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To Mary Fitzgerald.

We are all teachers.
Some teachers explain.
Some teachers complain.
Some teachers inspire.
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Preface

This is not just a book about how to build wealth by investing
in real estate. It's a book about how you can build wealth by
investing in real estate.

There’s a big difference. The words ‘property investment’
probably conjure up visions of serious guys in serious suits
talking about things like ‘negative gearing’ and ‘leverage’ and
‘equity positions’. And for most people, that's a major turn-
off. Perhaps that's why property investment is one of the best
kept secrets of the financial world...

I'm going to let you into a few well-kept secrets in this book
— and I'm going to try and do it in easy-speak language that
anyone can pick up and read. I figure, if Steven Hawking can
write a popular book based on Einstein’s Theory of Relativity,
then somebody ought to be able to do the same for real estate
investment! I'd like to give you something you can relate to
and, more importantly, use without constantly tripping over a
load of jargon and statistics.

The books on wealth creation that are full of jargon and
statistics (and there are a few of them about) are often written
by academics who may have gathered a wealth of theoretical
knowledge — but haven’t actually, personally, created any
wealth. I'd have to say, I'm pretty much the opposite.

However, Einstein himself said: ‘Everything should be made
as simple as possible, but not any simpler.” Good rule. So
you will find numbers and charts and technical terms in this
book, but they are there to clarify key concepts — not to prove
that T can use statistics and big words! We’ll also cover a fair
bit of information, but this isn’t one of those ‘everything you
never particularly wanted to know about economics’ books.
I'm simply going to tell you about the most effective way
I know to build wealth.
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At the end of this book, you will have a pretty clear idea
of how to maximise your assets, reduce your tax bill, ask
the right questions — and see through some of the so-called
experts in the field. And, perhaps most importantly, you’ll
know that you can build wealth.

The principles set out in this book aren’t new. I've been using
them for myself, and for clients, for many years — and they
work. They've given us financial freedom, security and a great
lifestyle for ourselves and our families. And that’s just one part
of what building wealth is about. For me, it's also about the
potential to make a difference in the world: an opportunity to
be all T can be. I think of it as a journey to discover purpose.

Welcome to the adventure.

L
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Foreword

to the Fifth edition (2006)

This book is about using real estate as a tool for building
wealth. Like any power tool, it works best when used with
precision and discipline. And it helps if you know what
you're doing ...

Lots of Australians are already ‘sold’” on the idea of building
wealth out of real estate. But many of them get stuck on a
particular property or conversely, on buying and selling lots
of properties.

Since the last edition of Seven Steps to Wealth, Australia has
seen a significant property market boom, which seemed to
peak in Melbourne, Sydney and Brisbane in the last quarter
of 2003. Throughout 2004, therefore, press and punters
were screaming ‘Crash!” and predicting a slump in prices

of up to 35%. Hasn’t happened so far. (In fact, historically
hasn’t happened so far, other than in World War and
Depression...)

But people still seem to think that they’'ve missed their
opportunity to cash in on the market — and therefore, that
there’s no serious money left in property... Sorry, but that’s
just muddled thinking. You don’t build wealth by ‘cashing
in’. You build wealth by buying: buying well — and using

a simple structure that allows you to keep buying well.
Whatever is happening in the real estate market ‘cycles’.

So that the market isn’t in charge of your financial future

- you are.

That’s where ‘discipline’ comes in. It’s a discipline to decide
that you are going to build wealth — and to do what it takes
to get there.
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This book asks you to be positive: to set clear, realistic
financial goals (with dollar signs) that suit your aims in
life — perhaps even, your dreams.

It equips you to be responsible: to get to grips with how
the structure works — and to make it work for you, in ways
that are within your capabilities.

It encourages you to be proactive: to get out there and
do something with what you have learned.

It takes discipline, because I'm not promising you you’ll
get rich quick. I'm saying: you can build wealth. Perhaps
even serious wealth, if that’'s what you want. This book
will unravel some of the mysteries of property investment.
I hope it will also give you enough of a sense of the
possibilities — and enough knowledge and confidence —
to take the first step on the road.

{ John Fitzgerald
April 2006

(viii) | Seven Steps to Wealth



Introduction

A FOOL AND HIS MONEY
ARE EASILY PARTED

There are really only two reasons why you would lose money
in real estate.

1 Greed.

2 Not doing your homework.

Unfortunately, those two things catch out about 95%
of ‘punters’.

Greedy investors are usually locked into Get Rich Quick
thinking — and they shoot themselves in the foot in all sorts
of ways: making false economies, pricing themselves out
of the market, selling short of real growth. As an investor,
unfortunately, you also need to avoid being manipulated by
the greed of others — and there’s a fair bit of it about in the
real estate industry. That's why doing your homework is so
important.

The real estate industry is huge: the residential sector alone
turns over $156 billion per year. That’s a lot of property. And
it’s often bought and sold less on sound research and decision-
making than on sentiment, impulse, gut feeling — and, of
course, ‘expert opinion’. (Multi-billion-dollar industries seem
to attract ‘expert opinions’ in about equal quantities.)

I forever have people walk into my office saying they've
bought the property that is going to make them a lot
of money, or that they represent a vendor or particular
property that I've just got to acquire if I want to make money.
Over the years, I have learned not to get too excited: probably
1 in 100 of these people has any idea at all what he or she is

Introduction
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talking about. It’s a bit like McDonalds Restaurants: everyone
thinks they can set up a duplicate fast food chain, because
McDonalds make it look like such a simple business. It isn’t
— and thousands have failed in the attempt.

I'm reminded of this every year, on my pilgrimage to the AFL
Grand Final. Everybody has a strong opinion about the game,
before, while and after it's played! Our opinions don’t always
coincide, and frankly — aren’t always based on sober fact or
objective analysis. And that’s our right to

free speech! Sitting among the spectators,

you could well believe that the person There are lltera”y
next to you would make a far better thousands of people

umpire than the umpire — and certainly . .

a better coach than the guys in the box. gl\/lng advice about
The fact is, however, that umpires and what to buy or Se”,
coaches have paid their dues in the little :

league, or with other football clubs, and and qUIte _a lOt
then graduated through the majors: they of them Slmply
are appointed on their track record, and haven’t gOt a cluye!

judged on their track record, game by

game, das their career g0es Oon.

The real estate industry has all the opinions — and not too
many of the track records to support them. There are literally
thousands of people giving advice about what to buy or sell,
and quite a lot of them simply haven’t got a clue! Others, of
course, have their own good reasons for giving bad advice.
And if you take that advice: sorry, but you are probably a fool
— and guess what will happen to you and your money?

It sometimes seems like there’s a ‘veil of mystery’ (or perhaps
it's just confusion) over property investment. If you're going
to make good decisions that will build you wealth, you need
to look behind two veils.
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e Why are you buying a property? and
e Who is selling or advising you to buy it and why?

There are really only three reasons to buy a property.
1 For your own use: that is, to live or work in.

2 For income: that is, to supplement your income in the
short term, through charging rent, and taking advantage of
legitimate tax deductions.

3 For capital growth. That's what builds wealth. Add the
dynamic of compound growth where you start with one
property and use its capital growth as a springboard to
acquiring more properties — and you have solid potential
for serious wealth.

I travel all around Australia talking to people about building
wealth in real estate. A lot of them have already acquired
some sort of investment property, and when I ask, they are
quick to say that, yes indeed, of course they’re after capital
growth. But a few more questions usually reveal that they
never in fact considered the capital growth potential of the
particular property that they acquired.

