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 It seems that the term ‘hedge fund’ is being 
tossed around quite liberally these days.  You 
might hear that some of your pension is invested in 
them, others might hear them accused of being part 
of the increasing problem of food and energy 
prices.  And your millionaire uncle might swear by 
them.  But it’s hard to engage in conversation, or 
even to understand what you’re hearing, when 
you’re not quite sure what a hedge fund is. 
 A hedge fund is like a mutual fund, with a 
few distinct differences.  They both have managers 
that invest in a variety of assets with the ultimate 
goal of increasing the value of the assets, yielding a 
profit to investors.  But that’s about where the 
similarities end.  Firstly, in order to become a 
hedge fund investor, you need a net worth of $1 
million.  Keep that in mind when making new 
business plans. In addition, unlike mutual funds, 
hedge funds can bet on the short side of assets (that 
is, to bet that their value will go down).  This 
allows the fund managers to “hedge” their 
investments to limit their losses.  For example, if 
you were heavily invested in a certain company, 
you can buy a long term put option in that company 
to limit your losses in case your investment turns 
sour.  (For more information on put options, see 
“It’s Good to Have Options,” S&M Economics, 
May 2008)  If you invested in the US dollar, you 
could hedge that investment by also buying some 
stock in oil or gold due to a correlation between the 
dollar losing value and oil and gold typically going 
up both.   

Some hedge funds, however, seek to make 
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Hey I know, let’s all not buy gas for one 
day and the oil companies will be forced to 
lower their prices. That will show them! Oh… 
wait, it doesn’t work like that.  If you’re not 
sure why the price of oil keeps increasing these 
days you are not alone. It doesn’t help that 
every other economist and financial guru will 
give you a different explanation on gas and oil 
prices. I guess with that being said, it would be 
inappropriate for me to write about my opinion 
on the price of gas. But how do we make sense 
of it all? The price of a barrel of oil has now 
doubled in the past year, food prices are raising, 
and every day we get more bad news from Wall 
Street. What is going on? 
 Unfortunately, there is not a single issue 
causing all this chaos in the American 
Economy. It’s a number of things. In recent  
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profit off of negative trends.  This is perhaps the 
major reason why when the stock market suffers, 
most mutual fund investors suffer, while hedge 
fund investors can profit even more.  Did you 
ever wonder why the rich always seem to get 
richer?  No matter what the state of the economy, 
these hedge funds can gain value.  When you 
consider the vast amounts of money that these 
hedge funds control, it is easy to understand why 
many companies, most recently Transpacific 
Industries, have blamed hedge funds for the drop 
in their company’s stock price.  This contributes 
to the negative stigma that hedge funds 
sometimes hold, because nobody likes to hear 
that someone else benefits from their misfortune, 
let alone caused it. 

To add more fuel to the negative stigma 
fire, while mutual funds are regulated by the 
Securities and Exchange Commission (SEC), 
hedge funds are not.  That adds to the mystique, 
since hedge funds don’t have to be priced on a 
daily basis, nor do they have to be liquid.  
Furthermore, they don’t have to report their 
activities to third parties.  So there’s no way to 
know the assets or values of a hedge fund unless 
you invest in it. 
 Theoretically, a hedge fund is perfectly 
capable of shorting enough shares of a company 
to significantly reduce it’s stock price.  This, in 
turn, causes fear and lack of confidence in other 
investors, causing them to sell their shares, and 
soon enough the stock price is half of what it 
used to be.  That’s not to say it happens all the 
time, but if it did, you’d never know until long 
after the fact, since there is no transparency 
required of these funds. 
 Hedge funds do pull in millions in 
profits, but only because the stakes are so high to 
begin with.  Their performance, on average, isn’t 
spectacular.  In fact, billionaire and investing 
deity Warren Buffett recently wagered roughly 
$320,000 of his own money that the Standard & 
Poor's 500 index will outperform a collection of 
hedge funds.  The funds’ managers, however, 
will likely make millions in fees just for deciding 

where the money goes.  While the manager’s 
share is heavily weighted on the fund’s 
performance, he’ll still make a nice chunk of 
change whether or not the fund does well. 

As of fall 2007, there was an estimated 
$2.7 trillion  in about 8,350 hedge funds, and 
those numbers are expected to increase.  Their 
influence on the economy as a whole is 
significant, the stock market even more so.  How 
the influence of hedge funds will help shape the 
economy of the future is anybody’s guess.  But 
now at least you can make an educated one. 
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Creative Solutions to Common Problems 

 
 

Q & A 
 
Q. How can I get 100% financing on a house 
when lenders will only offer me 97%? 
 
A. With the help of the Nehemiah Down 
Payment Assistance Program, getting 100% 
financing is as easy as getting approved for an 
FHA loan.  This works by allowing the seller to 
give you a “gift” of the 3% down payment, 
which is then paid back to the seller in the form 
of an increased purchase price.  The seller gets 
the same amount of money overall, and you get 
a slightly larger monthly payment, along with 
the glory of buying a house without spending a 
dime at closing. 
 
