
Economics-Based
Personal Finance

A Core Financial Planning Book
Spring 2024 Edition

Robert Puelz and Aaron Stevens



Table of Contents

1 Introduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11

1.1 Introduction to Life-Cycle Economics 11

1.2 Money, Income, Consumption, and Savings 17

1.3 Assets and Liabilities 20

1.4 Evaluating Financial Health 21

1.5 Economic Net Worth 24

1.6 Risk Exposure 28

1.7 Financial Advice 30

1.8 The Scientific Approach to Your Economic Life 32

1.9 Summary 33

1.10 Review Questions 34

1.11 Problems 34

2 The Life-Cycle Model . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40

2.1 Baby Steps: Knowing the Life-Cycle Model 40

2.2 Economic Happiness and Uncle Elwyn 41

2.3 Consumption Smoothing 47

2.4 Consumption Smoothing and Roxanne 48
2.4.1 Incorporating Initial Assets and Bequests . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51
2.4.2 An 80-Period Life-Cycle Model with Uneven Wages . . . . . . . . . . . . . . . . . . . . . . 52
2.4.3 Case Study: Borrowing against Uncle Elwyn’s Inheritance . . . . . . . . . . . . . . . . . 54



2.5 Borrowing Constraints More Generally 56

2.6 Summary 58

2.7 Review Questions 59

2.8 Problems 59

2.9 Appendix 62
2.9.1 Consumption Smoothing and The Two-Period Life-Cycle Model . . . . . . . . . . . . 63

3 Making the Life-Cycle Model Real . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68

3.1 Introduction 68

3.2 The Life-Cycle Model Needs a Software Solution 70
3.2.1 Beware of False Precision . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 71

3.3 Introductory Case Studies 71
3.3.1 Case Study: Steve Who is Young and Single . . . . . . . . . . . . . . . . . . . . . . . . . . . . 71
3.3.2 MaxiFi: The Input Screens . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 73
3.3.3 MaxiFi Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84
3.3.4 Case Study: Married Couple with Children . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 88

3.4 Summary 94

3.5 Case Studies to Try on Your Own 95
3.5.1 Case 1 - Single person . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95
3.5.2 Case 2 - Two-person household . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 98
3.5.3 Case 3 - Household with children . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 101
3.5.4 Case 4 - Single person with a trust who lives modestly . . . . . . . . . . . . . . . . . . . 105

4 Baseline Financial Planning Cases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 109

4.1 Introduction 109

4.2 Your Human Capital 111
4.2.1 Economics of Human Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 112
4.2.2 Human Capital is a Wasting Asset . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 114
4.2.3 Human Capital Risk . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 114
4.2.4 Case Study: Modeling Differences in Human Capital . . . . . . . . . . . . . . . . . . . . 116
4.2.5 Case Study Excerpt: Kate and Jamie: How Much Are You Worth? . . . . . . . . . 120

4.3 Investments in Human Capital 121
4.3.1 A Prelude to Education and Human Capital . . . . . . . . . . . . . . . . . . . . . . . . . . 121
4.3.2 Modeling the Graduate Education Decision . . . . . . . . . . . . . . . . . . . . . . . . . . 124
4.3.3 Case Study: Graduate School or Not? . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125
4.3.4 Case Study Excerpt: Does More Education Make Sense . . . . . . . . . . . . . . . . . 129

4.4 Where Should You Live? 130
4.4.1 Case Study: Modeling Geographic Choice: Dallas or Chicago? . . . . . . . . . . 130
4.4.2 Case Study Excerpt: Living Standards and Geographic Locations . . . . . . . . . 135



4.5 Planning for a Rainy Day 136
4.5.1 Case Study: A Family With a Reserve Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . 137
4.5.2 Case Study Excerpt: A Rainy Day Fund in Practice . . . . . . . . . . . . . . . . . . . . . . 140

4.6 The Value of Shared Living 141
4.6.1 Case Study: Cohabitation Increases the Living Standard . . . . . . . . . . . . . . . . . 141
4.6.2 Case Study Excerpt: Shared Living Affects Life Insurance . . . . . . . . . . . . . . . . . 146

4.7 Summary 147

4.8 Study Questions 147
4.8.1 Case - Trevor Stoneman’s Geographic Choice . . . . . . . . . . . . . . . . . . . . . . . . 148

5 Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 151

5.1 Introduction: Investments in Financial Securities 151
5.1.1 Setting up an Account . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 152
5.1.2 Case Study Excerpt: The Financial Account You Need . . . . . . . . . . . . . . . . . . . 155
5.1.3 Account Types and Service . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 156

5.2 Risk and Return 157
5.2.1 Historical Returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 159
5.2.2 Case Study Excerpt: The Investment Everybody Needs . . . . . . . . . . . . . . . . . . 163

5.3 Drilling Deeper on Real Investment Performance 164
5.3.1 Nominal Dollars, Real Dollars, Inflation and Purchasing Power . . . . . . . . . . . . . 165
5.3.2 Nominal Interest Rates, Real Interest Rates, and the Fisher Equation . . . . . . . . 167

5.4 Inflation Indexed Bonds 168
5.4.1 Series I Savings Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 168
5.4.2 Treasury Inflation-Protected Securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 169
5.4.3 An Example: TIPS v. CD . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170

5.5 The Mechanics of Stock Market Investments 172
5.5.1 Making and Losing Money in Stocks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 173
5.5.2 Investing Strategies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175
5.5.3 Unreliable Ideas about Investing in Stocks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 177
5.5.4 Are There Good Ideas for Investing in Stocks? . . . . . . . . . . . . . . . . . . . . . . . . . . 179
5.5.5 Efficient Markets and The Random Walk . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 181
5.5.6 Wealth Diversification: Rely on this Idea when Investing in Financial Assets . . . 183

5.6 Diversification Made Easy: Mutual Funds and Exchange-Traded Funds 184
5.6.1 Financial Asset Diversification . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 185
5.6.2 Mutual Funds and ETFs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 186
5.6.3 Buying and Selling Mutual Funds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 188
5.6.4 Should You Pay for Professionals? . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 188
5.6.5 How are ETFs Different? . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 191

5.7 A Quick Methodology for Individual Stock Selection 193
5.7.1 Investment Research . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 193
5.7.2 A Basic Approach . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 194



10

5.8 Summary 200

5.9 Review Questions 200

5.10 Problems 201

Bibliography 202


