Personal Finance
I. How Financial Institutions and Investments Work

A. Banks, Credit Unions, and Savings & Loans

1. Most have financial accounts (savings accounts, checking accounts, etc.).  Such are usually held by a commercial bank, credit union, or a savings & loan company.  Commercial banks are financial institutions that receive deposits of money, extend credit and provide loans.  Commercial banks are similar to corporations in that stockholders own and manage them in order to make a profit.  Banks make money mostly through granting loans that charge interest.  Meanwhile, the bank also pays interest to those who deposit money in one of the accounts the bank offers.  The bank pays interest to the depositor in exchange for the depositor allowing the bank to use their money to finance other transactions and investments.  Conversely, the bank also charges interest to anyone who borrows money from the bank.  It is important to remember that banks and other financial institutions tend to pay less interest to depositors/investors than they charge borrowers.  For those who deposit and borrow money from the bank, this means that their interest charged (interests the bank charges them to borrow) is greater than their interest earned (interest the bank pays them for the use of their money).  Banks and other financial intuitions must charge greater interest than they pay in order to make a profit.  Say that Sally deposits $10,000 in Kennesaw Mountain Bank.  Then, suppose Charlie borrows $10,000 from the same institution.  If Kennesaw Mountain Bank pays more interest to sally than it earns from Charlie, it will lose money.  If it charges both the same interest, it will only break even and will still make no profit (thereby having no incentive to stay in business).  But, if Kennesaw Mountain Bank charges Charlie greater interest than it pays Sally, then the bank makes money and can continue to operate and grow.

Banks commonly great loans to individuals to buy houses (mortgages), purchase cars, start their own business, etc.  Usually, before banks will grant loans to individuals or businesses, they require that they possess enough collateral.  Collateral is anything of value that could be used to cover the value of the loan should one be unable to repay.  For example, when you borrow money to buy a car, the car is collateral.  If you don’t pay, the bank can take the car and sell it.  Another example is if you fail to pay your mortgage, the bank can foreclose and sell your house.  Borrowers will often use their house as collateral for other kinds of loans as well.  Often, parents will use their home as collateral to borrow money to pay for their kid’s college education or to cover some huge expense.  Requiring borrowers to have collateral is how financial institutions protect themselves against financial loss.
2. Credit unions are somewhat different from banks.  They are cooperative associations that serve only their members.  Like banks, they offer checking and savings accounts, as well as grant loans.  However, because they are technically non-profit, credit unions do not have to pay the same taxes as commercials banks.  This means that they can usually offer higher interest rates.  Credit unions, however, are exclusive: only certain individuals may join.  For example, many states have state employee credit unions, which are open only to those who either are, or have been employees of the state.

3. Savings and loans associations are savings institutions designed to aid home building (in the classic Christmas movie, It’s a Wonderful Life, George Bailey runs a savings and loan).  Historically, savings and loans lend their money out as mortgages on homes.  In the 1980s, many savings and loans made bad investments and ended up going bankrupt.  Because they were not government insured at the time, taxpayers had to bear the burden of bailing them out.  The bad taste left by the 80’s, along with the fact that credit unions and commercial banks offer similar services, has caused a decline in the popularity of savings and loan associations.

B. Risk and Return
People tend to invest when they are confident that the likely return of the investment is worth any risk.  Return refers to the eventual payoff of the investment.  For instance, a real estate developer may invest (spend) $500,000 building a condominium complex if he/she is confident they will eventually sell all the units for $2 million.  Risk refers to the chance that an investment might actually end up losing money rather than making it.  If an investor invests some of their money in a new business, there is a risk that the business might fail; costing the investor the money they invested.  Often times, the riskiest investments are also the one’s that offer the greatest possible return if they work.  For this reason, some investors are still willing to make risky investment.  They key is to determine how much risk one can afford.  If you make a certain investment, will you still be OK financially if it fails and you lose what you invested?  If so, then an investor might want to take the risk in hope of a profitable return.  However, if, after considering the risk, you determine that you could not endure the financial blow you would suffer if the investment fails, it would be much wiser to pass on that investment and invest your money in something else that carries less risk.  

