one. What was the point then of the whole process? I was coming from a world where the primary mission was to make sure that the funds my firm managed performed well for investors. If they did, you got to keep a job that was stimulating and paid well. In general in the hedge fund business, two years of bad performance leads to investors fleeing and traders and other employees shown the door marked exit. At the SEC, on the other hand, in my five years on the job I was involved in a grand total of two people getting canned, one after she was arrested for a fraud and the second after he failed to show up for work for at least five years!

Joe DiMaria was an assistant director on my Exam staff who always helped put things in perspective. He pulled together a talented team who got exams done quickly and frequently uncovered wrongdoing such as an investment manager charging client accounts fees that he was not entitled to collect. I asked Joe why it was so hard to fire people at the SEC. He described how even when human resources staff would help a manager compile the detailed record needed to substantiate action against an employee, HR would ultimately not terminate the employee who would be retained. I wondered whether HR managers also feared complaints against them that would suck up all their time and energy defending. I loved talking to Joe. He was superb at hiring excellent supervisors, and he motivated them by trusting them and turning them loose to find infractions at investment firms.

He and I would talk about the different ways to encourage people, first by finding out what motivates them. Some of our staff who performed exams wanted more public recognition, so we asked the PR folks at the Enforcement division to include examiners’ names in press releases when their efforts resulted in violations and enforcement actions. Other staff members desperately wanted to avoid the spotlight but relished knowing they’d helped in making wronged investors whole by having the investment firms that overcharged them make payments to clients called recoveries. These recoveries provided immediate gratification to examiners because they did not have to slog through a long enforcement action to win a penalty.

An article in USA Today in 2011 captured the problem of lifetime employment in the federal government when it reported that federal employees had a far better chance of dying before they retired than being fired. That same article showed that for the fiscal year ending September 30, 2011, five SEC employees were ousted out of a workforce of almost four thousand. That is about one-eighth of one percent of the workforce. By contrast, the article stated that the private sector fires around 3 percent of its employees each year for poor performance. The data in the article showed that the majority of the firings in the federal workforce occurred during the initial two-year probation period in use at many agencies, including the SEC. After that, job security was almost total.1

For those in the private sector, the job security enjoyed by federal workers sounds like an artifact from the 1950s. In many ways, it is. Civil service employment protections were originally intended to prevent each new presidential administration from coming in and canning all the workers and replacing them with their supporters. The process that is required to fire someone, including the appeal that often results in reinstatement, has had the unintended consequence of making federal civilian employment equivalent to a Supreme Court appointment. When the SEC staff voted in 2000 to be represented by a public employee union, they added another buffer between managers and the employees on their team. In a 1937 letter to Luther C. Steward, the president of the National Federation of Federal Employees, President Franklin Roosevelt (notoriously for many labor groups) wrote, “All Government employees should realize that the process of collective bargaining, as usually understood, cannot be transplanted into the public service. It has its distinct and insurmountable limitations when applied to public personnel management. The very nature and purposes of Government make it impossible for administrative officials to represent fully or to bind the employer in mutual discussions with Government employee organizations.”

The SEC collective bargaining agreement allows unionized employees to file grievances on many issues, including termination, and, together with civil service rules, provides one obstacle after another for managers seeking to get rid of poor performers.2 In one case, when an employee using civil service procedures made an appeal outside the SEC to the Office of Special Counsel—which I had never even heard of—its ruling returned this problematic employee to his job because of some perceived procedural violation by his supervisor. The aftermath of all this futility: managers rarely even bother to weed out the worst performers in their midst.

One day I was in Ken’s office down the hall from mine when he mentioned the difficulty he was having even getting an employee to accept some constructive feedback on his performance. I worried that the SEC staffer could feel free marching up and down the halls, if not working from home, shouting gripes at the top of his lungs without any consequences. A supervisor might appeal to him to be a little quieter, but that was about it. And because the SEC and the union representing SEC employees had never agreed on a “pay for performance” system, compensation rose automatically every year for all employees regardless of the quality of any individual’s work, the state of the economy, and the taxpayers who shoulder the burden. Union-won benefits were generally extended to supervisors as well. This is fair, but it also erodes motivation in managers. I saw over and over again where hard chargers came into the agency but gradually were worn down by a system that provided little reward for working hard.

