Autumn

PRIVATE 
Section 4  Principles of Investmenttc  \l 1 "Section 4  Principles of Investment"

PRIVATE 

PRIVATE 
4.1  The successful approachtc  \l 2 "4.1  The successful approach"

Once again, several weeks had passed since Kate and John had discussed finance. 


After each major section, John insisted on a few weeks' break, so that Kate could digest the things he had told her, and he could rest and enjoy the park. 


The talks were helping Kate greatly, and John enjoyed them too, but they were a strain on both of them and neither person wanted to loose interest by spending too much time on the subject. 


It had been late spring when Kate had first raised the subject of money, and they had talked through many warm afternoons and breezy evenings. Months had passed now, and the shadows of the trees were beginning to stretch out as the year grew older.


Autumn was John’s favourite season. For him, autumn in the park was the most beautiful of the seasons. 


Occasional rain, but generally fine, blue skies. There were many days when the air was cool, or even icy cold, but sun was bright and the sky clear. John loved the invigorating feeling of the cold air on his face, and the comforting warmth of his coat as he held it tightly around him. When the skies were bright and clear, the air cool and the wind wild, these were the times that he was happiest.


At these times, he felt young and alive, full of energy and happiness. He enjoyed the warm afternoons as well, and it was then that he relaxed the most, but it was only the bright sun and cold, cutting air that lit a fire in his soul. 


Kate had noticed a distinct change in John's mood over the past few months. When they had started their talks, he had been a sweet, kind but tired old man. 


Full of wisdom and kindness, but weak as well, his energy slowly leaving him. For a time, he even seemed to get worse from week to week, and Kate had become worried. 


Then, without apparent reason, he had changed. Rather than decline, his energy actually increased with each passed week. Kate could not understand it. True, the hot summer days had drained his strength, and the slow change in the seasons had clearly had a positive effect on him. 


Still, there was something more, some other change in him that Kate did not understand. Perhaps one day the pieces would fall into place, and Kate would understand the forces that drove the man. 


After all this time, he was still a mystery to her. She trusted him with her life, but it was a trust based on instinct, not knowledge. She knew very little about the man inside, and yet she sensed that there was a great deal more to know.


John was watching a family of ducks on the lake. A handful of young ducklings were swimming excitedly, exploring among the reeds and the nooks and crannies between the rocks. 


The mother swam slowly, occasionally leaning forward to fossick on the lake's bottom, her tail high in the air. 


Her ducklings stayed close to her, sometimes venturing a short distance to explore, then scuttling back to the safety of their mother at the slightest hint of danger. It was a lovely sight, he thought. They were plain ducks, not a rare or special species, but their feathers shone and glistened in the sun. 


The tiny ducklings were the most beautiful creatures he had seen, their tiny bodies soft and fury and brimming with eager excitement.


"Kate my dear," said John with a strong voice, "the time has come, the walrus said, to speak of many things. Of candles and sealing wax, and cabbages and kings."


"Please!" said Kate with mock disgust. She was guilty herself of quoting Alice in Wonderland, so she could hardly blame him for doing the same. Still, she was not going to miss the opportunity to have a friendly jab at her grandfather.


"My dear," said John ignoring her protest, "we have covered two major topics now, personal money management and the nature of our economic system. This seems to have helped you greatly, and you will be receiving my bill shortly."


"Bastard!" said Kate, slapping John's arm in mock irritation. "I should charge you for having to put up with your endless stories!"


John laughed.


"Only kidding my dear. Now, we have covered the first two major topics, and there are two major ones to go. 


These are the principles of successful investment, and details of specific investments. Never let it be said that we finished half-way through."


"Go on, John," said Kate, smiling. Every time they had a long break, there was a nagging worry in her mind that they would never resume their talks on money. 


She was actually quite relieved that he had brought up the subject. 


"I am keen to learn more. I have thought about the things that you have told me, and I see that they are important. 


I also see, though, that you are setting the scene for the next major topic, the discussion on investment. Let's start." Kate was quite excited.


"First, and most important of all, I will describe the attitude and approach that you should have to investment. 


This is where most people go wrong. It is the most important factor in successful investment. If you have the right attitude and use a sensible approach, the rest will fall into place by itself. 


Now, there are several approaches people take to investment. Only one is correct, and only one is consistently successful. 


First, we have the abstainer. This person spends as little time as possible on their finances. They may have investments, but they spend little time reviewing them and learning about them, and simply hope for the best. 


If they have money problems, they ignore them and hope they will go away. Sometimes these people are lazy, but more often this attitude is born of insecurity and lack of confidence. 


This person believes that they know little about investment, and they could never understand it without a great deal of time and effort. They often believe that successful investment is a matter of luck, and there is no point wasting time worrying about it.


Some people believe they do not have the intelligence, the time, or the patience to become successful investors. 


Others believe that they have no control over their finances, that their income is beyond their control, and that they will never have wealth because they need everything they earn to meet their expenses. 


Don't fall into this trap, Kate. It does not take intelligence, education, luck or a large amount of time to become a successful investor. 


It requires a modest amount of your time, and a certain desire to learn and improve your position, but anyone who is willing to make the effort can learn the required skills. 


Abstainers are rarely successful with money. They make poor investment decisions, because of insufficient research and planning, they do not take the initiative to improve their wealth for the future, and they are easy targets for sharks. 


Poor investments are often held for years, for once an abstainer has finally made a decision to buy, they try and forget about the investment, do not monitor it regularly, and avoid making another decision, the decision to sell."


John looked across at his granddaughter. Her face was a little flushed, and she looked quite embarrassed. She was, he knew, guilty of this particular fault, but John did not wish to embarrass her further, so he quickly moved on to the next item.


"While some people abstain from active investment, other people have different approaches. 


One major trend in the modern world is the trend towards products. 


Everything is a product. Ideas, machinery, political campaigns and insurance policies are all known as products. They are wrapped up in a neat little bundle, given a name and a price, and marketed as a product. 


Many investments are marketed in this way, especially investments from large institutions like banks and insurance companies. 


Some people take a consumer's approach to investment. They shop around for investments as they would shop for a lounge suite or a car. 


Again, Kate, this approach is rarely successful. The consumer of investment products generally makes several important mistakes. First, they rarely have a long-term strategy, which they continually monitor and update. 


The purchase of an investment product is treated like the purchase of new furniture; once the decision is made and the product is bought, no further thought needs to be given to it. 


Consumers are often misled by marketing pitches, and rarely examine the true nature of the investment in critical detail. In fact, some products come with such limited information, that it actually impossible to fully understand how they work and what they really are. 


These products should be avoided on principle. Never, Kate, invest in something you don't fully understand. 


Although some packaged investment products are useful as part of a total portfolio of investments, they are no substitute for the investor managing and monitoring their own strategy as the years go by."


Kate was quiet, almost sullen. She had, she realised, made almost every mistake in the book. She hoped John would get to the positive steps soon.


"After the abstainer and the consumer, we have the speculator. The speculator is not actually a type of investor at all, he is a professional money manager. 


His career involves speculating with money, much as your career involves nursing and people. A speculator has several important qualities. 


First, the nature of speculating involves taking large risks. A speculator expects to loose money on many deals, but hopes to gain even more money on other deals. 


All speculators must be prepared to carry a fair number of losses and failures. Speculators put their money into things that have the potential for large, quick profits, but also carry the risk of significant losses. 


Second, a speculator must put a great deal of time into their craft. Speculation should be a full-time job, or at least involve several hours' work a day. Like horse racing or any other form of gambling, the speculator's best friend is information, and the speculator that collects the greatest amount of accurate information is the one who will make a profit in the long term. 


Speculation should be treated as a career or serious hobby, not as a form of investment. Some speculators make consistent profits from speculation, however many others loose a great deal of money. 


Never, Kate, confuse speculation with investment. Many people believe they are investing their money, when in reality they are speculating with limited information and no experience. Speculation is best left to professionals, for like the young lamb, a naive speculator is quickly fleeced and left naked. 


Investors look for steady reliable returns, with a minimum of risk. While an investor must be prepared to loose money on the occasional investment, this should be a small part of his total portfolio. 


An investor avoids high-risk investments completely, and builds wealth through quality low risk and medium risk investments. 


Investors do not need advanced skills or large amounts of time to manage their investments, and a few hours a month should be sufficient to prevent them from getting into trouble."


Kate was listening carefully. She was beginning to see investment in a different light, and it was true that she had confused speculation and investment herself. Investment was beginning to look much safer and more predictable than she had imagined.


"We have looked at the abstaining investor, the consuming investor, and the speculating investor. 


Now, for the good news. 


The wise investor. 


The wise investor does two things to steadily increase her wealth. First, the wise investor builds a reserve of quality assets. Using her on-going saving, and income from her existing assets, the wise investor purchases more assets. 


As her portfolio expands, the assets produce more and more income, and eventually it snowballs until she has a strong income from her investments, independent of her income from work.


Investment is largely about managing your assets. It is about selecting which assets to buy, and deciding when to sell them. 


It is about improving the value of your assets, and using the income from them to buy more assets. It is about maintaining your assets, improving their value, buying at the right time and selling at the right time. 


Through this, the wise investor builds her wealth, and keeps it in forms that will increase in value, not reduce in value.


The second step in wise investment is the management of financial risks. Some people keep all their money in the most secure places, such as a deposit with a bank or a government. They believe that they have reduced their risk to a minimum. However, this attitude is sadly and dangerously wrong. 


In fact, the greatest risk of all, the risk of dying poor, becomes much more likely. The risk of inflation and tax reducing the person's wealth also becomes inevitable. 


Wise investors manage their risks well. They spread their money into many different investments, so that a failure of any single investment does not seriously hurt them. 


They keep their wealth in forms which are not vulnerable to inflation, and where taxation is simply a gentle annoyance. 


Wise investors keep a mix of low risk and medium risk investments, so that they can protect their wealth and still increase its value. They understand the risks each investment is subject to, and take steps to reduce or eliminate them. Overall, Kate, wise investment involves two tasks. The management of assets, and the management of risk."


John stopped, looked at Kate, and waited for her to speak. She was staring across the park, deep in thought. 


"You know, John, much of what you say applies to me." There was a touch of embarrassment in her voice, but she was making an admirable effort to remain business-like. 


"I, too, think of the investment world as full of mystery and danger. I never believed I could understand it without a great deal of time and effort. I don't have massive amounts of free time, and if I did then I wouldn't want to spend it learning about investment. 


I'm glad you say that it won't be too difficult. 


It is also true that I saw investment in the same light as gambling. I thought of investment as waiting for a few hot tips, buying something, and hoping like hell that the value went up." Kate turned to her grandfather, a whimsical look on her face. 


"It's too hit and miss for me, John. I will be very grateful if you can show me a better way."


John smiled, encouraged by Kate's words. "Of course, my dear. Believe me, if there wasn't a better way, then I wouldn't have the money that I have today. There was no luck involved. Now, I want to talk about three words. Greed, fear, and ignorance. First, let's take greed. 


We all want things we don't have.  This is natural, and the force of desire is the motivation the drives growth, achievement and success. However, the wise investor is always careful not to let greed control her thinking. 


Many people fail financially because of greed. They invest in high-risk investments, in the hope of gaining high returns. Although some investments may succeed, these investors will keep pushing for more and more money, until one day they loose the lot. 


Greedy investors are not prepared to spend money maintaining their assets, and keeping them in good working order. 


In their desire to keep every cent for themselves, they neglect the proper care of their assets, and loose far more than the maintenance cost as the value of their assets decline. 


Greedy investors always demand the highest prices when they sell assets. Because of this, they take a very long time to sell, and usually loose more in lost opportunities and lost income than they gain from the slightly higher price. An investor waiting to sell an empty rental property, for example, should take into account the income that she is loosing each month that the property remains unsold. 


Greedy people also loose their money in every boom in prices. When the price of shares or property rises, the greedy refuse to sell. 


Higher and higher the prices rise, often to ridiculous heights, and still they will not sell. They wait for just a little more profit, then just a little more after that. 


Finally, everyone sells at once, the price crashes, and the greedy are left holding assets worth half their previous value. A greedy investor cannot bear the thought of loosing money on an investment. When she has a bad investment, she holds on to it, refusing to sell, in the vain hope that it will recover its value. 


Inevitably, the value declines even more, and her loss is even greater than it would have been if she had sold early and cut her losses. 


Kate, we all want to improve our future, and after all that is the purpose of our talks. Do not let greed control you, though


. Keep a level head, and make objective, rational decisions. Be happy with a series of modest profits, rather that trying for a single massive one. 


This strategy will always win in the end. The solution to greed is to develop patience and keep modest, realistic expectations. 


Now, fear. 


I have also seen many people fail financially because of fear. There is no such thing as a free lunch, and the more safe and secure an investment, the lower the return you can expect to receive. 


I have seen many people's wealth whittled away by inflation and tax, when they could have been receiving healthy profits. 


A carefully-managed portfolio of quality assets is just as safe as a bank or government, but your wealth will increase in time, instead of declining. 


Do not let hysteria and fear of taking risks prevent you from practising wise investment. After all, there is risk in all investments, but if you are not prepared to take well-planned risks, then failure is a certainty. 


The greatest risk of all, the risk of being poor, is the risk that you are embracing by spurning investment.


Unlike the speculator, the wise investor may receive a steady increase in his wealth. As the old saying goes, 'fortune is ally to the brave', or in other words, luck and success will come to those who are courageous and take positive action. 


The best solution to fear is knowledge. 


The only thing we truly fear is the unknown. You may feel dread, if something is unpleasant, but you should not feel fear. Fear prevents sensible, rational decisions. 


Once we have finished our talks, and you understand how investment works, you will not be afraid. Listen, read, and learn, and you will not be worried any longer. 


Finally, ignorance. 


Many people have lost their money because they invested in things they didn't understand. Never do this. Ignorance, or a lack of knowledge, is behind many tragic stories. 


Ignorant investors make poor decisions, since they have limited information and knowledge with which to decide the best course of action. 


People with a poor level of financial knowledge are easy targets for sharks. Unfortunately, the financial world is full of sharks. 


Many of these people are not actually criminals, in the sense that they steal money illegally, but many are paid on commission, and will pressure people into investments which they don't need and can't afford. 


Many people have ended up with their financial affairs in a mess, and lost thousands of dollars, because they were given poor or misleading advice by unscrupulous people in the finance industry. 


There is only one person who is guaranteed to be by your side wherever you are, and that is yourself. You may have trusted advisers and family, but in the end your money is your own responsibility, and it is dangerous and unfair to expect anyone else to take responsibility for you. 


There opposite of ignorance is knowledge. Don't invest in anything you don't understand, even if this means missing out on a wonderful opportunity. 


