Investing: Making Monev Waork for You

Your parents were rights money doesit grow on trees, It actually grows
on other meney—which is where we get the old saying, “It takes money to
make money.” Money does have an amazing ability to make more money.

The good news is it doesn’t take much money 1o make this happen.

You already have several powerful tools for reaching your financial geals,
including a financial plan to help you map out the route and a spending plan
to help you get there. In this unit, you will be introduced to two more
powerful tools —saving and investing—which will really put your money to

work for you.

To learn more, visit hefpp.nefs.org.
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Saving £ Investing

In Unit 2, you learned how important it is to pay yourself
first. But what should you do with thai money? You
could put it in your dresser or under your matiress.
While you may always know where it is, it won't be
doing anything except gathering dust. Instead, you
should censider saving or even investing it.

Saving is what people usually do to meet short-term
goals. Your money is very safe in a savings account, and
it is usually earning a small amount of interest. H's also
easy Tor you to get to your money when you need it—
just go to your bank and make a withdrawal.

Investing means you're setting your money aside for
longer-term goals, There's no guarantee that the money
you invest will grow. In fact, it's normal for investmants
to rise and fall in value over time. But in the long run,
investments can earn a lot more than you can usually
make in a savings account.

VWhy are saving and investing so important to your
financial plan? For one, saving or investing money for
your financial goals makes you less tempted to spend it.
It's in a totaily different account from the one you pay
your everyday expenses. And it's not just sitting there
burning a hole in your pocket.

But the best reason for investing is that your money

is actually making money for you. Any interest or
investment gains you earn get you that much closer to
your financial goals. And you didn’t have to do anything
for it! But you'll learn more about this amazing money
principle in the next section,
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Figure 3-1: The Advantage of Starting Early
The Impact of Time on the Value of Money

NO FURTHER INVESTING
FROM AGE 27 to 65

_SAVING LATER AT 7%

NO INVESTING UNTIL AGE 31

_$2 000": .'
“'$2,000
-~ $2,000
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1 The investment periods shown reflect 10 complate vears for “You” and 35 complete years for “Your
Sister” Investments are assumed to be made annually and at the end of the investment period.

To learn more, visit hsfpp.nefe.org,




The Time Value of Monay

Is a dollar always worth a dollar? It may seem like a silly
guestion, but a dollar is not always worth a dollar.
Sometimes it's worth more, sometimes less. How can
that be? The value of a dallar changes dramatically
depending on when you get it and what you do with it.
So time is a critical variable in the exact value of a doliar.
Time value of money refers to the relationship among
time, money, and rate of interest.

Say you have $100 today. If you keep it in your dresser
drawer for a year, you will still have $100 in a year. But
in a year, $100 may buy less than it does now because
of inflaticr, which is a rise in the cost of goods and
services over time. Inflation decreases the spending
power of each dollar you have. (Do you remember what
a candy bar cost when you were six years old?)

But say you put that $100 into a savings account that
pays 3 percent interest a year. Using the following for-
mula for simple interest, a year later you will have $103
because of earned interast:

fnferesi =

Principal x interest rate x time

Earned interest is the payment you recsive for allowing
a financial institution or cerporation to Use your money.
You may not realize it, but your bank doesn’t keep every
dollar you deposit on hand. k may lend some of that
money to other bank customers or deposit it with a
government bank for safekeeping. So the bank
compensates you for that by paylng you interest on your
savings account.

Both of these examples demonstrate the time value of
money and show how much its three elements—time,
money, and rate of interest—can help you reach your
financial goals. In short:

The more money you have to save or invest, the
more meney you are likely to earn,

¢ The higher the rate of interest you earn, the more
money you are likely to have.

¢ The sooner you invest your money, the more time it
has to make new money, making it likely that you
could earn much more as a result.

