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Preface

A MANIFESTO FOR THE

INDEPENDENT INVESTOR





It was supposed to be another of those annual reviews with my financial adviser where he tells me my investments are doing fine, I sign a few forms, and then get back to work, but this day was to prove different. About ten years previously I had invested $100,000 in a managed fund and now wanted to access the cash to help finance a new business venture. You can imagine my surprise when I was told that $90,000 would be in my bank account within the next few weeks. This led to a conversation, somewhat incredulous on my part, that went along the following lines.


“If I have got this right, in the space of ten years a professional fund manager has managed to turn $100,000 of my money into $90,000.”


“Regrettably, this fund has not done particularly well.”


“You’re telling me! I’m assuming I haven’t had to pay any fees for this debacle?”


“Fees are always applicable, I’m afraid; managing funds is a costly business.”


“What fees are we talking about here?”


“Well, we receive a fee for providing you with advice and for introducing your business; then there’s the fund manager, who charges a fee for managing your money; then there are a wide variety of administrative costs such as dealing charges (those are the costs of buying and selling shares within the fund); also let’s not forget...”


“Just wait a moment. Over the past ten years you have received a fee, the fund manager has received a fee, and various other parties have been imposing charges as well, so the only person worse off on the deal is me!”


Keen to ascertain just how much I had been charged over the previous few years (and angry with myself for not having fathomed this out earlier), a little research on my part indicated that fees and expenses totaled somewhere in the region of $30,000. In other words, over the preceding ten years I had paid financial advisers, fund managers, and various other parties $30,000 to turn $100,000 of my money into $90,000. That is the difference between managing money and growing money.


The financial services sector offers to manage your money for you, and will charge you handsomely to do it, but that is not what investors want – all investors are interested in is seeing their money grow. Ironically, that is the one service the financial services sector will not promise to deliver; if it did, I would have been due a substantial refund. Fund managers just cannot lose. They are paid a basic salary, plus they are incentivized with a bonus if they can improve short-term profits, which encourages risk-taking. If a fund manager is looking after your money and loses it all, they still get paid. If they take risks with your money, providing short-term wins (possibly at the expense of long-term gains), they earn even more. That is when it dawned on me:


“Nobody cares more about your money than you do!”


These few words were about to change the way I approached investing for ever – that statement became my rallying cry and my mantra.


I decided it was time to take control – it was time to become an independent investor. Over the next few weeks I converted my various funds to cash and started out on a journey that has turned out to be one of the most stimulating, and ultimately profitable, of my life; and I don’t mean purely in terms of money. When I talk about control, I don’t only mean taking control of your finances, I mean taking control of your life. The whole point of investing is to help you attain the lifestyle you aspire to. Whether it’s driving that dream car, living in that idyllic country cottage, or being able to travel and experience the joys of the world, investing can turn fantasy into reality.


And yet, despite the potential rewards, many investors feel powerless, particularly when they have a large sum to invest. They feel that they don’t have the time, or the expertise, to invest independently, and that they have no alternative but to use the services of fund managers. The problem is, once they hand over their money, they are at the mercy of these individuals (and their fees). Maybe their fund will grow, maybe it won’t – they themselves have very little control.


In this book we are going to discover how you can take back control – how you can become an independent investor and grow your own money.


This seems like an appropriate juncture to reveal a little about my background. I spent the first few years of my working life climbing the corporate ladder, ultimately achieving the position of finance director of a multinational group, but it had always been my goal to set up my own business. One thing I noticed in every company I worked for was the gulf that seemed to exist between the finance people and the managers who were running the business. As a result, the managers endeavored to steer well clear of financial issues wherever possible.


It struck me that there was an opportunity to improve the returns to shareholders by making managers aware of the financial implications of their decisions, so I set up my own consultancy to do just that. I also wrote my first book, Naked Finance, which demystifies the world of business finance. By stripping the topic down to its bare essentials, I wanted to show managers with no previous knowledge of finance, whether management trainees or main board directors, how they could make sound financial decisions. This book has a similar objective: to demystify the world of investing so that you can make sound investment decisions.


Soon my company expanded into the world of personal finance. I began running personal investment courses and developed a website called Insight Investing (www.insight-investing.com). Although focused primarily on helping independent investors in the UK (where I am based), I will refer to it throughout the book as it contains useful templates that can be employed for analyzing investment opportunities wherever you are in the world.


