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			Preface

			In 2008 we got one of those periodic reminders that the world of investing is a very dangerous place. The markets had already been waning for nearly twelve months because of the subprime mortgage crisis in the United States, but when Lehman Brothers collapsed in September 2008, everything crashed, everywhere in the world. 

			It was different from previous reminders of risk—in 1929, 1987, 1991 and 2000, among others—and by the time the sharemarket had finished falling in early 2009, most people’s share portfolios were worth less than half of what they had been eighteen months before. Many people had lost everything.

			It was also different in another way: over the previous fifteen years, all Australian workers had become investors—investing wasn’t just the plaything of a few. That’s because the Keating government had legislated the superannuation guarantee in 1992, forcing everyone to put 6 per cent, and later 9 per cent, of their salaries into super.

			At the same time, companies were rapidly moving their employees out of ‘defined benefit’ retirement funds, where you knew what you’d get when you retired, and into ‘accumulation funds’, where you only knew for sure what you had put in—it was up to the markets what you got out.

			So by the time the global financial crisis hit the markets in 2008, everyone was in accumulation funds in one way or another. If you were in a company fund, you became exposed to market risk in a way you never had been before, and if you weren’t, then the government was forcing you to lock up some of your salary in a big super fund until you retired.

			The first words of the national anthem should have been changed to: ‘Australians all let us invest …’

			Within that powerful, all-encompassing storyline there was a subplot: the boom in self-managed super.

			The big problem with the super guarantee legislation of 1992 was that it wasn’t accompanied by better regulation of the financial services industry. Where there are seals there are sharks; where there are novice investors, there is a different sort of shark.

			Worse even than the presence of blatant fraudsters, looking to relieve the unwary or unsophisticated of their savings, was the fact that the whole business of advising investors was actually geared towards making sales.

			The financial advisory business evolved out of the selling of life insurance; life agents became financial planners, and switched from selling insurance policies to selling superannuation and other investment products. It was a quiet, insidious revolution. It meant there was almost no such thing as independent financial advice that wasn’t designed to sell you something. Australians had served themselves up to financial planners thinking they were getting advice when in fact they were being sold an investment product, and not necessarily the best one: it was usually the one that paid the best commission to the sales rep.

			I watched this develop with growing disgust and in 2005 launched Eureka Report to campaign against the sales commissions being paid to financial advisers and to provide an alternative that would help Australians avoid the pitfalls of the investment world and to navigate its complexity.

			For six years we have campaigned against the corrupt practices and conflicts of interest infesting financial advice while providing an alternative source of guidance for investors who want to do it themselves. Then, two years ago, we won a big victory when the government announced that commissions for financial advisers, paid by the promoters of investment products, would be banned.

			Partly as a result of our efforts, financial advice really is becoming independent, with the advisers being paid by their clients rather than the promoters of the products they are selling. It means that advice appears to cost people more, but it doesn’t really: the cost was just hidden previously, and anyway, you didn’t really get advice—just a sales pitch in disguise.

			Meanwhile, as a result of all these conflicts of interest in the financial services sector and the poor performance of most large super funds, DIY super—or self-managed super funds—has become the fastest-growing sector of the superannuation industry, with hundreds of thousands of Australians opting to go it alone.

			Eureka Report is going strong and has become by far the biggest-selling investment newsletter in Australia, with nearly 15 000 subscribers. Published four times a week, Eureka Report is designed to provide those people with a road map: to guide them through the complexities and traps of financial markets, to provide big-picture strategic insights on the trends to watch, and to provide some tips on what to invest in.

			This book is designed to encapsulate everything we’ve learned about investing over the years, and what other people have learned as well. That experience has been used to create a definitive guide for the independent investor.

			This book won’t stop you being affected by crashes like the one in 2008, but it will help you prepare for them and to minimise the effect. We believe strongly in managing risk carefully and not treating investing as gambling—putting it all on a win, as it were.

			Investing is not about big wins; it’s about building wealth gradually, over time, at a faster rate than the value of money declines through inflation. That’s not too hard, but it requires knowledge. Gambling, or speculating, is pretty easy, really, but the house always wins.

			To win with investing requires patience and understanding. The patience is up to you; this book will help with the understanding.

			Alan Kohler

		

	


	
		
			The Independent Investor

			You will not learn what investments to buy by reading this book. There are no hot tips or insider secrets. What you will learn is how to be a better investor. That may sound like a bold promise, but the basic principles of investing are not as complex as some finance professionals would like their clients to believe.

			After many years of writing about financial markets and talking to professional and private investors, I have observed that successful investors have a number of things in common. They are serious about investing and are willing to dedicate time and money to furthering their skills and knowledge. They keep up-to-date with financial and economic developments and understand the difference between investing and speculating. They keep an open mind and are willing to learn from their mistakes—even though the principles of sound investing remain the same, markets are constantly changing and evolving and at times they take even the most experienced investors by surprise. And, most importantly, successful investors take responsibility for the planning and execution of their own investment strategy, even if they use professional advisers, as most do at some stage.

			It is a faith in the ability of independent investors to take responsibility for their own success and to invest well that underlies this book.

