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Dear Reader, 

It’s scary to even think about investing when the markets are in meltdown mode, like the recent severe financial downturn. We’ve become all too familiar with words like “recession,” “crash,” and “foreclosure.” Giant financial corporations have simply disappeared. It’s enough to make you want to stick all of your money under your mattress. I’m here to tell you: Don’t be afraid to invest!

Here’s why: You can’t build wealth without investment, no matter what the markets are doing today. The key is to create a solid plan and follow it, and carefully search out investments that will keep your portfolio growing. Sounds impossible, but it isn’t; in fact, it’s pretty simple when you take time out to learn about the wild world of finance and investing.

That’s what this book is all about. Inside, I’ll tell you everything you need to know to build a profitable portfolio. From understanding the inner workings of Wall Street to figuring out how to ladder your bonds to choosing the best combination of mutual funds, this book will guide you toward wealth and prosperity.

Wishing you success, 
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Welcome to the EVERYTHING®Series!

These handy, accessible books give you all you need to tackle a difficult project, gain a new hobby, comprehend a fascinating topic, prepare for an exam, or even brush up on something you learned back in school but have since forgotten.

You can choose to read an Everything® book from cover to cover or just pick out the information you want from our four useful boxes: e-questions, e-facts, e-alerts, and e-ssentials. We give you everything you need to know on the subject, but throw in a lot of fun stuff along the way, too.

We now have more than 400 Everything® books in print, spanning such wide-ranging categories as weddings, pregnancy, cooking, music instruction, foreign language, crafts, pets, New Age, and so much more. When you’re done reading them all, you can finally say you know Everything®!
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Answers to common questions 
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Important snippets of information 
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Urgent warnings 
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Top Ten Things to Do Before You Invest $1 

1. Pay off every penny of credit card debt. You’ll earn sky-high (18 to 22 percent!) returns just by paying your credit card balance in full rather than making the minimum monthly interest-laden payments.

2. Build yourself an emergency fund. Start a separate bank account for this purpose alone. It should have enough money to cover at least three to six months of living expenses.

3. Set up and follow a household budget. Keep track of where your money comes from and (even more important) where it’s going.

4. Set clear financial goals. Whether you want to save for a new car this year or retirement twenty years from now, you need to know why you’re investing.

5. Determine your time frame. How long your money will be working for you plays a key role in designing the best portfolio.

6. Know your risk tolerance. Investing can bring about as many downs as ups, and you have to know just how much uncertainty you can comfortably stand.

7. Figure out your asset allocation mix. Before you start investing, know what proportion of your portfolio will be dedicated to each asset class (like stocks, bonds, and cash, for example).

8. Improve your understanding of the markets. That includes learning about the big picture, such as the global political and economic forces that drive the markets and affect asset prices.

9. Set up your brokerage account. Whether you decide to start out with a financial advisor or take a more do-it-yourself approach, you’ll need to have an open brokerage account before you can make your first trade.

10. Analyze every investment before you buy it. Buy only investments that you have researched and fully understand; never risk your money on an unknown.




Introduction 

Investing is easy ; sucesful or profitable investing isn’t. It takes knowledge and understanding to build and maintain wealth, as many investors find out when the markets go south. Successful investors, though, sustain substantially smaller losses during downturns. Often, they even reap profits while less savvy investors lose their shirts.

When the markets are strong, even “unworthy” securities can take off, carried by market momentum. Investors who are normally risk-averse may find themselves buying risky securities when it seems like every choice is a winner. But as soon as the markets enter their inevitable down phases, as is the nature of cyclical markets, weak securities are the first to fail and risk-averse investors begin to lose sleep.

That doesn’t have to happen. By designing a solid plan and sticking with it, investors can enjoy profitable portfolios in almost any financial environment regardless of market cycles. Having a sufficiently diversified portfolio with a well-designed asset mix makes all the difference. And this can be accomplished only when you know exactly what you’re doing and why.

Too many investors buy or sell securities (especially stocks) on a whim. They’ve gotten a tip from someone in the office or read about a hot new stock on the Internet. Maybe a less than scrupulous broker or financial advisor has steered them toward something that sounds great—and it is, for the broker, who profits when clients place their buy orders. But smart, successful investors look past the “great deal,” delving deeper into the potential of any investment before they buy even a single share. They gather the facts, and base decisions only on information, never on emotion.