I have to give credit to one of the SEC’s most famous whistleblowers for not remaining anonymous when she believed supervisors were also engaged in unaccountable behavior. Julie Preuitt, an assistant director in the Fort Worth office, had lobbied others at the SEC to further investigate the Stanford Financial Group for running a massive, $7 billion Ponzi scheme. Preuitt had been the examiner for the Stanford Group in 1997 and immediately called out the company’s financial returns as ludicrously unsound. As reported in the Washington Post after the 2011 hearings held by the House Committee on Financial Services, “The SEC then flagged Stanford Group as a ‘possible Ponzi scheme.’ . . . In the years that followed, SEC examiners repeatedly pressed the agency to investigate, but the SEC enforcement staff made little if any meaningful effort to do so, Kotz said.” The article contended that leaders in the SEC’s Fort Worth office believed that headquarters wanted more cases, which meant that complicated cases (Stanford supposedly invested in Antigua) did not warrant investigation as they would not produce quick results.3

Julie didn’t hide behind anonymity in warning the SEC that she believed the Texas regional bosses were marginalizing her for having warned about the Stanford mess. She sent “rocket” e-mails to Chair Schapiro complaining about her treatment. Not only did she sign her name, but she had the courtesy to copy me so that I could be ready when a member of Mary’s staff, usually Chief of Staff Didem Nisanci, would inevitably call me soon after the e-mail.

When Preuitt testified at the 2011 hearings, she said she interpreted a job transfer as an effort to drive her out of the agency, and she argued that the move was “part of a cultural problem” that continues to undermine the SEC’s effectiveness.4

I accompanied Julie and her mother to the House hearing for her testimony. Julie’s mother worried that Julie could encounter further repercussions from SEC management. I told her that she didn’t have to worry, that going public shielded her, but also promised to alert the SEC chair and protect her if any incidents came to pass.

I HAD MY SHARE

During my five years at the agency, at least two bellyachers sent anonymous notes about me to my boss, the chair of the SEC, and the inspector general. One complained about my office being located in the New York Regional Office, which had been the case from my first day, and the other lodged various complaints about one of the reorganizations I implemented at the SEC even though no staffers were ever let go. Both the inspector general and the Equal Employment Opportunity office were forced to investigate me based on these screeds. Once again, it was an entire waste of the chair’s, the IG’s, and the EEO’s time, and in each instance, it was found that I’d done nothing wrong. But that only tells the end of the story.

I was not going to lose sight of a key part of my mandate: to reform the dysfunctional aspects of the agency that were crippling our mission and preventing dedicated staffers from doing their jobs. That’s not to say that they weren’t a distraction and time suck. The chair’s office and the EEO showed me the nastygrams. No matter how many times I read notes about others, to see fictitious, ghastly allegations against me in writing took my breath away. All for trying to do the right thing for the agency and U.S. investors. I was met with gratitude from the chair’s office for taking the time to refute each nonsensical charge in the nastygrams against me. I was gladdened by the support but didn’t need it, because I was determined to defend my good name against these attacks.

One reward when I decided to serve the federal government was having to dole out thousands of dollars on a lawyer to help me navigate these investigations; and thousands more on an accountant to prepare my required annual financial disclosure form to make sure it was accurate. I was one of the lucky ones who could bear such unforeseen expenses. It was awful to witness the devastating personal cost to managers and staff who weren’t so fortunate when they were targets of bogus accusations of misconduct made against them, need I say it again, anonymously. It was an epidemic of falsehoods, but that did not mitigate the pain, emotional and financial, that they inflicted. And the repercussion: a culture of fear and paranoia. And this is the agency meant to protect our country’s citizens. As you will discover in later pages, the time and energy wasted on these internecine battles could have been better used on examinations and enforcement to catch fraudsters such as Bernie Madoff.

The failure to document policies and procedures, as any well-run business would, left the motivated examiners without the tools to do better.