They ‘knew’ that property goes up in value, but didn'’t realise
that that could mean anything from 20% per annum to 2%:
in other words, the difference between positive and negative
growth in real terms (in excess of inflation). They based their
choice of property not on capital growth potential but on all
sorts of other factors: they liked the idea of rental income
(perhaps guaranteed by the vendor), or tax deductions; they
liked’ the property; it was recommended by someone they
trusted; it promised low maintenance costs; it looked like a
‘bargain’; the finance offered to them on the property made it
amazingly hassle-free.

None of these things make for capital growth. If
you're looking to build wealth: look past them!

Introduction
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4

Focus on capital growth. What is
the property’s history? What is its
future?

Do you want to know what the single most important
factor for capital growth is? Land. Land appreciates in value:
buildings don’t. However much you

fall in love with a building, however

low-maintenance it is, however much Do you want to know

rent you can charge and however many

deductions you can claim, the building wh at the Single most
will depreciate in value over time. Imp ortant fa ctor for
This is why so many investors get . P}
their fingers burnt with new units or Capltal grOWth IS
townhouses. The land content of their Land_

investment may be only 10% of the

purchase price, 90% of which is therefore
a depreciating asset. This is the best-kept secret of the real
estate industry because what developer is going to tell you
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about it, when he can sell 20 units instead of a single house
or duplex on the same block of land?

That’s why you need to look behind the second veil: who are
the people who are selling you the property and what are
they getting out of it?

The real estate industry itself ought to do some housekeeping,
but it comes down to the old Latin principle ‘caveat emptor ’:
buyer beware! Ask yourself a few awkward questions about
the competence and track record of anyone selling or
recommending a property and about their vested interests:
what are they getting out of it?

You wouldn’t believe, for example, how much heartache and
loss of capital could be avoided by two simple questions.

e Ask the agent to disclose the commission and marketing
fees that the vendor is paying. Commission used to be
regulated, but is now open slather in most states. It’s
a useful reminder: however co-operative they appear,
agents work for the vendor (and themselves) — not for
you, the investing buyer. Their interests — and those of
their clients — are served by securing the highest possible
price for a property: yours, naturally, are not.

e Ask to see a copy of the bank’s valuation of the property
for security purposes. It is not always the same as the
purchase price.

Sorry, but you cannot afford to be too trusting of the people
you deal with. And that includes banks! Banks often lend on
an investment property, knowing that the purchase price is
way over their valuation of the property: they draw on your
equity to make up the difference in the security — crippling
your potential to build wealth. (Not that they disclose this to
you! Some banks do have a policy to disclose their valuations,
where there is a differential of more than 10%. This should

Introduction
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be mandatory. It isn’t. Some investors don’t find out until
a year or two later that they have an unexpected deficit in
the calculation of their net worth.) T can

assure you, banks would do things rather
differently, if their right to recovery were

Sorry, but you
cannot afford to be

limited to their valuation of the property!

Asking probing questions may be

uncomfortable — but not nearly as too trusti ng of
uncomfortable as finding out that the equity
you've built in your home over the past five the people yOU

to ten years has been wiped out because dea| W|th And th at
you didn’t ask the questions... i
includes banks!

You need to listen carefully to the answers,

too. Many of them may well come into the

category of lies, damn’ lies and statistics!

For example, one of the tricks of the

property trade is for marketers to justify sale prices and
their claims of growth by quoting newspaper clippings and
comparable investment sales. Companies have been selling
units in Sydney for years, by claiming that there has been a
20-50% growth in the value of similar properties — based on
what other investors had paid six, twelve or eighteen months
before. But this is not a true reflection of the market. Investors
aren’t the true consumers of property — and what’s to say that
those previous investors weren't likewise talked into paying
an over-inflated price?

Previous investment sales are often a barometer — not of
local market conditions, but of the effectiveness of a slick
sales operation. My own home ground, the Gold Coast, has
probably got the ‘best’ operators in this style: they sell literally
thousands of properties each year to would-be investors, at
10-30% over the market value, using comparable investment
sales to justify their prices.
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And this is another reason to steer clear of units for
investment: 60-100% of all units built are sold to investors not
owner-occupiers. Which makes them a lousy barometer of
market prices.

We’ll discuss all these issues in detail, later in the book.

SO WHO AM [?

I'm asking you to look behind the veil of anyone who
has an opinion about investment property. So what are
my qualifications?

Academically, none. But in 1985, when I was 22 years old,
I started building a property portfolio that would have allowed
me to retire very comfortably by the time I was 30. That in
itself wouldn’t make my advice better than the next guy’s,
but over the intervening period, I have bought myself literally
thousands of properties, and now develop some three to
five hundred residential properties per annum.

I have learned by experience how to create wealth consistently
— and how to use it sensibly. And I have successfully helped
others to do the same.

In any case, I'm not trying to turn you into yet another ‘expert’
on property investment and management. I'd like to get you
focused on capital growth and compound growth, as a coach
focuses a team on winning the game. I'd like to show you
some of the pitfalls — so you don’t have to fall foul of them the
way I, and many others, did when we were starting out. And
in the process, I may tell you a few things that don’t usually
get said in real estate circles...

Introduction
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Most importantly, I hope you’ll realise that there are really
no ‘experts’ when it comes to property investment. It's a bit
like the weather: you can tell what it was like yesterday, and
you might take an informed stab at

forecasting what it'll be like tomorrow,

based on current trends — but you know S ce pth S
that conditions are changing from day

to day and from place to place. The real make
‘expertise’ is recognising that you’re no th e beSt

expert — and staying on the ball.

Wealth Builders.

I don’t expect you to take my word

for anything. I'd like to give you the
confidence to go out and ask questions,
demand evidence, investigate further. You won’t be able
to eliminate all your doubts or even all the risks: like any
journey worth making, building wealth involves a few steps
into unknown territory. But you can always test the ground.
Sceptics make the best wealth-builders.

SO THAT'S WHAT THIS BOOK
IS ALL ABOUT

In Chapter 1, I start explaining in detail how you can build
wealth. By the time you reach Chapter 11, you’ll have
absorbed a lot of information (although I hope it won’t seem
too much like hard work at the time). You may even have
changed your thinking.

It's a real confidence booster to be able to see that happening.
So please, take a minute to fill out the short quiz on page 217.
You may already know some of the answers — but you may
not. No worries, it’s just like building wealth: you have to start
somewhere! At the end of the book, you’'ll have the opportunity
to do the quiz again. (And just like building wealth, you may
be surprised how far you get!)

8 Seven Steps to Wealth



Who is
John L Fitzgerald?

This is another ‘Introduction’ — this time to me, and how I
learned about building wealth... The point is, that I'm pretty
much an average person: if anything, a bit below average
academically, and a bit above average in sport. I recently
bought a table tennis table (‘flat packed for easy home
assembly’). After half an hour wrestling with the instructions, I
found a nearby 15 year old who put the whole thing together,
as advertised, in about 3 minutes.

If T can build wealth, you can. Seriously! And if that’s all you
really need to know, feel free to skip the next few pages and
go straight on to Part A.

[ was born in Melbourne in 1963 and spent my first eight
years in the middle-class suburb of Moorabbin. My father was
a menswear retailer and went into business on his own at
the age of 30. By the time he was 37 he had built up three
menswear shops in Collingwood, Belgrave and Stawell. He
was a devout Catholic from an Irish Catholic family: five
children, all in Catholic schools. My mother ran the home
full-time, having left a career as a ballroom dancing instructor
to marry Dad.

The school holidays of September 1972 changed my life — all
our lives — suddenly and forever. My oldest brother David
(then aged 12) went, as we often did, to visit Uncle Morris’s
farm near Shepparton. We heard later that he and our cousin
Peter were lighting a fire when David, who was practising his
notorious balancing act on a log, lost his balance and fell into
the fire. Uncle Morris got him to the hospital, where he was
found to have third degree burns from knee to ankle, and
given skin grafts. I remember visiting David at the Shepparton
hospital, the slick lino floors and the cold concrete walls.

