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John sat on the park bench in stony silence.


Autumn had long since passed, and winter had fallen on the park. Snow fell softly, and Kate pulled her coat tightly around her to keep out the cold.


Although the air was very cold now, Kate and John continued to meet in the park. Winter brought its own character to the park, and small animals scurried through the snow around the edge of the lake.


Eventually John spoke. His voice was very quiet now, and Kate worried that their discussions were talking a heavy toll on her grandfather.


"Kate," John said at length, "we have finally come the point of discussing specific investments.


First we have the interest-bearing investments. These are the most familiar investments to many of us, and the simplest to understand. There are a great variety of interest-bearing investments to choose from, but they are all essentially the same. 


You are simply loaning your money to a person or organisation, and receiving interest for doing so. Most of the money invested on an interest-bearing basis is done for a fixed term and at a fixed interest rate. 


This includes examples like a two‑year term deposit with a bank, or a three‑year government bond. This sector is often called the 'fixed-interest' sector, rather than the more general name of the 'interest-bearing' sector.


Fixed term investments fall into two categories. Firstly, there are the 'non-tradeable' deposits like bank term deposits. 


Once you commit your money to these investments, you cannot get it back until the end of the term. There are often clauses to allow the money to be paid out in cases of extreme hardship, but these are very rarely exercised. 


In general, once you have committed your money then it remains there for the full term of the deposit. This may cause you problems, as the term may be several years long and your circumstances may change unexpectedly. 


The other type of fixed term investments is the 'tradeable' contracts. This includes government bonds and company debentures. These investments may be treated in exactly the same way as a term deposit with a bank, and the money can be left on deposit until the term expires.


However, there is a way to get your money back early if you wish to. Although the party who originally borrowed the money, for example the government, will not pay it back early, you can sell the bond or debenture to another investor. 


In fact, there is an active trade in the major interest-bearing investments like government bonds. Institutions will often buy and sell ten-year government bonds on a daily basis, and may only keep them for a month or two, rather than the full ten years.


Bonds and other interest-bearing contracts are may be traded on stock exchanges, in the same way that shares are bought and sold. 


Your stockbroker is the person to talk to if you wish to sell some government or company bonds. There is an important issue that you must be aware of, however. 


Virtually all of these interest-bearing contracts have a fixed interest rate. Imagine that you invest in a ten‑year government bond with a 6 percent interest rate. A year later, you may need the money for something else so you decide to sell the bond to another investor. 


However, during the year, interest rates have dropped to 4 percent. You have in your possession a bond, a commitment from the government, to pay 6 percent interest for another nine years.


Since rates have fallen to 4 percent, investors would be very keen to purchase your bond. 


Because the rate on the bond is so high, they would be willing to pay more money for the bond than the amount you initially invested. 


As well as the interest you received during the year, you can actually sell the bond for a higher price than you paid for it, and make a profit. 


Unfortunately, the opposite situation can also occur. Imagine that rates have risen instead of falling. Your bond has a rate of 6 percent, but the new bonds being issued carry a rate of 8 percent. 


Investors will not be willing to pay the full 'face value' of the bond, which is the amount you originally invested, as they can invest the money at a higher rate by buying a new bond. 


You can, however, sell the bond for less that you paid for it. 


The bigger the change in interest rates, the larger the difference in the price. 


If rates rise strongly, then you may loose money overall, even after the year's interest is taken into account. 


Always remember, though, that it is your choice to sell, and you can always keep the bond until it expires and treat it like a normal bank term deposit."


John stopped talking to take a few deep breaths, and check that Kate was still listening. She was.


"It is also interesting to note, that if you purchase a fixed-interest bond or debenture, and later consider selling it, then you will make a profit if rates have fallen, rather than rising. 


When your money is deposited at call, you have a higher profit when rates rise and are high, rather than falling. 


There is another distinction between the different fixed-interest investments that I should mention. When we come to the practical aspects of investing your money, there are two ways the paperwork is handled. 


The first is called a 'bearer' investment, and the second is known as an 'inscribed' investment. The name 'bearer' comes from the fact that the bearer of the contract, in other words the person physically holding the paper, is the one who owns the investment. In this way, 'bearer' investments are like a cash note. 


If the note is lost or stolen, then you have lost your money. The contract simply states that the 'bearer of this contract will be paid a certain amount of money on a certain date.' 


If you invest money in this type of contract, Kate, I strongly suggest that you keep the paperwork in a secure place such as a safety-deposit box in a bank or a 'clearing house' which is created for this purpose. 


The second type of contract, 'inscribed' investments, is named after that fact that the organisation borrowing the money from you has 'inscribed', or 'written' your name down in a central register. Your name is recorded as the owner of the contract. The paperwork you receive is simply a record of the transaction, and has no value of its own. If the paperwork is lost or stolen there is no harm done, as you are still recorded as the owner of the investment. 


Shares in companies are recorded in this way. Now that we have covered some of the practicalities, we should talk a little about trusts. 


We have spoken about investment trusts, and how they can be used to pool investor's money together for investments such as purchasing a large office building. 


There are several types of trust that relate to interest-bearing investments. First, we have the 'cash management' trust. These trusts go by various names, but they are all designed for short term deposits of money. 


Interest is calculated daily or weekly, and often paid monthly. Some trusts even have chequebook and electronic transfer facilities. The investor's money is pooled together and invested in short-term fixed-interest investments, often ninety-day government notes. 


Contracts with a term of less than twelve months are often called 'notes', rather than 'bonds'. These trusts have been a great success, and rightfully so. They have low administrative overheads, in contrast to bureaucratic organisations like banks which must charge large amounts to cover their huge expenses. 


Cash management trusts allow the small investor to access interest-bearing products that are otherwise only available to professional investors and institutions. 


In theory, they are actually safer than a bank, as all the money is invested in very short-term, highly secure investments. Banks, on the other hand, lend out your money to the general public on long-term mortgages, and hope that their customers do not want their money back in a hurry. 


I recommend these trusts as a vehicle for storing your short-term cash, Kate, but of course you should never break the golden rule and put all your money in a single place. As well as 'cash management' trusts, you should also know about 'bond trusts'. 


As the name suggests, these trusts invest in bonds of varying terms. As they are a medium-term investment, there will be some fees to pay, but these are usually a minor expense. 


We discussed earlier how bonds may be brought and sold, and there is a very active trade in government bonds and other fixed-interest securities. Prices rise and fall on a daily basis, in line with changes in interest rates and expectations of the future.


The management of the trust will buy and sell bonds daily, in the hope of making a profit from movements in the prices. They also operate with many different types of bonds, and some trusts even invest in bonds from foreign countries. Overall, the managers of these trusts are reasonably successful, and you can often receive an extra one or two percent interest rate from investing in a bond trust, compared to buying the bonds themselves. 


Investigate the various trusts that are available, Kate, and you may wish to incorporate one or two as part of your portfolio. Although the underlying investments are highly secure, being guaranteed by a government, bank or large corporation, there is some potential for volatility in the returns due to the rises and falls in the value of the bonds. 


Overall, though, you can expect a steady return that is in line with current interest rates. One final point on bond trusts, and selling bonds in general, relates to the changes in interest rates. 


Obviously, when rates are steady and high, bonds will return high rates, and when rates are steady and low then bonds will return low rates of interest. 


However, we saw previously how a fall in interest rates leads to a profit on a bond. Because of this, when interest rates fall steadily over a long period of time, the profits of bonds and bond trusts will be boosted, and when rates rise steadily for a long period of time, the profits will be cut. 


The end result of this is that you should invest in bond trusts when rates are high. 


When they fall in the future, you will maintain a healthy profit from the investment."


Kate considered John's words. She had imagined that this would be the easy part, the discussion on interest-bearing investments. Like everything else John had described though, it was both simpler in principle and more complex in practice than she had imagined. "Go on, grandfather," Kate said encouragingly.


"I began with fixed-term, fixed-interest rate deposits, as these are the ones where most of the money is deposited, and most of the trading takes place. 


There are, of course, the more familiar, variable-rate products such as standard bank accounts. Any investment, Kate, where you earn interest, is simply a loan from you to another party."


This made Kate feel a bit better. Banks were something she could understand.


John watched his granddaughter, and he sensed the thoughts that were passing through her mind.


"I have mentioned several alternative investments, and there are some more we will cover in a moment, but don't panic Kate. I will tell you about all the major interest-bearing investments, but all you need to understand initially is how to put money in the bank."


Kate brightened significantly. Although it was true that she spent a lot more time taking money out of the bank than putting money into it, the concepts behind a term deposit and an ordinary savings account were things that she could readily understand.


"Interest-bearing investments are either for a fixed term, such as a term deposit or a government bond, or at call, like a savings account or a cash management trust. I suggest, Kate, that you initially use the banks, and keep some money at call and some money in term deposits. 


You should, however, investigate the other products over time as the interest rates are better and they are more flexible."


Kate was reassured now, and keen to hear what else her grandfather had to say. "Go on, John," Kate said with enthusiasm.


"There is another type of interest-bearing trust I should mention, but one which you should treat with caution. 


This is the mortgage trust. As the name suggests, money is pooled together and loaned out for mortgages on property. As there are large amounts of money involved, the mortgages are usually for office buildings, hotels and other large properties. 


I caution you with mortgage trusts because they suffer the same fundamental flaw as banks, but they have far less public confidence than banks to act as a buffer in hard times. 


The money is lent on loans with terms of several years, however investors require access to their funds at short notice. 


This problem, and some very shady operations, has lead to problems in some mortgage trusts. 


There are some good ones around, however, so you should not discount them entirely. Interest rates can also be good, as the risk is higher with mortgages than with government and corporate bonds and so rates are also higher. 


If you invest money in one of these trusts, make sure it is a small part of your portfolio and watch it closely. 


Look for a trust with slow but steady growth over several years, and managed by a reputable organisation with operations in other areas as well. This brings me to give you some special advice about trusts, banks and other financial institutions. 


Sometimes you will come across an investment or organisation that has had very rapid growth over the previous few years. Treat this as a strong warning sign Kate. 


In business, particularly in finance, there are ways that one can achieve rapid growth in the short term by sacrificing the long-term health of the company. 


This high growth leads to praise and large bonuses to the people running the organisation, and attracts many new customers. The public loves a winner, and people assume that a company that grows strongly is successful and good at what it does. 


Sometimes, this is true, but more often it is the result of some very damaging practices. A few years down the track, things fall apart at the seams and the management is long gone with their bonuses in their pockets."


Kate was intrigued, and listening carefully.


"I will give you an example from a manufacturing company. A successful man was offered the position of chief executive of a medium sized manufacturing company. 


The company was very profitable and had grown strongly over the past year. The salary was excellent, and the man was very pleased to be offered the job. He readily accepted, although it seemed too good to be true. 


Unfortunately, it was. When he began the job, the man was told that he would have a hard time filling the previous chief executive's shoes. 


Although the previous man had only been in the job for a year, he had greatly improved profitability and had left the company with the respect and thanks of the board. 


As he began learning about the company, however, the new man discovered the truth of the situation. The previous man had simply cancelled most of the maintenance on the machinery.


Maintenance is a major expense for a manufacturing company, and so the profits improved immediately. 


However, a year or two later, the machinery began to break down, and the company's most valuable assets were in a serious state of disrepair. 


By this time, however, the previous chief executive had moved on to greener pastures."


John turned to Kate. She was thinking deeply.


"This is an extreme example, Kate, but unfortunately this sort of thing happens all the time. In the finance industry, the most common example is the use of high-pressure sales methods to sign up as many clients as possible. 


This leads to rapid growth in the size of the organisation, but many of these clients are low-quality clients who can't pay their debts and don't have any money. 


The rapid expansion also puts a severe strain on the infrastructure of the organisation. Its training methods, management structure and personnel practices all go out the window in the mad flurry to keep up with the new business. 


The end result, Kate, is that organisations who have several years of very rapid growth often have several years of very difficult times afterwards, with shaky foundations and poor profits. 


If you come across an organisation that boasts of rapid growth, such as doubling in size over two or three years, then treat this as a warning sign, not an advantage. 


The best organisations and investments are ones that have consistent and steady growth, through good times and bad, rather than rapid expansion followed by problems."


