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SECRETS OF WEALTHY PEOPLE


50 Techniques to Get Rich


David Stevenson











	This SECRETS book contains a number of special textual features, which have been developed to help you navigate the chapters quickly and easily. Throughout the book, you will find these indicated by the following icons.
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	Each chapter contains quotes from inspiring figures. These will be useful for helping you understand different viewpoints and why each Secret is useful in a practical context.
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	Also included in each chapter are a number of strategies that outline techniques for putting this Secret into practice.
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	The putting it all together box at the end of each chapter provides a summary of each chapter, and a quick way into the core concepts of each Secret.










INTRODUCTION


Who said it was easy?
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‘It’s not whether you’re right or wrong that’s important, but how much money you make when you’re right and how much you lose when you’re wrong.’










George Soros









	

[image: image]





	

‘Business opportunities are like buses, there’s always another one coming.’










Richard Branson
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‘Your life must focus on the maximization of objectivity.’










Charlie Munger
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‘Many people think that by hoarding money they are gaining safety for themselves. If money is your ONLY hope for independence, you will never have it. The only real security that a person can have in this world is a reserve of knowledge, experience and ability. Without these qualities, money is practically useless.’










Henry Ford
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‘Intense interest in any subject is indispensable if you’re really going to excel in it.’










Charlie Munger


No substitute for hard work and worry!


This book is about helping you to think in a more intelligent way about accumulating capital throughout your (hopefully) long life. It’s a grounded book, built on hard facts, dismal economics and hundreds of hours talking to successful entrepreneurs and investors. It won’t make you rich quick but it might make you think differently and if nothing else it will help you to become more financially secure.


It also accepts that as we grow older our priorities change, which is why the book naturally falls into a number of sections, each focusing on different stages in a person’s life:


•  The first dozen or so chapters look at the basic guiding ideas that help us build and accumulate wealth.


•  We then look at strategies and ideas that will help the younger investor, in their 20s and 30s. We embrace risky, entrepreneurial ideas in these chapters before moving on to chapters that deal with the middle years – the 40s and 50s – where we should (hopefully) be knuckling down and accumulating our wealth at a faster speed. We finish by using a few chapters to explore the challenges facing older investors approaching or in retirement, examining the many risks they face to their wealth.


•  Our last chunk of chapters focuses on a set of simple ideas that can be applied to all ages. These are practical ideas and models of behaviour that can help save you money, and focus on what’s proven to create capital.


So, that’s what you’ll get in this book!


You’ll notice that each chapter kicks off with a bunch of five sayings, which have some relevance to what follows. You’ll also see lots of notions and ambitions bundled up in these fine words, from investors like Charlie Munger and George Soros through to great business legends like Henry Ford. I think I agree with most every sentiment expressed. What you’ll notice though is that there aren’t many out and out secrets in the list. It’s all fairly straightforward, obvious stuff.


So, I’m going to let you into a secret. There are lots and lots of books out there that say they can tell you how to get rich quick. They usually have a cunning plan or two built on a few basic strategies that in turn are usually based on some ‘forecast’ for the future.


Here’s my secret. No one can predict the future, no one can tell how or whether readers of this book will become wealthier.


What I have learnt from bitter experience is that the world we live in is a messy, noisy, chaotic place, largely without shape or structure, and full of utterly terrible ideas that keep re-emerging with grim regularity. Among this noise there are some signals worth focusing on (this book will identify a few), but by and large we are fallible human beings with a whole legion of behavioural tics that fool us into thinking we can make sense of it all. Psychologists have a term for it – excessive self-regard tendency – which roughly means that we think that our view of this messy existence has sense and reason. It doesn’t, by and large, although many successful wealthy people are better at playing the game than others.


Yet what I find truly terrifying is that self-regard tendency is most forcefully applied when it comes to one of the most precious things in our existence – money and wealth.


Time for another secret. In my experience, the vast majority of wealthy entrepreneurs and investors that I’ve talked to and got to know as friends, work their butts off. There is no substitute for sheer hard work, diligence and patience. I’m not sure that’s a surprising secret but I think it makes a mockery of the self-help books that claim to divine miraculous pathways to riches. There aren’t any, just lots and lots of choices and heaploads of hard work. And the occasional dead end.


But here’s yet another secret. Seriously wealthy, successful people make seriously stupid mistakes time and time again. Astonishingly, as they get wealthier they become more self-obsessed, believing their own hype. They come to assert strong views about matters to do with money, built on their vast experience. And then, frequently, they make a mistake, and lose much if not all of that money. Mistakes, powered by a foolish belief that they can see the future, destroy wealth. Years of hard work can be destroyed in just a few clicks by stupid ideas.


