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Introduction

I have many friends who are experts in their professional lives in various industries
unrelated to finance. In many cases, they lack the knowledge of how to successfully
invest their hard-earned money. Because 1 work in the finance industry, they often
ask me for guidance on what they should do. Therefore, I have decided to write
this book to answer many of the questions that come up during our discussions.

The second target group for this book is the younger generations; my own kids
included. In many parts of the world, basic investing principles are not part of the
curriculum taught in high schools—or even most universities. It’s no wonder
investing seems so difficult for people when they haven’t even been taught the
basics.

In this book, I share the basic investing principles everyone should know. And I
present them in a straightforward way so you are able to use them regardless of
your background. In addition to the general principles, I also go into detail about
how to invest—and what to invest in. The end result is that you should be able to
start successfully investing right away, shortly after reading this book.

The good news is that, in some ways, the time to invest has never been better for
individual investors. In the past, investing basically meant putting your money in
products offered by your bank, paying high costs, and getting terrible after-cost
returns. Nowadays, there are a number of products, services, and online platforms
that don’t involve the banks at all. This means you can invest in solid, professional
investment products at low costs—tesulting in increased investment returns.

In this book, I go through all the traditional investment categories, such as equities,
fixed-income, and real estate. I also take a look at hedge funds and private equity,
which have traditionally been the playground for institutional investors, but, in
recent years, have become increasingly open to individual investors. To round out
the discussion, I also take a look at some of the newer innovations in finance, such
as crowdfunding, and offer my opinion on which platforms are good for investors.

Even though the products available to individual investors are better than ever, the
current investment environment is difficult. At the time of this writing, interest rate
levels around the wotld are close to an all-time low. This means that the expected
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returns from investments are also low—mnot only for fixed-income investments,
but for all other investments too. So, at the moment, a patient and conservative
attitude is required from beginning investors.

The investment principles desctibed in this book can be applied globally. However,
depending on your home country, the exact implementation of the investments
may vary. Throughout the book, I explain in detail how the investment principles
can be implemented in the following five countries: the United States, Finland,
Germany, the United Kingdom, and Switzerland.

Now some words about my own background. I’'ve worked for more than 10 years
in the finance industry, and I've spent the last seven serving as the Chief
Investment Officer in a mid-sized asset management company in Switzerland. 1
co-implemented the investment platform we use to manage our equity portfolios,
and I actively perform investment research in addition to acting as a fund manager.
Together with my colleagues, I have tested countless investment approaches and
strategies, implementing only those that actually work.

I have studied both Computer Science (MSc from the Helsinki University of
Technology) and Finance (MBA from Purdue University, CFA). Eatlier in my
career, I spent seven years working for a major telecommunications company—
first as a software engineer, and later in different management positions.

Equally worth mentioning, I have also been an individual investor for the past 20
years. I’'ve probably made most of the beginner mistakes that everybody else makes
when they start investing, and my emotional setup isn’t any different from other
human beings. Investing is easy on paper, but psychologically it’s a difficult thing
to do.

I use the principles and many of the investment products described in this book to
manage my own investments. It is my hope that the investing concepts that I've
provided will give you the necessary insights and tools you’ll need to start
managing your money with confidence.
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1. The Basics

he basic definition of investing is to put money into something that is

expected to produce income and/or increase in value in the future. For
example, you might buy shates of Microsoft, which currently pays dividend income
on a quarterly basis and may increase in value during the holding period. Or you
could buy an apartment and rent it for monthly rental income and, again, hope that
it will increase in value over time.

The rationale behind investing is that, when implemented the right way, the long-
term returns you’d receive for your investments would significantly outweigh the
returns you would get from keeping the money safely in your bank account. So, if
Person A decides to save money in their bank account, and Person B decides to
invest that same money in stocks and real estate, then in 30 yeats’ time, we would
expect Person B to have much more money saved than Person A.

Investing always includes an element of risk. On the one hand, all investment
returns fluctuate in the short term, which means the value of investments
sometimes goes up and sometimes goes down. On the other hand, an investment
may occasionally lose its entite value. For example, this can happen if you own
stock in a company that goes bankrupt. But risk is an unavoidable part of
investing. You cannot get good returns for your investments without taking on
some risk. However, you can limit and control that risk so it always stays at an
acceptable level.
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Reasons to Invest

The first question every person should ask themselves is why should I save and invest
money? Although it is difficult to list a single reason that applies to everyone, there
are some good reasons that apply to most of us. A few examples include:

=  Saving and investing for retirement
* TFinancing the education of your children

®  Achieving full or partial financial independence

In some countries, the pension system is so bad that there is no guarantee of
getting state-paid retirement income that would cover even the bare minimum of
living expenses. In other countries, the pension system may currently be good
enough, and the pension benefits may even have increased with the rate of
inflation. But the question would still be zs #his sustainable into the foreseeable future?

