Before You Begin

@ Learning Outcomes

Once you've completed this chapter’s videos, you will be asked
to return to this list and place a checkmark next to the items
you've mastered.

Section 1: Saving: An Exercise of Character

O Identify the Five Foundations of personal finance.

O Understand the purpose of having an emergency fund.

Section 2: Three Basic Reasons to Save Money

O Explain the three basic reasons for saving money.

[7 Understand the importance of saving for both long-term
and short-term goals.

[J Describe what a sinking fund is and identify purchases
for which you would use a sinking fund.

Section 3: The Power of Compound Interest

[0 Demonstrate how compound interest works and
understand the impact of annual interest rate.

[J Describe the difference between simple and
compound interest,

0O Understand the importance of beginning to save now.

@ Key Terms

Get to know the language of money.

» Compound interest: Interest paid
oninterest previously earned;
credited daily, monthly, qua rterly or
semiannually

» Emergency fund: Five hundred dollars
in readily available cash to be used only
in the event of an emergency; the goal of
the First Foundation

» Interest rate: Percentage paid toa
lender for the use of borrowed money
(in debt); percentage earned on invested
principal (in investing)

» Five Foundations: The five steps to
financial success

» Sinking fund: Saving money over time
for alarge purchase
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' Measure Your Progress

h statement below and mark whether you agree or disagree inthe “Before”

Before watching the video, read eac
column. Then, after watching the v

on any statement.

BEFORE

Agree  Disagree

O o0 o O
oo O O

" The amount of money you save depends on how

much money you earn. Simply put, you will save
more when you earn more.

. A savings account at your bank is the best place to

put your emergency fund.

. The two biggest factors in compound interest and

building wealth are time and the initial amount of
the investment.

. ltis okay to use your emergency fund to pay cash for

big purchases such as a TV or a cell phone.

_ You should pay yourself first before you pay bills.

Agree

[

OO O 0O

ideo, do it again using the “After” column to see if you changed your mind

Disagree

0

[ I N I R

\

What are your initial thoughts about

saving? What do you want to learn about saving?
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iscipline yourself

Section 1:

The Five Foundations

THE FIRST FOUNDATION

' " Savea$500 ¢ ch\ o f\%‘f Fund

i
THE SECOND FOUNDATION i

E Get Out of Dot

THE THIRD FOUNDATION

B Pay (. <\ for Your Car

THE FOURTH FOUNDATION

PayCashfor_ (vl\rq

o

TH_E FIFTH FOUNDAT'QN
BBuﬂd Wealth and_Gve
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Saving Money the American Way

THE FIRST FOUNDATION is saving
an emergency fund. Itis goingto rain.
Even as a young adult, you need a
rainy-day fund. Youwll have many
financial goals throughout your life.
You don’t want anything to stand in
the way of paying your way through
college or buying your first house.But
emergencies will happen along the
way. Money Magazine says that 78%

of us will have a major negative event
in a given 10-year period of time. At
your age, it might be needing to pay
for a car repair. Later in life, it might
be an extended illness oran injury that
keeps you from working for several
months. Regardless of the emergency,
having money set aside—$500 atyour
age—will ensure that thoselife events
donot devastate you financially.

@ Are Americans Good Savers?

A Negative Savings Rate

Back in December 2006, CNN Money reported
that Americans had a -0.6% savings rate. The
savings rate compares after-tax income to the
money people spentona variety of items. [t turns
negative when people 1ake on additional debt such
as credit cards or car loans. The negative savings
rate meant that Americans were spending more
money than they were making in 2006. The title
of CNN Money's article was "Americans spend
every cent and more: Critics say America’s
negative savings rate can't be sustained and see
a recession coming. Are they right?”

Fast Forward to Today
The critics were right, and Americans faced one
of the worst recessions in our nation’s history.

If our collective spending and saving habits have an
effect on the overall economy, shouldn't Americans
want to change their behavior? After all, when
the economy is strong, we prosper through lower

Chapler 2: Saving
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unemptoyment and higher incomes. When it is
weak, we suffer with high.unemployment and
lower incomes.