			When Eureka Report CEO Alan Kohler approached me in early 2010 about writing a book, he had a very particular book in mind. It was barely one year after the financial markets had hit rock-bottom in the wake of the global financial crisis. The recovery had begun but the outlook was far from certain. From the market peak in 2007 to the trough in 2009, investors had experienced the full gamut of emotions, from optimism and greed to fear, panic, despair and pessimism. Many investors were still shell-shocked and reluctant to risk their capital so soon after incurring heavy losses. Experienced investors know that some of the best market gains are made in the early phase of recovery, but you need confidence and courage to put that theory into practice when the pain of loss is still fresh in your memory.

			What Alan wanted to produce was a timeless guide to investing, free of the temporary seductions of investment products and market fads, to give investors the confidence to stay the course. That is easier said than done when everyone is telling you to sell your shares and move into the safety of term deposits and government bonds. The only way to keep your head, when everyone around you is losing theirs, is to strap yourself to the mast like Odysseus.

			The older I get, the more I think that the ancient Greeks were not just good storytellers but also great psychologists. In Homer’s epic poem The Odyssey, the hero Odysseus and his men must sail past the island of the sirens on their voyage home from the Trojan War. The sirens had a seductive call that had the power to lead men to their doom on the rocky shores of their island. So Odysseus plugged his men’s ears with beeswax and then had himself tied to the mast of his ship until they had sailed safely past temptation.

			The siren song of the markets can be just as treacherous for investors on their long journey to retirement. These sirens wear suits and sing the praises of investments that ‘can’t fail’ but subsequently do. From tulip bulbs in seventeenth-century Amsterdam to internet stocks in 2000 and ‘sophisticated’ financial products called collateralised debt obligations and credit default swaps in 2007, investors who ignored the risks paid the price.

			Big market failures are generally followed by a chorus of angry investors complaining ‘We didn’t know’, ‘We were robbed’. In many cases that is true, but it is also true that no-one knows what is going to happen in financial markets tomorrow, next year or in ten years time, and anyone who tells you otherwise is lying. What we do know is that high-risk investments such as shares and property deliver better returns than money left in the bank in the long run.

			In order to make the most of the long-term returns on offer while navigating short-term risks along the way, investors need a strategy, just like Odysseus. That is why this book begins with a section that is designed to get you thinking about what you are hoping to achieve with your investments. Unless you identify your long- and short-term goals and cost them, you have no way of knowing if your investments will produce the returns you need in the time you have left. It is also a good idea to give some thought to the shape of your investment portfolio early on.

			Experienced investors have probably heard it said that asset allocation accounts for about 90 per cent of investment returns. While that is very interesting in theory, in practice you need to work out the right mix of shares, property, cash and fixed-interest investments to produce the returns you need with a level of risk you feel comfortable with.

			Risk, return and time in the market are the concepts that underpin every decision an investor makes, from selecting the right asset mix to deciding whether this stock is a better investment than that one. In Part II we look at risk and return in some detail, as well as ways to boost returns with the careful management of tax and a prudent level of borrowing.

			This book steers clear of telling readers where to put their money, but it does explain the risks and returns of the major asset classes and where they fit into a well-constructed investment portfolio. In Part III you will find chapters devoted to cash and fixed interest, shares, property and alternative assets. We have also included a chapter on managed funds—while not an asset class in their own right, managed funds provide investors with broad exposure to one or more asset classes.

			The long-term goal of investing is to accumulate enough capital to provide income in retirement. For the vast majority of working-age Australians, the bulk of their retirement savings will be in superannuation. Super plays a central role in Australia’s retirement income system, which is why so many people have decided to take control of their own destiny and start their own self-managed super fund. Part IV aims to help you make the most of your super while you are saving for retirement and also later on when you are reaping the rewards.

			In short, this book is aimed at investors who are serious about making a long-term investment in long-term investment. The rewards will be worth it.

			Barbara Drury

		

	


	
		
			Part I

			Look before You Leap

			If there is one mistake that almost everyone makes at the start of their investing career, it is rushing into investments without having a goal or a plan to guide them. Before you know it, you have a jumble of investments and no clear idea if you are on the right track. At some point, most investors realise they need a plan.

			Successful investors are like chess players who keep one eye on the endgame even as they make their first move, the endgame for investors being retirement. With that in mind, we decided that the best way to start a book about investing was by looking at The Big Picture. Before you get bogged down in the details of which stock or managed fund to buy, it is worth spending some time thinking about your long- and short-term goals and whether you have the financial resources to achieve them. In Chapter 1 we also cover personal investment styles, to give you a better chance of developing a plan of attack that suits your temperament and attitude to risk.

			In Chapter 2 you will learn about the planning process and the pros and cons of seeking professional financial advice. We also introduce some of the investment structures, such as self-managed super funds and family trusts, that allow you to hold investments in the most tax-effective way.

			Chapter 3 takes the planning process a step further, guiding you through the process of designing and building an investment portfolio. We explain how the right mix of investments can have a much bigger impact on your total return than the individual investments you select.

		

	


	
		
			Chapter 1

			The Big Picture

			Life is full of personal and financial twists and turns, opportunities and challenges. One moment you are earning a great salary, perhaps starting a family and upgrading to your dream home, and the next moment your wealth takes a hit from a protracted illness, redundancy or divorce. Most people can expect more than one financial windfall in life, perhaps from an inheritance, a great investment, a job promotion or a bonus, and more than one financial loss, from a bad investment, a market crash or a business failure.

