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			The keys to achieving your financial goals and dreams are within your grasp.


			There are two major sources of financial opportunities - and dangers.




The first danger stems from the major financial institutions, such as banks and Wall Street:

these companies pay their employees and executives high salaries and bonuses - with your money!




How does it work?




 Their investment advice, for example, may be based on making you invest in what gives them (or their employers) the highest commission.




 This means that the advice their financial "advisors" give you - most of the time - actually serves their needs - not yours.




The practices outlined in "The 1%" will give you the tools

 necessary to turn the tables and manage your finances

 to achieve your needs and desires.

 

The second danger is market volatility, which is expressed by inflation, deflation, fluctuations in interest rates, currencies and the stock market.

 

The practices outlined in "The 1%" will give you 

the ability to take steps to protect your money 

in times of uncertainty.

 

You will learn how to use the volatility of the market 

as leverage to your advantage, to maximize your investments 

and earn a lot more money!

Equipped with the practices in this book, you will know:



	How to create an income-generating asset from your savings.


	The most effective way to receive benefits from your bank.



	How to identify the best mutual funds and ETFs.


	How to communicate effectively with advisors representing banks and investment companies - and as a result, you will be able to make optimal investment decisions that serve your needs only.

	How to avoid buying exotic financial products - and why.


	How to obtain higher gains on your investments, with minimal risk.


	How to avoid the pitfalls set up by investment companies.


	How to pilot your money in changing market conditions.


	The investment habits of the richest 1%, which ones are right for you, and why you should adopt them.

	What the existing investment products are, and how you can use them to profit more with your money.

	What to demand from the financial experts managing your money, and how to get it.



Jacob Nayman's book "The 1%" reveals the financial practices used by the world's wealthiest. The information is rooted in Nayman’s extensive experience distilling more than 15 years of expertise in his role as a leading investment adviser to the rich.




The financial practices outlined in the "The 1%" give you the optimal toolkit for the practical management of your financial investments, enabling you to maximize your profits in a world full of financial opportunities and dangers.
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			The 1st practice of the 1%


			Creating an income-generating asset
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			The 2nd practice of the 1%


			Making optimal investment decisions
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			Creating an optimal financial environment

			

			
				
					[image: ]
				

			

			The 4th practice of the 1%


			Using core-satellite asset allocation strategy
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			The 5th practice of the 1%


			Building  your risky investments as an independent entity
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			The 6th practice of the 1%


			Building your solid investments as an independent entity
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			The 7th practice of the 1%


			Choosing the best funds and ETFs
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			The 8th practice of the 1%


			Profiting  from the expertise of financial institutions
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			The 9th practice of the 1%


			Avoiding exotic financial products
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			The 10th practice of the 1%


			Understanding leading market indicators


		


		Introduction

			We live in an era of unprecedented technological change, a time of increasing life expectancy and a burgeoning culture of wealth. 

			Now, more than ever before, you as an individual should enjoy daily life while building the financial resources that will enable you to continue to enjoy life as you age. One of the most effective ways to achieve this goal is by taking a more active, informed role in the management of your personal finances.

			During my employment as a senior investment adviser in the banking system, I accumulated thousands of hours of hands-on experience as I counseled clients from a wide breadth of sectors - high-tech, Ministry of Defense, wealthy clients, business owners, self-employed individuals, retirees and celebrities. What they all had in common was the desire to improve their money management and increase their profits. My experience with these individuals, combined with my subsequent experience as portfolio manager for the richest 1% of the population over the last fifteen years, is all laid out in “The 1%.”

			Implementation of the tips and strategies that I reveal will give you the ability to both protect your investments and make much higher profits.

			Yours,

			Jacob Nayman
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			Creating an income-generating investment portfolio
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			How much money do you need in order to feel financially secure?

			Most people reply that they need $100,000 a year or more. If you take a couple in their 30’s that has 3 children, it certainly makes sense. Assuming that the average life expectancy is 90 years (according to current predictions for the 21st century), a simple calculation shows that this couple will need an aggregate amount of $6,000,000 in order to maintain a reasonable standard of living over the next 60 years. 

			This illustrates the existential need to create an additional source of income for protection, to allow us to maintain a reasonable standard of living in the future.

			One practical way to generate additional income is to manage our finances in an optimal manner. We can do this by creating and managing a private investment portfolio. 

			There are six ways to make sure you are financially secure

			There are several ways to become financially protected:

			1. Option one is to marry a rich spouse. However, experience shows that this transaction often comes as a package deal with unwanted extras - so it could prove less attractive.

			2. A second possibility is to inherit money from your parents. This is not under your control, and even if you are lucky enough to inherit a large sum of money, you have to know how manage it wisely.

			3. A third option is to be promoted to a very senior position at one of the largest private monopolies.

			4. Option four is to reach a senior position at a company or other framework with public sector wages and very high pensions.

			Of course, the chances of promotion to such senior positions are small, and there are a limited number of such opportunities - to achieve option 3 or 4, you’d have to overcome many obstacles.

			5. The fifth option is to establish your own start-up based on a clever and original idea, form a team of quality people, work hard, enjoy a suitable business environment and build a successful business based on your talent.  Examples of such successes are relatively few. Statistics show that most entrepreneurs fail, and that the rest stagnate for years with no significant gain in capital.

			Many of the “success” stories have a veiled explanation for their success. Often, the secret of “success” of such an entrepreneurship is shady: for example, the entrepreneur has connections with a public entity - a government institution, or a public corporation.

			Unfortunately, for most of us, none of the first five options mentioned are relevant. Moreover, even if we belong or will belong to these categories in the future, it is important that we learn to manage our money wisely. In my experience, clients for whom one or more of the first five options are relevant learn how to optimally manage their money.

			6. The final option, option 6, is to acquire in-depth knowledge and understanding of how to manage a private investment portfolio. Why invest your savings in a portfolio? Because in order to maintain a reasonable standard of living over time, you need to generate a satisfactory income stream. An investment portfolio, properly managed, will enable you to generate additional revenues of thousands of dollars and more each year from your savings. This sixth option is the subject of this book.
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			If, for example, you as an investor invest all of your money in a bank deposit with a fixed interest rate, your savings will likely be impacted if the CPI (consumer price index) suddenly rises - the damage will be expressed in reduced purchasing power of your money. So even if you consider yourself a conservative investor, it is important to remain vigilant and to change your investment channel from time to time, depending on market conditions.











			The relationship between income, wealth, and an income-generating asset

			Years of experience in the financial system have shown me that although there are many people who make a good living - sometimes over $200,000 a year, many of them don’t make any effort to save money - they spend it all.  It is important to understand that wealth is not defined as your income level. If your yearly income is high, but you spend it all, then you’re just keeping up a high standard of living - for now. Wealth is defined by what you save, not what you spend. 

			In this book, we will focus on how to increase your revenue stream. 

			One way of increasing your revenue stream is by using your savings as a capital base for an income-generating asset. An income-generating asset can be a second apartment that you own and lease, which generates an ongoing revenue stream; or, alternatively, a sum of money invested in an investment portfolio that returns a profit. When you don’t have an income-generating asset, your income is completely dependent on how many hours you work: the more you work, the more you earn. If you do not work at all, you will not have any income (other than social welfare payments). Creating / building an income-generating asset (such as an investment portfolio) allows you to produce a constant revenue stream even if you do not work at all.