Tensions not answers


OK, so how’s this book going to help you with that first and most important task mentioned at the beginning of this introduction – slowly accumulating capital and wealth to make you a more financially secure person?


I’m going to attempt to answer that by first articulating a number of basic principles that power this book – three in fact.


  1.  We all need to think a bit more like economists (yes, really!) and behave in a more utilitarian fashion by facing up to the facts. I was sadly trained as a dismal economist many moons ago and I can’t quite shake my background but I passionately believe it offers a valuable insight into the world, like any other science or social science. It forces us to quantify what ‘exists’, put a number to it and then think about the use and value of that number.


  2.  I want us all to slow down, stop behaving impulsively and get planning. Sticking with my utilitarian approach I want us all to recognize that we are far from being rational, that we are plagued by fears and phobias and passions. These need to be understood, largely kept in check and then used to help us build energy and enthusiasm for the things that we really care about. But building for the future requires a plan and making a plan inevitably forces us to slow down, think, put pen to paper (or finger to keyboard) and stop doing things impulsively.


  3.  Last but by no means least, I want us to objectify our financial situation, because building wealth is – in reality – all about dealing with hard numbers and cash. We need to think about our future in the same way a business would think about its destiny. If this business wanted to succeed over the next decade or so, it would plan, rationalize, work out the strengths and weaknesses and then sit down and understand what it is ‘about’ i.e. what does the business stand for?


Armed with these principles we’re then going to charge off into the real world and try to discover what ‘works’ and what doesn’t. What will help you accumulate capital and what might actively destroy your wealth?


As we navigate our way through the world of business, investment and consumerism we’ll discover an unfortunate truth, which is that every opportunity is fraught with danger, that everything is more complicated than we first think.


This book is grounded in reality and I’m not going to lecture you about things like debt being evil or that government is bad or that you must plan for the end of capitalism under a new socialist world government. What I’m interested in is empirically working out why something works and understanding the processes that are lurking in the background. That inevitably leads me to the ‘tension’ or ‘trade-off’ challenge, which will keep cropping up in chapter after chapter in this book.


In plain, simple language, everything that is valuable and useful in life involves a trade-off. Here are a few basic trade-offs or challenges that we’ll encounter later in this book:


The risk return trade-off. The biggest opportunities in the world of investment, for instance (we’re talking shares here), involve equally big risks. There’s no way of avoiding this trade-off and if you’re unhappy at taking risk, then you need to accept that you won’t be making a great return in the future.


The focus versus diversification trade-off. Plenty of books about business and finance suggest you should relentlessly focus on one great opportunity, and ignore anything else. This can be brilliant advice but it sort of assumes that a) you have the right idea; b) you know enough about the opportunity to make a considered judgement; and c) you’re lucky.


For a great many people this involves taking far too much risk, which is why they choose to diversify their investments or businesses or properties.


There’s no right or wrong answer to this just the constant flux between knowledge (which allows you to reduce risk and increase focus) and risk management (all things being equal, more diversification equals better control of risk).


The thorny old instinct versus delusion debate. Hunches are a great thing and I can personally count a number of brilliant businesses and investments where I’ve based everything on a deep-seated hunch based on instinct… and then acted on that momentary insight or epiphany. Unfortunately, because I only tend to remember the successes, I also tend to forget the absolute disasters based on that self-same instinct.


This book explores these challenges, debates and trade-offs in explicit detail and acknowledges that we are only human, that we do make mistakes and that there are no easy answers. Sometimes debt or credit, for instance, is a bad thing but sometimes it actually makes sense! Equally, for some investors punting your money on risky equities is the very best thing to do – for others it could be a complete disaster.


Once we understand these tensions we can begin to build plans and develop strategies and hopefully by the time you’ve finished reading this book you’ll be a bit wiser and possibly even a great deal wealthier!






	A note on currencies: Since this book is written for a global audience (by an English writer!) we have made extensive use of both UK, sterling-based examples (£s) and US, dollar-based case studies. In line with usual Anglo-Saxon world views, we haven’t detailed many Eurozone, Japanese or even Chinese examples, primarily in an effort to avoid too much confusion about competing currencies.
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It’s an uncertain world
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‘The name of the game is not to get rich rather it’s not to die poor.’










William Bernstein
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‘Rule #1: Never lose money. Rule #2: Never forget rule #1.’