In many developed-market countries, the number of people moving into
retitement is greater than the number of people currently entering the workforce.
The reason for this is twofold: birth rates have lowered and people are tending to
live longer than ever before. In many countries, the working population finances
part of the current retirees’ pensions. So, when there are more people eligible for
pension benefits but fewer people to finance them, then the pension system comes
under significant pressure.

Whether future pension benefits are too small or just uncertain, it makes sense to
take some responsibility for your own financial security, and that means starting to
save and invest well before you reach retirement age. You can never be sure
whether the current pension system will be sustainable, but you can ensure that
your own savings will contribute to a better quality of life as you enter into
retirement.

Another common reason to save and invest money is to finance the education of
yout children. In many countries, a university education is not free and can cost a
significant amount of money. This is the case, for example, in the United States
and the United Kingdom. Even in countries that currently offer free education, the
financing may not be sustainable, and there is pressure to introduce tuition fees.
Saving and investing as eatly as possible is a good way to ensure that your children
will have the opportunity to get a university education, regardless of what happens
with the cost of education.

A third common reason to start saving and investing eatly is to achieve financial
independence, either fully or partially. Full financial independence means that you
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have saved so much that your savings generates enough income to finance your
living expenses, whatever they are. This means that you don’t need to work
anymore, unless you want to. That’s why it’s called independence. You will be free to
do whatever you want with your time.

In many cases, becoming fully financially independent is a very difficult goal to
reach. However, you could reframe your goal to target partial independence, which
could mean, for example, that you only need to work part-time or that you take
long sabbaticals from work at regular intervals. Saving and investing is the way to
accomplish this goal, whether your aim is to achieve full or partial financial
independence.

Sometimes people have to work part-time when there just aren’t enough full-time
jobs available. For example, in the United States, the number of part-time jobs
increased massively during and after the financial crisis of 2008. Also, in the
dynamic global business world, we see that some industries are in decline while
new ones are created. For example, an employee may notice that their company, or
even their entire industry, is in decline, and there are fewer and fewer jobs
available. It is especially tough for older people to find new full-time jobs,
particulatly if their skills have become redundant. Saving and investing as catly as
possible is a good way to create a buffer against any nasty surprises later in life.

All three of these examples I've shared are very good reasons to start investing,
and they help you to understand and accept the long-term attitude that is crucial
for becoming a successful investor.

In addition to these good reasons, there are also some bad reasons to start
investing. The most common is the desire to make as much money as possible as
quickly as possible. This is a recipe for disaster, and, in most cases, leads to a
significant loss of investment.

There are also several reasons why people decide not to invest. For example, some
people spend everything that they earn. Others decide to live above their means,
taking on credit card or consumer debt, which is a very bad idea. If there are no
savings, there is no money to invest. So, the first critical step is to stop spending
more than is earned and to gradually start saving money.

Many people also avoid investing because they think they lack the required
knowledge, or they don’t want to devote time to it. It is this group of people that 1
would like to ask to finish this book and reconsider. Everybody can gain enough
knowledge to start investing, and when implemented the right way, the time and
effort required is insignificant.
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Compounding of Interest

Let’s take a look at one simple example of compounding. You make an investment
that returns, on average, 5% over the long term with an initial investment of
10,000 dollars. In the first year, the profit is 5% * 10,000 = 500 dollars. In the
second year, not only does the initial investment of 10,000 dollars earn a 5%
return, but the first year’s profit of 500 dollars will also earn a 5% return. So, the
profit after two years is 500 + 5% * 10,500 = 1,025. The total investment value is
now 11,025 dollars. In the third year, the profit from years 1 and 2 will also earn
5%, and so on. This effect is called the compounding of interest. While the concept is
relatively simple, it is remarkable how much the initial investment can grow over a
long period of time.

In the following table, I've created an example where we’ve invested 100 dollars
for different time periods and varying annual returns. In the rows, we have the
investment horizon ranging from 1 to 50 years, and in the columns, we have the
average return earned for the investment per year. The interest is compounded, so
all the proceeds from each year are reinvested in the next year. The table shows the
value of the total investment at the end of the investment period.

Years 0% 2% 5% 6% 10% 15%
1 $100 $102 $105 $106 $110 $115
5 $100 $110 $128 $134 $161 $201
10 $100 $122 $163 $179 $259 $405
20 $100 $149 $265 $321 $673 $1,637
30 $100 $181 $432 $574 $1,745 $6,621
50 $100 $269 $1,147 $1,842 | $11,739 | $108,366

From the compounding table, you can see that the longer you keep the money
invested, the better. In other words, the eatlier you start investing, the more time
you have for the compounding to work for your benefit. In many cases, it isn’t
possible to start seriously investing before you've reached a certain level in your



The Basics 7

professional life, but this table should help you get the point. It is better to start
saving and investing when you’re 40 rather than waiting until you’re 50.

