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PREFACE

This book is geared for all the investors and would-be investors out there who
know the importance of managing their money for the future but who aren’t
entirely certain how to go about it. That’s probably the majority of the general
population. Public opinion polls tell us that more Americans think and worry
about money—and how to invest it—than any generation in this country’s
history. Part of this, as we’ll explain, is due to the fact that more of us are
responsible for our own financial futures than ever before. Yet fewer than one
in five of us feel like we’re doing very well at this incredibly important task,
which explains why Baby Boomers and members of Generation X worry more
about their financial well-being than their own mortality.
But while investing is now a daily part of our national conversation, the

language of investing and some basic investing concepts are still foreign to
many of us. The sad reality is, no one really teaches us how to become in-
vestors. Few high schools these days even offer economics courses, let alone
lessons in personal finance or investing. Unless your parents were investors
themselves and taught you the ins and outs of the stock and bond markets,
you were probably left to figure it out on your own.
Chances are, you were thrown head first into the markets—with little clue

about how to stay afloat—the minute you started a new job and enrolled in
the company’s 401(k) retirement plan. Those enrollment papers not only ask
you if you want to participate, but what investments you want to put money
into and how much money you want to invest in each. Terms like ‘‘small-cap
growth fund’’ and ‘‘long-term government bonds’’ are thrown at us as if we
intuitively understand what all of it means. Yet in this day and age, we have to
know what these things mean to take control of our financial futures.
Hopefully, this book will answer some of your basic questions and take

some of the mystery out of investing. When you boil it down, learning to

ix
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invest is really a four-step process. First, you have to figure out who you are
and what kind of investor you plan to be. Then, you have to become familiar
with the assets that serve as the building blocks to an investment portfolio.
Then you have to figure out how to research and select those assets. And fi-
nally, you have to learn how to mix and organize those assets into a com-
prehensive and diversified portfolio that will serve your specific set of needs.
Let’s outline how we hope to address these topics in the coming chapters.

Getting Ready
In Part One, ‘‘Getting Ready,’’ we want to familiarize you not only with the
basic concepts of investing—like risk and returns—but also investing jargon.
We begin in Chapter 1 with a discussion on ‘‘WhyWe Invest.’’ That’s followed
in Chapter 2 with laying the groundwork. We talk about all the things you
have to consider ‘‘Before You Get Started.’’ In Chapter 3 we focus on ‘‘De-
mystifying the Language of Investing,’’ in order to expedite our conversation
about key investing terms and concepts. And then, in Chapter 4, ‘‘What Kind
of Investor Are You?’’ we discuss what strategies may work well with your
sensibilities as a saver and investor.
Some investors find success by investing directly in the stock market by

buying shares of individual companies. Others prefer to go through pro-
fessionally managed mutual funds. Some have built nice nest eggs by buying
and holding a diversified basket of stocks and funds. Others have done well by
concentrating their bets on only their best ideas. Some make money by fo-
cusing on those investments that offer the greatest growth. Still others focus
not on the best investments, but the best-priced investments. In other words,
they go bargain hunting.
History has shown that money can be made in all sorts of ways, and we’ll

outline some of those different schools of investing for you.

Your Assets
In Part Two, ‘‘Your Assets,’’ we turn our attention to the building blocks of
investing. You canmakemoney, as we just discussed, in stocks and bonds, just
as you can in real estate and gold. So we will discuss the basic types of in-
vestments you can choose from, outlining their risks and rewards. In Chapter 5
we’ll focus on ‘‘Demystifying Stocks.’’ In Chapters 6 and 7 we turn our
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attention to ‘‘Demystifying Bonds’’ and ‘‘Demystifying Cash.’’ And in
Chapters 8 and 9 we will spend time with perhaps the most popular investment
for most households, mutual funds, in ‘‘Demystifying Mutual Funds I and
II,’’ Then, in Chapter 10, we turn our attention to ‘‘Demystifying Other
Assets,’’ including real estate, commodities, and a new class of fundlike
investments we will call ‘‘unmutual funds.’’

Selecting Your Assets
In Part Three we turn our attention ‘‘Selecting Your Assets.’’ We will outline
some basic ways investors can research and sort through the thousands of
choices before them, starting with stocks and bonds and then working our
way to the most popular investment vehicles, mutual funds. We will cover
those topics in Chapters 11 through 13.

Organizing Your Assets
In Part Four, we will address issues surrounding ‘‘Organizing YourAssets.’’ In
Chapter 14, ‘‘Demystifying Asset Allocation,’’ we discuss the importance of
creating an asset allocation strategy, and talk about ways to determine what
the right mix of stocks, bonds, and cash is for you. And finally, in Chapter 15,
‘‘Demystifying Asset Location,’’ we go into the different types of asset ac-
counts in which you can hold your stocks and bonds, and the strategies you
might employ.
Again, just as there is no single investment that’s right for everyone, there is

no single investment account that’s best for all investors. Some may find it
more appropriate to invest primarily in a Roth IRA. Others will find tradi-
tional IRAs better. Still others may decide that it’s beneficial to invest some
money in a regular, taxable brokerage account.
By the end of this book, no matter who you are or what kind of investments

you choose, we hope you’ll feel more comfortable as an investor—and we
hope you’ll start to invest in a manner that is both appropriate for your cir-
cumstances and suitable to your sensibilities.
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Getting Ready
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CHAPTER
1

Why We Invest

In this age of IRAs, 401(k)s, 403(b)s, 457s, and 529 savings plans, all of us are
investors—or at least we’re bound to be. Yet this wasn’t always the case.
Not so long ago, Americans could be classified into two distinct

groups. On the one hand, there were workers. On the other, there were
investors. The difference being: The working class worked long hours and
often earned little pay, while the investor class worked few hours but earned
great sums. The advantage the investor class had, of course, was access to
capital. In other words, they had money. And that money worked on their
behalf so they didn’t have to. Of course, back then, investors didn’t invest
because they had to. They invested because they wanted to—and because
they could.
But times have changed, in all sorts of ways. Today, more than 90 million

Americans in more than 50 million homes—representing around half of all
households—own shares of at least one mutual fund. That means that at the
very least, half of the country invests directly or indirectly in the stock and
bond markets.
This is a far cry from just a half a century ago, when only around 6 million

people invested. Even as recently as 1980, less than 6 percent of American
families even owned shares of a single mutual fund. By 1990 that number had
grown to around a quarter of all American households. And by the mid- to
late 1990s, more than a third of all households got into the investing game
(Figure 1-1).

3
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As big as today’s numbers are, they’re bound to grow in the coming years,
since more and more Americans are getting an early start investing. Today,
nearly a third of all workers age 24 or younger have money working for them
in the stock or bondmarkets. By the time we hit age 35, a majority of us invest,
primarily through mutual funds and company-sponsored retirement accounts
(Figure 1-2). Even low incomes aren’t stopping us. One out of six of us who
are earning less than $25,000 a year manage, somehow, to invest a portion of
our annual incomes in the stock market. And a majority of all mutual fund
shareholders have incomes of between $25,000 and $75,000 a year—hardly
Rockefeller territory (Figure 1-3).

Fig. 1-1. Percent of U.S. Households Owning Mutual Funds.

The number of Americans who invest in mutual funds has grown by leaps and bounds since the

start of the 1980s. Today, about half of all households have some exposure to the stock market

through mutual funds.

Source: Investment Company Institute

Fig. 1-2. Mutual Fund Ownership by Age.

It’s not just older investors who invest in mutual funds. A large percentage of investors of all

age groups invest in funds, including twenty-somethings.

Age 1999 2000 2001 2002 2003

24 or younger 28% 23% 32% 27% 27%
25–34 47% 49% 50% 48% 44%
35–44 55% 58% 60% 57% 54%
45–54 58% 59% 60% 59% 57%
55–64 50% 54% 54% 55% 59%
65 or older 34% 32% 41% 37% 34%

Source: Investment Company Institute
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Why Are We Investing?
You can thank the advent of so-called self-directed retirement accounts like
401(k)s and Roth IRAs, along with the rise of low-minimum brokerage ac-
counts and cheap online commissions—all of which helped democratize Wall
Street in the 1980s and 1990s—for this investing boom. A record 36 million of
us invest through individual retirement accounts, while another 45 million
of us invest through company-sponsored retirement plans. These include
401(k) plans, to which private sector employees typically have access; 403(b)
accounts, which are 401(k)-like accounts for nonprofit workers and teachers;
and 457s, which are 401(k)-like savings plans for municipal workers. Collec-
tively, workers have around $2 trillion of their savings invested in these plans.
The recent rise of 529 college savings plans—and the exorbitant cost of sending
kids to universities—is another force driving more Americans to invest.
Figures 1-4 and 1-5 graphically illustrate the increasing number of Amer-

icans investing in 401(k)s and the billions in assets they are investing.
But there’s another reason why so many of us invest today: We have to.

We have to invest during our working years so that when we leave the
workforce and no longer bring home paychecks, our investment portfolios
can earn one for us. Try as we might, simply putting money into a safe and
comfortable bank account just won’t cut it.
The chart in Figure 1-6 will give you an idea of which rates, applied over

various periods of time, will enable you to generate enough money to meet
your goals—such as retirement, college education costs for your children, the
purchase of a new home, etc.

Fig. 1-3. Mutual Fund Ownership by Income.

A large percentage of investors of all income levels invest in funds. But as this chart indicates

Americans tend to invest in funds aggressively once their household incomes rise above

$50,000.

Age 1999 2000 2001 2002 2003

$24,999 or less 15% 17% 21% 14% 15%
$25,000–$34,999 30% 37% 38% 36% 33%
$35,000–$49,999 49% 49% 49% 48% 41%
$50,000–$74,999 62% 66% 66% 67% 59%
$75,000–$99,999 78% 77% 78% 79% 77%
$100,000 or more 78% 79% 85% 82% 83%

Source: Investment Company Institute
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A typical bank checking account, for example, may yield only 1.5 percent in
interest income a year. At this percentage rate, guess how long it will take
to turn $1 into $2. Forty-seven years. Yet if you were to invest that money in,
say, the bond market and earned 5 percent a year on average over 47 years
(and that’s a conservative figure), you could easily grow that $1 into $10. And
if you were to invest that money in the stock market and earned 8 percent a
year, on average, you’d turn that same buck into more than $37. That’s the
power of compound interest. That’s the power of investing.

Fig. 1-4. Number of Americans Participating in 401(k) Plans (in Millions).

As the bull market roared throughout the 1990s, an increasing number of American workers

took advantage of their 401(k) tax-deferred retirement accounts.

Source: Department of Labor and Cerulli Associates

Fig. 1-5. Assets in 401(k) Plans (in Billions of Dollars).

Not only have more and more workers taken advantage of their 401(k) retirement accounts,

they are putting a staggering amount of money into these tax-deferred plans, which hold nearly

$2 trillion in assets today.