It is simply not worth it in the long run. Learn all you can, for knowledge is the strongest safety net in the world."


John looked across at Kate. She was concentrating intently, listening to John's every word, and forming a picture in her mind of the image he was creating. He decided to continue, hoping that her concentration would last.


"Now, more about the wise investor. 


The wise investor does not need great intelligence, wealth, qualifications, time or energy. The wise investor has a calm, logical approach to investment. 


There is no room for emotion in investment. 


The wise investor is never irrational, greedy or consumed by fear. The wise investor always fully understands the actions he takes.


There is no room for prejudice or personal preference. Every investment must be assessed on it's merits, there is no room for a belief that one type of investment is the 'best way to make money', nor is there any room to believe that another investment is 'risky and dangerous - you're sure to loose everything'. 


The wise investor has an open mind and assesses every investment on its merits. There is no room for excitement, fear, panic or hysteria. 


The wise investor is calm and controlled. He takes every development in his stride, whether good or bad. 


Should a major disaster happen, such as a fire or a crash in prices, the wise investor is not concerned, for he has planned for all these possibilities well in advance. The wise investor is always cautious. 


He does not trust anyone blindly, and takes all advice with a grain of salt. He is, however, never paranoid, and is always prepared to act on the picture that the evidence paints for him. 


The wise investor takes responsibility for his money and his actions. He seeks the advice of reliable professionals, but is always responsible for the overall strategy himself. 


He never surrenders responsibility for his strategy to any person or any institution. The wise investor is assertive, and takes action whenever necessary. He demands all information that is rightfully his. 


He never lets an unsatisfactory situation continue, and takes action to change it as soon as possible. 


The wise investor collects all the relevant information he can. He never makes decisions under pressure or in a hurry, and refuses to take any course of action until he is satisfied that he understands it and has all the relevant information.  


Sometimes, the wise investor misses opportunities because of this attitude, but he is never concerned, for he knows that his approach will win the day in the long run. 


The wise investor often sees people boasting proudly about large profits, but he simply smiles to himself, for he knows that their great profits will be followed by great losses.


Once he has considered a possibility carefully, he never procrastinates, but takes positive action. A wise investor never becomes obsessed with money or investment, for this clouds his thinking. 


He spends whatever time is required to manage his investments well, never any more and never any less. 


The wise investor builds relationships with the professionals he relies on, and is prepared to work towards a healthy relationship for the benefit of all. The wise investor has a calm, rational and balanced view, an open mind, an independent and responsible attitude and a carefully planned strategy."


John looked at Kate and grinned. "Can you honestly tell me, that if you acted like that, you believe you would loose all your money?"


"Of course not," kate said angrily, annoyed at John's patronising words.


John grimaced. It had been an insensitive comment.


Kate turned to her grandfather, calm now, and said "It's not that easy, you know John. You make this person sound like a miracle-worker."


"Of course you're right," John said quickly. "I know it's not easy, and everyone would have trouble with some aspect or other, but it is a model to work towards. 


The more you practice this attitude, the more successful you will be with investment. It is something well worth thinking about, as it is central to a successful approach.
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John rested in the cool afternoon breeze while Kate thought over his comments on wise investment. She had listened to everything he had said, and the sense in his words was undeniable. 


Kate had never thought about her attitude and approach to investment, and had never seen it as an important factor in success. 


Luck, skill, money and other factors has always seemed more important. Now that John claimed that this was the single most important factor, however, she saw things in a different light. 


After all, this was good news, as she could work on changing her approach right away. There was no need to wait for lady luck to come along, or depend on qualifications and experience that she didn't have. Overall, things were looking up.


"Tell me more, grandfather," Kate said. "I'm quite excited now that we are finally talking about investment. More money!" she said with a devilish grin.


John smiled. There was always the slight doubt in the back of his mind that Kate would tire of his talking, and they would never complete the things he wanted to say. 


That would be sad, as he would have wasted a great deal of time and effort.


"Kate, keep my comments about attitude in mind while we are talking. It will be a constant theme through everything I say. Next we will discuss the gathering and assessment of information." 


John adjusted his position on the park bench, sitting upright and making himself comfortable. He could feel a long talk coming on.


"The informed investor is the successful investor. 


Of course, an investor must know what to do with the information he has gathered, but if he doesn't collect the information in the first place, then the race is over before it has begun. 


Collect as much information about investments as you can. The most useful source of information is the major newspapers. Be sure to keep an eye on the business and investment sections. Their articles cover a wide range of ground, and are written in many different styles. Read them regularly, for this is the best way to develop a good general knowledge of investment. 


Many articles may seem irrelevant, dealing with specific details which don't affect you directly, but you may still learn something from reading what the author has to say. 


You will not understand many of the things that are discussed, or the terms that are used, but don't worry. An overall impression will filter through, and that is all you really need. 


Newspapers will also give you a picture of the current state of the three major investment markets; property, shares and interest-bearing investments. 


All three markets move in cycles, and reading the financial press for a while will give you a good picture of the stage of the cycle each investment market is currently in. Investment magazines also contain a wealth of information. 


Do not restrict yourself to the major articles, either. Often letters and columns will teach you valuable things. There is no need, Kate, to become an expert on finance and investment. In particular, do not try and learn all the intricacies of tax rules or the law. This is the reason that you develop a strong relationship with your accountant and solicitor. 


It is important, however, to develop an overall feel for the current environment. You should know whether the stock market is fairly high or fairly low compared to the past, whether interest rates are at a low ebb or have gone through the roof, and whether property prices have been rising strongly or are in decline. 


I know that this may sound, but if you simply read the business section of the paper each morning, then within a few weeks you will have a remarkably accurate impression of these things. 


Remember, too, that at any given time, the majority of the public is quite wrong in their perception of the investment markets. Because of this, you will need to form a picture in your own mind, and not rely on the opinions of people that you might talk to. 


When you begin to look at specific investments, such as shares in a particular company, or buying a house in a particular suburb, collect as much information as possible relating to the specific investment. 


Companies issue annual reports, and real-estate agents often write articles about specific suburbs. Any investor who does not go to the trouble to read this basic information is taking a grave risk. 


Although you are investing to make a monetary profit, is it often useful to read information that is not directly related to finance. 


For example, you may come across an article dealing with a company's attitude to its staff. They may have recently introduced a bonus scheme, or some other initiative to benefit their employees. This is an excellent way to get a clearer view of the true nature of a company, and see where it is heading in the future. 


Non-financial factors such as staffing policies can have a major effect on profit, but they do not show up in the figures for a year or two. Reading about these issues can be a good way to get a head start on the rest of the community and chose a company that has a strong future. 


Overall, your aim should be to get the most accurate picture of the company that you can, using the most varied and accurate information. 


Another example relates to property. Suppose you find an article in the newspaper that discuses the upgrading of a major highway through an outer suburb. 


If this makes access to the city significantly faster, then properties in this outer area may become more popular and so prices may rise. Everything that helps paint a picture for you will help in the choice of a property, company or other investment.


Often the non-financial information is the most useful, as may tends to tell you what will happen in the future, rather than what happened in the past. 


Always remember that financial data relates to past events, not to the future. You will also find that few people, including professionals, go to the trouble of including these factors, and so you may be able to choose an investment that is not yet popular, and so is good value for money. 


Many institutions, such as banks, insurance companies and even professional associations produce small booklets and pamphlets on specific topics. 


These are usually free, and can be extremely useful. Because they must be small, they keep to the basic facts, rather than confusing the reader with complexities that cloud the main issues. 


They are updated regularly, so they tend to be more accurate than books. They are also written in simple language that the layman can easily understand. Many professionals can pass these booklets on to you. 


Books on investment, of course, can be useful. However, the details of tax and legislation change often, so be careful to check that the details are accurate. Overall, I suggest that you use these books to learn general knowledge, and consult with professionals about the details before a buy or a sell. 


When you are gathering information about investments, there are two types of material you should be looking for. 


The first is current information about the investment. This will allow you to form a picture of how it operates, and whether it produces a strong, reliable income. 


The second relates to the future. This includes opinions and data that predict how the investment will perform in the future. 


A word of caution here Kate. 


Many people are seduced into buying investments on the promise that they are 'about to go up in value'. These people seldom look at whether the investment is solid at the current time. 


Be careful not to fall into this trap.


 There are no true get-rich-quick schemes in the world, but there is an abundance of ways to get-poor-quick. 


The best way to ensure that your investments will hold their value is to buy investments that are solid at the current time.


If they produce a healthy, reliable income, then their future value will take care of itself. If an investment is a poor investment today, then it will never be a good investment tomorrow.


The next step on your information-gathering trail entails a visit to your friendly professionals. You should develop a good business relationship with an accountant and a solicitor. 


Bank managers, investment advisers, real estate agents, insurance agents and stockbrokers can all be useful at various times. If you are not happy with the people who handle your affairs, then change immediately. Your future is in their hands, and you must have confidence in them. It is also worth spending a little effort to build a good relationship. 


Professionals can be consulted to determine the details and specifics of an investment. The overall purpose and strategy is up to you. 


After all, can you really expect your stockbroker to tell you that it is actually a bad time to invest in the stock market, and that you should give your money to the real estate agent at the end of the street? 


Even an independent accountant or investment adviser can never understand perfectly your needs and plans, so the only person who can properly look after your strategy is yourself.


Now Kate, we should discuss the most important aspect of information gathering. 


I have told you where to collect the raw information, but not how to assess it. We must also talk about what you should not do. 


First, treat other people's opinions with scepticism. Ignore 'hot tips' altogether, as they almost never come true. 


At the most, you can use a 'hot tip' as a reason to look at an investment in detail, but I recommend that you stay away from them completely. Why? Well, crashes in prices are the result of prices rising far beyond realistic values. 


Prices may rise far above their true value when an investment becomes extremely popular. People may buy the investment in the hope that the price will continue to rise, and rarely examine the investment in detail on its merits.


As more and more people scramble to buy the investment, the price skyrockets, and eventually it crashes just as fast, leaving people like you holding the baby. 


Whenever you hear comments like 'you can't go wrong with this investment', 'this is a red‑hot tip', or 'prices are about to go through the roof', then stay as far away from the investment as possible. Many people will offer you advice. 


However, very few people have the experience and ability to give you accurate predictions, and these people certainly don't spread their information around. 


They are too busy keeping a low profile and making lots of money. The fact that someone offers you advice on an investment is almost a guarantee that they are not qualified to give it.


Comments overheard in a bar, the doctor's waiting room or the office should be treated with extreme scepticism. 


Another common mistake is to assume that wealthy people know a lot about making money. 


At first sight this seems obvious, but often the opposite is the case. Because wealthy people have money to spare, they do not need to be careful and they do not learn the lessons of careful money management and wise investment. When you meet a wealthy person, ask yourself this question. 'Where did they get all their money?' Perhaps they are a brilliant salesman, an expert in their profession, or perhaps they inherited their wealth. 


None of these people will know any more about finance than you do, Kate. In fact, they are probably so busy pursuing their chosen vocation that they give even less thought to investment than you do. 


If you meet someone who has become wealthy by being a professional investor, then listen carefully to what they say. Unfortunately, these people are as rare as hen's teeth, and when you do meet one they tend to keep their mouth shut. 


My second comment on other people's opinions relates to professionals. One must realise, Kate, that every professional is making a living from his or her industry. 


They have a strong vested interest in encouraging people to invest in their sector, especially if they are paid on commission. No real estate agent will ever tell you that it is a bad time to invest in property, just as no stockbroker will ever tell you it is a bad time to invest in shares. In fact, if you ever hear an agent say 'the market has risen strongly for several years, and we expect it to flatten out', run like hell.


This means there is about to be a crash in prices. When you consult a professional for advice, look for the facts in his comments. 


Statements like 'the population growth has exceeded the building of new houses for three years in a row' are much more useful than 'this will be a great year for property'. 


Listen carefully to all comments and advice, but form your own opinion based on the information you have read and heard. 


Finally, we must look at assessing the information you come across.


When you read an article, look for the facts that are included in the article, rather than simply the opinion of the author.


Some articles are written by people who work in an industry. For example, an article on the property market may be written by a real estate agent.


You can expect these articles to have a positive bias.

In fact, making accurate investment predictions of any kind is extremely difficult, and you should be sceptical of any predictions relating to future prices.


As children, we assume that everything we see in print must be true, but in fact very little written or spoken commentary is truly objective and accurate."


John stopped speaking and looked across at Kate. Sometimes he felt sorry for her. They had come a long way on their talks, and there was still a long way to go. The process involved a significant loss of innocence, and John could clearly see the effects in her slightly pale,  flushed face.


"Go on, John," Kate said with a weak smile. "You weren't kidding when you said you would show me how to be independent and successful." Kate sat upright, took a deep breath, and a little colour returned to her face. 


"All right," she said finally, "what is the next step?"
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John decided to proceed, and discuss some more specific details of investments.


"Kate, my dear," he said, "now we should talk about the different forms of investment. 


From our previous discussions, there are only two fundamental ways to invest money. 


The first is to lend it to someone and charge interest. 


The second is to buy something, or part of something. This item must produce an income, or rise in value, for you to make a profit.


Now, we should discuss the forms of investment that operate in the modern world.


First we have the company. The legal concept of a company has developed over several hundred years. 


Companies have a name, own assets and employ people. A company acts like a person in its own right, and can do most things that an individual can do. 


There are two ways that you may interact with companies when you invest your money.


First, you may lend money to a company. This is done in various ways, such as investing in debentures or unsecured notes. This is simply a fixed-interest investment, and is similar to a term deposit with a bank. 


We will cover this in more detail when we look at interest-bearing investments later. 


The second way you can invest with companies is to own shares in a company. If you own shares of a company, then you own part of the company, and part of all the assets that the company owns. 


You are entitled to a share of the company's profits. If the company expands its business and operations, then the value of the company will increase, and consequently the value of each share will increase. 


We will look at companies in detail when we look at investment in the stock market. 


After companies, the next form of investment we have is a land title. We often speak of 'buying land', whereas we really mean we are 'buying a title to some land'. Ownership of the title gives us the right to use the land as we please, subject to certain restrictions of course. 


Usually we buy a house, flat or other building along with the land title itself. In effect, we have bought two things, the title to the land and the buildings that are on it. 


Should there be an increase in the demand for the use of the property, then the value of the property will increase as well, and we can sell it at a profit.


After companies and land titles, we have the investment trust. The concept of a trust has also developed in law over many years. 


Many years ago, situations sometimes arose when a sum of money could not be controlled by the person who owned it. In these cases, a trusted person would be appointed to control the money, and use it for its intended purpose. 


A common example is where a couple die, leaving young children. The parent's money could be kept 'in trust', and a family friend, 'the trustee', would spend the money on the children as the parents had intended. 