Americans’ initial response to the economic
downturn was positive. In the summer of 2008,
the savings rate reached nearly 7%. However,
Americans did not maintain this new commitment
to saving. By 2010, Americans saved 5.5% of their
income. During 2012, that number plunged as
lowas3.3%*

What's the Lesson Here?

When things are good, Americans tend to behave
as though things will atways be good. The reality s,
whether it's an economic downturn or a personal
money emergency, you have to be prepared.
You need an emergency fund. an old-tashioned
rainy-day fund!

*Econormic Research, Federal Reserve Bank of St. Louis

You should have an
ermnergency fund because
unexpected things are
going to happen. Smart
people have known this
for centuries and used

to say, "In the house of
the wise are stores of
choice food and oil, but a
foolish man devours all
he has” [Proverbs 21:20).
in other words, having
some money saved away
canturnacrisis intoan
inconvenience.
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The First Foundation | |

» The First Foundation is $_5_Q_ in an emergency fund.

s FROMTEENS You should do this as quickly as possible. ,
SAVING

2y, 15: “I have a litlle » When you're in high school, you won't have the same

pu i emergency expenses asyour_giir ¢4t/  (like needing

1l earn baby-sitting to put a new roof on the house). For you, a surprise

ria":th ae:nifr:tlf:at‘r:ife expense might be fixing a flat tire or replacing a broken

Weoportartto cell phone.

aroutine. Every time
noney, | put some of

" » An emergency fund allows you to have money available
16: I recentlygot for any surprise ?’-L,{’{ N i €
-time job where
*’:t:‘::l‘[;s dzr;oshe 4 » Ifyou don’t have money saved to pay for these things,
y checking account. then ¢ DT will start lookinglike an easy answer. '
yan automatic
xr of $25 from my s
ng to my savings » Debt WeAVEH  solves problems. At best, it just delays
t each week. Since . s .
- natically one problem while creating another one!
_ seethe

wis just left to pile
ysavings account. » When you're older and out of school, you'll need to
fgg [f:::f;;‘ff o) A/ your emergency fund into a full three

. v, :
ything! to_SA\ X months’ worth of expenses.
(BOUT YOU? .
alfyygr"é’o':mave » Make sure this money is kept in the ank and that
(o]
Vrite it down and you ONLY use it for emergencies. You can’t keep the
re it with . <
& money handy, because it will get spent.

» Keep your emergency fundin a SQII%W e savings
account away from your spending money.
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@ How Can | Save $500 Quickly?

Five hundred dollars might sound like a lot,
but you'd be amazed at how quickly you can pile
up some cash! First, make it a goal. Next, set
atarget date. Goals need a timeline. Now here
are some money-making ideas:

1. Ifyou geta regularallowance from your
parents, save it! Say goodbye to fancy
coffees, vending machine goodies and
fast food. Okay, not forever! Those are
fun treats. But try limiting yourself to a
Friday splurge and saving your money
the other days of the week.

2. Hold an auction. Gather things you don't
use or need anymore, like expensive
clothing or your unused gaming system
(get your parents’ permission, of course)
and sell them online or at a garage sale.
You won't believe how much money you
have in the form of unused stuff!

3. Become an entrepreneur! Hand out fliersin
your neighborhood advertising baby-sitting
oryard work services.

4. liyou're old enough and your schedule allows
it, geta part-time job on the weekends.

5. Communicate your money goals with your
parents. They might be willing to payyou
for doing extra jobs around the house or for
getting good grades.

é. Ifyour parents [or other relatives] own a
business, they might be able to hook you up
with a part-time job there.

7. Consider tutoring. Some teens report
earning as much as $20 an hour.

8. Take advantage of summer months off of
school. Explore being a camp counselor,
golf caddyora lifeguard.

9. Watch the local ads for people needing
pet sitters or house sitters when they go
out of town.

10. Use your skills. Think about what you are
good at. You might offer horseback riding
lessons, Spanish lessons or piano lessons.

il

What has kept you from saving in the past? Based on what you've
learned, how can you change this?

