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Several weeks had passed since John and Kate had last discussed finance. Each Sunday, they met in the Park as usual, walked, rested and talked about many things. 


John insisted that Kate needed time to think over the advice he had given her, and he needed time himself to restore his energy. 


‘You must keep these things in perspective, you know' he had said to her. 'Never too much thought, and never too little'. 


Although she had been anxious to learn more, John had refused to say anything more on the subject. 


Over a few weeks, Kate became more relaxed about the topic, and thought back over the things John had said to her. She had implemented several of his suggestions, and a few more of her own that were in the spirit of the whole exercise. 


Kate felt more optimistic and positive about her finances and her future than she had felt for a long time. 


Although she was not any richer, she was certainly less worried, and that made the whole thing worthwhile already. She was in control of her situation, instead of floundering around like a rudderless ship in a storm. 


Kate's only worry was that John would never finish the things he had begun to teach her. Although she had taken a large step forward, there where still many holes in the picture. 


Her grandfather had talked about the need to save, and to invest her savings wisely. She still had no idea of how to achieve this, and although everyone she met was full of enthusiastic suggestions, John was the only one she trusted to steer her through the traps that she would inevitably face. 


Kate had given up prompting him, to avoid the risk of deterring him altogether, and hoped he would resume the discussions on his own. She tried to avoid thinking about it, but secretly she was scared that he would never say another thing, and she would be left with unfulfilled hope.


One afternoon, as they sat on John's favourite bench, Kate's grandfather fell deep into thought and said nothing for a long time. Kate knew these moods of his, and relaxed in the warm afternoon sun. He would speak, she knew, when he was ready.


"Kate," her grandfather said slowly.


"Yes?" she replied hopefully, praying that he was ready to discuss the things she desperately wanted to learn.


"Kate," he said again, "I have been watching you these past few weeks. You have become more confident, and the depressed air you had around you has lifted. There is still tiredness, but you seem more happy and positive than you have been for a long time." John looked across at his granddaughter, waiting for her to confirm his observations.


"Yes," she said excitedly, "I feel much more positive now that I have made these changes. Still, it is only a start."


"Very true, my dear, very true," her grandfather replied. Again, he lapsed into silence for several minutes. Kate's excitement began to fade, and she decided that he was not going to say anything after all.


"As you say, my dear," John said suddenly, "it is only the beginning. I can see that you have taken control of your money, and it makes me happy to see this. 


Even now, the future is looking brighter. However, if you are going to have the freedom and independence we have spoken about, there is far more you must learn."


Kate's excitement returned, and she realised that he was going to talk after all. She beamed at her grandfather.


John looked down at his granddaughter. She was smiling like a little child, her face a picture of naivety and innocence.


 'Sweet, innocent little child' he thought. 'How little you really understand. If only you knew, if only you understood how your life is used as a pawn in the games of the rich and powerful. 


If only you saw how cleverly your own values are used to make you slave willingly for others. If only you understood the system, then you could be freed from it.' 


John looked at his granddaughter, smiling openly at him, waiting for him to speak. 'If only she truly understood.' But she didn't. Still, perhaps he could teach her enough to make her own life easier. Perhaps her ignorance was a blessing. Perhaps he could teach her enough to have freedom, to have independence and choices, to have, one day, wealth of her own. 


He had failed to help others, and in fact had barely survived the attempt at all, but perhaps this one last effort would be worthwhile.


"Kate," he said to his granddaughter, "we have covered personal money management. You have listened carefully, and I can see that you have followed my advice. The other major factor in financial success is the ability to invest your money wisely."


"Tell me, grandfather," said Kate, unable to contain her excitement.


"Slow down, honey," John said with a smile. When all was said and done, her spirit and natural enthusiasm bought him a great deal of happiness and relief. "Just take it easy."


"Bastard!" said Kate, slapping him on that arm for fun. "You know I can't wait to hear it!"


"Take it easy," John replied. "You know I can't resist fiery women."


They burst into laughter and hugged, the tension broken. It was a beautiful friendship, and one that they both relied heavily on.


"Now, Kate," John said after they had relaxed, "there are things I must teach you before we speak about investment. Investment is using your money to make more money. If you are going to do this successfully, it is critical that you understand how our society and economic system operates. Only then can you understand how the different investments work, and apply them successfully."


Kate was flabbergasted. John had implied that it would be easy, that the principles were simple and that a little hard work would be all she needed to become a successful investor. The way this was progressing, it sounded like she needed an economics degree just to get started.


John saw the look on his granddaughter's face, and guessed correctly what she was thinking. "Relax, my dear," he said with a smile. "There are only a few simple principles you need to understand. These principals have operated in very society since Babylonian times, and although political systems sometimes get in the way, the principals are so universal that they are part of life itself. Let me tell you a story. Listen to my words carefully, and everything will become clear.


One day, a very, very long time ago, there lived a small group of people. There were fifteen or twenty families, enough for a small community, but not too many that they did not know each other well. These people travelled through the forest, collecting food and hunting as they went. They travelled long distances, and lead a simple and fulfilling life. They had virtually no possessions, as everything they owned they had to carry with them. When work needed to be done, everyone helped out. There was, of course, still fights and arguments, jealousy and greed, but on the whole it was a simple and effective lifestyle. 


One day, on their travels, the people stumbled across a valley. The hunting had been poor of late, and the people had not seen rich forests for several months. 


They were weak and hungry. It was a large valley, and one that was different to any other valley they had seen. There were plants and flowers, trees and animals, and yet it was different from other valleys they had encountered.


 There were many flat, open areas at the bottom of the valley, and few large trees. There was a plentiful supply of water from a river though the valley's heart, and yet there was no dense rainforest. Just an occasional tree, an occasional animal, and grain. 


Lots and lots of grain. 


Everywhere they looked, it seemed there was wild wheat and barley, corn and rice. Rice grew in the wet, dark areas around twists in the river, and wheat grew on the sunny ridges and plains within the valley. 


The people were hungry after the last few months and they ate ravenously. There was plenty of food for all. As well as the grain, there were fruit trees. 


However, these fruit trees were tall and straight, not the twisted mass of vegetation the people were used to from the rainforest. Overall, the weather was good, the food plentiful and the water fresh.


Normally, the people would have stayed a while, used the food that was available and then moved on. In this valley, however, there seemed a limitless supply of food. More importantly, the surrounding land was barren and dry, and the food there was scarce. The people had travelled far, across much dry land when they had arrived at the valley.


There was no telling whether the next valley would be like this one, or whether there would be another long, slow journey to the next source of food. So, after much talking, the people made an important decision. 


It was a decision that would fundamentally change the course of their future. For the first time in living memory, they decided to stay in one place.


There was no need, they felt, to move on. 


In the past, the food and game in an area had been used up quickly, and it had been necessary to search for new hunting grounds. Here, however, the valley seemed rich enough to support their needs almost indefinitely.


Time moved by. Although the weather in the valley was good, some winters were colder than others. Since they were in no hurry to move, the people put more and more effort into building shelters against the cold nights. 


What began as makeshift huts, gradually developed into solid, warm houses. On their travelling days, the people had done all the work together. It was an effective way to work, as no job was particularly long or hard on its own. 


Now that they were in one place, however, some people took more care building their shelters than others did. Over time, each person worked on a shelter for their own family, and the homes and families developed their own shelter and areas of land.


More time passed, and slowly a change developed within the valley. Although the food had seemed limitless at first, the people became aware that the grain was running out. As the food became scarcer, two significant changes happened to the people. 


As they became hungry, the people began to fight over food. The hungrier they became, the more they fought. 


After a while, each family began to protect its own housing, and the land around it, as their own property, and attacked anyone who ventured onto it. For the first time, people began to see areas of land as their own personal property. 


Previously, the people had simply wandered around the forests and the plains, but now, they stayed in the one place and treated it as their own. Still, however, the food became scarcer and scarcer. 


It was then that the second significant event occurred. 


The people had always known that new plants developed from the seeds of a mature plant. In order that they would have more food to eat, the families collected the seeds from the heads of the grain and kernels from the fruit. 


They planted the seeds and kernels in the ground around their homes. After a few years, large areas around the homes were covered in healthy crops and fruit trees. 


All this time, however, the number of animals in the valley had also been decreasing. The people had been hunting them at a faster rate than they reproduced. The people had been in the valley so long, however, that the animals had become quite tame. 


In order that they would have meat, with the salt and protein their families needed, the people began to collect the animals into groups, and fence them into small gullies. No longer would the infant animals wander into another family's area, or into dense forest where they could not be captured. As time passed, the animals feed on the grass, bred, and grew into large herds.


It was at this time that the next major change took place. The lean times had passed, and each family had developed crops, herds of animals and strong shelters. 


The desperation of the past faded, and the people began to mix once again. On each farm, the families developed simple tools to help them in their work. Primitive ploughs and sickles were used to sow and harvest the crops. At one farm lived a particular young man. He was interested, as many of the young men were, in making things with his hands. He had no interest in working in the field, and although he had to help support the family's crops, he was always glad to have a break and work on one of his devices. 


The young man's ploughs, in particular, were looked on with admiration by the other families. They were strong and they moved through the soil with ease. One day, one of the people from a neighbouring family was talking to the man. 


He suggested, that if the man was willing to exchange one of his ploughs for some sacks of grain, the man would not have to work in the fields, as his contribution to the family's food stores would already be made. 


In return, the other farmer would have the use of a good plough, which would make his daily work easier. 


The plough-maker readily agreed. Everything went as expected, and both men were happy with the trade. 


Other farmers soon made the same offer, and before long the man was spending all his time making ploughs, which he traded for grain. Time passed, and it became apparent that other people, too, had special skills of their own, and particular products they liked to make. More trading began, and soon there was an active and healthy trade between the families. This trade benefited everyone involved, although it soon became apparent that some people were wiser in trade than others, and some seemed to accumulate more grain over time than their neighbours. 


As the trading of goods expanded, it soon became obvious that there were other needs, as well. Some people had need of items for short periods of time, such as a borrowed plough while the their main plough was under repair. 


Many items were lent and borrowed. In return for borrowing an item, the borrower would give the lender some sacks of grain. The item would be returned, however the lender would retain the grain as compensation for not having use of the item. Soon, there was a thriving exchange of items on loan, and a corresponding flow of grain in exchange for the loan of the items.


Trade in ploughs, grain, cut wood and many other products had been going on in the valley for some time, along with lending of tools and machinery in return for fees.


 The families found that they were all better off, as the people who were best at each job were the ones who were doing it for all. One year, however, a tragic accident occurred. Three young men from one family were fishing in the river, when a landslide crashed down the side of the valley and killed all three. All the people the valley mourned the tragic event. When the mourning was over, the family of the boys was in serious trouble. 


It was harvest time, and the youngest generation was not quite old enough to complete the harvest by themselves. Without the full harvest, the family would be critically short of grain. Some families offered help, but it was their harvest time as well and they could ill afford to spend the extra time to help the grieving family.


As luck would have it, however, this was the same family whose son had first begun to trade his ploughs for grain. There was no grain to trade, as harvest time was not complete, but the young man had an idea. He offered his best ploughs to the other families. 


In return, they would work in his family's fields and help complete the harvest. Everything went as hoped, and all were satisfied with the exchange. Soon, other families realised that they, too, had a shortage of labour and an excess of goods, or perhaps the reverse. 


In no time at all, people all over the valley were working on each other's farms in return for fees. Thus, while families had long since exchanged their goods, they began to exchange their labour as well. 


Through these processes, the four pillars of commerce were formed; the creation of assets, such as housing and machinery; the ownership of assets, such as land and skills; the trading of assets, such as grain and tools; and the lending of assets in return for fees. On these four pillars, the society developed into a thriving, productive community, rich in food, shelter and possessions."


John paused, resting, while Kate pondered the story he had just told her.


"It's a very simple story, John," she said, and yet it does make things clearer. Still, I can't quite see how it relates to me. I mean, the modern world is far more complicated, and I am just a nurse, I don't buy and sell goods for a profit."


"On the contrary, my dear," John said with a smug smile, "I am pleased to say that everything you have just said is completely wrong."