That’s the secret to a lifetime of wealth: knowledge. And that’s what you’ll find in this book. Whatever your financial goals, whether they’re long-term or short-term, you need to know exactly how to reach them. From adequate college savings to a luxurious retirement to a down payment on your first  house, you need to have a comprehensive financial plan in place to turn your dreams into reality.

Inside this book, you’ll find a great deal of information on how to keep wealth creation simple and how to use what you know to secure your financial freedom. All the tools you need to develop a profitable portfolio are right here. You’ll get straightforward information and guidance, presented in a way that makes even complex investing strategies easy to understand. You’ll find out which investments to stockpile and which to avoid at all costs—no matter how good they look at first glance. And if you’re not quite sure how to get started, there’s a complete guide to financial professionals that can help you figure out which is the best one for your unique situation.

This book is designed to set you on the path to financial security. By following its basic principles and guidelines, you can become the master of your own wealth and build a substantial nest egg for your family. Use it to the best of your ability and take permanent control of your financial life.




CHAPTER 1 
Planning for Success 

Before you can conquer the markets and lie back to count your millions, you must have a clear picture of where your finances stand right now. Once you’ve taken that crucial first step toward your eventual wealth, you’ll be ready to set your goals, analyze your style, and put together a real plan—one that will get you exactly where you want to go.

The path to wealth comes with countless setbacks, many roadblocks, and dozens of disappointments. A solid plan will help you get through those impediments.

Laying the Foundation 

Taking control of your personal financial situation is the first step toward building wealth. To set foot on the ladder of financial freedom, you have to know where you stand and how much further you’ll need to climb to reach your destination. A daily glance at your investment portfolio isn’t enough, though it certainly plays a part. Investment tracking is fun, but there’s a lot more involved in taking a true snapshot of your current financial situation.
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According to the most recently published Federal Reserve survey of consumer finances, the median net worth of Americans aged forty-five to fifty-four is $144,700. That’s compared to a median net worth of $141,600 just three years earlier.



To eventually succeed in the world of investing, you have to start with the basics. This includes things like creating and sticking to a budget, balancing your checkbook, and determining your net worth. Taking charge of your everyday household finances and understanding your real financial picture are the actions that make up the solid base from which you grow your nest egg. These simple starting points also give you the insights you’ll need to make well-informed choices when you’re ready to enter the more complex world of investing. You wouldn’t enter a black-belt competition knowing nothing about karate, and jumping into the intricate world of high finance is no different. You need to master the fundamentals before you can develop a winning game plan.

Taking Financial Inventory 

Creating a personal financial inventory worksheet is the first step toward creating a unique guide on which you’ll base all of your financial decisions. Although this initial inventory will be frozen in time, you’ll revisit and reconstruct it regularly to chart the changes. At first, you’ll probably need to revise it every three to six months; later, an annual revision will usually suffice. Even more important than looking at your personal balance sheet, it is vital  that you understand what goes into it. This knowledge will carry you toward setting (and meeting) achievable financial goals.

Your net worth equals the difference between what you have (assets) and what you owe (liabilities). Your assets include things like bank accounts, investment portfolios, retirement accounts, the value of whole life insurance policies, the market value of real estate and vehicles, and any other property, such as jewelry. Liabilities encompass everything you owe, typically separated into short-term debt and long-term obligations. Short-term debt includes your regular monthly bills, credit card balances, income taxes, and anything else you might have to pay within the next twelve months. Long-term debts include mortgages and any other installment loans, such as those for your car. In taking stock of your assets, use current market value for things like real estate and vehicles.
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Good news! In addition to your savings and other accounts, you can also count money that is owed to you by other people as an asset. As long as this money is coming your way in the foreseeable future, it can be regarded as part of your financial inventory.



While getting a formal appraisal may give you the most accurate assessment, it’s not necessarily the most efficient way to proceed. To get approximate market values for your house, you can check out your state’s property tax assessment website. For your car, try the Kelley Blue Book (online at www.kbb.com). For smaller items, you can determine which may have significant resale value. Again, you can get a professional appraiser, or you can try looking up similar items on a website like eBay to get approximate market values. Once you’ve ascertained reasonable values for your belongings, add them to your cash and investment accounts for a total asset figure.