Who is Jobn L Fitzgerald?
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He was there for six weeks. One Tuesday morning Dad drove
out to visit him — and never returned. On his way home, the
car was sandwiched between two semi-trailers and driven off
the road: he was killed instantly.

At nine years old, I sensed that there was a purpose behind
those rollercoaster days: I believed even then, that everything
happens for a reason. That was the start of what I now see as a
journey to discover my own purpose in the world — a journey
which has since become linked to the creation and use of wealth.
(If there’s a ‘bigger’ purpose to your reading this book, I hope
it will become clear as you read on...)

My mother had to take over the businesses, as well as run the
family. She did a tremendous job, showing amazing business
acumen for someone with no direct experience. To help her
cope, we three boys were sent away to boarding school.
[ skipped Grade 6 in order to go to the same school as my
brothers in 1974.

It was pretty clear from the first that 'd make my mark on the
sports field, not in the classroom. I made the first 18 football
team in Form 4 (Grade 10) despite being a year younger than
my classmates, and I excelled in athletics and various other
sports. All rather costly in terms of academic achievement...
I left school in 1979, having just scraped enough of an
aggregate to get my HSC. I was expected to go to university,
or to repeat my HSC to improve my marks, but I had decided
that the academic life wasn’t for me. Boarding school makes
you independent: T had hardly lived at home since I was 10
years old, and the sum total of my worldly possessions fitted
into a locker 1.8 metres high by 40cm wide. It was time to ‘get
in amongst it and see what life was all about.

A friend and T had planned to hitchhike to Queensland
(I wasn’'t old enough to have a car, being not quite 17).

Seven Steps to Wealth



In January 1980, the friend pulled out — and I packed a
knapsack and headed off alone for the Gold Coast.

The Gold Coast was in the midst of a property boom, and I
immediately knew I wanted to be a part of it. I applied for
several real estate positions as a salesman and eventually,
through contacts, got a start with Bert Cockerel, who had an
office in Surfers Paradise. To call Bert a ‘Jack of all trades’
would be an understatement. I remember going round to
visit a motel he owned on the highway in Surfers, called

the Golden Sun Motel, now the site

of a 30-storey highrise tower called

Zenith. Bert also owned the picture

The GOld CoaSt Was theatre at Palm Beach — and was an
in the midst of a avid fisherman, who used to do the

fishing report on the local radio station!

property boom, and 4 great guy.
| Immedlately kneW I went round to see him about signing
my application for a licence as a real
| Wanted to be estate salesman. I had to disclose to
a part of it. him that I wasn’t yet 17, but Bert wasn’t
phased by technicalities — and neither, it

seemed, was whoever rubber stamped

the application forms: despite being up-
front about my date of birth, T was duly and officially licenced
for real estate sales. (Does that make me the youngest ever...?
Perhaps it’s better not to ask.)

Less than a year after I joined Bert, I was introduced to
George Margolis, who had built a fortune in real estate during
the 1960s — and lost it in the crash of 1974-75. Now, he was
re-emerging from bankruptcy, and he had a good plan:
with his knowledge and contacts, and my energy, we would
make a tremendous partnership. So at 17 and 9 months old,

Who is Jobn L Fitzgerald? | 11



I became an associate partner of Cousins Real Estate. T still
didn’t know anything about real estate. Fortunately, I was a
fast learner.

These were the heady days of the early ’80s: looking
back, ‘incredible’ is the word that comes to mind. At my
age and with my experience (neither
one particularly impressive), 1 could

advertise for people willing to invest in

a private property trust to develop units Fortu nate')’,
— and secure literally dozens of investors | w as a fa st
who were prepared to punt $50,000 or

$100,000 on my ability to acquire a site, |earner-

build a building and make a profit. Like
I say: ‘incredible’.

Of course, it wasn't just ‘my ability’: I had the building advice
of a structural engineer who was part of the management
team — and, of course, George Margolis.

BOOMS AND BUSTS -
AND BAD DECISIONS

I remember all too well the highrise buildings going up along
Old Burleigh Road and the Surfers Paradise strip, where
units would be settling in a building such as Aquarius.
The developer would attend settlement, only to see the
property transferred two or three times on the spot!

Greed, as ever, was the underlying factor: real estate agents
were promising that if speculators bought, they could on-
sell the unit immediately, because of the sky-high demand.
It was not uncommon to see units, sold off the plan by the
developer for $150,000 — $180,000, re-sell for $250,000, then
$400,000, then $500,000 at settlement! (I call this the Bigger
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Fool Theory: if you invest in real estate on this basis, you have
to be sure there’s a bigger fool than you coming along behind,
to give you a back door...)

. On the heels of greed, as ever, came
| call this the the crash. In 1982, you couldn’t

Blggel’ FOO' Theory' give highrise units away for love or

money! Literally tens of millions of

|f yOU inveSt in real dollars were wiped off the (over-
estate on this basis inflated) prices paid by investors at
you have to be sure Developers also had their problems,
there’s a blgger fOOl notably  Dainford Ltd, which

had built most of the highrise on

than you Comlng the Gold Coast and had just

a|ong behind... completed the Peninsula building,
the tallest and one of the best-

the height of the feeding frenzy.

located buildings in Surfers Paradise.

A record number of people had
acquired the units on the basis that they could on-sell them,
found they couldn’t — and defaulted at settlement.

The ups and downs of the early 1980s taught me a lesson
very quickly: real estate is an ever-changing market — and
while buildings are its prime ‘product’, it's the land that is
the true, limited commodity. People repeatedly made the
mistake of paying a premium above already over-inflated
prices for a building which in itself was commonplace and
easily replaceable.

Things haven’t changed much: speculators are still madly
snapping up inner-city units in Melbourne and Sydney,
despite one in five currently having to take a /loss on re-sale!
(What percentage of Australians do you think buy units to live
in, as owner-occupiers? Take a guess.)*

* Tust 6%!
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BECOMING A WEALTH BUILDER

I acquired my first house and land package in Shailer Park,
Brisbane, in 1985 for the tidy sum of $49,000. I borrowed
approximately $47,000 on it — which sounded like a lot of
money in those days. But that meant I could start out with just
$2,000 of my own money — and today that property is worth
over $400,000. That’s where I started.

I had cottoned on to the fact that it was land that appreciated
in value, not buildings, and that this created some rather
encouraging mathematical effects: namely, if the house goes
up by 10%, the land will go up by 20%. Armed with this
information, and with a couple of houses under my belt,
in 1987 1 approached one of Australia’s largest developers,
Dainford Limited, and asked them to finance me into land
estates. Dainford generally took ‘long positions’ in the market
(that is, committed to projects which wouldn’t provide
income for 3-5 years), so my formula for acquiring land and
immediately turning it into income was pretty attractive.

Our first project together was a 1,200 lot estate at Loganholme,
south of Brisbane, which we acquired as an englobo parcel
(before subdivision and infrastructure development) for
approximately $2,500 per lot. Lots in that area at that stage
were selling for around $25,000, and houses for around
$60,000. As house values crept up to over $140,000, the raw
land value rocketed to $90,000, forcing the englobo land up
to approximately $40,000 — $50,000.

This sounds like a complete sweetheart deal, but for
wealthbuilding purposes, I wouldn’'t recommend it: land
on its own generates no regular income (unlike a rentable
property) and despite the potential for super profits, roughly
9 out of 10 land developers go broke in any 10 year period.
I was one of the lucky ones.