Kate was a little taken aback.


"The society that I just described included all the fundamental elements of our modern economic system. There are several concepts I have not yet covered, and the modern world has many complications, but the basic issues remain the same.


In fact, when we look at investment in more detail, you will be amazed at how little has changed. 


Economic systems revolve around creating products, buying and selling products or services and lending items or skills for a fee. Even your job revolves around these principles. 


You sell your time to the hospital, which pays you money in return. As well as selling your time, you are effectively lending your skills to them for a period, and charging them for it. Everyone is in business, Kate, even you."


Kate was perturbed. She had never quite thought of her work in this way. It was clear, though, that the viewpoint John was proposing brought everything to do with money into a common perspective.


"While we are discussing this system," he continued, "I would like to talk about this concept of an 'asset'. An asset is anything you possess which is valuable to other people. 


It may be a tangible item, such as a car or a house. 


It may be the title to some land, which effectively gives you control over the land, or 'ownership' within certain limits. 


It may even be an intangible asset, such as your skills and your labour. 


There are two types of assets. 

First, anything you possess which is capable of earning income is an asset. This is the most valuable type of asset to own.


As long as it produces an income, other people will have a use for it and it will always be valuable. These assets include your skills, and also include investments such as a rental property. 


The second type of asset includes possessions that are desirable to others. These include paintings, your own home, and some investments such as gold. 


Anything that can generate income, or be easily sold, is an asset. Kate, you should care for your assets like your own children. All through your life, it is these assets that will give you security and freedom


. Maintain them well. Keep properties in good order, keep your skills up-to-date, and never let any possession fall into disrepair. 


Your wealth is your collection of assets. You may feel that you are poor, but consider all your assets. 


Compare yourself with another person who has no skills, and is reliant on an investment property for income. Their property would have to be worth ten to twenty times your salary for them to earn a comparable income to yourself.


Kate did a quick mental calculation, working out exactly how much twenty times her salary was. It did not take long. She quickly realised that if she owned a property worth more than twenty times her salary, she would indeed feel like a wealthy woman.


"This, Kate, is how much your skills and labour is worth. However, if you do not want to work your whole lifetime, if you want to have time to yourself and cash to spend, then you must build up a store of other assets. 


You must build a reserve of assets that can earn income all by themselves, without any effort and labour of your own."


John leaned back on the park bench, exhausted. He had been talking for quite some time, and although he and Kate often talked for hours, that was different to an uninterrupted speech. 


He was hot and tired. 


It was a warm time of year, mid summer, and the sun was high in the sky. Evening, though, was always cool, and John loved the climate that they lived in. Warm, sunny days and cool evenings. Autumn was he favourite season, though. The days were cool and crisp, the sky blue, the sun warming on the skin. The trees were at their best in autumn, golden leaves on the young trees and rich red colours on the older ones. In autumn, the earth was warm and the air was cool. 


This was still summer, though, and tiny green shoots bravely faced the burning sun as they grew into branches and leaves. 


How sad, he mused, that the people of the city knew so little of the park. John loved the bright lights himself, and had spent many evenings as a young man in dim bars and bright nightclubs, but it was only in the park that he had found himself, and learnt the exquisite joy of being alive. If the city held the rhythm of human life, the ebb and flow of people, then trees, flower and lakes held their soul and their spirit. It was only here that John had found peace.


Kate was deep in thought, contemplating the things her grandfather had said. It was not a set of facts that she had learnt, or even concepts, it was a fundamentally different way of viewing the world. She had never seen the world in this way before. Suddenly, many confusing things became clear, and Kate saw the simple wisdom and truth of John's words. She turned to her grandfather, a peaceful, relaxed expression on her face, and softly spoke. "Tell me more, John. I want to know more."
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“Very well, my dear,” John said.


“One sunny afternoon, several of the valley's families were gathered together, picnicking by the river. The children played in the water, swimming, diving and generally having fun. While the children played, the old people of the families sat in the shade and talked. 


It seemed an ordinary afternoon, a day much like any other, but this day was special. This day, the people would take another fundamental step forward in life of their community. 


Grain had been grown in the valley for many years. 


The families had long since learnt to make flour from grinding wheat, and bread from the flour. Indeed, bread had become one of the staple diets of the valley people. 


However, grinding the grain was a time-consuming process. Some families had built small water wheels by the river to drive the grinding stones, but these were small devices and had limited capacity. 


The families who were picnicking lived near the top of the valley, where the river ran through a narrow gully, and the farm land was less fertile than on the plains below. As the old men sat talking, one of them pointed to the children at play and laughed. 


The children had built a small dam, blocking off a small off-shoot of the river. As the water built up behind the dam, higher and higher, the pressure grew greater and greater. Finally, when the dam walls could hold it no more, the dam burst, sending a torrent of water over the excited children. 


So powerful was the flood, that several children were swept a small distance downstream, and their older brothers and sisters had to rescue their frightened siblings. 


The man who had spotted the children's adventure sat deep in thought. All afternoon, he had been discussing the difficulty of obtaining flour for the family. Like others, his family had built a small water wheel, but it was a difficult job and the grind-stone was small. Suddenly, the man spoke. He suggested, to the considerable surprise of the other families, that there was a way to solve all their problems. 


The was, he said, a way to provide all the flour the families needed, along with a new source of income for trading. After encouragement from the others present, he outlined his plan. 


The idea was to dam off the entire river, high up in the valley near their homes. 


Beside the river, a large grinding mill would be built, as large as a small house. This mill would have enough capacity to grind the wheat of all the families at the picnic. 


In addition, other families could be charged a fee for grinding their wheat, and a new source of income would be had for all. The man's words were greeted with howls of laughter. 


Never before had a project this large been attempted in the valley. It was a job requiring dozens of people, and clearly the man's family did not have enough grain or possessions to pay this many people for their labour. 


Then, when the laughing had died down, the man outlined the critical ingredient of his plan. All the families, he said, would contribute. They would all contribute their own labour, along with grain and goods which could be traded for the necessary wood to build the mill. 


In turn, each family would receive an equal share of the grain and goods that the other valley people were charged for use of the mill. When the mill was built and operational, another man would be hired to look after it. 


This man would be responsible for organising the use of the mill and ensuring that it was properly maintained. In return, he would receive a share of the grain and goods the mill earned, equal in size to the other family's shares. When the man stopped speaking, he was greeted with silence. 


The laughter had long since stopped. After much discussion, and many more meetings, the project went ahead as the man had described it. Everything went well, and the families who had built the mill received a generous income from the fees the other families paid to use their new project.


Time passed, and the mill ran smoothly. A man was employed to manage the mill, and in turn he employed others from time to time to make repairs. The grain used to pay these people came from the overall store that the mill received, before it was distributed to the families. 


As more time passed, other large projects were undertaken in the valley. Soon there were many large constructions in the valley, all owned by groups of people. Each project employed people, paid them wages, owned buildings and generally behaved much like a whole new person of its own. 


One day, one of the original families found itself in a difficult situation. Through a series of developments in the life of the family, it found itself with a large number of children, not quite old enough to work in the fields, but old enough to have ravenous appetites. 


The family still owned its share of the original grinding mill, and this mill provided an income of grain each year to the family. However, this grain was not enough to feed them. So, after talking with other families, a major decision was made. The family traded its share of the mill to another family, in return for a large amount of grain. 


This grain would be sufficient to last them several years, until the children were old enough to work in the fields. The other family was happy to pay a large amount of grain, as they knew they would receive a steady flow from the mill for many years to come. 


After a while, other families in the valley tried the same idea, and soon there was an active trade in shares of projects throughout the valley. Thus began the next great step in the economic life of the valley: group ownership of projects, projects which acted like an entity in their own right. 


John paused to let Kate ponder the story he had just told her. "This story is one of the most important that I will tell you. It is essential that you understand this idea of a 'corporate body' or 'company'.


In the modern world, most of the trade, employment and money is managed by companies, not individuals. 


First, consider the project I just described. Building a large grinding mill had never been attempted by the people of the valley. It was simply too large a project to be undertaken by a single person. Like a bridge over a river, there is no point in building half of it. Either they went the whole way, and dammed off the entire river, or there was no use doing it at all. 


Many projects have a minimum practical size, and are simply too large for any one individual to pay for. 


In these situations, people form groups, pool their resources, and attempt the project as a team. 


In the early days of history, this was done on an informal basis. Over the last few hundred years, however, the law has developed to the point where a 'company' can now act in much the same way as an individual. 


Each company has a name, and can own buildings, equipment and any other assets. Companies can enter into contracts, and have binding agreements with individuals and other companies. 


A company can borrow money and lend money, it can employ people and make decisions. You can sue a company, and a company can sue you. In fact, there are few differences between the things a human being and a company can do. One could even say that each company has a personality, character and culture of its own, although their conscience and memory can be rather limited. 


There are only two significant differences between a company and an individual. 


First, a company lives forever, it never has to die. The owners of the company will change over time, but the company itself can continue forever. 


The second difference, is that a person has their own skills and labour with which to earn income, whereas a company does not. In the case of an individual, she may earn income from her own personal exertion, or from her assets and investments. A company, however, is totally reliant on the use of its assets, and the employment of staff, to produce an income and a profit. 


This distinction between individuals and companies has little practical significance however. As well as large projects, companies can be formed whenever a group of people wish to get together to carry on any kind of business enterprise. 


The owners of the company all own a share of the company's assets, and they are all entitled to a share of the profits that the company makes. Owners can even sell their share of the company to someone else. In fact, buying and selling shares of companies has become so common that there are 'share exchanges' all over the world where people can buy and sell shares in companies."


Kate pondered this. "Does this mean, John, that in any form of business dealing, I could be dealing with a company or a person, and it would make no practical difference? Does this mean, for example, that if I owned every single share of a company, then it would be just the same as owning the assets and employing the people myself?"


"Yes," her grandfather replied. "Once you realise that a company is like a living, breathing, thinking person, then many economic issues become much clearer."


Kate followed the things her grandfather said, but she wasn't quite sure why they were important. Still, by this stage she was willing to take some things on faith, and wait until the whole picture began to fit together.
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John continued with the story.


“Many years had passed in the valley, and the population had grown until there were people living on every part of the land. Whole new families were formed as each generation grew up and established farms and trades of their own. 


As the population of the valley increased, new problems arose for the people. In the past, a young couple would move from their parent's home and establish a farm of their own. 


However, land was becoming scarce, and disputes over boundaries were becoming more and more common. 


Other problems were arising, too. The river, for example, was the life-blood of the valley. Every farm depended on the river to irrigate its crops and provide water for the family. In the early days of the valley this had not been a problem. 


The river had always flowed with clear, crystal water. 


Now, however, there were so many people living on the river that it was becoming polluted. From time to time, someone would dump rubbish into the river, and incur the angry complaints from his neighbours downstream. 


These days, with so many people putting small amounts of rubbish into the river, there was no single person who could be blamed for the decline in the quality of the water. It was a problem that the community as a whole needed to address together.


The families were accustomed to meeting, once or twice a year, to discuss among themselves any problems that arose in the valley. At these meetings, disputes were discussed, and generally the majority would support one point of view and the other party would be forced to give in.


Trade was so prevalent in the valley that no one person could possibly support themselves in isolation from the others. The threat of being cut off from the trading system was enough to force the most ardent complainer to settle his grievance. 


It was a simple disciplinary system, but one that was effective and did not require violence. It was at one of these meetings that a new proposal was put forward. 


In was clear to everyone that land in the valley was rapidly filling up. To counter this problem, a suggestion was made that the valley should be completely divided among the people living there. Every part of the valley would be allocated to the person who was currently using it. 


Any land that was not in use would be retained by the group and allocated to young families who wished to establish farms of their own. Each person would be given a written document, a 'title', showing the land which was theirs. 


They would be free to do what they wished with the land, including trading part of it to another person in return for grain or anything else of value. Much discussion took place, and it was eventually agreed by the majority that the idea was a good one. 


Several families disagreed, however the threat of being cut off from the trade in the valley was enough to force them to submit to the majority consensus. 