 

 

 
 

Tip of the Month 
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news more and more economist are drawing 
the link between falling interest rates and 
increasing oil prices.  This is not surprising. If 
you remember from my last article about 
interest rates, (“What is ‘The Fed,’” S&M 
Economics, May, 2008) as the Fed increases 
money supply the price of money decreases. 
As interest rates fall the value of the dollar 
compared to other currencies also decreases. If 
it’s taking more dollars to buy Euros or yen, 
then foreign goods become relatively more 
expensive in the United States. However those 
goods priced in dollars become cheaper to 
foreign buyers. Goods like, oh I don’t know, 
OIL! 
 However, the decreasing strength of the 
dollar is not the only thing driving oil prices 
upward. Although the Fed’s signal that it is 
done cutting interest rates seems to have 
helped, there are many speculators in the 
market looking for a safe investment. These 
investors are shying away from investing in 
stocks and putting their money in commodities. 
Since stocks are in a downturn this year, 
buying silver, gold, oil, and even wheat, 
provides a less volatile way to invest. These 
investments are safer. However, I will mention 
that these goods are also priced in dollars so 
they will trend upwards as interest rates fall.   
 “But Chris,” you say, “I thought oil 
prices were controlled by OPEC?” While the 
Organization of the Petroleum Exporting 
Countries (OPEC) does control oil supply and 
can set pricing, it is usually the marketplace 
that sets oil’s price. Currently OPEC’s stance 
is that oil supply is enough to keep up with the 
world’s demand. There is not a shortage, and 
OPEC is not putting restrictions on output.  
 So what does this all mean to the 
average American? While there are those who 
will point to one area of the oil market (OPEC, 
speculators, the Fed, oil supply) and say “this 
is the problem,” it should be said that for every 
one person’s opinion someone else will have a 
different one. I have tried to be objective, and I 
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“…U.S. households that are accelerating their 
mortgage payments instead of saving in tax-
deferred accounts are making the wrong 
choice….  In the aggregate, these mis-allocated 
savings are costing U.S. households as much as 
$1.5 billion dollars per year.” 1 
 
Why are we surprised? Nothing is taught in 
school about the home buying process so how 
would we be aware of these “mis-allocations?”  
 
For the majority of Americans, the home 
purchase will be the biggest investment they 
ever make, yet we remain very under-informed 
about the process surrounding this investment. 
 
Although there are people who can navigate 
you through the process, and I full recommend 
a competent team of advisors, you need to 
understand each step, even on a basic level, to 
be successful in today’s economy.  
 
60% of American’s wealth lies in the equity 
of their homes,1 and that fact can help us grasp 
the importance of educating ourselves about 
our real property purchases. 
 
This month’s article focuses on an important 
step of the home buying process, the mortgage.  
 
What is a mortgage? 
  
A mortgage is a two-party written instrument 
used to pledge the title (deed), to real property 
from you (the home buyer), to the bank 
(creditor), to secure the payment of a 
promissory note (a personal IOU). Basically, a 
mortgage is a promise to pay the bank the 
money they loan. If you don’t pay the bank for 
the loan, they can take your house through 
judicial or non-judicial foreclosure.  
 

hope each reader will take away from this 
article the simple lesson that we should always 
consider many sources before forming an 
opinion. As with any market the price of oil 
depends on many, many factors. In the coming 
weeks and months it is predicted that the Fed 
will start raising interest rates. This may cause 
oil prices to fall, but sadly it will be history that 
will give us the final answer.   
 
     
 See you in the marketplace.  
      
 Chris 
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1     “The Tradeoff between Mortgage Prepayments and Tax-Deferred Retirement Savings.” Federal Reserve Bank of Chicago, August 2006. 
2  National Association of Realtors, 2008 
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The term mortgage came from the late Middle 
English language period with its origins 
coming from the Old French words mort and 
gage which literally mean dead-pledge.  And 
the stigma surrounding it is thus, a mostly 
tainted event that has lately been heard on the 
tongues of naysayers along with the word 
‘crisis’. A mortgage, for many people, is a 
misunderstood and feared event. 
 
I’m not a bit surprised. 
 
Where did the fear come from? 
 