That said, I was mightily inspired by those of the staff and managers at the SEC who tirelessly persevered to make the agency better despite all the obstacles and deceptions. They were the best of the best, so I jumped in the foxhole with them to do battle with inertia and soulless bureaucracy, to rebuild a broken system, and to make a real difference for U.S. investors and the U.S. financial markets.

MY EXPERIENCE AT THE SEC

Despite my frustrations with the decayed and debilitated culture of parts of the SEC when I arrived that I have described in this chapter, the surprising truth is, for all the challenges, my time there will always be the epitome of my professional career. I was given the gift of making real change in an agency that, arguably more than any other government entity, suffered the most damage to its reputation in the financial crisis. I served with many dedicated individuals who devoted their lives to public service and the preservation of the U.S. capital markets, the financial center of the world. It was an honor that I will cherish for the rest of my life. More than once I would pinch myself and ask, “Did you really come to the SEC and get to do these jobs?” The opportunity was humbling, and I never took for granted the opportunity the role afforded me. I endured the deceptions, the character assassinations, and the bureaucratic fatuousness as the cost of admission: to make policy at the highest levels of American government in a time of crisis.

MANAGING CHANGE AT THE SEC

When I started in Exam, the second largest group at the agency with about 950 of the agency’s nearly 4,000 employees, my team in New York helped me adjust to the different and difficult realities of government service. My counsel, Jim Capezzuto, was a talented lawyer who helped me grapple with the fact that hundreds of investment management firms in our region had never been examined by the SEC. He patiently answered all my questions and was brutally honest about the challenges we faced. I was thrilled that after I left the New York job to be national deputy director, Jim took my place.

Carlo di Florio became another trusted colleague, mentor, and ally. Carlo took his oath of office as the national director of Exam in Washington, DC, on the same day I started at the SEC in New York. Carlo and I had met shortly before we both started at the agency (through Tom Biolsi), and we worked together almost nonstop for the next 2½ years, developing a deep friendship. Within six months Carlo asked me to be his deputy. Carlo had been a consultant at Price Waterhouse and had a great understanding of governance and how to assess the changes that an organization needed. We teased Carlo a little about some of the consultant lingo he used, such as “operationalizing” a change that we were discussing, but he was a strong leader who patiently gathered information about the problems and led the effort to craft solutions to address them. Carlo and I had the backing of our boss, Mary Schapiro, who was committed to improving the expertise of Exam and making it better equipped to find fraud and inform policy choices at the SEC. We did this by following the money—that is, by taking the hard facts the examiners discovered about how financial firms were running their businesses and ferreting out any issues that needed to be addressed.

For example, I was surprised to learn that Exam operated with no cohesive set of written policies and procedures on how to conduct examinations and carry out other critical functions. It wasn’t an oversight on my first day that I wasn’t given a manual for the operation of New York exams: it didn’t exist! Carlo and I, working with a team of Exam lawyers, started reorganizing the office to address the issues uncovered by the crisis. We wrote a much-needed policy manual so everyone would play by the same rules, hired more experts who knew how the securities business operated, automated exam reports so all examiners could see them in a national database, and put more supervisors in the field to do the actual exams.

During the reorganization of Exam, I got to know SEC Chair Mary Schapiro much better. Ultimately, Mary entrusted me with an assignment to avert the imminent collapse of a massive broker-dealer, which would have been the largest failure ever of such a firm (it had about a million customers and 3 million accounts). On the basis of this experience and other projects where we worked together, Mary ultimately asked me to be the director of the Division of Investment Management.

I was thrilled with the offer. Imagine that you are asked to become the chief policymaker for the federal government in your field of expertise. But it was also a culture shock, as the division had the same problems that plagued Exam, as well as some of its own. Having acclimated to Exam, I was once again the proverbial fish out of water at Investment Management (or IM, as it is known at the SEC and around the industry). However, soon after the appointment, I was asked to wade into national policy issues such as implementing the Volcker Rule and reforming the troubled money market fund industry. If I was going to make other changes within IM, I’d have to find the time. Thank goodness I’d already learned something about changing the tires on a moving car.