The system was set up as the man had described, and each person was given a written description of the land they owned. Buying and selling of titles to land became a common occurrence in the valley, as people required more or less space to suit their needs.


More time passed, and the population continued to increase. The system of land division was working well, however the number of disputes was increasing along with the population. 


The families were meeting more and more frequently to discuss issues and solve disputes. It became clear to everyone that something had to be done, that the current system of managing the land was simply too much to be handled by an occasional meeting. 


Things were becoming desperate when a completely new suggestion was put forward. This change was to have profound and far-reaching effects on the lives of the people in the valley. 


The population had grown to the extent where it was not practical for everyone to meet to solve every single problem. Therefore, the suggestion was made that one person be given the task of managing the land titles and the disputes. 


This person was to be paid a salary, which every family in the valley would contribute to. This person would have the power to make a decision on disputes, and the majority would support their decision at the next full meeting of the community. 


With little other choice, the community reluctantly accepted the idea.


More time passed, and the population expanded rapidly. One person was no longer sufficient to mange the land titles and solve disputes, and eventually a whole team of people were employed by the community to handle the affairs of the valley.


 This, however, caused a problem. There were now many people working on community issues, and it had become almost impossible to collect the entire population together in one place.


 At this point, another major step was taken. 


The people who were employed by the community were broken into two groups. The first group was given the authority to make decisions. This small group of people was chosen by the community, and given the power to handle the affairs of the valley as they saw fit. Each year, the people would meet again, and choose the best-equipped people to take on the role of running the valley for the next year. 


The second group were simply employees of the community, and subject to the direction of the ruling group. As was suggested, this system was set up and it worked well.


Over the years, the group that was employed to manage the valley's affairs hired more and more people. 


In order to pay these people wages, it collected grain and goods from all the people in the valley. As long as the amount was small, the people were willing to make the sacrifice, as they could see the benefits that were provided. 


Schools for the children and hospitals for the sick were built. Canals were built to supply water to everyone living in the valley. 


Since it was now impossible for the entire population to meet and vote on rules and laws, the ruling group was given the task of creating all laws for the valley. This was done on the understanding that the ruling group would not be re-elected for a following year if the general community was not satisfied with their decisions. 


To enforce these rules and laws, the ruling group was allowed to hire a small number of strong men. These men would detain any person who broke the valley's rules, and force them to work on community projects for a period of time as a punishment.


Thus, the community defined standards and physically forced everyone in the valley to adhere to them.


On the whole, the system was fair, and few honest people had any serious complaint with the arrangements. 


Problems arose from time-to-time, but in general the system allowed the valley people to live free and happy lives.


In a similar way to the projects in the valley, the new ruling group acted as a single entity. It hired employees, it collected grain from the valley people, and it made decisions on new laws. Indeed, although the individuals changed over time, the group as a whole continued to operate as a single person.


It bought and sold goods, it owned assets, and its decisions were still binding long after the individual people working within it had been replaced by others. 


The group borrowed money and lent money, it entered into contracts, it sued people and people sued it. Over time this entity became the single richest group in the valley, and employed a significant proportion of the entire population. Thus was born a fundamental element of a large society; government.
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Many years had passed since the people had settled in the valley, and an active, thriving community had developed. 


There were numerous farms, trades and businesses operating in the valley. In the early days, trade between the families had been done directly. Perhaps some grain was swapped for a plough, or a sickle for some building timber. As time went by, however, the limitations of this approach became apparent. 


A farmer, for example, may have some excess grain in his store. There may be nothing that he needed at the time, and yet the grain would have to be disposed of before it rotted and became useless. To solve this problem, it had become customary to swap items for gold.


Gold was always in demand for jewellery, so the local goldsmith could always be relied on to swap the gold for any other item that the person happened to need. This approach had several advantages, and made life much easier for the valley people. Gold was small, it did not rot or break down, and it could be kept indefinitely. 


Rather than swapping a plough for some grain, the farmer could swap the plough for some gold, and then swap the gold for some grain when he actually needed it. 


The system was much more flexible, and everyone benefited from the easier method of trading their goods. This system continued to operate for many years, and there was a steady flow of gold around the valley as items were traded, 'bought' and 'sold'. 


There was one serious disadvantage with using gold, however. It was easy to steal. In the early days theft had not been a major problem, as sacks of grain were not easily spirited away, and if they were, then it soon became obvious who had stolen the goods. 


Now that gold was in common use, however, theft became a serious problem. A farmer could swap everything he owned for gold, and carry his entire wealth in his pocket. Since one piece of gold was much like another, if it was stolen it was impossible to determine who had taken it.


The goldsmith had worked with large amounts of gold for years, and to counter this problem he arranged for the blacksmith to build a large, heavy vault. The vault was strong and secure, and the goldsmith had the only key.


From time to time, people in the valley would come to the goldsmith, and ask for the use of his vault. Since there was plenty of space in the vault, the goldsmith was happy to let other people store their gold there, and he charged them a small fee for the privilege. 


This system continued for some time, and the number of thefts in the valley was drastically reduced. This was fortunate, as the rising number of thefts had lead to resentment and bitterness in the valley, and there had been a serious risk of outright battles between families and a breakdown in the operation of the community. 


After a while, most of the gold in the valley was stored in the goldsmith's vault, and people only removed it when they needed to trade it for some other item. By this time, several other goldsmiths had begun to operate in the valley. They, too, offered space in their vaults to their customers, for which they charged a fee. 


So much gold was stored in the vaults now, that these fees had become a large proportion of the goldsmith's income. What had begun as a small side-line had turned into a serious money-making operation. 


It was at this time that the original goldsmith had a brilliant idea. Since the earliest days of the valley, goods had been lent and borrowed in return for a fee. As gold came into common circulation, people did not bother to borrow goods anymore, and simply borrowed gold instead. 


This was simpler and more flexible, as they could use the gold in any way they wished. Of course, a fee was still required for borrowing the gold, and this was usually paid to the lender in the form of gold as well. 


The borrower, then, had to repay the original gold, plus extra gold as a fee for having the use of the gold for a period of time. The goldsmith's idea was simple. 


He would take some of the gold from his vault, and lend it out to people who needed to borrow. This way, he would get two sources of income; the fees from his customers who deposited gold in his vault, and the fees from the people he lent the gold to. There was one serious flaw in this system however. 


Should his customers all come in on the same day, and demand their gold, he would not be able to give it back, as it was lent out to other people. At first, the goldsmith was nervous. He lent a very small amount of gold, hoping that his customers would not notice that some gold was missing from the vault. 


Time went by, and as one might expect, there was a constant flow of customers depositing their gold and removing their gold. The total amount in the vault, however, remained fairly steady. The goldsmith became braver and braver with each passing day, and eventually he was lending out 90 percent of the gold in the vault. 


There was, he realised, some risk with this, but as long as the gold kept coming in at about the same rate that it was going out, the system remained stable. When customers withdrew their gold, there were always some new customers the next day to replace it. 


The goldsmith's customers realised that the goldsmith was a frequent lender of gold, but it did not really dawn on them that is was their gold that was being lent, and far from being safe in the goldsmith's vault, their gold was actually jingling around in someone else's pocket.


This system continued for many years without incident. As long as the lending and repayment, depositing and withdrawing continued at a steady pace, the whole system worked well. Needless to say, the goldsmith was making a large profit from these operations, and spent most of his afternoons relaxing under a tree drinking beer. 


He had long since given up making jewellery, and left that task to his young apprentices. It was during one of these lazy afternoons that the goldsmith had his second brilliant idea. 


The profits that he had made had not gone unnoticed, and many other goldsmiths were beginning to follow the same practices as the first goldsmith. As competition increased, the customers were spread more thinly. The fees the customers were charged were reduced in order to attract as many customers as possible. 


On this sunny, warm afternoon, as he relaxed under a tree, the original goldsmith contemplated his idea. Instead of charging his customers to deposit gold in his vault, he decided he would actually pay them to do it. He would, of course, pay them less than he received when he lent out the gold, and the difference would be his profit. 


When he announced to his customers that he would pay them, they thought he was crazy. For years, they had required protection for their gold, and they had been happy to pay a small fee for this protection. 


Now, one of the goldsmiths was actually offering to pay them instead of charging them! People were amazed, and decided that he would quickly loose all his money if he continued in this way. However, they were not going to miss out on the opportunity, and the goldsmith was greeted with a flood of new customers. 


He paid them to deposit their gold in his vault, and then he lent it out to other people for a larger fee. Far from loosing his money, he quickly became the richest man in the valley. 


As he lay back in his chair, drinking his favourite beer, the man reflected on the operation he had created. It was, he realised, fundamentally unstable, as he only had enough gold in the vault to pay about one-tenth of his customers back their money. The rest of the gold had been given out for loans.


As long as the people didn't realise the significance of this, however, business continued as normal. 


The ultimate irony, the man thought with a satisfied smile, was that customers often deposited gold in his vault, and then later he would lend them back their own gold, and charge a higher fee. 


In effect, they were simply giving him money for free. The man lay back in his chair and smiled. It was a pleasant lifestyle."


John stopped speaking and looked at Kate. She was, he realised, shellshocked. Hardly surprising, as he was certain that she had never thought through the true nature of the banking system. He sat in silence, watched the birds flying through the trees, and waited for Kate to compose her thoughts.


"John," Kate said timidly, "this is an interesting story. But banks don't work like this these days, do they?"


"I'm afraid they still work in exactly the same way, Kate," John replied. "A bank simply channels money from one place to another. When you deposit money with them, they promptly lend it out to someone else at a higher rate of interest. 


When you borrow money from a bank, you are not borrowing money 'from the bank', you are really borrowing money from the bank's customers. The bank is simply the half-way house that manages the whole transaction. 


Don't get me wrong, Kate, banks performs may useful functions. They combine a mix of depositors with the mix of borrowers, so you can deposit money for any period of time and lend money for any period of time. 


They provide a place to store your money when you are not using it. The banking system is the backbone of our financial system, and provides the main opportunity for the public to borrow and lend money."


John paused again, watching Kate's face. She was still a little stunned.


"But what about the depositors, surely everyone could withdraw their money if they wanted to?"


"I'm afraid not, Kate. In fact, if ten to 20 percent of a bank's customers decided to withdraw their money, the bank would have to close its doors and cease operation. 


It simply does not have enough money kept aside to pay back more than this many people. All the rest of their deposits have been lent out on loans, often long-term loans that will not be repaid for many years. The finance industry are the ultimate gamblers, Kate. 


Insurance, banking, is all about playing the odds. The institutions that we believe are the safest and most secure, are the ones that simply survive on confidence and statistics. In many ways, it is the best example of the 'self-fulfilling prophecy'; as long as the public believes an institution is secure, then it will be, but if the public looses confidence and begins withdrawing their money, then the whole operation is on shaky ground."


Kate looked exceedingly glum.


"I am telling you these things, Kate, so you will understand how the financial system operates. Once you understand it, you can use it to your benefit. You will not be throwing your hard-earned money away because you do not understand how the system works. 


To be a successful investor, you must understand the basic concepts that our financial system is built on. Keep everything in perspective, though. 


Take banks as an example. Although banks and other financial institutions do sometimes fail during major crisis, these failures are very rare. In fact, over the past hundred years, you will find that a very small number of financial institutions have actually ceased to operate and lost money for their depositors. 


However, it does happen, so I will caution you with the golden rule of investment. I have not mentioned this rule to you yet, but now seems an appropriate time. This rule, Kate, is the most important principle of investment. It is the most critical rule in money management, the single most valuable thing I can teach you. 


Its importance is beyond measure. It will protect you, and protect your money. Anyone who follows this rule will never loose all their money, regardless of their approach to investment."


Kate looked at her grandfather, curiosity growing on her face.


"Kate," John said, "the golden rule is this: never put all your money in one place." John paused, letting his words echo through Kate's mind. These were the most important words he would speak to her, and he desperately hoped she would see their importance and follow them.


"I realise, Kate, that this seems pathetically obvious. However, very few people that I know follow this principle properly. The only true security is in spreading your money around. Choose different types of investment, the more different from each other the better. 