			Success in investing, as in life, depends on making the most of your opportunities and reducing the risk of avoidable losses. But before you put your money to work, it is worth stepping back and observing The Big Picture. You might begin by making a clear-eyed assessment of your current and future financial needs, wants and circumstances. Next, take a look in the mirror. You need to be brutally honest with yourself to avoid setting goals you can’t possibly reach, or making investments that rob you of sleep. Finally, think about investing as a journey that will unfold over the course of your life, rather than something that must be set in stone from the outset.

			Creating a solid financial foundation and building wealth is not glamorous but it can be extremely rewarding. The more thought and effort you invest in the task, and the sooner you get started, the more profitable it is likely to be.

			The Long and the Short of It

			Investors are faced with an avalanche of information, most of it focused on how to choose investments. We admit our own part in this financial information industry, which is generally well intentioned but lacking in one essential ingredient—the specific requirements of you, the investor.

			Each investor is an individual who brings a different set of skills, preferences, financial goals and circumstances to the task of investing. Before you invest any of your hard-earned cash, you need to ask yourself some searching questions:

			• What sort of life do you want to live? The more luxurious your lifestyle, the harder your investments need to work. You don’t need to be a high-income earner to create long-term wealth, but you will need a plan and the discipline to stick to it. Big spenders, even those on high incomes, need to put money aside to meet their investment goals or they risk squandering all their wealth on their lifestyle.

			• What are your savings and investment goals? Your goals are likely to change as you progress through life but at any one time, you probably have a number of goals with different time horizons. Short-term goals of one to two years might include buying a new car, a holiday or reducing credit-card debt. Medium-term goals of two to five years might include saving for a home deposit, paying children’s school fees or more travel. Long-term goals typically include reducing a mortgage, building up an investment portfolio and saving for retirement. Short-term goals can be financed with employment income and ‘at call’ savings, while longer-term goals typically require investment in growth assets.

			• How much risk can you tolerate? The answer to this question will help determine the investments you select. There is no point chasing high returns if you lose sleep every time your investments go down in price. If you crave stability and guaranteed returns, you need to adjust your expectations and asset allocation accordingly. Some people only discover their aversion to risk after a market crash. Others start out tentatively and cautiously only to discover that their appetite for risk increases along with their knowledge of investment markets. Age is also a factor. When you are young and have time on your side, you can afford to accept more risk in exchange for potentially higher returns. Once you retire and have less time to recover from market falls, you lose your appetite for risk.

			• Where is your money coming from? The money you have available to fund your lifestyle and investments may come from several sources, all of which need to be taken into account and managed. Your main source of income is likely to be your job, but you also need to factor in employer-paid superannuation, investment income, the age pension and lump sums from the sale of a business, a redundancy or an inheritance.

			The nature of your income may also have some bearing on the investments you choose. According to work done by Canadian academic and personal finance educator Moshe Milevsky, the amount of money you have in shares and high-risk investments in your peak earning years ought to depend on your profession.

			The theory goes that public servants, academics and people with very certain future income should view it as bond-like. In other words, a job for life is like a government bond that pays guaranteed income year after year. Milevsky and his followers argue that people in such professions can afford to take more risks with their investments and should consider borrowing to increase their exposure to shares and growth assets. Investment bankers, business owners, executives with company shares and anyone whose income is uncertain or related to sharemarket performance are advised to have no more than 60 per cent of their money in shares.

			What Sort of Investor Are You?

			Investing isn’t all about dollars, numbers and projections. Success often comes down to intangible factors such as personality and attitude towards money.

			Over the years we have observed professional money managers, personal investors, financial advisers, true believers in the merits of property over shares and equally zealous advocates of shares over property and have reached the conclusion that investors tend to fall into one of the following categories:

			• The dabbler. The dabbler would like to be a good investor but lacks commitment and persistence. They invest a bit of money here and a bit of money there without a plan or a clear idea of their investment and lifestyle goals. Some dabblers end up muddling through while others lose money and confidence.

			• The conservative investor. These investors value modest guaranteed returns over uncertain high returns. They keep their cash in term deposits and swear by property because you can touch it; you can drive past and keep an eye on it. Property investors have traditionally done well in Australia but the experience of overseas property markets during the global financial crisis disproved the popular belief that property never goes down in value. Successful property investors understand the market, the risks and the returns they need to achieve.

			• The fighter pilot. These competitive solo flyers have supreme, often unfounded confidence in their superior investment skills and ability to beat the market. They rarely use professional advisers although they may seek out financial ‘gurus’ to learn the secrets of their success. They follow the market avidly and know a lot about price but nothing about value. They tend to zero in on the latest fad investment or hot stock and may do extremely well when markets are booming only to crash and burn when the boom is over. They have no investment plan and often end up with little to show for their activity.

			• The delegator. The delegator is committed to investing but lacks either the time or the interest to manage their investments. Some delegators spread their money across a range of managed funds while others are happy to leave the details to their financial adviser. Success for this group depends almost entirely on the ability and integrity of their advisers and fund managers.

			• The engaged investor. Engaged investors take a serious, planned approach to investing. Although they value professional advice, they also do their own research and work with advisers to formulate and carry out investment plans. Engaged investors invest directly although they may also use managed funds to plug knowledge gaps or achieve greater diversification. These investors keep up-to-date with investment markets and actively manage their portfolios through all phases of the market cycle.

