Your Wealth Bulletin

Video of the
Month

Dear David,

Lost Generation

Welcome to the July edition of Your Wealth Bulletin.

Outstanding video on You
Tube about Gen Y

The average pencil is seven inches long,
with just a half-inch eraser........in case you thought optimism
was dead
.(Robert Brault)

Government Links

Building Generational Wealth
Education Rebates
Environment Rebates
NSW Hot Water &
Toilet Rebates
Fridge Buyback

How does the idea of spending your
kids inheritance sound......and not
feel guilty!
If that's appealing, then the
following strategy may be of
interest.
Superannuation for Kids

Child Care Estimator
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While we may think of superannuation as something to worry
about when we are older, there is nothing stopping kids from
having their own super fund. Particularly if they have started
some part-time work.
The kicker can come via the Government, who may match their
superannuation contributions (after-tax) made by your child, if
they qualify under the rules and regulations.
Government Co-Contribution Program

Social Site links:

To be eligible for the co-contribution program, a child must meet
these requirements:
* Make a non-deductible personal super contribution to a

complying super fund within the income year;
* Need to earn at least 10% of their 'total income' from
employment or self-employment for the income year;
* 'Total income' for the year less than $61,920;
* Lodge an income tax return with the ATO for the year even if
there is no tax payable; and
* Be a permanent resident.
Total income includes salary and wages, business income,
some fringe benefits and some employer super contributions.
Drawbacks
Child contributions to super may be easy to establish
however the contributor may not necessarily receive a tax
deduction or any immediate tax benefits. Another
disadvantage is that they will have no access to the money until
they are at least age 55 and retired.
Benefits
The magic of any investment is simply time mixed in with
compound interest. The benefits of a child's own super fund
ticks both of these boxes. Add in a mix of potential Government
co-contributions (if applicable), and the potential to build a very
significant nest egg for your child.
Parents and Grandparents can give a child the best inheritance
by gifting $1,000 to the child to contribute to super and possibly
qualify for the co-contribution. If the child won't qualify they can
make a contribution of just $1,000 each year to the child's super
fund.

Investing, Not Gambling
Buying a lottery ticket gives gamblers a
chance to make an absolute bundle for a
small outlay writes Jim Parker from DFA.
But the odds are overwhelmingly against
them. It's this death-or-glory mentality that
many people bring to investing.
Say there's a lottery on sale - with two million
tickets issued at $1 each. The grand prize in
the draw is $1 million, second prize is
$500,000. Plus, there are two third prizes of $100,000 each, 10

consolation prices of $20,000 each and 10 of $10,000 each.
We're assuming this lottery is run on a costless basis, so that all
the money that comes in is paid out. Now the mean, or average,
payoff from that $1 bet is $1. That's the total prize pool of $2
million divided by the two million tickets on issue.
But we know that, in reality, all but 24 ticket holders are going to
come away with absolutely nothing.
Because average returns are so affected in this case by
"outliers", or extreme outcomes, it makes more sense to use the
median return. The median is the middle number in the series of
outcomes when arranged in ascending order. In our lottery
example, the person in the median position, with half the
sample above him or her and half below, wins nothing from the
gamble.
It's an example worth recalling when investors insist on
concentrating their exposure to the equity market in one or two
or even a handful of stocks. Investing this way, particularly over
the long term, is really just speculation. It's just like buying a
lottery ticket.
Here's why: Over time, the distribution of market returns tends
to become skewed. The greater the variability of returns in any
one year, as we saw in 2008 and 2009 for instance, the more
skewed the multi-year outcomes.
Owning one or two, or a handful of stocks, makes long-term
investors more exposed to this variability of returns. By contrast,
diversifying over many stocks reduces the skewed nature of
returns and increases the odds of investors achieving their
individual desired outcomes.
It's important to understand that diversification does not improve
expected return, but it does reduce risk. Essentially, while you
are sacrificing a very small chance of a huge reward, you are
also reducing the chances of a very bad outcome and improving
the odds of getting closer to the median outcome.
Here's an example prepared by Dimensional's co-chief
executive David Booth and presented to a conference in
Australia recently.
The example compares the distribution of returns from investing

in one-stock and and 100-stock portfolios over one-year, 10year and 30-year periods in the US until the end of 2009. The
portfolios are all randomly selected and the results are based
on 100,000 simulations.
A normal distribution is shaped like a bell. The most frequently
occurring outcomes (measured by the vertical axis) cluster
around the average, which is why you get a raised centre. The
frequencies of other outcomes noticeably decrease as values
move away from the centre in either direction.
There are a few things to focus on in these charts. Firstly look at
the difference in distribution between the 100-stock portfolio, the
brown line, with the the single-stock portfolio, the blue line. You
can see the distributions get more skewed for all portfolios, the
longer the time period. But they are even more skewed for the
single-stock portfolio.
Now look at the difference between the average or mean return
and the median return for the different portfolios. The median is
always lower. This is because volatility, or more specifically
variance, erodes the growth of wealth. The mathematics of this
isn't important for this exercise. But it's enough to know that
"average" returns don't translate into dollars in your pocket.
The third thing to notice is how the gap between the median
and mean returns becomes wider the less diversified the
portfolio becomes. This becomes most pronounced over 30
years. In this case, while there are similar mean returns for all
portfolios, the median return (the one most relevant to the
individual) is dramatically less in the single-stock portfolio.
So you can see that in the one-stock portfolio, a median return
of $4.24 over a 30-year period is pretty dismal, particularly
compared with the near $31 median return from the 100-stock
portfolio.
Now, can you see a bigger kicker for the one-stock portfolio at
the far-right hand of the distribution graph in the 30-year
example? All that means is that in a tiny number of cases,
someone shot the lights out by being lucky enough to be in a
single stock that outperformed the market by a significant
degree.
But that's like our lottery ticket. You could get lucky, but it's a
one in a million shot. And the fact is you don't need to take
those kinds of risks. By diversifying your portfolio, you might be
trading off the remote chance of enjoying that extreme gain, but
you are not going to lose your shirt either.

This is what diversification is all about. You are reducing the
"variance" of expected returns and maximising your chances of
having enough money to retire on.
Put another way, you're taming the luck of the draw.
Reference: Jim Parker (DFA)

If you would like to discuss any of these issues further with us,
please feel welcome to ring me on 9525 0777 or
emailenquiries@reedfinancial.com.au

Warm Regards!

David Reed

Phone: (02) 9525 - 0777
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