Warren Buffett
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‘It’s not because things are difficult that we dare not venture. It’s because we dare not venture that they are difficult.’










Seneca
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‘It is always wise to look ahead, but difficult to look further than you can see.’










Winston Churchill
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‘The man who goes furthest is generally the one who is willing to do and dare.’










Dale Carnegie


Take risks; you have no choice


‘Risk’ is a scary word, especially to older, wealthier investors. They’ve laboured long and hard to accumulate wealth and they don’t want to lose that money on some hair-brained scheme that is doused in risk. But risk as we’ll discover in this book comes in many different shapes and guises and not all of them are obvious!


You must of course be careful of the risks that destroy wealth, but equally alert to the risks of not doing anything to grow accumulated wealth. Risks are all around us and a few of them are worth grasping, especially if you have the right amount of time to capitalize on them. Working out the sensible risks (that allow you to accumulate wealth) from the insane risks (that destroy wealth) is the focus of this book.


Not doing anything, sitting in a cave like primordial man, ignoring the great clamour of modern life is frankly not an option for 99.9999 per cent of the readers of this book. You have to accept that you live in this noisy, messy, risky world and make the best of it. If your idea of wealth creation and preservation is to grab as much of it as quickly as possible by any means and then retreat to a cave full of gold bars, armed weapons and a hatred of government as a confiscating, tax-eating monster… turn away now. This book isn’t for you! The end is not nigh, you have to pay taxes (though you can absolutely minimize them) and as we’ll discover later in this book, gold is probably not the only investment idea worth considering.


The caveman is dead, and the modern man needs to be networking, listening to new ideas, and working out what’s a bad idea and what’s a great idea that could make you wealthier. You need to be building lots of different pots of capital to protect against stuff that might happen in the future. You need to be honest enough to realize that you don’t know what might happen next, and have a plan for it.


In a world of relative truths, and messy realities, we’re largely ruled by probabilities and possibilities – this book is about making sure that your odds of winning are increased by sensible, small incremental steps that help improve your odds. Nothing is guaranteed outside of the cave but the fleet of foot and diligent are more likely to be rewarded with greater wealth.
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INVEST IN YOURSELF










Ever wondered how the mega corporations got to where they are today? I’d suggest that we can reduce this wealth of research literature based on corporate analysis to just three simple ideas. The first part is luck, largely consisting of being in the right place at the right time with the right idea. The second part is about sheer hard work and discipline, by the entire workforce, carefully co-ordinated using a plan devised by the management. Last, but by no means least, the company’s management probably stopped being emotional and started ‘objectifying’ what ‘it’ as a business or thing did. In simple language, they got real about the balance sheet, the profit and loss statement, the cash flow and the business’s SWOT (its strengths, weaknesses, opportunities and threats) analysis. They might have even thought long and hard about what brand the company stood for, what it appeared to represent to its customers and acquaintances – and how that could change.


I’d like you to think the same way about yourself: objectify yourself, step outside of your own world view and think of yourself as a business. In later chapters we’ll build a balance sheet based on your assets. We’ll also look at what your brand stands for, and how you might improve your own value to the outside world. We’ll examine ideas about building plans to cut debts and create wealth.


But before we can do any of this we need to start with a simple realization, which is that your career is your primary source of future wealth and that means you need to invest in you! In order to grow your housing capital, for instance, you need a better job or improved cashflow. But to get there you need to understand how to grow your own personal capital (your worth in a job or in your own business). That means understanding what makes you tick, and how over your entire working life (which could be more than 50 years if you retire after 70, as most young readers will do) you can constantly evolve, and build up savings.


Ask yourself one simple question every ten years – is there one thing I can invest in now that will make me more valuable ten years hence? If the answer is obvious, and makes sense after you’ve researched it thoroughly, make a plan to achieve that goal, along the way working out what investment in time and money is required.
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TAKE MEASURED RISK – YOU HAVE NO CHOICE IF YOU WANT TO BE WEALTHIER










It is indisputably true that wealth is incredibly easily destroyed by poor judgement, and once lost can take many decades to accumulate again. Yet we shouldn’t react by acting like our caveman and abandoning all risk.


You will never become wealthy unless you take measured risks.