Setting up my own business and taking control of my investments has enabled me to fulfill some of my dreams. Over the past few years I have been privileged enough to watch the sun rise on the Taj Mahal as it changed from deepest pink to dazzling white; to wake up in a floating Amazonian lodge to the cries of howler monkeys; and to climb a live volcano in Indonesia to sit on the edge of its crater as the first light of dawn crept across the Indian Ocean below. But here’s the thing: for every dollar I’ve earned over the past decade, I now have a dollar sitting in investments.


Let me put this into context. Suppose you earn $100,000 a year for ten years, giving you total earnings of $1 million. One way to accumulate $1 million at the end of the decade would have been to live frugally and put every spare dollar under the mattress. Even doing this would inevitably mean ending up with less money than you earned; after all, you’ve got to eat. By contrast, imagine being able to enjoy a far more lavish lifestyle and still have $1 million left at the end of the ten years. That is what investing has done for me. Of course, there are no guarantees – investments can fall in value just as easily as they can increase. However, if you understand the rules of investing and how to apply them, you should be able to ensure that the gains you make will far outweigh any losses.


This book is a jargon-free, step-by-step guide to how to make your own investment decisions, based on sound commercial principles. But we’re going to do more than that. We’re going to find out how to make these decisions fast (you don’t want to be spending several hours every week with your head buried in reports) and, just as importantly, how to keep the risk low (nobody wants to lose their money).


Just what do we mean by investing? In this book we’re going to use the term to refer to any situation – not merely trading in shares – where you are parting with money now in the hope of achieving some sort of return (i.e., benefit) in the future. Although there are a wide variety of such opportunities, we will be confining our attention to those most accessible to the independent investor.


Running my own consultancy has provided me with the opportunity to meet and work with a wide variety of people who are all involved in making money grow. Probably the most important lesson I have learned from these encounters is that making a good investment decision is all about discipline: focusing your attention on the relevant facts and not allowing your judgment to be swayed by emotions. To achieve this, you need to adopt a structured approach to your investment decision-making. In this book I outline just such an approach, one that will enable you to maximize your potential gains while minimizing your potential losses; and an approach that will allow you to make investment decisions quickly, while ensuring that you have paid due consideration to risk and all other pertinent issues.


In addition to having a disciplined approach, if you want to make good investment decisions, it is essential that you know what your options are. Consequently, this is a book that is intended to be read in its entirety.


Chapter 1, Grow your own money, sets the scene, explaining why it’s important to boost your wealth and how you can benefit by making your own investment decisions.


The next three chapters are dedicated to developing a structured approach that can be applied to any investment decision. Chapter 2, There are no experts, introduces the fundamental principles of investing, which are far more straightforward than is often made out, as well as explaining the concept of risk and the tradeoff between risk and reward. Chapter 3, The big four investment opportunities, explains that investing is about making choices and that there are four main opportunities available to the independent investor. Each has its own unique risk profile and we will discover how to make allowance for this when deciding which opportunities may be right for you. Chapter 4, The 6R approach to investing, is critical. While regrettably this approach to making investment decisions does not guarantee that every decision you make will be a winner – nothing can do that – it does provide a disciplined approach that you can apply to any investment opportunity: an approach that will help you maximize your returns while minimizing your risks.


Chapters 5 to 9 examine the big four investment opportunities in much more depth. We’re not only concerned here with developing a sound understanding of how these investments work, we’re also looking for fast and effective ways to assess potential opportunities. These chapters are all about learning the shortcuts, getting at the required information fast. That does not mean we’re going to rush our decisions, simply that we’re going to balance our use of time against the potential rewards.


Chapter 10, You can’t win if you don’t play, consolidates everything covered in the preceding chapters. It provides a practical, structured, and time-effective methodology for managing your investments.


To ease your progress through the book and enable you to review the content quickly, a few features have been incorporated within the text:


[image: image] Terms commonly encountered in the world of investing are highlighted in bold, accompanied by explanations of what each term means.


[image: image] “Quick challenges” invite you to stop and think about a question or decision.


[image: image] “Key measures” contain details of measures that can prove to be particularly useful when it comes to assessing investment opportunities.


[image: image] “Grow your own money” sections provide tips on how to become a more successful independent investor and how to simplify the decision-making process.


[image: image] “The essentials” at the end of each chapter offer a handy summary of the main points.


Throughout the book monetary amounts are quoted in dollars. Don’t read too much into this: I’ve elected to adopt the dollar simply because it’s an instantly recognizable international currency symbol. The point to note is that the principles of investing are the same regardless of where in the world you live.