Once you’ve figured out your assets, it’s time to take an honest look at your liabilities. For now, we’ll just add in your true debt and leave out your regular monthly bills. In this section of your worksheet, include the outstanding balance of your mortgage and other installment loans, everything you owe on credit cards, and any unpaid personal loans. Total these and you have an accurate picture of your current debt load.

To calculate your net worth, subtract your total liabilities from your total assets. The result shows what you’d have left if you sold or cashed in all your assets and paid off all your liabilities. Here are some steps you can follow to calculate your net worth:

1. List all of your liquid (cash-like) assets: bank accounts, CDs, stocks, bonds, mutual funds, etc.

2. List your retirement accounts: every IRA, 401(k) plan, ESOP, etc.

3. List all of your physical assets at current market value, starting with your home, other real estate you own, vehicles, and any valuable smaller items (like jewelry) that you choose.

4. Add the value of all these items to get your total assets.

5. List all of your outstanding debts, and add those to get your total liabilities.

6. Subtract your total liabilities (step 5) from your total assets (step 4) to get your personal net worth.

7. Revisit your worksheet every three to six months at first, then at least once a year going forward, to adjust for any changes.

If the number you came up with as your net worth is greater than zero, you have a positive net worth, meaning you’d still have assets left if you settled all outstanding debts. If your bottom line is less than zero, you have a negative net worth, meaning you would still owe money even if you liquidated all your assets and put that cash toward your debts. Regardless of your personal bottom line, you now have a solid base to work from and will be able to make your financial plan accordingly.

Building a Budget 

Once you’ve calculated your personal net worth, your next step will be looking at cash flow. When you’re ready to start building your nest egg, you’re going to need some cash to do it. However, there are things standing in the way of this cash stream, from your monthly bills to that nagging weekly urge to treat yourself to a dinner out. New technologies and new products crop up with amazing frequency, making it harder and harder to  curb excess spending. The solution is to outline your total expenses, knock off the unnecessary ones, create a budget, and stick to it.
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It’s remarkably easy to lose track of where your money is going. Many people indulge in small luxuries like buying coffee in the morning and ordering pizza for dinner more often than they realize. All these little extras add up to some big daily spending. Keep track of these expenditures for a week and see for yourself!



Resist the temptation to use your credit card for all your purchases as a simple way of tracking them. That strategy is great for the credit card companies, but it’s not so good for your net worth. Instead, invest a little time in keeping an expense notebook; a mere two-week listing will do. You’ll be glad that you don’t have a whopping credit card bill at the end of the month, and you won’t be making a year’s worth of interest payments on a cup of coffee.

Budget Components 

Before you get started building your budget, you should take a brief look at what makes up a budget. You may already know that budgets have both income and expense sections, but you may not recognize all the things that qualify for those categories. And since your budget will be used to help you create a nest egg, you should also add a section for savings.

Most budgets start with income. For these purposes, income includes all the cash you have flowing into your household. So, in addition to your regular take-home pay, you’ll include items like interest and dividends you receive, any pension payments, and tax refunds. The second section, for expenses, will probably be a lot longer. This category includes things like mortgage or rent payments, utility and phone bills, groceries, cable, child care costs, and entertainment. Don’t forget to add in periodic expenditures, like auto insurance premiums or vet bills. The savings section includes all the cash you put away at the end of the day. For planning purposes, a good savings number to shoot for is 4 to 10 percent of your expenses, at least until you have enough to cover about three months of regular expenses.

To make your budget the best it can be—and not so annoying to work on that you just throw up your hands and walk away—here are a few simple guidelines to follow:

• Be realistic when forming goals. If your target budget is too hard to live with, you won’t follow it.

• Use real numbers, not estimates. Estimates may help you fill in the blanks, but they won’t help further your goals. You can find true figures by backtracking through your checkbook.

• Use your computer to help track your budget. Create a spreadsheet in Microsoft Excel or pick up some prepackaged budget software, like Quicken or Microsoft Money.

• Make your budget easier to read by categorizing some of your expenses. For example, electricity, gas, water, and heating oil could all go under the heading “Utilities.”

• Include absolutely everything you spend money on. Don’t leave out even occasional expenses, like theater tickets, haircuts, and charitable donations.

• Initially, track your budget at least once a month. Even better, update the numbers every time you get a paycheck.

• Take an in-depth look at your budget each quarter to make sure it’s accurate and to see how well you’re managing your cash.