Perhaps she was naive, Kate thought to herself, but she had not believed that people would be able to get away with the things that John was suggesting. His implication that it was not only possible, but actually common, was worrying. 


John's strategy of spreading one's money around was looking more sensible every day.


"If there is one rule of finance, one factor that has applied since the dawn of time, Kate, it is this: everyone wants to borrow money. 


Banks, governments, individuals, companies and every group you can imagine borrow money. 


There are limitless possibilities for people who want to lend their money in return for interest. Remember, though, that they all come down to the same thing. I will try and summarise the most common examples into a few categories. 


Governments issue bonds and notes, with wide ranging terms. Ninety days, one year, three years and ten years are common examples. These are fixed-interest, fixed-term investments, and are obviously extremely safe.


Banks offer accounts with money at call, and fixed-term deposits of various terms. 


Companies issue 'debentures', which are the same as bonds. These are fixed-rate, fixed-term investments. Bonds and debentures can be traded on stock exchanges, so you can retrieve your money early and make a profit or a loss. Companies also issue 'unsecured notes'. These, again, are fixed-term, fixed-rate investments. The only difference between debentures and unsecured notes comes into effect if the company fails and is liquidated. 


Debenture holders have first rights to the assets of the company to get their money back, and holders of unsecured notes may only be paid back after the debenture holders have been repaid. 


In other words, the holders of unsecured notes do not have any specific security from the company's assets. 


Because of the higher risk, unsecured notes have a slightly higher interest rate than debentures. Finance companies are in the business of borrowing and lending, and they also issue debentures and unsecured notes. 


Various other organisations, such as insurance companies, offer bonds and deposit-based investments. 


Investments in these different organisations are sometimes subject to special tax rules, so check this out carefully before deciding if they will fit into your portfolio. Finally, we have the trusts, the cash-management, bond trusts and mortgage trusts. 


These are all useful as part of a portfolio, especially the cash-management trusts. There is one final avenue of interest-bearing investment which you may like to consider. This involves lending money to family and trusted friends. Effectively, you are cutting out the middle man, which is the bank. This can cause tensions within relationships, and there is the risk that the person will be unable or unwilling to repay the loan, so this can often cause more harm than good. 


There are times, however, when the benefits can be very significant. If you do this Kate, then I suggest that you take a very business-like approach. Put everything in writing. 


Stress that this is not a sign of mistrust, but simply to make sure that the terms of the agreement are clear to everyone involved. 


This will help to avoid any tension and misunderstandings. 


Be clear about the interest rates, when the payments will be made, and set a fixed date for repayment. 


Never leave things open-ended, Kate, such as not specifying a date for repayment. This causes tension and embarrassment when the parties cannot agree on the repayment of the money."

PRIVATE 
5.2  Stock markettc  \l 2 "5.2  Stockmarket"

John’s voice was barely a whisper now, but he continued speaking.


"The time has come," he said, "to talk about the stock market in detail."


Kate grimaced. She had not been looking forward to this. Ever since John had identified the three major sectors as property, shares, and interest-bearing investments, Kate had been dreading the discussion on shares. 


She could understand a bank account, and there was nothing complicated about a term deposit. Property, too, was not too daunting, as she had bought her own home already, and the concept of buying a house as an investment seemed straightforward. 


Shares, however, were a mystery to her. She had always relegated the share market to the same category as mythical flying beasts and fairy stories, a place where spectacular profits and losses were made, and only the brave or foolish dared to tread. 


A place of mystery and intrigue, and a place best left well alone. She knew, however, that John would be the last person to accept this view, so she gritted her teeth and remained silent.


"On the whole," John said as his voice regained some strength, "the public has a very poor understanding of shares and the stock market. This is sad, as it is actually very simple in concept, and properly used will return good profits with high security. Let me dispel a few of the myths about shares for you Kate. First, the stock market is not just for the wealthy. In fact, it is far simpler for the ordinary person to invest in shares than it is for them to invest in property. If you saved one month's salary, you would have enough money to buy some shares and begin your investment in the stock market."


This surprised Kate a little, as she already had more than a month's salary put away for a rainy day, but she never imagined that she had enough money to be a serious investor.


"You do not need any great skill, knowledge or effort to invest in shares. If you simply spread your money into half a dozen of the best-known companies, the household names that you hear about every day, then you are likely to receive a good return over the long term. 


A little knowledge, however, may improve the returns and make your investments more secure, so I will describe the essentials shortly. 


Many people have the view that the share market is a gambling casino, where your chances of profit and loss are based on luck. 


This is completely false. 


There are two causes for this misconception. First, the prices of shares are subject to large rises and falls. At certain times in history, the value of shares has fallen by half in a single day. This is extremely rare, but it is possible. 


The simple solution to this problem is to invest in shares for the long term. 


If you spread your money into different companies, and are prepared to hold on to the investment for at least three to five years, then the peaks and troughs should smooth themselves out and you should make a consistent profit. 


In the long term, the majority of companies make steady profits and their shares increase in value. 


The second cause of the misconception about risk relates to the types of companies chosen. 


I suggest that you invest in large companies, with a long history of consistent profits. Large mining companies, banks and large manufactures are examples of these types of companies. Small companies have the potential for greater expansion, but they are also more risky. 


Choosing solid companies is a safer form of share investment, in comparison to speculating in the shares of small companies. For example, occasionally a small mining company will announce that they have made a new mineral strike. 


The company may have nothing more than a handful of employees and the mining rights to some land, but a mineral discovery could be worth millions. Shares in the company may go through massive rises and falls until it is clear whether the discoveries are valuable or not. 


Another classic example of risky shares involves high-technology companies. Companies will announce that they have made a major breakthrough, perhaps a new drug or a new industrial technique. 


Again, the share price will move through massive rises and falls until the true value of the discovery has become clear. Avoid these speculative companies, Kate, they are simply not worth it. Keep to the steady, consistent performers."


Kate was listening with interest. John had only just begun the discussion on shares, but already her dread was beginning to fade. There was a great deal that she didn't understand, but she had confidence in her grandfather to explain it clearly.


"Now that I have set the scene, let us begin at the beginning. 


What exactly is a share? 


Quite simply, if you own a share, you own part of a company. The more shares you own, the bigger the percentage of the company that belongs to you. 


In owning part of the company, you own part of the assets of the company, and you are entitled to part of the profits. 


In practice this means two things. 


First, each year the company will, hopefully, make a profit. It will keep part of this profit to expand the business, and distribute the rest to the shareholders, in other words the owners.


This is you Kate. 


Each year, or more commonly every six months, you will receive income from your shares. These payments are called 'dividends', and are your part of the profit that the company makes. 


Over time, if things go well, the size and value of the company will increase. Should you wish to sell your shares, then another investor will buy them. 


The price that he is willing to pay will depend on several things; the assets of the company, and the profits and dividends that it generates. Over time, these things should increase, and so the value of the shares will increase also. This, Kate, is the fundamental nature of shares."


Kate had to admit that it sounded simple. She was still not convinced, though, that this was all she really needed to understand.


"Let us spend a little time talking about what it means to be a shareholder. 


In theory, being a shareholder gives you the right to vote at the Annual General Meeting and exercise some control over the company. 


In practice, however, corporations in the modern world have become so large that the small investor like yourself has no control whatsoever. It would be quite common for someone like yourself to own 1000 shares in a company that had a total of five million shares on issue.


You can imagine, Kate, that your vote would be insignificant as a percentage of the total. In the modern world, companies are controlled by their board of directors and one or two large shareholders. 


The small shareholders have to live with their decisions. This means that you should read the newspapers and the annual reports of companies that you invest in, and if things start to look shaky then you should consider selling the shares. 


Now, I spoke before about how profits are distributed. A young company, or a company that is rapidly expanding, will retain a large part of its profits to expand its business, and distribute a smaller part as dividends to shareholders. 


Some companies even have a policy of not paying any dividends at all. In this case, the profits of the company will be reflected in your shares having a higher price, rather than you receiving income from dividends. 


An older and more mature company may pay out most or all of its profits as dividends, giving you a steady income stream and a smaller increase in the share price. By choosing the company, you can lean towards a growth investment, with little income, or an income investment with little growth. 


Finally, we have assumed all along that the company makes a profit each year. 


The word 'profit' means that the total wealth of the company increased, and generally means that its income was greater than its expenses. 


A company can also make a profit from increases in the value of its assets. 


Some years, however, a company may make a loss. This means that the total value of the company actually declined during the year, and may mean that the expenses were greater that the income. In this case, the company may not pay a cash dividend to the shareholders. 


The value of the shares will also drop, because the value of the company is less, and its future looks uncertain. 


Although many companies make a loss occasionally, this is not necessarily a serious problem. When a company makes a loss, this puts the fear of God into the board and senior management. 


They fear for their jobs and reputations. This normally leads to drastic changes, and many projects that are long overdue may be completed with impressive haste. 


This can greatly increase the health of the company, and within a year or two they are back to steady profits. 


When a company hits bad times, reading the press will give you an impression of whether it is a strong company that has been a victim of low prices for its products, or whether the management is abandoning the company like rats from a sinking ship, leaving a rotting hulk that is useless to anyone."


Colourful language, Kate thought to herself, but John painted the picture remarkably well.


"Finally, we look at the worst-case scenario. The company has been badly managed, it has borrowed too much and cannot pay it back, and the market for its products is in a coma. 


When a company cannot pay its bills, Kate, it is 'wound up'. The term 'bankrupt' applies to individuals, not to companies, but the concept is the same. Note that the critical point is whether the company has cash to pay its bills when they are due. 


A company may still have large assets, such as property, but if it does not have ready cash then it cannot continue to operate. Conversely, a company may have debts that exceed its assets, so technically it is worth nothing, but as long as it has cash to continue paying interest and bills as they are due, then it can continue to operate. 


The process of 'liquidating', or closing down a company works like this: first, the assets are sold. Then, all debts and borrowings are repaid. 


Finally, if there is any money left over, this is distributed to the shareholders. 


If, however, there is not enough money to repay all the debts, then the remaining debts are cancelled, and the shareholders are not required to contribute any money to repay the debts of the company."


Kate looked glum. She could not believe that John was suggesting that she invest money in something like this.


John watched his granddaughter, and the doubts on her face were obvious.


"We have covered the major rights of shareholders, Kate, and I have shown you the worst-case scenario. 


However, the good news is that it is rare for companies to fail, particulary large ones. If you restrict your investments to the larger companies, then you may go through your entire life without owning shares in a single company that is wound up. 


The price you pay for the high returns on shares, though, is a certain element of uncertainty and risk. It is this risk, and the laws of supply and demand, that guarantee that shares must return a higher profit in the long term than other investments. 


The risk can be managed by spreading your money into several companies. After all, the wealthy people who invest in the stock market can afford the best advice, and they wouldn't be doing it if it did not lead to even greater wealth."


A fair point, Kate had to admit.

"We have looked at the ownership of shares, and disposing of them. 


Now it is time to look at the beginning of the road, the acquisition of shares in the first place. There are two times when new shares are created. 


When a public company is first created, shares are issued to the public in return for cash. This process is called 'floating' the company or 'listing' the company. 


Sometimes, the company is completely new, and it then uses the cash to carry on the purpose that it was created for. This is often the case when an existing company wants to enter a new field, and creates a whole new subsidiary company to carry on this task for it. 


At other times, an existing private company will be 'floated', or converted to a public company. In this case, the cash contributed by the new shareholders is used to pay the existing private owners for the business. 


During the life of the company, there are times when a major opportunity exists to expand the business, but the company does not have sufficient cash to take advantage of the opportunity. At these times, the company may choose to issue new shares. 


This increases the number of shareholders, but it also increases the size of the company, due to the cash that is contributed to purchase the new shares. 


Overall, then, the effect on the existing shareholders is small. They own a smaller share of the pie, but the pie is larger. The company can use this new cash to undertake a major project and expand its business."


John stopped, as he tended to do from time to time, and rested briefly. Kate was still listening intently.


"New issues of shares are relatively rare however Kate, and a company will only issue new shares once every few years. A stable company, without major plans for expansion, may operate for many years without having a share issue. 