Although this book is dedicated to helping you make your own investment decisions, I am not saying that you should never seek help. If you want to set up complex trusts or intricate tax-efficient structures, professional advice may well prove invaluable. In my experience, though, having presented to many thousands of delegates over the years, most everyday investment decisions are well within the grasp of the average person. It is how to make these decisions that is the subject of this book.
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GROW YOUR OWN MONEY





This is a book about money – your money – and how to make it grow. Whether you have a large or small amount of cash, with it comes a dilemma: What do you do with it? It is important that you make the right decisions, because what you do with your money today can have a dramatic impact on the lifestyle you enjoy in the future. Of course, you could keep your money under the mattress. However, if you actually want to grow your money, the only way you can do this is by investing it.


Investing is not difficult





The objective of investing is always the same: to start off with a pile of money (no matter how small) and to grow it into a larger pile. People understand the concept of working for money: you get a job, put in the hours, and in return receive an income from your employer – you are trading your time for money. In theory, if not necessarily always in practice, the more hours you work, the more money you will earn. Wouldn’t it be nice if as well as you working for money, you got your money to work for you? That is what investing is all about: it makes your money work for you.


This book is dedicated to developing just one skill set, spotting a good investment and spotting a bad investment – nothing more, nothing less. If you can do that, you are on your way to a more prosperous future. The good news is you don’t need to be a financial wizard to achieve this. Yes, we will need to address a few technicalities along the way, but rest assured, the financial rewards that these will open up for you will more than justify the occasional mild headache. As I often say in my presentations, “You don’t need to be a world-class chef to prepare a great meal – you just need to be good at the basics.”


Even though the principles are reasonably straightforward, many people shy away from the world of investing, for two common reasons:


[image: image] “I don’t want to lose my money.”


[image: image] “I don’t have the time.”


Both of these views are based on misconceptions, so let’s lay them firmly to rest before going any further.


People are (quite rightly) fearful of losing some or all of their money and will therefore tend to avoid any activity that they believe could put their money at risk. It is true that investing involves risk, but so does everything we do. Crossing the road involves risk. You might be struck by a vehicle and if this happened the consequences could be very serious indeed. Yet we are prepared to cross roads every day. By being aware of what the risks are, we are able to take action to minimize them. Even before we take the first step to cross the road, we will check visually to make sure there are no oncoming vehicles. We will also listen out for more distant traffic that may not yet be in view. We might endeavor to reduce risk further by using a pedestrian crossing. These actions do not remove the risk completely, but being aware of the risk has allowed us to take steps to minimize the threat.


So it is with investing. An important criterion for being a successful independent investor is being aware of the risks and, most importantly, being able to take appropriate action to mitigate them – being aware that risks can be managed.


What many people also fail to recognize is that it is the very existence of risk that creates opportunities. Suppose there is an investment that is guaranteed to pay you a 5% rate of return each year. The attraction is that it is risk free, but the downside is that you cannot earn more than 5%. Ironically, if the rate of return is not guaranteed, that is when the opportunity to earn more than 5% exists. If you want to be a successful independent investor, you have to learn how to embrace risk, not shy away from it.


Moving on to the time issue, investing does take time, but the point is this: Do the benefits justify the time? Given that investing is all about getting your money to work for you, if you have to commit a lot of time to making investment decisions, you’ve lost one of the incentives for investing in the first place.




QUICK CHALLENGE


How long would you be prepared to spend making a decision that could make you $1,000 in the next year?





If you could make $1,000 in the next year based on a decision that will take up half an hour of your time, you may feel that is worthy of consideration. But if you had to spend a whole month making that decision, you’re not really investing at all; you’ve simply found another job, as you’re still having to work for that money. You need to balance the potential rewards against the time it takes to make the decision. As a general principle, the money you earn from each hour dedicated to making investment decisions should far outweigh the money you would make if you were to spend the same time doing a regular job.


So yes, investing does involve an element of risk, but the risks can be managed. And yes, decisions do take time to make, but the benefits should more than compensate for any hours you put in.


Being an independent investor





When making investment decisions, like many tasks in life, there are two possible approaches:


[image: image] DIY (doing it yourself).


[image: image] GSI (getting someone in).


It’s a little like wanting to paint your living room. The problem with doing it yourself is that it’s time consuming and maybe you’re also dubious about your decorating skills. The problem with getting someone in, of course, is that they’re going to charge you for their services.