We will cover the important investments later, so have no fear, I will show you what to do. 


There are many different risks in the financial world. The best way to protect your money is to put it into several different investments. Always, of course, choose high quality investments in every field. However, make sure you invest in different fields, not just several purchases in the one field. 


Even with the safest investment there are tiny risks. Loaning your money to the government, in the form of government bonds, is the safest possible investment. If the government of the country fails to repay its debts, then the whole society will break down and the only true wealth would be food, medicine, and accurate weapons. 


Even with this, though, there is the one-in-a-million risk of a mistake. 


Your cheque may lost in the mail, a computer error may occur, or deliberate fraud by an employee may happen. It may be a one in a million risk, but this is no consolation if you happen to be the one person in the million who suffers from it. 


The only way to truly protect your money, Kate, is to spread it into many high-quality, diverse investments.’
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John was tired. He had been talking all afternoon, and although Kate was obviously intrigued by what he said, it was all old hat to him. 


He had thought long and hard about these things over the years, and in the end, he was tired of it all.


John would be happy to sit in the park forever, to listen to the birds and watch the flowers. All he wanted was to hear beautiful music, to see the beautiful things in the world, to be relaxed, peaceful and happy. There were so many complications, so many difficulties and problems in the modern world. 


It almost made him angry, that the greed and desire of people had created such a complex edifice to live in. 


They could do what they wanted, but when it made his life difficult then he wasn't impressed. Then, of course, there was Kate.


It first, he had been glad to help her, and he hoped his efforts would make a real difference to her life. As the weeks went by, though, John realised what a huge task he had taken on. 


There were some topics that interested him, but on the whole he had said it all before, and there were more interesting ways to spend his time now. 


Still, it was not in his nature to start a job and not finish it, so he resigned himself to some difficult afternoons ahead.


"John," said Kate after a long silence, "where did you learn all this?"


"My dear," John replied with a weak smile, "there are three steps I took to learn these things. 


First, I watched. 


I watched the things around me. I noticed that some people were successful, while others were not. I watched the newspapers, the television, and everything around me. 


Second, I listened. I listened to what everyone had to say, even the most flippant and off-hand comment. 


Often these comments taught me the most. I listened to the famous and the obscure, the rich and the poor. 


From every person I learnt something, even if it was only how the rest of the world thinks. 


Finally, and most importantly," he said after a pause, "I made mistakes. Many, many mistakes." John turned to his granddaughter, and said with half a smile, "hell, Kate, I've made so many mistakes, if you lined them up like matchsticks, you could pave a road to China."


Kate laughed and hugged her grandfather. There was, she knew, times when you had to laugh, smile and relax. This was a flaw in John's character, and for all his success, he still had trouble just playing around. She sometimes wondered why he was like this. Perhaps even he, himself, did not know.


The afternoon was growing old, the shadows were lengthening and the air was cooling down. John was in two minds whether to stop for the day, or continue with his last topic. At length, he decided to continue, as next week would begin a whole new area of discussion. "Kate," he said, "there is only one more topic I would like to talk on today."


"Very well, grandfather," Kate said with resignation. It had been a long day for her, too, but she wanted to finish their talks at a sensible place.


John breathed deeply for a few moments, then looked up at Kate. For all his age, she thought, he recovered his strength remarkably quickly. 


"Think about the valley again, my dear. In the valley, there were many businesses, trades and farms in operation. One day, one of the blacksmiths looked at his bellows, and realised he had a problem. His whole operation was based around a very hot fire, kept alive by a leather bellows. 


However, it was a small bellows, and the fire was not large enough to work the bigger pieces of iron. Much of the work his customers wanted done was lost to other blacksmiths, because his equipment could not handle the job. 


Large bellows were expensive, and the blacksmith did not have enough money to buy one. After much thought, he went to the goldsmith and borrowed some gold. 


With this gold, he purchased a larger bellows, and expanded the range of work that he did. He had to pay a fee to the goldsmith, of course, but he found that he earned even more from the new work. 


Although it cost him money to borrow the gold for the bellows, the income he earned from it was even greater, so overall his financial position was improved. 


In a few years, he had completely repaid the loan, and the business was now larger and generated a greater income for his family. While this was happening, the blacksmith's friend, a baker, also had a problem. Even though he worked from dawn to dusk, he could not bake enough bread to satisfy his customer's needs. 


Every day, he sold all his bread, and still they wanted more. The baker could have continued like this forever, but like the blacksmith, he saw an opportunity to expand his operation. 


He hired a young man as an apprentice. 


Although he had to pay the apprentice a wage, he found that he earned a greater amount from the extra bread that was baked, and overall he had a higher profit. As time went by, the baker hired several employees to bake bread. 


Although each employee required wages, the amount of income they generated for the bakery was higher that their wages and the extra amount was more profit for the baker. After a while, the bakery was far larger than it had originally been, and the baker became a wealthy man."


John stopped speaking and rested. The sun was below the horizon, now, and there was little daylight left. Soon they would have to go home.


"The two stories, the blacksmith and the baker, illustrate two important principles of business. First, it is often necessary in business and investment to borrow money. 


I know I have told you that borrowing is a bad idea, but that was for personal items and purchases. When we spoke about personal money management, a loan was simply a substitute for saving up for a purchase. 


In your personal purchases, you should save up wherever possible. However, when it comes to business and investment, the situation is different. If you borrow money to purchase an asset, and the asset produces a greater income that the loan interest, then you have made a profit overall. 


Many business and investment transactions are not practical without the use of borrowed money.


In the case of the blacksmith, he borrowed money to buy a larger bellows. Because the income from using the bellows was greater than the loan interest, he was making a larger profit in total. 


In fact, the more you borrow, and the larger the asset, the greater your profit will be. Of course there are limitations and problems with this approach, which we will discuss later. Overall, however, I wish to illustrate that borrowing money for business and investment is quite normal and healthy, and can increase your profits."


John paused for a few deep breaths.


"Now, the baker. The baker employed staff, who produced an income for the bakery. As long as the income they produced was greater than their wages, the baker made a larger profit from the business. Of course, he still needed equipment for them to use, so there was a limit to how many people he could employ, but within limits, the more people he employed the greater his profit would be.


Kate, if you are simply investing your own money, and not operating a business, you will not need to deal with employees. However, it is still very useful to understand how this system operates. 


The use of employees to make a profit is so fundamental to our economic system, that you could not hope to see the complete picture without it,.
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It was a bright, sunny day. The wind blew strongly through the park, so strongly that Kate's long skirt needed constant attention. John sat on the bench, absorbing the feeling of nature into himself. 


As he sat on the bench, he was no longer old, he had the strength of a young man and felt the sweet joy of a child.


Kate watched her grandfather. 


She was having considerable trouble with the wind, but it didn't seem to bother him at all. In fact, he had a wild, excited look in his eyes. Kate had never seen him like this before, and she didn't know what to make of it. 


He didn't look like an old man any longer, he was alive, fresh and full of energy. John turned to his granddaughter, his eyes bright and wild with energy. He was a different person, almost in a trance. "Can you feel it Katie?" he said excitedly, "Can you feel the wind? Can you feel the power flowing though you, the energy of life?" 


Kate was scared. She had never seen John like this before. He had always seemed such a calm person, a little mysterious perhaps but not weird in any way at all. Now, she saw the fire in his eyes, the joy on his face, and she was afraid. She could almost feel the strength of his will, the power he had within him. 


He was no ordinary man. He was very special, and at that moment, he looked like he could conquer the world with ease. 


Kate was glad he was on her side, for she wouldn't want to have him as an enemy. 


Eventually, the wind died down, and John opened his eyes once again. He looked at Kate, a serene, peaceful look in his eyes. There was no tiredness, no ghosts and no pain. "I love you Kate," he said softly. "You are a beautiful woman, and a very kind friend." He hugged her for a long time.


Kate and John had rested in the park for some time, and talked about family and the things they had been doing recently. John was stronger and more relaxed than Kate had seen him for a long time.


"Kate," John said confidently, "I have not forgotten our talks about money. We have made a great deal of progress. When I look back on the way you thought when we started," he said with a mischievous grin, "I realise just how far we have come. Now, my dear, it is time to move along to the next topic. Once again, we will visit our old friends in the valley."


Kate was pleased. She had begun to feel guilty that the talks were a drain on her grandfather. He was an old man, and they had talked long and hard about many issues. She had even noticed a slow deterioration in his energy, and this had worried her even more. Now, however, he looked ready to take on the world.


"Many years had passed since the valley had first been settled. An active trade and commerce had developed. There was buying and selling, lending and borrowing, companies and a government. 


The government collected taxes, as all governments do, and companies carried on business between themselves and with individuals. The activities of the goldsmiths had developed into a banking system, and now there were organisations that acted solely as banks, without any other business such as goldsmithing. 


By this time, gold was used exclusively for buying and selling. It was far simpler than trading items directly, and gave the people of the valley much more flexibility in their financial affairs. 


The banks accepted deposits, which they paid interest on, and lent out money for which they charged a higher rate of interest. This system had operated for many years without incident. 


There was one disadvantage with using gold, however. Gold is one of the heaviest metals, and a wealthy man could not hope to carry his entire store of wealth with him because of the immense weight of the gold. Initially, this was not a major problem, as most of the gold was stored in vaults anyway. 


As more gold was mined, however, the value of each individual piece of gold became less. After a while, the amount of gold required for even a modest transaction became prohibitively heavy. To avoid this problem, people in the valley developed a new method of buying and selling. Instead of going to the bank and withdrawing their gold to pay for a purchase, the buyer would give the seller a piece of paper. 


On this piece of paper, the buyer would write an order to the bank, to give the seller a certain amount of their gold. In this way, the buyer avoided the inconvenience of going to the bank to withdraw their gold. There were other benefits, too. There was more security for both parties. The buyer never touched any gold at all, so there was no chance of his gold being stolen on the way from the bank to complete the purchase. 


The seller of the goods benefited as well. He did not have to carry the gold to the bank, and take the risk of being robbed on the way. The piece of paper had both people's names on it, and was signed, so it was no use to anyone if it was stolen. As well as the convenience and security of not carrying the gold, there was one more benefit for the receiver of the paper. 


If he happened to keep his gold in the same bank, all he had to do was present the piece of paper at the bank, and they would simply transfer ownership of the gold from the first man to the second. 


In this way, no gold ever had to leave the vault. The bank, too, liked this arrangement. There was less work for them, as people did not need to withdraw gold as often. It also meant that more gold stayed in the vault, which gave them more opportunities to lend out the gold at a profit.


These pieces of paper were the first cheques, and the personal cheques we use today operate in exactly the same way."


"Interesting," Kate said with enthusiasm. "I use cheques all the time, of course, but I never really stopped to think about what they are. Are you telling me that a cheque is simply a written order to my bank, to give some of my money to another person?"


"Yes," replied John. "I told you this as a curiosity, more than anything else. It's interesting to understand how these things work."


"Go on," Kate said with encouragement. "I am learning a great deal from these stories."


"Very well," said John with a pleased smile.


"This system worked well, however there were certain limitations. When many small transactions took place, a great deal of paperwork was generated. This created a large workload for the bank, which it disliked, as it meant they had to employ more staff and this reduced their profit.


The goldsmith who had first started the banking business was an old man by now, but his mind was still as sharp as a tack. One afternoon, he sat under his favourite tree, sipping beer, and thought about this problem. 


He employed quite a large number of people to handle the transactions that customers required to complete their business. People were constantly withdrawing and depositing gold, and writing and depositing cheques. 


The cheques had helped the situation greatly, as the customer did not have to withdraw gold to pay for an item. However, the person who received the cheque had to either withdraw the gold, or transfer ownership of the gold in the vault to themselves. 


The goldsmith had become rich by making the customers happy, and although the customers were often worse off, as long as they believed they were being looked after then the profits kept rolling in. 


This afternoon, the goldsmith had another brilliant idea. He thought of a system which would drastically reduce his costs, and also appear to benefit the customers as well. The secret, he reasoned, was to transfer all the work in financial transactions from the bank to the customers. 