You can also see that the higher the return, the higher the compounding effect.
Just look at the difference between the 10% return and the 15% return after 50
years. Likewise, if there is no return, as shown in the 0% column, then there is no
growth in the investment. Even a 1% increase in investment returns makes a huge
impact in the long run. If you have a return of 6% instead of 5%, the value of your
investment after 50 years would be 60% higher.

Now let’s take a look at another example. In the following table, let’s see what
happens if the profits earned each year are 7ot reinvested but instead taken out of
the investment and used for an annual vacation trip. In this case, the interest does
not compound. The following table shows how much money there is in total at the
end of the investment period:

Years 0% 2% 5% 6% 10% 15%
1 $100 $102 $105 $106 $110 $115

5 $100 $110 $125 $130 $150 $175
10 $100 $120 $150 $160 $200 $250
20 $100 $140 $200 $220 $300 $400
30 $100 $160 $250 $280 $400 $550
50 $100 $200 $350 $400 $600 $850

You can see that when the compounding effect is removed, the final cash balance
is very modest compared to the first table. In order to generate a significant
amount of savings in the long term, you need to reinvest the profits year after year.

One more example is needed to make this more realistic in real life. Based on the
very long-term history, the value of money tends to decrease over time. This effect
is called #uflation. This means that if you have 100 dollars today that will buy a
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certain amount of goods, then in 50 years, those 100 dollars will buy far less. It
other words, the purchasing power of the money decreases.

To understand this better, let’s take a look at the very long-term inflation rate in
the United States. The Consumer Price Index is published by the Bureau of Labor
Statistics on a monthly basis, with records going back to January 1913. It measures
how consumer prices have changed over time. Below, the logarithmic chart shows
the Consumer Price Index starting in January 1913 and running through
November 2017. I have indexed it to start at 1.0 in 1913.
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Figure 1. US Consumer Price Index between January 1913 and November 2017

As you can see, the Consumer Price Index has increased from 1.0 to 25.1 in the
span of 105 years. This corresponds to a 3.1% annual increase in consumer prices.
Is the inflation always positive? No, it is not. For example, between May 1920 and
April 1933, the Consumer Price Index decreased from 2.1 to 1.3, indicating an
average -3.7% per annum depreciation in consumer prices. This was during a
severe worldwide depression known as The Great Depression. Both before the
Great Depression and during the 70s, the rate of inflation was much higher than
average. In the 70s, the Consumer Price Index increased from 3.8 to 7.8,
corresponding to 7.4% annual growth. This period was called The Great Inflation.
Since then, inflation has been relatively stable without big shocks, growing at an
average of 3.1% per annum.
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Although we will likely see periods of slow and fast inflation in the future, let’s
assume that the average inflation is 3% per annum. This means that in each year,
100 dollars will buy 3% less goods than the previous year. What happens if the
return table is adjusted for the inflation rate of 3% per annum?

Years 0% 2% 5% 6% 10% 15%
1 $97 $99 $102 $103 $107 $112
5 $86 $95 $110 $116 $140 $176
10 $74 $90 $122 $134 $197 $311
20 $54 $82 $149 $181 $387 $965
30 $40 $74 $181 $243 $761 $2,996
50 $22 $o1 $269 $438 $2,946 $28,900

You can see that if you do not invest the money at all but keep it at home as
banknotes hidden in a closet, after 50 years, a 100 dollar bill is only worth 22
dollars in purchasing power. If you can buy five Argentinian steaks with your cash
today, you will only get one steak in 50 years.

This is why saving but not investing doesn’t really work. Inflation will just eat the
value of your savings in time. The minimum level of acceptable returns should be
to at least match the long-term inflation rate (about 3%); otherwise, the value of
your savings will decrease in purchasing power. If you can beat the inflation rate
with your investment returns, then you will increase the amount of savings
measured in purchasing power.

Introduction to Asset Classes
By now, you should understand why investing in general makes sense. At this

point, you may be asking, “But what should I invest in, and how to do it?”” This is
where things start to get complex, so let me take you through it.
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There are literally tens of thousands of investment possibilities to select from. All
of these investments have some kind of return and risk expectation. Before you
invest in anything, you need to have a general idea of the expected return and the
risks involved with the specific investment. In addition, you should have an idea of
how the specific investment fits into your total investment portfolio and whether it
complements your other investments.

Similar types of investments are grouped together as asse classes. The returns and
risks inside of an asset class are expected to be comparable. Depending on how
granular we make it, there can be anywhere from three to ten different asset
classes. Inside of each asset class, there are multiple ways to make the actual
investment.

In this book, I define seven financial asset classes that should be considered by any
investor: cash, equities, fixed-income, real estate, commodities, hedge funds, and
private equity. I will devote a chapter to each of these asset classes, study the
returns and risks involved with them, and then go deep into detail on the exact
products that investors should consider.

However, before we delve into the financial asset classes, I’d like to take 2 moment
to describe a non-financial asset class that is very important for the investor but is
often neglected in the literature: human capital.