Suppose you do opt for the GSI approach. You need to be pretty convinced on two issues: first, that they’re going to save you a lot of time; and secondly, that they’re going to do a good job. Investing is not too different. Should you do it yourself or should you get someone in? However, it’s at this stage that the similarities end.


So you contact a decorator with the intention of giving your living room a fresh new look, and find that there’s a fixed fee for the work, payable in advance. The decorator insists on deciding the color scheme, what paint to buy, and what materials to use. Your living room may end up looking better, or it may end up looking considerably worse than it is now; either way, you must pay the fee. How do you feel about the proposal? That is the deal you’re being offered when you pay someone else to invest your money for you. They are going to charge you regardless of whether they do a good job or not. Call me old-fashioned, but I regard that as a complete non-starter. Can you think of any other industry that charges you for goods and services regardless of whether you get what you want? And what is particularly worrying is that the financial services sector is very accomplished at making its services seem good value.




QUICK CHALLENGE


You have $100,000 that you want to invest to build up a nest egg over the next 20 years. How much would you be prepared to pay for some help in investing it?





If you use the services of a financial adviser, they are going to charge you a fee for their services, maybe 1% of the fund value. In this example that’s $1,000, which doesn’t sound too bad, does it? It is highly likely the adviser will in turn place the money with a fund manager, who will also charge a fee. Their annual management charge might be a further 1% of the sum invested. In addition, the fund will be subject to administration charges, such as the costs of buying and selling shares, and these may add up to another 0.5% of the fund value. So the total charge to manage your investment in this instance works out at $2,500. Yes, it’s quite a lot, but given that you’re investing $100,000, maybe it’s not so bad.


Now comes the twist: it’s $2,500 every year. That means you can expect to pay out $50,000 over the next 20 years, so half of the amount you have available to invest right now is going to disappear in fees. It could end up considerably more than this if the fund has been growing, bearing in mind that the fees are based on the value of the fund. That is the cost of getting someone in. If you are going to spend that sort of money, you have got to be pretty certain you would not prefer to do it yourself.


This highlights a key advantage of being an independent investor: it can save you a fortune in fees. The other advantage is that it puts you in control: you decide where your money is going to go.


Refusing to invest is not an option





Before progressing any further, let’s rule out one strategy you should never adopt. Many people avoid the world of investing because they are fearful they might lose some or all of their money, but then go on to pursue the one course of action that is guaranteed to do just that: they do nothing. But how can doing nothing lose you money?


It is time to introduce one of the greatest enemies of your hard-earned cash. Inflation refers to the increasing prices of goods and services: as time goes by, prices go up. It is a sad fact of life that inflation is present in most economies around the globe. This is why you should never leave money under a mattress, in a coffee jar, or in whatever other storage device you might care to employ.


Suppose you have $2,000 in cash right now, which is enough to buy that television system you have craved with full surround sound. But you’re not sure you can justify the expenditure, so you store the money in a box under your bed for the next year, during which time the price of that dream television system has gone up by 5%. In a year’s time you still have $2,000, but that television system would now cost you $2,100 and you can no longer afford it. By refusing to invest, you end up financially worse off than you are now. What this tells us is that even if you simply want to preserve the purchasing power of the cash you currently possess, you have no real choice but to invest it.




THE ESSENTIALS


[image: image] Investing is not difficult – to be a successful independent investor, you just need to be good at the basics.


[image: image] You can manage risk – being aware of what the risks are enables you to take steps to mitigate them.


[image: image] Investing need not be time consuming – the potential rewards should more than compensate for the limited amount of time you need to spend making the decisions in the first place.


[image: image] Don’t be afraid to make your own investment decisions – it puts you in control and can save you a fortune in fees.


[image: image] Refusing to invest is not an option – inflation will eat away at the purchasing power of your hard-earned cash.
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THERE ARE NO EXPERTS





The world of finance seems to be in the news on a daily basis. “The Dow Jones rallied this morning” and “The banking crisis is deepening” are not merely interesting events: whether directly or indirectly, they have an impact on your financial wellbeing. They affect the value of your home, your investments, and even your pension. Not surprisingly, you may feel as if you’re on a financial roller-coaster: you want to take control, you want to invest your money, but who can you trust?