Chapter 2: Saving
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80% of America’s
millionaires are first-
generation rich. That
means they started with
nothing, did smart stuff,
and became millionaires.

The Mitlionaire Next Door
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Section 2:
Three Basic Reasons to Save Money

The First Foundation is simple.
Save a$500 emergency fund. Keep
in mind that $500 won’t always be
enough for your emergency fund. Asyou
get older and you have more financial

responsibilitieslike paying amortgage

and supporting a family, you will want
to have three to six months of living
expenses set aside in your emergency

Well, that will depend on what your
monthly bills total at any given time.
For instance, if your living expenses
(mortgage, utilities, insurance, food,
etc) total $3,000 a month, then you'll
wanttosetaside $9,000t0 $18,000inan
emergency fund. That soundslike alot.
But rest assured, if you are managing
your money wisely, as your income

fund. How much money is that? grows so will your savings.

Save Money for Three Basic Reasons:
1. Env i,f‘vt;ii”r'k(  Fund
2. V¥ chase

g\ [ it
3. \Wlolth  Building

Emergency Fund

» _Lngg 4 Cic ( aregoingto happen. Counton it. The
First Foundation, a beginner emergency fund, is $500.

% NOTE: Later in life this should increase to three to six months of living expenses.

» It’s a good idea to open a separate savings account for
your emergency fund. Then, leave it alone!

» Your emergency fund is not an investment. It is
insurance for when unexpected things happen.

» The emergency fund is your first savings priority.
Do it quickly!
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'\\i

Explain how having an emergency fund helps protect your wealth.

Purchases

» The second thing you save money foris 4 v Cha gef

» Instead of } VY YO WINY

to purchase, pay cash by

usinga_ S AW ng fund approach.

A sinking fund is a way to save
when you know you have a large
purchase coming up, like a prom
dress or new tires for your car. You
calculate the expected cost of the
item and how long you have until
you need to purchase it. Divide the
total cost of the item by the number
of months until the purchase. For
instance, if prom s five months away
and the amount you are willing to
spend is $200, you will need to save

-Chapter 2: Saving
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$40 a month toward your purchase
($200 divided by 5 equals $40).

Saving over time means you will
never need to go into debt for alarge
purchase. Think of it this way: You pay
yourself $40 a month, and then pay
cash instead of using a credit card and
paying someone else $40 amonthplus
interest! That’s right. That dress would
end up costing you more than $200if
you borrowed money for it.

In 2012, only 27% of all
point-of-sale purchases
were made with cash; 2nd
that number is expected
1o drop to 23% by 2017.

Report published by Javelin
Strategy & Research

WHICH 1S WISERT

Using a sinking fund
versus borrowing money
for a large purchase—you
make the call.

Say you borrow $4,000 0
purchase a dining room
set, and your interest rate
is 24% for two years.

This means youw'"
payments of $21

month for 24 months.
So, you will pay & total of
45,064, plus interest, for
that sel.

But if you use the sinking
fund method and save the
same $211 per month for
only 18 months, you will be
able to pay cash.

When you pay cash,

you can almost always
negotiste a discount. 50
you will be able to ewn that
furniture even earlier for
less money.
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Wealth Building

» The third thing you save money for is

»

£

wea b building.

5 VNS0 PLUAL  isthe key ingredient when it comes to

wealth building.

» Building wealthisa YA 4 \ \’kﬁ!’l. not a sprint.

Al

Why do you think so many people borrow money for large purchases

instead of using a sinking fund?

@ Ready to Start Saving? Read These Bank Tips First!

% REMEMBER: The emergency fund is not intended to grow wealtl

h, so interest earned is not a factor.

Abank is one of the safest places to keep your
money. Since the financial crisis of 2008, the
federal government [Federal Deposit Insurance
Corporation or FDIC] increased the level of
insurance on bank accounts to $250,000 per

depositor.