As the director of one of the SEC’s principal policy divisions, I started working closely with staffers at the U.S. Treasury, the Federal Reserve, the FDIC, and other federal regulators within the newly created Financial Stability Oversight Council. Having joined the SEC six months before the postcrisis bill called Dodd-Frank passed and was signed into law by President Obama, and having stayed until 2015, I had a front-row seat at numerous financial regulation mixed martial arts battles.

[image: Image]

The story that follows is my five-year journey through the SEC as I and other leaders tried to make the agency work for investors again. Whether it was in Exam where I started or in the Division of Investment Management where I ended up, we reorganized the programs to tear down the walls encasing the fiefdoms and replaced them with a culture of cooperation. We savored the successes and bemoaned the failures; we rode out moments of high drama and weathered periods of hopelessness. At some points when we beheld progress being made, dispiriting times would follow, and I feared nothing would change. All the while it was a human endeavor: people showing strength and courage to make the agency function better but sometimes suffering setbacks at the hands of powerfully determined bureaucratic and institutional forces opposed to change. This is an intensely personal story of leaders making sacrifices to try to repair an agency that had become terribly insular and ill-equipped in significant ways to perform its functions in the fields it regulated. The U.S. capital markets are still the deepest and best in the world, one of the shining strengths of the U.S. economy, and the SEC plays a critical role in preserving and expanding those markets for the prosperity of future generations of Americans. In spite of all the black eyes, bloody noses, and sleepless nights, I would do it all over again in a heartbeat because it was the most rewarding experience of my professional life.
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401(k) Plan

This is a defined contribution plan where an employee
can make contributions from his or her paycheck
either before or after-tax, depending on the options
offered in the plan. In some plans, the employer also
makes contributions such as matching the employee’s
contributions up to a certain percentage. SIMPLE and
safe harbor 401(k) plans have mandatory employer
contributions.

403(b) Tax-Sheltered
Annuity (TSA) Plans

This is a retirement plan offered by public schools and
certain tax-exempt organizations. An individual’s 403(b)
annuity can be obtained only under an employer’s TSA
plan. Generally, these annuities are funded by elective
deferrals made under salary reduction agreements and
nonelective employer contributions.

Annuity A series of payments under a contract that are made
at regular intervals and over a period of more than one
year.

Defined Benefit Plan | Also known as a traditional pension plan, a db plan

promises the participant a specified monthly benefit at
retirement. Often, the benefit is based on factors such
as the participant’s salary, age, and the number of years
he or she worked for the employer. The plan may state
this promised benefit as an exact dollar amount, such
as $100 per month at retirement. Or, more commonly,
it may calculate a benefit through a plan formula that
considers such factors as salary and service.
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Defined Contribution
Plan

Savings Incentive
Match Plan for
Employees of Small
Employers (SIMPLE)

This is a retirement plan in which the employee

and/or the employer contribute to the employee's
individual account under the plan. The amount in the
account at distribution includes the contributions and
investment gains or losses, minus any investment and
administrative fees. Generally, the contributions and
earnings are not taxed until distribution. The value of
the account will change based on contributions and the
value and performance of the investments. Examples of
defined contribution plans include 401(k) plans, 403(b)
plans, employee stock ownership plans, and profit-
sharing plans.

A plan in which a business with 100 or fewer employees
can offer retirement benefits through employee salary
reductions and employer nonelective or matching
contributions (similar to those found in a 401(k) plan).

It can be either a SIMPLE IRA or a SIMPLE 401(k).
SIMPLE IRA plans impose few administrative burdens on
employers because IRAs are owned by the employees,
and the bank or financial institution receiving the funds
does most of the paperwork. While each has some
different features, including contribution limits and the
availability of loans, required employer contributions are
immediately 100 percent vested in both.

Simplified Employee
Pension Plan (SEP)

A plan in which an employer contributes on a tax-
favored basis to IRAs owned by its employees. If the
employer meets certain conditions, it isn’t subject
to the reporting and disclosure requirements of most
retirement plans.
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