Completing Your Budget 

Once you’ve listed all of your income and expenditures, add the components of each section to come up with totals. Then subtract your total expenses and savings from your total income. The result is your net cash flow. If that number is greater than zero, you have positive cash flow. If it’s less than zero, you have negative cash flow. If your bottom line comes out to exactly zero, your cash flow is considered neutral. When your result is positive cash flow, you have options. You can spend the money, hide it away as extra savings, or consider investing the surplus, perhaps in stocks or mutual funds. With a negative cash flow result, you’ll first have to concentrate on either increasing your income or cutting back your expenses wherever possible. You might have to sacrifice some favorites, but it’ll be worth it if you can save some cash every month.

Throughout this entire process, you may find that sticking to your budget is very difficult to do. You’re not alone. Many people struggle to stay inside the boundaries of their personal budgets. You’re also not alone if you already have debt to deal with. Try not to let debt discourage you—it’s never too late to improve your situation. Luckily, there are ways to get debt under control and start fresh.
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According to CardTrak.com, the average credit card debt for American households in 2007 was $9,659. On top of that, 13 percent of households surveyed owed more than $25,000 in credit card debt alone. Do everything you can to get out and stay out of debt. It’s far easier to get in than it is to get out.



The first step to dealing with debt is to use your credit cards only when absolutely necessary. The second is to reduce the balance you’re carrying. If you have equity in your home, you may want to consider a home equity loan while interest rates remain low. In addition to reducing your interest burden, you may be able to deduct some of the expense on your tax return (check with your accountant). Another approach is a debt consolidation loan. While the rates typically aren’t as low as home equity loans, they are usually considerably lower than the interest credit card companies charge.

Do-It-Yourself Filing System 

One major key to a good budget is organization. A basic filing system is an easy way to keep all your documents and records handy and in order. Of course, there are a few things you need to do to make this system work.

First, you’ll have to free up some space for this endeavor. It doesn’t have to be very big or very fancy—a simple filing cabinet will do. You’ll need to designate enough room to hold your monthly bills and other financial paperwork. Starting with a well-organized space can keep your budgeting tasks flowing more smoothly, saving you lots of time and aggravation.

As soon as you have the proper tools to work with, go through all your financial records. Get rid of everything you no longer need, like old phone  bills, gas receipts, even pay stubs. Toss out the instruction manuals for appliances you don’t have anymore; trash the payment books from old loans that you’ve paid off. Remember to shred anything with personal information on it to protect yourself from identity theft. Consider this list of documents you’ll need to hold on to for a while; keep them where you can find them easily in case you need them:

• Tax returns. Keep these for six years. Include the full return, plus all related receipts for itemized deductions, in your file. Although the IRS usually only has three years from the date you file to audit your return, they occasionally get more time. For example, if they claim you’ve understated your income by at least 25 percent, they can hold your file open for up to six years.

• Investment information. Any time you buy or sell an investment, hold on to the written record of that transaction. In addition, keep the annual summary your broker or fund company sends you at the end of the year. When tax time comes around, you’ll need all that information to properly report your income. Also, save all the paperwork for any nondeductible IRAs you contribute to. That way, if the IRS tries to tax you twice, you’ll have the proof to show the taxes were already paid.

• Credit card and bank statements. Credit card statements are crucial for recreating expenses, and bank statements can include expenses as well as income outside your regular paycheck. When you come across tax-related items, highlight them and make a note in your tax file. Keep credit card statements and bank statements, including cancelled checks, for six years, filed along with your tax returns.

• Medical bills. Hold on to receipts for all your co-pays anytime you visit a medical professional or fill a prescription. Keep the receipts any time you buy tax-deductible items, like eyeglasses or hearing aids. It’s also a good idea to keep benefit statements from your insurance company, in case there’s any dispute with the service provider. If you pay for your health insurance out of pocket, hold on to those statements as well.

• Real estate records. For every property you own, you should have a file with following documents: the deed, property tax bills and assessments, receipts for major repairs and improvements, and any home warranties.

• Personal documents. In this folder you’ll place the records of your life, starting with your birth certificate. Also include your current passport, marriage license, divorce papers, paperwork pertaining to your children, military service records, and any other important personal information.