			There is no single, successful template for an investor, and you may fall into one or more of the above categories. Rather, this book is aimed at independent-minded people who want to improve their chances of long-term investment success by making an investment in their education.

			Some people do extremely well by focusing on an asset class they understand well, while the majority of investors do best with diversified portfolios tailored to their circumstances. Some investors actively try to beat the market while others are content to passively track the market index. Successful investors do share certain qualities, though. For starters, they view investing as a marathon, not a sprint. It takes patience, flexibility, persistence, a willingness to do your own research, to recognise and learn from your mistakes, and to ignore the noise and confusion of the herd. A bit of luck helps, too.

			The Behaviour of Crowds

			Once you gain some experience as an investor, you begin to notice that your financial success depends as much on the collective behaviour of other investors in the market as it does on your own actions. Market commentators often talk about investors as the market herd, as if they charge mindlessly in whichever direction they are pointed. There may be some truth to this, but as most modern investors are city slickers rather than cowpokes, we prefer to think of the market as a busy freeway.

			When people first learn how to drive a car, they focus on mastering the controls and monitoring their performance. A lapse in concentration or a failure to observe street signs could prove fatal. Eventually, learners realise that it is just as important to monitor the other drivers on the road and to develop crash-avoidance skills. The same holds true for investors. If you can develop the habit of continually monitoring your own decision-making while staying alert to the irrational behaviour of others in the market, you may even avoid a crash.

			Most people like to think of themselves as rational, but the evidence suggests they are kidding themselves. Benjamin Graham, the father of value investing and the teacher of Warren Buffett, once said that the investor’s worst enemy is likely to be himself. That observation is borne out every day on investment markets, where fools are parted from their money and wise heads profit from such folly.

			The old idea that markets and individuals are rational has also been challenged in recent decades by the relatively new field of behavioural finance. Researchers have found that investors often base decisions on emotion, fear of loss or of missing out, previous experience, overconfidence, or the selection of evidence that supports their own biases (see the ‘Mind Games’ boxed text pp. 10–11).

			Investment professionals have always been aware of the fact that asset prices don’t always reflect fundamental value, but they tend to attribute any investor behaviour they can’t explain rationally to ‘market sentiment’. When you get large numbers of individuals making questionable decisions at the same time, you can end up with asset prices that shoot far ahead of fair value or drop well below it. Market bubbles and crashes offer classic examples of an entire market or market sector being driven up by people who have forgotten the fundamentals and followed their emotions, wanting to be part of the crowd.

			
				Mind Games

				There is nothing you can do about the irrational behaviour of the crowd, but you can make a conscious effort to keep your own investment beliefs anchored in reality and not wishful thinking.

				Here are just some of the mental traps investors commonly fall into, and which should be avoided:

				• Anchoring. Investors often make the mistake of anchoring their investment beliefs in information or events that no longer apply. The classic example is buying last year’s best-performing asset class in the belief that past returns will be repeated in the future.

				• Availability. Investors sometimes base their decisions on information that is readily available without checking alternative sources of information. For example, property investors often make the mistake of buying in their local area because they are familiar with the market, whereas there may be much better investments in other property markets.

				• The certainty effect. Investors and investment markets hate uncertainty and will often settle for a small but certain gain in preference to a larger, uncertain gain. During the global financial crisis, when most asset classes fell at the same time, investors fled to the safety of government-guaranteed bank deposits despite their relatively low returns. The consequence of this strategy was that investors left their money in the bank and missed the profitable early phase of the sharemarket recovery.

				• Confirmation bias. People tend to look for information that confirms their existing beliefs while ignoring anything that contradicts those beliefs. This happens in the final stages of every market bubble, when people choose to believe commentators who say that prices will continue to rise based on this or that measure while ignoring signs that prices no longer reflect true value.

				• Framing. People tend to reach a conclusion based on the framework in which it is presented. Say someone invests $10 000 in a stock and a year later their shares are worth $12 000. The investor tends to think they only have $10 000 at risk, so if the price drops back to $11 000 they will still be ahead. In fact, they have $12 000 at risk. The decision now should be whether to hold the investment, buy more shares, or sell and take the opportunity to invest in something with better future prospects. Investors should constantly re-evaluate their investments based on the current reality.

				• Magical thinking. This is the belief that certain behaviour leads to a desired effect: ‘I was wearing my red underwear when I walked away with a bargain at my first art auction so now I wear my “lucky” underwear every time I bid at auction’.

				• Regret avoidance. Investors tend to avoid actions that confirm they have made a mistake. An example is the investor who avoids crystallising a loss if it means admitting to themself, much less to others, that they made a mistake—even when selling a poorly performing investment to buy something better would result in a better financial outcome.

				• Representativeness. This is the danger of investing based on stereotypes. If, for example, investors have decided that a company and its management are hopeless because of a recent string of losses, they often fail to acknowledge fresh evidence of a turnaround in profitability.

			

			Irrational behaviour is not always the culprit when markets defy logic. Fund managers periodically rebalance their portfolios in line with set benchmarks and may have to sell a strongly performing investment on the basis of its portfolio weighting, not its price. More often than not, computer-generated trading programs are to blame. In 2010, the New York sharemarket fell 1000 points in twenty minutes after an employee in an institutional trading room hit the wrong computer key, triggering a wave of program selling by other institutions.