Source: Investment Company Institute
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Just a few years ago we didn’t need to concern ourselves with these matters.
A generation ago, many workers were guaranteed income in retirement
through traditional pension plans. These investment funds were run by em-
ployers who bore all of the investment burden, decision making, and risk. But
as pension costs have risen, and as Corporate America moved to cut expenses
to improve profitability in the 1980s and 1990s, fewer and fewer companies
offered workers pension coverage. Instead, more and more workers have been
pushed into 401(k) or 401(k)-like retirement plans, which require the worker to
make all of his or her own investment decisions. And the worker, in this ar-
rangement, must bear all the risk of investing incorrectly.
This couldn’t have come at a worse time, as more of us are living longer in

retirement, which means the stakes are higher. Obviously, living longer is a
good thing. But the concern that arises from a long life is: Who’s going to pay
for it? The average American man is now expected to live to age 74, while the
average woman lives to almost 80. Just a quarter century ago, the average man
lived to 70 while women lived to 77. And a half century ago the average life
expectancy for all Americans was just 68 (Figure 1-7).
The typical age for retirement, meanwhile, is around 65 (though this too

may go up if our health improves and if changes are made to age requirements
for Social Security and other benefits). This means that instead of having to
save and invest enoughmoney to cover another handful of years, we now have
to invest well enough to pay for at least another 10 to 15 years worth of living
expenses.
Actually, the challenge is even bigger. Because those averages are just that:

averages. Once a person makes it to 65 and retires, the odds of living a much

Fig. 1-6. Rates of Return Needed to Reach Goals.

This table indicates the average annual returns investors would need to generate to grow their

money by these various factors. For example, if you had 25 years to invest, you could turn $1

into $3 by earning 4.5 percent a year on your money. This would indicate that you could invest

in bonds to achieve your goal. But if you only had 10 years to achieve the same goal, you would

need to earn 11.6 percent a year on average. This would indicate that you would need equities in

your portfolio.

No. Years 1.5X 2X 3X 5X 10X

3 14.5% 26.0% 44.2% 80.0% 115.4%
5 8.4 14.9 24.6 38.0 58.5
7 6.0 10.4 17.0 25.8 38.9
10 4.1 7.2 11.6 17.5 25.9
25 1.6 2.8 4.5 6.6 9.6
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longer life are that much greater. In fact, the average person who makes it to
age 65 can expect to live another 18 years, bringing the life expectancy figure
up to 83. If you’re lucky enough to make it to age 75, you can expect to live
another 111⁄2 years, according to the actuarial tables. That would bring you to
around 87. That’s a whole lot of years of bills to pay.
Now more than ever, we are a nation of workers and investors because we

have to be. This trend is only going to continue, as future generations will live
even longer (thank you, modern medicine!) and because the cost of living
will continue to rise (thank you, inflation!). In fact, at this rate, virtually
all working adults will be investors of some kind or another a generation

Fig. 1-7. Life Expectancy in America.

Figures represent how many additional years a person can expect to live after reaching a

certain age.

At Birth All Male Female

1900 47.3 46.3 48.3
1950 68.2 65.6 71.1
1960 69.7 66.6 73.1
1970 70.8 67.1 74.7
1980 73.7 70.0 77.4
1990 75.4 71.8 78.8
2000 77.0 74.3 79.7
2001 77.2 74.4 79.8

At 65 All Male Female

1950 13.9 12.8 15.0
1960 14.3 12.8 15.8
1970 15.2 13.1 17.0
1980 16.4 14.1 18.3
1990 17.2 15.1 18.9
2000 18.0 16.2 19.3
2001 18.1 16.4 19.4

At 75 All Male Female

1980 10.4 8.8 11.5
1990 10.9 9.4 12.0
2000 11.4 10.1 12.3
2001 11.5 10.2 12.4

Source: Centers for Disease Control and Prevention
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from now. Don’t forget: 70 percent of us are already homeowners, a record
level of property ownership in the history of this and any other country. And
buying property is one of the oldest—and best—forms of investing over long
periods of time. So we’re much closer to achieving this goal than you might
think.

Investor, Educate Thyself
The upshot of this is, we all need to prepare and educate ourselves—and our
children—to the new realities of being members of the investing class. For
some of us that means seeking the help of qualified professionals, such as
certified financial planners, certified public accountants, brokers, or invest-
ment consultants. There is absolutely nothing wrong with seeking advice,
provided that the help you receive is sound and reasonably priced. While there
was a flurry of do-it-yourself investing activity in the late 1990s, surveys
have shown that a growing percentage of Americans are seeking professional
financial advice. For example, before the bear market of the early 2000s,
around two out of five investors sought the advice of a professional planner.
Now, after the bear, more than half of us do. This is to be expected, especially
in a world where the rules for investing are getting ever more complicated.
For other investors, the prospect of finding a good and affordable financial

consultant may seem just as daunting as finding good, affordable investments.
So this group might choose not to seek professional investment advice at all.
After all, how do you know you can trust the person advising you? And how
can you tell if the advice is (a) good and (b) worth the fee?
Still other investors may want the help of a professional but might not be

able to afford such services. As the financial services industry focuses on their
most profitable clients—the so-called high-net-worth crowd—fees for small
accounts have risen while services are being cut back. Finally, there’s yet
another category of investors: those who like managing their own money and
who are good at it.
Regardless of which group you fall within, it is still important to absorb as

much information as you can about the principles—and pitfalls—of executing
an investment plan. Even if you’re paying a professional to construct your
portfolio for you, it’s important to at least know enough to be able to tell
whether that professional advisor is working in your best interest. Educating
yourself might mean reading theWall Street Journal religiously. It could mean
tuning into financial television networks like CNBC. Hopefully, this book will
play some role in your journey.
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But What Does It Mean to Invest?
You’ll often hear the phrase ‘‘invest for the future.’’ Not only is this a cliché,
it’s redundant. That’s because the act of investing necessarily involves the
future, on a couple of levels. Obviously, the reason we invest is to be able to
meet certain goals in the future—be it going on vacation, buying a house,
sending children to college, or building up a nest egg. But investing also takes
time. That means, by definition, it’s a future-oriented endeavor.
While spending involves instantaneous gratification—you’re giving up

something today in exchange for something else immediately—investing is
just the opposite. It’s all about delaying one’s gratification. It involves giving
up something today—i.e., the use of your money—in hopes of getting
something greater back in the future. That ‘‘something greater,’’ of course, is
more money.
The interesting thing is, there is a relationship between spending money and

investing it. When you invest, you are often interacting with would-be spen-
ders. For example, if you are a stock investor and buy shares of a company,
you are giving the firm your capital (i.e., your cash), which it will use to spend
on various projects. The hope is that the company will not only survive, but
thrive to the point where its value (and the value of your shares) will increase
substantially down the road.
Investing in bonds works the same way. When you buy a U.S. Treasury

bond, for example, you are handing over your money—and all the potential
uses you might have for that cash—so the government can gratify its needs by
spending your money. In return, you are making a calculated bet that the
federal government will not only survive, but will be able to pay you back your
investment at a future date, along with an agreed-upon amount of interest.
The greater the length of time you’re willing to delay that gratification, the

greater the odds of being rewarded for your patience. Sometimes, to invest
properly and safely, youmayneed to tie up yourmoney formonths, if not years,
if not decades—if not longer.Anyonewhohas purchased a homewith a 30-year
mortgagewill appreciate just how long some investments are designed to ripen.
But as any homeowner is likely to tell you, the rewards are well worth the wait.
In many ways, the greatest lie perpetrated by the Internet bubble of the

1990s was the sense that we could somehow get rich overnight by putting
money into the stock market. But an overnight investment in any market—be
it the stock market, bond market, real estate market, or whatever—is not
investing. That’s gambling.
Now, for a brief, shining moment in the late 1990s, when the stock market

was routinely returning 20, 25, or even 30 percent a year, investors truly felt
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that things had somehow changed, and that the rules that govern investing
had somehow gone away. But the rules of investing change about as often as
the rules of physics do. The 2000-2003 bear market should have reminded us
of that.

What Investing Isn’t
Before we start discussing what investing is, it’s important to understand what
it isn’t. The bear market showed us that investing is not about getting rich
quick. Here are some other important lessons to keep in mind:

� Investing is not just about stocks. For several years in the 1990s people
associated investing exclusively with the stock market. That’s because
stocks were generating returns in excess of 20 percent a year for several
years. Bonds, by comparison, were producing only single-digit gains.
Given the choice between earning, say, 6 percent a year on your money
and earning 26 percent, obviously, most of us preferred the latter. This
would explain why a generation of investors was beginning to think that
you didn’t need to own bonds in your portfolio. Some believed that
putting all your money in stocks, in fact, was preferable to investing even
a sliver of it in real estate.
But when the bear market struck in 2000, we were reminded of

two things: first, that risk must be factored into all of our investing
decisions; and second, that when one investment asset falls, another
typically rises. True to form, when blue-chip stocks lost nearly half of
their value in the bear market, and when technology stocks lost more
than three-quarters, bonds saw tremendous gains. A basic bond port-
folio gained6.2 percent in 2000, 6 percent in 2001, andanother 6.5 percent
in 2002. In comparison, an average stock portfolio gained less than 2
percent in 2000, lost 9.1 percent in 2001, and lost 20.4 percent in 2002.

� Investing is not just about ‘‘financial assets.’’ Anyone who owned or
purchased a home after 2000 knows the value of not only investing in
financial assets like stocks and bonds, but also tangible assets like real
estate. As stock prices fell in 2000, investors began to move money out
of the equity markets and into real estate—and that proved to be a
winning bet, since the housing market boomed just as the equity market
ebbed. It just goes to show that something as stodgy as the house you live
in can be an attractive investment and an effective use of your money.
A study in 2004, for example, found that between 1996 and 2003,
median home prices nationally rose more than 50 percent, which was

CHAPTER 1 Why We Invest 11



comparable to the gains achieved in the equity markets during that same
time. It just so happened that stocks zigged when home prices zagged.
Another way to measure the value of investing in real estate is to

measure the performance of real estate investment trusts (or REITs),
which are shares of companies that invest in hard real estate. Mutual
funds that invest in REITs rose 27 percent in value in 2000, nearly 10
percent in 2001, more than 4 percent in 2002, andmore than 37 percent in
2003. Those returns trounced the performance of stocks.
Beyond real estate, another asset investors have historically considered

as desirable for a diversified portfolio is gold and precious metals. After
decades of underperforming stocks, gold investments soared 19 percent in
2001, 63 percent in 2002, and more than 57 percent in 2003. Now, if you
neglected these alternate investments in your overall plan starting in 2000,
you would have lost money—and lost out on untold opportunities.