C. Stocks, Bonds, and Mutual Funds

Stocks are shares in a company that an individual/organization purchases giving that person/entity part ownership.  People buy stocks hoping to see its value increase over time.  In the 1950s, the American Family Life Assurance Company started in Columbus, Georgia.  Initially, its owners sold stock at a very low price to finance their new business.  As a result, many people bought a good number of shares for only a few hundred dollars.  Today, those who kept this initial stock in AFLAC have made millions.  The problem with stocks is that they can be risky and few people know enough to be ‘experts in the market’.  While it is great that those early investors in AFLAC did so well, investors in a corporation called Enron had a much different experience.  Enron was a huge corporation that went bust after years of economic promise.  As a result, many investors lost their money.  Some even lost their life’s savings!  Since stocks can be risky, many investors put their money in mutual funds in order to minimize risks.  Mutual funds pool money from a number of investors to buy a range of stocks.  Thus, an investor’s money is dispersed among several companies.  This reduces risk because, if one company does poorly, others are likely doing better.  Because they are generally managed by a financial expert, investors are free to focus on other things without having to constantly keep an eye on their investments.  The downside to mutual funds is that they generally offer a lower rate of return and investors must pay part of what they earn to the financial fund manager.  Bonds are loans to either a company or the government.  Unlike stocks, which make an investor part owner in a business, bonds are simply a loan from the investor.  Bonds are another way people invest.
D. Reasons People Save and Invest

People are inclined to save when interest rates are higher and invest when the potential return is likely to outweigh the loss of immediate gratification.  Simply put, people save and invest because there is something they want in the future that is more important to them than anything they might purchase with the same money today.  People save to buy a house, a car, take a vacation, purchase a luxury item have their first baby pay for their children’s college education, etc.  One of the biggest things people commonly save for is retirement.  Of course, since most people rely on their job for income, people who retire have to get money from somewhere else.  For this reason, wise people begin saving while they are young so that they will have money when they retire.  Many invest their money in stocks and mutual funds through retirement plans offered at their jobs.  Other put money in IRAs (investment retirement accounts).  Such savings allows people to put money aside that then grows with compound interest.  Then, when they retire, they can use it in place of the income once provided by their employment.  (The government also provides retirement benefits through Social Security.  However, the amount paid by this program continues to shrink and some wonder if it will even exists in fifty years.  Wise citizens will be sure to come up with their own savings plans rather than relying on Social Security to provide the bulk of their retirement income.)
E. Workers’ Earnings

Workers’ earnings determine how much money laborers have to spend and save/invest for the future.  How much money one is likely to make in the labor market due to their skills, training, education, etc., is called their earning potential.  People who are financially successful tend to earn more money for their labor because they possess special skills and/or training.  Usually, the highest paid workers are college educated, have good communication skills, know how to show proper respect to peers and authority figures, conduct themselves professionally, and have actively sought to improve their skills with additional training.  For these reason, individuals who want to get a good job and find a career that will allow them to live comfortably and save for the future need to invest their time and money in getting as much education and training as possible.
II. Credit and Insurance

A. Credit

One reason that consumers buy goods or service on credit is that their future income may be more promising than their current income.  For example, college students may take out student loans because they have little current income.  Once they receive their degree, however, they will start earning a substantial income with which they can pay back the borrowed funds.  Consumers also buy on credit because some items are so expensive that it is difficult to save the entire lump sum before purchasing.  For example, saving enough money to buy a house in one full payment is too difficult for most people.  Houses simply cost too much money and, unless you’re Oprah Winfrey, you probably don’t have several hundred thousand dollars just sitting around waiting to be spent.  Most people can, however, afford to buy a house if they can pay for it a little at a time in monthly payments.  Such a loan is called a mortgage and the monthly installments are referred to as mortgage payments.  (Most mortgages are paid back over either fifteen or thirty years.)
B. Interest