			The psychological concept that has had the greatest impact on economics is prospect theory, which was developed by Nobel laureate Daniel Kahneman and Amos Tversky. After conducting hundreds of experiments, they found that most people feel pain after losing $100 much more strongly than they feel pleasure after winning $100. In other words, people are not so much risk-averse as loss-averse.

			Further experiments showed that most people prefer a smaller, certain gain to a larger, uncertain gain. A real-life parallel of this is when investors who remain in the market after a crash flock to stocks offering the certainty of regular dividend payments in preference to stocks with a potential for high capital gains. But by playing it safe, investors may unconsciously limit their future returns.

			Professor Terrance Odean set out to discover more about how these ideas played out in the real world. He analysed 135 000 clients of US discount brokers between 1991 and 1997 and found that investors sold winning investments too soon and held onto their losses too long. In other words, they practised ‘regret avoidance’.

			Odean also found that overconfident investors traded too much—the more frequently you trade, the less your net returns. Frequent traders earned a net annual return of 11 per cent while infrequent traders earned a return of 19 per cent. Odean suggested that overconfidence takes over in a booming market partly because few investors benchmark their performance against a realistic appraisal of the expected long-term returns from different asset classes. So an investor who posts a return of 20 per cent one year comes to believe they can repeat the performance every year.

			The best way to avoid these common mental traps is to develop a financial plan tailored to your personal financial circumstances and tolerance for risk, and stick to it. It is also important to be flexible enough to learn from your investment mistakes and to listen to alternative views of the market.

			Ages and Stages of Investing

			Just as it pays to know yourself and the company you keep, it helps to understand where you are on your investment journey. The point you are at is most likely determined by your age and the amount of cash at your disposal. There are always exceptions to the rule, but most people move through life in a fairly predictable progression. Each life stage ushers in fresh spending priorities and financial goals.

			Financial advisers suggest that, by the time they retire, people should aim to have a debt-free family home and enough accumulated savings to provide the level of income they require. It is certainly important to keep this endgame in sight, but a lot of living happens between the time you start your working life and the time you retire. By thinking of your investment journey as a series of steps, each building on the last, long-term goals will be easier to achieve.

			In the following sections, we have used age as a marker for each step, but don’t let that put you off. The earlier you start investing the better, but you are never too old to start good financial habits. Some people may inherit money or sell a business later in life, giving them the opportunity to kickstart an investment plan.

			Starting Out

			When you are in your twenties and early thirties, you are naturally focused on gaining qualifications, establishing a career and enjoying your new-found income. You are likely to spend more than older people on clothes, eating out, entertainment and travel. You are also likely to rent for a while before you buy your first home.

			Retirement is probably the last thing on your mind when you are starting out, but that doesn’t mean you shouldn’t start setting aside a portion of your income to save for longer-term priorities. At this stage of life you are probably happy to rely on the superannuation guarantee—a guaranteed percentage of your income paid into a superannuation account by your employer—and to build up savings and investments outside super which you can access to buy a house, further your education or start a business.

			Your to-do list of financial priorities at this life stage might include some or all of the following:

			• Set up an emergency fund. Try to build up a few thousand dollars in a high-interest savings account to use in an emergency; for example, to pay for car repairs or a rental bond. This is a good way for people with few liquid assets to reduce their reliance on credit card debt.

			• Tackle credit card debt. Credit cards are a useful cash-flow management tool but they can be a trap if they encourage you to live beyond your means. Get into the habit of paying off your credit card balance in full each month and shop around for a credit card that fits your spending profile.

			• Repay your student loan. If you have deferred payment of some or all of the fees for your tertiary education, aim to pay them off before you buy your first home. These student loans are referred to as HECS-HELP for government-supported students and FEE-HELP for full-fee-paying students.

			• Save a first-home deposit. Debate continues about whether it’s better to rent or buy, but there’s no doubt that saving for a home deposit and managing a mortgage are a form of enforced saving. Apart from the financial discipline involved, building up equity in your home provides a solid platform for future wealth accumulation.

			• Borrow to invest. Time is on your side so you can afford to take some calculated risks with your investments. Young adults with a steady income, good prospects of promotion and no dependants might consider borrowing to invest in growth assets such as shares or an investment property. The combination of borrowing to invest (a practice called gearing) and compound interest should help you reach your investment goals earlier and provide a much larger nest egg in retirement. If you do invest with borrowed funds, then make sure you take out income-protection insurance. A period of unemployment or prolonged illness could spell disaster unless you have adequate protection.

			The Middle Years

			Once you reach your forties, the reality dawns that saving for retirement can’t be put off forever. At the same time, expenditure is likely to be highest at this life stage due to the costs of raising a family.

			People in their forties need to take a three-pronged approach to building wealth. As well as repaying the mortgage to free up cash to invest in growth assets, you should aim to make voluntary contributions to super and also continue to build up your assets outside super. Retirement may be within view but it will still be twenty years or so until you can easily withdraw your super tax-free.

			If you have a hefty mortgage and children to raise, this is all easier said than done, but it is not impossible. Make the following your priorities:

			• Reduce debt. Your first priority should be to pay off non-tax-deductible ‘bad’ debt such as credit cards and personal loans. Once these are cleared, you can focus on repaying ‘good’ non-deductible debt: namely, the family home. Channel any spare cash into the mortgage and when you get a pay rise, keep your spending the same and increase the mortgage amount.