� Investing is not the same thing as savings. While it is true that you need to
save money to invest it, investing and saving are completely different
exercises. When you save money, the ultimate goal is to protect every last
penny of that pot. On Wall Street they have a fancy expression for this.
It’s called capital preservation.
When you invest you hope that your money is protected. But your

goal, ultimately, is to grow the pot of money. Wall Street has a fancy
term for this too; it’s called capital appreciation. To reach that goal, the
rules of investing say you have to expose yourself to some risk. But over
time, and in a well-diversified portfolio of different types of investments,
that risk can be minimized. Saving and investing work in cycles.
For instance, say your goal is to invest money to buy a house. For the

sake of argument, let’s assume that you and your spouse are hoping to
put a down payment down on your first home five years from now. First,
you have to save money from your day-to-day income to get started.
This money might be set aside in a bank savings or checking account—
or in a money market account. All of these are considered ‘‘cash’’
investments. And they happen to be federally insured against losses.
As you accumulate enough savings to cover your daily expenses and
rainy day funds, you can start investing that money in higher-yielding
(and higher-risk) investments like a stock mutual fund or bonds. Now,
as your investments grow over the next five years, you will soon
approach your deadline for actually putting that down payment down
on the house. As you get within a year or two of that goal, you will
probably want to shift back into savings mode. That’s because in any
short-term window of time, your stock or bond investments could lose
value. And you don’t want your investments to lose value just as you’re
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going to need the cash. So, this is the time to start shifting back into
‘‘savings’’ or ‘‘capital preservation’’ mode.

Confused? Don’t worry. Once we get going on the basics of investing, all of
this will seem like second nature.

Quiz for Chapter 1
1. Investing is the same thing as savings.

a. True
b. False

2. Why are workers making more decisions about their investments?
a. Fewer companies offer pensions,whichgive retirees guaranteed income.
b. The Internet arms people with investing information so they can take

control of their finances.
c. A new federal law requires companies to allow employees to make

their own investment decisions.

3. Compound interest is important because . . .
a. It represents guaranteed interest accrual.
b. Its interest rate is indexed to the rate of inflation.
c. It allows earnings to grow upon earnings, leading to faster than

expected growth.

4. If you wanted to double your money in 10 years, what rate of interest
would you have to earn annually?
a. 10.3 percent
b. 7.2 percent
c. 8.4 percent

5. If you earned just under 10 percent a year for 25 years, your money
would grow by this factor:
a. Double
b. Tenfold
c. Sevenfold

6. At age 65 you should make sure that your nest egg is sufficiently large
enough to last at least this many more years:
a. 18 years
b. 13 years
c. 10 years
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7. How many people seek professional financial advice?
a. Less than 30 percent
b. 50 percent or more
c. 90 percent or more

8. The majority of mutual fund shareholders earn between:
a. $100,000 and higher
b. Between $50,000 and $75,000
c. Between $25,000 and $75,000

9. What is capital appreciation?
a. A defensive investment strategy that calls for protecting your

portfolio against the possibility of losses.
b. Gains in the value of one’s investments over time.
c. The proper respect shown by savers to the power of saving money.

10. Which is the best investment?
a. Individual stocks
b. Mutual funds
c. Real estate
d. There is no one best investment
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CHAPTER
2

Before You Get
Started . . .

Investing is a lot like running a marathon. Just as you don’t wake up one
morning and decide to run 26.2 miles on a whim, you shouldn’t invest without
preparing for the challenge. In both cases, failing to adequately train for your
goal could lead to major injuries. The difference is, your body may only need
weeks to heel from a pulled muscle or strained back. It could take years, if not
decades, to overcome investment errors you make in your portfolio.
Still, it’s a useful exercise to embrace this analogy. Running a race of this

length takes months of training to build the necessary endurance. It requires
a strategy that factors in the length of the course, the nature of the path, and
an assessment of external forces like the weather or even one’s own health.
And it takes a commitment to stay the course, no matter how painful this
exercise may be.
Investing, which is also a lengthy journey, requires similar steps. Your

challenges include the following:

� To set aside enough time to plan your financial future. Studies have
shown, for instance, that people spend far more time planning family
vacations than they do planning their financial futures. In fact, one well-
known study of workers and retirees found that three-quarters of
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Americans spend about four hours or more planning for upcoming
holidays. Less than half, however, spend as much time in a given year
planning for retirement. Yet family vacations last for a few short days.
Your future, as we discussed in the previous chapter, could entail 30, 40,
or even more years of living. So spend at least two or three months
studying up on the various investment options—and deciding which
ones are right for you.

� To set aside enough time to analyze and reassess your investment decisions
at least once every quarter. Chances are, you won’t have to do anything
to your investment portfolio every three months. But at the very least,
you should monitor your progress. You should also consider any
changes that have taken place in your life that may require altering your
investment strategy as time goes forward. (For example, if you recently
got married or divorced, had a child, or discovered that your child is
bound for Harvard, you may need to factor those things into your
overall plan.) Yet studies show that a majority of investors rarely make
any adjustments to their investment portfolios. In fact, only about one
in six retirement investors make any changes to their 401(k) in a given
year. That’s not being an investor. That’s being a bystander.

� To become familiar enough with your investment options to make wise
and informed decisions. Or, conversely, to recognize that you don’t have
the time or desire to tend to such matters and need the help of a
professional advisor.

� To figure out what type of investor you plan to be. (We’ll discuss this at
length in the following chapter.) For example, what is your investment
philosophy? Do you plan to invest for the long term, or will you con-
centrate mostly on meeting short-term needs?

� To figure out what types of investments to own (for instance, stocks, bonds,
or real estate) and how much of each. It’s not good enough simply to
decide to invest in stocks and bonds. Figuring out the right mix of stocks
and bonds and other assets—which investment experts refer to as an
asset allocation strategy—is critical. The list in Figure 2-1, which
follows, will give you some idea of the return on certain investments
(including the negative return credit card interest rates represent).
Two portfolios that consist of the exact same investment choices,

for example, can deliver wildly different results, depending on what
percentage of your money you put into each. For instance, had you put
80 percent of your money in U.S. stocks and 20 percent in U.S. bonds in
1999, you’d have earned an impressive 18.9 percent on your money. Had
you flipped the mix and put 80 percent in bonds and 20 percent in stocks,
you’d have earned only 4.2 percent that year. However, had you been
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80 percent bonds and 20 percent stocks, you’d have done far better in
2002, when this mix of investments produced average gains of
around 2.4 percent, versus a 15 percent loss for portfolios that were
heavily weighted toward stocks. So you can see, your asset mix can
often have more of an impact on your portfolio than what your
investments are.

� To figure out how to choose individual securities that will go into your
portfolio. For example, should you invest in shares of Microsoft or
General Electric? Is a 10-year Treasury security better than a municipal
bond put out by the state of California? Another challenge is to figure
out how much money to invest in each of your securities once you’ve
selected them.

� To figure out what type of account you will use to invest in these securities.
In other words, should you invest in stocks through your tax-deferred
401(k) account, or should you use that account to invest in bonds?

How Much Should You Invest?
But in addition to dealing with these investment-related matters, there are
some more basic considerations to weigh before getting started. One question
all investors need to ask themselves before diving into the investing pool, for
instance, is: How much money do you have to invest in the first place?

Fig. 2-1. Rates of Return.*

As this table indicates, the positive returns investors enjoy in their stock and bond portfolios are

often eroded by interest they owe on loans and credit card balances.

Small-capitalization stocks þ12.7%
Large-capitalization stocks þ10.4%
Long-term corporate bonds þ5.9%
Long-term government bonds þ5.4%
Intermediate-term government bonds þ5.4%
30-day Treasury bills þ3.7%
Stafford student loans �3.4%
Average 30-year fixed rate mortgage �5.7%
Average 4-year car loan �5.9%
Average credit card interest rate �16.4%

*Data as of July 1, 2004.

Sources: Ibbotson Associates, Bankrate.com, Cardweb.com
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It’s not as simple as figuring how much you bring home every year and how
much you spend—and investing the remainder. Calculating how much you
can invest will not only depend on your annual income, but your level of
savings as well.
Say you earn $50,000 after taxes and are left with around $25,000 after

paying off your monthly mortgage, car loans, utilities, and other bills. This
doesn’t mean you can—or should—invest all $25,000. You may have other
needs to care of that aren’t routine. For instance, this may be the year or even
the month that you’ll need to repair your home’s roof, replace a water heater,
or buy a new car. In that case, a good portion of that $25,000 should go to
building up your savings accounts to meet those and other potential short-
term needs.
Remember, short-term goals require capital preservation. And capital pres-

ervation means saving money—in a savings instrument like a money mar-
ket fund or a certificate of deposit—not investing it on stocks, bonds, or real
estate.
Another major issue to contend with is debt. No doubt you’ve heard a lot

about this subject, usually when the growing indebtedness of Americans is dis-
cussed or cited. The charts in Figures 2-2 and 2-3 graphically illustrate the truth
of these concerns. If you happen to be debt-free and have savings, then of course
you can go ahead and invest most of the money left over from your income after
covering your essential living expenses. (In fact, you probably should, rather
than spending it on discretionary purchases.) But if you’re one of those oft-cited
Americanswho are in debt—even if you can easily handle themonthlyminimum
obligations—you’re faced with that challenge first.
If you’re sitting on $15,000 in credit card debt, for example, you will have

to consider which is the better move: investing your free cash or paying
down debt.

PAY DOWN DEBT FIRST
Formost investors, paying down debt first makes sense before investing. Here,
we’re talking about consumer debt, not home mortgages.
In the grand scheme of things, home mortgage debt is a relatively good

form of indebtedness. For starters, many of us enjoy low interest rates on our
home mortgages (perhaps in the neighborhood of 5 to 7 percent, versus the 15
percent mortgages that homeowners were paying a generation ago) thanks to
record low interest rates at the start of this decade. Even better, interest
payments on mortgages of up to $1 million are tax deductible in most cases.
Even interest on home equity loans, which many of us use to upgrade our
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kitchens or even pay off our credit card balances, is deductible in many cases,
provided the loan itself does not exceed a certain amount.
Moreover, taking on home mortgage debt is actually a form of investing, in

the sense that you are borrowing money to buy an asset that will likely ap-
preciate over time. In the case of a home mortgage, investors are making two
calculations: First, that the mortgage payments, based on their interest rate,
will allow them to live comfortably enough at a monthly price that is com-
petitive with the home rental market. And second, investors are also making a
longer-term bet that the home mortgage interest they are losing to a bank will

Fig. 2-2. Total Revolving Debt for American Households (in Billions of Dollars).

While stock prices fell during the bear market years of 2000 through 2002, household debt

continued to soar.

Source: Federal Reserve

Fig. 2-3. Total Consumer Debt Outstanding (in Billions of Dollars).