			
				
					[image: ]
				

			

			It is important to note that today you can very easily enjoy benefits equal to those obtained by buying and leasing properties from private investment portfolios. By buying ETFs and mutual funds specializing in real estate investments, you can enjoy the same benefits from your investment portfolio as an investor who buys real assets directly.
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			Practical Conclusions

			Having a good income is not always enough to secure your economic future: for that, you also have to acquire an asset / investment portfolio that generates additional income. There are all sorts of alternatives to live and retire financially secure. One of the practical methods is to use your savings as a base to construct a private investment portfolio that generates additional revenues. Those revenues will give you the ability to maintain a standard of living that suits your present and future needs.

		


		
			
				
					[image: ]
				

			

			Making optimal investment decisions using financial tools
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			When you manage your own private investment portfolio, there are times you have to make important investment decisions. In such situations, you may get misleading information designed to tempt you into buying a financial product that doesn’t necessarily suit your needs.  Such information can be given to you via different channels:  the bank system, an investment company, or one of the media channels (financial newspapers; radio, television, or the internet).

			You should consider this information carefully: the motivation to sell you the product may be the profit to be gained from the commission if you are persuaded to buy it.

			This type of situation raises the question: what tools are available to you, as an investor, to help you make decisions that best serve your financial portfolio?

			There are two powerful tools used frequently by the top percentile: the benchmark standard and the Sharpe ratio - risk vs. return

			We can enjoy using powerful tools - the benchmark and the Sharp index - to simply, easily and effectively manage our private investment portfolio without knowing the mathematics or statistics behind these tools. 

			
				
					[image: ]
				

			

			When should you use these tools?

			These tools should be used whenever you are considering investing in a new financial product and when you need to decide whether or not to replace a product you already own.

			The benchmark standard

			What is a benchmark?

			A benchmark is a standard against which the performance of a mutual fund or the performance of an investment manager can be measured. When evaluating the performance of any investment, it’s important to compare it against an appropriate benchmark. For example, if one of your investments is in a mutual securities fund in Europe, you should compare it to an index that consists of European securities. 

			To evaluate the performance of your investment manager or your private investment portfolio you can use the S&P 500, the Dow Jones Industrial Average, or the Russell 2000 Index.

			If you want to buy or evaluate an existing mutual fund you should use the Lipper indexes, which are based on the 30 largest mutual funds in each specific category; if you are also considering investing some of your money in international markets you should use the MSCI Indexes as your benchmark.

			The investment managers know that their performance (in portfolio management or mutual funds) is judged by benchmarks, so they have an incentive to beat them. However, if they do beat their benchmark, you, as an investor, should ask yourself what “price” you’re paying for the excess profit that you receive. While it may be that your investment manager simply has the professional abilities and skills that enable them to beat the market, the secret of their “success” may be substantial risks taken that put all of your investments in danger. 

			How to use the benchmark in the right way

			Always check what happened to mutual fund returns over a minimum period of three years. Examining a period of at least 3 years reduces the likelihood that the results are based on a combination of luck and high risk taken by the investment manager and are not the result of professional investment managing. Even if the company is in fact taking unnecessary risks, it is much less likely that they’re succeeding, year after year, while taking significant risks. For this reason, the average profit over three years can certainly indicate the level of professionalism of the investment manager

			It is important to note that you should compare not only to the benchmark but also to other financial products with similar compositions, e.g. other, similar funds.

			The Sharpe ratio

			Risk vs. return

			This ratio is another powerful tool that gives us more confidence in our financial decisions. It answers the question of whether or not the “secret” of success of an investment manager lies in higher risks taken with our money at our expense. Using the Sharpe ratio will protect our investments from such financial dangers

			What is the Sharpe ratio?

			The Sharpe ratio is a tool for the calculation of risk-adjusted return. The Sharpe ratio can help explain whether a portfolio or investment company that has returns in excess of the benchmark is backed by smart investment decisions (made by the investment manager) or is the result of taking too much risk. A higher Sharpe ratio indicates better performance of the investment manager or mutual fund.

			For example, suppose you have 2 investments that gave an average 10% profit per year over the last 3 years, but one investment (investment A) does so with half the risk of the other (investment B). In this scenario, you will obviously choose to invest your money in investment A - the one with the same return but less risk.

			Now, consider another scenario: investment A gives you 20% per year and investment B gives you 10% per year, but investment A has 3 times the risk that investment B has. In this confusing situation, which investment should you choose?

			Simple! Check the given Sharpe ratios of the two investments. The investment with the higher ratio is the preferred investment. If a portfolio or fund has higher returns than its peers, it is only a good investment if the Sharpe ratio is also the same or higher; if this is not the case, then those higher returns come with an additional, unjustified risk. In such a case, you should consider choosing a different fund with a higher Sharpe ratio.

			NOTE: You do not have to calculate the Sharpe ratio - it is calculated for you in advance.

			Simulation:

			Effective communication with an investment consultant 

			Investor: “I want to invest $10,000 in a mutual fund that specializes in the field of real estate assets.”

			Consultant: “We have one that performed very well last year.”

			Investor: “Please give me the Sharpe ratio results for the 10 best funds from the last 5 years. Funds that specializes in real estate assets, of course”.

			Consultant: “Here is the list you requested, with the returns and Sharpe ratios”.

			Investor: “I see the top two have the highest returns as well as higher Sharpe ratios. I’d like to buy them at $5,000 each”.

			NOTE: The information provided by the consultant can easily be found online.
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			What’s the message?  When you use, the right tools to make financial decisions nobody can confuse you.
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			Practical Conclusions

			When you need to make the decision whether to buy a financial product or keep a product in your private investment portfolio, it is recommended to use at least one of the following tools: the benchmark or the Sharpe index.

			Using these simple but powerful tools will protect you from purchasing inferior financial products and allow you to enjoy the best investment managers.
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			Create the optimal environment for your investment portfolio
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			Your private portfolio can be managed via several platforms: a bank, an investment company, or a brokerage firm. 

			When you have an account set up to manage your private investment portfolio, the activities in this account will naturally be financial in nature, e.g. buying and selling stock market securities or financial products. Your main goal should be to make investments that are profitable for you - it’s safe to assume that you wouldn’t want your financial activities to satisfy or benefit only the needs of the bank or the investment company.

			If the fees or commissions that you pay for performing financial transactions are not low enough, you may find out (especially in regard to the solid part of your investment portfolio) that it actually isn’t financially worthwhile for you perform any activities (such as buying or selling securities) at all.

			The aspect of cost is such an important part of your portfolio management that if you don’t get the proper conditions, the only ones who will enjoy and profit from your financial transactions will be the financial institutions you work with.

			The infrastructure upon which to base your private investment portfolio

			Connect to your bank account or investment company account online

			When you run a private investment portfolio it is important to have real-time access to information and to be able to sell and buy financial products independently.

			It is recommended that you fill out all of the necessary documents that will allow you to operate online, in advance. This way, you won’t have to depend on the availability of an advisor or wait for a confirmatory phone call to carry out transactions on the stock exchange. Another advantage of online transactions is the availability of excellent trading platforms that provide added value to the management of your investment portfolio.