An interest-bearing account is an account
that generates interestincome on the available
balance in the account.

The convenience of a bank account comes
ata cost. Banks generally pay lower rates on

interest-bearing accounts than other financial
institutions that offer accounts that resemble
bank services: The most common are brokerage
cash management accounts, credit union
accounts, and mutual fund money market

accounts.

Inflation can eat up the interest youearnon
aninterest-bearing bank account. Even a low
rate of inflation (a persistent rise in the cost
of goods and services or the decline in the
purchase power of money] generally outpaces
what banks pay on interest-bearing accounts.

Foundations in Personal Finance High School Edition
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@ Maybe You Can Afford That Car!

“I'm 14 and want to buy a car in a couple of years. How much money will it take to
get a good one?”

DAVE'S ANSWER: You can buya good used carfor  enough for a car in only eight months. Pretty cool,

around $3,000. This may seem like a lot right now,  huh? Can't do $100 a week? Saving a little bit at
but let me showyou how easy it can be. Let'ssay & time adds up, and you will eventually reach
youwork part time after schooland on weekends.  your goal. Take a look at the graph below for a
if you make $100a week and save it all, you'llhave  few ways it can be done.

Save $300/month
($75/week]

Save $200/month S3.000 00 B
[$50/week] 15 Months

Save $100/month $3.0001m '
($25/week) 30Months |

I 1 . ) LIS T L
YEARSTOGOAL 0.0 05 10 15 2.0 25

Wealth Building (Continued)
» Com L wrd T ~dre it isamathematical
explosion. You must start_/\0 u) .

% TURN THE PAGE: Follow along with the Ben and Arthur compound interest chart to see the
power of compound interest!

\

How is saving an exercise of your character?

Chapter 2: Saving
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{MPORTANT: Since you're
in high schoot, hold off on
investing for retirement
until you have college
completely paid for. It
doesn’t make sense to
invest while, at the same
time, taking out loans for
college. We want you to
live debt free, even through
college. Make paying for
your education a priority
over investing. Once you've
done that, invest as soon
as possible.
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@ The Story of Ben and Arthur '

Both save $2,000 per year at 12%. Ben starts at age 19 and stops at age 26, while
Arthur starts at age 27 and stops at age 65. .

Running Total Invests  Running Total

Invests
2,000 2,240 0 0
) 2,000 4,749 0 0
Ben invested o v "
ONLY 516,000. 2,000 14,230 0 0
2,000 18,178 0 0
22,599 0 0
Ben stops investing;
Arthur starts investing
0 34,560 4,749
0 38,708 2,000 7,558
0 43,352 2,000 10,704
) 0 48,554 2,000 14,230
5:::"3ﬁf23&2‘“ 0 54,381 2,000 18178
znl).r $167 per month! o 60,707 2000 2593
0 68,216 2,000 27,551
0 76,802 2,000 33,097
$2,0 00 0 85,570 2,000 39,309
=12 0 95,383 2,000 46,266
. : 0 107,339 2,000 54,058
$ 147 0 120,220 2,000 62,785
0 134,646 2,000 72,559
0 150,804 2,000 83,506
0 168,900 2,000 95,767
0 189,168 2,000 109,499
Arthur 0 211,869 2,000 124,879
: 0 237,293 2,000 142,104
invested 0 265,768 2,000 161,396
0 297,660 2,000 183,004
$ 78' 000 and 0 333,379 2,000 207,204
NEVER 0 373,385 2,000 236,308
CAUGHT UP' i} 418,191 2,000 264,665
. 0 468,374 2,000 298,665
0 524,579 2,000 336,745
Ben came out 0 567,528 2,000 379,39
ahead by over 0 458,032 2,000 427161
0 736,995 2,000 480,660
$700,000! 0 825,435 2,000 540,579
0 924,487 2,000 607,688
0 1,035,425 2,000 682,851
0 1,159,676 2,000 767,033
0 1,298,837 2,000 861,317
0 1,454,698 2,000 966,915
0 1,629,261 2,000 1,085,185
o 0 1,824,773 2,000 1,217,647
E 0 2,043,766 2,000 1,366,005
0 2,288,996 2,000 1,532,164

Grand Total $2,288,996  $1,532,166
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Section 3:

The Power of Compound Interest

What Is Interest?