Source: Federal Reserve
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be made up, in the future, by the rising value of the underlying asset—the
home and land beneath it. In a low-mortgage-rate environment, such as the
one that Americans enjoyed in the late 1990s and the start of the 2000s, the bar
for meeting this challenge was relatively low.
But when it comes to relatively bad forms of debt—revolving debt on de-

partment store charge cards, or credit cards, and even car loans—it’s a dif-
ferent story. Credit card interest payments, for instance, are not deductible.
Credit card companies also tend to charge among the highest interest rates
around. Typically, that means a rate that starts off around 14 to 16 percent but
that gets jacked up to as much as 21 or 24 percent if you’re late with payments
or exceed your spending limit.
In addition, credit card debt helps you spend, not invest. In the end, ev-

erything that is purchased through plastic—clothes, furniture, vacations,
electronics, etc.—lessens in value over time. On the other hand, homes ap-
preciate over time—as do stocks (for the most part) and bonds and other
investments such as precious metals like gold or silver.
The fact is, credit card debt will work against you as an investor. Think

about it: When you invest in the stock market, your goal is to earn 8 or 10
percent on your money—or more—a year over time. But what good is it to
invest, say, $25,000 earning 8 percent a year if you owe $25,000 on credit cards
charging 21 percent interest? No matter how successful you might be in
picking stocks and other investments, you will invariably fall deeper into the
hole under this scenario, which is why you should pay off that debt first.
Here’s another way to think about it: Paying off a credit card charging

21 percent a year is a form of investing. It is the equivalent of owning a
stock portfolio that grows 21 percent a year. The only difference is, instead
of growing your nest egg, you are ensuring that it does not keep shrinking
over time. Even better, there is absolutely no risk in paying off credit card
debt. In fact, you wind up lowering your overall financial risk by paying off
debt, since it improves your credit score and frees up money for other, more
productive uses.
Investing, on the other hand, comes with all sorts of risks. The question you

have to ask yourself is: What are the chances of earning credit-card-like in-
terest rates—say, 21 percent—in the stock, bond, or real estate markets in any
given year? Despite our experiences in the late 1990s, the answer is slim. And
what are the odds of earning 21 percent in the stock, bond, or real estate
market risk-free? The answer to that is zero. Unfortunately, most investors
don’t get this. Though the majority of us are investors, the average American
household carries credit card balances of around $9,000, spread out over
more than 14 different credit cards. That means that, even though many
Americans are investing, they’re creating vicious cycles for themselves by
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overusing credit and paying interest at far higher rates than they’re earning on
their investments.

START A RAINY DAY FUND
In addition to paying down debt, it’s important for all would-be investors to
establish an emergency savings fund before beginning their marathon. This
rainy day stash will help you lay the financial groundwork to invest safely and
successfully.
Conventional wisdom says we should all save at least three months’ worth

of expenses before doing anything else with our money, including investing it.
Why? What happens if the water heater explodes or your refrigerator dies?
Many families have the wherewithal to cover such short-term needs. But if you
were forced to sell an investment, like stocks, to pay your emergency bills, it
could take you out of the market just when you needed to be in it. Moreover,
you could be forced to sell your investments at a price that doesn’t fully reflect
the total value of the asset. So in a sense, having a rainy day emergency fund
actually improves your odds of investment success.
Plus, selling even a small portion of your investment portfolio to meet basic

needs is likely to trigger two things: brokerage commissions and capital gains
taxes. And your goal as an investor is to minimize fees and delay paying taxes,
since they eat into your portfolio, reducing the ability of compound interest to
work its magic (we’ll discuss this in a moment).
There’s another reason to start an emergency fund.What if you were to lose

your job and all of sudden be facing the prospect of looking for work while
paying monthly bills? Some investors who don’t have rainy day funds may
regard their investment portfolio as their emergency pot of money. But again,
if you invest without an emergency stash of cash, you may be forced to
sell your investments at inopportune moments to pay your bills. Moreover,
selling your investments may mean losing out on another source of income—
your investment income—at the same time you’ve lost your employment in-
come. Unfortunately, this too is another concept that most investors fail to
appreciate. Three out of five households don’t have emergency savings to
speak of.
To figure out how much you’ll need, run through this basic exercise:

Step 1: Tally up your total gross monthly income. Include not only
your weekly or semimonthly paychecks, but also any other routine money
you might have coming in, be it from rental properties, investment
portfolios, alimony checks, etc.

CHAPTER 2 Before You Get Started . . . 21



Step 2: Add up all the money you lose every month to local, state, and
federal taxes. Also consider the money that gets deducted from your
paychecks through Social Security and payroll taxes. And if you typically
make quarterly tax payments to the Internal Revenue Service, calculate
how much you need to set aside each month to cover those checks.
Step 3: Start a monthly budget (Figure 2-4). For three months, keep a pencil
and paper with you at all times. Write down everything you buy on any
given day, be it a cup of coffee, a stick of gum, a newspaper, or something
bigger like groceries or gas for your car. Add in any bigger-ticket items you
purchased too, like furniture or appliances. And don’t forget monthly bills
like mortgages or rent, car loan payments, student loan payments, cable
bills, phone bills, cellular phone bills, monthly charges for your Internet
service provider, utilities, and subscriptions. Factor in your entertainment
costs as well, be it dinners out or movie tickets. Finally, throw in your car
insurance, home insurance, health insurance, and life insurance payments.
(Here’s a tip: Take whatever you owe for health and life insurance each
month and double it. If your emergency is that you just lost your job,
chances are you will probably lose access to employer-sponsored health
care. Moreover, many companies provide employees with a minimum
level of life insurance. So if you lose your job, these monthly bills will
probably increase greatly.) After doing this for three months, divide your
entire total by three to get an average monthly bill.
Step 4: Add your answers for Steps 2 and 3 together. This is how much you
typically need every month. Depending upon your circumstances, set aside
at least three times your monthly bills to seed your emergency fund. Why?
Because it typically takes three to four months for unemployed Americans
to find a new job. So you need an emergency fund that will carry you through
those times. If you’re the sole breadwinner in the family, you might want to
set aside three to six months’ worth of expenses. If you’re a parent, you’d
probably want to go out to at least six months for the sake of your children.
Step 5: Subtract your Step 4 answer from your Step 1 total. So, assume
that you earn $5,000 a month but lose $1,500 a month to taxes and spend
another $2,500 on mortgage, utilities, and necessities. That leaves you with
$1,000 each month. This is what investment officials would regard as your
free cash flow, the money left over after obligations are met that isn’t
earmarked for anything specific. Now, if $2,500 of your after-tax money is
earmarked for basic bills, your emergency fund will need to be at least
$7,500. Based on having $1,000 in free cash every month, this means you
should spend most of the next 12 months building up your savings and
then worry about investing toward the end of the year. (The good news is
you can use the next few months to study.)
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Fig. 2-4. Budgeting Your Expenses.

Incoming Money

Monthly salary ____________

Other sources of work income ____________

Government-related income ____________

Investment income ____________

Inheritance/estate-related income ____________

Total Monthly Income ____________

Outgoing Money

Mortgage payment and/or rent ____________

Electricity ____________

Heat/heating oil ____________

Water and other utilities ____________

Car loan/car repair/car maintenance ____________

Car insurance ____________

Home owners’ insurance (or renters’ insurance) ____________

Life insurance ____________

Health insurance ____________

Home repair/maintenance ____________

Home improvement ____________

Gasoline costs ____________

Food/groceries ____________

Food/dining out ____________

Gasoline and other transportation costs ____________

Clothing ____________

Coffee ____________

Phone ____________

Cellular phone(s) ____________

Cable ____________

Internet service provider ____________

Other cable/internet subscriptions ____________

Newspaper/magazine subscriptions ____________

Movies ____________

Other entertainment ____________

Haircuts and personal care ____________

Out-of-pocket health care/dental costs ____________

Set-asides for taxes (property, income, etc.) ____________

Incidentals ____________

Total Monthly Expenses ____________

Total Monthly Income�Total Monthly Expenses ____________
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HOW TO START A SAVINGS PLAN
In addition to building an emergency fund, there’s another good reason to
save. You can’t invest money until you have saved enough money to invest.
To gain access to a mutual fund, for example, you may need to start off with at
least $2,000 before the company will let you in the door. At some fund
companies like Vanguard, the minimum initial investment for a regular ac-
count is typically $3,000 (Figure 2-5).
If you plan on opening a brokerage account, you may need even more. That

is, if you want to invest in an account that doesn’t charge you steep fees or
monthly service charges, for example, or higher trading commissions. Many
financial services firms levy extra charges on small investors, since they’re less
profitable to these firms than high-net-worth clients.
But even though most of us want to be investors, a quarter of us don’t save

at all. And more than 60 percent of us don’t save regularly. See Figure 2-6.
Ironically, the truth is that most of us can afford to set aside another $20

a week, over and above what we’re currently saving. A group called the
Employee Benefit Research Institute helps oversee an annual study called the
Retirement Confidence Survey. Every year, around two-thirds of workers
polled say they can easily afford to save another $80 a month. Eighty dollars
a month works out to another $960 a year. If you were to invest that amount
every year for the next 25 years and earned 7 percent interest annually, you’d
have around $65,000.

Fig. 2-5. Automated Savings Plans.

Fund Company

Minimum Investments

Required to Start an

Automated Savings Plan

Vanguard $3,000
American Funds $50
Fidelity $2,500
American Century $2,500
Janus $500
Templeton $50
Dodge & Cox $2,500
Putnam $25
T. Rowe Price $100
Franklin $50
AIM $50
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This would seem to imply that inertia—not our incomes—is the problem.
The solution: Set your savings plan on autopilot. The good news is that there
are plenty of ways to save automatically. For example, when we invest in a
401(k) retirement plan, we are automatically deducting a certain amount of
money from each paycheck into our account. Savers can do the same thing
outside a 401(k). Many financial institutions will allow you to set up an au-
tomated savings plan, in which a portion of your paycheck is automatically
sent each week or month to a money market fund or some other savings ve-
hicle. More than two-thirds of Americans think that saving a fixed amount of
money each month through an automated savings plan is one of the best ways
to build up savings (Figure 2-7).

Fig. 2-6. Americans’ Savings Behavior.

As these figures indicate, the majority of American households don’t save money on a regular

basis. This is particularly true among households with few assets to speak of.

% of Americans Who . . .
All

Households

Households with Assets

of Less Than $10,000

Don’t save at all 23% 41%
Don’t save regularly 61% 78%
Spend more than they earn 14% 22%
Spend less than they earn 56% 36%

Source: Consumer Federation of America

Fig. 2-7. Americans’ Savings Attitudes.

The figures represent the percent of Americans who said in surveys that they found these

savings somewhat or very useful.

