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Don’t spend it all at once

Mike Fitzpatrick & John Wakim, Sydney

The case is finally won and over

Basking in a well deserved sense of profes-
sional pride you hand the client a cheque

for the largest amount the client has ever

received. The client looks at the cheque and

thumbs it nervously.

The client can’t believe that its all over
- feelings of relief and exuberance are
already giving way to a new ball of worry
welling up from their stomach.

You too sense the discomfort with the
termination of the relationship. You liked
the client and feel you would like to do
more for them - now you are saying good-
bye and good luck.

Your parting words are always the
same - what else is there to say? You feel
inadequate and unqualified in giving
financial advice. You think it best to offer
nothing except...

“Don't spend it all at once”..almost
tongue in cheek. You shake hands and
with the final fond courtesies over you
return to your caseload.

But as soon as the clients get that
cheque, their lives change. Without warn-
ing, the client becomes a target - well
meaning and well intentioned advice will
flow from unqualified friends and rela-
tives, ‘sure thing’ schemers offering to
“double your money” will materialise from
dark quarters and suddenly bank man-
agers, car salesmen and real estate agents
will want to become ‘friends’.

Without calm, dispassionate and
professional guidance, the clients story
may end the same way...wasted opportu-
nities, avaricious relatives, misguided
attitudes and down right blunders see the
client quickly convert the lawyers hard
earned victory to defeat. A defeat that can
linger a lifetime.

We have all heard the claims by those
that seek to limit damages that lump sum
compensation is often ‘wasted” by the
recipient. The best defence to this argu-

£

ment is to ensure that your clients are in the
optimal position to make their lump sum
work for them - for the rest of their lives.

...wasted opportunities,
avaricious relatives, misguided
attitudes and down right
blunders see the client quickly
convert the lawyer’s hard
earned victory to defeat.

You have won the client a victory, but what of
the war?

Our experience is that most compen-
sation recipients who receive lump sums
of less than $150,000 generally spend the
money on assets and lifestyle expenses
such as cars, houses and holidays.
Compensation recipients who, because of

Chart 1

the more serious nature and extent of their
injuries, receive larger lump sums are
more likely (and justifiably) to be con-
cerned about long term investment issues.

An important point to make is that the
above is obviously general advice - no two
clients will have identical concerns and
objectives therefore it is crucial (and a legal
requirement) for any specific financial
advice to reflect the individuals situation.

Set out below are four key points that
will influence how long your clients lump
sum will last.

How long your client’s lump sum lasts
depends on;

1 How much is spent each year;

2 How the lump sum is invested;

3 How much tax is payable; and

4 The level of risk that is acceptable

-

How much is spent each year
The more that is spent each year, the
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Returns are often confused with performance..

1980-1996
Income
Capital
Total
($100,000)

Estate Mortgage advertisement
Source: Money Management Magazine February 1990,

faster the lump sum will run out. The first
step in prolonging the life of your client’
lump sum is for them to develop and stick
to a budget.

This means working out how much
money the client needs to live on each
year. Then calculate the amount needed
monthly. To make the budget easy to
stick to, this monthly amount should be
paid into a special bank account and used
to fund all living expenses. If halfway
through the month more than half of the
monthly budget has been spent, the
client knows that its time to slow spend-
ing down.

Sticking to a budget requires focus
and discipline and for most people, ongo-
ing professional help from a financial plan-
ner is needed.

2. How you invest your lump sum

The second step is then to invest the
financial resources appropriately. If this
were as simple as putting all your money
in the bank and then letting “compound
interest” do the work it would be fine. But
in reality, relying solely on interest rates
will produce a disappointing and unac-
ceptable result. The money will probably
run out too soon.

Many investors usefixed interest invest-
ments because they generate a relatively high
guaranteed income.

And for short term investors, it is an
appropriate strategy.

But for longer term investors, that

strategy is flawed.  Consider chart 1,
which compares the income generated
from $100,000 invested in a term deposit
with the dividends received by a share-
market investor.

You can see that in the early years the
term deposit generated significantly more
income. But as the shares grew in value,
so did their dividends.

As a result, in the 16 years of the
study, the shares generated a total income
of $338,000, compared to the term
deposits $189,000.