If the customers were handling their own financial transactions, then he would not have to employ staff to do it for them, and his profits would be even higher. He could even convince the customers that it was a benefit for them, too, as they would have more flexibility in their financial affairs. 


So, the next day, the goldsmith put his idea into practice. He went to the local printers and paid them to print a large number of small pieces of paper. On each piece of paper, there was an attractive picture of the valley, and a drawing of the bank building itself. 


In small writing at the bottom of the paper, the following words were printed: ‘The valley bank will pay one once of gold to the holder of this note’. 


Also printed on the note was the goldsmith's signature. The next day, the bank wrote letters to all its customers. The bank, the letter said, had developed a wonderful new system for the benefit of its customers. 


This system would make the customer's lives much easier, and as a special favour to the existing customers, there would be no charge for the use of this service. This special discount, of course, only lasted a short period of time. 


The system worked like this. In the past, every customer had a piece of paper, on which the bank wrote the number of ounces of gold that the customer had deposited in the vault. When the customer wished to withdraw or deposit some gold, they would bring the piece of paper with them. The bank would adjust the figures on the paper, sign it, and accept or pay out the gold. 


The new system, however, would work differently. The bank would accept gold for deposit, and in exchange the customer would be given a piece of paper for each once of gold they deposited. If a customer deposited 50 ounces of gold, they would be given 50 pieces of paper. 


They could, of course, come back at any time and exchange the paper for the gold. As the words on the banknote said, the bank promised to exchange each piece of paper for one once of gold. 


At first, this seemed like an unnecessary complication to the customers. However, the bank's letter proceeded to explain the benefits that the new system would provide. Rather than paying a debt in gold, a buyer could simply hand over some of the banknotes. 


The seller would be happy to accept them, as the paper held a promise from the bank that the holder would be paid the equivalent amount of gold. Buying and selling could now be carried out using paper banknotes instead of actual gold. People could now carry their wealth with them, in the same way as carrying gold, but with much less weight.


Cheques had become popular, but there was the nuisance of not knowing when the recipient of a cheque would actually take the gold that the cheque promised him.


By using banknotes, the debt would be settled immediately and without fuss. 


There was another major benefit with using banknotes compared with cheques. A cheque was simply a written order to the bank, a promise that the gold would be paid.


 The recipient of a cheque had no way of knowing whether the writer of the cheque actually had the gold to meet the promise they had just made. A banknote, however, was almost as good as physical gold. It was a promise from the bank, not the individual, to pay the holder an once of gold. 


By skilful manipulation of public opinion, the goldsmiths had managed to convince people that the banks where the most stable and secure organisations around. 


There was another benefit for the bank as well. Gold was deposited with the bank in return for banknotes. The banknotes could be converted back to gold at any time, but the amount of gold was always fixed. Each banknote was worth one ounce of gold. In effect, the customers would be depositing money with the bank, but not earning interest on it.


The goldsmith would lend out this money at a high rate of interest, and increase his profits even more. The system was put into practice, and everything went as the goldsmith had expected.


 Soon there were a large number of his banknotes in circulation. The banknotes made buying and selling much easier, and the goldsmith was widely praised for his contribution to the community. 


That year, the goldsmith was awarded the civic prize for services to the public. He made a famous speech about sacrifice and service to the community, and humbly accepted the cash prize and trophy that he was awarded. 


All this time, the original aim of the exercise was also being fulfilled. The general public was now buying and selling between themselves at a frantic rate, without any intervention whatsoever from the bank. 


From time to time, an old person would trade their banknotes for real gold, but as time went by this disappeared completely. All business was done with cash banknotes, and the administrative load on the bank was drastically reduced. 


The goldsmith, however, was a wise man, and did not sack a single member of his staff. Bad publicity and low staff morale was a problem that he never created for himself. The banknote idea took off so well, that many new customers joined his bank. This new business was enough to make use of the existing staff, and with lower costs per customer he was able to increase his interest rates on deposits and attract even more customers.


Time moved by, and it was not long before other banks in the valley began to issue their own banknotes as well. This caused some confusion, but it was a minor problem as there were only a few banks in the valley and they were all well known. 


It was at this time that the government of the valley began to turn its eye to the arrangement. They saw the potential to improve their own financial position, and so the government issued notes of their own. These notes contained a promise from the government to pay the holder of the note one ounce of gold. 


All one had to do to obtain a government currency note, was to hand over one ounce of gold to the government. 


In return, the government would give the person a single note. This note could be used to pay debts, and at any time returned to the government and exchanged for gold. 


The bankers, understandably, were furious. They were making large profits from the arrangement and did not want to share them with the government. 


Many people, however, withdrew some of their gold from the banks, and deposited it with the government in exchange for currency notes. The government, they reasoned, would be even safer than a bank. The government bravely ignored the banker's protests. 


They made grand speeches about free and open trade in the valley, and about how a single currency note would make the system even easier. 


The government, of course, began paying all its employees using this new currency. Since this comprised a large percentage of the valley's population, the new currency notes quickly dominated the valley's finances and the banks gradually gave up issuing banknotes of their own. 


There was, however, another reason why the government took this course of action. It was a less  noble reason than the one that it presented to the public. The government now had large amounts of money sitting in its vaults. Although it may have to pay it all back to the noteholders, there would be no interest due. 


A currency note worth one ounce of gold would still be worth one ounce of gold in ten year's time. Because of this, the government had a large amount of gold which it didn't have to pay interest on. Effectively, everyone who had exchanged gold for currency notes had given an interest-free loan to the government. 


Although they did not have to pay interest on this gold, there was nothing to stop the government earning money from it by lending it out or depositing it in banks. 


The governemt proceeded to lend the gold out in return for interest, and to deposit the remaining gold in bank vaults, which also earned interest. Through this process, the government soon had another source of income in addition to collecting taxes. 


To this day, if a person has a currency note in their hand, then this represents an interest-free loan from them to the government.


Over time, real gold was used less and less in financial transactions. The government passed laws to make their currency 'legal tender', which meant that a person was legally obliged to accept a currency note in payment of a debt.


A long time passed, and eventually gold was no longer used at all. The government stopped printing the promise to exchange the note for gold, and simply printed: 'legal tender of the valley' in small print on the bottom of the note. Thus developed the modern system of currency."


Kate was impressed. It was an interesting story, and one that put the whole business of cheques and dollars into historical perspective. "Is it necessary that I understand all this, John?" Kate said with a smile.


John looked a little embarrassed. "Not really, Katie, but I got a little carried away. Still, I hope it was an interesting story. Everything that I tell you about the history of our financial systems helps you understand the mysteries of its operation."


"Bastard!" Kate said with a smile, slapping her grandfather on the arm. "You know I'm desperate, and you're telling me bedtime stories!"


John went even redder.


"Don't worry," Kate said quickly, "It was very interesting. The more you tell me, the more I see the complete picture, how the whole system fits together. You know John, you were right. When you reduce it down to the basic elements, the system is really very simple."


This made John feel better, and has face returned to its natural colour.


"There are a few points about cash that you can glean from these stories. First, cash is simply a convenient way of carrying your wealth around. Wealth is everything of value you own. Your wealth can be in the form of cash or other assets. Cash, however, is the most convenient way of buying and selling. I should emphasise, Kate, that you are still trading, just like the people in the valley. You are simply trading part of your wealth, in the form of cash, for something else. Hopefully," he said with a dry smile, "something of similar value. Now, a small rest. We will sit and soak up the stillness. 


One cannot work too hard, Kate, without becoming very ill." As John had said, they sat, quietly, and rested. They rested a long time.

3.7  Markets


"The next step," said John after a long break, "is a discussion on markets. 


Markets for selling produce developed quite early in the valley, but I have left a discussion until now to avoid complicating the other issues. 


In the earliest days of the valley, trading was done between individuals on a ad-hoc basis. The population was small, and the trading of food and goods was done whenever two people happened to have something that was useful to the other. 


Price was negotiated between the two parties until both people were satisfied. 


As the population increased, however, a new system was developed for buying and selling food. Once a week, all the valley people would gather together to buy and sell food.


By now there were many farmers, so each buyer had a choice of several people from which to buy their goods. The natural laws of supply and demand operated, so that if pumpkins were in demand, for example, then the farmers would charge a high price for their pumpkins. 


Since the demand was high, all the farmers would sell their pumpkins, even though they were charging a high price. Other foods, however, might be out of fashion. Beans, for example, may be tough and stringy at a particular time of year and there may be little demand for them. 


The farmers would be willing to sell their beans at a low price, as this was their only hope of selling them at all. When demand is high, the sellers tended to set the price. When demand for an item was low, however, the buyers tended to set the price. Whichever the case, the buyers and sellers bargained until both were prepared to complete the sale. 


This, Kate, is the basic operation of a market. Some markets take place at a particular time and place, whereas other markets are distributed across the land. 


Any time there is a large number of similar things for sale, the nature of markets comes into play. As well as markets for food and goods, there is the market for buying and selling properties, and even the market for labour. Wages are determined by the supply and demand for labour. If many people wish to hire employees, and there is a shortage of labour, then they will offer higher wages to attract staff. 


Back in the valley, the operation of the food markets continued unabated for many years. The price of the goods was determined by the supply and demand for the goods. 


However, two other factors also affected the volume and prices of goods that were sold.


If demand for an item was high, the price would be high, and so more people would try and produce the item. One year, for example, strawberries were particularly popular. The farmers that produced strawberries made handsome profits when they sold their strawberries at the local market. 


The following year, strawberries were just as popular. Most of the people had eaten strawberries by now, and although they were expensive, they were delicious and worth the price. 


All the farmers noticed this, and the following year several more farmers planted strawberries on their land. Again the strawberries sold well, but the price was slightly lower, as there was a greater supply of strawberries and the farmers had to lower their prices and compete with each other in order to attract customers. The following year, even more farmers planted strawberries. A large number of strawberries were sold, but there were so many produced that year that no farmer sold his entire production. 


It was quite expensive to grow the strawberries, as they needed careful attention. The farmers were not able to charge enough to cover the cost of growing the strawberries, and few made a profit that year. The next year, many farmers abandoned the planting of strawberries. 


This story, Kate, illustrates how the supply of goods changes over time to reflect the natural demand. 


If the desirability of an item is greater than the available supply, prices will be high and more people will start to produce the product.


As production increases, the prices will drop. Eventually, the price will reach a point where the profit on selling them is small, and no more people will produce the product. In short, Kate, there are four things that determine the price of goods in a market. 


In the short term, the price is determined by the demand for the goods and the supply of the goods. 


In the longer term, the price will adjust itself to reflect the natural desirability of the product, and the difficulty and cost in producing it."


John paused for a breath. He felt he had illustrated the basic operation of markets, how prices were determined by supply and demand. 


It was important that Kate understood this, as virtually all investments operated on market principles. She seemed to be following the things he said, so he decided to continue.


"The food market had been operating successfully for several years, when a small group of people decided to set up another market. This was to be a market for buying and selling furniture, and was held once a week. 


At first, few people attended, but with encouragement and time it grew to be as large and active as the food market. 


One day, an old man arrived at the market with a desk. It was beautifully made, an expensive desk which he had owned for many years. 


The desk was made of the finest timber, inlaid with gold leaf and polished to a warm glow. The man was sad to sell the desk, but a large debt was due the following week and it was the only thing of value he possessed. 


At least, he reasoned, he would get a high price for the desk and be able to pay off the debt and have money left over for himself. The man set up the desk in a corner of the market, and waited. Lunchtime came, and still he was waiting. Mid-afternoon arrived, and the man reduced the price a little. Many people stopped to admire the desk. They all agreed that it was a beautiful desk, and that the price was fair, but unfortunately none of them needed a desk at the time. Evening came, and the desk had not been sold. 


The man returned home with his desk, dejected. The following week, he attended the market again. 


His debt was now overdue, but he had no other possessions to repay the debt and the bankers had no choice but to wait for payment. 


Again the desk was not sold. 


Finally, several weeks later, a new buyer attended the market. He was a wealthy man, and happened to be in need of a new desk. The sale was made at the agreed price, and the man was able to pay off his debt."