Interest is the amount of money that a lender charges a borrower in exchange for the use of their money.  When you take out a loan from a bank or credit union to buy a home, car, boat, finance and education, make home repairs, etc. you are using the bank or credit union’s money to pay for these things in exchange or monthly payments with interest.  When you take out a school loan, you are using the money of whichever lender provided you with the finances to go to school in exchange for paying it back after you graduate with interest.  One of the most popular ways people purchase things today is with credit cards.  Credit cards are popular because they are very convenient and allow people to pay for things without having to write checks, constantly keep up with how much money is left in their checking account, and/or carry around lots of cash.  Consumers often purchase whatever items they can on a credit card and then pay them off with one payment.  However, when you use a credit card you have to pay interest.  You are using the company’s money that issued you the card to make a purchase in exchange for paying for the item later.  When you use a credit card, you are borrowing the credit card issuer’s money as a loan that you will pay back with interest.  However, when you use a debit card, you are simply using something that looks like a credit card to access your own money (usually in a checking account).  Therefore, debit purchases are the same as spending cash or writing a check.
C. Simple and Compound Interest

Interest is based on a percentage of the total amount of money loaned.  As a consumer, it is important to understand how interest rates work.  There are essentially two types of interest, simple and compound.  When deciding whether or not to borrow money, you need to know which type of interest you will be paying on the loan.  Simple interest is a rate that is applied only to the value of the principal.  The principal is the amount of money that has been borrowed.  For example, say Jeff takes out a ten-year loan at a rate of 5% annually on $10,000 in principal.  In other words, he borrows $10,000 and agrees to pay it back a little at a time over a ten-year period.  Because he will pay 5% annual interest only on the $10,000 principal, Jeff will be paying simple interest.  The total interest he has to pay will be 5% of 10,000 for every year he is paying on the loan.  Therefore, Jeff’s total payment after ten years would be $15,000.
Compound interest is much different.  It is interest applied to both the principal and the accrued interest.  In other words, the borrower does not simply pay a percentage of the original loan amount.  Instead, they must pay interest on the amount including the additional interest as it buildings over time.  Considering Jeff’s example again of $10,000 loan again; let’s say Jeff has to pay the loan back at compounding rather than simple interest.  Jeff would now be paying $6,288.95 in interest rather than $5,000.  Jeff’s total amount to pay back is $16, 288.95.  Compounding interest for loans increases much higher than simple interest (as well as investments).  So, compound interest is a bad thing if you are borrowing money, because it increases the amount that you have to pay back.  However, it is a good thing when you are saving and investing money because it means that your money is growing at a much faster rate than if you were receiving only simple interest.

In general, the higher the risk to the lender, the higher the interest rate that consumer must pay.  In other words, the greater the chance that the lender will not be paid back and that it will not be able to get back the value of the loan, the more interest it will charge.  Home loans, therefore tend to have lower interest rates than credit cards or auto loans.  Homes can’t be easily stolen and it is easy to find the borrower because they are living in the home itself.  Also, because it is such a big purchase, borrowers normally meet stricter requirements than they do for certain other types of loans.  If the borrower defaults (fails to pay back the loan), then the lender can repossess the house and sell it to cover at least part of its losses.  Items bought using credit cards, however, are riskier.  Many citizens get so deep in credit card debt that they can’t pay all the money back.  Also, many of the items purchased cannot be repossessed.  As a result, interest rates on credit cards are usually much higher than on most other types of loans.
D. Credit Worthiness