			Consulting agreement

			If you are working with a financial institution that allows you to consult with a licensed investment advisor, you should consider signing an agreement to do so. Without a signed agreement, it is not possible to actually use the consulting services of the bank/investment company. When signing the consulting agreement, the financial advisor will ask you questions related to your profile as an investor, such as the level of risk you wish to take and the length of time that the money will be invested. Your answers will be entered to a simulator and the advisor will print a document describing your investor profile and a general recommendation for the composition of your investment portfolio. Save a copy of this report and use it as a tool to manage your investment portfolio.
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			Why? Because these recommendations are often made from a relatively small list of recommended securities, built by the bank’s or the investment company’s research department. The consultants at these institutions make recommendations based on this same list to thousands of customers on a weekly basis. Because thousands of people are given these recommendations and act accordingly, it is possible to predict situations in which specific stocks (from the list) will rise significantly. In essence, the effect is that of a self-fulfilling prophesy. 

			If you decide to follow the recommendations given, it is important to buy only the recommended stocks that do not yet display a sharp rise. How? Ask what the target price of each security is and by how much their price has already increased; the securities you should consider are those that have only started to rise and are still well below their target price.

			Make sure the fees related to your investment portfolio are low

			The ultimatum technique to lower commissions

			In every financial activity, you’re involved in, it’s important to make sure you know in advance exactly what fees you are going to pay. 

			Why are low commissions so important?  

			First, high commissions can impact the advisability of a transaction, sometimes to the point that the transaction should not be carried out at all. 

			Second, almost all of the commissions charged by the bank can be negotiated. If you know what you’re expected to pay, you can ask to considerably reduce the commission. The “ultimatum technique”: tell your bank or investment company that their competitors offered you a lower commission for your investment account and say that if they don’t match those conditions then you’ll transfer all your money to their competitors. But don’t bluff - it is important to mention the specific name of the bank / investment company that offered you the low commission.

			Fees for securities

			As mentioned above, the level of commission for buying and selling securities and financial products is very important for your financial activity. A long series of transactions in securities brings with it a long series of transaction fees. The annual accumulation of these fees can add up to a considerable sum, reducing the profitability of your investment portfolio. Therefore, you should do anything you can to reduce those commissions as much as possible. 

			Foreign currency exchange fee

			If you want to buy securities abroad, sometimes you have to use foreign currency. In this situation, you will have to first convert some of your money to the foreign currency, often from dollars to euros, paying a fee to do so. When buying a foreign currency, it is important to pay the lowest exchange fee possible; when you sell the foreign currency, it’s important you get the highest rate on the exchange as possible.

			Service quality

			Although the commission you pay is important, the quality of service you get is also a significant factor. The quality of service is measured by availability, professionalism and the reliability of the information you receive, and especially, by the quality of the investment consultants available to you. It is therefore important that you choose the advisor that best suits your needs before beginning to operate your investment portfolio.

			The preferred advisor should be one with many years of experience and one with whom you communicate well. Talk with the investment advisor and check what background and experience they have. See if you share a common language. Many institution branches have more than one investment advisor - choose the one you connect to and feel comfortable working with.

			The advantages of having a financial advisor 

			Reports and recommendations

			The advisor has access to the reports prepared by the economics department of the financial institution at which they are employed. These reports can provide essential information on the basis of which you can determine, among other things, how much foreign currency you should keep in your investment portfolio; as well as the institution recommendation regarding the percentage to invest in various investment channels.

			Support for financial decisions

			If you already decided to buy a particular security, you can consult with the advisor to make sure they support your decision.  

			Discounts when buying financial products

			An advisor at a large bank or investment company has the power and ability to buy financial products at a discount. Such a discount can sometimes save you a significant amount of money.

			Help with buying and selling

			If you are a new investor and don’t have a lot of experience in buying and selling securities, the advisor can provide you with technical support.

			Consultations regarding market trends

			You can ask the advisor their opinion about market trends and discuss the various issues that arise while you are managing your own portfolio.
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			Suppose you’ve decided to invest some of your money in real estate securities: the advisor will be able to show you a variety of options in real estate stock available for investment, and explain  the costs associated with each option as well as other criteria, such as return verses risk.

			Example: A recommendation for the composition of an investment portfolio

			Investor: “What is the recommendation of your economics department regarding the optimal distribution of investment channels in an investment portfolio?” 

			Consultant: “To answer your question I need to ask you some questions and enter your replies in our financial simulator - I need to know the level of risk you are interested in: low, medium, or high; and for what period of time you intend to hold the investment?” 

			Investor: “I see my investment horizon as between 5 and 8 years, and I want to invest in high-risk investments.”

			Consultant: “I printed out a report that includes my recommendations regarding the percentage of investment in each channel and lists a number of financial products relevant to each channel.”
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			Practical Conclusions

			It is important to make sure that the fees related to the management of your private investment portfolio are minimal. If you don’t, then the commissions you pay for your financial activity while managing your investment portfolio will generate nice profits for your bank or investment company - and your profitability as an investor will be low.

			Even if you are used to working alone, you can still use some of the services offered by an investment advisor. The advantages to consulting with an advisor lie not only in the advice they give you, but also in their access to central, sophisticated sources of important information. 
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			Using core-satellite asset allocation strategy
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			What is asset allocation?

			Asset allocation is the implementation of an investment strategy in an investment portfolio. The strategy attempts to balance risk versus reward by adjusting the percentage of each asset in your investment portfolio according to your personal preferences, the market conditions and the economic environment. The main assumption in asset allocation is that the investment in different assets results in portfolio diversification, which reduces the overall risk in your investment portfolio while maintaining the level of the expected return. 

			Core-satellite asset allocation

			Core-satellite allocation strategy defines a “core” strategic element that comprises the most significant portion of the portfolio, and applies a dynamic “satellite” strategy to the smaller part of the portfolio. 

			The “core” portion of the portfolio incorporates passive investments that don’t require dynamic handling (i.e. index funds, exchange-traded funds (ETFs), mutual passive funds) while the “satellite” portion of the portfolio is composed of investments that demand a more dynamic approach. In the satellite portion, you adjust your portfolio to include the assets, sectors, or individual stocks that show the most potential for gains. The expectation is that the satellite portion of your portfolio will outperform the market benchmark.

			Before you implement the core-satellite asset allocation strategy, you have to define what your preferences are as an investor. The portfolio should be built in accordance with your desires and needs; to accomplish this, you need to address the following issues:

			The sum of money you are going to invest in your private portfolio

			You have to determine the appropriate amount of money to invest in the capital market. To do this, you must also consider your other assets and the level of risk to which they are exposed.

			The investment horizon

			The longer the investment horizon, the higher the level of risk you can afford to be exposed to, since your investments will have plenty of time to ride out the market’s short-term fluctuations. Accordingly, the potential to gain higher returns will be greater.

			If, for example, you know in advance that you are going to purchase an asset within the next two years – then you shouldn’t use this money to invest in the capital market. Why? Because it is possible that the capital market will decline sharply during those two years: since you will be forced to sell your investment in order to buy the asset, you will not be able to wait for the market to rise, and you will lose money on your investment.  

			Exposure to risk and required return

			As an investor, you should decide what weight (percentage) to give the risky and the solid parts of your portfolio. A simple investment strategy is to keep all of your money in US treasury bonds, which have a guaranteed return: the obvious advantage of this strategy is that it’s a safe investment with almost no risk, while the disadvantage is that the return on such an investment will accordingly be very low. If, however, you are an investor who is willing to take some risk, investment in stocks and corporate bonds will increase your chances of earning more money. The relationship between return/reward and risk is a double-edged sword: to profit more, you have to be willing to take more risk.
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			For example, even if you are a very aggressive investor who is willing to take big risks, you may find that in certain financial market environments you’ll prefer to keep a low percentage of stocks in your portfolio (and put most of your money in US treasury bonds), based on your impression that there is currently no positive horizon for the stock market.