The most powerful force in the universe is compound interest!”

ALBERT EINSTEIN, German physicist

What is interest? In investing, it
is the money the principal (original
amountinvested) earns. Itistypically
apercentage of the principal, paid on
amonthly, quarterly or annual basis.

Compound interestisinterest paid
on interest previously earned.

Whew! Need further explanation?
Here’s an example.

Take a one-time investment of $1,000
and earn 10% on it. Your interest

earned at the end of the year is $100. -

Add thatto your original $1,000, and
you have $1,100.

Atthe end of the next year, your $1,100
is compounded at 10% interest, so your
return on investmentis $110. Add that
tothe $1,100, and you now have $1,210.
Your interest on $1,210 is $121,

So astime passes, the amountyou earn
from interest grows. That is why it is
so important that you start as early as
possible. You have more time for your
interest to snowball and pick up more
and more snow!

How to Calculate Compound Interest

Use this simple formula to figure out the future value of a
deposit once compound interest has worked its magic.

FV=PV (1+r/m)™

sk REMEMBER: When calculating this formula, use the mathematical order of operations.

FY: The future value
PY: The present value
r: The annual rate of interest as a
decimal {5% is expressed as the
decimal 0.05)

Chapter 2: Saving
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m: The number of times per year the
interest is compounded (monthty,
annually, etc.)

t: The number of years you leave it
invested

IRTERESTED IR
INVESTING?

We willtalk more about
investing in Chapter 8.

¥¢hat excites you most
zboutinvesting?

"Making money without
doing anything.”

Junior, Oklahoma

"Being able to be financially

secure when | retire.”

Senior, Florida

“lam excited about what
evenasmall investr- *°
can become.”

Senior, Colorada

“Having tons of money in
the end.”

Senior, New Jersey

“Patienceis .
golden because it
will increase the
satisfaction you take
JFrom achieving your
goois and desires.”

DAVE RAMSEY
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- Compound Interest coninveq

Inflation: Inflationis a persistent rise in the price of goods
and services over a period of time,

Time Value of Money: This principle suggests that a
certain amount of money today has different buying power
than the same amount of money in the future. This notion

' dg et exists both because there is an opportunity to earn interest

Builder on the money and because inflation will drive prices up,
g g thereby changing the “value” of the money.

So let’s say you and a friend each get $100 for your
birthdays. Your friend buys designer jeans, and you put
yourcashina savings account. In two years, your money
will have earned interest. But will you have enough cash to
buy the same designer jeans?

The trade-off between money now and money later depends
e ;;;’;::,im on, among other things, the inflation rate and the rate of

out the interest you can earn by investing or saving.
1g Calculator
1ationsU.com.

The rate of return, or the interest rate, on your investment
is important to consider. We will talk about different types
of investments and rate of return in detail in Chapter 8, ‘
Investing and Retirement.
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@ How Important Is My Interest Rate?

age 25 to age 65 (40 years).

oot $750,378

$700,000 »
$600,000 » Where you putyour
$500,000 » money matters!
$400,000 »
$300,000»
$200,000 »

$100,000 » $10,285

0»

$93,050

6% 2%
ANNUAL INTEREST RATE

Look at what happens to a $1,000 one-time investment with no withdrawals from

18%

1

“Wiast people have the
Why don’t more people save for the future? Which reasons can be fixed ;f“ tt?g?‘n;f ew have
by having a money plan? e tﬂf% 4 C prepare
{6 win.
BOBEY KNIGHT

Former head coech of the
Tndizna Hoosiers (1871-2000
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