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DO MORE IN 2004

reporter recently contacted me to ask what people
can do in 2004 to move closer to financial security.
| decided to focus on three things everyone should

strongly consider, and will share my thoughts with you in
this quarter’s article.
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No, I'm not talking about your mattress. I'm talking about
putting money (that is not needed for immediate
spending) in vehicles that feel less “spendable.” This is
called creating an environment of artificial scarcity.

But don’t hide the money you need to operate
on a month-to-month basis. For most of you this
should be about 10%-20% of your income and
should be in cash equivalents that are easily
accessible. However, your emergency cash should
be less accessible. | love Series EE and Inflation-
indexed government bonds for emergency cash
because of the unique combination of yield, tax
benefits, safety, and the fact that the cash feels
“hidden.” They are a very good way to ensure
that the funds are only used for true emergencies.

It's easy to “hide the money” using payroll
deductions for retirement accounts, EE bonds, and medical
savings accounts, but it is far more difficult to "hide the
money” that is provided in your net pay. Let’s face it, net
pay that is deposited into a checking account gets spent
unless you have put a system in place to ensure money gets
saved.

The best method | have come across to hide "net pay” is
to deposit it into a separate bank account (other than your
checking account). Call this separate account your "income
account.” Then, once each month you transfer an amount
from the income account into your “spending account” (i.e.,
checking account). But the amount you transfer from the
income account into the spending account must be less than
the total monthly deposits into the income account. The
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income account will then build up cash over time (or you
can set up automatic deductions from the income account
to an investment account).

By doing this you have essentially cut your spendable
income. Cutting your income is the easiest way to cut your
spending. For example, let's say your boss told you your pay
would be cut by 5%, what would you do? My guess
is you would adjust by cutting your spending.
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For most people, buying the right house is one of
the best investments they can make. | am
talking here about an investment in the
traditional sense of the word as well as an
investment in the quality of our lives. Let’s
talk about the home's investment value.
First, a home provides long-term
leverage. Using an oversimplified example,
let’s say you buy a house worth $200,000
and put $40,000 down. If the house then
appreciates at 4% a year, it will increase $8,000 in
the first year. That appreciation represents a 20% (tax-
free) return on your $40,000 investment. This type of return
is hard to come by especially when you consider the low risk
of home ownership.

Second, it provides on-going tax benefits which make the
home less expensive than it appears. This is because the
government subsidizes the purchase, ownership, and sale
of homes. Continuing with our example of a $200,000
home, the monthly mortgage payment on the financed
amount of $160,000 would be $959 (using a 30 year fixed
rate mortgage at 6%). Perhaps you are currently paying
$700 per month in rent and don’t feel that you could afford
the extra $259. Well, because the mortgage payments in
the first year are made up almost entirely of interest, they
are almost fully deductible. If you are in the 30% marginal
(federal and state) tax bracket the net payment (after tax
savings) will be only $671. Better yet, in future years, the
payment will stay the same, while rent would rise with
inflation and local market changes (for example,
gentrification).

Third, a mortgage provides interest rate protection.
When you have a mortgage, you have more cash than you
would have if you paid off the mortgage. If interest rates
increase, the yield on the cash increases, the home
appreciates, but your mortgage payments remain the same.

Finally, the realized gains are tax-free (subject to certain
limitations). So, if you were to own the $200,000 home for
10 years and it appreciates at 4% each year, it will be worth
$296,000 at the end of ten years. If you sell it, you keep the
(continued on page 2, More in 2004)












