Uncommon Sense

Your Most Important Investment Decision

If all you had to go by was the information presented in the
financial media, you'd be forgiven for believing that to be a
successful investor you needed to know which companies
were best to own, and that you had to be able to forecast
market cycles. Calling the tops and bottoms, which no one
can.

Fortunately, neither of these are true. We believe that the
most important financial decision you'll make in your life is
what portion of your assets you allocate to equities (the
greatest wealth building asset).

Indeed, extensive research has shown that your asset
allocation decision is responsible for the majority of your
portfolio’s return. Asset allocation refers to your decision
about how much you allocate to equities and fixed interest
assets, respectively.

Before we proceed, let's define these terms.

Equities (or stocks) is a part-ownership in a publicly listed
business. Investors are rewarded if the company is successful
in growing its revenues over time. This usually leads to an
increase in share price. Investors are also rewarded in the
form of dividends - company profits which management
decide to payout to the owners.

Fixed income (or Bonds) are a form of lending to
corporations/governments who need to raise capital for
maintaining or expanding their operations. Usually, a fixed
rate of return is agreed, hence the term “fixed income”.
These investors do not own any share of the company (which
costs them dearly over decades).

To the casual observer, both are forms of investments which
provide returns over time. However, they are fundamentally
different asset classes. The distinction is vitally important to
understand.

Investing in equities makes you an owner of a business.
Investing in a diversified portfolio of said equities makes you
an owner of the great companies of the world, the
companies we all use each and every day. What a thought!

Investing in bonds (or any fixed interest instrument) makes
you a loaner to these same businesses. You have no claim to
their future profits.

As an owner of a successful business, would you prefer to
raise money by borrowing at a fixed cost, or would you give
up a part of your business to access the cash? The answer
may not be clear: if prospects were good you would borrow
the money, all else being equal.

Similarly, as an investor, would you prefer to own a share of a
successful business, or would you prefer to lend money to
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them? The answer may again be self-evident. You want to
own small pieces of the great companies rather than just
loan them money. Owners beat loaners.

Slaying The Dragon

As investors battling the silent dragon called inflation (the
slow and steady increase in the price of goods), the only
returns we are interested in are real returns - returns above
inflation.

History has shown us that equities have provided investors
with a significantly higher real return than fixed interest
assets. The numbers differ between regions and time
periods, as could be expected. This makes sense when you
understand the distinction we explained above.

The best asset class to own in your fight against inflation is,
therefore, shares in the great companies of the world.

No Free Lunch

Great news so far. Who wouldn’t want the returns of being an
equity investor?

However, there's a price of admission for earning higher
returns. There's no such thing as a free lunch, as they say.

The cost of owning stocks is the volatility in their price, the
fluctuation (both up and down) over the short to medium
term.

This will never change. If there was no risk, there would be
no return.

One Size Does Not Fit All

Your asset allocation needs to take into account your
willingness, ability, and need to generate the returns
provided by stocks. You also need to be able to endure the
regular fluctuations in price, and your emotions, that come
with being an equity investor.

Helping you to navigate this decision is our reason for being.

We'll end with a Warren Buffett quote from the recently-
published Berkshire Hathaway shareholder letter.

"Productive assets such as farms, real estate and, yes,
business ownership produce wealth - lots of it. Most owners
of such properties will be rewarded. All that's required is the
passage of time, an inner calm, ample diversification and a
minimisation of transactions and fees.