			Exposure to foreign markets and currencies

			You also need to decide whether you want to expose your investment portfolio to domestic and / or foreign, developed or emerging markets. Note that if you buy ETFs traded in a foreign country, they in most cases will be influenced by the currency exchange of that country; therefore, your investment returns will also be influenced by the exchange rate. Meaning, buying ETFs on overseas stock indexes exposes you to foreign currency fluctuations.

			Financial products that can be included in the solid part of the portfolio

			Government bonds: 

			
					Short- and medium-term, up to 5 years. 

					Corporate bonds: with high ratings (AA or higher); short- or medium-term, up to five years. 

					Mutual bonds funds: with high ratings and an average maturity of up to 5 years. 

			

			Cash and cash equivalents:

			
					Deposit accounts

					Short-term government bonds

					Money market funds

					Certificates of deposit (CDs - including foreign currency) 

			

			Financial products that can be included in the risky part of the portfolio

			
					Stocks

					Long-term bonds with an average maturity of over 5 years; bonds rated A or lower

					Corporate junk bonds with high yield

					REITs (commercial or residential real estate)

					Convertible bonds

					Warrants

					Options

					Mutual funds

					Stock-oriented funds

					ETFs on branches

					Commodities (such as gold and silver); and more.
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			For example, in an economy with low interest rates the simulator recommendation may be to invest in short- and medium-term bonds only. Another example - it is possible that, based on global economic considerations, the recommendation will be to focus more on investments in the United States and Europe and less on China and developing countries; of course, the opposite is also possible. In addition to the simulators, you can seek the assistance of a licensed financial advisor.
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			Practical Conclusions

			Core-satellite investing strategy is a powerful method for asset allocation. The decision to use this strategy to build your private investment portfolio can be the principal determinant of your investment results, and is therefore one of the most important decisions that you, as an investor, can make.
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			Build your risky investments as an independent entity
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			There are two advantages to building the risky part of your investment portfolio separately from the solid part:

			First, the technical management of the portfolio is simplified and therefore easier to understand. Second, it’s easier to measure the performance of the portfolio against market benchmarks: the risky part is compared to the performance of the stock market and high-yield bonds, and the solid part is compared to the benchmark of solid bonds.

			Portfolio Construction: Building the risky part of the portfolio

			Stage 1

			Deciding the characteristics of the portfolio

			Parameters: the sum of money to invest, the level of risk, the investment horizon, and the investment strategy.

			For example:

			
					The sum of all portfolio investment: $200,000

					Moderate risk: up to 50% (the risky part)

					The investment horizon: 20 years

					The investment strategy: Core-satellite investing
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			Because its components mirror all of the assets in the financial world, the expected return of the market portfolio should be identical to the expected return of the whole market. Since the market portfolio, by definition, is optimally diversified, it is subject only to risks that affect the whole market, and not to the risks relevant to a particular asset in the portfolio. In the process of building an investment portfolio based on the “market portfolio” concept, investors use proxies for the market portfolio such as the S&P 500 in the US, the FTSE 100 in the UK, the DAX in Germany and more.

			Stage 2

			Building the core portion of your portfolio

			The “core” will be built from passively managed investments that approximately represent the “market portfolio.”

			The goal - The expected returns will be similar to the returns of the “market portfolio”.

			For example:

			
					$40,000 in a ETF on the S&P 500 (40%) 

					$10,000 in a European mutual index fund (10%) 

					$10,000 in an ETF on the NASDAQ (10%) 

			

			Stage 3

			Construction of the dynamic element – the satellite  

			The satellite portion will be built from actively managed investments.

			These are investments that do not reflect the “market portfolio”.

			The goal: The expected returns should outperform the returns of the “market portfolio.”

			For example:

			
					$15,000 in a REIT (real estate investment trust) ETF (15%)

					$10,000 in a Gold ETF (10%)  

					$5,000 in a mutual fund specializing in high-dividend stocks (5%) 

					$5,000 in junk bonds with high yields (5%)

					$5,000 in a mutual fund specializing in green energy (5%)

			

			Warning!!!

			The securities mentioned here are only examples and do not represent suggestions or any recommendation for what you should or should not invest in. It is highly recommended that you build your private investment portfolio with the help of a licensed financial advisor.









			4 Insights regarding building a portfolio using the core-satellite method

			Insight #1

			The composition of the core creates two key advantages:

			Minimized costs and minimized risk

			The first advantage is that the “core” is made up of passively managed securities, and the managing fees charged by portfolio managers, as well as the transaction costs, are considerably less expensive than for active investments. 

			The second advantage is that the “core” is composed of investments (index funds, ETFs, passive mutual funds) that approximately represent the “market portfolio”; therefore, there is a close to optimal diversification of the portfolio. The diversification ensures reduced volatility, meaning the overall risk of the investment portfolio is reduced.

			Insight #2

			The satellite investments should outperform the benchmark of the “market portfolio”.

			Maximize returns

			The satellite portion consists of active investments that are considerably more expensive than the passive investments. The only justification for the higher price to be paid when investing in actively managed investments is the assumption that the portfolio manager will manage the investments so that the overall returns of the entire portfolio beat the market benchmark. If not, then all of the money would be better invested in passive investments.

			Insight #3

			Some of the satellite investments should reduce the risk of the entire portfolio.

			Minimize volatility

			When managing the satellite investment portion, you must consider the portfolio as a whole. The financial markets have periods of uncertainty that increase the volatility of the market. Gold is one of the financial means to reduce this volatility, since in most cases, the prices of gold will rise when there is uncertainty in the market. Adding an investment such as a gold ETF, which can move in a direction opposite that of the stock market, helps limit the overall volatility of the investment portfolio as a whole when the markets are not stable.

			In addition to gold there are other, alternative assets that can contribute added value to the whole portfolio, such as hedge funds, REITs, options, and foreign currencies.

			Insight #4

			How can you select the best ETFs or mutual funds?

			The criteria – benchmark, Sharpe ratio, & costs.

			Although the core is composed of passively managed investments and has a reduced cost compered to active investments, it will serve the profitability of your portfolio to reduce its associated costs even further. Therefore, the basis for selecting a passive mutual fund or ETF should be their cost.

			In the satellite portion, however, the selection of financial products is more sophisticated: selections in the active part of your portfolio should be based on one of three things, or a combination of them:

			1. The benchmark.

			2. The Sharpe ratio.

			3. The cost.
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			For example, if preserving the Earth is important to you, you can express that value by investing some of your money in a mutual fund that deals with renewable energy that is less harmful to the planet. If you love the military, you can invest in a mutual fund related to the army. If you are an advanced technology and robots freak, you can act accordingly. The idea is that you can choose to invest in sectors based on your personal values and interests.
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			Practical Conclusions

			Core-satellite investment strategy is a method of portfolio construction that enables you to minimize costs and volatility and provides you with an opportunity to build your private investment portfolio to outperform the market benchmark.

			A core-satellite investment strategy can reflect your personal style or values: for example, you can invest most of your money in the domestic market as opposed to foreign markets, or favor some investment sectors over others.
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			Build your solid investments as an independent entity

			
				
					[image: ]
				

			

			Portfolio Construction: Building the solid part of the portfolio







			Stage 1

			Deciding the characteristics of the portfolio

			Parameters: the sum of money to invest, the level of risk, the investment horizon, and the investment strategy.