When you’re done going through all that paper and have figured out what you’ll be keeping, start setting up your files. Create a folder for each category. Clearly label your folders so you can easily find any documents you’re looking for. Put all the folders in your file cabinet—and be glad the most cumbersome part of this process is finished.
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Once you have a filing system set up, you’ll need financial software, like Quicken or Microsoft Money. These programs deal with all the calculations, instantly track all of your account balances, and flow into your tax-return software at the end of the year.



To make sure no bills fall through the cracks, set up a payment schedule. Add each bill to the schedule the day it arrives, noting the due date. The simplest place to jot the due dates is on a calendar you use regularly. If you don’t pay your bills as soon as they come in, set aside time every week to write checks for those bills coming due. If you use online banking services, make sure you record transactions in your checkbook. Remember to balance your checkbook each time, and reconcile it to your bank statement every month. Banks usually allow sixty days for you to bring errors to their attention. While you’re at it, double-check your credit card statements when they come in, just to make sure there aren’t any erroneous charges listed.

Knock Out Your Debt 

Before you invest a single dollar, get control of your debt, particularly your credit card debt. If you’re like most Americans, you have a wallet full of credit cards, and you use them for virtually everything, including things you could easily pay for with cash. The best way to control your debt is to stop using credit cards for minor expenses like these, especially if you don’t pay off your balances in full every month. A year’s worth of interest on coffee and lunch can more than double the cost.
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Is the value of my donated items deductible?

Yes. Almost all items that you donate to charitable organizations are deductible. Just remember to get a written, itemized receipt. With noncash contributions, the rule is simple: No receipt means no deduction if you get audited.



Replace your credit cards with a debit card and a reasonable amount of cash for the week. If you find yourself running out of cash every week, analyze your purchases before you increase your allowance. Keep one credit card in your wallet, but use it only for emergencies.

When your credit card spending is under control, you can finally attack the debt monster. There’s no magic way to vanquish the debt, but you can systematically pay off all of your credit cards—and sooner than you might think. Allocate a fixed monthly amount in your budget for paying down credit cards, calculated by adding all the minimum monthly payments and adding on some extra (between 2 percent and 10 percent more is a good place to start). With the extra portion, begin paying down the credit card with the highest interest rate; lowering that balance will go a long way toward knocking out your debt. The lower the balance, the less interest will be charged, which will help you pay it down even faster. As soon as the card with the highest rate has been paid off, start tackling the next in line, and so on until all of your credit card balances have been zeroed.

Easy Ways to Cut Spending 

In order to cut down on your spending, you have to ask yourself a few questions. Does your priority list match your spending habits? Are you spending money only on the important things in your life? Money may be dribbling out of your pockets without your even realizing it.
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Not all debt is bad. Debt you incur to purchase an asset (like a house or a car) makes sense; at the end of the day, you actually own something of value. On top of that, this kind of debt usually comes with much lower interest rates than credit card debt.



Consider your workday lunch expenses, assuming you dine out. If you spend an average of $8 a day, you’re spending $40 a week, or nearly $2,000 per year on lunch. Making your lunch can save you money, leaving more to cover other expenses. Little cutbacks can make a big difference in the long run. Make sacrifices like making lunch, trading in your daily soy latte for a regular cup of joe, or canceling magazine subscriptions. Consider how you could use the money you’ll be saving to reduce or eliminate your debt, or how you could put it to work as the start of a great investment future. Tracking your spending and comparing it to your priorities will help you identify what spending habits you need to change.

It’s not an easy thing to do, but most people can find areas of their budget they can cut. Some sacrifices such as reducing your cable service, eating at home more frequently, or forgoing the purchase of an SUV might be mildly painful, but keep in mind that they could make a real difference. While these are not fun choices, they may save you from financial troubles.

Set Your Investing Goals 

Once you’ve compiled a current financial snapshot and gained a good understanding of how you handle your money, it’s time to take the next step  along the path. Now that you know where you stand, you can figure where you want to go. It’s time to set your investing goals.

First, make your goals specific and measurable. Don’t say you want to save more; say you want to save $1,000 over the next twelve months. Instead of dreaming about some far off retirement on a tropical island, set a goal to retire with $6 million when you’re sixty-five. With goals like these, you can mark your progress and make adjustments as necessary to help you hit your targets.
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When you set your financial goals, remember to take inflation into account. Historically, inflation has averaged about 3 percent annually, but over the past few years it’s skated higher (and it doesn’t look to be heading back down any time soon). Some items inflate much faster, like college tuition, which has gone up by 8 percent a year.