The other way to acquire shares is to purchase them from another investor. 


This is done through a 'stock exchange'. The stock exchange is simply a place where people can buy and sell shares with each other. In practice, the public does not deal directly with each other, but must go through a stockbroker. Stockbrokers have some similarities with real-estate agents, in the sense that they act as an agent between two parties. 


However, the stockbroker also handles the actual purchase and sale of the shares, and advises his clients on companies. All you need to do is telephone your broker, tell him how many shares you want to buy or sell, and he will make the trade for you. 


The cash you receive or pay is settled within a few days. Overall, is it an extremely simple process."


The more John explained about shares, the more comfortable Kate felt about them. It was clear that there were some risks involved, but then John was not suggesting that she commit the majority of her money to shares anyway. 


For the first time, the thought of investing in shares did not terrify her.


"Let us look a little at the factors that affect the price of shares," John said with renewed vigour. "Firstly, we have inflation. 


Inflation, as I have said before, is a phenomenon that affects cash only, not real assets such as buildings and businesses. 


If a company maintains its share of the market it operates in, then any increases in prices should also be reflected in increased share prices and dividends. 


The first factor that affects share prices, then, is inflation. 


Over time shares will rise in price to compensate for inflation. 


The second factor that affects share prices is the expansion, or occasionally the contraction, in the operations of the business. 


If the company grows and expands, increasing its share of markets and spreading into new markets, then the value of the shares will increase also. 


The shares represent a portion of the assets and profits of the company, and if the value of the company rises, then so will the shares. Sometimes a company will actually contract in size, and this leads to a reduction in the share price. 


Third, we have the earnings. This is the key factor in the changing prices of shares, and the reason why the prices change so drastically. People buy shares to receive dividends, and also so that the value of the company and the shares will rise over time. It is quite possible, however, for a company to make a profit of 100 million dollars one year, a loss of 100 million dollars the next, and then a profit of 100 million dollars the year after that. 


Contrast this with property, where rents only change by small percentages each year. 


As long as a property has tenants, then the rents are quite predictable from year to year, hence the greater stability in property prices. 


The earnings of companies, however, are much more volatile, and hence share prices are also more volatile than property prices. 


Large and diversified companies have the most stable earnings from year to year, but even these companies are subject to large changes in their profits as the economy goes from boom to recession and back to boom. 


There is one final factor that affects share prices Kate. This is the infamous 'popularity' factor, which I have mentioned previously. Popularity of investments tends to take some time to catch up with changes in their true value. 


After a recession, earnings and dividends will rise strongly, but it will be a year or two before shares become popular again and the rices rise accordingly. Prices may actually start to rise about six months before the profits increase, but the rises do not become strong and steady until there is a clear pattern of increased profits, and this may take one or two years. Towards the end of a boom, popularity reaches hysterical levels and people will continue to buy shares when the prices have risen well above their natural values. 


This often ends in cold water being thrown on the party by a crash in prices."


John was beginning to warm to his topic.


“The easiest was to assess the level of share prices is to compare the dividend yield of shares with the interest rates of cash deposits,” he said. 


“If interest rates are much higher than dividend yields, then share prices may be over valued. Conversely, if dividend yields are similar to interest rates, then prices are probably at sustainable levels.”


"There are a few other comments I would like to make, Kate, about investing in shares. Share prices are volatile. This is a fact of life, and one that you must take into account when planning your strategy. Never invest money in shares if you know you may need the money for something else in the near future. 


You must take a long term view when investing in shares, and be prepared to maintain your investment in shares for five years or more. 


You may change the companies that you invest in, but do not withdraw from the market completely if you have only recently invested and prices have fallen.


If you spread your money into many companies, as I have suggested, then you may have one or two that perform badly. Again, this is a fact of life that you must accept. 


The companies may not fail completely, but they may perform badly and their share prices may fall. All this, however, is the bad news. The good news, is that there are only two golden rules of share investment. 


First, invest for the long term, and second, spread your money into several different companies. 


If you follow these two simple rules, then your portfolio of shares will be safer than a bank, and far more profitable."


Kate was pleased. She had been afraid that John would venture into all sorts of complex terminology and strategies, but the guidelines he had given her were quite straightforward. Now that she understood more, she was feeling more comfortable about the stock market. 


"Go on, John," she said brightly. "This is very interesting."


Kate's grandfather smiled. He had been confident that her fears would pass once she understood how things worked, but there was always the slight element of doubt in the back of his mind that she would still not be convinced. 


John's confidence increased, and he continued speaking.


"I should tell you, Kate, a few of the terms used for describing the finances of companies. These are the basic methods used to evaluate companies, and compare them with others. 


You may not want to go into detail with this, but a basic understanding is useful. When you begin investing in shares, I suggest that you purchase a simple book on the stock market. This will explain the different terms used, and give you a better idea how to assess whether your companies are doing well or not."


"Which book should I buy?" Kate said with curiosity.


"The smallest one you can find," John replied dryly. "This is the one that will have the most useful information, and the least complicated rubbish. A simple guideline, I agree, but one I have found to be remarkably accurate."


John returned to the topic at hand, keen to continue their progress.


"When we have finished discussing the details, I will describe some trusts and other methods of investing in shares where you can avoid the complications of choosing companies yourself. 


You should still be aware of the terms though. First, we have the word 'equity'. The word 'equity' means ownership. This word is widely used in the financial world, in many different contexts. 


A company's money and assets come from two sources. First, there is the money contributed by the shareholders, and the money retained from previous profits. This is called equity, as it is the portion of the company that is owned by the shareholders. 


A company can also borrow money, which gives it the 'debt', its other source of money. 


This is the same as the gearing that I described for you Kate. Companies vary greatly in the amount of debt they have, but half debt and half equity is a good benchmark. 


Virtually all personal and company failures are related to borrowing too much money. 


A company that has a high level of gearing may return higher profits, but it also has a higher risk of failure. I suggest that you avoid companies that are highly geared. 


Newspaper articles will often discuss the financial health of the major companies, so you do not have to work this out for yourself. 


If a company is in the business of making plastic spoons, then I would prefer that it concentrate on making plastic spoons and leave the gearing arrangements to me. At least I can control it then, and I know what I am getting involved in. Gearing for companies is often expressed as the 'debt to equity ratio', and a company with a debt-to-equity ratio of three to one has borrowed three dollars for every dollar of its own money. 


Besides the 'debt-to-equity' ratio, another major statistic is the 'price-earnings ratio', often written as the PE or P/E ratio. You will remember, Kate, when I talked earlier about the yield on investments. A 100‑dollar investment with an income of 14 dollars per year has a 14 percent yield. 


When we are speaking about shares, the yield is often expressed in a different way. The 'price-earnings' ratio is the price of the shares divided by the earnings of the company. For example, a PE ratio of twenty means that the share price is equal to twenty times the earnings.


If a PE ratio is turned upside-down by dividing it into one, it becomes the “earnings yield”. This figure can be directly compared with the yield on other investments.


For example, a PE ratio of 20 is equivalent to an earnings yield of 5%. This is a very important statistic. 


As I spoke about previously, every investment should be considered on its merits, and the yield that an investment generates is one of the most important factors. If a share generates a lower yield than other shares and other investments, it may have trouble maintaining its share price and there is a risk of a decline in the price. 


Another important figure is the 'dividend yield'. This is the dividends that the company distributes, as a percentage of the cost of the shares. A dividend yield of 4 percent means that you will receive the same income from the share as you would from a bank deposit at 4 percent interest. 


However, a low dividend yield is not necessarily a bad thing, as the company may be retaining much of its profits to expand the business and increase the value of the shares. 


Look at the PE ratio, also expressed as the earnings yield, to determine if the share is over priced. Also look for a high dividend yield if a high income is important to you. 


Finally, read everything you can about the company, to get an impression of the quality of the company. In the long term, this is more important than the current figures. Remember, too, that the figures are generally based on previous profits and dividends, but what matters is the future."


John stopped for breath, and relaxed while Kate thought over the things he had said. She had been waiting for the technical part of the discussion, but it had not been as bad as she had expected. She could not remember all the ratios, but John had promised to summarise them later so this was not a problem anyway. 


Kate did not feel confident playing around with figures, but perhaps she didn't need to. If she read the newspaper reports, as John suggested she should, then they would analyse the companies for her. 


All she needed to do was understand the concepts behind the points the author made in his analysis, and she would be able to get an impression of the health of the company. 


Perhaps John was right, she thought. Perhaps a little reading on the subject would be worthwhile.


"This is going well, Kate," John said confidently. "I know it is new to you, but write it down tonight and read over your notes later. 


After a little thought and contemplation, the pieces will fall into place. When you choose companies, select companies from different sectors within the stock market. If you chose a major bank, a major mining company and a major retail chain, and buy shares in each, then you have already spread your risks significantly. 


Each of these businesses is subject to quite different problems, and while a recession would affect them all in some way, the risk of them all having major problems at the same time is far less that it would be with a single company. 


Now for the good news. 


You may choose to invest in shares directly, but it does require some attention to ensure that one of your companies has not run into major difficulties. 


This is not an onerous task, and an occasional check of the newspapers and the share price should be sufficient, but it is still a job which must be done. An alternative is to invest your money in a trust which then invests in shares. 


This minimises the effort involved, and spreads your money into many different companies. In addition, you have experts working full time to assess and choose the companies that the money is invested in. 


Overall, it is a good system, and one that many investors should consider. Many institutions offer these trust investments to their customers. 


Do not, however, be fooled into believing that you will get a higher profit because you have experts choosing the companies.


For some reason, these trusts rarely perform much better than the average share, and in fact some perform worse that a totally random selection of shares. 


Perhaps this is because the trust managers always look for short-term gains, attempting to make profits from changes in the share prices, or perhaps because the are so close to the day-to-day price movements that they forget the long-term basics. 


Whatever the reason, you should consider these trusts for their convenience, rather than hoping for superior performance. 


As well as the general trusts, there are also trusts that invest in certain sectors of the stockmarket. These include trusts that invest in small companies, trusts that invest in certain sectors, such as mining companies, and trusts that invest in the largest companies, often called the 'leaders'. 


Once you are familiar with the basics of share investing, Kate, it is well worth investigating these other trusts. 


Look for at least five years' consistent performance, without excessively sharp rises and falls. 


I suggest that you avoid any very new products. They always promise great things, and sometimes they deliver, but other times the returns are very flat.


On your search for trusts and other investment products, I suggest you restrict yourself to ones that have a proven track record, such as five years consistent performance. 


You may want to incorporate some of the specialist trusts into your portfolio, but restrict each one to a small part of your overall wealth. 


Finally, there are the international trusts. These trusts invest in shares of companies in overseas countries. 


There are always countries that are developing faster than your own, and overseas trusts can show strong growth, although they are often highly volatile.


Even a small investor like you can easily participate. Overseas investments are vulnerable to changes in the value of currencies, but if it is highly profitable investment then this will not be a problem in the long term. 


If the entire country is growing strongly, then its currency will rise and this boosts your profits even more. I suggest that you include an overseas share trust as a small part of your portfolio."
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Kate sat on the bench and looked out over the park. It was mid-winter now, and her breath condensed into a mist that floated away on the cold air as she breathed.

Children played in the snow and a thin layer of ice covered the lake.


She though over the past few months. She had never imagined that her request to John would lead her down a whole new path in her life. 


It had seemed a simple request, all she had asked for was a little financial advice from a respected and successful friend. Now, she had learnt so much that her life would never be the same again. It was more that just knowledge, too. 


Kate had begun to view things in a different light, to see success and failure differently and look at her life in a new way. John's message was deeper that just financial advice, it was a cry of hope, a belief in a better future and a happier life.


Kate thought back over the journey they had walked together, and she was suddenly infinitely grateful that her grandfather had taught her so much. She sensed that he, too, was happy in the task he had undertaken, and had gained something from their talks.


"Property," John said suddenly. "Today, Kate, we will talk about property. We have already covered the interest-bearing and stock market investments, and this is the last of the three major sectors."


Kate's grandfather made himself comfortable on the park bench, and settled down for a long talk. He was used to their discussions now, and while he had been nervous in the beginning, after all this time it had become second nature.