This book is entirely about that challenge of understanding risk, measuring it, conceptualizing it and then embracing it. Embracing risk means using carefully thought through strategies that mix facts, instinct and good ideas into practical investment plans that, for instance, focus on companies whose shares are cheap, or businesses that will disrupt and transform entire industries.
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PLAN FOR VARYING TIME HORIZONS










Investing in shares if you need cash in five years’ time, for instance, is a stupid idea. For those investors with a 30-year time horizon, by contrast, it’s potentially a great idea. This process of identifying the right risks involves you working out different time horizons for different forms of capital. We’ll explore these time horizons in greater detail very shortly in another chapter.


•  As part of the process of looking at yourself like a business, I’d like you to draw up plans and time horizons for the different forms of capital you’ll require.


•  For personal capital, built around how you can earn more money, you need a 50-year plan.


•  It’s probably the same time horizon for a young person contemplating their pension using what’s called risk capital (shares and bonds).


•  Housing capital – your home – might represent a 30-year time horizon.


•  Building a sensible pot of emergency capital might need a ten-year plan.


•  Last but by no means least, your debt reduction plan (debt is in essence negative capital) might involve a five-year plan.


Different time horizons will work for different pots of capital: in this book we focus on these five: personal capital (you), risk capital (your pension), housing capital (your home), emergency capital (liquid cash) and negative capital (the ‘anti-matter’ of wealth – debt).
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	You PLC or Me Inc. is a complex beast. It’ll take many years for us to accumulate sufficient capital and I want to make sure that you don’t lose it by taking risks that simply aren’t worth taking. More to the point, we want to make sure that any capital accumulated is used to make you even richer over a long time horizon. In other words, it is wisely invested by taking considered risks. This process is best done by thinking like a business and treating yourself like a business, asking yourself what risks am I taking and where do I need extra investment? Yet it absolutely requires you to take a plunge and take risks, where necessary and where measured and researched. The reaction of most people to this noisy, messy world is to retreat to a few simple basics based on personal prejudices and is guaranteed not to make you wealthy. Wealthy people take risks sensibly and listen to the few good, new ideas out there. They pounce on opportunity but always keep an eye on the risks they are taking.
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Debt – the anti-matter of wealth?
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‘Some debts are fun when you are acquiring them, but none are fun when you set about retiring them.’










Ogden Nash
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‘Debts are like children: the smaller they are the more noise they make.’










Spanish proverb
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‘The ideas of debtor and creditor as to what constitutes a good time never coincide.’










P. G. Wodehouse in Love Among the Chickens
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‘Nobody had a credit card when I was a kid. No one had credit card debt. But these big companies and banks wanted to know how to get more money out of people – get them charging things.’










Michael Moore
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‘I use debit cards for everyday purchases, as I don’t believe in credit cards. But this has caused problems, especially with American touring, because I refuse to have a credit card – and in America you can’t pay for anything on a debit card.’










Paloma Faith


There’s a lot of it about


I think it’s fair to say that among investment thinkers and personal finance experts, debt gets a bad name. I have lost track of the thousands of articles in the aftermath of the global financial crisis of 2008 that remind us that global debt levels in the developed world are at all-time highs (true). That we’re all in hock to credit card companies and dangerously overstretched with our mortgages (true though getting better). Most of all, we are told that debt is bad. Evil! We should have no part of it and be unburdened by the chains of leverage.


Tell that to the vast corporations that dominate the US and British economies, nearly all of whom have been increasing their debt levels in recent years, gorging on cheap loans.


As is always the way with our messy, noisy world, the truth is not binary, neither black nor white. On many levels debt is actually good, if only because our economies collectively need lenders to use their savings to create real world growth. Too much debt that can never be paid back is self-evidently a bad thing, as is debt that is costing a lot more in terms of interest rates.


In simple terms, escalating levels of debt, lent at high interest rates to someone who cannot afford to pay the money back is clearly the financial equivalent of anti-matter for wealth creation – it sucks away cash via the constant motion of negative compounding i.e. every year those interest bills accumulate on top of each other, generating a potential default situation. As we’ll discover in our chapter on compounding, if you pay the average credit card interest rate of 18 per cent per year, you’ll double the total debt burden in just four years. And debt accumulated by impulse purchases (the subject of another chapter) only makes a bad situation much worse.


High levels of personal debt also expose you to interest rate risk, which means that you are vulnerable in those periods of time when interest rates rise and the economic cycle sags.


But debt is also a necessity, especially for the younger reader. Unless you have rich parents, you maybe have no other choice than to run up debts to fund study. Equally, debt is an essential part of building up housing capital. Last but by no means least, it is sometimes appropriate in the world of business and even investment to take on some form of debt in order to create wealth.