The second rule is to allow for the unexpected, a critical part of every investment plan. Your car may break down, your hot water heater may stop working (probably while you’re in the shower), or you might need a trip to the ER. All of these events take you by surprise, and they all cost money— money you were expecting to use in different ways, and probably at different times. To deal with unexpected expenditures, you’ll need to have some easily accessible cash—but that doesn’t mean uninvested cash. By planning for the unexpected and keeping some of your investment assets highly liquid, you’ll be able to deal with situations like these without veering too far off your goal path. Remember, the reverse can happen, too. Whenever you get your hands on extra cash—like a pay raise, a bonus, or a loan finally paid off—use it to pay down debt or add to savings and investments. Extra cash is money you weren’t counting on. You won’t miss it, so use it to move you closer to your goals.

Make sure to include your expected retirement needs. If your lifestyle will tone down, some advisors figure you’ll need about 60 to 70 percent of your current income. For more intricate calculations—like the potential effects of inflation and investment returns—check in with a financial planner, or try some retirement planning software.

Assess your current savings stage and plan your holdings accordingly. The further you are from your goal’s timeline, the more risks you can afford to take with your investments. The key to all of this: Start saving money now.

Finally, design a preliminary investment plan that will move you toward meeting your financial goals. It can take time to refine and perfect your plan, but a basic model (such as the age method, where you convert your age to a percentage and invest that portion of your holdings in bonds and cash and the rest in stocks) is a good place to start. While your first instinct may be to take a chunk of cash and buy a hot stock, that probably isn’t the best way to get where you want to go. Impulse investing, like impulse buying, can drain your money without giving you anything in return. So start with a basic plan until you gain some more knowledge and experience, or hire a professional to help you. Then, while your money is already beginning to work for you, you can take the time to plan an appropriate portfolio specific to your goals and timeline. That is the way to build your fortune and keep it intact.




CHAPTER 2 
Designing Your Personal Portfolio 

Whether you’re working with a financial advisor or a brokerage firm, you’re at the wheel of your own investment vehicle. You decide the pace at which you head into the investment world, and you determine how much risk you’re willing to take in order to win. Some independent research will also be necessary. This includes due diligence on companies where you’re considering parking some of your investment dollars, as well as portfolio tracking and performance monitoring to keep your investment portfolio chugging along in the right direction.

Understand Your Investment Choices 

Having all the ingredients for success is a good start, but you won’t get too far without the recipe. If you take all the ingredients for a delicious pastry and throw them together in equal parts, you’ll end up with an inedible brick.

Developing the art of measuring and mixing your ingredients so they work together to create investment perfection requires patience and diligence on your part. You need to figure out the delicate balance that will provide the most effective and productive investment portfolio for your needs.
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Most investment portfolios consist of several components. Usually, they include some combination of the following: liquid assets (cash and equivalents), fixed income securities (bonds and annuities), equities (stocks), real estate, commodities (precious metals), and other investments.



Figuring out which securities will comprise your portfolio isn’t a difficult process, as long as you apply the tried-and-true investment tenets: knowing your risk levels, having a fixed time horizon, employing investment diversification (through your asset allocation), and having set investment goals. Two of the more important factors in your portfolio decision-making process are risk and diversification.

Every Choice Comes with Risk 

In the investment world, you’ll have to walk a delicate (and very personal) balance between risk and reward. The more uncertain the investment, the greater the risk that your investment won’t perform as expected, or even that you’ll lose your entire investment. Along with greater investment risk, though, comes an opportunity to earn greater investment returns. If you’re uncomfortable with too much risk and seek to minimize it, your trade-off will be lower investment returns (which can be a form of risk in itself). Truthfully, you can’t completely eliminate risk. If you don’t take any risk at all, you won’t be able to earn money through investing.

Investment risk is directly tied to market volatility—the fluctuations in the financial markets that happen constantly over time. The sources of this volatility are many: interest-rate changes, inflation, political consequences, and economic trends can all create combustible market conditions with the power to change a portfolio’s performance results in a hurry. Ironically, this volatility, by its very nature, creates the opportunities for economic benefit in our own portfolios, and that is how risk impacts your investments and your investment strategy.

There are many different types of risk, and some are more complicated than others. The risk classifications you’ll learn about here are those you’ll likely take into consideration as you begin to design your portfolio.