			For example:

			
					The sum of all portfolio investment: $200,000

					The size of the solid part: up to 50% 

					The investment horizon: 20 years 

					The investment strategy: Core-satellite investing

			





			Stage 2

			Building the core portion of your portfolio

			The “core” will be built from passively managed investments that approximately represent the “market portfolio” of solid investments.

			The goal - The expected returns will be similar to the returns of the “solid market portfolio”.

			For example:

			
					$40,000 (40%) in an ETF in US government bonds 

					$20,000 (20%) in a money market fund

			





			Stage 3

			Construction of the dynamic element – the satellite  

			The satellite portion will be built from actively managed bond investments.

			The goal - The expected returns should outperform the returns of the core portion.

			For example:

			
					$30,000 (30%) in an ETF in corporate US bonds  

					$5,000 (5%) in a mutual fund specializing in corporate bonds in England 

					$5,000 (5%) in a mutual fund specializing in corporate bonds in Germany

			

			NOTE: All of the bonds in the solid part should meet two criteria: first, the bonds should have an average maturity of up to 5 years or less. Second, the corporate bonds should have high ratings (AA or higher). Bonds that do not meet those criteria are not considered solid investments.

			Warning!!!

			The securities mentioned here are only examples and do not represent suggestions or any recommendation for what you should or should not invest in. It is highly recommended that you build your private investment portfolio with the help of a licensed financial advisor.

			Insights regarding building a portfolio using the core-satellite method

			Insight #1

			The importance of liquidity

			Liquidity refers to the portion of the portfolio that you can immediately realize to cash without a loss in return. Although you receive very low returns from the liquid portion, it’s an important part of the overall investment portfolio. The liquidity allows you to act quickly if there are opportunities in the financial market. If you need a high level of liquidity, then cash and cash equivalents can meet this requirement.

			Insight #2

			Exposure to foreign markets and currencies

			If you buy ETFs traded in a foreign country, they in most cases will be influenced by the currency exchange of that country. Therefore, buying ETFs on overseas stock indexes exposes you to foreign currency fluctuations.

			Insight #3

			Use the Sharpe ratio to buy excellent mutual bond funds 

			When you want to buy cooperate bonds, it’s a good idea to do so using a professional mutual fund that excels at managing bond investment portfolios. The fee that you will pay them will be minimal compared to the time and resources that you would have to invest to deal with cooperate bond buying and management on your own.
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			When you hold shares, you rely on their market value. When you hold bonds, you have a chance to get the “guaranteed return” even if the company suffers financial difficulties or bankruptcy; the company shareholders, in contrast, can lose all their money.

			As you can see, the solid portion of the portfolio consists mostly of bonds. It is recommended to use mutual funds that specialize in managing bonds as part of your investment portfolio. But just so you know what’s what, following is a concise explanation regarding bonds:

			A bond - a loan you give the government or a company 

			When you invest in bonds, you are essentially giving a loan to the government (government bonds) or a publicly traded company (corporate bonds). In return, you receive a guaranteed, predictable cash income which will be paid on a specified future date. The “guaranteed return” is paid by the body that issued the bond (the government or company). 

			For example: If you purchased a cooperate bond that has 5 years to maturity and an annual coupon of 7%, then you have a guarantee that you will receive a coupon of 7% each year. You can consider it a loan that you gave to the company that gives you a 7% interest rate on your money every year. The original bond sum is returned to you upon completion of the 5-year period.

			Government bonds are always safer than corporate bonds:

			The government can always print more money to meet its obligations, while companies depend on their financial strength to meet their obligations.

			Bond ratings:

			Cooperate bonds are rated according to their level of risk. The rating is given by professional companies who specialize in the topic. The rating provides investors with information regarding the risk of investing in various bonds. 

			If the rating of a bond is low, its means is that the probability that you could lose all your money is high.  The expected interest on such a low-rated bond is very high - some investors are willing to take the chance and buy low-rated (dangerous) bonds: the compensation for the additional risk that those investors take is called the “risk premium”.  This is why corporate junk bonds are also called high-yield bonds.
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			1. The yield to maturity: The annual return of the investor, if the bond is held until maturity.

			2. The average life of the bond: The average duration, in annual terms, of the bond. The longer the term, the riskier the bond.

			3. The bond rating: A rating which indicates the probability that the borrower (the government / cooperation) will meet its obligations and return the invested money + the promised interest.
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			Practical Conclusions

			There are two major challenges which you face as an investor. 

			The first challenge presents when the financial markets are in flux (inflation, currency fluctuations, interest rate changes, etc.): in such circumstances, you must know how to respond effectively to the changing market conditions. An investor who does not respond appropriately may suffer significant losses. 

			The second challenge you face as an investor is dealing and communicating with the representatives of the financial institutions that hold your money, such as banks and investment companies. Their representatives can give you valuable input if you know how to interact with them and ask the right questions; but bear in mind that they get their salaries and bonuses from the institutions they work for, and won’t necessarily give you the advice that works best for you. 

			Your ability to manage your private investment portfolio gives you powerful tools that enable you to meet these two important challenges. 
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			Choosing and using the best funds and ETFs
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			Choosing and using the best funds and exchange traded funds (ETFs) as an integral part of your investment portfolio

			Basically, your personal investment portfolio can be constructed by selecting individual securities. This will require a great deal of time and energy: it can take many years to acquire sufficient financial knowledge in just one sector or field. For example, it takes years to specialize in managing bond portfolios or to become an expert in a specific sector - the biotechnology or technology sector, for instance. Even if you have the appropriate knowledge, you will need to conduct routine maintenance on every security you buy, which includes the ongoing monitoring of the company’s structure and business progress; stay updated regrading relevant Press and Stock Exchange Releases; and in addition, follow the changes in the sector of the security you are holding. It’s safe to assume that the considerable time and energy that you’ll invest in such intensive activity will impact your abilities to manage your investment portfolio as a whole.

			The practical, effective solution is the integration of ETFs and mutual funds to your portfolio. You should select the best mutual funds with the best investment managers in every field, and your focus should be on the overall management of your investment portfolio.
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			The decision in what shares to invest this money can be based on your personal preferences and on the potential of each specific share in the relevant categories to rise in the future. 

			What is a mutual fund?

			In essence, mutual funds are joint investments. They pool money from many investors to purchase securities, which include stocks, bonds, money market instruments and similar assets. When you invest your money in a mutual fund, it allows you to use licensed portfolio managers to manage your investment and thereby benefit from their knowledge and experience. Even if you invest $2,000 and another investor invests $50,000, you will receive the same treatment.

			What is an ETF?

			An ETF (exchange traded fund) is a marketable security that tracks an index, a commodity, bonds or a basket of assets. Like a mutual fund, an ETF is a pool of investments; however, an ETF will often have lower associated costs. Unlike mutual funds, an ETF trades like a common stock on the stock exchange, and its price changes throughout the day as it is bought and sold.

			Investment diversification of mutual funds and ETFs

			Investing in mutual funds and ETFs takes advantage of the golden rule - “don’t put all your eggs in one basket”. Thanks to their diversification, you can get maximum returns with minimum risk.
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			The main advantage of investing through a mutual fund:

			Mutual funds have portfolio managers, who have extensive knowledge of the capital market and securities. If you buy a mutual fund in a specific sector it is reasonable to assume that the managers of the fund are experts in the sector that the mutual fund belongs to (for example – biotechnology, or fashion, or cooperate bonds). The portfolio manager takes into account all of the conditions and factors that affect the stock exchange of the specific industry that the mutual fund belongs to. He monitors industry and economic trends, searches for the right company in which to invest the portfolio’s capital, and determines the appropriate time to do so. His motivation is to beat the market benchmark and compete successfully with others who manage similar mutual funds.