Nobody cares more about your money than you do





Stories about banking scandals, casino mentality fund managers, mis-selling scandals, bogus investment schemes, and rogue traders have simply reinforced the view that the so-called professionals can be far more motivated by personal gain than by the performance of your investments. Indeed, the credit crunch and its aftermath are testimony to the fact that there are no experts: nobody knows for certain what the future holds. Although there are many explanations for the origins of the credit crunch, and many books have been written on the topic, the true problem was remarkably basic. Financial institutions were making horrendous investment decisions. They were lending money that was unlikely ever to be repaid, they were investing in businesses that subsequently failed, and they bought financial instruments that they did not even understand. These investment decisions were so catastrophic that they almost brought the global economy to its knees.


These so-called experts were ignoring a fundamental principle of investing: the tradeoff between risk and reward. Investments with little risk tend to offer low returns, while it is the higher-risk investments that typically offer potentially higher rates of return. This is basic stuff and any prospective investor should be aware of, and most importantly respect, this principle, yet for years it had been blatantly ignored. Financial institutions were pursuing higher returns and ignoring the risks.


A key issue underpinning all investment decisions is trust. Who do you trust with your money? What the credit crunch has taught us is that if you are going to hand your money over to a third party, you need to be reasonably confident that they have your interests at heart. There is a big difference between an organization that wants to make money for you and an organization that wants to make money out of you. As an independent investor, I firmly hold to my mantra: “Nobody cares more about your money than you do!” I now make all my own investment decisions and I genuinely believe that I am far better off financially as a result. Even ignoring how my investments are performing, the savings in fees have been substantial.


Your first decision





If you aspire to be a successful independent investor, you have to appreciate that when you have money, you have three options regarding what to do with it. You can spend it on day-to-day goods and services, going for meals out, and taking holidays. The alternative is to tie up your money in assets (that simply means things you own), which then presents two further options. You can spend it on depreciating assets, things you own that lose value over time, such as a television or a car. Alternatively, you can invest it in wealth-creating assets, things you own that can enhance your wealth by increasing in value and/or providing an income. For example, property can both increase in value and generate rental income.


It’s time for a quick point of clarification. As soon as people hear the word wealth, they invariably think about mansions, yachts, and private jets. Being wealthy is not the same as having wealth. Most people have some wealth, which may be a lot or it may be a little. Wealth simply means things you own. Whether you own a lot or a little, you have wealth. When we talk about growing your own money we’re simply talking about increasing your wealth – starting with a pile of money (your current wealth) and creating a larger pile of money in the future (your future wealth).


It is important to be aware of the implications of choosing each of the three options being presented to you. If you spend $100 on goods and services today, you will receive $100 worth of goods and services today. This will result in your wealth decreasing. This is called consumption: your money is being spent on things you will consume. That does not mean that spending money on day-to-day goods and services is a bad thing, but just bear in mind that every dollar being spent on goods and services is a dollar that could have been invested to increase your future wealth.


Depreciating assets are different. If you spend $100 today, you will acquire $100 worth of assets that could provide benefits over several years. Spending $2,000 on a television system should provide you with many years of viewing pleasure. As time progresses, though, the system will lose value, so just like goods and services, this form of expenditure will ultimately result in your wealth decreasing. The key difference in this instance is you will lose wealth at a slower rate.


[image: image]


MONEY PRESENTS CHOICES


That leaves one option. If you want to increase your wealth, you have no alternative but to invest it in wealth-creating assets. Pursuing this course of action means that investing $100 today could result in you receiving back significantly more than $100 in the future.


Take Adam and Harry. Each of them earns $50,000 a year and they both work for 40 years. Adam spends everything as he earns it, so that during his working life he is able to spend $2 million. By contrast, Harry invests some of his income each year, so that during his working life he manages to create additional wealth of $2 million. Consequently, he is able to spend $4 million. These are two ordinary guys with similar jobs, yet Harry enjoys the more lavish lifestyle. What makes Harry different is that he does not only go to work for money; he also makes his money work for him.


Welcome to your wealth





Having established your basic options for what you can do with money, if you want to start off with a pile of money and end up with a larger pile of money, the next logical step is to determine how much you are worth at the outset. Most people know how much they earn, but surprisingly few know how much they are worth.


You can determine what you are worth right now by preparing a document known as a balance sheet, which is simply a statement of wealth. This is a straightforward exercise. You start by adding up everything you own – your assets. Now, if you did not owe anybody any money, that would be your wealth. Unfortunately, most people also have debts and the amounts you owe are called liabilities. Therefore, to establish your wealth, you need to deduct all of your liabilities from your assets. Whatever is left over is called your net assets, which is just another term for wealth.
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