Cool, huh? So regardiess of how much or how little
you have to save and invest, time is truly on your side,
helping you make more money!
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-4% ancl add. the result to $10 40, for a total of $10 82

'-The power of Compoundmg BRI SRS :
-'.'Let S assume you have $10 you re ready to :nvest Usmg the two mterest rates m
the table below, fill in the compound value of $10 for each -of the tlme perlods I;sted

For example $10 growmg at 4% is worth $10 40 after one year For the second year multlply $10 40 by

Interest Rate 1 Year

2 Years

4% $10.40

$10.82

“ | $i10.30
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Time Value
The reason the time value of money concept works is because of :ﬁf Money -

compounding. Copourding or compouned inferest is the idea of Lo RN :
. . . . . ‘Use a calculator o

earning interest on interest. Think of it as super-sizing your account, determine the value

because it's one of the most powerful principles in personal finance, of the investments -

It can make a big difference in whether and when ycu achieve your in the scenarios below.

financial goals. s

Let's say you put $100 inte an investment that earns 10 percent a ; :
year—$100 x 10% = $10. If you add that $10 to the $100 you Diana invests $500 today in an

; i .| account earning 7%. How
started with, you now have $110 in your account at the end of year | mush will it be worth in:

one, Butin year two, you will earn 10 percent on the entire $110 — ? -y %)
(not just the original $100). So you'll actually earn $11 during year i ]| 5years? ? Gl A

two, bringi b to $121 at th t . And | ; gy
wo, bringing your balance up to $ at the end of the year. An 10 years? q z% *:;5 . % -4;3»:"’

like the Energizer Bunny®, this will just keep going and going . . .

5 20 years? Fg ﬂ?ﬂ%hﬁ ) ‘6? ﬁwf

If you want to see how much you’ll have after five years, you can
use this formula to calculate the compound interest:

| Now Diana finds an account
: .4 that earns 10%. How much
will her $500 be worth at the

A is the amount in the account, P is the principal (which is the new rate in:
original amount invested), the interest rate (i} is expressed as a 0 b §, Z §,,
decimal, and n is the number of years compounded. : 5 years? — z FC 9
% 1Oyears'?5i T £ .
And now you see that after five years, you'll have $161.05—and you | A A S o
20 years? 3 % §/ 3 ? };}

only put in the $100!

Albert Einstetn was so impressed with this concept that he called

compounding "“the most powerful force in the universe.” But you E Elaine needs to save $4,000 in
don't have to be a genius 1o take advantage of it. You don’t even 1| 4 years. If she can set aside
have to be rich to take advantage of it. The most important thing ‘1 $1,000 now, what rate of return
is o gel into the saving and fnvesting habit NOW. Your money | does Spe‘need on het account?
will start working for you right away, increasing the chances that : fv,,gf E L§ 5:-%’7 i
you'll have the money for your financial goals when you need it. ; ; : <

The Price of Procrastination

You know that the more time you have to invest, the more money you are likely to end up having. But the flip side of
thai is true too. By waiting to invest, you're paying an opportunity cost,

Let’s talk about the cost of procrastinating. It's easy to say that yeu don’t have enough money to get started saving
and investing now—“I"d rather wait until | have more money.” But that decision probably costs you more than you
think because the power of compounding works both ways. It costs you because waiting means giving up earning
compound interest from even just a small amount of money.

Think about it—how much fess money would you have if you waited 10 years to invest $100 per month at 8 percent,
versus starting to do It right now? [Hint: Calculate what you would have in 70 years versus the $0 you'll have if
vou wait.]

And remember, while saving for your goals involves delayed gratification, procrastinating in saving for your goals is
really delayed gratification! At least, when you're using a spending plan and saving, you have an idea of when you
can expact to achieve your goal.

To learn more, visit hsfpp.nefe.org.



The Rule of 72

You now know that the concept of compounding means that your money is making more money aven while you
sleep, One way 1o see how powerful this can be is called the Fufe of 72

Mathematicians say that you can see how long it will take you to double your money simply by dividing 72 by the
interest rate. So let's say your grandparents give you $200 for your birthday and you want to use it to start saving for
your own car. If you put the money into an account that earns 6 percent interest a year, how leng will it take to

grow to $4007

So in 12 years, your money will have doubled to $400. But what if your dad tells you about an account where you
could earn 9 percent a year on your mahey?

Now you will have that $400 in only eight years. By earning just a littfe bit more interest, you reduce the time 1o
double your money by four years. And this deesn’t include any additional money that you may put into your account
over time, which would only speed up the process.