			• Maintain a cash buffer. Even if you have a good income and have built up some assets, you still need to maintain a cash buffer for emergencies. Credit cards are useful for short-term needs but a mortgage redraw facility offers a more tax-effective home for your cash buffer.

			• Borrow to invest. Once you have built up some home equity—50 per cent is a good rule of thumb—consider using some of that equity to gear into shares or property. A home equity loan is a cheaper form of credit than alternatives such as margin loans. The dividend income from shares should fully or substantially cover the cost of borrowing.

			• Make voluntary contributions to super. If you have relied on your employer’s superannuation guarantee payments up to this point, then it is time to ramp up your voluntary contributions. There are a number of strategies available to you, whether you are a high-income earner or of more modest means. These strategies are covered in more detail in Chapter 14, which deals with superannuation.

			• Protect yourself and your family. At a time when your living expenses are high and you are likely to have dependent children and outstanding loans for your home and investments, it is crucial to maintain adequate life insurance and to perhaps consider income-protection insurance as well.

			The decision about whether to invest inside or outside super will come down to the most tax-effective savings vehicle and your personal circumstances. Some families may be able to use a family trust to direct income to a low-earning spouse or dependent children over eighteen who can take advantage of the $6000 tax-free threshold. Others may find it easier and more tax-effective to salary-sacrifice into super.

			Pre-retirees

			At age fifty, the countdown to retirement begins in earnest, but it pays to remember that your investments don’t retire when you leave the workforce. According to government estimates, the average 65-year-old today can expect to live well into their eighties; 10 per cent will live beyond ninety-seven.

			If you want your retirement savings to last the distance, you can’t afford to be too conservative in your investment strategy. Unless you have enough savings to fund a comfortable and lengthy retirement, you may need to hold a portion of your portfolio in growth assets into your sixties or seventies, or come to terms with spending the final years of your retirement on the age pension.

			Most people’s earnings peak in their fifties. With a bit of luck, the house has been paid off and the kids are ready to launch themselves into the world. Finally, you can focus your financial resources on boosting your retirement savings. Here are some pointers to get you started:

			• Reduce your debts. Pay off your home and any other debts before you retire, if you haven’t already done so.

			• Do your sums. Work out how much you will need in retirement and where it will come from. Aim to build up assets equivalent to at least fifteen times your desired annual retirement income. For example, if you hope to retire on an annual income of $60 000, you will need a nest egg of close to $1 million.

			• Contribute to superannuation up to your concessional limit. People over fifty years of age can contribute to super up to $50 000 a year at concessional tax rates. You can also contribute up to $450 000 after tax in any three-year period.

			• Consider the transition-to-retirement strategy. If you are aged fifty-five or over and still working, you can boost your super balance by combining salary sacrifice with a transition-to-retirement pension.

			• Borrow to invest. If your home is your major asset and is already paid off, then consider borrowing against it to invest in growth assets.

			• Review your insurance needs. If you have no debts and the kids have left home, you may be able to discontinue or reduce income-protection and life insurance.

			If you are concerned that you will outlive your investments, you may need to reconsider your retirement plans. There is a growing trend towards part-time work beyond the official retirement age for financial reasons, but also to remain engaged with the community. You can continue to contribute to super up to age seventy-five while you are still working.

			Retirees

			The future you couldn’t imagine in your twenties, thirties and forties is finally here. You have retired and are living off the income from assets accumulated over your working life, perhaps supplemented by the age pension. The focus now is on capital preservation but it still pays to hold some growth assets to replenish your savings and make them stretch as far as possible.

			Here are some suggestions to help get your financial house in order:

			• Maintain your long-term investment strategy. In the early, active phase of retirement, most of your super and non-super assets should be invested according to your long-term strategy and appetite for risk, in a mix of asset classes. Active investors may choose to dial down their exposure to growth assets later in retirement. You need to decide whether to invest in a pension product or live on the income from your investments.

			• Keep a cash reserve. A portion of your assets should be held in liquid assets such as term deposits with staggered maturities. You need enough cash at call to cover your lump sum needs on retirement and ongoing spending requirements for eighteen months to two years in advance.

			• Check your age pension entitlements. Make sure you claim any pension you are entitled to because even a small part-pension will make you eligible for a range of discounts and benefits.

			• Minimise your tax. A financial planner should be able to help you minimise, or even eliminate, tax at this stage of life.

			• Update your estate plan. Keep your will up-to-date so your assets can be preserved for your preferred beneficiaries without being eaten away by tax. Estate planning is covered in detail in Chapter 17.

			• Review your health insurance. Make sure you have adequate cover for the hospital procedures that become more common as you age.

			As you can see, your financial priorities evolve as you age. In order to make the most of your financial resources over the course of your life, you need to constantly review, update and refine your investment plan.

		

	


	
		
			Chapter 2

			Planning for Success

			Once you have given some thought to The Big Picture outlined in the previous chapter, and have a clear idea of your personal investment style and your future prospects, it is time to plan your investment strategy.

			In practice, most people start out by making a series of haphazard and uncoordinated investments. Perhaps you became an accidental shareholder when companies such as the Commonwealth Bank and Qantas privatised in the 1990s. Or you may have bought an investment property and then added a second and a third property to your portfolio because that’s what your friends were doing. It is often after many years of investing that people begin to question whether they are on the right track and go in search of financial advice.