John stopped for a breath, and checked that Kate was still listening. She was concentrating deeply on his words.


"This story illustrates an important characteristic of markets," he continued. "Some items are sold in massive quantities. The perfect example of this is fresh food. Other items, however, are bought and sold at less frequent intervals. Rare furniture is an example here. 


This quality of markets is called 'liquidity'. A market that is liquid has a high turnover of goods. There will be many similar items that are frequently bought and sold. 


The price will be clear to all, as there will be many sellers competing with each other and their prices will be similar. In a market with low liquidity, however, two additional affects come into play. 


First, it may take some time to sell an item. If sales happen only occasionally, it may take a while for a buyer to come along. This was the case with the man with the desk. Although it was a good desk, a desk is an item that one buys rarely, and he had to wait until some-one came along who happened to need a desk at the time


 In some markets, such as expensive and unique property, it can take six months or even a year to find a buyer. Always remember this Kate. Just because an item has a certain natural value, never assume that you can actually sell it for this price at a moment's notice. 


The second factor that comes into play in markets with low liquidity is the price of items. In a liquid market, such as a grocery market where there are twenty‑three farmers selling cabbages, the price of a cabbage will be clear to all. 


The farmer's prices will vary slightly depending on the quality of their cabbages, but the difference will be small. In markets with low liquidity, however, the price of items is not so clear. The particular item may be unique, so there are no similar items to compare it with. 


There may not be any similar items offered for sale at that time. In this case, the price may be affected by how desperate the seller is and how much the buyer wants to buy. In an illiquid market, with few buyers and few sellers, the price will often be determined by what the buyer is willing to pay and what the seller is willing to accept. 


In an illiquid market, Kate, prices are hard to predict and will partly depend on the individual buyer and seller. The liquidity of a market depends on several things. 


Firstly, a liquid market requires a large number of buyers and a large number of sellers, and frequent transactions. This tends to happen for low priced items that have a high volume of sales, such as food. 


In liquid markets, prices tend to find a natural level based on supply and demand. Markets with low liquidity tend to have a small number of buyers and a small number of sellers, and infrequent sales. 


They operate for large, expensive or unusual items. Expensive and unique properties are an example of this type of market. Remember, too, that you cannot sell something unless someone wants to buy it. 


You may believe an item is worth a particular amount of money, but at the end of the day, if no-one wants to buy it then it is worth zero. 


It is critical to realise the difference between an item's worth and natural value, and the price that would be paid for it. 


This will become an important issue later when we discuss investment strategies. An item may have a natural value, such as its beauty or its ability to earn an income, but in the cold light of day, the value of an item is what people are prepared to pay for it."


Kate was still listening intently. John decided not to break her concentration, and continued with his final point on the nature of markets.


"There is one last point I wish to make on markets," he said. "This is a subtle point, and one that few people take into proper account. Still, it is very important to understand this. Let me tell you another story and you will see what I mean.


The population of the valley was now so great, that people lived in every corner of the land. Some parts of the valley were more attractive than others, of course, and some places were more popular with the people than others. 


Trading in land titles and buildings had gone on for many years, and it was common for a young family to sell their house and move to a bigger property as their need for space increased. 


There was always a high demand for properties in desirable parts of the valley, and these homes always fetched a good price. One might expect that people would stay away from the expensive areas, areas they could barely afford, but in fact the reverse happened. 


People being people, one of their goals in purchasing a home was to impress their friends and the people around them. If they purchased an expensive house, they reasoned, then people would assume that they were wealthy and wise. In fact, the purchase of an expensive home may have ruined their financial situation completely, but no-one was too fussed about that. 


As long as appearances were kept up, the rest was left to fate. When families moved house, they generally bought a new property in the most expensive and desirable place they could afford. However, this created a problem. 


Since there was so much demand for homes in the desirable areas, the prices rose higher and higher. Buyers would compete with each other, and offer higher and higher prices, in order to win the sale. 


The sellers simply sat back and watched with satisfaction as the buyers tried to outdo each other. Whoever had the highest bid was sold the house. 


Time went by, and the prices in these areas reached ridiculous heights. Few people could afford a home in these areas, but they were not prepared to admit this to their friends. And so, another interesting social change took place


. In order to live outside the expensive suburbs and still maintain the facade of being wealthy and fashionable, certain poor areas became trendy and fashionable. People turned their back on the expensive suburbs and the latest fashion was to live in a poor area and renovate a house.


 Not just any poor area, of course, but only special ones that had come into favour. The whole reason for this trend was to preserve the pride of the people who were desperate to live in the rich areas but could not afford to.


Some time passed, and an interesting change occurred. Since many people were moving to these particular poor areas, and houses were being updated, the prices started to rise. The areas that were previously in demand had become less fashionable and the prices there began to fall.


The people who had moved to the new areas felt proud and vindicated about their choice, as everyone wanted to live in an area where prices were rising. Since prices where now falling in the old expensive areas, these areas became even less fashionable, as there was nothing more embarrassing to these people than to own a property in an area were the values were going down. 


More time passed, and the areas that were poor were now fully renovated and in great demand. The prices had risen dramatically. All the people who lived there believed their wisdom and foresight had led them to an area where values would rise strongly. 


However, the next generation was growing up, and they could not afford to live in these areas. Houses in the suburbs that used to be fashionable were now run-down and in need of repair. Prices had fallen drastically. The young people abandoned the new trendy suburbs, and began moving into the older areas. 


These areas became the new, trendy places to live, and the cycle turned full circle. Nothing stays in fashion forever, and the longer an area has been in fashion, the more overdue it is to become unfashionable. 


Over a long period of time, the cycle repeated itself many times, and areas moved in and out of fashion. As they moved in and out of fashion, the prices rose and fell."


John stopped talking and leaned back in the chair, resting. It was still a beautiful day, the air was cool and the sun was warm. It was a pleasure talking in this weather. Had it been cloudy and grey, John was not sure he would have the energy or the desire to finish his speech. In this weather, though, he could talk forever and not grow tired.


"That's a very interesting story, John."


"Indeed it is," John agreed with his granddaughter. "If you are going to predict which areas of property will increase in value, then you must be able to identify social trends. 


This will become very useful when we look at property investment. 


There is an important factor in the nature of markets that we have not yet covered. I have set the scene, and soon you will see what I mean.


One day, one of the men who lived in the valley had some spare money to invest. He watched the prices of property carefully, and after a long time he decided to buy a house as an investment. 


He bought a house in one of the new trendy areas, where prices were beginning to rise sharply. Time moved by, and the value of his house increased every month. In a short time, the value had doubled. The man was ecstatic. 


He bragged to everyone he knew that he had doubled his money. He explained that he had made a profit equal to the entire amount he had paid for the house. He friends were impressed, and not a little envious. 


They wished that they, too, had made so much money. 


Then, one day, the man noticed that something was wrong. Harvest time had recently passed, and the harvest had been a poor one. The weather had been very bad that year, and the farmers had only managed to grow a fraction of their usual crops. The farmers were very short of money.


As it happened, the past few years had been good ones, and many farmers had used their excess money to buy houses as investments. 


In fact, many of the houses were in the same suburb as the house that the man had bought. As soon as the harvest was completed, it became clear to the farmers just how bad the situation was. They had put money away for a rainy day such as this, and they had invested it in houses. Now, with no income from the crops, they began to sell their houses. 


A trickle at first, a few houses one week and a few the next. As more houses were sold, however, the prices began to fall.


There were more sellers than buyers, and the laws of supply and demand began to take effect. Sellers had to compete for buyers, and to do this they lowered their prices. 


All the property owners in the suburb had been watching the prices closely. Their houses had all greatly increased in value, but now the prices were starting to fall. The property owners panicked, as unskilled investors often do. 


Almost in unison, they decided to sell their houses and pocket the profits. In the space of a few weeks, a flood of houses was offered for sale. Buyers, too, had noticed the fall in prices, and were beginning to re-assess their choice of suburb. 


The buyers had been desperate to buy a house in the area, since prices were increasing rapidly, but now they began to have second thoughts. 


If prices were falling, then they did not want to own a property that would decrease in value. All this added up to a large number of sellers, all desperate to sell, and very few buyers, all reluctant to buy. 


Prices crashed. 


Within the space of a few weeks, the prices had dropped by half. The house the man had bought was now worth the same amount that he had paid for it. 


Things became even worse, however.


Although the house may be worth that amount, there were so many sellers and so few buyers that there was no-one to buy the man's house. Several months passed, and eventually someone came along and offered to buy the man's house. 


He reluctantly accepted the deal. The buyer had offered a price that was even lower than the amount he had paid for the house, but the man realised it was his only chance of selling it at all. 


In total, the man lost a large sum of money on the purchase and sale of the house."


John stopped to rest again. Kate was staring into space. A fleeting worry passed through John's mind, that perhaps her thoughts were elsewhere and she had missed everything he had just said.


"Go on, grandfather," Kate said quietly. "I have learnt more today than I learnt in my entire time at school."


John decided to continue. Kate was obviously in the mood to listen and learn more, and he sensed it was not the time for jokes or playing around.


"There is one critical message from this story, apart from the fact that the man broke every single rule in the book of wise investment. 


When the man was bragging about his profits, he made one fatal mistake. 


Although his house was worth more, he had not made a cent of real profit. It was not until he sold the house that his profit became real. 


The fact that the value of the house had gone up was in many ways irrelevant, as it could drop just as quickly. 


All that mattered was the price that he actually obtained for the house when he sold it. Now, don't get me wrong, it is clearly more pleasant to have a property that has gone up in value that one that has reduced. Just like the saying that 'a bird in the hand is worth two in the bush', however, it's not until the item is sold and the profit is in your pocket that it becomes real. 


What the man had, Kate, is called an 'unrealised gain'. Certainly, the value of his house had increased, but until he sold it he had not actually received any profit from the property.


Selling the item is called 'realising' the gain or 'crystallising' the gain. After the stockmarket crash of 1987, a famous wealthy investor held a news conference. Speculation was rife about how much money the man had lost in the crash, and most estimates were in the billions of dollars. 


One brave journalist plucked up her courage, and asked the man on national television how much money he had actually lost. 'I have,' he replied with a smile, 'not lost a single cent'. There was silence in the room. For a moment, the journalists thought he was joking, or perhaps had gone mad after the whole experience. 


A few moments later, however, it dawned on them that the man was absolutely right. He had not lost a cent. Although his shares were worth half what they had been the day before, he had not sold a single share, and so he had not lost any money. 


If by some miracle the value of the shares returned to their previous value the next day, then he could sell them all and not loose anything. Never, Kate, confuse an 'unrealised' gain or loss with a real gain or loss. If the value of a marketable asset increases in value, then it is not until you actually sell the item that the gain becomes real."


John had been speaking for quite some time, and yet he was still full of energy. This was his forte, telling stories to illustrate simple points. Although their discussions on budgeting were necessary, John had found them a little boring.


Many of his ideas were new to Kate, and so he had kept her interest, but with the benefit of hindsight they were all simple. 


Now that they were talking about wider issues, though, John was beginning to enjoy himself. He was not used to sharing these thoughts with people, as he had long since learnt the wisdom of remaining silent. As the bible said, 'cast not thou pearls before swine, lest they trample them in the mud, then turn and rend you'. How true, John thought. 


Often it was the wisest and most heart-felt comment that attracted the most scorn and criticism. Kate, however, had an open mind, and was anxious to learn. 


Some of his comments had surprised her, but she had never lost faith in him and had always listened until the story was over. Invariably, he had demonstrated some new and important insight.


"John," Kate said with a weak smile, "you've worn me out. I think I need a rest."


"Heaven forbid, my dear," her grandfather replied with a devilish grin, "you must restore your energy. We still have a long journey ahead of us today." For a change, it was Kate who had called for a break. The rest would do them both good, though, so they sat together on the park bench, silently, and soaked up the afternoon sun.

3.8 Markets and cycles


Kate had rested a long time, and John had also taken advantage of the time to relax and enjoy the cool breeze. At length, Kate spoke. "Very well, John," she said grinning. "Let me have it. What is the next item on the agenda?"