			Why are ETFs sometimes a better choice?

			Mutual funds have been a popular way to invest for several decades, whereas ETFs are relatively new. The popularity of ETFs is based on three factors: lower cost, better tax treatment and at times, better returns compared to mutual funds.

			The question arises as to whether the fees for active management charged by the mutual fund are justified. The answer is that the fees are justified only if the annual returns you get on the fund, after payment of the fees, are higher than the returns you would have gained if you had bought an ETF, minus its cost. In many cases, ETFs that mimic indexes, like the S&P 500 index, give higher returns than mutual funds.
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			Portfolio management when investing in mutual funds and ETFs

			The power of your flexibility

			You can think of mutual funds or ETFs like a train running along the market’s trend line (i.e. the “tracks”). You, the investor in these funds / ETFs, are not the driver, but a passenger who can choose when to get on the train (buy), when to stay on the train (hold) and when to get off (sell); in addition to buying and selling, you can also decide how much money to invest. The published returns of the funds / ETFs are not necessarily equal to your return: your return will depend only on your financial decisions that determine the timing and the amount of your investment.

			The timing of your investments 

			As an investor who manages his own personal investment portfolio, you should decide during which periods of time to invest in mutual funds / ETFs. If you think the market is doing well, increase your exposure to risky assets by purchasing riskier funds / ETFs in the satellite portion of your portfolio. When you see that the market is saturated and coming close to peaking, minimize your exposure to risk by moving your money to solid mutual funds or solid ETFs. When the stock market is doing poorly, maintain liquidity in the solid (low-risk) channel.

			If you think the market is at the end of its recession period and you have the opportunity to buy securities at low prices, then increase your exposure to risky securities. How? Transfer some of your money from the solid funds  /ETFs to more aggressive funds / ETFs. Don’t try for high accuracy in timing, i.e. to purchase securities at a low price and sell them at a high price: these attempts will likely result in financial damage. Instead, focus on managing your exposure to stocks/risk according to your personal preferences and the changing market conditions. If necessary, “wait it out” until better times.

			How to buy the best mutual funds and ETFs

			When you want to buy a mutual fund or an ETF, buy only the best ones. How can you determine which ones are the best? Use the following powerful tools and criteria:

			
					The Sharpe ratio – The ratio of the fund / ETF you’re considering should be high compared to that of others 

					The benchmark – The benchmark of the fund / ETF you’re considering should be the same as or higher than that of others

					Low cost – The cost should be low as possible

			

			Simulation: choosing a mutual fund 

			Client: “I want to invest $15,000 in the information security sector. Can you give me a list of the best ones based on the Sharpe ratio?”

			Advisor: “No problem, I have a list of the 10 leading funds in the information security sector; the best ones are at the top of the list.”

			Client: “Please purchase the top 3 in the list for me. I’d like to invest $5,000 in each one.”
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			Practical Conclusions

			When you build your investment portfolio it is recommended to use ETFs and mutual funds as financial instruments.  This will give you the ability to concentrate on making decisions regarding asset allocation in a changing market while looking at your investment portfolio as a whole. When you buy ETFs or mutual funds, choose them wisely. Use at least one of the three parameters of cost, benchmark, and Sharpe ratio. The end result will be that out of the thousands of mutual funds offered in the financial market, your investment portfolio will contain the ones with the best performance.
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			Profit from the expertise of financial institutions
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			The limitations of the financial institutions

			We can profit from the expertise of financial institutions by holding excellent products that they manage (for example, mutual funds) in our investment portfolio. At the same time, however, we have to acknowledge that they have disadvantages. Below is a list of considerations, limitations and constraints that present in the financial institutions, which we have to identify and neutralize.

			Limitations related to market trends 

			The investment manager of a financial institution must act in accordance with current trends. Take, for example, a situation in which the stock and the bond markets have already reached their peaks and are priced very high. Let’s suppose the investment manager thinks that there is a high probability that the market will drop, and that now is therefore the optimal time to reduce exposure to stocks and corporate bonds. The public, however, is not yet aware of the financial danger and continues to make massive acquisitions of financial products that contain stocks and bonds. As a result of the high demand, the market continues to rise. Therefore, the investment manager will have to purchase securities at a high market price, even though he believes that buying them at that time is not profitable. In other words, in such circumstances the investment manager is forced to act contrary to his professional judgment.

			Now let’s assume that the market is declining, and the public - out of fear - is selling expensive financial products. As a result, prices in the bond and stock market decline sharply. Suppose the investment manager thinks that with such low prices, now is the time to purchase these securities: even so, if the general public continues to sell financial products, he too will be forced to sell securities at low prices, in order to have money available for the clients who sold their securities. In this example as well, the investment manager is forced to act contrary to his professional judgment.

			
				
					[image: ]
				

			

			The general public has a tendency to enter the market when it is already at its peak, after a period of significant rise; decisions are made impulsively, based mainly on personal feelings and on information obtained from various media channels. In this reality, financial institutions know that they must generate returns even if doing so involves taking high risks - otherwise, the investors will leave them for their competitors.

			Limitations related to response time

			In difficult times, the ability of large financial institutions that manage large sums of money to respond in real time is very limited due to their size. If, for example, there is concern that a specific sector is about to drop, they will start the process of realizing/selling the holdings of this dangerous sector, but because they fear that their massive sellings will themselves affect the market and bring down the stocks, they will work slowly and in stages.

			For example: if a big investment institution invested a large sum of money in banking sector shares and for some reason wants to eliminate those shares,  it will do so in stages. If they sell all their holdings at once, the stocks prices might fall as a result of the significant sell-off – because the financial institution is a major player in the market. 

			When buying securities, the reaction time of the large financial institutions is also slow; in this case, the management of the portfolio is less effective, since effective investment management  requires a real-time response to what is happening in the market.

			Furthermore, large financial institutions cannot invest in shares that belong to companies considered relatively small: the very act of buying such a share will result in a significant increase in the share market price.

			This is the reason why large investment companies cannot be too creative or buy “interesting securities” - for example, they cannot add shares of a technology company whose market value is only $30 million dollars to their portfolio. They are limited to buying the shares of medium and large companies.

			Limitations related to a built-in policy

			Financial products have built-in polices that restrict them: the ability of portfolio managers who manage mutual funds to respond to market conditions, by reducing exposure to risk, for instance, is limited. For example, the manager of a mutual fund must act according to the policy that appears in the prospectus of that mutual fund. For instance, if the prospectus says that the mutual fund has to hold a minimum of 70% shares, no matter what the market conditions, then the investment manager must comply. 

			Considerations regarding competition with other financial institutions

			In certain periods, a portfolio manager may decide that it is prudent to reduce exposure to risky securities, and do so, in order to protect his client’s money. But unfortunately for him the stock market has a life of its own:  the stock market may rise during the same period, meaning that in retrospect, the investment manager prediction was wrong. The impact of such a wrong prediction can result in some of his customers leaving. Why? Because his customers judge his performance by comparing the returns that he generates with the returns of other firms.  If they see that his performance is weak compared to other investments companies, they may decide to switch to a competitor who earned more - not knowing that it’s because he didn’t reduce his clients exposure to risk. 