Seven Steps to Wealth



In four years, Dainford and I developed and sold over 1,000
properties together. Yet, for all that activity, I realised I would
have been a lot wealthier a lot sooner if I had constructed
homes on 10% of the allotments that I developed and sold,
and kept them as rental properties...

Over ten years of buying and managing and selling investment
properties, I probably made most of the mistakes that can be
made — although T like to think T avoided a few, through
seeing them coming. 1 gathered a pretty good idea of
what makes a good investment, and how to make a good
investment work better. I realised that you don’t have to be a
property developer to build wealth in property. (In fact, rather
the reverse: most of them go broke at one time or another,
pushing for bigger and bigger projects.)

Since 1994, my company the JLF Corporation, has worked on
a system — based on the structure outlined in this book — to
facilitate Wealth Building programs for ‘ordinary’ Australians.
(None of them ever turns out to be ‘ordinary’...) More
recently, we've held public seminars on Wealth Building for
anyone who is curious about the concept.

From the start, we set out to do things a little differently to
other developers and marketing operations we knew. We
chose to build a relationship with our clients, beginning with
their first property purchase. We've worked with those clients
over the years, monitoring their capital growth and guiding
them step-by-step to establishing a property portfolio.

And since 1998, our clients’ properties have increased in value
by more than $165 million.

Who is Jobn L Fitzgerald?
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It's been fascinating for me to see people come fresh to
the idea of wealth building, and to see where they get to.
Some of the people we work with are top sports people,
who need to reduce their tax liabilities and shift their thinking
from ‘income’ to ‘wealth’ for a future beyond sport. Others
are those ‘ordinary’ Australians, who might never have
thought beyond paying off their own home and earning a
decent salary until they retire — but for whom the words
‘financial freedom’ (or is it ‘millionaire’?) conjure up a whole
new world.

BECOMING A CUSTODIAN

And there’s another dimension to it, for me. Whatever our
clients’ initial motivation to build wealth — and 1 guess we
all start out ‘self-centred’ about this to some extent — I've
watched person after person achieve more than wealth
through the journey. Many have also found perspective and
purpose: definitely, more-than-financial rewards.

I had my own major shift in thinking along the way. As you
may have gathered, I knew from a pretty early age that I
wanted to be wealthy: I set some ambitious goals for myself,
and went after them aggressively. I got there — and then found
that my perspective had changed.

There are very few wealthy people in the world. Very few.
And T believe that it’s pretty much up to those who control
and enjoy the world’s wealth to help those who don’t! Once
I had pulled myself into the former category, I felt the weight
of that responsibility. I say ‘weight’, but I've actually found
that the opportunity to use my wealth responsibly — to make
a contribution to society — is one of the most joyful and
enriching experiences of my life.

In 1990, I met a husband and wife psychologist team — Ron
and Suwanti Farmer — and together we established the
Toogoolawa Children’s Home. Some of the wealth T have
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created, now funds unique educational opportunites for
troubled youth, with Toogoolawa schools in three states (so
far). T love the fact that my contribution can be the small
difference that makes a big difference in these kids’ lives
— and so, I believe, in the future of Australia.

That’s an important part of my story. I think it’s an important
part of wealth building, too, and when we help people to
build wealth, we are not shy of urging them to think of
themselves as custodians — as well as creators — of wealth that
can make a difference in the world.

That's why, in 1998, we changed the name of our business,
and now call ourselves — as we see ourselves — the Custodian
WealthBuilders Group.

Purpose We express our corporate mission

and philosophy quite simply. And we
encourage each Wealth Builder who joins
us, to become a fellow Custodian.

Purpose:  To create wealth
To serve humanity

Integrity: To accept responsibility

Integrity

Truth Truth: To keep questioning

Of course, none of this may be important to you right now.
Feel free to put it all aside, just in a corner of your mind
somewhere. Start building wealth for yourself and your family,
to meet your future needs — or to set yourself a challenge.
And as you build your wealth, and meet your goals, perhaps
you’ll remember this seed that I've sown. Perhaps you too will
find something more.

On that note, let's move on to the business of building
wealth!

Who is Jobn L Fitzgerald?
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Chapter 1:

Why build
wealth?

DO YOU WANT TO BE WEALTHY?

Silly question, right? Everybody wants to be wealthy. Imagine
the security and the freedom. Imagine retiring with enough
money to do all the things you've wanted to do, for as
many years as you've got — and not having to rely on the
government for a cent!

It seems extraordinary, but when we surveyed 2,200 people
in the south-west Brisbane area, 78% of them said they ‘never
thought about building wealth’.

Let’s look at it another way.

How much do you reckon you’d need — per year — to live
comfortably in retirement? I'm not asking you to do budgets
and calculations and adjustments for

inflation (although at some stage,

Near|y a” Of us want if you're talking to an investment

advisor, it would be a good idea).

to be Wealthy —and I'm just talking ball-park figures: what
nearly all of us retire kind of a sum per year would you

below the poverty line!
What's gOing on? something over $50,000 per annum.

want to retire on, in today’s dollars?

Most of the people I talk to would say

Your own estimate: $

That estimate may be perfectly realistic
for your own financial circumstances: you’d have to do a few
calculations to find out. But the following chart shows what
Australians actually do retire on.

Chapter 1 - Why build wealth?
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How Australians Retire

100%(” 84.6%
90%
80%
70%
60%
50%
40%
30%
20%
10%

0%

B Annual Income

<$20,748 $20,749 - $31,149 - $41,549 - >$51,949
$31,148 $41,548 $51,948

Source: ABS Census 2001

Nearly all of us want to be wealthy — and nearly all of us retire
below the poverty line! What's going on?

To retire on $50,000 per annum, you actually need around
$1 million in assets and to own your own home.

And that’s in today’s dollars. In 20 years’ time, with inflation at
4%, the equivalent sum would be $100,000 per year, requiring
$2 million in assets.

How many of us have a plan in place to build up those kinds
of assets by the time we retire? Apparently, only 1 in 100 of
us! If you are one of those, please accept my congratulations
and best wishes, and feel free to stop reading (although there
may be a few things in this book that will surprise even
you...). If you are not one of those, it’s your responsibility
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to change this for yourself! (Think about it. On whom would
you want to be financially dependent when you retire?
The government? Your kids? Read on...)

WHY AREN’T MORE
AUSTRALIANS WEALTHY?

There are a number of answers to this question. (I haven’t
included ‘waiting to win the Lottery’ — although, with $75
billion ‘invested’ in gambling in Australia each year, you'd
think we were pretty serious about this as a retirement
plan!)

We don’t have enough money to build wealth

Wrong. The structure TI'll show you in this book allows
you — even encourages you — to start small. You only need a
combined annual gross income of $60,000, and a small amount
of cash or equity in your own home or other property, to get
started. Wealth is accessible to most Australians. Mostly, it’s
about using the resources you have, and restructuring your
cash flow. And all that takes is (a) knowing how and (b)
choosing to give it a go.

Our parents never taught us to build wealth

Most people my age were taught that we would grow up, get
a trade or a university degree and then a job: we’d save up
enough money for a deposit on a house, and we’'d use our
work income to pay off the loan on that house over 25 years
— and then maybe we could consider another investment.
Sound familiar? Well, that’s exactly what most Australians do.

I call this ‘income thinking’. We need to replace it with ‘capital
thinking’.

Chapter 1 - Why build wealth?
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There’s always a safety net

I think this is part of the same thing. Our grandparents seemed

to live fairly happily on the pension in the post-war years,

and in the ’50s and ’60s, Australia enjoyed a relatively high

standard of living compared to other nations. Of course, that

was when there were about 18 taxpayers for every pensioner.

Today, there are less than 6 taxpayers per pensioner, and

if demographic trends continue, within 20 years there

will be less than one taxpayer per pensioner. Meanwhile,

because we're living longer,
the average Australian will
have to fund at least 20 years
of retirement.