Linking all of these grim realities relating to debt is the fact that the world is becoming a more expensive place. Debt may be the anti-matter of wealth but it is also sometimes necessary to have debts alongside assets in order to hold together our world i.e. someone’s debt is usually another person’s asset! The trick is to know how and when to use debt in a sensible way. In this ‘relativist’ view of financial reality you need to understand the true cost of debt, and then relate it to your cash flow and your own balance sheet of assets and liabilities. Crucially you also need to avoid the undoubted evil of expensive debt, compounding in a negative way over time.
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BUILD A BUSINESS PLAN FOR EACH LINE OF DEBT










Sometimes debt is a necessity. Don’t be moral about the issue of leverage. Debt is not, in of itself, evil. It is a financial transaction that sometimes makes sense, examined in a rational fashion. Every time you are about to increase your debt levels, stop, think and build a plan for the debt. This should automatically throw up a barrier to using debt for impulse purchases.


Rationally, debt can be examined using three simple measures: its cost, your planned repayment and the values (or even wealth) the debt will help create. Draw up a plan (on a spreadsheet) to analyse each line of debt you take out including a credit card (which is probably the least acceptable form of debt going, outside loan sharks and payday lenders). With a mortgage you might for instance build a plan to save over XX years, at Y interest rates involving Z repayments. Crucially, I want you to look at what costs you save from say renting or what wealth you create (from investing) and then vary the basic building blocks i.e. stress-test this business model by increasing the interest rate to see if you can afford the payments.


This business plan approach forces you to treat debt in its proper role, as a way of deploying capital to generate a future gain.
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BECOME COMPULSIVE ABOUT MINIMIZING THE COST OF BORROWED CAPITAL










As I mentioned earlier in this chapter, many large corporations borrow extensively and compulsively – with no obvious downside to their business model. But that relaxed approach to debt management is accompanied by a fierce focus on the cost of capital. The corporate treasurer will relentlessly look at the rates being charged by lenders and then seek cheaper alternatives. You should do the same, with a particular eye on the interest rate cycle and the ability to fix rates at certain points in time, especially as interest rates are falling. When credit is easy, and interest rates low, cheap fixed rate mortgages and personal loans abound. One last point. Never ever borrow at a rate of more than 10 per cent per annum unless you have absolutely no choice.
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PRACTISE THE SNOWBALL METHOD










We’re not all perfect. Many of us can’t resist those impulse purchases and we start to use our credit cards to fund those little payments we haven’t planned for. It’s not evil to borrow in this way but it’s dumb in terms of wealth creation. Think what you could have done with that interest you paid on the credit card.


The first step to dealing with this problem of expensive credit is to get the annual cost from your card statement and then think about all the alternative ways you could have spent that credit interest.


Suitably chastised, you should list all your personal (non mortgage) debts and cards, in ascending order from smallest (in terms of balance) to largest. In this ‘snowball method’ I want you to focus more on the amount owed, not the interest rate, and rank the biggest amounts at the top of the list.


Next up, I want to you to make sure that you make the minimum payment on every debt and then work out how much extra from your budget can be applied towards the smallest debt. Keep paying out until the smallest debt is paid off. Once that small debt has been paid off, add the old minimum payment (plus any extra amount available) from the first debt to the minimum payment on the second smallest debt, and apply the new sum to repaying the second smallest debt. Carry on in this fashion until all the debts have been paid in full.


The logic behind this snowball method? By paying the smaller debts first, you have to put up with fewer bills as more individual debts are paid off, hopefully giving you an emotional and psychological boost as debt is repaid.
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	[image: image]  Putting it all together







	Lurking at the back of this discussion is a central idea in this book, which is to look on yourself in the way a business would examine its own prospects.







	Build a personal balance sheet, listing debts (liabilities) and assets (wealth). In particular with the debts I want you to understand the true cost of capital (the interest rate), whereas with your assets I want you to understand what are the realistic rates of return (how much the house might increase in value, for instance).







	But this balance sheet is in itself not enough. You also need to link it to your own ‘cash flow’ statement, your regular budget of incomings and outgoings, and examine whether you can truly afford to make any payments.







	The last stage is the most difficult and most important, which is to vary the assumptions about how much money you are paying in interest. Think about how much money you’d save if you reduced the cost, or worry about how you’d fund the mortgage if interest rates were to double.
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Castles, not pension plans
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‘Our houses are such unwieldy property that we are often imprisoned rather than housed by them.’