			It is much harder, and much more expensive, to unwind poorly thought-out investments than it is to get your investment framework right in the first place, after which it is relatively simple to slot new investments into the mix. A qualified financial adviser can help you clarify your goals, set up a budget, devise an investment strategy and select the right investment structure. Or, if you have the time and the skill, you may decide to draw up your own plan of attack. Sound financial planning is not rocket science, but it does take time and thought.

			Think Long Term

			The world has grown in complexity but the road to prosperity is as simple as it ever was. Spending less than you earn, budgeting, saving and investing are as relevant now as they were in grandma’s day. You don’t have to do anything tricky or complex to achieve your financial objectives. Old-fashioned saving is what you are doing when you contribute to super, pay off the mortgage or make regular investments in the sharemarket.

			Most people aspire to a lifestyle fully paid for—perhaps a home, a holiday house, a good education for the kids, cars, travel and a few toys—and a capital base that can provide sufficient income for a comfortable retirement. In times of economic plenty, easy credit and market manias, people think they can throw out the rule book, which stresses patience, discipline and saving, but there are no short cuts to building a solid financial future.

			When you draw up any sort of plan, it helps to know where you are headed. The unfortunate truth for everyone is that the finish line of a sound financial plan is not retirement but death. The aim is to accumulate sufficient financial resources to last the distance.

			No matter what age you are when you map out a plan, and how many goals and objectives you set for yourself along the way, you need to keep an eye on the prize. The key questions you need to ask yourself along the way are:

			• Will I have enough income to pay for the standard of living I am aiming for in retirement?

			• Will I have the financial reserves to cover unexpected costs in old age, such as a health crisis requiring hospitalisation, a new car or home repairs?

			• Will my savings continue to support my spouse, partner or other dependants if they outlive me?

			• Do I want to leave an inheritance for my children and/or grandchildren?

			If your answers reveal a shortfall between hope and reality, then you may need to adjust your savings and investment targets. The earlier you do so, the more time you have on your side to grow your assets.

			Set Clear Strategic Objectives

			A financial plan doesn’t need to be elaborate. You just need to set strategic objectives. These act as barrier rails to keep you on track. The important thing is to develop a clear sense of where you are headed and the financial steps you need to take to get there. And don’t rush or panic; the best plans unfold over a lifetime.

			Everyone is different, but the bare bones of a long-term financial plan typically look something like this:

			• Build a cash buffer for emergencies and peace of mind.

			• Save a home deposit.

			• Find an appropriate superannuation fund to direct contributions to.

			• Purchase a family home.

			• Make sure contingencies are in place, such as life insurance and a valid will.

			• Continue to direct all savings into the mortgage.

			• Once the mortgage is paid off, or there is sufficient equity in the home, increase super contributions and consider borrowing to invest.

			• Remove insurances, reduce debt and move assets into super.

			• Retire.

			Once you have clarified your long-term strategic objectives, you can begin to flesh out the details. The first step is to draw up a budget. You need to know exactly what you are spending before you can work out how much salary you have left each week that can be earmarked for saving. Then you can set short-, medium- and long-term goals and calculate how long it will take to achieve them. Goal-setting at different ages and stages of life is covered in Chapter 1.

			Building Wealth a Step at a Time

			Buying your own home is an excellent way to start building wealth. Most people are more disciplined about paying off debt than saving. If you borrow to buy a home, you are paying off debt on an asset. Like all financial assets, it needs to be managed well to gain the most financial benefit. You can use the equity in your home to gear, albeit prudently, into investment property or shares, but you should resist the temptation to dip into your home equity to fund lifestyle spending.

			Once you pay off your mortgage, or have substantial equity in your home, you can turn your attention to increasing your voluntary contributions to super and borrowing to invest in quality growth assets such as shares, property and managed funds.

			Borrowing does not have to be high risk if you adopt a strategy of positive or neutral gearing; that is, ensuring the income from your investments is sufficient to meet the repayments on your investment loans. That way, if you lose your job or share prices go into freefall, you won’t have to sell assets to meet your repayments or to pay a margin call.

			The arithmetic is compelling. Since 1971, shares have returned close to 15 per cent a year and listed property has returned 14 per cent a year, while the cost of debt has averaged around 10 per cent. That differential provides a buffer and makes it easy to capture the full benefit of capital appreciation plus any investment income along the way, provided you take a long-term view and ride out the inevitable boom and bust cycles.

			Thanks to compulsory super, most Australians are saving 9 per cent of their salary without even trying, but that is unlikely to be enough to finance your current lifestyle in retirement. Savings of about $1 million are needed to provide a retirement with net annual income of $60 000, a level that most people would consider comfortable but not luxurious. The sums are different for everyone but you can check if you are on track with the help of the retirement planner calculator on the Australian Securities and Investments Commission’s (ASIC) MoneySmart website (www.moneysmart.gov.au).

			Topping up your super with personal contributions is essential, but in practice most people under fifty have other priorities, such as paying off a mortgage and educating their children. Even so, small amounts added to your super when you are younger can make a big difference to your retirement nest egg. It may be easy to salary-sacrifice $3000 a year when you are young, but if you wait until you are forty you may have to put away $15 000 a year to meet the same retirement goal. Business owners often don’t put large amounts of cash into super and other investments until they sell their business in readiness for retirement, but many people can look forward to some form of inheritance or financial windfall to boost their super along the way.