"When you invest in property, you are really investing in two separate things. You are purchasing land, and you are purchasing buildings. This is obvious, of course, but it is worth keeping in mind. 


Often we forget this, and speak about investing in 'a house', forgetting that the purchase price covers two things, the land and the buildings. 


This distinction will become important later when we discuss the assessment of an investment property. 


Depending on the location, a greater or lesser proportion of the cost is due to the buildings themselves. In an expensive inner-city location, for example, the cost may be almost entirely due to the land. The buildings may be almost incidental to the total cost of the property. 


In some locations, one can simply calculate the area of land, multiply by a cost for the area and arrive at an accurate price for the property. Beware of buying a beautiful house on a small area of land in one of these locations, as it may not hold its value as well as a poor house on a larger block. Remember, you can always improve the buildings, but you can't change the size of the land. 


In other areas, such as sparsely populated country areas, land may be very cheap. In these areas, almost the entire cost of a house may relate to the building itself, and the cost of the land may be minor. If you keep in mind the two factors, buildings and land, then the variations in prices between different properties becomes much clearer. 


Like all other assets, properties have value because they are useful to people. There are three main uses for land and buildings. 


First, we have farmland. I doubt that you will ever consider investing in a farm, Kate, but if you do, then subject it to the same evaluation that you would apply to any other investment. 


Look at the yield you can expect to earn, consider all the risks, learn about it and ensure that experienced farmers are managing the project for you. 


Rural investment is a specialised area and I would not recommend it unless you are experienced in this area, or you are simply a 'silent partner', contributing money while someone else does all the work. 


Besides farming and agriculture, the second use of land is for living space. When a person is lost in the wild and living in hazardous conditions, it is said that they can survive for three minutes without oxygen, three hours without shelter, three days without water and three weeks without food. This saying highlights the critical need for shelter and a place to live. 


More than anything else, it is this fact which gives property investment its fundamental value. 


The third use of buildings and land is for commercial purposes, such as office buildings, factories and shops. 


Let's spend a little time looking at the factors which affect the prices of property. 


There are four major factors which affect property prices. 


First, we have inflation. Inflation is a phenomenon which results in cash reducing in value over time. 


As a result of this the price of real assets such as properties and shares increases. Note that the actual value has not increased, just the price when expressed in dollars. 


It is a small consolation to own a property that has doubled in price if everything you want to spend the money on has doubled as well. The price of properties, then, tends to rise over time to compensate for inflation. 


The second factor is the growth in population. 


All prices are determined by supply and demand, and the demand for housing is largely related to the increase in population. 


If the population increases strongly, then demand for houses will rise and prices will increase. 


Population growth results from two things, the birth of babies and the immigration of people into the country and the area.


Country towns are particularly susceptible to large rises and falls in population. 


The third factor relates to the number of new homes that are built. This is the supply side of the equation. If there is a high rate of building, then after a few years there will be an excess of homes and prices will remain steady or fall. The excess of empty buildings is called the 'vacancy rate', and is a very important statistic when evaluating commercial property such as office buildings. 


A vacancy rate of 10 percent means that one in every ten buildings is empty. 


The higher the vacancy rate, the more buildings a tenant has to choose from and the greater the chance that rents and prices will fall. 


Finally, we have the fourth factor affecting prices, and one of the most significant. 


It is our old friend, popularity. 


Like all investments the property market goes through cycles in popularity, and these normally lag a year or two behind the true value of the properties. 


Properties are large and difficult to sell at the best of times, so forget about selling one in a slump if you can avoid it. Different areas also change in popularity, and the choice of location is one of the most critical factors in successful property investment. 


If you buy a property in an area that is increasing in popularity, then you may make large profits. The purchase of a property in an area of declining popularity, however, may prove to be a very poor investment. 


The best way to assess the state of the overall property market is to look at the rental yield on properties. If the yields compare favourably with the past and with other investments, then consider buying, otherwise leave it alone and wait."


John paused for a break. There was a great deal that he wished to tell Kate, and it was difficult to organise it into any sort of logical order. 


Perhaps, when he had finished, Kate would be able to look back over his comments and fit the pieces together.


"You have several options for investing in property, Kate. There is your own home, of course, and I will say a few words about that later. There are two avenues for property investment that I can recommend. 


First, you may buy a house or flat and rent it out. This has the advantage that you can choose the property carefully, and you can make improvements to it if you wish. We will speak about this shortly. 


The second approach is a property trust. You should avoid unlisted property trusts, as it is difficult for the managers to sell the buildings if there is a sudden rush of investors who want their money back. Quality listed trusts are quite safe, however, and have several advantages over owning property directly. 


Most important of all, is that you can invest small amounts of money, and withdraw it at short notice. 


Purchasing a house is a major step for the average investor. There are many heavy costs, and the property must be kept for many years to ensure a reasonable return. 


Property trusts allow you to avoid the work involved in managing a property, such as dealing with the tenants, maintenance and paying all the various expenses. 


Property trusts generally invest in large properties, such as office buildings or shopping centres. Although these sectors of the property market provide good returns, they also tend to be more volatile than the private residential market and you should be prepared for falls in values from time to time. Finally, there are the forms of property investment that I recommend you avoid. 


First, don't purchase vacant land. You will not receive any income from the investment, and the tax situation is normally against you. The value may increase over time, but you are better off owning land with a home on it or investing in something else so you can receive an income from your investment. 


Be wary of holiday houses or properties in unusual areas. Choose properties in popular areas where you can be assured that there will be many tenants willing to rent your property all year round. 


You can also build houses as an investment, and this has the potential for large profits. 


However, I caution you with two rules for building homes. First, realise that it takes quite a deal of time and effort to manage a project like this, and it will always cost more than you expect. 


Only do it if you can afford to devote a significant amount of time to the project. 


Second, don't do it when prices are flat. It is unlikely that you will make a profit once the building costs and interest are taken into account. 


Building can, however, be a profitable strategy in a strong and rising market."


John stopped speaking, took a few deep breaths and relaxed. Kate was listening to everything he said, and building up a picture in her mind of how to invest successfully in property.


"Next we have the assessment of properties. 


Let us assume that you have decided to buy a house and rent it out. In the real estate market, they say that there are three critical factors in successful property investment. 


These are 'location, location and location.' A trite saying perhaps, but one that is often quoted and one that illustrates the importance of the issue. 


Everyone needs a place to live. What is more, everyone must purchase this home from their wages and savings. This factor ensures that property, more that any other investment, should remain constant in real value over time. 


If the price of properties kept increasing for ever, then we would soon be living on the street because not-one could afford a house.


People do make great profits in property, however, and this is largely because the choose the correct area to buy in. 


Although the average price of a house may stay steady in real terms, some areas will increase in value and other areas will decrease in real value. 


By choosing a location wisely, you will have an investment that is in strong demand and commands a healthy price. 


This brings me, Kate, to explain two special features of property investment that are not found in other types of investment. 


They are both the result of the fact that properties are very expensive, and can only be purchased in large amounts, unlike fixed-interest or share investments. You will remember when we spoke earlier about gearing. I showed you how gearing increases your profits, and also increases your losses if things go badly. 


When you buy an investment house, it is quite possible to use your own money for 10 percent of the value, and borrow the other 90 percent. This is a very high level of gearing, of around ten to one. You would not dream of gearing to this level in any other investment. 


This high level of gearing is the first reason that good profits can be made in property. 


If the prices increase at a faster rate than the interest on the loan, then you can make large profits from a small outlay of cash. 


There is a second unique factor in property investment. 


Because of the large size of the properties and the loans, you are virtually forced to save a large percentage of your salary. 


The mortgage payments could easily equal one quarter of your salary, as an example. 


Imagine if you were to save one quarter of your salary, and also gear your investments at a level of ten to one. Under these conditions, almost anything you invested in would return a massive profit, assuming of course that the return on the investment exceeded the loan interest. 


When you consider you own home, the picture is a little more complex because you are avoiding the cost of paying rent, but the principles still apply. 


We have raised the location of the property as a critical factor. As well as choosing a suburb that is growing in popularity, look at the location of the individual property as well. Noise is a significant factor, and a property in a quiet location will always fetch a better price that one near a railway line or a major road. 


Good access to services like transport and shops is also important. The basic question you must ask yourself when you assess the location of an investment property is this: 'would I want to live there myself? Is it a good, convenient location and a good place to live?' 


This is the question that potential purchasers will be asking themselves when you want to sell. 


Having looked carefully at the location of the property, we come to assess the building itself. 


Choose a building that is of sound, solid construction. 


A building that is poorly built will cost a great deal in maintenance and have difficulty keeping its value. 


The building does not have to be exciting or inspiring, but as long as it is simple and solid it will maintain its value. 


This brings be to the second golden rule of property investment, after you have chosen a good location. 


This is the improvement of the property. You should improve the property you have purchased. 


Your building must be structurally sound when you purchase it, but it may be in a state of disrepair. 


It may need new carpets and a fresh coat of paint. This can be an advantage, as it is a chance for you to buy cheaply and improve the value of the property. 


In general, minor work such as paint and carpets that has a highly visible affect will pay for itself when you sell the property. It is essential to keep the property in a good state of repair. 


Major renovations, however, are another story. These come into the same category as new buildings. You should only attempt them if you can afford to spend considerable time on the project, and if the prices are strong and rising. 


You may not get back the cost of major renovations if you sell in a weak market when prices are low. When we consider improvements, Kate, you should be aware of the word 'overcapitalisation'.


Kate had been listening carefully, but she could not contain herself when John mentioned this word. "What the hell is 'overcapitalisation'?" she said is anguish.


John smiled. "A big word, I grant you, but the concept is simple. Basically it means that you shouldn't spend too much improving a property. If you buy a property in a poor area, and install every luxury feature you could ever imagine, then you will still not find a rich person who wants to live in that area and you will not get back the money you have spent on the house when you sell it. Now, you may ask, how much improvement is too much?"


"A very good question," Kate said with emphasised solemnity.


"There is another saying in the real estate market, Kate, and it goes like this: 'it is better to buy the worst house in the best street, than the best house in the worst street.'"


Kate pondered this, trying to understand what John meant.


"Listen a little longer, and the reason for this will become clear. When a person decides to buy a house, whether for investment or for their own home, they generally choose an area to live in first. This is critical Kate.


Before anyone comes and looks at your house, they have already decided that they want to live in your area. 


They know what price they expect the houses to be, and they know the size and features that they expect in their new home. 


This is where the improvement comes into the picture. If you want to be a passive investor, then you may choose to buy a property in good repair and simply maintain it. 


However, if you are willing to put a little more effort into your investments, then before you buy you should get a clear picture of the condition, size and facilities of the average house in the area. 


Then, look for a house that is structurally the same as the other homes, but is in poorer condition and with less facilities. 


Buy it, and then improve the house until it matches that same level as the other homes in the area. 


Do not improve it any further, as you will not get a good return on the extra money you spend. Remember that when you sell, the people coming to see your house have a fixed amount to spend, and this will be related to the average price in your area. 


This is what the saying about the 'worst house in the best street' means; you should buy in a good area, and choose a house that is in worse condition that the other houses, and then improve it to be equal to the standard of the area. 


Improving the property is the second golden rule of property investment, and one of the best ways to make money in real estate."


John paused briefly, but the wind was chilling to the bone and he was keen to continue talking.


"We have looked at the location of the property and the condition of the buildings. The third factor that you should consider is the yield that the rent would return. 


This is a very important factor. The best way to compare a property with other properties and with other investments is to compare the yield that you would get if you rented it out at the current market rental rates. 


Although there are many ways to compare a properly with others, the yield is the primary way to determine whether the property market as a whole is priced too high. If the yields on other investments, particularly shares and fixed interest, are higher than the yields on properties, then there will be limited scope for property prices to rise. 


Be very cautious at times like this. When you compare yields between investments, remember to allow for inflation and tax otherwise the comparison will be deceptive. 


Having considered the location, the condition and the yield, you decide that the price is reasonable and you decide to buy. Your problems have only just begun."


"Thanks for the encouragement," Kate said dryly.


"Only kidding, honey," John said a little red-faced. "If you are careful then you will avoid any major problems. Property investment is the most complex of the three investment sectors, and the expenses are the largest and most numerous. 