Savings Method Somewhat or

Very Useful

Utilizing a 401(k) 80%
Saving a fixed amount each month 79%
Developing a long-term savings plan 69%
Paying off mortgage before retirement 68%
Saving a fixed amount each month
through an automated savings plan 68%

Paying off credit card debt 67%

Source: Consumer Federation of America
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Set Your Investing Goals
Before you get started, there’s yet another question you need to ask yourself:
‘‘How much should I invest?’’ At first blush, this may seem like the same
question we asked earlier. But there’s a big difference between figuring out
how much money you can potentially put in the market versus how much
money you ought to put at risk. Risk is the operative word.
The whole point of investing is finding a financial way to reach a set of

intermediate-term and long-term goals. These are goals that won’t arise for at
least five years, though they could be 30 or 40 years in the making. But to meet
these goals, you have to expose your money to risks, such as short-term stock
or bond market losses. It makes no sense whatsoever to expose yourself to
more risk than is required.
The only way to figure out how much risk is required—in other words, how

much you must invest—is to take an inventory of your needs. They may in-
clude paying for college, buying a bigger house, retiring early, retiring well, or
starting a business and quitting your job. Each of these goals comes with a
general time frame. You may know, for example, that retirement won’t be for
another 27 years. College might not roll around for 12 years. But the bigger
house may be something you want in six years. Your daughter’s wedding may
be coming up in two years.
Contrary to popular belief, it’s not how much you want something or need

something that dictates the level of risk you should expose your portfolio to.
It’s the length of time you have to invest—in Wall Street, this is referred to as
your ‘‘time horizon’’—that dictates howmuch risk you can expose yourself to.
Why is that? There is a basic relationship in investing: The greater the risk,

the greater the reward. The corollary to this rule is that the lower the risk you
take, the lower the reward you’re likely to receive. This makes sense. After all,
when you are investing money, you are entering into a transaction, and
someone else is on the other side of that trade. That someone else may be
another investor selling stock you want to buy. Your trading partner may be a
company issuing a bond that it wants to sell you to help raise funds.
If the person on the other side of the transaction knows that this financial

arrangement you’re about to enter into exposes you to no risks—in other
words, there’s no downside for you—then he would have little incentive to
compensate you for your business. On the other hand, if the person knows you
could lose everything by entering into this arrangement, he or she might
sweeten the pot to make it worth your while. This basic relationship explains
why a company with poor credit has to pay investors high interest rates on
their bonds (another name for a high-yield bond is a junk bond ). On the other
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hand, the U.S. government, which for all intents and purposes has perfect
credit because it controls the nation’s Treasury, often pays among the lowest
interest on its bonds because investors know that there is absolutely no way
the federal government can or will default on its debt: If push comes to shove,
Uncle Sam can simply print more money.
Now, there are myriad ways investors can reduce some of these risks. One is

to diversify a portfolio by owning many individual securities, so that if one
stock (say, shares of Enron) fails, the others in their holdings can keep them
from losing too much money. Another is to diversify a portfolio by owning
different types of assets, so that if the stock market fails, the real estate market
may protect you—or vice versa. A third way involves time.
We will discuss this point at greater length later on, but time has a

way of reducing investing risks. That’s because over time, most investments
have a way of making money. If they didn’t, they wouldn’t be classified as
investments—they’d be considered gambling. Take stocks, for example. In
any one-year period of time, there is about a 27 percent chance that you will
lose some of your money in the broad stock market, according to one study
that looked at the equity markets from 1926 to 2002. However, if you have a
three-year window of time, the odds of losing money fall to just 14 percent. If
you have a whole decade, it goes down to 4 percent (Figure 2-8).

Fig. 2-8. Odds of Losing Money in Stocks.

As this chart indicates, the longer your time horizon, the lower the odds of losing money in the

equity markets. If you have only one year to invest, for example, the odds are greater than one

in four of losing money in equities. But over 10-year periods of time, the odds of losing money

drop to just 4 percent.

Source: T. Rowe Price
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Thismeans a couple of things: If youhave longperiodsof time to invest, say 10
or 20 years or more, you can afford to go with a relatively riskier mix of invest-
ments since time has a way of dampening down those concerns. But if you have
only a few years to invest, the odds could be high of losing money with riskier
investments, so you likely would want to consider conservative investments.
So, to figure out how much you should invest, you need to figure out when

your goals come due. If most of the money you need is required this year and
next, don’t invest it. Save that money. For instance, if you have $100,000
worth of financial needs, but $75,000 of that is earmarked for goals that come
due in two years or less, don’t invest 100 percent of your money. Save 75
percent of your money in a savings account of some sort or in some financial
instrument that guarantees—or at least promises—capital preservation. The
rest, you can think about investing.
Remember, the whole point of investing is to undertake a long-term journey

with your money. But it makes no sense to start this journey if you aren’t totally
prepared.Thatmeans savingupenoughmoney tomake this journeyworthwhile.
Itmeans taking careof other financial obligations soyouwon’t bedistractedover
time. And it means plotting out a proper course before you get started.

Quiz for Chapter 2
1. Given the choice of paying down credit card debt with an interest rate of

14 percent, and investing in the stock market, you’re better off . . .
a. Paying down the card balance first
b. Investing in the stock market—in particular, in small stocks because

they have historically outperformed all other markets
c. Splitting the difference and investing half the sum, while using the

remainder to pay down your debt

2. It is important to start an emergency savings fund before investing. But
how big should your rainy day fund be?
a. Enough to cover at least three months of your take-home pay
b. Enough to cover at least three months of expenses
c. Enough to cover one month of household bills

3. The best way to start an emergency savings fund is to . . .
a. Invest in a mutual fund
b. Automate your savings through routine monthly contributions to a

savings or money market fund account
c. Maximize your 401(k) contributions
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4. What percentage of American households don’t save regularly?
a. 35 percent
b. 76 percent
c. 61 percent

5. It is impossible to determine how much money you can invest until
you . . .
a. Investigate the minimum initial investments required to gain access

to a mutual fund
b. Pay down all of your debt, including your home mortgage loan
c. Plan out a budget indicating how much money you have coming in

each month and how much money is going out

6. Once you start investing, how frequently should you check up on your
investments?
a. Once every quarter
b. Once a year
c. Once every four years

7. What does it mean to have an asset allocation strategy?
a. It means to diversify your portfolio to include both stock and bonds
b. Finding the right mix of investments that suits your goals and

needs
c. Thinking of your investment portfolio holistically, to include

your 401(k)s, IRAs, and taxable savings

8. What does selling your mutual fund trigger?
a. Profits
b. Tax deductions
c. Brokerage commissions and possible capital gains

9. Why do investors need to determine their time horizon—the length of
time needed to incubate their portfolios?
a. To gauge the potential returns their portfolios might earn
b. To be organized and to avoid taxes
c. To determine what their proper mix of stocks, bonds, and other

investments should be

10. The longer your potential time horizon . . .
a. The more risk you can take with your money
b. The less risk you can take with your money
c. The less risk you should take with your money
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CHAPTER
3

Demystifying the
Language of Investing

The Dow. The Nasdaq. Compound interest. Dividend income. Media com-
mentators and financial experts often throw out these terms casually, over-
looking the fact that some of these phrases, while common on Wall Street,
may not come secondhand to everyone. Yet it’s vital for all investors and
would-be investors to become familiar with the language of investing, if only
to figure out what they’re investing in and why. So before we get too far ahead
of ourselves, it may be useful to go over some of the basic terms and concepts
involved in investing.
If you don’t know what some commonly used financial terms mean—or if

you think you know but aren’t entirely sure—don’t be embarrassed to ask.
You can always talk to your financial advisor, if you have one. Or anyone who
invests in a mutual fund, a 401(k) account, or an IRA with a major financial
services company—like a Fidelity, Charles Schwab, or E*TRADE—can call
the 1-800 numbers at these firms and ask someone in customer service. Many
of the people who man these call centers are required to have a basic
knowledge and understanding of investing and must pass certain exams to
qualify for their jobs. Moreover, that’s what these people are there for—to
help you become a better investor.
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Educational Web Sites
There are a number of free (or mostly free) Web sites that offer information
about investing related topics. Someof the best includewww.morningstar.com,
which is run by the mutual fund-tracking organization Morningstar; www.
mfea.com, theMutual FundEducationAlliance’sWeb site; www.fool.com, an
entertaining site belonging to the investing gurus at The Motley Fool; and
www.bankrate.com,which is great for bond and cash-related information. The
finance section of the popular web portal Yahoo! offers good educational
information as well.
Of all of these sites, I would go ahead and bookmarkMorningstar.com and

Bankrate.com. Morningstar is among the most comprehensive sites when it
comes to mutual fund and stock information. You can also get a tremendous
amount of information on bondmutual funds through this site. Bankrate.com
is a great resource for anyone interested in saving money, as it routinely
surveys banks and cash-related securities, like bank certificates of deposit and
loans.
I also find that some of the best sites are run by specific financial services

firms. The good news is, many of these firms’ sites don’t require you to be a
client to take advantage of the basic educational and research tools on their
Web pages. In fact,many of these companies use their sites as carrots to draw in
would-be investors. While you don’t have to bite, there’s no harm in nibbling
on the freebies. Among the best in the group are www.fidelity.com, run by the
mutual fund giant Fidelity; www.troweprice.com, run by the Baltimore-based
fund companyT.RowePrice; www.schwab.com, run by the brokerageCharles
Schwab; and www.etrade.com, run by the brokerage E*TRADE Financial.
Fidelity’s Web site is particularly good at discussing issues surrounding the

various types of investment accounts at your disposal, such as 401(k)s, IRAs,
529 college savings plans, Coverdell education savings accounts, UniformGift
to Minors Act accounts (known as UGMAs), and traditional brokerage ac-
counts. The T. Rowe Price site is exceptional for retirement-related matters.
It is also quite good at helping investors formulate strategies surrounding
income-related investing plans.
While www.vanguard.com, the site run by the low-cost mutual fund

company Vanguard, isn’t the most technically sophisticated, it’s always good
to keep tabs on what Vanguard is doing and saying, since the firm is an ethical
and low-cost leader in the financial industry. Often, Vanguard’s site will issue
statements or warnings to investors about not getting too euphoric about
particular investments, be it Internet stocks or high-yield bonds. (An expan-
sive list of helpful Web sites is presented in Figure 3-1.)
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Fig. 3-1. Useful Investing Web Sites.

For Stock Research and Basic Education

URL Run by

www.morningstar.com Morningstar Inc.
www.fool.com Motley Fool
www.schwab.com Charles Schwab
www.etrade.com E*Trade Financial
www.cbsmarketwatch.com CBS Marketwatch
www.cnnfn.com CNNfn, Money magazine, Time Inc.
finance.yahoo.com Yahoo!
www.zacks.com The Bond Market Association
www.thomsonfinancial.com Thomson Financial
www.aaii.com American Association of Individual Investors
www.better-investing.org National Association of Investors Corp.
www.investopedia.com Investopedia
www.directinvesting.com Temper Enrollment
www.standardandpoors.com Standard & Poor’s
www.nyse.com New York Stock Exchange
www.amex.com American Stock Exchange
www.nasdaq.com Nasdaq
www.briefing.com Briefing.com

For Bond Research and Basic Education

URL Run by

www.investinginbonds.com The Bond Market Association
www.treasurydirect.gov U.S. Treasury Department
www.bankrate.com Bankrate.com
www.federalreserve.gov Federal Reserve Board

For Mutual Fund Research and Basic Education

URL Run by

www.morningstar.com Morningstar Inc.
www.mfea.com Mutual Fund Education Alliance
www.troweprice.com T. Rowe Price
www.vanguard.com The Vanguard Group
www.fidelity.com Fidelity Investments
www.ici.org Investment Company Institute
www.lipperweb.com Lipper Inc.
www.standardandpoors.com Standard & Poor’s
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So, let’s get started. Perhaps the best place to begin is with the basic in-
vestment vehicles that you can choose from, since that’s what most of us are
interested in talking about.