"Well my dear," he said enthusiastically, "we have discussed markets in detail. A few more points, however, will not go astray. 


Market forces, and the consequences they produce, are everywhere. 


There are obvious markets, like the grocery market and the second-hand furniture market. These operate in one place and at one time. 


There are also less obvious markets, such as the market for houses. This is a market, the same as any other, but it does not operate in a single place or at a single time. 


However, the property market is subject to the same principles as a vegetable market. I will give you two examples of markets you have probably never thought about, yet they affect your finances every day. 


First, the labour market. We have already discussed how your job is simply selling your time and labour to someone, in return for money. 


Millions of people sell their time through jobs, and millions of people buy time and labour by hiring employees. 


This system has all the ingredients of a market. Say, for example, that there is a low demand for employees. Unemployment will be high, as there are few jobs to go around. Employers will be able to offer lower wages, since there may be several people competing for each job.


Take the opposite situation, where there is a strong demand for new employees but there are few people looking for work. Employers will be forced to offer higher wages to attract employees, as each person will have the choice of several jobs. 


In this way, the average level of wages is determined by the supply and demand for labour. If there is a big demand for labour but the supply is low, in other words the number of unemployed people is small, then the wages offered will be high. The opposite, of course, applies when the number of unemployed people is higher than the number of positions. 


My second example relates to interest rates. Interest is simply a fee that is charged for borrowing money for a period of time. Like borrowing anything else of value, if you want to borrow money, then you must pay for the privilege. 


Now, at any one time, there will be a certain number of people who want to borrow money and a certain number who want to lend money. If there are a large number of borrowers, but a small number of lenders, then the lenders can charge high interest rates. They will get away with this because there are several people wishing to borrow their money, and whoever is most desperate will pay the high rate of interest in return for the money. 


In the opposite situation, where there are more lenders than borrowers, the lenders will have to offer lower rates in order to attract customers. Interest rates, then, are simply the cost of borrowing money. Like everything else, interest rates are subject to supply and demand."


Kate was still listening carefully.

"Now Kate, we need to talk about a whole new area. It is related to markets, but this topic is special all on its own. This topic is fundamental to our economic and financial system, and yet it is one that receives little real consideration. 


Everyone knows it is there, and yet few people think through the real implications for their investment strategy. I am speaking, Kate, about cycles. 


Nature loves cycles. 


Take the seasons, autumn follows summer, then comes winter, then spring, then summer again. The endless cycle of the seasons. At my age, the cycle of life becomes painfully clear. Babies are born, grow up, have children then grow old. Eventually they die, their children have babies, and the whole cycle repeats itself. 


Everywhere one looks in nature, one sees cycles. Money and finance is subject to the same natural laws as the seasons. Interest rates, unemployment, production, the price of property and the price of shares. These things all go up and down in regular cycles. 


All markets are subject to various cycles. Take the stories we looked at with the strawberries, the man who lost money investing in a house, and how interest rates are determined by the demand for borrowing money. 


There are only two factors required for a system to have regular cycles. First, there must be competing forces, such as supply and demand. Second, there must be delayed reactions, or inertia in the system. 


Let's look back at one of our earlier stories, the story of the strawberries. The price of strawberries was high, as there was a strong demand and few farmers were growing them. Since prices were high, many more farmers began to plant strawberries in the hope of making good profits. 


It took time, however, for the strawberry plants to mature. 


Once all the new strawberries became available, the price gradually dropped, as the supply was now greater than the demand. 


There were so many strawberries, that people became tired of them and the demand reduced even more. Many farmers stopped growing strawberries, and gradually the prices rose again. Once the prices reached a high peak, the whole cycle started again. 


Now, Kate, you may ask why the system did not reach a balance, with an average number of strawberries and an average number of farmers producing them. 


There are two reasons for this. 


First, there is a delay between the demand changing and the supply changing. It takes some time for the farmers to grow new strawberry plants, or for the old ones to wither and become useless. 


The supply of strawberries was always trying to catch up with the demand, which was constantly changing anyway. 


The second reason, is that nothing ever repeats itself exactly. Although the strawberry supply, interest rates, and other economic factors go up and down in endless cycles, no cycle is exactly the same as the last. The farmers, for example, were always at the mercy of the weather and the fickle public tastes. 


They tried to predict how many strawberries they should grow, but they were never exactly right. These random factors ensured that the demand would never exactly equal the supply, and that cycles in markets would be guaranteed until the end of time.


Kate was nodding sagely. John's words made perfect sense, and it would be hard for anyone to argue against them. There was one factor that worried her though. 


"You talk about economic variables, like unemployment, moving in cycles, but doesn't the government control those things these days? I mean, they have economists working all day to predict all these things."


"So they do," John replied drily, "and they are consistently wrong. Ever since the dawn of time, governments and economists have promised steady growth and moderate unemployment, without peaks and troughs. 


Time and time again they have failed. 


In fact, surveys have been done of economists' opinions, and the years when they were closest to agreeing with each other in their predictions, were usually the years when they were the most wrong! 


Governments have never succeeded in achieving steady growth without booms and recessions, and I can see no reason why they ever will. 


Until they are willing to accept that cycles are inevitable, that recessions and booms cannot be completely avoided, then they will never understand the economy that they are responsible for managing. Nature will not be denied, and the most strenuous efforts to prevent her cycles are the efforts that make things even worse


. The best a government can aim for is to smooth out the cycles, so the booms are not too massive and the recessions not too deep. The economy is like a living organism, not a predictible machine. The more they interfere and try to drive the economy like a tractor, the more it rebels and the more extreme the booms and recessions are."


John sighed deeply. Kate looked across at her grandfather. He was staring into space, a distant, thoughtful look in his eyes. Kate was not even sure he was aware of her presence. He seemed to be thinking aloud, his thoughts wandering from one topic to the next. She was fascinated by his words, and didn't dare to speak lest she break the spell.


"The reason economists have never understood the economy, is because they think of it as a machine. Some even built little mechanical models, supposed to simulate the flow of money, unemployment and the growth in business. These models were deceptively simple, and seemed logical at the time. 


Without exception, though, every economic model and theory had failed to predict the behaviour of the economy. From time to time, a new school of thought will be developed, and this will be heralded as the answer to an economist's every question. 


Without doubt, some theories have contained a good deal of sense, and have widened our understanding of the system in which we live. 


And yet, each model has failed. 


Even today, economists cannot predict how the economy will change, what will go up and what will go down. Their every attempt to create steady, consistent growth has eventually fallen apart. The reason is simple. The economy is not a machine at all, it is like a living organism. 


It is composed of many inter-connected systems; the transport system, the education system, the financial system and the social system. 


Each is affected by the others, and only a fool would believe that he can change any system without effecting all the others as well. A living organism has many special features, and behaves quite differently to a simple machine. 


Living organisms have a general state of well-being; they make be sick or they may be healthy. There may be no single part that is sick, but the organism as a whole may not be functioning at its peak. 


In these cases, the organism is not being cared for properly, and not being given an environment in which it can flourish. Living organisms cannot be changed suddenly. They can grow and develop, given the right conditions and encouragement, but any attempt to rapidly change them is met with disaster. Since every system within the organism depends on every other, any drastic change to one system has dramatic effects on the whole organism. 


The organism can become unstable, and react in totally unpredictable ways. Some parts begin operating faster, and others slower. 


The more drastic the change that was made, the more violently the organism reacts. Any attempt to rapidly change an organic system is met with extreme reactions from unrelated parts of the organism. 


The economy of a country, the human body and complex computer programs all have one thing in common. They all display the behaviour of a living, breathing organism. 


In their arrogance, politicians and economists believe that they have complete control, believe they can achieve any economic conditions they wish. The greater their arrogance in managing the economy, the greater the penalty that nature rewards them with. 


Until they can accept that they are not in control, that the economy is a living, growing organism and not a machine, until they can accept that cycles are healthy and inevitable, they will never understand the system they are responsible for. Until then, they can never fulfil their responsibility of providing a healthy environment where the economy can grow and flourish."


John stopped speaking, and remained silent for some time. Kate said nothing, not wishing to disturb him. Finally, he seemed to come out of a trance, and turned to her with an embarrassed smile on his face. 


"I'm sorry, my dear," he said, "I've been rambling on. 


I have been talking like a silly old man, instead of keeping to the practical things you asked me for. At least I kept to economics, but I'm sure you don't want to hear all these boring things."


"On the contrary, grandfather," Kate replied in a strong voice, "I very much want to hear it. It may not be directly relevant to my own finances, but it is fascinating all the same. 


Everything you tell me about money is opening my mind.


I am beginning to understand what you meant, when you said I needed to understand the 'system'. I am beginning to see my money and life in a completely different way. 


Grandfather, I will never be able to think the same way after this. 


I understand the world so much more, and I don't feel powerless any longer. Yes, I don't have any money, but at least I don't feel like a naive schoolgirl."


John and Kate rose from the bench and walked slowly through the park, past still ponds and through clusters of green trees. 


It was late afternoon now, and most of the people had left for their homes. Only the sounds of the animals met their ears; the sweet song of the sparrows, the splashing of the ducks on the lake and the excited barks of dogs in the distance. 


There were still the faint sounds of the city, the hustle and bustle of people as they went about their business, and the quiet hum of distant traffic. Here, though, it seemed a million miles away. It was comforting to know that there were people around, and yet still hear the sweet sounds of the animals.


The air was noticeably cooler, and the sun had become a rosy glow on the horizon. Eventually, the path lead them back to where they had started, as paths often do.


"So, John, one last topic before dinner?" Kate said with a playful smile. "Something useful this time, I hope," she said with a passable imitation of seriousness.


"Bitch!" her grandfather exclaimed. He had never said this to her before, but now that her jibes were becoming more regular, be felt safe in taking a risk and teasing her.


Kate simply laughed.

3.9  Inflation


"Well," said John becoming serious, "there is one more thing we should discuss today. We will return to the valley and see how things have developed.


The valley people had established a thriving community. Their economic system had all the elements of your modern system, and sport and art were also developing within the valley.


The economic exploits of the people were so successful that they easily produced the things they needed, and they did not need to toil in the fields all day long. 


They had time to develop the finer things in life. 


Currency notes were used for all buying and selling, and the whole system worked extremely well. Over time, however, the people noticed that a strange thing was happening. Gold was still gold, and property still property, but the value of currency notes seemed to be declining. Things that once cost a certain number of dollars, now seemed to cost a little more. 


Each year, the value of a single dollar became a little less than the previous year. It was a slow change, however, and the valley people were not unduly concerned. Still, they did not understand why this occurred. 


Perhaps, they thought, it was due to the growth in population. Perhaps there were more dollars in circulation, so each one would be worth a little less. 


Whatever the reason, people with their wealth in the form of property, gold, or shares of companies seemed to keep it, while the people who had dollars in the bank seemed to loose their wealth. 


Of course, many of these people earned interest on their dollars, and this often compensated for the reduction in the dollar's value. Depending on their interest rate, some people had a greater wealth at the end of the year, but others had less wealth, even though they had earned extra dollars in interest.


This was because the value of a dollar was reducing at a faster rate than the dollars they were earning in interest. Various theories were proposed for the cause of this strange effect, and although actions were taken, and the effect was greater some years than others, it became an integral part of the financial system. 


To this very day, inflation is an integral part of most modern economies. It may be eliminated for short periods of time by drastic government action, but it is a fundamental element of the economic system and it always returns sooner or later."


John paused to breathe in the cool air. It felt wonderful as it flowed into his lungs.


"Inflation is a strange beast," he said.”Most people, Kate, view inflation as things becoming more expensive. They see a dollar as a constant value, but everything they buy or sell becomes more expensive. 


I suggest that you look at inflation from the opposite point of view, in order to better understand it. Imagine that wages, the cost of food, and the cost of property all remain constant. 


After all, we all have to buy food from our wages, so the price of food must always be a certain proportion of our income. 


Throughout time, regardless of the type of currency in use or its value, the relationship between wages and the cost of food and shelter remains fairly constant. 