The trustee had legal control of the money, however he could only use it in the ways that the 'trust deed' described. 


The 'trust deed' was the document that the parents wrote to give control of the money to the trustee. This concept has been used for many years, in an endless variety of situations, and the law has defined the powers and responsibilities of each party involved. 


In this example, there are three parties involved. First, there are the parents. The money was owned by them, and should they remain alive in a coma, for example, they would still own the money. 


They were also the people that created the trust deed, the document that gave certain powers to the trustee. The second party is the trustee. 


He has legal control of the money, and may spend it in any way he sees fit, as long as he spends it for the purposes that the trust deed defines.


The third party is the beneficiaries, which are the children in the earlier example. Note that they had no control over the money, and their only connection with the arrangement was that the trust deed instructed the trustee to spend the money for their benefit. 


In modern times, the concept of a trust has been applied to investment. There are two main ways that a group of people can pool their money together and invest it as a whole. 


The first way is to pool the money together in a company. The company can then act as a single entity, and could purchase a large property for example. 


Each investor would shares of the company, and consequently a share of the property. The second way is to pool their money into a trust, and the money can then be invested as a lump sum. 


This raises many possibilities. For example, many small investors can pool their money together and purchase a large office building. 


On their own, none of the investors would have enough money to contemplate the purchase. Investment trusts are one of the greatest success stories of recent times. They have given small investors access to a huge range of investments, which previously were only open to organisations or very wealthy individuals. 


There have been a few problems, which I will discuss shortly, but overall the use of trusts has opened a whole new world of investment for ordinary investors. 


Three parties are involved in an investment trust. First, there are the investors. These are the people that contribute their money. Second, there is the trustee. The trustee has legal control of the money, and is responsible for investing the money in the way that the trust deed defines. 


However, the trustee is not generally an expert on investment, so the third party comes into play. 


The third party is the manager. 


The manager is the person or organisation who makes the investment decisions. The manager makes the decisions, and the trustee makes the investments according to their advice. All assets are held in the name of the trustee. 


The management company are experts in the investment field. Although legally the trustee has most of the power and responsibility and the manager has little, in practice the manager makes all the decisions and the trustee simply signs the relevant documents. 


Although companies and trusts are both used to pool money into a single sum, there is a critical difference between the two. 


While an individual and a company can act like a 'person', a trust cannot. A trust is simply a legal contract, it is not a new entity of its own. 


A trust cannot own assets in its name. A trust cannot enter into contracts, it cannot employ people, it cannot be sued and it cannot sue others. A trust cannot be taxed directly. All the money and assets in the trust are held in the name of the trustee, not the name of the trust document. 


Any tax or legal action that relates to the trust usually relates to the trustee. Whereas a company is an independent entity, a trust is simply a contract between several parties."


John paused, checking to see that Kate was still concentrating. She was.


"We have looked at the basic nature of investment trusts. Now, the most important part; getting your money back. 


There two types of investment trust. 


Although they are used for similar things, they are fundamentally different. This difference is so important that I will spend some time discussing it. There are a few pitfalls with investment trusts, and you can avoid them all if you understand the difference between the two types.


All investors that invest money in a trust own a share of the trust's assets. These shares are generally called 'units', and hence the name 'unit trust'. 


The unit represents a small share of the trust's assets, and is similar to a share of a company. An investor may buy and sell as many units as she wishes. 


The difference between the two types of trust comes into play when the investor wishes to sell her units. Two schemes are used. The first is called an 'unlisted trust'. In this case, the manager of the trust calculates the value of the trust's assets, and so calculates the value of each unit. The investor writes to the trustee, informing him that she wishes to cash in a number of units.


 The trustee then cancels the units and pays cash to the investor. Hopefully, the assets of the trust will have increased in value since the investor deposited her money, and the units will be worth more than they were when she bought them.


If a large number of investors wish to cash in their units, then the trustee will have to sell some of the trust's assets. This can create problems, as a long period of time may be required to sell a large asset.


The second scheme is called a 'listed trust'. In this case, the investor is not dealing with the manager or trustee. The investor simply sells her units to another investor. 


The units are usually traded on a stock exchange, so the prices are commonly known and there can be active trading of units in the trust. The name 'listed' comes from the fact that the units are 'listed' on a stock exchange. In other words, they appear in the list of shares and units that may be traded on the exchange. 


There is an advantage and a disadvantage with this method.


 First, the trustee does not have to sell any assets of the trust to meet the investor's desire to cash in her units. 


Regardless of the number of people buying and selling units, the assets in the trust remain stable and the manager and trustee have no involvement. This is a critical advantage of listed trusts. 


In some cases, such as with large properties, it may not be practical for the manager to sell the assets. If investors in an unlisted trust choose to redeem their units, then the trustee has no choice but to sell the assets as best he can. There can be significant costs and time delays involved in selling major assets. 


With a listed trust, however, investors can buy and sell units at any time without affecting the assets of the trust. 


There is, of course, a disadvantage with listed trusts as well. Because units are sold to other investors, the price will depend on supply and demand. If a trust becomes unpopular, then the value of the units may go down, even though the assets of the trust are still solid. In practice this is not a major problem, as the price of the units is usually a good reflection of the true value of the assets. 


With an unlisted trust, the value of the units only depends on the value of the trust's assets, but in an unlisted trust, the value of units also depends on their popularity. 


On balance, there is a simple rule to apply when choosing a trust. If the assets of a trust are easily sold, if they can be sold quickly, in small amounts, and for little cost, then an unlisted trust is safe. This applies to trusts that invest in shares or short-term interest-bearing investments. 


If, however, the trust's assets are large items, if they cannot be easily sold, or if they involve long-term commitments then a listed trust may be safer than an unlisted trust. This applies to trusts that invest in large commercial property and long-term mortgages. The investor should generally prefer listed trusts to invest in these areas."


Kate was listening intently, absorbing everything her grandfather said. He had reached a more practical stage in their discussions, and Kate was learning even more than she had over the past few months.


"Remember the things I have told you about trusts, Kate. They are extremely useful, and properly used are very safe. Investment trusts will give you access to a whole range of different investments, with little cost and effort. They should become a major part of your investment portfolio. 


Consider overseas shares, for example. 


With a small amount of money, and no knowledge, an average investor such as yourself can invest in shares in every major country of the world. If you did not have access to investment trusts, this would not be practical. 


Always remember, though, that a trust is simply a collection of assets, and you are really investing in the underlying assets. If the stock market goes down, then share trusts will go down. If property has a good year, then property trusts will go up. Always keep in mind the underlying assets that you are investing in."


John paused, took a few deep breaths, and relaxed. When they had first discussed money, he had been itching to give Kate as much practical advice as he could. He realised, though, that if she did not understand the principles, then there was little point in giving her specific advice. 


At least if he gave her an understanding of what she was doing, then hopefully she would be able to handle any situation she came across. John decided that a quiet walk would soon be in order. 


Although it was still early in the afternoon, they had covered quite a bit of ground already. He did not want to risk confusing his granddaughter, and after all they were there to enjoy the park as well. 


It was a great shame, John thought, that basic money management was not taught in schools. He had seen a great deal of misery in his lifetime, and a great deal was due to money problems. 


Even marriages, and some loving ones at that, had broken up after the constant stress of worrying about money. 


A tragedy, he thought to himself. Even books were of limited use. John had seen limitless books on becoming an overnight millionaire, and countless texts on complex investment strategies. 


What Kate really needed, though, was some basic knowledge, and her whole life could be different. Perhaps, he thought, he was doing something worthwhile after all.


"Grandfather!" Kate said with mock annoyance. "What on earth are you doing? I've been asking you questions for the last five minutes."


"I'm sorry Katie," John replied apologetically. "My thoughts were a million miles away. Let me finish the discussion on the forms of investment, then we can go for a relaxing walk."


"Very, well," replied Kate with exaggerated forgiveness. "But don't talk too long!"


John laughed, glad that Kate had broken the tension and brought them back on track.


"Companies and trusts are the main things that you should be aware of, but there are a few other issues to keep in mind as well. In your investments, you will find that you have many dealings with institutions, such as banks, insurance companies and investment houses. 


Most of the money in the modern world is controlled by these institutions. Money you invest with these companies can take two main forms. First, we have the interest-bearing investment. This includes a traditional bank account, as well as many other investments. 


In these products, you are paid interest at various times of the year. Interest is deposited in your account from time to time and so your balance increases. 


In some products, it is possible to receive negative interest, in other words your balance can actually reduce. 


This is generally rare however. The other category of investment is market-linked investments. These are similar to units in a trust, and often they actually use a trust deed like other investment trusts. 


The key point is that when you invest your money, you purchase a certain number of units. 


The value of these units may go up or down over time. Rather than being paid specific amounts in interest, your profit is represented by the increased value of the units and changes daily. 


The main point to be aware of here is that the value of your investment may go down from time to time, but in the long run you should still expect a positive return.
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Kate and John walked slowly through the park, taking a different path to the one they usually strolled along. It was a huge park, by far the largest in the city. 


One could walk for miles along the paths without walking over the same ground, and at times Kate feared they would become lost. 


She sometimes thought that her grandfather would see this as an advantage. 


John, however, was never worried. 


As they walked, she could almost feel his mind relaxing, his soul being refreshed. He had seemed a little distant lately, and Kate was worried that his recent increase in energy may begin to fade.


Suddenly, as they walked around an unfamiliar bend in the path, the couple came across a magnificent sight. Kate was dumbfounded. John, as one might expect, simply smiled, and absorbed the beauty that met their eyes. 


Directly in front of them was a huge glass enclosure, filled with butterflies. Some were simple and plain, ordinary butterflies that one might find in the back garden. 


Others were delicate and exquisite, the rich colours of their wings sparkling like diamonds in the bright sunlight. Kate was totally unprepared for such a sight. They walked further, and entered into the butterfly cage. Within the cage was a small bench. John led Kate over and they sat down together. 


"My God, John," Kate said in wonder. "Did you know this was here?"


"I was only built recently, Katie," her grandfather replied. "I have been spending quite a bit of time here. Look at that one over there," he said pointing to a large, delicate butterfly. The butterfly sat on a leaf, opening and closing its wings slowly. With the wings closed, it looked like a plain, dark brown leaf. 


Then the wings would slowly open, revealing the brightly coloured splendour of the top surface of the wings. Kate and John sat there a long time, relaxing in the shade of the tropical trees in the butterfly cage, and watching the colourful insects fly gently around.


Finally, they returned to their customary park bench. John wanted to continue their discussions, and he explained that he needed the cool breeze on his face to stimulate his thoughts.


"The next step on the path," he said, relaxed now, "is the assessment of investments. 


When you are considering an investment, whether it be a term deposit with a bank or the purchase of an investment property, there are several things you should consider. 


The overall aim is to ensure that the investment is a good one, and that you buy it at the right time and sell it at the right time. 


The first thing to do is look for the best quality investments. This particularly applies to assets such as property and shares, but also applies to investing with institutions. 


Don't put your money with an institution if you have read worrying things about them. It's better to be safe than sorry. By high quality, I do not mean the most fancy, expensive or 'exciting' items. 


On the contrary, it is far better to choose a property or share that is solid, reliable and will produce a steady income, rather than one that is currently in fashion or has exciting potential. 


In investment, the word 'excitement' is usually synonymous with 'risk'. Our aim is to have steady reliable profits, not to take unnecessary risks. 


Leave that to the professional speculators, Kate. When buying a property, for example, choose one that is well built and of common, reliable design. Avoid anything that is fancy or unusual, as it would be harder to sell, and the profits may be less predictable. 


Your property may be quite plain, but as long as it is solid and maintained well then it will always fetch a good price. Just as 'exciting' is synonymous with 'risky', so a 'boring' or 'ordinary' asset can also be a 'safe' asset. 


The very fact that it is common ensures an active market when you come to sell it. When selecting a share, stay with the solid, reliable companies such as manufacturers, banks and large mining companies. 


These companies may produce a steady profit year after year. Avoid speculative companies, such as small mining companies which are hoping to make large mineral strikes. 


Overall, you should be looking for the best quality investments you can find. These are the simple, steady performers, which produce a reliable income year after year.


If you keep to these assets, and avoid the ones with the chance of big profits or big losses, you will do far better in the long term. 


Now, the second step. 


Look at every investment, and reduce it to its basic components. If you look at all the financial transactions you undertake in a lifetime, there will be a huge variety. 


However, at the end of the day, all investments come down to the same thing. All that really matters is how much money you put in, and how much you get back. It's as simple as that. The extra you get back is the increase in your wealth, also called your profit. Say for example that you have a retirement scheme with a life insurance company. 


It may seem hideously complex, but it can be summarised in a single sentence. You may describe it as 'an investment managed by an insurance company, where the money is invested in shares, properly and fixed interest, where the government has special low tax rates, and I cannot spend the money until I retire'. 


In one simple sentence, you have defined all the essential ingredients of a very complex investment. 


You will find things much easier if you try and reduce each investment to the basics. Then you will understand it, and you can proceed to examine it properly. 


The next step is to brush the dust off your pocket calculator."


Kate groaned. "Oh no! I hate maths!"


"Don't worry, katie," John said with a smile. "All you need to do is to add, subtract, multiply and divide with an electronic calculator. Can you handle that?"


"Just," Kate replied with an exaggerated frown.


John continued. “The point I wish to make is that it is very important to look at some basic figures. 


Many people buy expensive properties, and make long-term investments, without ever putting pen to paper. Say, for example, that rent on properties was returning about 4 percent a year, and money in the bank was returning 15 percent. Anyone who buys an investment property in that climate is taking a major risk. 


Why would people want their wealth to earn 4 percent, when it could be earning 15 percent with higher security? 


The answer is they wouldn't, and there is a significant chance that some people would sell their investment properties, and prices would stay stable or decline. 


Remember, too, that stable prices are actually a declining wealth, as prices must grow to match inflation if you are to maintain your real wealth. 


Unless you do a few simple calculations, you would never be aware of this risk. Now, I will get to the details later, but realise that you must be prepared to do a few simple sums to put your investment into perspective with the other possible investments. 


Next, we have one of the most important issues of all. 


The income that an asset produces is called its yield. If a property cost 100,000 dollars, and it returned an income of 12,000 per year, then the yield would be 12 percent. The percentage yield is equal to the income divided by the price, and multiplied by 100.


I cannot emphasise strongly enough, Kate, how important yield is as a factor in investment. Most investment assets are valuable because of their ability to earn an income. 


The more income they produce, the more desirable they are, and the higher the price that people will pay for them. In the changing world of popularity, fashion and economic conditions, it is the ability of an asset to earn income that guarantees that it will be valuable. 


Some investment assets, such as paintings, do not produce an income and are desirable for other reasons. 