			The opposite scenario is also possible - if the portfolio manager does not reduce the risk (even though he thinks it’s the right time to do so) and then in retrospect it turns out he was right - and the market indeed dropped, causing his customers to incur losses -  he know their customers will “forgive him”. Why? Because his competitors also suffered similar losses. 

			Conclusion:

			Since portfolio managers are aware of how the public thinks and acts, they do not necessarily act to reduce risk, even if they think that it is appropriate to do so.
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			A portfolio manager knows that his performance is always compared to that of other managers. Therefore, even if his professional opinion is that the financial market is in danger he will not necessarily reduce exposure to risk, but rather chooses to act like his competitors.

			Disabling the constraints and profiting from the opportunities

			As noted, the investment managers at financial institutions have limitations that may lead them to operate contrary to their professional judgement. But these restrictions are not applicable to you: you can always sell the fund / ETF. You, and only you, have the responsibility to get rid of the fund / ETF or reduce your exposure to risk, thus reducing the damage that may be caused to your money. For example, in good times you should increase your exposure to funds / ETF shares, and in challenging times you should reduce exposure and move to more conservative funds. When the market reaches low price levels, indicating, among others things, the panic in the general public, you can take advantage of the situation and buy funds / ETFs to collect stocks at attractive prices.
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			Practical Conclusions

			The portfolio managers of various financial institutions have professional knowledge and expertise that that you can profit from. But at the same time, they also have several significant limitations.  When managing your own private investment portfolio, you need to know how to benefit from their advantages (such as the purchase of excellent leading mutual funds for your private portfolio); while remaining aware of their limitations. You - and you alone - are responsible for counteracting those limitations; and if you do so – then you will earn significantly more on your money.
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			Avoiding exotic financial products
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			There are thousands of companies and individuals around the world who offer financial solutions for making easy money. In most cases, they are registered in, and operate from, countries/zones with no financial regulation.  Basically, their only goal is to take your money. They know how to accurately identify your financial goals and needs and they will do anything to move your money from your bank account to their pocket. Their only real expertise is in the psychology of people. When they communicate with you, they convey total confidence; they are masters of the art of temptation. Their unregulated financial products contain a lot of false promises.
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			A good analogy can be - hot dogs. Although hot dogs look good and make you want to eat them, you can assume that they’re made using cheap, unhealthy ingredients. There are financial products that are difficult to understand, introduced as “sexy” and profitable, which are indeed composed of elements that are very profitable - but only to the seller. If you give into temptation and buy them, they can hurt the returns in your investment portfolio.

			What is Forex?

			The Foreign Exchange global market, where currencies are traded. 

			It is decentralized, meaning there is no central marketplace for foreign exchange; instead, currency trading is conducted electronically over the counter (OTC), - all transactions between traders occur via computer networks around the world. The market is open 24 hours a day except on weekends. The foreign exchange market assists international trade and business by providing a platform for currency conversion. For example, if you live in the US and you want to buy a car from Germany you have to pay for the car in euros (EUR).

			Forex encompasses several markets: the spot market, the forwards market and the futures market. When people talk about the forex market, they are most often referring to the spot market: the spot market is where currencies are bought and sold according to the current price. The current price is a reflection of many variables. The forwards and the futures markets are used by international corporations to protect them against future fluctuations in exchange rates.

			Why are private forex companies dangerous for your money?

			There are many private forex companies that want you to use their platform for trading. They promise you a quick way to make a lot of money in a short period of time, with a relatively small investment. They teach their clients how to speculate on currency values and emphasize the ability of the company to use leverage to enhance profits. What happens in reality is that over time their customers lose all of their money! This happens because of one very important fact - the forex market is decentralized, and is under little supervision (if any) by regulatory bodies.

			What are binary options?  

			A binary option is a financial option in which the payoff is either a defined, fixed monetary amount - or nothing at all. Binary options are used in a theoretical framework as the building block for asset pricing and financial derivatives.

			What are the implications of a non-regulated binary option market on trading?

			Many unregulated binary markets are being traded on the internet; these are likely to be scams. The binary option “brokers” do not operate from a real brokerage; the customer is betting against the broker. The brokers manipulate price data to mislead their customers, and withdrawals are regularly stalled or refused. On non-regulated platforms, the client’s money, in most cases, is not kept in a trust account, as required by government financial regulation, and transactions are not monitored by third parties in order to ensure fair play.

			Structured products

			Most structured products appear to have a magical quality - you can be exposed to risky securities that generate more profit, and at the same time, stay protected. There are countries in Europe where structured products are sold in post offices and sometimes even in supermarkets. At first glance, this product looks very tempting: apparently, you can expose yourself to the stock market and enjoy a profit if the shares rise, but even if the opposite happens and the shares decline, your protection is guaranteed - you’ll still receive the principle. Even in the worst-case scenario, your money is safe. But as you will see, this is a sham. As the saying goes – nothing in life is free.

			What is a structured product?

			Also known as a market-linked investment, a structured product is created through a process of financial engineering. It is a pre-packaged investment strategy based on a combination of underlying factors such as shares, bonds, indices or commodities with derivatives (like options, forwards, and swaps).
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			For example, if a bank sell a structured product to the public at a total sum of $100 million, they can take a hidden commission of 1% - equal to $1 million. The rest of the money - $99 million - could be invested in financial products that would enable them to meet their obligations to the customers. In most cases, when the customer buys the product he isn’t aware of their hidden cost.

			The general characteristics of a structure:

			A guaranteed principal (in most cases)

			You enjoy the potential to gain high / enhanced returns on an investment, while at the same time, the principal is protected. A feature of many structured products is a “principal guarantee” function, which offers protection of principal if held to maturity.

			For example, the deposit can be linked to the S&P 500, and the conditions of the structure will be as follows: you will receive 70% of the increase (if obtained) at the end of two years. Even if the S&P 500 goes down, your investment (the principle) is protected. For example - if the S&P 500 index has risen by 40% at the completion of 2 years, then you will receive a return of 28%. If the index is negative - for example, it has decreased by 30%, then your return will be zero: you will not suffer any loss. In both cases, you have a guaranteed principal.

			Lack of liquidity

			The money is put into a closed deposit, usually for a period of several years, and can’t be liquidated. If during that period you see the index that the structure is linked to rises considerably, and you want to realize your profits by selling the structure, the terms of the product do not allow you to do so. You are obligated to wait until the end of the period, and by then all the increases that you could have enjoyed if you could have sold earlier might be lost following a change in the market trend.

			Alternative interest loss

			The alternative interest loss could be very significant. If, for example, the structure can be liquidated only after 5 years, and if we assume that we could get 2% interest from a solid investment each year, then we’ll essentially lose 10% because of the structure. This loss is called the alternative interest loss. Of course, if the structure does well then this alternative loss won’t be an issue. But many times, when investing in structures you only get the principle – the sum of money you invested in the beginning - making the topic of alternative loss highly relevant.
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			When considering the purchase of a structured product, your focus of interest should not be on the details of how the investment bank builds it behind the scenes (using “financial engineers”). As an investor, you should concentrate on the characteristics of the product. 

			To make an investment decision regarding investment in a structure, you have to ask the right questions:

			
					Which company built the product;

					Is the product regulated; 

					What are the conditions of the structure - is the principle (the original sum you invested) protected; 

					To what underlying securities is the structure exposed to; 

					For how many years is the product (and therefore the money you invested) locked in, with no liquidity;

					How much profit will you receive if there is an increase in the underlying asset.