It does have, however, a good balance between profits and stability, and the ability to gear with property investments is second to none. Now we come to some practical aspects of owning a property. 


First, keep it in good condition and never neglect the maintenance. 


If you do, you will loose much more than the maintenance cost when you come to sell. 


Many people purchase a home to live in themselves, and few buyers are willing to pay high prices for a property in disrepair. If you wish, you may improve the property in the ways we spoke about. I mentioned the buildings, but never forget the garden as well, as a good garden can be inexpensive to establish and puts the whole house in a much more attractive frame. 


Now we come to the tenants."


John paused for several minutes, and his expression became thoughtful.


"I have never understood, Kate, why so many landlords treat their tenants so poorly. Perhaps, in some dark corner of their mind, it is a superiority and contempt born of fear. 


Although the tenants are probably far poorer than the landlord, deep down inside the landlords realise that they are largely at their tenant's mercy. 


The tenants are often their lifeline, and they are at their mercy in ways that few people understand. 


You will remember when I spoke about the legal system earlier. In the modern world, the legal system is of little use to the ordinary person. The person who has physical possession of an item has the great majority of the power. 


In the case of an investment property, this is the tenants. Make no mistake, Kate, if you have major problems with your tenants, then it will cost you a great deal of money to solve them. 


I doesn't matter if you are legally or morally right, and although you may win in the end you will loose money overall. I suggest that you take the following approach. 


First, determine an accurate rent for your property, based on the rents offered for other properties in the area. Then, reduce it by ten to 15 percent."


"Reduce it?" Kate said, confused. This seemed stupid.


"Yes, reduce it. Once you take tax into account, you will find that this makes a negligible difference to your overall profits, but it has several important effects. First, you will be greeted by an avalanche of people wanting to rent your house. 


Already you may be better off financially, compared to a landlord who goes without rent while waiting for a tenant. More importantly, you can now choose a tenant yourself from the hopeful applicants. 


Ask for references, and check them out carefully. 


Few landlords do this, but I believe it is essential. 


It used to be said that 'an ounce of prevention is worth a pound of cure', but it has been my experience in the financial word that an ounce of prevention is worth about ten tons of cure."


John was beginning to make his point.


"Choose a tenant with good references and a stable history. The lower rent will have other benefits as well. It is amazing how much more care the tenants take of a property if they feel they are getting a good deal, and the rent is more than fair. 


Let the tenants know that you are looking for someone who will stay for a long period of time and look after the property well, and you are willing to offer them a lower rent in return for this.


They may even be willing to paint or improve the garden, and make sure you encourage this and pay for the materials. 


It is every tenant's dream to have a landlord with this attitude. 


The harsh reality is that the tenants will be living in the property every day, and the condition of the property when they leave will be the result of how well they treat it. If the tenants leave the property in poor condition, then in practice there is little you can do about it. 


Anything that you can do to encourage the tenants to look the property well will pay for itself many times over in the long term. 


If the rent is a little lower than the market, this also encourages the tenants to stay for a long period of time. 


This saves you the costs and risks in changing over tenants, and encourages the tenant to see the property as 'home' and look after it well. Treat your tenants well, and they will be more likely to treat your important investment well too. 


Finally, you should choose a good agent to manage the property and the tenants for you. Do not deal with the tenants directly.


Agents have a wealth of experience is handling tenant problems, and they will look after the details of collecting rent and dealing with maintenance issues. 


They charge a fee for this service, of course, but this is money well spent and if you run into problems you will be very glad of their skills and resources."
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We have looked at the three sectors in detail," John said, "and a brief comparison of the three will be useful. 


First, we have the long-term profits from the three sectors. Interest-bearing investments have the lowest returns, property has moderate returns and shares have the highest long-term returns. 


This relationship does not always hold at a particular point in time, but historical records show a clear long term pattern in the profits from the three sectors. 


It is not only history, either, which shows us the difference in the returns, it is related to the fundamental structure of the economic system. 


Take property first. Everyone needs a place to live, and so the value of property tends to remain fairly constant in real terms over time. 


Some areas will increase, and others will decrease, and the growth in population tends to drive all prices up. Overall, however, the real value of property tends to remain stable or increase at a very modest rate. If it didn't, then people would soon be unable to buy a home, and the laws of supply and demand would ensure that prices returned to affordable levels. 


The very nature of property, then, tends to tie down any extreme increases and decrease in value. Always remember, though, that even if the price remains constant in real terms, an investment house will still return a profit from the rental income.


Now we look at the interest-bearing investments. 


One of the major reasons that money is borrowed is to purchase property. 


People would not borrow for investment unless the returns on the property were greater than the cost of the loan. Thus, in the long run, supply and demand for mortgages will adjust themselves so that the interest on loans is less than the returns on property. 


Because of this, we can be sure that over long periods of time the returns on interest-bearing investments will be less than the returns on property investments. 


This is a simplistic explanation, but history has shown that the principle does apply in practice. 


Interest rates are lower than the returns on shares and property in the long run, because the reason that money is borrowed in our economic system is to invest in business and property and make a higher return than the interest on the loans. 


Finally, we have shares. Shares, as we have already seen, have much more volatile prices than property. 


Given the choice between a volatile investment and a stable investment that both have the same returns, every sensible investor would choose the stable one. Because of this, volatile investments must return higher profits than stable ones. If they don't, then their prices will fall until they reach a level where the profits are greater than the profits from less volatile investments. Over time, then, shares must have higher returns than property. 


Finally, you can see that the relationship between the returns on interest-bearing, property and shares is built into the nature of our economic system. Examination of returns over more than 100 years shows that it happens in practice, and not just in theory."


John stopped to let Kate ponder his words. She was intrigued. Although she was not surprised about the investments that earned the higher profits, Kate had never considered why this actually happened. 


For all she knew, it was simply a coincidence, or a historical fact without any clear reason. John's explanation put the three sectors into a common perspective, and the relationship between the returns became obvious. 


"Keep talking, grandfather," Kate said with interest. She was enjoying their John's explanations.


"Next, we have the issue of volatility of prices. Shares are the most volatile of the three sectors, followed by property which is less volatile, and then interest-bearing deposits which have no volatility at all. 


Share prices are volatile because the profits of the companies vary drastically from year to year, and property prices are more stable because the rental income is fairly stable from year to year. 


Remember that the prices are largely based on the income and profits that the investment returns, and if the income changes drastically, then so will the price. One final point on volatility. 


We have discussed how some fixed-interest investments can be bought and sold before their term expires. Ten year government bonds are a classic example of this. The prices of the bonds, however, vary daily with changes in interest rates and expectations of the future. 


If you buy and sell bonds or other fixed-interest investments, Kate, then you should realise that the prices can be quite volatile. 


If you simply keep your deposits for the full term, as I recommend that you do, then the returns are fixed and the volatility is zero. The next issue I would like to canvass is the minimum amount required to invest in each of the sectors.


This is a significant issue for small investors such as yourself. Before we look at each sector, however, we should revisit our old friend the investment trust. 


By investing in trusts, the small investor such as yourself can invest in any sector she wants to. This includes a whole variety of specialist trusts that invest in particular sections of the different sectors. 


If you have saved a month's salary, Kate, then you should be able to invest in anything you want to by using a trust. 


This the first major advantage of investment trusts. 


The second, is the easy access to your money, which we will cover shortly. Now, the interest-bearing deposits. 


You can begin earning interest with a single dollar in a bank account, however the interest rates will be terrible. 


As you save more money and invest it, and your wealth grows, you will find that you will have access to higher rates of interest from banks and other institutions. 


Practically speaking, there is no minimum amount of money required for fixed-interest investment, but you will get higher interest rates if you have more to invest. 


Next we have shares. A single share is usually very cheap, perhaps costing only a few dollars. However, they are generally sold in small parcels, not as individual shares, so you should have a few weeks' salary saved if you want to buy some shares. Contrary to popular belief, all you need is a small amount of money to begin investing in the stock market, and a few week's salary for an average person like you is more than enough. 


Finally, we have property. Unless you use an indirect method of property investment, such as an investment trust, then property investment requires a large sum of money. The fees and expenses are high, and you would probably save a minimum of six months salary to buy an investment property directly. 


Even with this much cash, you would have to borrow a substantial amount. Be careful not to over-stretch yourself Kate, and I would not recommend buying an investment property directly until you have built up a substantial portfolio of other investments and you can purchase the property without stretching your budget or exposing your portfolio too much to the changes in property prices. 


Now that we have looked at the minimum investments required, we come to the issue of liquidity. 


This is the difficulty in selling your assets, or retrieving your money from an investment. Shares are easy to sell. The prices are quoted each day in the newspapers, so you know exactly how much your shares are worth. 


A telephone call to your broker is all that is required to sell your shares. With some smaller companies you may have to wait for a buyer, but the shares in the larger companies are traded so frequently that you will be able to sell them in a matter of minutes. 


Next, the interest-bearing investments. Money on deposit at call, such as a bank account, can be accessed at any time. 


Money in fixed-term deposits must be left there for the full term of the deposit. 


Because of this, I would not recommend any fixed-term deposits of more than a year or two, unless there is a facility for accessing your money early such as selling the investment to someone else.


 'Negotiable' investments, that is bonds and other fixed-interest investments which can be bought and sold, can be sold at any time to retrieve your money. 


However, the price of the bonds will change and you may loose money if you do not hold the investment for the full term. 


Properties may take several months to sell. In addition, the property must be sold as a whole. 


If you own shares, then you may sell some of the shares and keep the rest, but you must sell all or nothing of a property. 


There are significant costs in buying and selling properties, so it is something that should not be done frequently or without careful thought. 


Property trusts avoid this problem, and you may sell some of your trust units, and keep the rest. 


The units can also be sold at short notice, and the price is known in advance, in contrast to a direct property where the value can only be estimated. 


A disadvantage with property trusts is that you cannot improve the value of the buildings yourself. 


Next we will look at the issue of gearing. 


There is no point in borrowing money to invest in interest-bearing investments. In general, the interest you pay on the borrowed money will exceed the interest you earn on your investments. 


Although it is possible to make a profit from doing this, by borrowing at fixed rates when the rates are low and rising, and investing at a higher rate later, the difficulties and risks involved mean that you should not even consider this idea. 


You may borrow to invest in shares, but because of the volatility of share prices you should be conservative in this. I suggest that the average investor should not gear at more than three to one with shares, or in other words don't borrow more than three dollars for each dollar of your own. 


Even this is too much for some investors, however in the long term the profits can be very good. 


It is very common to gear with property, and to borrow substantial amount of money to buy properties. 


This is for two reasons. 


First, properties are so expensive that many people find it essential to borrow if they want to buy a house. 


Second, the prices of property are more stable than shares, and while share prices have large rises and large falls, the pattern in the property market is to have moderate rises, followed by steady prices or modest declines. 


The more stable the price of an investment asset, the higher the percentage of the price that you can borrow money for. 


Finally, the issue of cash flow. 


Interest-bearing investments generate income of one sort or another. 


Property returns rent, and shares return dividends. 


However, much of the profit from shares and property comes from the growth in the value of the investment, rather than the income that the investment provides each year. 


In general, interest-bearing investments provide the highest income, followed by property and then shares with the least. The opposite applies to 'capital growth', the increase in the value of the investment. 


Interest-bearing investments have no capital growth, property has modest capital growth and shares may have high capital growth. A word of caution however Kate. 


All these differences show up over the long term, but they may not apply over short periods of time, such as a year or two. It is possible, for example, for the dividends on shares to be higher than the income from fixed-interest investments at certain times. 


You should understand the relationships between the three sectors, but never assume that they happen to apply at the current moment. 


Always check out the current situation carefully when choosing your strategy. 


Sometimes, the investments that are the most appropriate for the current time are the ones you would least expect. 


This particularly applies to retired people living from the income from their investments."


John paused for another rest. He was a little breathless, and although he was more used to speaking now, his body was still old and he was easily tired. After a few minutes rest, his energy was restored and he continued.


"There is one important conclusion you should draw from this comparison Kate. 