However, the vast majority of investments, including shares, property and bonds, are valuable because of their ability to produce an income.


If you own an asset that produces a strong income, then you can always be guaranteed of a good price when you come to sell it. Other times, you may choose to pay high prices for assets that produce little income. 


This is the case when buying property in highly fashionable areas, as the prices may be way above the value of the rent they produce. Although you may be lucky, and the asset may continue to rise in value, I suggest that this is a high-risk strategy. 


If the investment or area goes out of fashion, then there is nothing fundamental to give it any value, and the price may fall dramatically.


Always calculate the yield on any investment before you buy it. The yield can be compared to the interest rate that is available on bank deposits, and the yield that is available on other investments.


If the yield is low compared to other investments, think very carefully before proceeding.


This leads me to the next major point; valuations. Working out the true value of an asset can be quite difficult. Notice that I said the 'true value', Kate, and not the price. The 'price' of an asset is the amount that people are willing to pay for it. 


Price is influenced by many things. 


It is influenced by the true value of the item, by supply and demand, by how desperate the other party is to trade, by luck, and by the general public sentiment. 


The 'true value', however, is what the asset is really worth, if all these other factors were eliminated. The 'true value' depends on the income the asset produces, and the future outlook for its value.


The difference between price and value is a critical one, Kate. One of your primary tasks in choosing an asset is to find one where the price is lower than the true value. How do you determine the 'true value'? There are several ways, depending on the circumstance, but there are two major ones worth knowing about. First, there is the 'market value'. 


This is the price that similar items are fetching when they are sold. Take houses for example. By looking at different houses in the same area, and comparing them to the house you are interested in, it is possible to determine a quite accurate value for the home. 


This method will still not determine the 'true value' of the item, as the general market price is subject to many factors, but it is a very useful guideline, and may give you a guide to the property’s current value.


The second method is the 'yield method'. Imagine that bank investments and share investments where returning yields in the range of six to eight percent. 


Based on this, we decide that we would be willing to pay a price for the property that would give us a yield of 7 percent or more. 


Assume that our property is currently producing a rent of 14,000 dollars per year. If we wanted a yield of 7 percent, this would equate to a price of 200,000 dollars. 


The value in this case is equal to the required yield multiplied by the income amount.


With one simple calculation we have arrived at a 'natural value' for the properly, completely independent of the current market prices. 


The yield method of valuation is one of the major methods that is used to determine the value of an asset.


In simplistic terms, if this home was selling for 170,000, then we would say it was a good deal, but if it was priced at 230,000 then we would call it overpriced. 


I do not want to confuse you with figures, Kate, but I simply want to illustrate that the value of an asset can be determined by working backwards from the income it produces. 


This is often the best way to compare investments that are very different."


John paused for a few deep breaths, but Kate was still listening so he decided to continue.


"We have now looked at quality, reducing an investment to its basic components, yield, looking at the figures and valuations. 


Next, we must look at the expenses. All investments have expenses associated with them. These can range from virtually none, with some bank accounts, to thousands of dollars with some properties. 


When you are looking at the income that an investment produces, you must allow for all expenses. All that matters is the income you receive after all the expenses are paid. 


Keep in mind, too, that expenses are often fixed, but income can disappear when you can least afford it. 


Commissions are a major expense with many structured investments. Always allow for any commissions when assessing the income that you can expect from an investment. 


Next we have taxation. 


Tax is often the biggest killer of all. 


It takes a large proportion of the income and profits from investments, and can make the difference between a profit and a loss on an investment. One word of warning, however, Kate. As you become more involved in investment, you will come across many schemes and investments that are designed especially to save on tax. 


I suggest that you avoid these completely. They are a licence for trouble, and if there is one organisation you do not want to get into trouble with it is the taxation office. 


Even if the investment is legal and safe, there may be other issues involved. Overall, your aim should be to generate a profit, with tax issues being a secondary consideration.


When you assess an investment, ignore tax initially and ensure that it is a solid investment on its own. If you decide that it is, then you should take tax into account, and see whether it is still profitable or whether it has lost its appeal. 


Do not become obsessed with tax or inflation. They are very important, but each investment must be of good quality on its merits, without these factors taken into account. 


Finally, after tax, look at the effect that inflation will have on the investment. As we have previously seen, wealth in the form of fixed assets is not greatly affected by inflation. 


Cash, however, reduces in value at the rate of inflation. This can have a major impact on the real profits that are earned from interest-bearing investments, such as term deposits with banks.


In fact, once tax and inflation are taken into account, most money invested in fixed-interest investments is actually reducing in total wealth, not increasing. This may  help explain why the saving you have done in the past has never seemed to get you anywhere. 


The next step in analysing an investment is to write down all the risks. In other words, write down all the major things that can go wrong. 


In the case of an investment property, for example, the would be four main risks. 


First, there is major damage to the property, such as a fire. 


Second, there is the risk of a decline in the general property market. Even if prices stay steady, this represents a decline in real wealth since the prices are not keeping pace with inflation. 


The third risk is the possibility of the suburb or area going out of fashion. 


Finally, the risk of an extended period of time passing without a tenant should be considered.


Once you have listed all the risks, look at ways to reduce them. 


The risk of fire and damage can be managed with insurance. 


The risk of a decline in the general property market can be managed by putting part of your wealth into other investments, such as the stockmarket and interest-bearing deposits. 


The risk of a decline in the popularity of a particular suburb can be handled by owning several properties in different areas. If you cannot afford this, then the fact that you have money in other investments may help offset any loss on the property. 


With an interest-bearing investment, there are two major risks. Interest rates may decline, leaving you with a lower income. 


This is not a problem with fixed term deposits, however your money is locked away for a period of time in these deposits and you will miss out if interest rates rise. 


The second risk is the risk of default, the risk that the institution will become insolvent and will not be able to repay your money. This is rare, however it does happen, so you should never keep your entire wealth with a single institution. 


With every investment you consider, Kate, write down everything that can go wrong and look at ways to reduce the risks. 


You will not completely eliminate the risks, but if you reduce the risks in all your investments than you will do much better in the long run. 


The next step is to estimate the future potential of the asset. This is the hardest part to do, but it is not as important as you might think, as the best guideline to the future is an accurate analysis of the present.


If you can understand the present situation, then you have the best chance of predicting the future. Most people spend all their time thinking about the future value, and ignore the current factors. 


Although it is important to look to the future, no-one can predict what will happen. The best way to ensure that your investment will do well is to consider the factors I have mentioned carefully. 


If you consider the quality, the yield, and the risks, then you will be able to assess whether the asset is a solid investment. 


If an asset is a quality asset today, then it will probably be a quality asset tomorrow as well. 


The best way to ensure that your investment will have value in the future is to ensure that it is a good asset today. 


If you judge it well, then the future will take care of itself. Finally, when you have looked at all these factors, you need to compare the investment with other investments. 


If it is a property, do the same analysis on other properties, and compare it to the one you are interested in. 


Make sure you also compare it with investments in the other sectors, such as the stock market and interest-bearing deposits. 


For example, if inflation was low, property prices were stable and short-term deposits were returning 17 percent, then you may be better off keeping your money in the bank for a year and delaying the purchase of the investment house you were planning. 


Always compare an investment with the other sectors, and be very wary if the yield and growth are much lower that other investments.


Kate was looking worried. "It sounds very complicated, John. I mean, I went to auctions last year when my best friend bought an investment house, and she just picked one that was about the right price.


I've never heard of anyone going to all this trouble. Where would I start?"


John nodded solemnly, then replied to Kate's question. "I understand how you feel, Kate. All you really need to do, though, is to spend an hour or two at the kitchen table with a pad, a pen and a pocket calculator. 


In a single afternoon you could look at all the issues I have raised. You will be amazed at how writing it down on paper puts all the figures and issues into perspective. 


In all the hype and excitement of making an investment, it can be very hard to keep a level head. 


Don't worry, either, about how the other people invest. Many people and their friends believe they have made handsome profits in an investment, but if you did the figures, taking inflation, interest on loans, expenses and tax into account, often their profits are poor. 


Others do make good profits, but it is a very hit‑and‑miss affair. 


For every man at the pub who brags about making profits, there are ten others keeping very quiet about their losses and drinking their beer in misery. 


A careful, thoughtful approach is your best weapon against chance and disaster".
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John rested for a short time, and regained his breath. He decided to slow down a little, and give them both time to rest. 


Kate had been listening carefully, and although it was a great deal to absorb, he felt that she had kept up with his comments. 


Many Sunday evenings Kate would write down the things that her grandfather had told her, and think about them at her leisure. 


This was fortunate, since the discussions were becoming more practical and detailed. John's main aim had been to increase her understanding and widen her horizons, and this had been going well. 


There was much practical advice that he still wanted to give her, though, and he was grateful that she was writing it down. There was a lot to remember.


"Now Katie, we come to one of the most important sections. Again, this is an area were many people go horribly wrong. 


I would venture to say that if people only mastered this one single section, then most of them who have lost all their money in investments would still have it today. I am going to talk about the decision to buy or sell an investment, and how you should come to that decision. I use the term 'buy' loosely here. 


You may buy an asset such as a house, or invest your money in a fixed term deposit. In both cases, you are putting your money into another form, and people in the finance industry would refer to it as 'buying a product'. 


When I use the term 'buy' in this context, I mean investing your money. The term 'sell' is used for transforming your investment back into cash, either by selling an asset or retrieving your cash from the institution you deposited it with.


Now, you must try and assess the 'true value' of each asset. There are no hard-and-fast rules for doing this, but comparing the yield with the yield from other forms of investment is a good starting point. All the factors I have previously outlined come into the 'true value' of an asset. 


The price, however, is influenced by many factors, and rarely reflects the true value of the asset. In particular, an investment that is unpopular for any reason is usually priced below its true value. 


Similarly, investments that are very popular, such as a house in a fashionable suburb or shares that have risen strongly over a long period of time, are often priced well above the true value of the asset.


After a slump in an investment market, such as property or shares, the investment may remain unpopular for several years. This unpopularity will remain long after the investment has started generating good returns again, and this is an excellent time to buy quality assets at cheap prices. 


In the same way, investments remain popular long after they have risen well past their true value, and this is the time you should sell. Overall, you must compare the price of the asset with your estimate of its natural value. 


If the price is lower that the natural value, then consider buying it. If the price is much higher than the natural value, then consider selling the asset. You may notice, Kate, that I have said nothing about the profit or loss you have made on the deal. 


When you consider selling an asset, you should completely ignore whether you have made a profit or a loss. All that matters is what will happen in the future. 


Consider the situation when the value of an asset has gone down. Many people refuse to sell, hoping that it will recover its value. 


However, it may have declined because the quality of the asset has declined, such as a company with bad management or a property that has major problems. Consider the future, and ask yourself this: 'is it a high quality, strong asset that will produce a reliable income?' If the answer is 'no', then you should sell. 


I heave heard people say that they can't afford to sell, because they have lost half their life savings and they need all their money. The sad part, is that these people usually go on to loose the other half of their savings as well. 


It is more important to sell at the right time than to buy at the right time. No-one makes a profit or a loss when they buy, they make a profit or a loss when they sell. Selling at the right time can make the difference between a healthy profit, or a modest loss, and disaster. 


If an investment has a poor future, then sell it and put your money into an investment that has a good future. If an investment has a strong future, and the price is not well above the true value, then keep it. 


In summary, there are two times you should sell an investment. First, if it is poor quality and its future is bleak. 


Second, if the price has risen higher than the natural value. In this case, take the profit and look for a new quality investment.


John stopped speaking, as was his custom, and rested for a few minutes. Still it was early afternoon, the sun was bright and the air cool, and they were both enjoying the talk. 


"I have spoken a little on selling, as this is the most important step to get right. Most people who lost all their money in investments saw the signs long before it was too late, but they hung on, hoping for the best. 


One old business saying sums this issue up in the phrase 'last man out pays the bills'. This refers to failed institutions and failed pooled investments, where the last few investors are the ones who suffer most from the failures. 


In other cases, investors held on to their investments after the prices had skyrocketed, hoping for even higher prices. Inevitably, the prices crashed and they were left with little or no profit. 


Now, buying. 


After assessing an investment carefully, comparing it to other investments, and ensuring that it complements your existing investments, you have decided to buy. This is where the final critical test comes in. 


You have all the facts, and now you must make the decision as to whether to go ahead with the purchase. 


There are two questions you must ask yourself, and only two questions. 


If you answer these carefully, you will have more chance of success in the long term. First, look at the worst case scenario. This may be a stock market crash, a property price crash or the failure of the institution offering a fixed-interest investment. Ask yourself this: 'if the worst case scenario happened, would it be a major disaster?'. Of course it would be a problem, but the question you must ask is whether it would be a major disaster, whether it would completely derail your entire financial situation. 


If you ask yourself this, and the answer is 'yes', then go no further. No matter how rare or unlikely the event, anything is possible, and the world is full of amazing surprises and astonishing events. Truth is stranger than fiction, as I am sure you have found Kate. 


The easiest way to answer 'no' to this question is to spread your money into different investments. If, for example, you had one third of your wealth in property, one third in shares, and one third in fixed-interest, then you could answer 'no' to this for almost any situation. 


Having survived the trauma of facing this question, the second question comes into play. This question is: 'are the odds of success in my favour?'. If you can answer 'yes' to this question, then you should complete the purchase or investment. 


You may even pass by several investments until you find one where the signs are pointing strongly in your favour.


There are many bad opportunities for every good one, but there are still an abundance of good opportunities, so you should seek them out. 


The safest way to assure success in investment, Kate, is to make many investments that fit these two rules; you could survive if it went wrong, and the chances of success are excellent. 


Finally, one last thought on making decisions. If you are going to achieve financial independence, then you must make investments. 


Do not be afraid of the risks, for if you manage the risks carefully, then you will make steady profits. 


If you don't ever buy assets, or invest money, then financial failure is certain. Action, too, must be taken when investments turn bad. 


Sometimes you will make poor judgements, or there will be information that you weren't aware of, or perhaps it was a good investment at the time but things have changed. 


The moment that you are sure you have a bad investment, and that its future looks uncertain, it is better to cut your losses and invest in something else. 


Remember, Kate, that it's better to loose half your money than all your money. Anyway, if you spread your money in the way I have suggested, an occasional bad investment should have a minor effect on your portfolio."
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John was enjoying himself. Although he did not want to rush Kate, and risk confusing her, she seemed to be keeping up with the things he said, and they had frequent breaks to relax and enjoy the surroundings. 


They had covered a great deal of ground each day, however, and John was grateful that Kate made detailed notes each Sunday evening. 


Sometimes it took her several weeks to absorb the things he had said, and often she had to read over her notes many times. Still, they had the rest of their lives, and John was prepared to take the long haul and do the best he could to help her.