Stock Specific Risk 

Any single stock carries a specific amount of risk for the investor. You can minimize this risk by making sure your portfolio is diversified. An investor dabbling in one or two stocks can see his investment wiped out; although it is still possible, the chances of that happening in a well-diversified portfolio are much more slender. (One example would be the event of an overall bear market, as was seen in the early 1990s.) By adding a component of trend analysis to your decision-making process and by keeping an eye on the big picture (global economics and politics, for example), you are better equipped to prevent the kinds of devastating losses that come with an unexpected sharp turn in the markets.

Risk of Passivity and Inflation Rate Risk 

People who don’t trust the financial markets and who feel more comfortable sticking their money in a bank savings account could end up with less than they expect; that’s the heart of passivity risk, losing out on substantial earnings because you did nothing with your money. Since the interest rates on savings accounts cannot keep up with the rate of inflation, they decrease the purchasing power of your investment over time—even if they meet your core investing principle of avoiding risk. For this somewhat paradoxical reason, savings accounts may not always be your safest choice. You may want to consider investments with at least slightly higher returns  (like inflation-indexed U.S. Treasury bonds) to help you combat inflation without giving up your sense of security.

A close relative of passivity risk, inflation risk is based upon the expectation of lower purchasing power of each dollar down the road. Typically, stocks are the best investment when you’re interested in outpacing inflation, and money-market funds are the least effective in combating inflation.

Market Risk 

Market risk is pretty much what it sounds like. Every time you invest money in the financial markets, even via a conservative money-market mutual fund, you’re subjecting your money to the risk that the markets will decline or even crash. With market risk, uncertainty due to changes in the overall stock market is caused by global, political, social, or economic events and even by the mood of the investing public. Perhaps the biggest investment risk of all, though, is not subjecting your money to market risk. If you don’t put your money to work in the stock market, you won’t be able to benefit from the stock market’s growth over the years.

Credit Risk 

Usually associated with bond investments, credit risk is the possibility that a company, agency, or municipality might not be able to make interest or principal payments on its notes or bonds. The greatest risk of default usually lies with corporate debt: Companies go out of business all the time. On the flip side, there’s virtually no credit risk associated with U.S. Treasury-related securities, because they’re backed by the full faith and credit of the U.S. government. To measure the financial health of bonds, credit rating agencies like Moody’s and Standard & Poor’s assign them investment grades. Bonds with an A rating are considered solid, while C-rated bonds are considered unstable.

Currency Risk 

Although most commonly considered in international or emerging-market investing, currency risk can occur in any market at any time. This risk comes about due to currency fluctuations affecting the value of foreign investments or profits, or the holdings of U.S. companies with interests  overseas. Currency risk necessarily increases in times of geopolitical instability, like those caused by the global threat of terrorism or war.

Interest Rate Risk 

When bond interest rates rise, the price of the bonds falls (and vice versa). Fluctuating interest rates have a significant impact on stocks and bonds. Typically, the longer the maturity of the bond, the larger the impact of interest rate risk. But long-term bonds normally pay out higher yields to compensate for the greater risk.

Economic Risk 

When the economy slows, corporate profits—and thus stocks—could be hurt. For example, political instability in the Middle East makes investing there a dicey deal at best. This is true even though much of the region is flush with oil, arguably the commodity in greatest demand all over the planet.

What’s Your Tolerance for Risk?

Your risk level as an investor depends on many factors, including your age, financial needs, number of dependents, and level of debt. If you’re twenty-five years old, single, childless, and debt-free, you have far more tolerance for risk than a fifty-five-year-old nearing retirement with two kids in college. In addition to your current financial situation, you need to consider your ulcer factor, or how losing investments will impact your physical and mental health. For example, if seeing one of your stocks drop by 10 percent in one day will make your ulcer flare up, factor that in to your risk tolerance level.

Trying to pin down your tolerance for risk is an uncertain process that’s forever susceptible to second-guessing. You can never be quite sure what your tolerance for risk will be from year to year. But the following test, developed by Lincoln Benefit Life, a subsidiary of Allstate Life Group, can help clear things up. Simply choose an answer from the choices given for each question and assess your results at the end.

1. If someone made you an offer to invest 15 percent of your net worth in a deal she said had an 80 percent chance of being profitable, you’d say:

A. No level of profit would be worth that kind of risk.

B. The level of profit would have to be seven times the amount I invested.
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