Henry David Thoreau
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‘So much value has been lost in the housing market that people are now buying. If there’s any activity in the housing market, it’s because values have plummeted to such depths that the 47 per cent can now afford to live in a government-purchased house, or something like that.’










Rush Limbaugh
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‘If the economy grows, housing gets better, quicker.’










Jamie Dimon
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‘Bubbles have quite a few things in common, but housing bubbles have a spectacular thing in common, and that is every one of them is considered unique and different.’










Jeremy Grantham
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‘You can print money, manufacture diamonds, and people are a dime a dozen, but they’ll always need land. It’s the one thing they’re not making any more of.’










Lex Luthor


Your home is not your pension, repeat after me


Here’s a worrying observation. Talk to most ordinary folk and they’ll probably admit that a) they don’t save enough but that; b) they do invest nearly all their available, spare cash, their savings into their home, which will probably serve as their pension.


Worrying as this is, neither of these statements is that shocking or even startling. The self-evident truth is that your home is… well, your home and not your pension! A pension by contrast is designed by its very nature to pay an income in retirement. Unless you are planning to rent out the spare room in your home during said retirement, your home will not produce an income.


What really concerns me is that this obsession with property is not shared by people who are wealthy. If we look at the statistics about these lucky and (largely) hard-working people, what we discover is that their home as a percentage of their total wealth is relatively tiny, whereas with poorer people their home is usually their only source of wealth. OK, just in case you don’t believe me, here are some hard stats about wealth to get you thinking. A recent study (Wolff 2012: referred to at the website http://www2.ucsc.edu/whorulesamerica/power/wealth.html) looked at what the wealthy owned in terms of assets. The bottom line was as follows: wealthier people obviously have greater total marketable assets but what they own is hugely different from the rest of us.


The bottom 90 per cent of the US population, for instance, rarely has more than 20 per cent of its total assets in business equity, stocks and mutual funds and financial securities. Instead, the bottom 90 per cent has the great majority of its wealth tied up in a principal residence, cash deposits and life insurance assets. Once we switch to the top 1 per cent of the US population we discover that 64 per cent have significant concentrations of wealth in financial securities (versus just 6 per cent for the bottom 90 per cent) and business equity (61 per cent versus just 8 per cent among the bottom 90 per cent). In simple language, the majority of the population has taken a big bet on their houses, cash and life insurance while the wealthy elite has invested in risk capital (stocks and shares) and in their businesses.


These numbers hint at a crucial truth. If we exclude those wealthy who have inherited their money (a significant number!), most successful people have followed a predictable route, which is to earn more (by investing in their career or business), then accumulate spare capital and then make more money by investing in risky stuff that isn’t necessarily your house.


Wealthy people understand the importance of diversification. We’ll keep repeating the concept of diversification throughout this book, but it really is hugely important. You need to diversify your wealth and that means multiple forms of capital and potentially even different sources of income. Betting it all on the house you live in is just a risky proposition you shouldn’t take – and it’s also not one that most wealthy people opt for.


The good news is that you don’t have to make the same mistakes, especially if you follow my simple-to-understand 35/35/35 rule – three strategies built around the magic number of 35 that should help you get what you need (a home) but also help diversify your capital.
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AIM TO BUY A HOME BY 35










Back in the 1950s and 1960s the average age of the first-time buyer of a house in the US and UK hovered around the mid-20s. Obviously houses were much less expensive in those days, even if interest rates were in many cases somewhat higher. Crucially, many younger people in this era had a reasonable expectation of job security over their working life, making them very happy to take long-term risks.


If we fast-forward to our post-modern era of extortionately expensive houses, limited job security and high costs of living, we discover that the average age for a first-time buyer in the UK is already fast approaching 40 years old, with the US not that far behind.


This sorry state of affairs presents us with a number of challenges, especially if you want to accumulate capital and become wealthy. The first is that many of us are forced to rent. There’s nothing wrong with renting whatsoever, especially if you are just moving into a new area or worried about job security. But renting opens you up to an obvious risk which is that rents are only ever likely to go up, especially if inflation increases and/or interest rates suddenly start increasing, pushing up the landlord’s cost of ownership. Renting also self-evidently involves you giving someone else your precious cash in order to repay their mortgage. There may be many reasons why you are happy with this state of affairs but I would argue that eventually buying your own home is a first small step to accumulating wealth. Housing capital for all its faults represents a great bet against future inflation (an issue we’ll discuss in a little more detail in just a few paragraphs). It can also serve as a way of accumulating capital in a tax-free fashion (assuming it is your only property) that could be leveraged to fund a business or a loan to develop your career.