			

			If you see that the structure is complicated and it is difficult to determine what the future returns will be, then don’t buy it.
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			Practical Conclusions

			Dealing with forex trading or binary options trading involves a double risk – the first stems from the very nature of the investments, which themselves are dangerous. The second is the fact that in most cases, these financial products are under no regulation - so the companies that try to sell us these financial products can manipulate you any way they choose. Overall, it isn’t wise to invest your money in them. 

			In contrast, structured products can be used as an alternative to a direct investment, as part of the asset allocation strategy to reduce the risk exposure of your portfolio. But you have to be very cautious when you buy them: even if you decide to invest in them, do so only when the entity behind the product is a regulated company, such as a bank or a large investment company; and only invest a relatively small amount of money - in the range of several thousand dollars per structure. If it is difficult for you to understand the payoff features of the structured product and its risk characteristics - then don’t buy it in the first place.
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			Understanding and using leading market indicators
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			An active government has several important economic obligations / objectives that it should actively pursue: high employment, price stability, and economic growth. One of the most significant factors that influences the achievement of these objectives is the use of monetary policy, of which the central bank is in charge of implementing. The main tool the central bank uses to achieve the economic objectives of the government is controlling interest rate levels.

			What is a central bank?

			A central bank is an institution that manages a state’s currency, money supply, and interest rates; and uses monetary policy to achieve the objectives of the government. The responsibilities of the central bank include controlling and managing interest rates, setting the reserve requirement, and during times of financial crisis, helping the banking sector to function properly. In most countries, central banks also monitor and supervise financial institutions (including banks) to reduce the risk of reckless or fraudulent activities.

			What is a “monetary policy”?

			In the United States, the Federal Reserve is in charge of the monetary policy. The Federal Reserve has 4 main economic goals: to achieve maximum employment (close to 5% unemployment); to maintain stable prices (2-3% inflation per year); to keep interest rates relatively low; and to provide banks with liquidity that enables them to operate in a “healthy” way. To achieve all 4 goals the Federal Reserve uses a monetary policy, which is implemented through the actions of the central bank. The main “weapon” of the Federal Reserve is controlling, and if needed, changing the interest rate. It does this via financial activities such as buying or selling government bonds and changing the amount of money that banks are required to keep in their reserves. These activities have far-reaching implications for the economy, as they impact the interest rates on savings accounts, corporate bonds, student loans and mortgages.
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			Therefore, if after a month the interest rate rises (as expected), the market will be indifferent: the effect has already been expressed in the market prices. However, if there is a “surprise” that the market didn’t expect - for example, there is no increase in interest rates, or the increase is greater than expected - then the market will react / adjust to the new reality accordingly.

			Interest rates and your investment portfolio

			When deciding where to invest your money, you have several alternatives. If you know that the solid channel offers you a high interest rate with only a very low risk, then you presumably will put most of your money in solid investments, such as government bonds. In such circumstances your motivation to put money into risky investments, such as stocks, will be low, and your level of exposure to risky assets will drop. The opposite is also true: the lower the interest rates are, the more willing you will be prepared to take more risks in order to generate higher returns, and the higher your level of exposure to risky assets will be. In conditions of low interest rates the demand for risky assets is higher, and the prices, accordingly, are also higher.

			There are a number of leading financial indicators that influence your investment portfolio. Understanding and monitoring them will allow you to optimally manage your investment portfolio.

			What are the leading financial indicators for managing your investment portfolio?

			1. Consumer Price Index

			The consumer price index (CPI) measures changes in the price of a market basket of consumer goods and services purchased by households. Changes in the CPI are used as measures of inflation.

			How can it impact your investment portfolio?  

			If the increases in the CPI are small and the expectation of inflation is low, then the equity market and the bond market interpret it in a positive way: low inflation pressures lead to low interest rates. When there are large increases in the CPI, the bond market and the equity market will react negatively: high inflation is expected, which will lead to increased interest rates.

			2. The GDP

			The gross domestic product (GDP) is a measure of the total market value of all final goods and services produced in a period (quarterly or yearly).

			How can it impact your investment portfolio?  

			When GDP growth is healthy and stems from strong business activity it will lead to higher corporate profits. As a result of the higher profits, the stock market will rise. If the GDP expands more than the economic forecasts, then it can lead to inflation pressures that will bring the bond market down. When the GDP expands less rapidly than the economic predictions, the bond market will rise.

			3. Housing starts 

			Housing starts reflect the number of new, privately-owned houses on which construction has been started in a given period.

			How can it impact your investment portfolio?  

			Changes in the rate of housing starts have a 3-dimensional effect: there are more jobs for construction workers – so they have more money to spend; after the home is sold, it generates revenues for the company that built it; and the buyer spends money on furnishing the house - e.g. furniture and appliances.

			When housing starts decrease, the bond market rises, because the decrease signals low inflation pressures. 

			When housing starts increase, the bond market goes down because of the fear of inflation, while stock prices may react in a positive way because cooperate profits will rise.

			4. Joblessness claims

			This report tracks how many new people have filed for unemployment benefits in the previous week.

			How can it impact your investment portfolio?  

			An increasing trend indicates that less people have jobs, so their ability to spend money is weakened. On the other hand, a decreasing trend indicates that more people have jobs: every job generates an income that gives the household more spending power, creating a stronger economy with more corporation profits. This is good for the stock market. But if the number of job seekers is so low that businesses have a hard time finding new workers, then they are forced to spend more on labor costs. This leads to wage inflation, which can be followed by an increase in interest rates, bringing down the stock and bond markets together.

			5. Durable goods orders

			An economic indicator that reflects the number of new orders placed with domestic manufacturers for the delivery of factory hard goods (in the near term or the future).

			How can it impact your investment portfolio?  

			If the trend in durable goods orders is weak, the bonds market will rise because this signals low pressure on inflation. When the trend in durable goods orders is strong, there are two possible scenarios:  in the first scenario, the indicator of durable goods orders shows a steady increase while at the same time, companies invest in equipment that enhances their capacity to increase production. Because they can meet the growing demand, the prospects for inflation are reduced. Therefore, in this scenario, growing corporate profits will lead to rising share prices. In the second scenario, the durable goods indicator is high, but the demand for goods is higher than the supply: this can lead to inflation pressures that negatively influence the bond market.

			
				
					[image: ]
				

			

			As long as interest rates are low and there is no financial crisis looming in the near future, investing in risky assets is almost the only way to “stay in the game”. Therefore, interest rate levels and their fluctuations are very important to your investment portfolio.
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			Practical Conclusions

			The indicators presented here all have a common denominator: they must be analyzed over a period time, so the direction of their trend is revealed. When you analyze them over time, it is particularly important to check how an increase or decrease in specific indicators impacts inflationary pressures and hence causes an increase or decrease in interest rates. This information can be used as a powerful tool for the optimal management of your investment portfolio.

		


			
			Epilogue

			REMEMBER:

			You won’t get any prizes just for knowing things.

			you’ll only be rewarded for your actions.

			You gained valuable information: Use it!
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				Has this book helped you better understand and manage your finances?

				Please let me know - post an Amazon review.

				Much appreciated,

				Jacob Nayman

				

			


		
			What next?

			Have you already read the “10 golden money tips”?
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			The combination of the “10 Golden Money Tips” and the money practices outlined in "The 1%" gives you the optimal toolkit for the practical management of your financial investments, enabling you to maximize your profits in a world full of financial opportunities and dangers.

			Send us your contact information for more details:

			The1percentbook@gmail.com
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