"Risk," John said thoughtfully. "Investment, like life itself, is largely about risks. 


Money management and budgeting is about managing your cash, and investment is about managing your assets and your risks. 


Managing your risks is essential to protect your wealth. It is also a big factor in ensuring that your profits are strong and steady. 


Risk is the chance of something going wrong. It can be something drastic, such as a fire in a building or a stock market crash, or something more gradual such as the interest rate on a loan rising over time. 


Any event that would have a negative impact on your investment is a risk. You should look at all your risks, and consider ways to reduce them. 


Your primary goal in investment, apart from purchasing quality assets, is to reduce your risks as much as possible. 


Life is full of surprises, and things never work out exactly as we expect. Even if something seems unlikely, such as a crash in property prices when all the signs point to the opposite, it is still possible. 


You should prepare yourself for all possibilities, not matter how unlikely. 


More often than not, the events that actually happen will be the ones that you thought the most unlikely. No-one can predict the future. Do not be depressed, however, about the things I am saying. 


I am showing you how to protect yourself, so when something bad happens to an investment, your overall wealth is not seriously damaged. As well as nasty shocks, you will have many pleasant surprises, and many investments that perform far better than you expected. 


There is something I have mentioned before, Kate, but I wish to emphasise it once again. 


In terms of your financial security and future, the greatest risk of all is being poor.


For this reason, placing all your money in secure, low-risk investments such as banks is not reducing your financial risk at all, in fact you are exposing yourself to the most dangerous and fatal risk of them all; the risk of not having assets and security. 


Write down all the risks in your current and potential investments, and look at ways to reduce them. 


Imagine, for example, that you currently have your entire savings in a single bank account. You are exposed to the risk of the bank failing, fraud by a bank teller, or a computer error with your account. 


These events may all seem unlikely, but they are all possible. 


Even if you recovered your money after one of these events, there could be expenses, long time delays and lost interest. 


The first thing you should do is take half your money and put it with a different bank. You have now reduced the risk of loosing all your money, or suffering major problems due to mistakes or delays. 


This may seem a trivial point, but if you apply this method to everything you do, then one day you will be thankful because you will discover that you have just avoided a massive disaster. 


Now, let us talk a little more about the nature of risk. 


The term 'risk' is widely used in financial circles. 


Unfortunately, it is used with two different meanings. I define a risk as an event that fundamentally reduces the value of your investment. Risk is the odds that a bad event will occur. 


This is the first definition of the word, however the word 'risk' is also used to mean 'volatility'. The price of a volatile investment may rise and fall by large amounts on a frequent basis. 


However, in the long term, some investments with a high volatility can also be low risk. Some investments rise and fall in price on a daily basis, but still show a strong steady growth in the long term.


Consider the following strategy as an example. Imagine you invest money in the stock market, and spread the money evenly among the ten largest companies. 


Over time, if a company falls out of the top ten, you sell the shares and buy shares in the company that took its place. 


Overall, then, the companies may change, but you always have your money evenly spread among the top ten companies. Now assume that you keep to this strategy for ten years. 


At the end of this time, you would be almost certain to have made a very healthy profit. This is a strategy that I would call a medium to high volatility, but very low risk strategy. 


Never confuse volatility with the risk of loosing your money. They are related, especially if you are forced to sell an investment at a bad time, but they are not the same thing and it is well worth remembering the distinction. 


My next point relates to the most famous truism in the investment world. This is the well known 'high risk, high return; low risk, low return' rule. 


What this means is that investments with a low risk, such as fixed-interest deposits, generally have a low return, that is a low profit. Investments that have a higher risk may provide a higher return. 


This saying is widely quoted, but unfortunately leads many people astray. 


There are three important points I wish to make, and they stem from this saying. 


First, given the choice between a safe investment and a risky investment, any sensible person would look at the safe investment first. To overcome this, the person offering the risky investment has to offer a higher profit to attract people away from the safe investment. 


The laws of supply and demand operate, as always, and ensure that the risky investment will have a higher return than the safe investment. 


No-one would invest in a risky investment if the profit was the same as a safe investment. 


The person who chooses the safe investment is paying a price for safety, as they are missing out on the higher profit. 


The person who invests in the risky investment is demanding a higher profit to compensate him for the risk he is taking on. 


Risk is almost like a cabbage in the valley market, it can be bought and sold. 


If you want to reduce your risks, you must pay a price, and in the opposite case, if you are willing to accept a risk, you may receive a profit from doing so. 


In the investment world, risk can be traded like any other commodity. 


In this way, the saying is completely correct; a risky investment may have a higher profit than a safe one. 


The opposite case also applies.


There is no such thing as an investment that has a high return with low risk.


Investments that offer a high potential return generally involve a significant amount of volatility and risk.


On my next point, however, the saying is somewhat deceptive. As well as 'high risk, high return', the saying is also used to mean 'high volatility, high return'. This is a critical distinction. 


An investment can be volatile, and still be very safe and low risk in the long term. 


Investors hate uncertainty and instability, and so they demand a higher profit from volatile investments. In the same way as safety, a sensible person would always choose a stable investment over a volatile one if everything else were equal. 


The laws of supply and demand ensure that volatile investments may provide a higher profit in the long term than stable investments. This means that people who are investing for the long term should choose safe but volatile investments, such as quality shares and quality properties, to gain the highest and most reliable profit over a long period of time. 


Now, the third issue. On the surface, this saying implies that the investor is trapped. They can choose a safe investment, but this will lead to a low return. They can choose several risky investments, and these will each produce a higher profit, but since they are risky, the investor will loose money on some of them, and in total they are left with a low average profit for the whole portfolio. 


It seems like a no-win situation. However, in reality the situation is very different. The missing link, the factor that this saying does not include, is the quality of the individual investment. 


Take a trust or a company as an example. If the management is poor, the returns may be very low, and the investment is also very risky, as it may fail altogether. In this case we have a 'high risk, LOW return' investment. 


Take the other case, where the management is excellent, and the people managing the investment are doing all the right things. 


In this case, we will have a high return, but a low risk, as the investment will be very strong and have a secure future. Overall then, we come to the following conclusion. The saying 'high risk, high return; low risk, low return' or 'high volatility, high return; low volatility, low return' applies to the average investment across a whole sector. 


On average, shares return higher profits but have higher volatility than property. 


When we are considering a specific investment, however, the saying cannot be applied. Timing, quality and other factors are more important, and it is possible to assemble a portfolio of assets that have high returns, and are also relatively low in total risk. 


There is one more comment I wish to make about the nature of risk, before we move on to discussing ways to reduce it. Every major financial transaction should be judged according to the rules of investment. 


Often one will hear people say 'I have a mortgage, money in the bank, and some investments'. This is a dangerous attitude. Your home mortgage, your cash in the bank, and all other financial transactions should be treated as investments. 


There are risks in all of them, and you should apply the same careful planning and rules to these things that you apply to all other investments. 


Nothing is perfectly safe. 


Never take any money or any asset for granted, or one day you might loose it."


John paused for a few deep breaths. It was mid-afternoon. The wind was strong and gusty, something that Kate found a little difficult, but John loved the sensation. Sometimes she wished he had chosen a more sheltered position, a place less exposed to the elements. John would have none of it.


"Having looked a little at the nature of risk, we should talk about the management of risks in your investment portfolio,” he continued. “After that I will talk about ways to reducing specific risks. 


First, there are several things you should consider. Your investment portfolio should contain many different investments. 


Try to arrange your investments so that there is a mix of many different risks. Imagine that one investment is affected by falls in interest rates, and another is affected by the level of the stock market. For your overall wealth to suffer badly, two separate things must go wrong. Interest rates and share prices would both have to fall. If you only invest in one area, such as property, then a single event, a fall in property prices, could wipe you out completely. 


Remember, we are not concerned about the chances of the event happening, as the future cannot be predicted. 


Just when everything is looking perfect is when things usually start to go wrong. You can extend this idea even further, and have six or eight different investments that are subject to different risks. 


One might be vulnerable to a fall in the value of the dollar, and another vulnerable to a low population growth in the outer suburbs. 


Once you have six or eight different risks, then the chance of most of them happening at once is virtually zero. 


You may have picked up, Kate, that the more investments and the more risks, the higher the chance that at least one will have problems. This is true, but because it would be a small part of the overall portfolio, the effect on your total wealth would be small. 


Experience has shown that this is the most reliable and consistent way to make steady profits. 


Next, you should consider the investments that you have in your portfolio. I will spend some time on this later, but there a few basic comments I should make now. 


First, it is impossible to make money from a mix of low risk investments. You must have a mix of low-risk and medium-risk investments to make a healthy profit. 


I suggest you avoid high-risk investments completely. They are exciting and glamorous, but I suggest you leave them to professional speculators. 


It is a full time career to consistently make money from these investments, and requires a great deal of time and knowledge. When I say medium-risk investments, I really mean medium-volatility and low to medium risk. 


If you choose quality assets carefully, then your overall portfolio can be relatively safe. Next, there is a powerful method of managing risks that you should be aware of. 


This method is excellent because it doesn't cost anything and it will give you steady returns in a variety of different circumstances. We have already spoken about mixing your investments, so that each different investment has a different mix of risks.


You can take this even further, and try and select investments that balance each other out. For example, one investment might reduce in value if a certain event occurs, and another might increase in value after the same event. 


If you purchase both these investments, then you have eliminated the risk of this event, because a rise in one investment will cancel out a fall in the other. 


Both investments, of course, must be strong, quality investments in their own right. 


I will give you two examples, as this can be one of the most effective ways to manage your risks. 


First, imagine that you have invested money in a trust that invests in the shares of an overseas country. You have several risks. One of the biggest, however, is the change in the value of the dollar. If the dollar rises by 10 percent, then the value of your investment in your own dollars will fall by 10 percent. 


You are exposed to 'currency risk', also called 'foreign exchange' risk. 


Now, what do you do about it? 


You could, of course, ignore it, and hope that the investment performed well in the long term. Even better, however, is to reduce your exposure to this risk by making an investment that has the opposite behaviour. 


You could, for example, buy some shares of a company that imports goods from that country and sells them to the public. As the value of the dollar rises, the imported goods become cheaper. In reality the importer would probably keep the prices constant and pocket a higher profit. 


This, in turn, would increase the value of the shares and would compensate for the reduction in value of your overseas shares. Another possibility would be to borrow some money in the currency of the other country, and use this money in your investment portfolio. 


Banks can arrange foreign currency loans, although I would not recommend them for small investors. If the dollar rose, then the value of your overseas shares reduces, but the amount of the loan reduces as well, so overall you have less in the investment but also less to pay back on the loan. 


I realise Kate that this all sounds very complicated. In practice you will not be able to cancel all your risks in this way, but it is something to be aware of. 


When you are examining a potential new investment, look at your existing investments. If you already have three investments that reduce in value when interest rates fall, but the new investment increases in value when interest rates fall, then this is a point in its favour. 


Something to keep in mind, Katie."


Kate looked exceedingly glum.


John laughed. "Don't worry, my dear. I want you to be aware of all the possibilities, and then you can choose the most relevant factors to consider. When we have finished our talks I will have given you a massive amount of information, and yet, the principles are simple."


Kate still looked flat.


"I tell you what, sweetie," John said as he hugged her, "When we have finished, I will give you a few simple rules. I will make them guidelines that a child could understand, and rules that you can apply in a few minutes. All you have to do is follow these few rules and everything will work out."


Kate brightened a little, and smiled at her grandfather. "John," she said expectantly, "do I really have to use everything that you have told me? I mean, hell, it's bloody complicated."


"Not at all, my dear. At different times, different factors will be relevant. As long as you have an overall picture of the things you should think about, that is the important thing."


John was unsure whether to continue, but a little colour had returned to Kate's face, so he decided to chance it. "Should we go on, Kate?"


"Of course," Kate said, straightening her back and taking a deep breath. "Hit me with it, grandfather."


"The next step is to look at all the variables in an investment. 


With an investment property, for example, the main variables are the interest rate on the mortgage and the rent that you receive. 


Every variable is a risk. 


You should try and eliminate as many of the variables as possible. As well as making the investment more secure, it makes planning and budgeting much easier. 


In this example, I would strongly recommend a fixed-rate mortgage. Choose a loan where the interest rate is fixed for, say, three years. The only exception to this is when rates are very high and you expect them to fall drastically. If they are at an average level, however, then it is better to choose a fixed rate loan. 


Remember, Kate, you are investing in a house, you are not in the business of speculating on interest rates. 


You may well pay slightly higher rates on the fixed mortgage compared to a variable mortgage. You are gaining safety and stability, and as we discussed you have to pay money to do this. 


It is cheap insurance though if interest rates go through the roof. 


Next, we have the rent. 


This is harder to nail down, but offering a slightly lower rent than the market will attract reliable tenants who will take out long term leases and stay for extended periods of time. Overall, the more variables you can pin down, the more predictable and the safer your investment will be."


Kate was feeling much better. This was practical advice that she could understand.


"You may have realised that there are only two ways to reduce a risk. 


The first way is to pay someone else to take the risk for you. 


This is the case with insurance, with choosing secure investments and with paying a premium for a fixed-rate loan.


 The second method is to use careful planning. This is the case with choosing investments with counter-balancing risks, with spreading your money into different investments, and with choosing investments with a different mix of risks. 


This brings me to remind you to insure all your assets. In some cases, such as a bank deposit, this cannot be done, but generally anything physical like a building can be insured. 


This is essential Kate. 


Finally, there are financial contracts called 'futures' and 'options' that can be used to reduce your risks. They are like insurance for financial events. For our purposes, the most relevant are contracts that insure against falls in the stock market, and contacts that protect you against movements in interest rates or changes in the dollar's value. 


Like any form of insurance, you pay a premium and you receive protection for a certain period of time. One day, Kate, you may want to investigate these, but they are not necessary for the average investor. 


One last tip on futures and options. While some people use them as insurance, the other side of the coin is the speculator, the person who takes on the risk in the hope of making a profit. 


Never become involved in this Kate, it is a job for full-time experts. 


Finally, as a reference, I will mention some of the more common risks. 


Certain risks will apply to certain investments. 


Remember, the rule is that anything that will reduce the value of your investment is a risk. 


We have: changes in interest rates, falls in the share or property markets, physical damage, failure of an institution, lack of tenants in a rental property, failure of an individual company, changes in the value of the dollar, fraud and accident. 


Note these last two points.


Most people, at some stage in their lives, will loose money due to fraud. They may not even realise it, if the fraud simply results in them getting a low return on an investment. 


Accidents can also happen with lost paperwork and human or computer error. Stories of amazing coincidence and mistakes abound.


Overall, never forget the risk of fraud and accident. 