Demystifying Stock Lingo
We all know what the stock market is. Well, sort of. We know it’s an arena
in which we can invest our money and do quite well over long periods of time.
We also understand that over time, investors are likely to do better in stocks
than in virtually any other asset. But what does it mean to own stock?
The term simply refers to partial ownership—in fact, a specific unit of

ownership—of a company. In other words, when you purchase stock, either
directly through your brokerage account or indirectly through a mutual fund,
you are a part owner of that firm. This is why stocks are also referred to as
equities, since you are building an equity position in that business, giving you
certain rights and benefits that you ought to be aware of.
Unfortunately, not all stock investors appreciate this fact. In fact, some

would argue that in the modern era, investors don’t act like owners so much
as they act like renters, flipping into and out of different stocks in rapid-fire
fashion without really knowing what the underlying businesses are all about.
For all intents and purposes, when we discuss stock investing, we are re-

ferring to partial ownership of a publicly traded company—in other words, a
company whose shares are not held exclusively by a single person or family,
but rather, shares that trade freely among members of the general public on an
open exchange. Moreover, by and large, when we say stock, we mean common
shares.

COMMON STOCK
Common stock is the most basic (and therefore ‘‘common’’) share of own-
ership of a business. As an owner of common stock, you will probably receive
a portion of the firm’s earnings back through dividend payments, which are
typically made quarterly, though some companies pay out semiannually.
Companies issue dividends for two basic reasons: to reward their owners, and
to attract new would-be shareholders who may be interested in receiving a
steady stream of dividend income.
Historically, dividends represented a huge chunk—around 40 percent—of

the total returns that an investor enjoyed. That is not necessarily true today.
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The average dividend yield on the S&P 500 index of blue chip stocks, for ex-
ample, has recently fallen under 2 percent. This means that if you were to
invest $100, you’re likely to see $2 in dividend income annually.
To calculate a stock’s dividend yield, take the annual dividend income per

share generated by the stock and divide by the current price per share:

Dividends per share/Current price per share

So, if Stock X threw off $1.25 in annual dividends per share, and its shares
were currently trading at $25 a share, its dividend yield would be 5 percent:

Dividends per share ($1.25)/Price per share ($25)

$1:25=$25 ¼ 5 percent

It’s important to note that not all companies pay dividends. Some busi-
nesses, as a policy, do not issue any dividends, preferring instead to use their
earnings to reinvest in the business. In the 1990s some companies also chose to
use their profits to buy back stock, or to invest in other companies, rather than
to send the money back to their owners.
Of course, as an owner of common stock, you have some say in what your

company does with its earnings. That’s because common stock holders can
vote for who will serve as directors of the company, who in turn hire the
company’s managers, who in turn decide on how earnings are handled.
Though you are technically a part owner of the business as a common stock

holder, you are disadvantaged in one way. In the event the company you
invest in goes under, you are pretty much last in line to recoup any losses.
Ahead of you in court will be lenders to the company—including secured and
unsecured creditors—along with bondholders. Also ahead of common stock
holders are investors in so-called preferred stock.

PREFERRED STOCK
What is preferred stock? Like common stock, preferred shares represent an
ownership unit of a company. However, preferred stock is considered a
slightly less risky investment than common stock. For one thing, preferred
stock holders typically receive bigger dividend payouts than common stock
investors; for another, in many cases those dividends are fixed or guaranteed
by the company. In fact, some companies that pay dividends to preferred
stock holders don’t return any of their earnings back to common stock holders
through such payouts. Moreover, some companies choose to slash divi-
dends paid to common stock holders when times are tough but protect the
dividends of preferred share holders.
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This tends to make preferred stock attractive to high-net-worth and
income-oriented investors, who are looking for dependable but not necessarily
sky-high returns. Another aspect of preferred stock that makes this invest-
ment attractive to risk-averse investors is that, in the event of a liquidation,
preferred stock holders have greater legal standing to make claims against the
failed company than common stock holders.
But as we mentioned, in investing, the more risk you’re willing to expose

yourself to, the bigger the potential reward; the less risk, the smaller the re-
ward. In the case of preferred stock, investors typically don’t see the type of
price appreciation in these shares that they might in common stock. Moreover,
preferred stock does not normally give the investor voting rights in the com-
pany’s business.

STOCK OWNERSHIP
Howmuch does one share of a company’s stock get you? That depends on the
company. Every company that ‘‘goes public’’—or starts issuing shares that
can be traded by the general public through what’s known as an initial public
offering, or IPO—establishes a set number of shares. Over time, that number
can grow.
After its IPO, for instance, the company might make an additional offering

of shares, which is called a secondary offering. Or the company may decide to
enter into what’s known as a stock split, where it subdivides the shares out-
standing to make each unit more affordable to small investors. After seeing
their shares soar in price in the 1990s, many technology companies split their
stock, for example, at two for one—meaning if you owned one share of
Company X at $30, it then became two shares at $15 each.
The number of shares a company has can also shrink, if the company re-

purchases some of them through what’s known as a stock buyback. Firms will
do this from time to time to signal to other investors that their shares are
trading at attractive prices. Or they may entertain a buyback to boost the price
of the shares by taking some of the supply of shares off the market.
Since no two companies carve up the ownership of their business with the

exact same number of shares, there are no rules that say each share of stock
you own buys you x percent of that firm. Based on the total number of shares
of stock a company has floating in public, 1 million shares of Company A
might buy you 1 percent ownership of that business, but 1 million shares of
Company B may make you a 10 percent owner.
To find out what share of the company you own, you have to keep an eye

on the total shares outstanding. This information can be found on various
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financial Web sites, as well as a company’s own Web site (typically, this
number can be found in the firm’s annual report, which is available through
the mail, but also is found online on a company’s homepage, usually under the
heading: ‘‘Investor Information’’ or ‘‘Investor Relations’’).
The actual price of a stock is meaningless, unless you have other infor-

mation. For example, you may own two investments, one stock trading at $1 a
share, the other at $125. But your holdings in the $1 stock may ultimately be
more ‘‘valuable’’ than the $125 stock depending on howmany shares there are
and how many you own.

MARKET VALUE
There are a couple of basic ways investors place a monetary value on a
company. The first is its market value. If you know what a stock is trading for
and how many shares there are, you can figure this out.
The term ‘‘market value’’ simply means the price that Wall Street collec-

tively places on a company at a given moment in time, based on the company’s
stock price at that moment. It’s simple to calculate:

Current price per share� Total shares outstanding ¼ Market value

So for instance, if shares of Company X are trading at $10 a piece, and if the
firm has 10million shares outstanding, its market value would be $100 million:

Price ¼ $10

Total shares outstanding ¼ 10 million

$10� 10 million ¼ $100 million

Now, this is not a static number. The minute Company X’s stock changes in
price, its market value would change too. For example, if, after a bad piece of
earnings news, Company X stock falls from $10 to $8 a share, its market value
or worth would drop from $100 million down to $80 million. So, what seems
like a small change in a company’s stock price could represent millions of
dollars of shareholder value.

CAP SIZE
Financial commentators will often use the terms market value and market
capitalization interchangeably. They may even use shorthand and refer to a
company’s ‘‘market cap.’’ This simply means its market value.
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Loosely speaking, large stocks, or large-caps, as they are sometimes called,
are considered shares of companies with market values of $10 billion or more.
Medium-sized stocks, or mid-caps, are those with market caps of $1 billion to
$10 billion. And small-caps are those that are valued by the market at less than
$1 billion. There is even a subset of the small-cap stock universe known
as micro-caps, which generally refers to stocks with market capitalization of
$250 million or less, though some people set the threshold at $300 million.
Figure 3-2 lists the types of stocks, their capitalization ranges, the indexes that
best reflect their activity, and an example of each.
Small-cap and micro-cap stocks are typically shares of young, growing

companies. As a result, these investments tend to be more volatile than shares
of large-cap stocks (since you never can tell if a young start-up is going to be
the next Microsoft or is headed for bankruptcy). Shares of large stocks are
considered safer and more stable, which is one reason they are sometimes
referred to as blue chip stocks. But over long periods of time, they have not
delivered the big returns on average that small shares have.
As we will discuss in a later chapter, micro caps, small caps, mid caps, and

large caps tend to run in cycles. When one type of stock is doing well, some
others tend to be out of favor in the markets. So it is important, if you plan on
being a stock investor, to own a diversified mix of large-, mid-, small-, and
even, perhaps, micro-cap stocks.

BOOK VALUE
There are a number of other ways to value a company. One option, popular
among some mutual fund managers, is to consider a company’s intrinsic value,

Fig. 3-2. Breaking Down the Stock Universe.

Type of Stock Capitalization Range Examples Best Fit Index

Mega-cap $25 billion or higher GE, Microsoft Dow Jones
Industrial Average

Large-cap $10 billion or higher Clorox, Kodak S&P 500
Mid-cap $1 billion to $10 billion Williams-Sonoma,

Barnes & Noble
S&P 400

Small-cap $250 million to $1 billion Rayovac, Department 56 S&P 600 or
Russell 2000

Micro-cap $250 million or lower Exactech, Weyco Group Wilshire Micro
Cap Index
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which takes into account all the tangible and intangible value that a company
possesses, including its perceived worth. Another is to consider what a potential
private buyermight bid for the company—lock, stock, and barrel—to buy it out.
But perhaps the most popular way to assess a company’s value, aside from

considering its market cap, is to consider its book value. Book value tries to
assess what a company is really worth by weighing all of the assets on its
balance sheet, or books. The fact of the matter is, your fellow investors could
be wrong in gauging the market value of a business, as they might have been
wrong in assessing the true value of Internet stocks in the late 1990s. Some-
times, emotions get the better of us, and we are willing to value a stock for
more than it is really worth.
To figure out a company’s book value, follow this simple formula:

Total assets� Intangible assets� Liabilities ¼ Total net assets ¼ Book value

A company’s book value reflects what the company is literally worth, based
on things it owns, including its inventory, properties, and facilities. At times, a
business’s book value and market value could be wildly divergent, depending
on whether a stock is in favor or out of favor among investors. Think of it this
way: In assessing the value of your home, you can put it on the market and
start receiving bids. That would measure the market value of your home. But
another way to assess the true value of your house is to calculate how much
money was put into it in the form of materials, construction costs, labor,
appliances, decorations, etc. That would be akin to assessing its book value.

VALUATIONS
Knowing a company’s book value can come in handy when assessing whether
a stock is trading at a reasonable or fair price. For instance, investors may feel
hesitant to purchase a stock whose price per share is 10 times its book value per
share. Theymay feelmuchmore comfortable investing in a stock that is trading
at only around four times its book value per share. To figure out a company’s
so-called price-to-book ratio, or P/B ratio, consider the following formula:

Total net assets (or Book value)/Total shares outstanding

¼ Book value per share

Stock price/Book value per share ¼ Price-to-book ratio

Thiswouldbeoneway to judgea company’s valuation, a termthat simply refers
to the cheapness or priceyness of a stock. Depending on the company and the
industry, you can get a fairly reasonable sense of whether a stock is over- or
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undervaluedbasedon its price tobook ratio.For example, you cango toWeb sites
such as www.morningstar.com to find out the P/B ratio of a specific stock along
with the P/B ratio of other companies in that industry. If your stock’s price-to-
book is lower than that of its peers, that’s one clue that it probably is undervalued.
Another so-called valuation measure is to consider a stock’s price relative

to the earnings generated by the underlying company. This is referred to as a
stock’s price-to-earnings—or P/E—ratio. To figure out a company’s P/E, use
the following formulas:

Earnings/Total shares outstanding ¼ Earnings per share (EPS)

Stock price/Earnings per share ¼ Price-to-earnings ratio

So, assume that you are considering investing in the Smith Phone company.
And assume that Smith generated earnings of $1.20 per share in 2004. If the
stock is trading at $25 per share, its P/E would be just under 21.