There is no single 'best' investment. Everyone has a favourite investment, and the surest sign of an unwise investor is the person who speaks endlessly about the virtues of a particular sector, and denigrates the other two.


All three sectors have their strengths and weaknesses, and there are good times and bad times to be exposed to each of the sectors. 


The very question, 'what is the best investment?' Betrays ignorance and a lack of understanding of the nature of successful investment. 


Only by combining all three sectors in appropriate proportions does the wise investor guarantee steady returns in all circumstances, and secure wealth for the future."


Kate's face turned red. She was not going to admit it, of course, but this was the very question she had been dying to ask when she had first discussed finance with her grandfather. 


Luckily for her pride, however, she had remained silent and hoped that John would raise the issue himself.
"From time to time, Kate, you will meet people who have made large amounts of money by investing in a single sector. 


It is certainly possible to build wealth by concentrating on a single sector, although the risks are much greater. Overall, you will find that these people have several things in common. 


They were usually lucky with their timing, and bought assets just before a strong rise in prices. Second, they often invested substantial sums of cash, and rarely took into account all the money they poured into the investment when considering the profit they made when they sell. 


The profit may seem impressive, but the percentage return on the money they spent may be quite modest. 


Finally, these people often spend substantial time and effort on their investments. This time and effort increases the profits for any investor, regardless of the sector they choose. 


When you meet these people, Kate, the first thing they will do is try to convince you to do exactly the same as they have done. 


This boosts their pride and self-esteem and helps convince themselves that they have done the right thing. Resist the pressure Kate. 


For every successful investor who speaks loudly, there are ten unsuccessful investors who are saying very little. 


The strategies I have outlined are the safest and surest ways to wealth, and I strongly recommend that you keep to them.


 Invest in all three sectors, and you will not make money at the fastest possible rate, but your wealth will be secure and your returns will be steady and strong.
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"The world, Kate, is full of people who want to manage your money for you. 


They come with promises of expert, skilled management, high returns and secure strategies. 


Naturally, they charge a fee for their services. These people may be accountants, investment advisers or even institutions. 


The first class of managed investments we will look at are often called 'portfolio management services'. 


These are called various different names, but the basic operation is the same. 


All individual investments are owned in your name, but someone else makes the decisions on what to buy and when to sell. 


I suggest you avoid these services, even though many work well, because the benefits provided do not outweigh the disadvantages. 


I have spoken many times about the need to manage your affairs personally, and I cannot stress this highly enough. 


Your financial future is simply too important to trust to anyone else but yourself. Some people cannot be bothered managing their investments, and would rather pay someone else to do it. 


Others suffer from a lack of confidence, and believe that only an expert can invest their money successfully. 


Both these attitudes are highly dangerous. Even if the person or institution you choose to manage your affairs is trustworthy and successful, and many are not, then they can never fully understand your needs and plans. 


You will find, too, that the person you deal with may change often and there will be no continuity in the investment strategy over your lifetime. 


Surprisingly, wise investors generate the same returns as professionals, and in many cases better. 


Ask yourself this, Kate: if the person you are considering to manage your money was really an expert in the field, then why would they be working for you, instead of lying on a beach somewhere with a fortune in profits in the bank? 


The very fact that they need to manage your money to earn a living, means they are probably not successful in managing their own. 


The sad fact is that many people who make their careers in the financial field are very unwise investors, and often produce poor results for their clients. 


People performing this task for you as employees of institutions may be paid a fixed salary, and the success or failure of your particular investments may have little impact to them. 


This does not mean, of course, that you should not seek the advice of professionals on the details of an investment, but it does mean that you should choose the overall strategy yourself. 


Now, there is a second class of managed investments that we will look at. 


In these investments, you make a single payment or group of payments and this money is invested into the different sectors. 


This can be done in several ways, through banks and insurance companies, and through trusts and investment managers. 


From your point of view, it is a single investment, however the money in spread into the different sectors. 


In some products, you can choose the spread yourself, but in others the manager of the fund makes the decision for the investors. 


These products have certain advantages, however there are pitfalls as well.


On the positive side, this is probably the simplest way to invest in a variety of sectors. 


The paperwork is simple, the legal and tax considerations are fairly straightforward and you usually have access to your money at short notice. 


There are two primary disadvantages. 


First, there will be fees involved in the exercise. No-one performs any business service for nothing, and you will be charged money for the service, in one form or another. 


You may even pay fees to the manager, and more fees again on the purchase and sale of individual investments within the fund.


In this type of investment, it can be very difficult to determine who gets a cut of your money, and how much of the money actually goes into profit-producing investments for yourself. 


The second disadvantage is the lack of control. You cannot, for example, choose your own shares or buy a property and improve its value. 


In some products you can vary the proportions among the three sectors as conditions change, but this can be cumbersome and expensive. 


The lack of control limits your potential profits. 


Overall, some of these products are quite good, and you may wish to consider investing some of your money in one of them. 


However, do not break the golden rule, and never put all of your money in one place. This includes never putting all of your money with one institution, person or management company, even if the underlying investments are spread around. 


One final point on institutions and management investment funds Kate. 


There are only three major sectors, property, shares and interest-bearing. 


All your money is invested in these sectors, the only question is how many middle-men there are between you and your investments, and how many people get a cut of your money. 


If you deposit money in banks, then the money is loaned out for loans so you are effectively investing in the interest-bearing sector. 


If you invest money with an insurance company, then the money will be invested in shares, property, and fixed-interest so you are indirectly investing in these sectors. 


All investments, including money deposited with institutions, eventually ends up in one of the three sectors. 


This brings me to discuss a much-maligned term in the investment field, the word 'guarantee'. One of the oldest tricks in the book of unscrupulous sales methods is to give naive investors the impression that an investment it guaranteed in a particular way, when in fact it isn't. 


Some people even tell blatant lies on this issue. When you see the word 'guaranteed' in relation to an investment, be extremely sceptical. Often it is not what it seems. 


The guarantee may last for a specific period of time, or only apply in certain circumstances. 


The next question, of course, is who is actually offering the guarantee. Often there is an implication that the government is guaranteeing the investment, that the money is legally protected and cannot be lost. This is almost always false. 


Usually the term 'guaranteed' means that the institution offering the product has promised to give a certain return, or promised that the value of the investment will not actually decrease. 


This is of no use, however, if the institution itself fails. A 'guarantee' in these circumstances means nothing at all. When you see the term 'guaranteed' applied to an investment, Kate, investigate the true nature of the guarantee. 


Find out who is providing the guarantee, whether it be the institution itself or perhaps a parent company. 


Ask for a confirmation of the information in writing. Overall, I would tend to ignore the term 'guaranteed' completely, as it often has little meaning in practice. 


In fact, it may even be a disadvantage, and this brings me to the final point on guaranteed products. 


There is no such thing as a free lunch in the investment world, and if you want something then you have to pay for it. If institutions offer a guarantee, then they must put aside money to support the guarantee in case things go badly. 


This reduces the returns on the investment, and so your returns may be reduced because of the need to fund the guarantee. 


Indirectly, you pay for the guarantee, and the long term returns on a guaranteed investment will generally be lower than the returns on an equivalent non-guaranteed investment."
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John and Kate sat in the park, as they usually did on a Sunday afternoon, and watched the huge green trees sway in the wind. The wind was icy cold, and they both held warm coats around themselves as shelter from the wind.


After they had rested, relaxed and soaked in the peaceful feeling of the park, John returned to the subject of finance once again.


"We have covered the three major sectors now, Kate, and I have also made some comments on the benefits and pitfalls of managed investments. There are a few other issues that we should cover before we move on to the next major topic for discussion. 


First, I wish to talk about an investment product that works in the opposite way to most investments. 


These products go under various names, such as 'annuities' and 'allocated pensions', but they all have the same basic nature. Imagine that you have a large sum of money, and you wish to live from the income that the money generates when invested. 


Most people in this position are elderly people who are entering retirement. 


You can give this money to an institution, usually an insurance company, and they will invest it for you and pay you a regular income, derived from the profits on the investments and part of the original capital. 


When we spoke earlier, Kate, I recommended against having someone else manage your investments, whether it be an individual or an institution, as I believe that the fees and restrictions outweigh the benefits. 


Annuities, however, are an extremely useful method of investment for retired people.


 All the investment issues are handled by the insurance company, and the investor simply receives a payment each month in the same way as a salary payment. 


Additionally, there are many options that the investor may choose from for his annuity. The payments may be fixed, or automatically increased each year in line with inflation. 


The annuity may operate for a fixed period of time, or last for the whole lifetime of the investor, whatever that may be. 


Although the wise investor can manage his investment portfolio competently, the payment of a regular salary from a portfolio of investments is far more complicated. 


It takes a great deal of effort and calculation to determine how much of a salary the investor can afford to draw from the capital invested, and how long the money will last. In the case of annuities, Kate, I suggest that the convenience and benefits outweigh the disadvantages. 


Never, of course, give your entire life savings to a single institution. 


I also recommend that you keep part of your wealth in other forms and manage it yourself. 


This will give you ready access to money when you need it, and alleviate the risk of problems due to mistakes or accidents with the annuity. 


Remember Kate, that the aim of the wise investor is to protect herself, and reduce her vulnerability in any situation. 


If you deposited every cent you had into a single annuity, then you would be very vulnerable if there was a problem with your payments. 


There is one final advantage with annuities, and one that only a life insurance company can provide. This is the sometimes called a 'lifetime annuity', and it means that the insurance company agrees to take your money and pay you a certain income for the rest of your life, regardless of how long you life. 


In this case, there is no need to fear that the money will run out, as the payments continue for as long as you live.


If you only live a short time, then the insurance company would do well, and if you lived a long time then they would make a loss. 


When their returns are averaged out over their clients, however, the company makes a profit. 


This is an excellent idea, as you have the security of knowing that you will have an income for as long as you live. 


One of a retired person's greatest fears can be running out of money. 


With a lifetime annuity, however, the person is better off financially the longer they live, in contrast to the usual sad case where the longer they live, the poorer they become."


Kate thought carefully about John's words. The annuities he described did sound like a very convenient idea, and she made a mental note to investigate them more thoroughly when she came closer to retirement herself.


"The next topic I would like to investigate is 'superannuation'. Again, this goes under several names, but they all relate to money that is saved for retirement. 


In order to encourage people to save for their retirement, the government offers tax advantages to people who save money in superannuation. 


However, the disadvantage is that you cannot spend the money until you retire, and your control over the investment of the money may be limited. 


The first thing to realise about superannuation is that it is simply a form of investment, nothing more and nothing less. There are several special features that distinguish superannuation from other investments, but fundamentally it is simply saving money and investing it until retirement. 


The money that is deposited in a superannuation account is invested in the three major sectors, in the same way as any other investment.


This money is then used to support you during retirement. 


The first special feature of superannuation is the taxation treatment. This can be complex, but the key point is that the tax is less than the tax on other investments, and there are various benefits and reduced taxes to encourage people to save. 


When we looked at investments earlier, I stressed the importance of tax in determining the overall return. 


However, I also stressed that investments must be of a high quality and good profitability on their own merits, without taking tax into account. 


All money contributed to a superannuation fund is invested in some way. If it is invested in a sector that provides low returns, such as the fixed-interest sector, then it may be possible to get higher returns by investing the money yourself, rather than putting it into a superannuation fund, even after tax is taken into account. 


The second special feature of superannuation is the rules relating to the spending of the money. In general, the purpose of superannuation is to save for retirement, and it will be difficult or impossible to spend the money any earlier. 


This is the primary disadvantage of superannuation. We all have times in our lives when things are particularly difficult, and some extra money could put us back on our feet. I have seen people with huge amounts of money in superannuation, but struggling to survive because they have little cash that they can actually spend. 


There is a risk that I have not mentioned which applies to all investments, but it is critical to superannuation. This is the risk of changes in the law and tax rules. 


No one can predict the future, and there will be times when the government will change the rules so that a good investment that you have made becomes a poor investment. 


There is little you can do to avoid this, except to spread your money into different investments. Since the money in superannuation is locked away for up to fifty years, the rules can change many times over this period. 


On balance, Kate, I suggest that you avoid superannuation in the early and middle stages of your life. You should save, invest and build your wealth in the other ways that I have described. 