It is present in every investment, even the safest ones possible. This is why you should never, under any circumstances, keep your entire wealth in one place.
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John sat on the park bench, staring thoughtfully into the distance. Kate leaned back and breathed in the cool air. It was amazing, she thought, how the weather in the park seemed more pleasant than the weather in the centre of the city, and yet they were adjacent to each other. Perhaps it was just the atmosphere of the place. John had been staring at the trees for some time, organising his thoughts. Suddenly, he spoke.


"Kate, today we have reached a milestone. We have not looked at any investments in detail yet, but we are finally ready to talk about strategies. This is where the real fun starts," he said with a boyish grin. "Shall I begin?"


"By all means, grandfather," Kate said brightly. Ninety‑two years old and he looked like a kid in a candy store. Kate shook her head slightly, a bemused smile on her face. She couldn't believe that he was still like this at his age.


"The first investment strategy we will examine is called 'contrarian' investing. The name comes from the word 'contrary', which means opposite. 


You should keep the contrarian strategy in mind when you buy and sell assets, however it should not completely dominate your thinking. 


If you are building wealth for the long term, then the purchase of quality assets is more important than getting the timing right. 


Now, contrarian investment basically means doing the opposite, buying when everyone else is selling. This may seem stupid, but let me explain how this works. 


The three major investment markets; property, shares and interest-bearing, all move in cycles. Interest rates move in a distinct four year cycle, rising for two years and then falling for two years. They also have a very short term cycle of about a month, and a very long term cycle of many years. 


It is relatively easy to determine whether rates are high or low compared to the past, and there are many articles in magazines and newspapers comparing the interest rates at the current time with rates in the past. 


Overall, you should choose fixed-rate loans and mortgages when rates are fairly low. If rates are high, choose a standard variable-rate mortgage and wait for rates to fall. 


This simple strategy can make a massive difference to your profit in the long term. When rates are high, invest your money in fixed-term deposits of a year or two duration. When rates are low, choose short term deposits so that you will not be trapped in a low interest rate investment when rates rise again. 


When rates are low, you will often find that this is the same time that quality assets can be bought cheaply. This can be a good time to take some cash from low interest deposits and purchase some quality assets at cheap prices. This timing is due to the interaction of the cycles in the three markets, which we will explore shortly. 


This brings me back to a very important point, and a cause of failure for many inexperienced investors. 


The comments that I am about to make relate to the property market and share markets. We have already seen how a popular investment can rise well above its true value, and this is usually followed by a decline or crash in prices. 


Most inexperienced investors follow the popular investments, the investments that their friends and colleges are purchasing. Unfortunately, this means that they often buy at the peak of the prices, and soon after that the prices decline and they are left with a loss. 


This has been a cause of frustration and bitterness for many inexperienced investors. A wealthy investor once made the comment, that 'when a taxi driver advises you to buy shares, it's time to get out as fast as you can.' 


By this he meant that when the average man in the street, such as an ordinary taxi driver, is excited about a particular investment, then it means that the prices have risen so drastically that they are ripe for a crash. 


After the decline in prices, however, and a period of stability, prices inevitably rise again. The unwise investor is still bitter from his losses, and refuses to invest. 


This is the point when the contrarian investor comes into play. 


The contrarian investor buys assets after a decline in prices, and holds them until the prices rise again. 


When everyone else is selling, and disillusionment is high, this is the time when the contrarian investor can buy quality assets at cheap prices. 


As the prices rise, enthusiasm returns to the market, popularity increases, and prices continue to rise even higher. The cycle has come full circle, and everyone is buying once again. Suddenly, when everyone is buying and prices are high, the contrarian investor sells his assets. 


He keeps the profit in cash, waits for the next decline in prices and starts the whole thing all over again. Kate, some people make a full-time system of this, but I suggest you simply include it as part of your overall strategy.


It is never easy to guess when a high or low point has been reached in an investment cycle.


The key point here is the basic principal, that successful investment sometimes requires going against the crowd, rather than following the same actions as everyone else.


One of your most difficult tasks is to outgrow the feeling that things will always be the same. During every boom, even seasoned professionals start to say that the good times are permanent and there will be strong growth for the long term future. 


During bad times, there often seems to be no light at the end of the tunnel. 


We are all affected by these feelings, and they are very hard to shake, but you must keep history in mind all the time. 


As surely as summer follows winter, then winter follows summer again, every boom is eventually followed by a recession, and every recession by a boom. 


It is only a matter of time. After each major crash or decline, there is a period of a year or two while things sort themselves out, and stability returns to the markets. 


I suggest you wait at least this long before looking for quality assets. It can take another few years before prices start to rise strongly, but during this time the quality assets will start to produce a healthy income and slowly rise in value. 


The fundamental cycle that drives all the markets is the cycle of economic growth and production. 


This is affected by many things. 


Inflation, for example, tends to rise for twenty years and then fall for twenty years in a regular pattern


. Interest rates, another important factor in the economy, rise and fall in different cycles. 


Interest rates, the share market and the property market are all heavily tied to the economic cycle. As economic growth speeds up, the profits of companies increase, and so demand for shares increases and the share market rises. Much of the wealth that is poured into the share market comes from the sale of property, and so property prices remain steady or decline in real terms. 


Time passes, and the price of shares reach high values. 


Profit growth flattens out, so prices stop increasing or may even decline. Meanwhile, the price of property has fallen, and there are many good bargains around. Shares are sold to buy property, and so the share market declines and the value of properties increase. 


When property is concerned, Kate, you must be very careful of the costs involved in buying and selling. Unlike shares, properties are large and expensive and cost a great deal to buy and sell. If you use property trusts, which we will look at later, then you may invest a small amount of money for a short time with ease. 


If, however, you are buying a property yourself, then you should not consider selling it after a small rise in the market. 


The costs are just too great. 


If, however, there has been a massive rise, such as a 50 percent rise over two or three years, then you should consider selling as there will probably be many years of flat prices to come. Now, we have talked about the cycles in prices, but there is one more cycle that we should discuss. 


This cycle is hard to measure, but it is the most important of all. 


It is the cycle of popularity, the cycle of fashion. 


All investments go in and out of fashion. There is usually a lag of a year or two before the public catches on to the change in an asset's true value. Take commercial property, in other words office buildings and other large properties, as an example. 


After a strong rise in rents, commercial property will become a popular investment. 


Prices will rise strongly. 


Eventually, the economy will flatten out, new office buildings will be completed and demand and rents will stabilise. 


Commercial property will remain popular for some time until it becomes clear to everyone that rents have stopped increasing. The popularity curve takes some time to catch up, and lags behind the curve in the true values by a year or two. 


More time passes, and rents and demand may actually fall. 


Commercial property then becomes very unpopular. 


Finally, after more time, demand increases and rent will begin rising once again. People, however, are sceptical, and it will take a year or two of strong rises in rents before the popularity and prices begin to rise once again. The best time to buy an asset is when it has begun to return strong profits again but is still unpopular because of past declines. 


This is the time when you can purchase asset with a strong future, a high yield, and a low price."


John looked across at Kate, wondering whether she was understanding his words. She looked a little confused. Finally, she spoke.


"How the hell do I work this all out, John?" she said. "I'm not an expert."


"True," her grandfather replied. "However, you don't need to be. All you need to look at is two things. First, has the investment had a bad time in the last few years, but does the future look better? 


Reading the business section of any newspaper will soon give you an answer to this. Second, and most important of all, ask whether it has a good yield. 


This one question will answer all the others for you. By definition, an investment which is strong but unpopular will have a high yield, that is a high income for its price. 


An investment which is popular will always have a lower yield. This brings me to a very important point. Although you will need to have a reasonable idea of whether the prices are high or low compared to the past, do not try and pick the exact top or the exact bottom of the cycle. 


Many people go wrong by waiting for the very top of the cycle, and then missing out altogether when prices decline. 


No-one can predict the future and it is impossible to be sure when you are right at the top of the cycle. It is far safer to sell after a strong rise in prices, even if there may be a little more growth left in the cycle before the declines begin. As they say in the stock market, 'leave a little for the next man', and 'no-one ever went broke taking a profit'. It is better to sell after a healthy rise, than to try and wring the last little bit of profit from the investment. 


Never sell an investment while the outlook continues to be positive, but always be aware that there will come a time when the outlook changes and it is time to sell.


The final point, is that even if you are wrong in your timing, as long as you buy an asset with a good yield, then you have a strong income which you can use for yourself or for purchasing other investments. Always, Kate, look for a reasonable yield when purchasing an investment. It is your best security against unexpected changes in prices. Be very sceptical of any investment where the yield is very low."


John stopped speaking, breathed deeply, and stared across the park. Minutes passed, and still he remained buried in a deep silence. Kate was resting, too, but as more time passed she became a little nervous. John was prone to these long silences, and she knew that he needed them, but at times she became uncomfortable. Many minutes had passed when John finally spoke. In a quiet voice, a strange voice Kate had never heard before, he began. 


"There is a strategy, Kate, which I would like to tell you about. It must be combined with sensible purchases and wise management, and yet it adds a new dimension of its own. I do not use it myself, and few people would even recognise it as a strategy, but you should listen very carefully to what I say and learn from it."


Again there was a period of silence, then John spoke. "One night, many years ago, I was sitting alone in a bar, drinking. I was a young man then, and inexperienced in the ways of the world." 


A tight smile spread over John's lips, but he continued with the story. "It was very late. I was very drunk, for I had many problems and I saw no way out of them. Many hours passed, and I sat in the corner, listening to the music and drinking. 


Then, as I stared at the wall, thinking, an old man walked passed me. He must have seen my misery, and guessed that money problems had a lot to do with it. He walked over to my table, sat down and leaned towards me. I barely noticed he was there, but I could hear his breathing in front of me. 


He, too, had been drinking, but he was enjoying himself and it was obvious that he had no problems that worried him, as mine worried me. 


Softly, he spoke. "Do you want to know how to get rich?" he said. I was too drunk to answer, but I could hear his words clearly. He leaned towards me, almost whispering. "Never sell," he said.


John stopped speaking. Kate was perturbed. She didn't know what to say. John was still thinking back on his past, and there was a strange distance between them. She didn't understand, either, what he was trying to say. In the end it was he who broke the silence.


"I thought for a long time about the man's words, and finally the meaning of it dawned on me. Land exists forever, and land in a desirable place will still be valuable after a whole lifetime. Buildings last many years, and even when they finally need replacement, one can simply build a new house on the same land. 


Companies, unlike individuals, are perpetual. Some companies have been in operation, in one form or another, for hundreds of years. Although companies sometimes go out of business and are wound up, this is rare for large, quality companies. One must remember, Kate, that selling something always involves costs. The very act of selling means that you loose a certain amount of your wealth in fees and expenses, and the sale of an asset often attracts various taxes as well. 


The point that the old man was making it a good one. If you purchase high quality assets, then you may never need to sell them at all. You may patiently increase your portfolio of investments, using the income from the existing investments to purchase new ones. 


You should give serious thought to the implications of the old man's words. I prefer a more active strategy myself, buying at various times and selling at others. This approach may lead to a higher profit in the long term, but also requires time and effort. The point about expenses is well made, too. Never forget to take tax and expenses into account when considering whether to sell an asset. The contrarian strategy involves selling assets when they are extremely popular and the price has risen well above the true value, but if the price rise has been modest and the asset is still of good quality then you may well be better off simply keeping it."

PRIVATE 
4.8  Gearingtc  \l 2 "4.8  Gearing"

Kate sat in silence and thought over the things John had said about Contrarian investing. She had to admit that he had a good point. Like most people, she assumed that a popular investment was popular for a good reason, and she would be inclined to invest in the same things as her friends and acquaintances. John, however, was suggesting the opposite. Although she could simply hold investments for many years and receive a good profit, she also saw the sense in selling when prices reached ridiculous peaks, and buying when an investment had returned to good profits but was still unpopular and cheap. She looked across at John, curious about what he would have to say next. "Go on, grandfather," she said. "What is our next strategy?"


John was pleased. He had feared an endless flurry of questions, but it seemed that Kate had accepted the sense in what he said and was ready to move on.


"Next, we have 'gearing'. This is something that all investors should be aware of, and a strategy that I suggest you incorporate into you own investment plan. Gearing simply means borrowing money and investing it. As long as the profit from the investment is higher than the interest on the loan, then you will make a profit on the overall deal. 


Assume that you borrow money at 8 percent interest, and invest it for a return of 11 percent. Overall, your income is 11 percent of the amount, and your expenses are 8 percent of the amount, so your profit is 3 percent of the amount that you have borrowed. Now, the more you borrow, the greater your profit will be. 


If you borrowed twice as much, then you would have a profit of 3 percent of the larger amount, and your profit would be doubled as well."


Kate looked extremely interested.


John smiled to himself. She was a very predictable woman in many ways.


"Of course," he continued, "there is a catch. Although gearing multiplies your profits, if things go wrong, it also multiplies your losses. In fact, the very name 'gearing' is an analogy with mechanical gears, in the sense that gears can multiply a force. 


If you make a profit, then the greater your borrowing is, the greater the profit will be. 


However, if you make a loss, then a large borrowing will lead to a large decline in your net assets. You may not realise this, Kate, but you have a highly geared investment at this very moment."


Kate looked at John in surprise.


"Most of us have to borrow money for our first home. You should treat your home, of course, as an investment, and it is the only significant investment that many people ever make. 


Let us take an example where you have 10,000 dollars of your own money and borrow 90,000 from a bank. The house would, of course, cost 100,000. 


Let's ignore all the expenses for simplicity. What you have done, is to invest some of your own money, and also borrow more money to invest in the house. You are gearing at a ratio of nine to one, since you have borrowed nine dollars for every one dollar of your own money. 


This is a high level of gearing, and entails certain risks which you will soon see. Imagine that the value of the house rises from 100,000 to 110,000. If you sold the house and paid off the mortgage, you would have 20,000 left over. Since you started with 10,000, you would have doubled your money. 


Now, the house only increased by 10 percent, but your profit was 100 percent. This illustrates how the gearing has multiplied your profit. If you have geared at twenty to one, then a rise of only 5 percent you have given you a 100 percent profit. I am sure you would agree that a 5 or 10 percent rise in a house's value is nothing unusual, and that a 100 percent profit on your own money would be something worth celebrating."


Kate was looking very excited now.


John's tone became cautionary as he continued. "We have not allowed for expenses or interest on the mortgage, so remember that in practice it would take a much larger increase to return the same profit. Still, the principle always applies. Now for the bad news."


Kate's excitement faded a little.


"Just as the gearing multiplies your profit, it also multiplies your loss if things go badly. Imagine that the house declines in value from 100,000 to 90,000 dollars. If you were to sell at this time, and pay off the mortgage, you would not have a single cent left to yourself. 