Price per share ¼ $25

Earnings per share ¼ $1:20

Price per share ($25)/Earnings per share ($1.20) ¼ 20:8

The chart inFigure3-3 shows theP/E ratios for theS&P500 from1972 to2004.
It’s important to keep in mind that a stock has more than one P/E ratio.

Some investors, for example, believe it’s important to gauge a stock’s price

Fig. 3-3. Price-to-Earnings Ratios for S&P 500, 1972–2004.

Price-to-earnings ratios measure the price that investors are willing to pay for corporate earn-

ings. During different periods of time, that price has fluctuated.

Source: InvesTech Research
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versus its forward earnings. So, assuming that Smith Phone company is ex-
pected to earn $1.50 a share over the next four quarters, its forward P/E, based
on estimated earnings for the next 12 months, may be 16.67.
Other investors hate using estimates, so they focus instead on actual

earnings numbers. So let’s say that over the prior 12 months Smith Phone
earned $0.95 per share. Its trailing P/E, then, would be 26.3. Regardless of
which P/E you favor, make sure you’re comparing apples to apples. If you
want to invest in Smith Phone based on how cheap its trailing P/E is, compare
its valuation to the trailing P/Es of its peers.

STOCK RETURNS
There are two ways stock investors can make money, just as there are two
ways bond investors can profit (which we’ll get to in a moment). The first, as
we mentioned, is through occasional payouts of earnings known as dividend
income.
The other way—and in fact the more glamorous way—to make money in

stocks is through price or capital appreciation. This is a fancy way of saying
that you make money when the price of the stock you hold rises over time. It’s
simple to figure out the capital appreciation of a stock. Let’s say that on
January 1, 2004, you bought shares of Jones Building Materials for $20 a
piece. And assume that by January 1, 2005, those shares had jumped to $27.
The formula to gauge capital appreciation consists of the following:

New price�Original price/Original price ¼ Price appreciation

In our example, the new price was $27. Our original purchase price was $20.
So, $27� $20¼ $7. You take that profit of $7 and divide it by the original
price of $20. So, $7 divided by $20¼ 35 percent. In other words, your returns
were 35 percent in 2004.
This basic formula also works in situations where your stock doesn’t rise

in value, but rather, falls. Going back to our example, assume that you bought
shares of Jones BuildingMaterials not for $20 a piece, but for $37 on January 1,
2003.And assume again that by January 1, 2005, the stockwas at $27.Over this
two-year period, we can say that Jones stock lost 27 percent of its value.

Original value ¼ $37

New value ¼ $27

Original value�New value ¼ �$10
� $10/original value ($37) ¼ �27 percent
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By combining a stock’s dividend income and capital appreciation, you can
assess its total return over a given period of time. Total return is an important
figure, since it represents what you really made—or lost—as an investor. Only
by comparing the total returns of all your investments, including your stocks,
bonds, and real estate, will you know where you’ve been successful and where
you’ve lagged as an investor.

STOCK RISKS
The risk in owning stock is self-evident. On one level, the most basic risk you
face as a stock investor is that the value of your shares will decline. Unlike
bond investments or cash accounts, there are no guarantees or even implied
promises that you’ll receive your original investment back in full. If you buy a
stock trading at $10 a share today and it falls to $7 tomorrow and you have to
sell, you’re out $3 per share.
One reason why your stock may be down might be because the entire

market is suffering through a bad patch. This is referred to asmarket risk. Just
as a rising tide of a bull market lifts most stocks, the waves caused by a bear
market will probably send most stocks crashing, even if the fundamental
health of the specific company you’re investing in is strong. If the overall stock
market, measured by such benchmarks as the Dow Jones Industrial Average
or the S&P 500 index, falls 10 percent, it is often referred to as a market
correction. If it falls more than 20 percent, it is considered a bear market,
though different investors have different specific definitions for what a true
bear market is.
Of course, there are times when your stock falls not because the overall

market is shaky, but because of turmoil in the underlying business. This is
referred to as stock-specific risk. When the energy giant Enron, for example,
went under at the start of this decade, it had nothing to do with the conditions
of the market, even though we were technically in a bear market. It had to do
with accounting improprieties at the company. Stock-specific risk can be dealt
with through diversification. That is, you can easily minimize this risk by
owning shares of multiple companies. Thus, if one stock in your portfolio
blows up on you, it will only represent a fraction of your holdings.Meanwhile,
gains among the other stocks in your portfolio could mask your losses from
that one bad stock.
There are ways that investors measure risks associated with stocks. While

you don’t necessarily have to know how to calculate these measures, since
many financial Web sites and services crunch the numbers for you, it might be
useful to quickly discuss what they are.
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One classic measure of risk is known as beta. Beta gauges an investment’s
volatility relative to the overall market. A stock with a beta of 1 is said to
be as volatile as the overall market. A stock with a beta less than 1 is said to be
less volatile than the market. But a stock with a beta exceeding 1 will be more
erratic. For example, if a stock has a beta of 1.7, it would be considered 70
percent more volatile than the S&P 500. In the short term, the higher your
beta, the greater the likelihood of losing money. But over very long periods of
time, high-beta stocks could end up doing much better than the overall
market.
Another measure of risk is called standard deviation. Instead of measuring

volatility relative to the overall stock market, standard deviation measures
a specific stock’s volatility over a particular period of time, relative to the
average volatility of that same stock during this time.
There’s a technical way of gauging a stock’s standard deviation that re-

quires you to jump through some mathematical hoops involving square roots.
But for the purposes of our discussion, think of the following example: Say
you invest in a stock that rises 10 percent in the first year, 8 percent in the
second, and 12 percent in the third. Its average performance over these three
years would have been 10 percent:

ð10 percentþ 8þ 12Þ=3 years

But in achieving that 10 percent average annual return, this stock showed
tremendous stability, which is desirable from the standpoint of being an in-
vestor. In the first year the stock hit its 10 percent average. In the second it fell
just 2 percentage points shy of its 10 percent average. And in the third year it
did 2 percent better than its average. Its standard deviation, then, roughly
speaking, would be around 2.
On the other hand, if your stock rose 10 percent in the first year, rose 40

percent in the second, but fell 20 percent in the third, it too would have
generated 10 percent average annual returns. But in so doing, its standard
deviation would have been closer to 30. All things being equal, the lower the
standard deviation, the less risky an investment may be.

Demystifying Bond Lingo
Stocks and bonds are entirely different animals. When you invest in a stock,
you are assuming the role of an owner. When you invest in a bond, however,
you’re playing the part of a bank. Bond investors in effect loan money to
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companies or governments or other entities that issue this form of debt to raise
money for particular purposes.
These loans come with specific terms. For instance, bonds have fixed

maturity dates, at which point the bond issuer promises to pay you back your
principal, or original investment, in full. So, if you are investing in a 10-year
Treasury security, the federal government promises to pay you back
your original investment a decade from now.
In addition, the bond issuer promises to compensate investors for the

loan by paying a fixed amount of interest along the way. This is one reason
why bonds are casually referred to as fixed-income instruments. If you pur-
chase a new 10-year bond at par value, or face value, promising a 6 percent
coupon, you can expect a 6 percent yield or return on the bond based on your
purchase price.

GOVERNMENT BONDS
Just because the bond issuer promises to pay you interest—and to pay
you back in full—does not mean that bonds are risk-free. Far from it. A
company that issues a bond may go belly up before your bond comes due.
Even before that, it may default on its promise and withhold your interest
payments.
The risk that a bond issuer will default is referred to as credit risk.
One type of bond where investors face minimal risk is with federal gov-

ernment debt. This is especially true with Treasury bonds, since they are
backed by the full faith and credit of Uncle Sam. Never has the federal gov-
ernment defaulted on its bonds. Nor will it. This is because Uncle Sam con-
trols the national treasury, and if the government ever gets in a fiscal bind, it
can literally print more money to meet its obligations.
Why does the government issue debt to begin with? For starters, it doesn’t

have shares of ownership to dole out to raise capital, like a corporation does
with stock. More important, the federal government, like American house-
holds, from time to time requires loans to pay its bills. For instance, for years
the government has been running budget deficits, sometimes in the hundreds
of billions of dollars. Those deficits have been financed, in part, by the issu-
ance of Treasury bonds, which allow Uncle Sam to pay his creditors in small
increments over time, rather than all at once. This is akin to households using
credit cards to finance short-term gaps in its household budget. While it’s not
necessarily the best fiscal policy for the government to spend more than it
takes in, it’s often needed.
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One advantage to owning Treasuries over corporate bonds is that income
generated by these bonds is state and local tax free. However, you will still
have to pay federal taxes on Treasuries.
In addition to traditional Treasury bonds there are other flavors of gov-

ernment bonds. For example, there are now inflation-indexed Treasury bonds,
which protect investors from the deleterious effects of inflation (which is de-
fined as the gradual loss of purchasing power of your money over time).
Other bonds that fall under the ‘‘government’’ category include debt issued

not by the Treasury, but by quasigovernment agencies like Freddie Mac or
Fannie Mae, two organizations that purchase mortgages on the secondary
market to boost themortgagemarket. However, there’s a big difference between
these bonds, which are popular among professional investors like mutual fund
managers, and good old-fashioned Treasury debt.While the federal government
helped start FreddieMac andFannieMae to boost home ownership throughout
the country, the government does not technically back these bonds with its full
faith and credit. Unfortunately, many investors assume that Uncle Sam does.