Too much debt can cause people to default on loans (fail to pay them back).  When people can’t pay back the money they’ve borrowed to buy cards, boats, furniture, etc. these items are often re-possessed (taken) by the lender.  Failure to pay your debts also damages your credit score.  Your credit score is a number based on your history as a borrower.  If you have a history of paying off loans and making monthly credit payments on time, then you will have a higher credit score.  If, however, you are normally late with payments or have defaulted on loans, you will have a low credit score.  Lenders use your credit score to determine your credit worthiness.  In other words, they look at your credit score to determine what the chances are that you will pay back the loan.  If you have a high credit score, then lender are more likely to loan you money at a lower interest rate.  However, if you have a low credit score, then your interest rate will be higher because you are considered to be a greater risk for the lender.  Often, if your score is low enough, you won’t get a loan at all.  
In addition to your credit history, other factors are important as well.  For instance, how much money do you make and/or have in savings? How much property do you own?  The higher your income and the more money you have in savings, investment, etc., the less risk you pose to a lender.  The more money you have, the more confident lenders are that you will pay back the loan.  Also, the more property you own, the more collateral you have to insure the loan.

Finally, how many debts you currently have can also determine your credit worthiness.  Even if you have a history of paying debts on time, if a lender sees that you already have several thousand dollars in credit card debts, a large house payment, school loan payments, and a number of other lenders you owe money to, they will be less likely to grant you a loan.  Why?  The more people you owe money to, the more money you are paying to lenders.  The more you are paying lenders, the less you have left over to make payments on any new money you might borrow.
E. Insurance

Insurance involves transferring risk to others.  An individual or household has something of great value and wants to make sure that, if it is lost or damaged, it will be financially covered.  For this reason, they invest in insurance.  They pay money to an insurance company (usually monthly) for the assurance that, if what they value is lost or damaged, the insurance company will pay for their loss (either in full or in part).  Insurance is especially popular when it comes to things that households or businesses would likely not have the funds to pay for on their own.  Life insurance is meant to provide money to one’s family if they die.  Say Martha provides the main income for his family of six.  If martin didn’t work his family could not pay their mortgage, car payment, etc.  What happens if Martin dies?  How will Martin’s family make it?  To make sure they would be OK, Martin buys life insurance.  Martin pays money monthly to the insurance company which, if he dies, will provide his family with the money they need to live.  Martin may either buy term life insurance, which simply pays money to his beneficiary (the person Martin wants the money to go to); or he may buy what is often called whole life insurance, which is generally more expensive and builds cash value like an investment.  There are other types of insurance as well.  Health/medical insurance is meant to cover health and medical expenses, many of which can be outrageously expensive.  Disability insurance provides a policy-holder with income in the event that they become disabled and unable to work.  For instance, say a factory worker is hurt in a fall and cannot stand on the assembly line, or an office worker is injured in a car wreck and can’t come to work for two months.  Disability insurance provides up to 60% of their income until they can work again and receive their normal paycheck.

A broad category of insurance is liability insurance.  It pays if you are held financially liable (responsible) for an accident.  For example, automobile liability insurance pays for damages someone causes with their automobile (ex- causing a wreck).  Homeowner insurance policies, which cover a policy holder’s house in the event if it is damages or destroyed, often include liability as well if someone falls in your yard and then successfully sues you to pay for their injuries, then your liability insurance will pay the cost.  In general, then, liability insurance provides protection from claims arising from injuries or damage to other people or property.  Comprehensive liability insurance covers a much wider range of catastrophes.  Businesses need comprehensive liability to cover injuries that occur on business property, accidents due to employee negligence, property damage caused by company workers, losses or injuries caused by defective products, and any professional mistakes (i.e. medical malpractice on the part of a doctor).  In short, the benefit of insurance is that it protects the policy-holder and/or their beneficiaries from financial devastation in the event that a major catastrophe occurs.  However, the cost is that it requires people and businesses to pay money for insurance that could otherwise be saved, invested, or used for consumption.  It also is money that may never be used (i.e., no disability ever occurs).