Although the house has gone down in value by only 10 percent, quite a modest and possible decline, you would have lost the entire total of your money. 


Your loss in this example would be 100 percent. 


Things can become even worse, however. Should the value of the house fall by another 10 percent, then not only have you lost all your own money, but you are actually have negative net assets of 10,000 dollars! 


It is important keep this in mind, Kate. This is why you should never gear highly if there is a chance that you could be forced to sell within a few years."


Kate pondered John's words solemnly. He had illustrated the concept clearly, and the potential for profits or loss was obvious.


"I have used an example of a house, as this is the most common example of gearing, and one that most people could relate to. Properly used, gearing can improve your profits for a modest increase in risk. The critical factor is the amount of borrowings. The higher the borrowings, the higher the risk and the higher the potential for profit. 


As I have already said many times, though, we are not in the business of taking large risks. The wise investor takes modest, well-planned risks for a consistent increase in wealth, and avoids large risks altogether. 


Companies also borrow money, to invest in equipment and expand their operations. A rule thumb often used for businesses is one to one gearing, that is half the money is their own, and half is borrowed. 


Depending on the company and the industry, it may be much higher or much lower, but this is a benchmark that is often used. I suggest that you follow the same approach, and borrow money on the basis of one dollar for each dollar of your own money. 


If you have 10,000 to invest, then you should consider borrowing another 10,000 as well. You should only do this, of course, once you have gained some experience in investment, and feel comfortable that your portfolio of existing investments is solid and that you understand the risks and possibilities. This is quite a modest and safe level of gearing, and if you choose your assets well it should improve your profits significantly. Professional investors and companies sometimes gear at up to ten to one, so for every dollar they have, they borrow another 10 dollars. 


This is clearly a high risk strategy, but with the potential for high returns. When we buy our first house, it is common to borrow up to 90 percent of the value of the property, so we are also gearing at a ratio of around ten to one.


In this case, however, it is virtually essential to keep the investment for at least a few years to allow the ups and downs in prices to smooth out into a steady long-term return. The gearing level of one to one is conservative and safe, and should increase the rate at which your wealth grows."


John paused to rest, and allow Kate time to absorb his words. This discussion was going well, which pleased him as it was an important one. Kate was deep in thought, considering the significance of the things John was telling her.


"Grandfather," she said at length, "what is 'negative gearing'? I have often heard this phrase, but I never understood what it meant."


"Negative gearing is a special case of the gearing I have just described. Say, for example, that you bought a house for investment. Imagine that the interest on the loan was 8 percent a year, but the rent from the house was only 6 percent of the value of the loan. 


Obviously, you will be going backwards. You are paying more in interest than you receive in rent. This is called 'negative' gearing, because you are making a loss each year. 


Your cash flow is negative, your expenses are greater than your income. In a case like this, you would need income from another source, such as your job, to pay the extra amount for the interest on the loan. Now, you may ask, why would someone do this? The reason is that they expect the house to increase in value. If the income from rent was 6 percent, and the increase in value was 4 percent, then overall they are making 10 percent a year from the property. They still have to pay 8 percent for the loan, but they come out ahead in the end. 


The major difference between this and previous examples relates to tax. Because, technically, they are making a loss in income each year, this can be claimed on the person's tax and it reduces the amount of tax they must pay. Negative gearing is simply an extreme example of gearing. It is used for two reasons. 


First, there must be a very high level of gearing for this effect to come into play, such as a ten to one gearing level on an investment house. As we have seen, this has the potential for large profits. 


The second reason it is used, is because it is very tax-effective, and the way the profits and taxes inter-relate means that the person ends up saving a significant amount in tax. 


I must caution you with this Kate, and I will tell you a little about high levels of gearing. Any investment with a high level of gearing involves significant risks. 


Anyone who claims otherwise is either foolish or deceptive. You may choose to gear yourself highly, and make large profits in the long term, but only if you can meet certain conditions. First, you must have a strong cashflow from other sources, such as your job or other investments. Ask yourself this: if you didn't receive any income from the investment, but you still had to pay all the expenses, could you survive comfortably? The best example is an investment property were you stop receiving rent, but still have to pay the interest on the mortgage. 


Only if you can answer 'yes' to this question should you consider a high level of gearing. You must also consider the length of time you intend to hold the investment. As we have seen, even modest declines in values can have a dramatic affect on a highly geared investment. 


Under no circumstances should you enter an investment like this if there is a chance that you will be forced to sell it at a bad time. 


If you are able to hold on to it for many years, and ride out the bad times, and you also have plenty of spare income to cover the loans, then you could consider this type of investment. High levels of gearing, especially negative gearing, can be a good strategy for people on high incomes, as long as their income is secure. They may have to keep the asset for several years, while prices recover, until they can safely sell it. 


During this time, disaster may happen, such as a fire or bad tenants. It is essential that they can survive without the rent for an extended period of time. Many people have lost money because they geared highly, and were forced to sell when prices were low because their income was not enough to meet the interest on the mortgage. 


Make sure you never expose yourself to this risk Kate. Only gear to a level where you can meet all the expenses from your own income, and any rent or income you receive from the investment is simply a bonus. Now, my next comment on gearing relates to the loan itself. 


The biggest variable here is the interest rate. I strongly suggest that you choose a fixed-rate loan, where the interest rate is fixed for several years. 


The only exception to this is where rates are very high, and you expect them to fall. However, that would probably be a bad time to begin gearing anyway. 


If you choose a standard variable rate loan, and interest rates rise strongly, then you will start to loose large amounts of money, and be forced to pay substantial sums from your own pay packet. 


Although you may pay a little extra for the fixed rate loan, at least you will be assured that the rate will be reasonable for several years to come. 


Remember, Kate, that if the profit from the property exceeds the loan interest, you make a profit, but if the loan interest is greater than the profit, you will loose money overall. 


As well as avoiding the risk of rising interest rates, a fixed-rate loan makes budgeting and planning much easier. 


The wise investor plans her expenses and income carefully. If you can secure a long term lease, and a fixed rate loan, then you can plan well ahead with relative safety. 


One final comment on loans. You may also choose to take out an interest-only loan, instead on a standard loan where the repayments cover the principal as well as the interest. 


The two loans are virtually the same for the first few years.


On a twenty‑year mortgage with fixed payments, the first few year's payments are virtually all interest. 


The final few years are virtually all principal payments, however this is irrelevant if you only keep the house for five or six years. 


Interest-only loans make the calculation of profit a little easier, as you only pay the interest on the loan and the principal remains fixed. A standard loan is like an interest-only loan, where you also make small repayments on the principal as well. 


You may wish to use this extra money in a different way in your investment portfolio. 


After all, you have specifically gone to the trouble to borrow money for investment, so it would be pointless if you just pay it back again in a short time. 


Overall, the choice is yours Kate, but I suggest that borrowing a fixed amount, and a fixed rate, and paying the interest only is a useful way to gear your investments and expand your portfolio.


John stopped to rest again, and breathed in the cool refreshing air. It was the perfect setting to teach, and the surroundings make him feel vibrant and alive. Had they been indoors, John doubted they would have come this far. 


His energy would have been exhausted long ago. Kate was still listening carefully, so he decided to continue.


"My next comment relates to the asset that you purchase with the borrowed money. All the examples I gave you related to property, as this is the most common example of gearing. 


Everyone who has bought their own home using a mortgage has geared an investment. It is just as possible, however, to gear with other assets as well. 


Borrowed money can be used to purchase shares, as another example. 


Shares have a higher return in the long run than property, but they are also more volatile. Whereas property prices tend to have sharp rises, and they stay steady or decline slowly, shares are subject to even sharper rises, but also significant drops. 


Because of this you should not gear to the same level in shares as you would with property. Anything from one to one up to about three to one is more than sufficient for gearing with shares. 


In fact, few bankers would be willing to lend you any more than this if the collateral was a portfolio of shares. In property, however, levels of ten to one are common. Some professional investors gear at ten to one or even twelve to one with shares, but this requires expert knowledge and nerves of raw steel."


The afternoon was growing old, and the sun was much softer now. Sunlight filtered through the huge trees in the park, and little shadows danced on the ground. It was John's favourite time of day, the late afternoon and early evening. He enjoyed the bright mornings and the wild winds during the middle of the day, but there was a gentleness to the soft evening light that appealed to him. The little children, with their excited games and high-pitched squeals had left for their homes, exhausted after an active day in the park. Soon they would move on to another topic, and then, perhaps, to home.


"One last thing on gearing, Kate. We should discuss some practicalities of borrowing. 


I touched on this subject when we discussed your personal finance, but this is a whole new ball game, as you will be borrowing significant sums of money to invest for a profit. 


First, we should recap the famous 'three C's' of credit and borrowing. 


This is a saying in banking and credit circles which covers the three main factors that lenders look for in potential borrowers. They are 'Cash flow', 'Collateral' and 'Character'. 


First and most important is the cash flow. Hopefully, the investment you are planning to purchase will produce an income of some description. 


Properties produce rent and shares produce dividends. 


If you are borrowing a modest amount, and using your own money for the rest, then the income from the investment may be sufficient to cover the interest on the loan. In this case, the lender will be fairly satisfied, and will have a quick check of your income to ensure that you have spare money in case something goes wrong. 


If you borrow a great deal, however, then the income may not be enough to cover the loan interest. In this case, you are in a 'negative gearing' situation and you will have to pay the extra amount for the interest from your job or other income. 


The lender will have a very close look at your income, to ensure that you have plenty of spare cash left over to pay the extra, and to cover the entire amount of interest if something goes wrong, like a period of time without tenants. 


This should not be a major problem, however, as you should have done this analysis for yourself already. If the lender is unhappy with your situation, then there is a fair chance that they are correct and you are taking an unwise risk. 


Second, we have 'collateral'. These are the assets that are used as security for the loan. In the case that you cannot continue with the loan repayments, the lender can sell the attached property or shares to recover the loan amount.


If you are borrowing a large percentage of the asset's value, or if the investment is something volatile like shares, the lender may be happier to see some extra assets as collateral. 


Having extra collateral will also help you get a lower interest rate, because the lender sees you as a low risk and so is willing to offer a low rate for the loan. When you apply for a loan, be sure to list the combined value of everything you can possibly think of, even items you couldn't or wouldn't sell. 


Finally, we have 'Character'. Lenders like to see a person with a stable history, without frequent changes in their jobs and homes. They like to see a steady income and assets in reserve. They like to see a sensible attitude, with a well-planned strategy. 


They look for a general atmosphere of commitment, stability and responsibility. This is the image that you must project. Remember, bankers and lenders are human, and they are trying to assess you based on very little information. If you can show the lender a carefully thought out plan, then you are more likely to get a loan, and your interest rate may be lower. 
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Once again, Kate and John had taken a long rest. The afternoon light had begun to fade, and the air had become quite chilly. It was late autumn now, and winter would soon be upon them. 


John looked forward to the sight of the pure white snow lying heavily on the tree branches, and children playing joyfully in their heavy winter coats. 


Even so, he was always glad when spring came again, and the young green shoots burst through the freezing snow, little sparks of life battling bravely against the fierce elements. 


All through the summer they would grow, until autumn came once more, and the seasons would give way to gentle warm afternoons and cool evenings.


"Kate," John said as puff of mist blew from his mouth, "we should be going soon. While we are still here, though, there is another important topic I would like to cover. This involves the planing and management of your investment portfolio."


Kate looked on in curiosity. Although she had little money of her own, after all these talks about investment she almost imagined that she actually had a whole range of different investments herself. Perhaps, one day, she would.


"Firstly, as I have said many times, the three primary investments are interest-bearing deposits, property and shares.


People invest in many other things, from gold to rare coins, but these all have problems


Later I will go through a few of the more common ones, and why you should avoid them. 


Their main flaw is their lack of income, which gives then no intrinsic value at all, apart from the desire of other people to posses them. Desire, as you well know Kate, can be a fickle beast. 


Overall, I very strongly recommend that you keep your investments to the three major sectors. Other investments can be profitable, but you can also loose your money and the only consistent long-term performers are the three major sectors. 


The only exception to this is where you have a serious hobby or career that earns money. You should treat that as a serious business, however, not as part of your investment strategy. 


Now, the starting point for your portfolio should be one third in interest-bearing, one-third in property and one-third in shares. If you keep to this, then it's almost impossible to go wrong. 


Over time you will be almost certain to make steady profits. Think of all the people you know who have lost money in investments, and I bet you that they never had anything close to this split between the sectors. 


Overall, they probably had their money in a single investment, or at least in a single sector. During different times of your life, you will want to vary the proportions in each of the three areas. When you are in the early and middle part of your life, you should be looking to build your wealth in the longer term. You should lean towards the long term, growth investments such as property and shares. 


If your income is strong, then you should also consider a modest level of gearing. Later in life, and after you have retired, income will become more important than growth, and you should lean towards the interest-bearing investments to provide you with a good income, and have less in property and shares.


Only do this when you really need to, though, as inflation and tax are usually much harsher on income-based investments than growth-based investments. 


Growth investments like property and shares are a good shelter against tax and inflation, and you should keep a substantial proportion of your wealth in these forms unless you have a strong need for income. 


I caution you, also, to always keep a minimum of 10 percent of your money in each of the three sectors. In this way, you will catch every boom in shares, property and interest rates, and make a profit from each. 


By maintaining a minimum of 10 percent in each sector, you will avoid many problems. 


Having money in short-term interest-bearing deposits will mean that you always have cash available when you need it, and having money in shares and property will protect your wealth from inflation and ensure you still have a decent income when interest rates fall through the floor. 


My next point relates to gearing. During the early and middle stages of your life, when you are building your wealth, I suggest you invest all your money, plus an equal amount of borrowed money. 


This is a modest gearing level of one to one. 


Take an example where you have 30,000 to invest. Ideally, should borrow another 30,000 for a total of 60,000. You could then invest 20,000 in interest-bearing instruments, 20,000 in shares and 20,000 in property. Depending on the opportunities that arise, you will not be exactly equal to one-third in each sector, but you should use this as a benchmark and be wary of moving too far away from it. 


On the subject of borrowing, some people would claim that you should take your money from the interest-bearing deposits and use it to pay off the loan. On the surface, they would have a valid argument, as the interest you pay on the loan would normally be higher than the interest you receive on your deposits. 


The difference between the two rates is the profit margin for the bank. However, there are several flaws in this argument. 


First, you would no longer have ready access to cash. It is essential to have a fair proportion of your wealth in an easily-accessible form, to handle any unexpected problems or opportunities that may arise. 


Second, this argument does not allow for the timing of the rises and falls in interest rates. You should always take out fixed interest rate loans when rates are low, and variable rate loans when rates are high. 


In this way, over time, your average interest rate can be lower than a person who simply uses a standard variable-rate loan. 