You must always keep control, and be flexible and ready to adapt to changing circumstances. 


This is the best way to ensure a secure financial future, including your retirement. 


As you approach retirement, say within the last ten years of your working life, then you may wish to consider transferring money into superannuation schemes to gain the benefit of the tax advantages. 


You should still control the money as much as possible, and choose a superannuation scheme that gives you choices as to the sectors that your money will be invested in. 


There are benefits to superannuation, Kate, but you must always remember that the wise investor keeps control of his money, and builds his wealth for his future security, and superannuation is only one tool to be used within an overall strategy."


Kate had often thought about her retirement, and indeed the fears of being old and poor had been one of the driving forces that had brought her to speak to John in the first place. 


After all their talks, however, she was not afraid any more, and she began to view her investment options in a logical and objective way. Superannuation, she now realised, could be a part of her portfolio and her investment strategy, and was an investment that would be examined on its merits at each stage of her life.


"Now," John continued, "we come to an investment product which has trapped many people, and been a factor in many struggles and financial disappointments. 


I am speaking about savings plans. People use savings plans for many purposes, but especially for saving for their children's education. Any investment which is offered by an institution, where you make small regular payments over a long period of time falls into the category of investments I am examining here. 


You should avoid these plans completely Kate. They usually have very high commissions and expenses, they are inflexible and it is almost impossible to calculate the real rate of return that you are getting, to compare it with other investments. 


Remember, too, that some of these expenses are justified.


One of the reasons the institution charges you fees is to cover the cost of administering the investment. 


It costs them the same amount of money to process a payment of one thousand dollars as it costs them to process a payment of one hundred dollars. The person who makes ten payments of one hundred dollars is costing the institution ten times as much in administration costs as the person who makes a single payment of one thousand dollars. 


Eventually, in one way or another, you are the person who pays these costs. 


You must save a regular amount from each pay packet, and invest it wisely. 


Some people claim that they do not have the self-discipline to do this, and they need to have the regular demands of a formal savings plan. 


Unfortunately, Kate, these people are doomed to financial failure. It can be difficult at times, but it is essential to have a certain discipline when saving. 


If you carry out the ideas that I gave you earlier, then you will be able to save substantial amounts without missing out on your personal pleasures. 


However, you must still be willing to live within your means. 


If you find that you are unable to save steadily, then you must do two things immediately. First, you must reduce your expenses. 


This involves planning ahead to purchase things more cheaply, and at the end of the day you may have to spend less on your non-essential activities and purchases. 


The second step is to take action to increase your income in the future, such as learning new skills or studying. 


You do not need to suffer to save, Kate, but you do need some self-discipline and a desire to improve your position. 


Without it, you will surely fail. Remember, though, that it is your own choice, and if you have a strong desire to improve your position then you will be able to save."


John's words seemed a little harsh, Kate thought, but then he was clearly right. She had used some of these plans herself when she was younger, and although she had made many contributions, when she finally received the money back it hardly seemed worth it.


"Now we come to examine a few miscellaneous investments. 


Although there are only three major sectors, there are an endless variety of investments built around them. 


There are also investments outside the three sectors, which I will examine shortly. 


We have spoken many times about investment trusts and products offered by institutions, and there have been some very strange investments launched from time to time. 


I suggest you examine these investments in the usual way. Look at their yield and their risks, and write down the basic nature of the investment in a single sentence. 


Once an investment is reduced to its bare essentials, it becomes much clearer and easier to understand. One example of an unusual investment is an 'ethical investment share trust'. This is a trust that invests money in shares, but the manager chooses companies that perform in line with current social concerns and take an 'ethical' approach to business. 


This is a difficult term to define, and in practice the choice of companies is determined by the opinion of the managers. 


However, they have certain rules and will reject companies completely if they operate in certain areas which are considered irresponsible and socially undesirable.


Other trusts include the 'manager's selection', a type of trust where you contribute your money, and the mangers of the trust invest the money in anything they think is worthwhile at the time. 


There are enumerable examples of unusual investments. On the whole, I suggest that you keep to the simple, tried-and-true investments in the three sectors. You may wish, however, to include some of these investments as a small part of your portfolio."


John paused, exhausted from speaking. Even after all this time he was still not accustomed to speaking for long periods. It was a skill he had never mastered, being a person who preferred to listen than to talk. At least, be mused to himself, he had learnt a great deal by taking this approach. After a few minutes rest, however, he felt invigorated and felt an urge to move on. As usual, they had covered a great deal of ground, and John was enjoying speaking.


"We have covered most of what I want to say about specific investments. 


There are, however, a few other investments I would like to discuss. I will choose some of the more popular investments that I believe you should avoid, and explain why. 


First, we have gold. 


Gold has been used as a store of wealth since the earliest days of civilisation. It has always been in demand for jewellery and ornaments because of its rarity and beauty. Gold is one of the most chemically inert metals, it does not rust and will not react with most substances. 


A bar of gold will still be a bar of gold in a thousand years. The only other possession a human being can have with this longevity is ownership of land, but even that is at the mercy of changing social systems, governments and laws. 


Gold, however, remains gold. Let us now consider the price of gold. 


This is subject to two things, the same as every other price in a market-based system. The price is subject to supply and demand. The demand is based on the demand for gold for jewellery, and also the demand for gold for industrial uses. 


The supply is dependant on the amount of gold produced from mines. 


Here lies the great risk in the price of gold. If mining technology improves, or major new gold deposits are discovered, then the production of gold will increase and the price may fall. 


Gold is often described as a hedge against inflation, and this is true in the sense that any form of wealth that is not based on cash is not subject to inflation. 


However, there are two fundamental flaws in the use of gold as an investment. 


First, it does not produce any income. You should reject it immediately for this reason, as it is simply not worth using your money to purchase assets that don't produce an income. 


The second flaw, is that the price is dependant on the supply and demand, and if the supply increases then the price may actually decrease in the long term."


John paused, resting for a few moments, then continued.


"This brings me to another class of investments that naive investors often choose, and an area where I have seen many people loose money and almost none make real profits. 


These are the art and collectibles investments. Paintings, antiques, handmade rugs, rare coins and sculpture all fit into this class. 


Kate, on this issue there is only one conclusion I can come to. Forget about these investments completely. 


They produce no income, which is their first fatal flaw. 


The lack of an income means that they have no intrinsic value. 


Second, the prices are highly subject to fashion and changes in public taste, and these factors are fickle and unpredictable. 


Third, it requires expert knowledge to properly select items and care for them correctly. 


Fourth, they are subject to physical deterioration and damage. 


Overall Kate, these investments may seem seductive, and many people will sing their praises, but for the average investor it is simply not worth it. Implement the strategies that I have described, and your wealth should steadily increase."
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"Now that we have covered the specifics of the main investments," John began, "there are some other issues I would like to raise. 


Actually, I use the word 'like' very loosely here Kate," he said with a grimace.


"We should talk a little about insurance. This is a topic that few of us find interesting, but it is an essential part of financial success and security so it deserves some attention. 


Consider the policies and products offered by life insurance companies. 


These companies offer two basic services; insurance and investment. 


Some policies have an insurance and an investment component, and others only have one or the other. 


Pure life insurance is often called 'term' insurance. 


This is similar to insuring your car or house. 


You pay the premium, and you are protected for a specific period of time. If you die within that period of time, then your dependants or your estate is paid a certain amount of money. 


The concept is quite simple. 


The premiums are dependent on your age, which in turn is related to the probability that a person of your age will die within the period of cover. 


For a young or middle‑aged person, the premiums are quite reasonable. 


This type of insurance is essential for a person who has dependants, such as young children. 


If anyone is financially dependent on you, then you should have life insurance. 


Some life insurance policies also cover you against being permanently disabled, but the definition is very strict and you must suffer horrendous injuries to qualify for this condition. 


Payments are rarely made under these clauses so don't rely on it to protect you against illness and injury. 


This insurance simply covers you for the unhappy chance of a fatal accident or disease. 


The next question, of course, is how much cover you need. If you have young children and few assets, then I suggest that insurance equal to three times your salary would be appropriate. 


This may sound like a fortune, but if the person who raises the children after your death was to invest this money and use the income for the children, then it would still be less than the income you provided when you were alive. 


Some will suggest that more or less is appropriate, but this is a good place to start. Insurance companies also offer many investment products. The variety is quite wide, from products that allow you to choose the underlying investment sectors to ones where you have no control at all. 


Some of these products are quite good, but remember that you are paying substantial fees to the company for something that you could be doing yourself. 


Some policies combine insurance and investment, such as the famous 'whole of life' and 'endowment' policies that were popular in earlier times. 


Unfortunately, the fees in many of these policies are hidden within a single premium amount, and it is almost impossible to calculate the return you are getting on your investment. 


I suggest you avoid these type of combined policies and handle your insurance and investment separately. 


This is the easiest and most cost-effective way to do it. Next we have the 'disability income insurance', a policy offered by life insurance companies that we spoke about previously. This policy will pay you your usual salary if you are unable to work for any reason, due to illness or accident. 


This is an excellent idea and I suggest that everyone who works should have one of these policies. The only possible exception is the people who have substantial assets and are not reliant on their income from working to support themselves. 


Having covered life and disability insurance, we come to health insurance. 


In fact, insurance is a bit of a misnomer here. Since we all have various medical treatments throughout our lives, it is really more of a savings plan than real insurance. 


The premiums are simply a form of saving up for medical treatment that we will inevitably need. Like all savings plans, however, there are commissions and expenses, which means you never get back the value you put in.


Health insurance is also expensive, in fact it may be the most expensive form of insurance you have. 


However, there is always the chance of a serious illness, where expensive treatment is required which you can't afford to pay for yourself. I cannot give you clear advice on this issue Kate. It is something you will have to investigate personally. 


You must protect yourself against problems that you can't afford to pay for, and yet health insurance is expensive and poor value for money. If you are poor and vulnerable, then you may have to have it, but as soon as you can build your wealth to the point where you can cover major health costs yourself then you should look very seriously at whether you should continue the plan or not."


Out of breath and a little tired, John paused for a rest. His speeches had begun with general advice and methods, and had become increasingly practical as they had laid the groundwork together. John enjoyed this stage, as he was finally able to give Kate practical suggestions that she could understand and place in the proper perspective. 


He did fear, though, that at times it would be too much for her and she would miss out some of the things he said. John wanted to avoid this if he possibly could, for each thing that he said was like another brick in a wall, and the wall would only be strong if every brick was in place. 


Every part was important. 


Kate, however, still seemed fresh and interested, so John decided to continue their discussions and rest later in the afternoon.


"This covers the main insurance issues related to your body: health, life and disability."


"Honey," Kate said in a lusty voice, "there are many issues related to my body that you haven't even touched on".


John laughed out load at Kate’s banter. It was beautiful how she always made him laugh when he was the most serious and worried, and John saw for the first time how much he now relied on her. They had known each other all Kate's life, but their talks over the last few months had brought them closer than ever before, and the relationship was having a positive effect on him.


"Now," Kate's grandfather said as they settled down once more, "we come to the insurance of physical assets. This includes your home buildings, the contents of your home, your car, boat and other possessions. 


All major assets should be insured. The rule you should follow, is that if you cannot afford to replace an item, then you should insure it.


Usually you will pay a premium and the insurance cover will last for a specified period of time. There a few points here that are worth mentioning. 


People often speak of 'house and contents' insurance, but in fact this is two separate insurance policies rolled into one. 


First, there is the insurance on the actual home buildings. This covers damage due to fires or accidents. 


The cover usually specifies a fixed amount of money, and the insurance company will spend up to that amount to build you a new home if the building is destroyed. 


Contents insurance covers the possessions in your home. If they are stolen or destroyed, then the insurance will replace the item. 


You must specify a total value for the possessions in your home. Use the guidelines that the company gives to and estimate the value of your possessions accurately. 


If you choose a figure that is too high, then you will be paying an unnecessarily high premium for the policy. 


However, if you choose a premium that is too low, then the company will penalise you if you need to claim the full amount and you have not insured the full value of your possessions. 


For these reasons it is important to make a fair and honest estimate of the value of your home contents. 