It won’t be long before the
government simply won'’t be
able to afford the age pension
— even at its current meager
levels. So we might like
to think about making our
own arrangements...

We don’t like debt

This is something else our
parents taught us. There are
some sound values behind
it — self-reliance, pay your
own way — and it’s true that
escalating debt is a concern.
But we need to distinguish
between debt on consumer
items that depreciate in value
(like a car, a dining suite,

Seven Steps to Wealth

Today there are less than six taxpayers
per pensioner. In 20 years...



or a stereo system) and borrowing on an asset that appreciates
in value and generates income (like property). The latter
kind of debt (a) supports the borrower’s ability to make the
necessary repayments, and (b) offers a profit on sale of the
asset.

On the other hand, you could buy a new BMW Cabriolet
(say) for $100,000, and by the time you drive it out of the
showroom, it's only worth $85,000: if you borrowed $100,000
on it, you're already facing a deficit of $15,000, which you
have to pay off. Each year, more of the same: you could end
up making payments of $12,000 for four years — and still
face a balloon payment of about $70,000 (which may, or
may not, equal the capital value of the car by that time).
Now, that’s debt...

Ironically, people routinely run up thousands of dollars
in ‘small’ debts on consumer items — but baulk at taking on
a mortgage.

Let’s get debt into perspective. You can’t build wealth without
acquiring substantial assets for capital growth — and you can't,
realistically, do that without borrowing the money to invest:
that is, gearing’.

It’s an income world

What does ‘being wealthy’ mean to you? Some people might
say: a big salary, with a lifestyle to match. But that’s not how
wealth works. Income doesn’t by itself make you wealthy.
You spend some. You save some (maybe), and inflation
gradually wears its value away. Capital, on the other hand, is
material wealth which can be used to produce more wealth,
by investment. Capital grows, income flows (mostly, through
your fingers.)

Chapter 1 - Why build wealth?

29



30

Unfortunately, most people don’t get past income: they
don’t get their money growing and working for them.
The system is there — but only capital-focused people use it
to build wealth.

You can’t save your way to wealth.

Wealth building is strictly for whizz-kids

Some investment advisors would like you to think so. But
the good news is that property investment need not be the
sole preserve of financial experts. By the end of this book,
you’ll know enough about ‘leverage’ and ‘negative gearing’
to get by. You’ll have a simple investment structure and clear
principles to work with. And if the whole business seems like
too much of a hassle — remember, you don’t have to do it all
yourself! You can get advice and help with everything from
working out an initial budget to managing a whole portfolio
of investment properties.

Custodian WealthBuilders is just one example of an
organisation that offers a whole range of services in the
property investment field, or you could get advice from other
sources. Look behind the veil. Try and find someone who has
actually done what they are advising you to do! This goes for
accountants, financial advisers and real estate agents: there
are some good ones who have built wealth — and that’s the
first credential I'd look for.

Wealth building is strictly for sharks

It's easy to get that impression — and not everybody relates
to the idea that ‘Greed is Good’ the way we seemed to
when Michael Douglas said it in the movie Wall Street in the
early ’80s.
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I think we need to challenge the way we think about what
wealth is for. Sure, it's about quality lifestyle, providing for
family, a financially secure retirement, control over your future
and all that good stuff. But it is also about responsibility.

As T outlined in my personal story, the ‘custodian’ philosophy
is that those few of us who are fortunate and informed
enough to build wealth can — and

must — choose to use it responsibly.

Sh 3 rin g in th e Wealth puts us in a position to help

those in trouble and need — and to

CUStOdianShip of our shape the kind of fair and hopeful
. ’ : society we would want our children
SOClety S fUture IS to inherit. It's also our responsibility
one Way Of being to educate the next generation to
a” you can be manage and preserve capital, for our

nation’s financial and social well-being.

Custodian WealthBuilders believe that
this is what true investment in the
future means — and we find that it yields the most valuable
and satisfying returns.

We encourage all fellow wealth builders to adopt this
philosophy. This book is about what’s possible — in all sorts
of ways. Sharing in the custodianship of our society’s future
is one way of being all you can be.

WHAT'S THE SOLUTION?

At the risk of sounding like a sportswear advertisement,
it's quite simple.

Just think differently!
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JUST THINK DIFFERENTLY:
CAPITAL, NOT INCOME.

When we talk about ‘wealth building’, we are talking about:
e establishing a structure, or system, to manage your cash flow
e to acquire assets (in this case, residential real estate)

e for capital growth: that is, to increase the value of your
investment over time.

Your investment may, of course, also offer you income and
tax advantages. But it’s the capital growth that counts. It’s
the capital growth — combined with compound growth — that
makes millionaires.

And as it happens, most millionaires achieve capital growth
by investing in real estate.

This book will take you step-by-step through how it all works,
and what you have to do.
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Chapter 2:
why residential

real estate?

If you just look at results, you’d have to say that property
seems to make good investment sense.

For example, it is, consistently, a major source of wealth for the
wealthiest Australians. (And 90% of millionaires worldwide.)

Source of Wealth

35% ("

30%

25%

20%

15%

10%

5%

0%

Source: BRW May 2005 Rich 200 List

Residential real estate, in particular, scores pretty high on
just about any quality you'd look for in an investment
— remembering that your purpose is capital growth.
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SECURITY

Residential real estate offers the security of ‘bricks and mortar’

compared to the fluctuating values of shares and commodities

— and even compared to the manageability of commercial

and industrial properties, over the medium to long term.

Even allowing for the ups and downs in real estate values

that we all hear about, the underlying trend shows remarkably

steady growth.

You can see this trend quite clearly in the following table and

also in the graph on the next page depicting house prices

over the last 30-40 years.

House price growth

Sydney Melbourne Brisbane Adelaide Perth

$ $ $ $ $
1967 15,000 13,000 9,700 10,000 10,200
1977 44,000 38,000 30,500 32,800 38,500
1987 | 120,600 89,400 62,300 77,700 61,200
1997 | 235,000 175,500 140,500 114,000 135,300
2005 | 518,000 375,000 320,000 277,000 325,000

Source: REIA March 2005.
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In fact, the growth pattern has stayed pretty constant
throughout the last century.

Residential Returns: Sydney Metropolitan Area

(%)

100,000,000 —
1,000,000 -
10,000 -

100 —

1901 1921 1941 1961 1981 2001

= Value
Trend

15%
Average
Growth

Source: Residex

Roughly speaking, this means that residential property has
historically doubled in value every 8-10 years. And don’t
forget that as the population continues to grow, the demand
for housing must continue to increase.

PERFORMANCE

A report by Atchison Consultants (2005) rated residential
property as the best investment asset class over the past 20
years, averaging an annual return of more than 13%.

And these are just averages. The better your real estate
investment strategy is — where you buy, what you buy, how
much land content and how you finance — the better the
returns can be.

Chapter 2 - Why residential real estate?
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20 Year Investment Returns
to end 2004

Office Property 7.8%
Cash 9.0%
Composite Property 9.5%
Fixed Interest 10.5%
Industrial Property 11.0%
International Shares 11.5 %
Managed Funds 12.0%
Retail Property 12.8%
Australian Shares 12.9%
Listed Property 12.9%
Residential Property 13.1%
% Returns 0% 5% 10% 15%

Source: Atchison Consultants

Some of the statistics actually downplay the performance of
property. Take median house prices, for example. Over the
last 20 to 30 years, the median house price in most of the
capital cities has increased by between 8%-11% per annum.
But look at that ‘median house’ 20 or 30 years ago: it's on
a standard quarter acre allotment, or 1,OOOm2. Look at the
‘median house’ today: what with urban sprawl, the standard
lot size has decreased to about 450m?2! Remember: it's the
land value we’re mostly interested in. If you look at the
actual value of that quarter acre block in the capital city, it
has well outperformed the supposed ‘median house price’ and
presented huge wealth-building opportunities — particularly
with the advent of dual occupancy or sub-division.
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LEVERAGE

Because of its security and performance, residential real estate
also represents ‘security’ (in the legal/financial sense) or
collateral for loans. Most banks regard residential real estate
as prime security, against which some will lend up to 90-95%
of the property’s value.