The opposite applies to deposits. When rates are high, put some of your money into long term deposits of a few years' duration. Not all of it, of course, as you may not be able to access this money until the term is completed. 


With some investments we will look at later, such as bonds, you can sell the investment and retrieve your money, but you will suffer a loss if interest rates have risen. 


Overall, then, I suggest your starting point should be using half your own money and half borrowed money, with one third in interest-bearing, one third in property and one-third in shares. 


This is a safe and secure long-term strategy. If you want to spend a little more effort and increase the returns, then we can incorporate a bit of contrarian thinking into our strategy. 


Read the papers, and you will soon get a good picture of what stage the three markets are in their respective cycles. You can decrease your investments in the markets that have risen strongly and are close to their peak, and increase the investment in markets that have had a rough time but are gaining steadily in strength. 


Perhaps you may want to move to 10 percent fixed interest, 30 percent property and 60 percent shares at one stage, and a few years later move to 20 percent fixed interest, 60 percent property and 20 percent shares.


Don't worry about how you would do this in practice, as it is quite easy and I will explain some ways to do this later. It is your choice, Kate, as to how much effort you want to put into managing your portfolio, and whether you are willing to increase your risk slightly by putting more money into some sectors and less into others. 


Whatever you do, as long as you keep substantial amounts in all three sectors then you can't go too far wrong. 


Now, I have some comments on diversification. We have spoken about spreading your money into the three sectors, but you should go even further and spread your money into several actual investments in each sector. Your investment in the stockmarket should be spread into at least three or four companies, as your investment in property should be spread into several forms of property investment. 


More on this later. 


Within each sector, there are a great variety of sub-sectors. Let's look at property first. We have 'residential property', with houses, flats and other residences, from inner suburbs to outer suburbs and low price brackets to high price brackets. 


Even here there is a great variety. 


Do not be fooled, either, into thinking that their prices all rise and fall together. 


Prices in each group are related, but they all rise and fall in their own different patterns. As well as residential property, we have 'commercial property' such as large office buildings, 'retail property' such as shopping centres and 'agricultural' property such as farms, orchards etcetera. 


Through trusts and companies, even the small investor like you can participate in all these different sectors. 


In the stock market, we have mining companies, both large and small, we have banks and insurance companies, manufacturers, oil companies, retail stores, service organisations and shares in every other type of business imaginable. 


The variety is endless. 


Overall, then, once you built up a reasonable store of wealth, say a year's salary, then you should invest it in a dozen different investments. Try and spread your money into the different sectors within the property market and the stock market, so that you have the widest spread of investments possible. 


Always, of course, always look for high quality, reliable investments. Avoid the speculative areas like small mining companies and new holiday resort developments. 


Stable, long-term performers are the assets you are looking for."


John paused for few deep breaths. They were progressing faster than he had expected, and there was still a substantial amount of daylight left in the afternoon.


"When you choose your different investments, don't simply consider the income and profit that they provide. You should also consider other factors. Try and balance out the risks, as we spoke about previously. 


If you invested in all three sectors in a foreign country, for example, then you would be heavily exposed to changes in the value of the dollar and it is unwise to be too exposed to any single risk.


Look for flexibility as well. Property trust units and shares can be sold in a single day, whereas a two‑year term deposit may be locked away for two whole years. 


Sometimes, the flexible or inflexible investments are not the ones that you may expect. 


Look for a mix of volatile and stable investments. Shares provide the greatest long-term profits of the three sectors, but they are also the most volatile. 


If you have a mix of investments, then you will benefit from the high returns, and you will not be forced to sell at a bad time as you will have access to money from other, more stable sources. 


The first thing you should do, Kate, is to make a list of your investments and your investment loans. Do not include items like a car or a boat, as these decrease in value and so they cannot be considered investments. Your family home, however, should increase in value and is most definitely an investment. 


Any loans that you use for investment should also be listed. This list is your investment portfolio, the assets and liabilities that are part of your investment strategy. 


Once again, only include items that will increase in value. Loans that you take out for a car, boat or other leisure and personal items should be ignored. 


They are not part of your investment strategy, they are part of your spending and your personal finance. 


As we spoke about earlier, loans for spending and personal items should be avoided as much as possible. The general rule is that if the loan is used to purchase assets that rise in value, then include this loan in your description of your investment portfolio. If you rent a home, then the process of listing your investment portfolio is relatively straightforward. 


You will have a list of assets that increase in value, and a list of loans that were used to purchase them. Your personal finances, which are separate from your investment strategy, contain all the assets that decrease in value, and the loans used to purchase those assets. 


In your personal finances, use loans as little as possible. Once you buy a home with a mortgage, however, the picture may become a little muddier. Your family home may be subject to special tax rules, and does not fall into the same category as an investment asset or property. 


Interest on investment loans in treated as a business expense, and so is tax deductible. Income from investments is added to your tax, interest on loans is subtracted, and you pay tax on the difference.


The difference is your actual profit, the increase in your wealth and the amount of money that you have available to spend. 


However, interest on the mortgage for your own home is not tax deductible, which means that you have to pay the whole lot yourself, rather than is being tax deductible.


The next result of this, is that if you have a very large mortgage, then the best investment you can probably make is to make extra payments onto the loan.


The quicker you reduce your loan, the more interest you will save. There is a flaw in this strategy however. 


If you channel all your savings into paying off your house, you have broken the golden rule of spreading your money around. 


You are completely exposed to the changes in property prices. Things may work out all right if prices rise, but if prices fall and you are forced to move for unexpected reasons, then you may loose all your hard-earned money. 


You will also, of course, miss out on any boom in share prices, which rise by thirty to 50 percent a year quite often. 


Overall, I suggest the following strategy for someone with a large mortgage and few other assets. Save every cent you can, and pay half the money on to the mortgage and invest the other half. 


While this may not be the optimum strategy from a purely mathematical point of view, I suggest that it is the best compromise between profit and flexibility. 


Now, let us consider a person with little or no mortgage on their home. 


What they have is a large property asset. This should be listed in their portfolio of investments, as it will increase in value and is probably their largest store of wealth. 


Along with their other investments, they will probably be heavily weighted towards property. 


When your portfolio is unbalanced, you should consider moving closer to the one-third split, with one third of your wealth in interest-bearing, one-third in property and one-third in shares.


A person who owns most or all of their home has a valuable asset, which can be borrowed against to invest in the other two sectors. They should do this, and move as close to the one-third split as possible, with half their own money and half borrowed money. 


Remember, Kate you should keep at least 10 percent of your wealth in each of the three sectors, and the closer you are to the one-third split, the more stable and reliable your profits will be. 


Now that you have a list of your investment assets and loans, you should list the income and expenses associated with each. 


Your main cost will be interest, particularly if you have taken out a large mortgage for an investment property. 


Most of you investments will produce income, such as rent from houses, interest on deposits and dividends from shares. Now look at the worst case scenario, where your sources of income dry up but your expenses continue. 


Should there be a fire in your investment property, for example, it may be many months before you have tenants in the property again and you are receiving rent. 


Companies may have a bad year, and may cut their dividends to a low amount or perhaps cancel them entirely. 


Fixed term deposits will provide guaranteed income for a period of time, but this does not last forever, and interest rates can fall dramatically.


Make sure that this worst-case scenario would not cause you serious problems. 


If it would, then you may have borrowed too much money and you should use some investments to reduce your debt. 


Now, looking once more at your income and expenses, make sure you are comfortable with the proportions. 


A person on a high income may choose to negatively gear, and keep a portfolio where the expenses are greater than the income. 


In retirement, the opposite applies and the portfolio should be structured to maximise income. 


In short, the level of income is dependent on two things. 


First, the greater the borrowing, the less income that is available to the investor, as interest costs will be higher. 


Second, leaning towards the growth investments, shares and property, will reduce income, whereas leaning towards income investments, such as fixed-interest, will increase income. 


Choose the balance that best suits your current needs. Look carefully at the possibilities, too, because in certain periods of history, particularly at the end of recessions, shares and property actually return more income than interest-bearing deposits, not less.
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Kate sat patiently on the park bench, watching the soft light flicker through the trees and the ducks swimming around on the lake. Spending time with John required a certain amount of patience, as he was a person who needed frequents rests from speaking, 


Somehow, Kate believed that it was not just his age that made him this way. When John spoke, he put all his energy and thoughts into the conversation. 


John was not a man who was prone to idle chatter. 


Everything he said, he meant, and when someone asked him a question, he thought seriously before answering. This could be frustrating at times, for Kate was a woman who greatly enjoyed conversation. Still, she had learnt to grant John his rests, and in some way she had even understood his words more deeply through having time to contemplate what he said.


John watched some small animals playing by the lake. Their fur was soft and their tails bushy, their faces petite and their claws sharp. They danced and jumped, rolled over, and played about with each other. It was a beautiful sight. John was very happy, relaxed and peaceful as he watched the little beasts scurry about. He wished there was no need to speak, but he had promised to help Kate, and their journey was only now reaching the point of practical advice. John had begun to teach Kate, in the hope of helping her improve her life, and he was not prepared to leave the job half finished.


"Kate," he said eventually, "there is an important topic which I have been considering, and now seems as good a time as any to bring it up. I wish to speak about protecting your wealth."


"Go on, John," Kate said with encouragement. This sounded like and important and useful topic.


"There are two aspects to protecting your wealth. 


First, we have the obvious risks such as theft, fraud, failed investments and legal conflicts. 


Secondly we have the ravages of inflation, tax and social change, which can whittle away your wealth as surely as the world's finest cat-bugler. 


Let me look at the second type of problem first, as the solution to these lies in the things that we have already discussed. There is a saying that is applied in many fields, from the intelligence of old people to the maintenance of industrial machinery. 


The goes like this: 'use it or loose it'. 


Kate, I cannot emphasise strongly enough, that if you simply sit on your wealth, and do nothing with it, then you will loose it year by year. Your saving and sacrifices will come to nothing. All wealth in cash or interest-bearing investments is subject to inflation. Although interest-bearing investments may return a profit at times, the combination of inflation and tax make it almost impossible to maintain the value of your wealth if it is kept in the form of cash. 


Before worrying about profit, your first battle is to ensure that you are not going backwards, and that your wealth is not actually reducing in value. The solution to inflation is to store your wealth in non-cash forms, such as ownership of assets like shares and property. 


As the saying 'use it or loose it' goes, only the person who takes an active approach to managing their wealth can hope to maintain and increase it. 


My next point relates to the risks of particular investments. When you consider an investment, try to determine who bears the ultimate risk if things go wrong. 


Sometimes it is obvious, in simple cases like owning a property, where you bear all the risk of failure yourself. Other times, however, the answer might surprise you. Sometimes institutions, such as banks, offer products like investment trusts to their customers. 


The investment product has the same name as the bank, but this can mean little more than coincidence. One would assume that the bank would guarantee the investment, but often this is not the case. In many cases, the investment is totally self-contained, and it could quite possibly fail while the bank was still operating profitably. 


With products offered though institutions, you should find out who is actually guaranteeing the investment if things go wrong. 


In some cases, no one really knows the answer to this question, and there have been lengthy court battles about which party is responsible for which parts of a failure. 


Needless to say, all the parties deny responsibility for the failures and refuse to pay the investors any money. This is not a major reason to reject an investment, but it is important to have your eyes open and be clear about what the risks are and where the buck stops if the whole thing falls apart


Now, on to the more practical aspects of protecting your wealth. 


As I have said many times, insure all your major physical assets. Insure your income with 'disability income insurance'. 


Always remember that your skills, labour and time are your greatest money-earning assets. Be organised in your business affairs, and keep records of everything that you do.


Some of us choose to have a relaxed and dis-organised attitude to our lives, but when it comes to money management and investment, self-discipline is essential. 


If an organised and business-like attitude is not taken then disaster has a ready foothold in the door. 


I have spoken about the need to be responsible for your own financial affairs, and the dangers of relying on someone else to manage these things for you. Many people have placed their entire affairs, records and papers with a trusted accountant or adviser, only to find that the person betrays their trust. 


Often the embarrassment and shame that they feel is even worse than the monetary loss itself. Even if the person is honest and trustworthy, they may make poor investment decisions or mistakes that you are not aware of. 


Always keep all records, receipts and decisions to yourself, never let another person do these things for you. 


All business transactions should be in writing, even agreements with family or friends. This may create a little embarrassment at first, but it is not necessarily a sign of mistrust. 


Recording agreements in writing ensures that everyone is clear as to what the agreement is, and what the conditions and rules involved are. 


Studies have shown that people often come to a verbal agreement, and both believe that they have agreed to completely different things. 


The only way to be clear, formal and organised about agreements is to put everything in writing. 


This brings me to a very important point about protection. Although it is important to put everything in writing, you must also be aware of how the modern legal system operated. 


The simple truth of the matter is that the famous quote, 'possession is 9/10th's of the law', has never been more true than in the modern world. 


Consider an example where a man has an old, broken down lawn-mower. His neighbour offers to repair it, and puts a great deal of effort into the repair and renovation task. 


Finally, the lawn mower is restored and in working order. Now, the dispute arises. The neighbour claims that the lawnmower is now rightfully his, as it was completely useless before and has been repair with his expense and effort. 


The first man, however, claims that the lawnmower still belongs to him, and the fact that the second man offered to fix it for free is irrelevant. Now, Kate, listen very carefully to what I tell you. In this situation, whoever has the lawnmower physically in his possession, has at least 9/10th's, that is 90 percent of the advantage. 


In the modern world, there is simply no way to settle disputes quickly and cheaply. 


For the average person, the legal costs are often greater than the amount of money being disputed. 


It can take years to settle even minor disputes. This is very, very important Kate. If something is rightfully yours, or you have a signed piece of paper that proves a certain fact, this is of limited use if the other person has physical possession of the item. 


Never give something to a person unless you receive a receipt at the same time. 


When you are trading something, try not to give anything away on the promise that the other half of the deal will be completed shortly. 


Even written proof is useless if the other person disappears. 


I do not wish to scare you, but simply to encourage you to be careful. 


Never be too trusting, and remember that the person who has physical possession of the money or item has a great advantage. Try and ensure that it is you, Kate, and not someone else who has this advantage. Once you have handed over the money, you have lost much of your power, so check out as much as possible before you actually sign on the dotted line."


John paused for a short rest. Kate looked a little pale, and he hoped he had not spooked her too much. 


It was important, though, that she did not reply too heavily on formality and legal rights, and understood the practicalities of dealing with people and getting what she wanted. 


If she was careful in her business dealings, then many nasty problems could be avoided.


"Finally, I can summarise the protection of your wealth in three basic rules. Manage your affairs yourself, be careful and cautious in your business dealings, and invest your money wisely."