I will go even further, and say that a person who has wealth in the form of assets, apart from cash, will keep the same wealth over time. Even if the value of the currency changes, their real wealth is the same. Of course, if they use their assets to produce income, then this mayl increase their wealth. 


Assets also change in value for many other reasons, and may increase or decrease in true value. So, rather that saying that prices go up in time due to inflation, say that the value of items remains the same. 


Now, however, we must look at cash. If we assume that the value of assets remains static, then the value of cash reduces over time due to inflation. 


As the years go by, the value of each dollar reduces. 


More dollars are required to buy an asset with each passing year, not because the asset has more value, but because each dollar has less. This may be due to government actions that result in an increase in the number of dollars that are in circulation with each passing year. It is essential that you understand this, for two reasons. 


First, any investment in the form of cash, such as loans to people or deposits in banks, will be subject to inflation. You must always take inflation into account when calculating whether you are making a profit on these investments. 


If inflation is 10 percent and you are depositing your money at 12 percent interest, then you are actually increasing your total wealth by only two percent a year, ignoring taxes. 


Even worse, if your deposit earns only 8 percent interest when inflation is 10 percent, your wealth is actually reducing by two percent each year. 


There is a second reason to clearly understand inflation. If your wealth is in the form of quality assets, like shares in large companies or property, then inflation should not be a major problem. As we have said, these items keep a constant real value, so their price will increase at the same rate as the value of a dollar reduces. 


Overall your wealth has remained constant. If you have chosen your investments well, their real value will increase due to other factors. 


Now, when you compare the price that you bought an asset for with the price that you sold it for, you must take inflation into account. 


If the price has only increased by the same amount as inflation, then you have not made any real profit at all. Your total wealth at the end of the deal is the same as it was at the start."


Kate contemplated John's words. It was true that she thought of inflation as the cost of things rising, and that John's approach was the opposite. It was a little strange at first, but the idea of real things staying constant in value, and cash notes reducing, put things in a different perspective. 


After all, John had shown her how possessions and assets had real value, but cash was just an artificial invention to make trading easier.


It also made it easier to understand how different investments were affected by inflation. She realised, too, that the old saying about investments being a 'hedge against inflation' was completely the wrong way around. 


Wealth in the form of assets was the natural store of wealth, and it was only cash, the artificial creation of banks and governments, that was subject to the ravages of inflation. Kate looked at John and nodded approvingly. 


"Continue, grandfather," she said with confident pride. "I am following everything you say."


John smiled to himself. He was pleased that Kate felt more confident, so he moved on to a new topic. There was still time left in the afternoon, and he did not want to waste her confident and receptive mood.

3.10  Foreign exchange


"Now, Katie, we come to a turning point in the valley's history. This event would forever change the lives of the people in the valley. 


You will remember when the people first settled there. Many generations had passed since they had arrived, and the people had never seen any reason to leave. When they arrived in the valley, they had been travelling for months through dry and rocky country. 


There was little food, and the people were thin and malnourished. There could well have been another valley, just as rich, beyond their valley, and another one beyond that, but the people would not take the chance. 


The valley provided everything they needed, and they did not want to risk being trapped in the desert with little food or water. So much time had passed since the people had first settled there that they had completely lost their skills as nomads and bushman, and had forgotten how to live off the land. 


So, the people were happy to live in their valley, and occasionally explore the fringes of the desert that surrounded them.


As far as they knew, they were the only people on earth.


One dark night, as the wind howled in the trees and rain beat against the roves, a child was born in the valley. 


Years passed, and the child grew into a young man. 


He was a strong young man, but restless and unsettled. He explored every part of the valley, from the high hills to the deepest gullies. It was a large valley, but still it was not enough to satisfy him. 


He began to explore the desert around the valley, riding long distances on horseback. There was no food in the desert, however, so this limited the distance he could venture from the valley. 


As he grew older, he grew bolder and bolder, and his trips away from the valley became longer and longer. 


One day, when he had been away from the valley for longer than usual, his parents began to worry. A search party was sent out after the man, but no trace was found of him.


Weeks passed, and the parents' hopes for the safe return of their son gradually faded. More weeks passed, and eventually all hope for his safe return was lost. 


A funeral service was held, and everyone in the valley consoled the grieving parents on their loss. He had been a good boy, they said, but just a little too wild and adventurous. 


Months passed, then one day a dramatic event occurred. News spread through the valley like wildfire, that the man had returned, weak, thin and barely alive. 


His parents were filled with joy. It took several weeks to nurse him back to health, and it was some time before the man was strong enough to tell his amazing story. 


While riding, he had discovered a pool of water in a cave. He drank thirstily, as his water supply was limited and he would need all of it to return safely to the valley. 


The next day, however, he had developed violent stomach craps. He became delirious, and was completely unable to control his horse. He simply lay across the horse's back, hoping that the horse would know the way home and return him safely to the valley. 


They were, however, many days ride from the valley, and the horse had never travelled though this land before. The horse walked slowly all day, walking directly away from the hot sun. As luck would have it, though, this lead them away from the valley, not towards it. 


The man was still suffering from severe headaches and stomach cramps, and was unable to steer the horse in the correct direction. 


All the water was exhausted, and there was no hope of returning to the valley. The horse walked on, patiently plodding all day, while the man lay across its back and waited to die. 


His only faint hope was that they would find another cave, where the water was not bad, and he could survive a few days longer. 


One morning, as the man slipped in and out of consciousness, he saw a vision in the distance. It was cruel, he thought, how the eyes played tricks on the weak and delirious. 


As the came closer, however, the vision became clearer and clearer. Finally, when they arrived, the man saw that the image was real.


 They had arrived in another valley. A farmer discovered the man, and nursed him back to health. 


Although they spoke a different language, and the man could not understand their words, he saw that the valley was similar to his own, and that the people lived similar lives. Once his strength had returned, the man began the long journey home. The farmer generously gave him all the supplies he needed, and by riding into the sun every day he had eventually made his way home.


The valley buzzed with news of the amazing story. Some people doubted the man's words, and accused him of lying or telling the whole story in a delirious fantasy. It was clear, however, that the man could never have survived for several months in the desert alone, and so it was accepted that the story must be true.


After much discussion between the valley people, an expedition was launched to contact the other valley. The strongest horses where loaded with large amounts of food and water, and a small group of people set out in search of the other valley. 


Contact was made, and the first real meeting between the people of the two valleys took place. Over the next few years, the language barrier was broken and regular contact was established between the two valleys. 


Although they were similar in many ways, there were differences too. Some products were more developed in one valley than the other. Silk, for example, was widely used in the second valley, and the clothing was finer than anything that the people of the first valley possessed. 


The machinery in the first valley, however, far surpassed the machinery in the second valley. Thus, over time, brave and enterprising people set up trade between the two valleys. 


Wells were dug along the route between the valleys, and over time the journey became a commonplace occurrence. There was only one major problem with the trade between the valleys. Each valley had developed their own currency, and this was used exclusively for buying and selling. 


The earliest trade between the valleys was done by the old method of swapping goods, but all the limitations of this approach soon reared their ugly heads. 


The goldsmith who had created the first bank had been watching these developments with interest. He was a very old man now, but one of the most powerful, wealthy and respected men in the valley. 


In the early days, he had avoided trade between the valleys because of the risks and expense involved. Now that the route was better known, however, his agents were regularly seen travelling between the valleys with goods to trade.


The problem of the two currencies remained, and was a stumbling block to the expansion of trade between the two valleys. So, the goldsmith decided to offer a new service to the customers of his bank. 


He would offer to exchange one currency for the other. His agents would take goods to the second valley, sell them for the second valley's currency, and return with the currency to the first valley. This would be kept in the goldsmith's bank, and anyone planning to travel to the second valley could come into the bank and exchange some notes between the two curencies.


The goldsmith calculated how much of each currency was needed to buy similar items. These figures were then used to determine how many notes of one currency would be swapped for the other currency. 


Of course, the goldsmith intended to make a profit, so he charged a fee for the conversion. Over time, prices in each valley changed by different amounts, and so the conversion ratio between notes changed as well. As long as the same value bought the same goods in each valley, people were happy to freely convert their notes from one currency to the other, as they needed. 


This, Kate, was the beginnings of foreign exchange, and it is a system that we still live with today."
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The soft dusk light filtered through the trees of the park. Even though it was midsummer, the air was distinctly chilly.


Kate held her coat tight around her to keep out the cold. 


She looked at John. 


The cold did not seem to affect him, and she could still see the warm glow of fire in his eyes and the relaxed smile on his face. They had been resting a short while, as they always did after each major topic, when John spoke again.


"Next week, my dear," he said like an excited little boy, "we will begin the really interesting subjects. 


Investment. 


This is when your hard work will finally start to pay off, when you will learn how to manage and reduce your risks, especially the greatest risk of all, the risk of dying poor."


Kate could see that the topic excited him, and she was anxious herself to hear what he had to say. All the talk had been useful, but she was more interested in actually having money so she could do the things she wanted to do.


"Now, however, we must finish the things we have been discussing these past few sessions. I have tried to show you a little about how the world works, how business operates, how the banking system works and how market forces affect almost everything related to money. 


I am not trying to make you an economist, but you do need a general understanding of how the financial world works, if you are going to invest your money successfully."


John paused for a moment.


"Investment, as I have said Kate, is using your existing money to make more money. 


It involves keeping your wealth in the form of assets that will generate an income and rise in real value. Always remember, though, that you are part of the system that I have described. 


You live within the economic system that we have talked about. Your wages are affected by the demand for labour, which in turn is related to the level of employment. 


The same factors that affect other businesses affect you. You are selling your skills and time for a profit. 


Having said this, though, do not ever feel that you are trapped by the system. You are an individual. Just because the average level of wages stays constant, is no reason why your own wages cannot increase. It will be harder, of course, if no-one else's wages are going up, but it is still possible. 


Every situation is different. 


It you follow the principles that I have taught you, such as caring for and improving your skills, then you will be successful regardless of the environment around you. 


You must always be aware of the environment, as this will affect you, but never believe that you are trapped by it.


Never believe that you have no control or no power. 


In the deepest depression, some people make a fortune, and in the greatest boom, others loose all their money. Every situation is different, and at the end of the day, your financial success or failure is determined by your own actions, and nothing else."


John paused for a moment to let Kate absorb the full impact of his words.


"Now, I want to make a few final points about the economic system before we leave the topic. First, there are two distinct parts of your life that relate to earning money. 


First, your business. 


This is your primary job, your career. It may be a trade, a profession, a small business, or any other activity you work at to earn an income. 


We have already discussed strategies for maximising the benefits you gain from this employment. Pamper your career and treat it well, for it is your greatest asset in the changing fortunes of life. 


Second, there are your investments. 


Virtually everyone has some form of wealth, no matter how modest. If you have nothing, then by following the methods I have suggested you will soon be able to save a small amount. 


A wise investor protects their wealth, and uses it to earn more income and to increase its value. To do this, you must keep your wealth in the form of quality assets. 


The best assets are ones that earn a steady, reliable income. Even money in the bank fits into this category, however tax and inflation usually make it a very poor investment. 


Remember the valley, Kate. 


There are only three main investments, three things you can do with your wealth to increase it. First, you can lend it to people, and charge interest. 


Even money on deposit in a bank is effectively a loan from yourself to the bank. 


The second form, is property. All people need shelter, a place to live and a place to work. Popery is the second major form of investment and store of wealth. 


Finally, shares in a company. Most money and business in the modern world is managed through companies, and part ownership of companies is the third major investment and store of wealth. 


Think about the things that I have told you Kate. 


Think about them well. 


This is the system that you live in, this is the system that takes your money from you, or gives you more money, depending on how well you understand it. Think about it, understand it, and all the things I teach you about investment will become as clear as a mountain stream."


John stopped speaking, breathless. He was very active, almost agitated, but tired as well. He knew these moods well, and he knew he would come crashing down and be exhausted the next day. He leapt up from the bench. 


"Walk with me, Kate. I need to slow down, I need to relax. Please walk with me. Please walk with me and take me home."