Definition

Gearing is borrowing money for investment.

‘Leverage’ in mechanics is a way of turning a small amount of
force, at a strategic point, into a much greater force. (Think
of a car jack.) Financial leverage works the same way: you
can use a small amount of money to acquire an asset of
much higher value, on which you reap larger returns and
growth. (This is a key factor in the performance of property,
as compared to shares, as a long term investment. We'll look
at it in more detail, below.)

Definition

Leverage is gearing your investment so that the proportion
of capital you invest is low in relation to borrowings: say,
20% : 80%, or 10% : 90%.

Equity is your ‘net worth’: the value of assets that is actually
yours, or accessible to you: in other words, the value of your
assets minus the debt you owe on them.

Chapter 2 - Why residential real estate?
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If the value of an investment property goes up, and the mortgage
on it stays constant, your equity — or ‘net worth’ — increases.

Basically, the high degree of leverage

on residential property allows you to

build wealth by using just a little of You don’t have
your own money — and quite a lot of to be Wealthy to

build wealth!

other people’s!

This is great news, because it means

you don’t have to be wealthy to build
wealth! Residential real estate is actually
one of the most affordable investments around.

The banks’ confidence in residential property allows you to
use your increased equity as security in a fairly liberal way, to
piggy-back one purchase on another and build up a portfolio
of properties — as we’ll show you in Chapter 3 — so that you
benefit from compound growth.

WHAT ABOUT SHARES?

A lot of people will try to tell you that shares are a better
investment than property. It’s true that some shares show a
higher income return. They are easily tradeable, and shares
in the major companies have the advantage of high liquidity:
they’re practically cash. If you look back at the 20 year
investment returns’ graph, though, you'll see that property has
recently been outperforming shares in terms of annual returns.
Shares are in the doldrums at the moment and may well
rebound — and property may equally well be at the peak of its
cycle. So let’s acknowledge that both show good capital growth.
I'd still argue that property is the better investment. Why?

The difference is the leverage. You can buy property on a 10%
deposit, because it represents a bankable security. When it
comes to shares, however, most banks will only lend 50-60%
of the purchase value.
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Here’s an example. Bill and Ted both have $40,000 in cash.
Bill puts his down as a deposit on a property, while Ted uses
his to buy shares.

Let’s assume that in the first year, the value of Bill’s property
increases by 9.8% — and Ted’s shares go up by 12.6% Which
was the better investment?

Bill’s Property

| Deposit $40,000 |

Banks will loan 90%
$360,000

$400,000 @ 9.8% Capital Growth

| Return $39,200 [

Ted’s Shares

| Deposit $40,000 |

Banks will loan 60%

$60,000

$100,000 @ 12.6% Capital Growth

| Return $12,600 \

Even if the shares
have twice the
‘growth’ factor,

the property offers

more than twice the
growth in true capital
worth (equity) — simply
because of its
leveraging ability.

Bill gets over three times better a
return in property.

Bill’s equity has gone up from $40,000
to $79,200 ($439,200 - $360,000). That’s
a return of just under 100%.

Ted’s equity has gone up from $40,000
to $52,600 ($112,600 — $60,000): a 32%
return.

So even if the shares have twice the
‘growth’ factor, the property offers
more than twice the growth in true
capital worth (equity) — simply because
of its leveraging ability.
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Property’s reliability makes a difference, too. When banks
lend on shares, they usually reserve the right to a margin call
should the shares drop in value. (A margin call is where you
are required to provide a cash top-up to maintain the agreed
loan-to-security-value ratio. So if you borrowed 50% of the
value of shares, and their price dropped, you would have to
pay off part of the loan so that the outstanding amount still
represented only 50% of the value of the shares.) This can
be scary, because some banks can give you just two or three
days to rectify: if you have a falling share price, you could be
topping up on a daily basis!

Banks don’t, however, require a margin call on 3-5 year loans
on property. So there’s no risk of them selling you up because
of a temporary hiccough or glitch in the market!

WHAT ABOUT COMMERCIAL PROPERTY?

‘Commercial’ property includes land and premises used for
retail, offices, industry, entertainment and hospitality: anything
from the corner store to the Westfield Centre. While residential
property values are expected to maintain their rising trend,
the future for commercial and industrial property is much less
certain — and that’s generally reflected in the amount banks
are willing to lend. Morever, while the growing demand for
rental property allows you to be a relatively passive investor
in residential housing, you can’t take the same kind of back
seat with commercial property.

When you buy a commercial property, you're buying land
plus buildings plus goodwill. 1f the property is tenanted, its
purchase price will generally be based on the rate of capital
return it offers which may be a far cry from the building’s
replacement value. Let me give you an example. A friend
of mine used to develop Big Rooster (now Red Rooster)
outlets. He purchased the land for around $80,000 and built
the premises for around $100,000, with car parking and

Seven Steps to Wealth



landscaping and so on. He then leased it to Big Rooster for
a whopping $40-45,000 per annum, and sold on — showing a
10% return. This is good development business.

The point is that an investor buying a Red Rooster outlet is
paying a premium of $200,000 for goodwill — in effect, for
Red Rooster’s continued success. But if Red Rooster left those
premises at the end of the lease, you would be left with an
empty shell, with a replacement value half of what you paid
for it, and limited ability to attract new tenants, since it was
purpose-built for a particular fast food chain...

Businesses come and go — and not just geographically.
You only have to think about the retail areas around you.
The last 10 - 15 years have seen a
mushrooming of regional shopping

centres, which have all but squeezed

Businesses come out the strip shops and neighbourhood
and go _ and nOt shopping centres. They come complete

] _ with entertainment and refreshment
JUSt geogl’aphlcaﬂy. facilities, so you can stay all day and

pick up a few more impulse buys.

With the advent of 24-hour shopping,

it seems only a matter of time before
the regional centres and the petrol station ‘convenience stores’
take over completely.

Then there’s the Internet. How might it affect our day-to-
day shopping and communication patterns? It is certainly
conceivable that in 10 - 15 years’ time, we could be doing
all of our grocery shopping from home, and paying by credit
card. We've already got the less high-tech version of the
same phenomenon: department stores and speciality shops
sell billions of dollars of goods around the world via TV
advertising and home catalogues, eliminating the need for
stock-holding and retail outlets.
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What this adds up to is the disappearance of small retail
businesses, or their inability to pay commercial rents — and
therefore vacant commercial properties. You see them
everywhere. And vacancy is particularly bad news for
commercial property, because loss of income also means loss
of value.

At the time of writing, the big regional shopping centres are
planning to float off parts or all of their real estate portfolio,
but this could be an equally dangerous investment over
the next 10-15 years. Inflation is low and shop-keepers are
struggling to pay even today’s rents. Quite bluntly, shopping
centres are sold on their potential for rental return — so if the
rents aren’t going up, neither is the value of the property.
Add to that the rapidly-approaching saturation point of areas
such as the Gold Coast (which already has twice as much
retail space per capita as any other location in Australia) and
you might say there was a serious problem looming.