If at all possible, the golden rule should be to scrape together enough money to buy a home (maybe not the perfect dream home) by 35, allowing you another 25 years to repay it – implying your mortgage will be repaid by age 60.
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DON’T SPEND MORE THAN 35 PER CENT OF YOUR NET INCOME ON HOME PURCHASE COSTS










My enthusiasm for home ownership shouldn’t be seen as an obsession, especially if you really cannot afford to scrape together the necessary deposit or have insufficient income to repay the mortgage. The rough and ready rule is that your total home mortgage servicing costs (interest and capital repayment) should not be more than 35 per cent of your total net after tax income. Anything above that level and you’ll not have enough to money to save for any other forms of capital. More problematically, you’ll probably not have enough money to sensibly spend on energy, transport and food costs. My guess is that if you do exceed 35 per cent of your net income, you’ll start borrowing money on your credit cards in a systematic fashion, pushing you ever deeper into debt.
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HAVE PROPERTY AS 35 PER CENT OF YOUR TOTAL WEALTH BY RETIREMENT










We’ll keep returning to this last strategy throughout this book, but common sense – and long-term studies of wealth generation – suggests that ultimately you should aim to retire with no more than 35 per cent of your total wealth in property. Between 35 and 45 per cent of your remaining wealth should be in a long-term pension plans of some description (which we call risk capital) while another 20 to 30 per cent should be in a combination of other properties, some cash and other forms of wealth including alternative assets such as art, stamps or maybe even the odd few gold coins!
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	[image: image]  Putting it all together







	I’ll conclude this chapter by observing that my scepticism about property as a source of wealth shouldn’t be read as an attack on property as an asset class i.e. a way of accumulating wealth using financial assets. My 35/35/35 rules are really designed to make sure you have many different asset classes within your various pots of capital. Housing does in fact offer one wonderful positive for investors focused on the long term – it protects you against the future threat of inflation and is thus what we call a real asset. We’ll encounter the scourge of inflation in many parts of this book, but housing and residential property has in the post-war period (after 1945) increased by between 0.5 per cent and 3 per cent per annum on average above long-term inflation rates. That doesn’t mean that you won’t have bad years where prices go down, nor does it mean that you can’t even have an entire decade where prices go down. But over any sensible 30-to-40-year period, housing in most developed world markets has been a good bet against inflation, although not the best! What doesn’t make any sense whatsoever, though, is to use your home as the only source of your wealth!









[image: image]


Invest in you
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‘The starting point of all achievement is DESIRE. Keep this constantly in mind. Weak desire brings weak results, just as a small fire makes a small amount of heat.’










Napoleon Hill
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‘Lack of money is no obstacle. Lack of an idea is an obstacle.’










Ken Hakuta
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‘The harder I practise the luckier I get.’










Gary Player
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‘Hard work, honesty, if you keep at it, will get you almost anything.’










Charlie Munger
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‘The content of your character is your choice. Day by day, what you choose, what you think, and what you do is who you become. Your integrity is your destiny… it is the light that guides your way.’










Heraclitus


Invest in your personal capital


In this chapter I want to plant one simple thought in your mind. If you want to get wealthy, or even just wealthier, you’ll probably have to work harder and smarter. Sure, some of us will get lucky, many of us might even inherit a bit of money and a lucky few might stumble upon some genius investment idea… but for the vast majority of readers, wealth will be built through investing in your career and building up your personal capital.


Remember in the last chapter we looked at a study (Wolff 2012: referred to at the website http://www2.ucsc.edu/whorulesamerica/power/wealth.html) that examined what wealthy people owned in assets.


We learned that if we exclude those wealthy people who have inherited their money (a significant number!), most successful people have followed a predictable route, which is to earn more (by investing in their career or business), then accumulate spare capital and then make more money by investing in risky stuff that isn’t necessarily your house.


I’d suggest that three simple principles emerge from this analysis:

  1.  Invest in your career to allow you to earn more money (allowing an accumulation of surplus capital)


  2.  Then take risks with that accumulated capital; and then finally


  3.  Become even richer as that risk capital propels you further ahead.


The key point I want to dwell on for this chapter is the investment in your career – in later chapters we’ll explore the necessity of risk-taking in much greater detail, especially with regards to financial assets, also known as risk capital (stocks and shares, for instance). Sitting at a computer betting on the stock market is not going to make you rich. Ignore all those self-help day trader books and give up the dream. It doesn’t work.