			Once you have put your investment plan into action, the key to success is to avoid making any big mistakes. A lot of people try to do it all too soon and come unstuck when they have to sell an investment property, or they get a margin call and have to sell shares when the market is at its lowest ebb. If you are forced to sell at a loss, it might take years to get back to the starting line.

			If you can avoid mistakes and save along the way, then even if you are of modest means, you can achieve your financial objectives. A good adviser can help clarify your strategy and act as a financial coach, keeping you on track and offering strategic advice (see the ‘When Advice Pays’ section below). After the initial consultation, a follow-up every two years or so may be enough until you have built up your assets or approach retirement.

			When Advice Pays

			During and immediately after the global market crash of 2007–09, angry and frustrated investors left their financial advisers in droves. Undoubtedly, some people had received poor advice from glorified salesmen who had involved them in complex products and margin loans they had not fully understood. Others who had received investment advice that was fundamentally sound chose to blame their advisers for a systemic market failure that affected everyone to some degree.

			Before you seek financial advice, it pays to understand what you can reasonably expect to gain. Some investors look to an adviser for hot tips and inside information, a sure-fire way to forge an unhealthy relationship that will end in tears. Paying for advice does not absolve you from decision-making or guarantee a profit. What you can and should expect, though, is an adviser who can use their superior knowledge and experience to help you clarify your financial goals and devise the strategy that is most likely to help you achieve those goals. They may provide technical advice on taxation or superannuation and they may also offer advice on the merits of particular stocks, bonds or managed funds, but the choice of investments and the amount of risk you take on board are ultimately your responsibility.

			It often takes a major life event such as the birth of a child, the setting up of your own business, a divorce, a redundancy or an inheritance to prompt a visit to a financial adviser. Sometimes it is simply a question of chaotic finances. You may be on a high income but have spiralling credit-card debt and nothing left at the end of the month for savings or investment.

			Complex tax and superannuation systems and a shift towards individuals providing for their own retirement have increased the need for professional financial advice. You may need one-off advice on, say, setting up a super fund or working out a divorce property settlement, or you might want to establish an ongoing relationship with an adviser who can draw up a comprehensive financial plan and conduct regular reviews.

			A comprehensive financial plan is designed to touch all your money bases:

			• cash-flow planning—personal budgeting, loan and finance structuring

			• taxation and business planning—tax returns, choice of super fund, specialist tax advice

			• investment and retirement planning—superannuation and investment advice

			• risk planning—insurance

			• estate planning—wills, superannuation death benefits and tax advice.

			A full financial plan can be expensive, though. Depending on your age and financial circumstances, you may be better off seeking advice on an ad-hoc basis until you have grown your asset base or have a substantial sum to invest.

			Many investors are capable of managing their own investment portfolio but there may be times when they need expert technical or legal advice. Depending on the issue, they may need the help of a financial planner, an accountant, a stockbroker, a lawyer or a combination of specialists. Other investors overestimate their skill and it takes a market correction for them to realise that owning twenty mining stocks during a commodities boom or six ‘diversified’ share funds with similar strategies does not add up to a diversified portfolio.

			Choosing the Right Adviser

			In the Middle Ages, alchemists boasted they could turn lead into gold. Today, professional money managers are viewed all too often as the new alchemists, deftly manipulating complex financial instruments and uttering magical incantations full of statistics and market jargon. As well as these high priests of capitalism, there are also plenty of old-fashioned con artists who convince people to hand over their money based on little more than a convincing sales pitch.

			To be a successful investor, you need to be discriminating—not just about the investments you buy but the people you choose to listen to.

			A good adviser is someone you can trust and communicate with. You might start your search for an honest adviser with integrity by asking family, friends and colleagues whose opinions you trust. Some advisers have a good track record with clients in particular lines of work, so your professional or industry association may also be able to help.

			You want an adviser with extensive experience, but it can also be advisable to choose someone younger than you to provide continuity later in life. This can be an important consideration for couples where one partner takes little interest in the joint finances but may be widowed and left to manage on their own.

			Various advisory groups can help you locate an adviser in your area, including:

			• The Financial Planning Association of Australia (http://fpa.asn.au)

			• Association of Financial Advisers (http://afa.asn.au)

			• CPA Australia (http://cpaaustralia.com.au)

			• The Institute of Chartered Accountants in Australia (http://charteredaccountants.com.au)

			• Financial Planners’ Association, a division of the National Tax and Accountants’ Association (http://ntaa.com.au).

			The Australian Securities Exchange (ASX; www.asx.com.au) has an online directory of stockbrokers. And if you are looking for a qualified lawyer or solicitor, the Law Society or Law Institute in your home state may offer an online referral service or directory of members.

			Trust is earned over time, but before you put your financial future in the hands of an adviser you need to verify their credentials. Any advice to do with superannuation, insurance, shares or managed funds must come from a person who works as an authorised representative of a financial advisory business that holds an Australian financial services licence. It is also essential that your adviser is licensed by the corporate regulator, ASIC. You can check this via its MoneySmart website (www.moneysmart.gov.au), which also includes advice and questions to ask before you sign up with an adviser.
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