It's pretty much the same with industrial investments,
given the decline in heavy manufacturing, and the
increasing use of technology. Office premises are also
shrinking, as the traditional functions of the office are
revolutionised. Typing pools have been all but replaced
by scanners and voice-activated wordprocessors, and mail
rooms by touch-of-a-button world-wide e-mail. Nearly
everything can be done from home, with computer and
telecommunications link-ups: ‘telecommuting’ is already a
reality in many businesses, small and large. (It amazes me
to think that back in 1984, 1 hardly knew what a mobile
phone was...)

I'm not saying commercial property is a bad investment (I
have a sizeable and successful commercial portfolio) but it is
a fairly specialised investment for a small investor. If you're
keen, you might invest in property trusts with a basket of
commercial properties, enabling you to spread the risks of
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tenant downturns. In general, however, commercial property
offers a reasonable income base — but not the best potential
for capital growth or for duplicating your success to build a
portfolio.

MEANWHILE, THE FUTURE FOR HOUSING...

Fortunately, we all have to live somewhere. And the wonders
of modern technology still haven’t provided any alternatives
to living in some form of ‘housing’. (Indeed ‘houses’ are still
the norm, outside medium-to high-density urban areas.)

AREN'T WE ALREADY INVESTING
IN RESIDENTIAL REAL ESTATE?

One of the things T like about residential real estate is
that it is a known quantity for a lot of people. They may
not be entirely comfortable with the language of finance
and banking, leverage and gearing, but they have some
experience of the sector, especially if they own their
own home. This can be pretty reassuring, if you're sticking
your toe in the shark-infested waters of investment for the

first time: at least you know that

you know how to choose and buy a

home.

At leaSt you knOW you Sorry, but actually this makes for
know how to choose rotten investment decisions!
and buy a home... It's a bit like taking up snow skiing.

If you haven’t snow skied, it’s a great
sport — and if it's accessible to you,
I recommend that you give it a try. I learned some of the basic
principles when I was a kid, but only took it up again about
seven years ago, having water-skied for many years. And
now, on my annual visit to the snowfields in Victoria or New
South Wales, I'm constantly reminded of two things.
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1. Snow skiing and water skiing
may look vaguely similar, but
if you try to snow ski the same
way you water ski — you end
up on your face (or worse). The
apparent familiarity makes you
feel pleasantly confident, but it
can also blind you to the fact
that the principles and techniques
involved are quite different.

2. Logic and emotion can give
you two conflicting messages
— and if you're doing something
that ‘feels’ risky, it's the feelings
that shout loudest! When you're
on top of a mountain, thinking

about heading down, logic and

science and the ski instructor Logic and emotion

can give you two
conflicting messages

and all those good things are
telling you that to stay in
complete control, you need to
lean down the mountain, with
all your weight on your downhill
leg. Meanwhile, your emotions are telling you to keep your
bum as close to the snow as humanly possible! It’s easy to
say ‘go with the logic’, and I'm the first to admit that, for a
novice, hurtling down a mountain at 30-40 kph doesn'’t feel
‘in control’ at all: and, yes, the temptation to lean cautiously
back into the slope is fairly powerful. But that’s the reason
you see me, and a fair few others, losing control on the
slopes and ending up with our bums o#n the snow. We let
emotion, not logic or science, make our decisions for us.

And that’s exactly how too many people invest in real estate.
They take the (largely emotional) experience they have in
choosing their home, and try to apply it to choosing an
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investment property. Logic and science go out the window
— and so does capital growth.

So what are the right criteria to use?

CHOOSING A HOME

When we choose somewhere to live, we naturally go with our
emotions, gut instincts and lifestyle choices, and quite rightly:
this is going to be our home. We walk into a place with our
partner, having looked at several properties — perhaps not
even knowing what exactly we’re looking for — and suddenly
we're in love. It’s the place of our dreams (or looks like it
could be, with a little work).

I had exactly the same experience buying the property
where I currently live. My fiancée and I had been looking for
months, and because of our lifestyle we particularly wanted
acreage land near water. On a rainy Saturday afternoon, I
drove up the driveway of perhaps the twentieth property I'd
looked at. T got out of the car and knew instantly: this was
the one. I made an offer on the place before I was halfway
through the front door — and without even consulting my
fiancée. (Talk about risky decision-making...) Fortunately, she
had exactly the same response to the place when we went
back together the next morning — and of course, we did
eventually get around to going through cupboards, flicking
switches and checking carpets.

I've since pulled down that house and built another one, and
I'm the first to admit that I completely overcapitalised on the
place as an investment. Even so, it was a great way to buy and
make a home! If you're happy in your own place — be happy.
You need to ‘feel at home’ where you live: it makes a huge
difference to your work and other areas of your life.

But it's not the way to invest in residential real estate for
capital growth.
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CHOOSING AN INVESTMENT
PROPERTY... NOT!

I always seem to get people coming up to me, bragging that
they've started ‘wealth building’, and all excited because they’ve
just purchased an investment property to take advantage of
negative gearing, et cetera, et cetera. They sound like they've
won Lotto — and they want to tell me all about it.

They spoke to their accountant and bank manager, got the
tick, and went off in search of a property. Their first port of
call was the local real estate agent, because after all, they'd
purchased their home through him, and they’d got chummy
over the years. And would you believe it? The Perfect Property
had just come on the market — Just Around the Corner from
their home! Old Mrs Reid’s house was for sale: she was
moving into a retirement village — signed a contract
to purchase a unit. It was such a big house, and she
couldn’t look after it any more. And what a bargain/
(‘She’s asking $300,000, but I'm sure if you made a cash offer
you could get it for $285,000...")

Our couple can’t believe their luck. They've driven past Old
Mrs Reid’s house a thousand times, always admired it, and now
they not only get the chance to buy it — they can get it for a
full $15,000 discount on asking price!
Within 30 days, they've got themselves

an investment property...

Why did they choose this particular Does that sound
property? 'It’'s ideal: we can drive by “ke a dumb reasonfp

it every day on our way bhome from

work!' It does, if your
Does that sound like a dumb reason? purpose IS to
It does, if your purpose is to build build wealth

wealth. (In fact, our couple has broken

just about every rule in this book...)
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And do people really do that? It sure looks like it. Of the
Australians who own residential investment properties:

* 26% INVEST WITHIN THEIR OWN POSTCODE!

CHOOSING A PROPERTY
FOR CAPITAL GROWTH

Here’s where the logic and science come in. There are three
questions we need to ask ourselves, if we want to invest in
residential real estate for capital growth.

1. What structure will best utilise my cash resources to
allow me to build up a property portfolio in the shortest
period of time?

2. What sort of property will give me the bighest capital
growth?

3. What location will give me the highest capital growth?

Unfortunately, most Australians who invest in property don'’t
ask themselves even one of those questions — let alone all
three — which is why 97% of them don’t maximise their capital
growth or their tax benefits. And why only 1% of them build
enough wealth to retire on an income (in today’s terms) of
more than $50,000 per annum...

Just one more statistic: less than 13% of all property investors
buy more than one property. But one property won’t make
you wealthy. You need to focus on building a portfolio of
five or six properties over 10 years. The good news is, this
catapults you to the very top — that magic 1% — of successful
investors in financial security and freedom.

So it's time to ask — and answer — the three big questions.
We'll start with structure, in Chapter 3.
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Chapter 3:

A structure
for growth

In order to build wealth, you need to:
e establish a structure

® to acquire assets

e for capital growth

e and then duplicate the process to develop a portfolio.

Why do you need a ‘structure’? You need a structure because
there are a number of elements involved in making your
investment work. You've got land and buildings, equity and
loans, tax and tax benefits, rental income and outlays, and
time. The mix and balance of all these elements needs to
be just right in order to accelerate porifolio development and
maximise capital growth — and it needs to be do-able time
and time again. If you can work out what the ‘best fit’ is, and
set it out as a simple formula, you can achieve predictable
results — without having to juggle all the balls in the air all
the time!