What will undoubtedly help to make you a wealthier person is your career or your business or whatever combination of the two works for you.


To underline this observation, I have some more hard numbers, this time nabbed from the US income distribution data.


In 2010 the 50 per cent median household income (the dead centre typical income for a household with one or more adults in it) was a shade under US$50,000.


If, by dint of hard work, investment in your personal capital and a hint of good luck you were able to move up to the 80 per cent percentile income (that is, you were in the top 80 per cent of the total distribution of household incomes), you’d be earning at least US$100,000 a year. So moving up the household income distribution charts from 50 per cent to 80 per cent (a not impossible feat) would benefit you by an additional US$50,000 in income per annum.


Now let’s further assume that you were able to save 25 per cent of that extra income every year for the next 20 years (and didn’t reinvest it in any way, just keeping it in the bank), which would mean that you’d be able to accumulate US$250,000 in capital over just two decades. In reality, my guess is that if you invested that surplus capital in the risky investments I mentioned earlier – as the wealthy do – the real number would be closer to US$500,000! That would be enough to put you in the top 10 per cent in terms of wealth distribution in the US.


The bottom line? Increasing your income, and improving your career prospects, can yield much greater long-term benefits.
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THE HIGHEST RATES OF RETURN COME FROM INVESTING IN PERSONAL CAPITAL










Your investment in time and emotional energy is also crucial if you want to work on a project such as building a better career. You need to measure all these inputs and then work out what the likely rewards are. My simple spin through the enormous impact of moving up the income distribution league should focus your mind on the fact that an investment in you – your personal capital as expressed by your career or your business – will produce a huge ‘return on investment’. If you are really very lucky, risky stuff like equities might give you, say, a 10 per cent return over the long term, as might an investment in a house. I’d argue that an investment of money and time in your career could produce annual returns well in excess of 20 or even 30 per cent p.a.
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DECIDE EARLY ON WHETHER YOU’RE FOCUSING ON YOUR CAREER OR BUILDING A BUSINESS










It’s hard to get a firm grip using national data points on what is the actual chief motor of wealth creation in either the US or the UK, but what we do know is that creating significant amounts of wealth probably requires the individual to have a substantial stake in a business of some sort. Business owners tend to be wealthier, though that doesn’t mean that all business owners are wealthy! What is probably the case is that owning or being involved in your own business does give you greater flexibility to increase your income levels by simple dint of you being the boss! Work harder, make your business more successful and you can afford to pay yourself more!


For many readers this might suggest that at some point going into business might make sense. And indeed for many that will be the case, but entrepreneurialism isn’t for everyone. Not all of us have the required business skills, no matter how many courses you take.


You need to decide fairly early on (in your 20s and 30s) if you have what it takes to set up in business. My advice is to work out whether you want to go into business well before your 40th birthday. There’s nothing stopping you suddenly acquiring the passion for business at 50 years old, it’s just that the energy required – and possible risks taken – are likely to cause you immense stress. What’s even worse is that you may discover rather late in the day that you are not suited to becoming a business person and that you’ve wasted a huge amount of valuable time later in life learning a bitter lesson.
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PORTFOLIO CAREERS AND LIFESTYLES CAN WORK










Many readers might fall into a third, relatively new category – the portfolio career builders, or lifefolio types as I call them. These individuals mix and match elements of a professional career and business with self-employment. Crucially, this group might move from a career and then into business and then back again as they get older. My hunch is that more and more of us will be pushed down this road as we’re forced to work through from 50 years old to 70. Maybe we’ll have a career in our 20s and 30s, start a business in our 40s, sell that business in our 50s, and then start a last career that will take us through to 70. This lifefolio approach requires you to constantly invest in your personal capital as you might have to start an entirely different lifestyle in the future.
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	[image: image]  Putting it all together







	The old world of secure careers with one or maybe two employers who take you through from youth to retirement is long gone, for most of us at least. We now live in a world where you will almost certainly have to chop and change, and constantly invest in your personal capital, in your skills and your knowledge. Every one of us will be uniquely different and the choices we face will be shaped by our own luck, insecurities and hopes, but be under no illusions – investing in increasing your income will only come by investing in your personal capital. A nice home, spending money on bling or a new car or day trading the stock market – none of this will make you wealthy. Building a business or improving your career is for most of us the only option to becoming wealthier. The great news is that it’s relatively easy to do. And once you’ve started accumulating some surplus capital (wealth) you can then start building up your risk capital, which will in turn make you even wealthier.
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