When you take into account the capi-
tal gain made by the shares, the result is
$799,000 more in shares.

1980-1996 Term Shares
($100,000) Deposit

Income $189,000 $338,000
Capital Gain NIL $650,000
Total Return* $189,000 $988,000

* Figures do not include taxes

The expression “make your money
work for you” is synonymous with getting
a higher rate of return than the banks offer.
It comes from an understanding that
unless a client is getting a return above
inflation, the value of their money will
diminish - they could find themselves slip-
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ping backwards!

It is crucial to understand that the
“real rate of return” received will be
entirely dependant on the choice of
investments.

The real rate of return is the return
above the rate of inflation - for example if
a return of 5% is received and inflation is
2%, then the real rate of return is 3%. Real
return will be almost completely deter-
mined by the range and type of invest-
ments selected. Choosing the right com-
bination ol investments to generate the
desired returns is called “asset allocation”.

The right asset allocation for any
investor is one that will deliver an appro-
pnate and reliable return over time with
the least level of acceptable risk.

3. How much tax is payable

The more tax is paid, the less is left
from investments, thus making the task of
stretching the value of the lump sum more
difficult.

Conservative tax strategies such as:
= Income splitting with your spouse
« Franked dividends
= ‘Growth investments’

lixed interest
= Discretionary family trusts
= Superannuation
= can produce significant tax savings if

applied judiciously.

Minimising the amount of tax
payable can produce an increase in (after
tax) returns without an increase in the
level of risk.

rather than

4. The level of risk that is acceptable

Seeking higher returns, to give
extra income or to extend the life of a
client’s capital, will attract higher levels
of risk. The key here is the quality of
risks taken.

Poor quality risk can lead to permanent
loss of capital.

In the 1980s the promoters of
Estate Mortgage were heavily advertis-
ing the high returns available from their
product.

Investors were seduced by the “higher
return, low risk claims” - and by 1990 they
had invested $800 million into the Estate
Mortgage Trust. Just one year later, that
$800 million was virtually worthless, as
the Estate Mortgage operation collapsed.

@
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Some people lost most of their life
savings.

Investment history is littered with
examples like Estate Mortgage. The mes-
sage here is that in investments, as in life,
the following rule holds true:

If it sounds too good to be true, it prob-
ably is.

However it is generally appropriate to
have some level of exposure to growth ori-
entated investments (ie shares, bonds and
real estate).

By investing in growth assets, over
time your clients will:
= increase their real rate of return;
= reduce/eliminate the erosion of their

capital by inflation;

« help them to save tax; and
= extend the life of their money.

The more a client$ capital glows by
itself, the more income will be produced
leading ultimately to an increase in the
amount available to spend.

When clients know that their invest-
ment strategy is on track, they feel more
comfortable in spending on “lifestyle

No Pokies
MP plays

legal card
for change &

enhancements” eg new car, new house or
holiday.

By ‘managing risk’ (applying conserva-
tive investment practices) clients can
obtain higher returns with less risk over
time, but must be prepared to accept that
in the short term there still will be ‘ups and
downs' in the performance of investments.
These short-term ups and downs should
be largely ignored because as clients invest
for the long term, it is the long-term
behaviour of the chosen assets that is
important.

Finally, not every client will feel
inclined to take advice on what to do with
their lump sum. Some clients just can't
resist the spending frenzy that sudden and
unaccustomed wealth can induce. The
majority, though, will need and want pro-
fessional help.

It is important to be aware that whilst
a lawyer may give financial advice as
incidental to their legal advice, a lawyer
must hold an appropriate securities
licence or proper authority’to give securi-
ties advice. m
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Mike Fitzpatrick Dip Law (SAB), Dip F, CFP

Mike was in private practice for over 20 years, a large part
of which was spent acting for accident victims. He isan
Authorised Representative, and Senior Adviser with IPAC
Securities Limited.

John Wakim B.Comm, LLB, ASIA, CFP

John was in private practice for over five years and has 14
years expereince in the areas of investment and financial
planning. He is Director, Financial Planning, and an
Authorised Representative with IPAC Securities Limited.

Phone (02)9373 7000 Fax (02) 9373 7122
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