The fear of the mortgage has recent roots.  A 
lot of our fundamental ideas about the subject 
came from our parent’s parents who faced real 
financial problems when the Great Depression 
began in 1929. During that period brokerage 
firms had lent out a lot of money to investors 
who wanted to play the stock market. Investors 
could get loans from the brokerage houses to 
“buy stocks on a margin.” A margin is 
basically an IOU. When the stock market 
crashed and the brokerage houses called for 
their money the investors went straight to the 
banks. The bank’s money had been lent out to 
borrowers of home loans. Back in the day, 
loans had a “due on demand” clause where the 
lender could call the entire balance of a home 
loan due and payable in one lump sum. 
Homeowners were asked to pay off the entire 
balance of their home loan at once, or face 
foreclosure. This brutal tactic led to the 
mentality that an individual should pay off 
their mortgage as quickly as possible, or risks 
the bank taking their home.  
 
The previous story helps you understand why 
most of us have been thinking the way we do.  
 
The following discussion explains why you 
should         your mortgage and why you don’t 
want to     get rid of it early by paying it off or 
putting down a large down payment. 
 
The only way you can access the equity in 
your home is by refinancing, getting a home 
equity line of credit, or selling.  

This gives the banks the control unless you 
sell!   
 
In order to access the money in your home you 
have to reapply for a mortgage or repay a home 
equity line with higher interest. Your down 
payment is literally locked in the bricks and 
mortar of your home until the banks deem you 
worthy. What happens if you lose your job, 
become severely disabled, or are the victim of 
identity theft? Do you think the bank will let 
you refinance after your credit score has 
crashed to 200 or you’re unemployed? The 
answer is no. Therefore, you want to put as 
little money down as possible.  
 
If you invest the money you would have put 
into the down payment or early payoff into a 
low-risk investment vehicle like tax-free 
municipal bonds or mutual funds, the 
compounding interest effect will allow you to 
earn a greater return on that money.  
 
You are not earning a return on your down 
payment or equity! 
 
Another reason to carry a big mortgage is for 
tax purposes. The mortgage interest you pay 
(up to one million), is tax deduction every 
year. The bigger the balance of the loan, the 
more tax deductions you have.  For example, if 
you’re in a 25% tax bracket and paying 6% 
interest on a loan, after writing off the interest 
you only end up paying 4.5%.  Taking inflation 
into account, it’s a virtually free loan.  Sure, 
you could have owned your house outright, or 
you can take all that money that would have 
been tied up in equity and let it grow in a 
stable, liquid investment.  
 
Let’s drive this idea home with one last 
example: 
 
 Jose and Brian are brothers. They buy a 
100,000$ house each and have 50,000$ to 
invest. Brian wants to have as small of a 
mortgage as possible so he puts down 50,000$. 
Jose understands the leverage of mortgages and 
gets a 97% FHA loan. He puts 3,000$ down. 
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Live, Love, and Learn more 
Big Money = Big Leverage 

 
That being said, I fully recommend keeping a 
monthly budget. Get a feel for managing your 
money so you can safely leverage debt.  
 
Mail SarahTingen@Gmail.com for Budgeting 
Templates, Mortgaging Tools, and Financial 
Calculators.  
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Over the next three years, Jose and Brian both 
see growth in their area. There are new 
shopping malls, restaurants, schools and apt. 
complexes. Their investment has increased by 
a whopping 20%! Jose and Brian’s houses are 
now worth 120,000$.  
 
If you consider the % return on their 
investment Brian, who put down 50,000$ made 
a 40% return. Jose who put down 3,000$ and 
still saw 20,000$ worth of growth made a 
667% return on his money!!! 40% vs. 667%. 
Jose used the banks loaned money as leverage 
for the appreciative growth of his property. 
Brian used his own money. 
  
In addition, Jose invested that extra 47,000$ 
that he didn’t put down into a 5% annual return 
low-risk mutual fund. Due to a phenomena 
called compounding interest Jose now has 
54,408$ in the bank. He has earned an extra 
7,400$ investing the money that Brian trapped 
in his home. 
 
If you’re new to this business or are a first time 
home buyer, then you now have a bit of new 
knowledge to arm you in the fight for 
economic prosperity.  
 
If you’re a current homeowner who has a lot of 
equity stored in your home: REFINANCE!  
 
You will have greater liquidity and flexibility! 

 
TIP: Discuss interest-only loans with your 
financial advisors and mortgage bankers/brokers. 
The interest rates are lower, your monthly 
payments are less, and you have greater control 
over your money. The average American home-
owner refinances every 6-7 years, so you aren’t 
necessarily locked into your new mortgage.  
Stay Informed!  
 
 