But what if eight years seems too long to wait and you want that $400 in four years instead? The Rule of 72 can also
tell you the interest rate you need to earn to double your manrey in a certain amount of time. So for four years it
would be:

With only four years to invest, your money wilt double if you can find an investment that earns 18 perceni. Of course,
that may be difficult to do as the stock market typically averages only about 10 percent a year over the long term.
But you can certainly see how even a small difference in the interest rate you earn can make a big difference in how
quickly your money coempounds —-earning you more money —over time.
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f The Impact caf ngher Returns : S R
Use the Rule of 72 to calculate the answers to the foliowmg questions Show your L
S calculatlon and answer for each questlon in. the space prowded s '

- What ihteres't' "ré'te 'wo'u'ld be*necessary to .d_oubte a $1 DO inv'estment ih-'_24 yeats’? -

T2/ ﬂ»l"f = 5

' How many years would ittake to double $10{) if |t earned:interest at a rate of 8% per year?
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/ What mterest rate wou(d be necessary to double a $1 00 mvestment in: 11 years’? N

2/ = % = (.5 Ve

 How many years would |ic take to. double $100 ifit earned 7. 75% mferest per year?. -

T 2/ 7.75= 1.7 years
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Rizky Business

When many people hear the word “investment,” they think of the sfock mizrkel, the place where stocks are bought
and sold, and they think about the risk of losing all their money. But risk Is simply the uncertainty that the anticipated
return will be achieved. All investments involve some degree of risk—even relatively safe investments like an insured
savings account, That’s because the interest earned on the savings account may not keep pace with inflation,
decreasing an investor’s future purchasing power. But a savvy investor understands and takes steps to manage her
of his risk.

The risk/reward trade-off is the principle that an investment must offer higher potential returns 1o compensate for the
increased potential unpredictability. So the greater the risk you take with your money, the higher the potential returns
on your investments. The lower the amount of risk you ake, the lower the potential returns will likely be. Figure 3-2
demonstrates this for some common types of investments.

Figure J-2:
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The risk/reward trade-off is key to choosing investments that are right for you, because most people have different
ideas about how much risk they should take with their money. Some are conservative and want to kaeep it someplace
safe, like a savings account. Others are more aggressive and are willing to invest it someplace riskier, like the stock
market. Ir the end, you have to decide how comfortable you would be with an investment that could frequently go up
and down in price.

Of course, the reward for taking on risk is your return on invesiment. Return can ke made up of income such as
interest or dividends {which are a share of the profits you receive as a stockholder). Return can also come about
from growth stock prices, called capflal gains. If an investor buys a stock and sells it later at a higher price, the dif-
ference between the purchase price and the selling price is called a capital gain. So if you bought Stock Z for $10
per share in 2000, then sald it for $25 per share in 2005, your profit, or capital gain, is $15 per share. If an investor
ends up selling a stock at a lower price, the difference is called a capfis! foss.

When talking about return, people usually cite an investment's rate of refurn or rate of interest, which is simply the
annual percentage return on an investment. In short, it tells you how fast your money is growing.

Carrie Monigomery, age 27 and single, has an emergency fund in an insured savings account. Her other
investments include a balanced mutual fund, a growth mutual fund, and cellectibles in the form of baseball
cards. Sixty percent of the money in these investments is in a growth mutual fund, and 20 percent of the
money is in each of the other two investments.

Darren Miller is 22 and also single. He has an adequate emergency fund in U.S. savings bonds, The
remainder of his investment program includes equal amounts of money invested in a money market mutyal
fund, high-grade preferred stock, and blue-chip common stock.

| Elements to Compare Carrie Darren
| Who has a lower-risk investment program? /
/| Whe has the potential for higher earnings? M
[what s highestrisk ; O 3 - Al
| What is each person’s highest-risk investment? - o ?g,,@,i? (/ oo A 27 A f,)if b
‘| What is each person’s lowest-risk investment? - B S ﬁ -
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An Array of Investment Options

There are many ways to put your money te work for you. We're going to talk about an array of different investment
options, all of which work better in certain situations than others.

Generally, pecple choose to invest for one of two reasons: jncome or growth. Income means they get paid—in cash—

for owning the account or investment, Growth means they buy and hold an investment with the hope that it will
increase in price, over time.

UNIT THREE  Investing: Maklng Money Work for You