Include everything, such as clothing and kitchenware, as you will need to start from scratch if a fire burns your house to the ground. 


Another point to watch with these policies is the amount that is paid out when an item is lost or destroyed. 


This may be based on several different values, commonly the 'replacement value' or the 'market value'. The 'replacement value' will pay for a new item, which is what you really need. 


If your washing machine is stolen, then you need to buy a new washing machine. 


The 'market value' is the value of the item if it was sold second-hand. Even if the item is quite new this figure will be well below the cost of replacing the item. Make sure you are clear as to which type of policy you have, how much you will be paid for an item if it is stolen, and what the conditions are on the policy. 


Next we have insurance on major items such as cars and boats. 


Again, you pay a premium based on the age and value of the item, and this premium insures the item for a certain period of time. 


Like home contents insurance, the issue of valuations is an important one here. The amount that is paid to you if the item is stolen or destroyed is usually based on either the 'market value' or an 'agreed value'. 


The 'market value' is the value that the insurance company believes the item would be worth if it was sold.


Kate, I can guarantee that this will be less than the amount that you believe the car or boat is worth. 


Although the value will be within a reasonable range, one of the ways that insurance companies save money is to use the lowest reasonable estimate of the value of an item when paying out a claim. In practice there is little you can do about this. 


The other type of policy, an 'agreed value' policy, operates differently. In this case, a fixed sum of money is agreed between yourself and the insurance company when the policy is taken out.


If the item is stolen or destroyed, then this sum is the amount that you will receive. 


If you have an expensive and valuable item, then I suggest that you chose an 'agreed value' policy, even though it will cost a little more. If the asset is of lower value, however, then a standard 'market value' policy will be sufficient."


John paused, rested for a few moments, then continued.


"My final point on insurance relates to the complexities of insurance. 


There are many pitfalls in insurance, and it is important to read the fine print carefully.


Let me tell you a brief story to illustrate some of the pitfalls. 


Two women lived in similar houses, and had similar possessions. 


Both women insured their contents for 20,000 dollars. 


The first woman took out a single policy, but the second took out two separate policies for 10,000 each with two separate insurance companies. 


One day, a massive fire raged through the street and both houses were destroyed. 


The first woman had her possessions replaced in full. 


The second woman, however, soon discovered that both insurance policies had clauses that prevented a payment if there was any other insurance policy involved. 


The woman was forced to ignore one policy and simply claim on the other. However, her problems had only just begun. This policy was only for 10,000 dollars cover, of course, but her possessions were actually worth 20,000. She was told that the policy also had a clause that penalised her if she had under-insured the contents, and because of this the woman was only paid 5,000 on her claim.


Both women had paid the same amount in premium, but the first woman received her entire claim of 20,000 dollars and the second woman was left with only 5,000 dollars. 


The lesson from this story is that insurance can contain a number of pitfalls, and you should ensure that you are familiar with the details of any insurance policies that you take out.” 
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Once again, Kate and John sat in the park on a Sunday afternoon, and John prepared to speak about money. It had been many months since they had first begun, and the seasons had moved from spring through to late winter.


It had been a long time, and a long journey of discovery for both of them. John was tired. The experience had drained energy from him, and although the cool air and the beautiful, natural surroundings invigorated him, there was something missing. The sparkle that had been in his eyes had faded a little, just a touch, but it was something that he could not recover from. 


Sometimes, they did not discuss finance for several weeks while Kate thought over a major subject, but even then the tiredness inside John remained. It was almost as if he had permanently lost something, as if some inner reserve of energy had been used up and could never be replaced. 


Still, though, he persevered, determined to finish what he had started. Kate worried at times, and yet she was very grateful to her grandfather and hoped that he would finish the things he wanted to say. 


He was, she realised, and old man. Not just physically, either, but the strain and suffering of a long and difficult life was clearly evident in his nature. John sat back on the park bench, breathed in deeply several times, and gathered his energy.


"Kate my dear," he said brightly, "we come to one of the most boring topics that I must cover, but an essential one just the same. Don't worry, for we won't spend much time on this. I am speaking about taxation."


"Yuck," Kate said with exaggerated disgust. "Do we have to discuss this?" she asked, hopeful that they would not spend hours on any complex details.


"Unfortunately, yes," John replied. "Tax is a very important element of successful investment. I mentioned previously that you should never consider a scheme or investment if its only purpose is to reduce your tax, and that every investment must be strong on its own merits before tax is taken into account. 


However, once you have considered the basic merits of an investment, then you should look carefully at the tax issues as this can make or break the investment. 


The tax rules are so complex in the modern world that no human being can completely understand all aspects of taxation law.


A good accountant is essential when it comes to issues relating to tax. You must, of course, have a basic understanding of the major taxes and how they work, but always consult an expert on the specific details. 


I could sit here for a year and talk about tax, Kate, and by the time I had finished the rules would have changed anyway, so I will just give you a few guidelines."


This put Kate's mind at ease a little.


"Before we begin, we should revisit the purpose of taxation. You will remember the people in the valley, and how they formed a community group to manage affairs that affected all the people, such as the use of the river and the building of roads. 


This group became the government, and of course it needed money to perform its tasks and this money was contributed by the people in the valley. 


Things are the same in the modern world. 


This community group is the government as we know it, and the money that the valley people contributed is the taxes that we pay today. 


Our population is so large, and our society so complex that the government has many expensive tasks to perform. 


In fact, there are so many tasks that a government must perform that in some countries the government employees half the entire workforce. 


The taxes that we pay are used to support this massive structure. Now, let us consider tax in detail. Although tax is simply a payment to the government, there are two ways to view it. 


First, tax can be viewed as an expense. Consider an investment house. You have income from rent, expenses for maintenance, agent's fees and tax. 


Whatever is left over is your profit, the money that is yours to spend. This is the first view of tax. 


The second view sees tax as a share of your profits. Your house has income from rent, and expenses for maintenance and agents' fees. The money left over is the profit. 


This profit must be shared, with part of it paid to the government and part of it kept for yourself. 


Both views are correct, and it is useful to keep each in mind for different circumstances. For example, an increase in your tax payment may seem like a bad thing if you view it as an expense. However, it is actually a good thing if you view it as a share of your profits, as it means that the total profits and your own share must be larger as well. 


Keep both views in mind, Kate, and it will help you understand many things in business and investment."


Kate pondered John's words, and made a mental note to consider this more carefully at a later date.


"Now, as we have already seen, there are two ways to increase your wealth, two ways to make a profit. 


First, you can receive income. 


Second, you can own an asset that increases in value. 


Lets look at income first. Income includes the salary you receive from working, and also any income which your assets generate, such as dividends from shares and rent from properties. 


There are special tax rules for different types of income, such as dividends, and you should read about the basics of these at another time. 


For now, just consider all the payments you receive as income. 


Now, the term 'income tax' is a little deceptive. In fact, it is actually 'profit tax', as it is a tax on the profit from work and investment, not the total income.


Income tax is the most common tax in the world, and the basis of most modern tax systems. 


Let me illustrate with an example using an investment property. 


Imagine that you receive 10,000 a year in rent, and your expenses, such as maintenance, amount to 3,000 a year. You will pay tax on the 7,000, as this is your profit. 


In this way, the tax is applied to your 'net income', which is the income minus the expenses. This is your profit, the increase in your wealth. 


This system raises a few interesting points. First, as we saw, any expenses related to the property are deducted from the total income before tax is calculated. This makes these expenses 'tax deductible'. If you spend a dollar on maintaining a property, then this expense will be deducted from your income before tax is calculated, so the tax you pay will be less. 


In short, you pay a dollar, and you will also reduce your tax by part of a dollar, so it costs you less than a dollar overall. 


Remember, Kate, that any legitimate expenses that are tax deductible will cost you less than the cash that you have to hand over. 


However, it still costs you money, so don't fall into the trap that some people do and throw money around just because it is 'tax deductible'. 


Things still cost you money. 


The question of which expenses are deductible is a difficult one, and there are many grey areas and inconsistent rules. Any expense that directly relates to an investment, and is necessary to keep it operating, will generally be deductible. 


Take an example based on manufacturing. Imagine that a woman operates a commercial knitting mill that makes clothes from wool. 


She purchases a large and expensive machine to increase the output of her factory. 


This machine has an expected lifetime of ten years, after which it will be worn out and useless. 


Although this machine is a necessary expense for the successful operation of her business, she cannot claim the entire price as an expense on her tax. However, the machine gradually wears out, and at the end of ten years it will be useless. The reduction in value of the machine each year is called 'depreciation'. 


Various schemes are used, but the simplest method in this example is to assume that the machine reduces in value by one tenth of the purchase price each year, so that after five years it is worth half as much and after ten years it is worth nothing. 


This depreciation may be claimed as an expense against her tax. 


The profit, then, would be the income from the machines minus the depreciation. Each year, the machine returns income, but the value of the asset also declines. The difference is the increase in her wealth, and this is the amount that she pays tax on. 


This example may seem distant to you, Kate, but many investors are able to claim depreciation as a tax deduction at some time in their lives. In general, any asset that you own that produces income and reduces in value is said to depreciate, and you can claim this depreciation as a deduction against your tax. The best example is an investment house. Although land lasts forever, buildings wear out over many years and you may be able to claim depreciation for your investment buildings."


John paused for a break, and breathed in the cold air. It worried him that Kate would become lost when they discussed more complex concepts, but it was important that she have exposure to all the major issues. He hoped she would spend some time later that evening thinking over the things he said, and absorbing the concepts he was trying to teach.


"That covers income tax, in a very basic way. Income tax is a percentage of your 'net income', which is your income minus your expenses. 


The income is your wages, rent from properties, dividends from shares and any other payments you receive. 


Expenses are costs that directly relate to operating your investments, and the depreciation in value of your income producing investment assets. 


The details of tax are extremely complex, but this is the basic principle. Now, as I said before, there are two ways to increase your wealth. First, you can receive income, as we have just discussed. Second, you can own an asset that increases in value. As the value of the asset rises each year, there is no tax to pay, and so the increase in your wealth belongs entirely to you. In order to combat this, some countries have a 'capital gains' tax. 


This tax applies when you sell an asset. Again, this is extremely complex, but the basic idea is that you pay tax on the profit, which is the increase in the price of the asset from when you bought it to when you sold it. 


Overall, though, you will find that this tax is far more gentle than income tax over a long period of time. Investments and wealth stored in the form of assets that increase in value are subject to far less tax than income. 


Thus, income based investments such as fixed interest investments and deposits are subject to harsh tax treatment, as well as being subject to reduced value from inflation. There are many different taxes, Kate, and governments tax just about everything they can think of. 


Some taxes are little more than fees for performing certain actions or buying certain products, whereas the two fundamental taxes, income tax and capital gains tax, apply to the true increase in a person's wealth. 


There is also the issue of tax on companies and trusts, and this is an area that you should also develop a general knowledge of. 


These rules change often, so you will need to keep up-to-date by reading magazines and newspapers. 


Do not, however, bother becoming an expert on tax, or looking for obscure loopholes in the tax rules. It is important, however, to understand the basics, and I suggest that you look around for some small and simple guidebooks to tax. 


A basic general knowledge, and a good accountant, is all you need to handle tax issues successfully."


Kate breathed a sign of relief. John's comments on tax had been pitched at a basic level, but she had even had trouble with these. 


She decided to spend some time in the evening thinking over his words, and contemplating the concepts. It was heartening, though, that her grandfather had said that a basic general knowledge was all she needed. 


To be honest with herself, the complexities of tax had scared the hell out of her, and had been a major factor in her reluctance to invest. She knew, though, that she had to put her fears aside and make the effort, and besides that there were many people who became wealthy with nothing more than enthusiasm and the willingness to learn and take action.

5.10  Evening


Kate and John rested in the cool of the evening. It was late winter now, and the days had become a little milder.


The earth was still cold, however, and John’s breath condensed into a mist as he breathed.


Soft twilight illuminated the park and shadows danced around them. It had been a long day, and they have covered many topics. The talking had tired Kate's grandfather, but his strength returned as they sat quietly together. It was a peaceful, gentle evening.


Kate and John sat together on the park bench as the last of the light faded. They huddled together, sharing each other's warmth and strength.