And you can duplicate the strategy without having to re-
think it every time! Remember: one property won't make
you wealthy. You need to use the equity growth in that one
property to acquire a second, third, fourth — a portfolio of
properties all providing (compound) growth. That’s when it
gets exciting!

Building wealth using property is a bit like building muscle
using weights.

There are a number of elements to building muscle.

The weights are only the webicle’ you use to build the muscle.
(Some people seem to think just owning weights is good for you
— but it’s using them, and how you use them, that counts.)
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Technique is important. You need to use a weight that is
within your capacity, and to lift it correctly, in order to stretch
a specific muscle. Then you can gradually build up to heavier
weights.

Diet is all-important to ‘fuel’ the exercise. You need the basic
energy of carbohydrates, a reduced fat intake, and an increased
intake of protein, for specific muscle growth.

Finally, restis essential. The muscle actually only grows when
resting after being stretched.

A weekly or fortnightly exercise routine incorporating
all these factors would provide an efficient, effective structure
to follow.

Start small, think big!
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OK, SO BACK TO WEALTH BUILDING!

An effective structure for wealth building will incorporate the
same kind of elements.

e A ‘vehicle’ for building wealth: in this case, residential real
estate. The land is the vehicle for capital growth, and the
building, for generating rental income.

e A ‘technique’ which will maximise the effectiveness of
the vehicle for your purpose of capital growth. You need
to select a suitable vehicle: the right property, in the
right location. And you need to start — and stay — within
your financial capacity. at the bottom end of general
affordability, where most people can afford a first
property. As you see growth, you can begin to build up
a portfolio: more properties, not more expensive ones.

e ‘Fuel for your investment. With a basic level of available
equity and income, you can secure finance. With the
right property and the right lender, you can borrow
90% of the purchase price. You put in just 10% of the
capital — and access 100% of the capital growth. That’s the
beauty of leverage.

In order to make this work, without
draining your personal resources, you

need income from the property, to

You're Setting thlngS service the debt. If you optimise the
’ rental income and maximise the tax

up so that there’s benefits available, you can effectively
a |Ot tO galﬂ — and offset all your outlays: not just the loan
not a | ot to | 0se interest, but also maintenance, rates,

fees and so on. As long as your costs

are covered, you won't be putting any
strain on your cash flow — and you
shouldn’t be able to get into too much
trouble! In other words, you're setting things up so that there’s
a lot to gain — and not a lot to lose.
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Meanwhile, you need to let your investment ‘rest’ in
order for it to grow. Over time, the value of the property
(in particular, the land component) increases, and — since
your debt stays the same — your equity also increases. Once
you have a 10-15% increase in value, you can use the extra
equity to ‘fuel’ the purchase of a second property — and so
on, and so on, using exactly the same formula, and with
no further claims on your income or other assets!

At the end of a 10 year period, you can have built up a
portfolio of, say, 6 residential properties this way. If they’'ve
shown sufficient capital growth (and remember, house
prices have doubled every 8-10 years over a century)
you need only sell one or two of them to reduce your
borrowings on the whole portfolio. Which leaves you with
strong equity in the remaining properties, plus the on-going
rental income from them.

The overall structure can thus be illustrated as follows.

STRUCTURE

CAPITAL GROWTH RELIABLE CASH FLOW

Land Content Rental Income

Timing Tax Deductions

Location

Finance
|

Ll
DUPLICATE
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If all this seems too good to be true, I can tell you that it is
possible: T'll be showing you how.

Case example: McDonalds

McDonalds Restaurants is one of my favourite examples of a
system based on real estate.

When Ray Crock established the McDonalds franchise system
in 1954-5, the menus consisted of only nine items, and the
restaurants prided themselves on being able to sell and serve
a 15-cent bhamburger inside 60 seconds. By the end of the
'50s, there were more than 80 restaurants across America,
each franchise sold for around US$900: franchisees also paid
Ray Crock a percentage of their investment as a franchise fee
to cover administration. Unfortunately, huge business growth
can’t be sustained by limited capital — and therefore limited
capital growth — and in the late '50s, McDonalds nearly
collapsed under its own weight.

What saved McDonalds to grow into one of the outstanding
businesses of the 20th century? Structured investment in
real estate. The company acquired all the restaurant
properties and then leased them to the franchisees — retaining
management of some restaurants themselves. In the following
decades, this strong real estate base financed the building
of thousands of restaurants all over the world. McDonalds
is today worth billions of dollars because of a fundamental
decision to restructure their cash flow, allowing them to
acquire property, and to secure a steady demand for tenancy
(through the success of the franchise), thus generating rental
income. They started out with little or no equity.

That’s pretty much how our structure works: supplying
property to willing tenants (within an affordable price range)
to finance the building of a real estate portfolio for sustained
capital growth.
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HOW IT ALL WORKS: AN OVERVIEW

1: Gearing

You borrow 90% of the value of an investment

property,

giving you 10% equity. All it takes is 10% growth in the

property’s value — and you have 100% return on the capital

you invested, per annum!

100% Return P.A. on Capital

Loan

Dep051t

Growth @ 10% $30 000

$27o (WO Price $300,000

$30 000

Your 10% could represent a cash deposit, or you could use the

equity in your own home, which may be more tax effective.

(I'll deal with this in Chapter 7.)

2. Cash flow management

But what about the loan interest and all the other costs

of doing this? Surely they eat away at your 100% return?

No: that’s where the structure comes in. It’s all about cash

flow management: the basis of all successful businesses.

ABILITY TO DUPLICATE

CAPITAL GROWTH RELIABLE CASH FLOW

RENTAL INCOME +

TAX BENEFITS
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3: Equity growth

Value and Debt

$700,000

B VALUE
1 DEBT

$600,000

$500,000

$400,000
$300,000
$200,000

$100,000

$0
Start 2 4 6 8 10
years years years years years

10-15% equity growth gives you the 10% equity you need to
duplicate your strategy with your next property. And repeat.
And repeat again.

If there’s a warning bell ringing at the back of your mind
about the debt you'll have chalked up by this time, don’t
worry: I promise to put that into perspective later on.

THE STARTING POINT

You can begin to build wealth now if you have:
e about $60,000 annual (combined gross) income

e and $50,000 in available equity (in your home or other
property) or cash deposit (although there are ways of
getting round this too.)

Don't forget, you needn’t actually pay out any of your income.
It’s just an indicator of your ability to repay a loan: one of
two criteria — equity being the other — on which banks and
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other institutions lend money for property investment. (In
fact, you could actually increase your net income, thanks to
tax savings, as we'll see in Chapter 6.)

THE BEAUTY OF COMPOUND GROWTH

If T took just one cent and doubled it each day, how long
would it take to turn it into a million dollars? The answer is:
just 27 days. Sounds amazing, doesn'’t it? That's the power of
compound growth: growth on growth (on growth...).

The following graph shows how you can access that power,
from the minimum starting point cited above.

Financial Goal
Buy 6 Homes over 10 years at 8% capital growth

At Year 12 Net Assets $2.055 mill. Positive Income $44,500 p.a

Asset growth

OPTIONAL SALE

SN N
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HOW MUCH CAN YOU ACHIEVE?

Here’s a slightly more aggressive use of the same structure.

Financial Goal

Buy 10 Homes over 10 years, with option to sell in Years 11 and 12

At Year 12 Net Assets $3.8 mill, Positive Income $86,500 p.a

Asset growth

OPTIONAL SALE
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I can’t tell you what your goals or commitment should be

or what your potential is. It has to be up to you.

My best advice is: allow yourself to start small — and to

think big.
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