CORPORATE BONDS
Companies also issue bonds to raise capital, when doing so is more cost ef-
fective than issuing more shares of stock. But because corporations can—and
do—go bankrupt from time to time, the level of credit risk associated with
corporate debt is substantially higher than on government bonds. This is why
bond investors often fixate on the credit quality of the companies that issue
this type of debt.
The landscape of corporate bonds can be broken down into two groups: so-

called investment-grade bonds and, at the other end of the spectrum, high-yield
bonds.
Investment-grade bonds are debt issued by companies with strong credit

histories and ratings, as graded by the major credit-rating agencies. Youmight
have heard of the two biggest such agencies: Moody’s and Standard & Poor’s.
An investment grade bond is considered relatively safe, and as a result,
companies that issue these bonds are not typically forced to promise investors
fat yields to attract investments. This goes back to what we were saying
earlier—that the higher the risk, the more the investor is likely to be com-
pensated; the lower the risk, the lower level of compensation required.
High-yield bonds, often referred to as junk bonds, are issued by companies

with poor credit ratings that therefore must make bigger interest payments to
lure risk-averse investors. To reduce some of this credit risk, investors are
often reminded to diversify their holdings of corporate bonds.
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MUNICIPAL BONDS
Municipal bonds are issued by a different form of government—states,
counties, municipalities, local agencies, and school districts—to pay for such
things as construction projects, highways, or basic obligations. But munis,
as they are often called, are not typically grouped in with federal govern-
ment debt. That’s because, unlike Uncle Sam, local and state governments can
pose real credit risks to investors. One need only recall the bankruptcy filing
of Orange County, California, in the early 1990s, due to bad investments
decisions.
To be sure, defaults are rare in the municipal bond world—at least rarer

than in the corporate world. But like corporate bonds, municipal debt tends to
go through cycles. When the economy sours, fears of default rise; when times
are good, those fears abate. As a result of this credit risk, municipal bond
investors must always be mindful of the credit rating of the state or municipal
government whose bonds they are thinking of purchasing.
The muni bond universe can be bifurcated into two general groups: general

obligation bonds and revenue bonds. General obligation bonds are issued
by states, counties, or cities for general purposes. Because they are issued by
governments, which have the authority to raise taxes, there is a perception
that these types of munis are relatively safe. Revenue bonds, on the other
hand, are typically floated by an agency of state or local government for a
specific project. While revenue bond holders are typically paid from the re-
ceipts generated from these projects—like highway or tunnel tolls—there is no
explicit promise that the state or municipality will bail out the bond issuers
should the projects run into financial difficulties.
There’s another reason why muni bonds are classified in a group unto

themselves: From a tax standpoint, many of them are treated beneficially,
relative to other bonds. Muni income is federal tax free. Moreover, if you
invest in a muni bond issued by your home state, interest on that bond is also
likely to be state tax free for residents. This is why muni bonds are often a
favorite investment for investors in high tax brackets, especially in high tax
states.
However, the downside to this favorable tax treatment is that muni bond

yields are actually much lower than interest thrown off by Treasury bonds.
That’s because of their tax advantage.
To figure out whether a muni is more or less attractive relative to ultrasafe

Treasuries, you have to calculate its so-called taxable-equivalent yield. The
formula is simple:

Muni bond yield=(1�Your tax bracket) ¼ Taxable equivalent yield
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Let’s plug some basic numbers into this formula to see how it works. As-
sume that muni bonds are yielding 4 percent. And say you fall in the 33
percent federal tax bracket:

Muni bond yield ¼ 4%

Tax bracket ¼ 0:33

Muni yield (4%)=(1� 0:33) ¼ Taxable equivalent yield

1� 0:33 ¼ 0:67

4=0:67 ¼ 5:97%

This means that if your muni is yielding 4 percent but Treasury bonds are
yielding less than 5.97 percent, it may well be worth it to consider that tax-free
bond. However, if Treasuries are yielding more than that, you may be better off
in safer Treasuries. (Some taxable equivalent yields are presented in Figure 3-4.)

BOND RETURNS
Bonds, like stocks, generate returns for investors in a combination of ways.
First, there is the yield investors earn on the bond’s coupon. Many bond in-
vestors fixate solely on the yield, because this often represents the biggest
source of investment gains for bond investors. But like a stock, bonds can be
traded on the secondary market.
Based on a combination of factors that include the financial health of the

issuer, interest rate trends, inflation trends, and the relative attractiveness of

Fig. 3-4. Municipal Bond Taxable Equivalent Yields.

Figures represent the comparable taxable yield of a municipal bond, compared with Treasury

securities. If your muni bond, for example, is yielding 3 percent, it is the equivalent of a

Treasury yielding 4 percent for an investor in the 25 percent tax bracket.

Your Tax Bracket

Muni Bond

Yield 15% 25% 28% 33% 35%

2% 2.35% 2.67% 2.78% 2.99% 3.08%
3% 3.53% 4.00% 4.17% 4.48% 4.62%
4% 4.71% 5.33% 5.56% 5.97% 6.15%
5% 5.88% 6.67% 6.94% 7.46% 7.69%
6% 7.06% 8.00% 8.33% 8.96% 9.23%
7% 8.24% 9.33% 9.72% 10.45% 10.77%
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alternative investments, the underlying value of a bond that gets traded in the
open market may fluctuate. In this sense, bonds function much like stocks. If
your bond falls in price more than it is yielding, the bond investment could
lose money. If the bond rises in price, those gains can be tacked onto the yield
to give you an even bigger total return (again, total return equals an invest-
ment’s yield plus or minus its price appreciation).
There is one huge difference, though, when it comes to bonds. A bond-

holder can choose to either trade the security in the open market, in which
case he or she would make or lose money based on market trends. Or the
bondholder can elect to hold the loan to maturity, at which point the bond
issuer promises to pay back the investor’s principal value in full. There is no
equivalent concept—or safeguard—to maturity in the stock market.

CREDIT AND INTEREST RATE RISK
We touched upon this earlier, but it’s too important not to talk about at
length. Bond investors face two basic types of risk, which are important to
understand. The first, as we discussed, is credit risk. Again, this simply refers
to the possibility that the bond issuer, despite its promises and best intentions,
may default on its obligations to pay you a certain coupon or to return your
principal back to you at maturity.
The second type of risk bond investors face is called interest rate risk. This

refers to a basic principle of bond investing, which all investors must memorize:
Bond pricesmove in the opposite direction ofmarket interest rates. So, if market
interest rates rise, bond prices will fall. If interest rates fall, bond prices will rise.

Interest rates ~ Bond prices ~

Interest rates ~Bond prices ~

It’s easy to see why. Let’s say you’re holding a Treasury bond yielding
5 percent. Now, assume that since the time you bought the bond, market
interest rates rose dramatically, to the point where new bonds are yielding 7
percent. Why would another investor want to purchase your 5 percent bond
when he or she can simply buy a new one yielding 7 percent? Obviously, he or
she wouldn’t want to, which means that the price of your fixed-income in-
vestment is likely to fall.
Conversely, say you bought that same Treasury bond yielding 5 percent.

But this time imagine that market interest rates have fallen, to the point where
new bonds are yielding only 4 percent. All of a sudden the price of your old,
higher-yielding bond is likely to rise since other investors may want the op-
portunity to earn bigger yields.
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If you plan to hold your individual bond to maturity, you do not have to
worry about interest rate risk, since you won’t be trading your security on the
open market. But if you invest in a bond fund, which has no single maturity
date because it’s a portfolio of hundreds of different securities, you do have to
worry about this form of risk.

DURATION
According to a dictionary definition, the term duration refers to the ‘‘weighted
average of the present values for all cash flows’’ of your fixed income in-
vestments. But while that may be the technical definition, it’s one that most
investors can’t seem to relate to. Who can blame them?
For the purposes of our discussion, duration is simply a measure of the

amount of exposure an investment has to interest rate risk. This is particularly
useful in discussions surrounding bond mutual funds.
Let’s assume you are investing in a bond fund with a duration of five years.

Roughly translated, this means that should interest rates rise 1 percent, the
bond fund is likely to lose about 5 percent of its value. A bond fund with a
higher duration, say seven years, would lose even more under these circum-
stances: 7 percent. On the flip side, should interest rates fall 1 percent, a bond
fund with a seven-year duration would be expected to rise 7 percent in value.
Generally speaking, a bond fund that invests in longer-term maturities

is likely to have a higher duration. The average maturity of bonds in a
short-term bond fund, as can be seen in Figure 3-5, is roughly 2.9 years and its
duration is around two years. Meanwhile, a long-term bond fund’s duration is
more than six years. This means that if you want to reduce your exposure to

Fig. 3-5. Average Durations of Various Types of Bond Funds.*

Category

Average

Maturity

Average

Duration

Long-term general 12.6 years 6.6 years
Intermediate-term general 7.2 years 4.3 years
Short-term general 2.9 years 2.0 years
Ultra-short-term general 2.5 years 1.0 years
Long-term government 13.7 years 10.5 years
Intermediate-term government 6.8 years 3.8 years
Short-term government 3.5 years 2.2 years

*Data through March 31, 2004.

Source: Morningstar
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interest rate risk, you should stick with short-term or ultra-short-term bond
funds, which invest in fixed income securities that mature in about two or three
years or less.

Demystifying Other Terms
MUTUAL FUND
A mutual fund is not a security, but rather, a company that exists solely to
invest in securities such as stocks, bonds, and cash instruments. Hence, funds
are referred to as investment companies. Mutual funds pool their investors’
assets together to create a single, diversified portfolio, of which each investor
owns a particular number of shares (based on how much money they put into
the fund).
Mutual funds come in many flavors. There are stock funds, which invest in

equities; bond funds, which invest in fixed-income securities; and balanced
funds, which invest in a mix of stocks and bonds. These three categories of
funds are referred to by some in the industry as long-term funds.
Within the realm of long-term stock funds, there are general funds that

invest in various industries and sector funds that only invest in certain in-
dustries, like technology, health care, or financial services. There are also in-
ternational stock funds, which only invest overseas, and world stock funds,
which invest primarily overseas but can also invest some portion of their
money in the United States too.
The bond fund universe is generally divided between taxable bond funds and

municipal bond funds. And beyond the realm of long-term funds, there are also
money market mutual funds that invest in money market accounts and other
cash instruments.

INDEXES
An index is a benchmark of sorts that reflects a portion of the stock market
and therefore is used by investors to judge how that segment of the market is
performing. For example, the S&P 500 index is a list of 500 of the biggest
companies in the U.S. market, as determined by Standard & Poor’s. The Dow
Jones Industrial Average is also an index, comprised of 30 of the biggest com-
panies in the U.S. market that reflect the industrial strength of the domestic
economy. In the Dow’s case, companies are added or deleted based on the
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judgments of the editors of theWall Street Journal. Figure 3-6 contains a list of
popular indexes.
Since indexes are supposed to measure the performance of the market, their

composition does not change that often. However, individual stocks in an
index occasionally do get replaced, as when companies get merged, acquired,
or go out of business. It also happens when stocks grow or shrink to the point
where they must be kicked out of one index and be moved into another. This
happens often with small stocks in the Russell 2000 index. As some grow, they
graduate into a bigger-stock index, like the S&P 400 mid-cap index or even the
S&P 500 large-cap index. Indexes are not investments, but rather, yardsticks
by which other investments can be judged.
However, in recent years mutual fund companies have developed funds that

mimic the holdings in these indexes. These so-called index funds, such as the
Vanguard 500 index fund, are investments you can put your money into. It’s a
bit confusing, but you should be aware of this distinction.

EXCHANGES
Often, investors confuse indexes with exchanges. While an index represents a
benchmark bywhich certain segments of themarkets aremeasured, an exchange
is the actual location at which stocks or bonds or other securities are traded.

Fig. 3-6. Examples of Popular Indexes.

Segment of Market Indexes

Large Stocks S&P 500, Russell 1000,
Dow Jones Industrial Average

Total U.S. market Wilshire 5000, Russell 3000, S&P Super 1500
Mid-cap stocks S&P 400, Wilshire MidCap 500
Small-cap stocks S&P 600, Russell 2000
Small- and mid-cap stocks Wilshire 4500, Russell 2500
Foreign stocks (developed) MSCI EAFE index
Emerging markets stocks MSCI Emerging Markets index
Bond market Lehman Brothers Aggregate Bond index
Technology stocks Dow Jones U.S. Technology Sector index
Financial stocks Dow Jones U.S. Financial Sector index
Health care stocks Dow Jones U.S. Healthcare Sector index
Energy stocks Dow Jones U.S. Energy Sector index
Real estate stocks Dow Jones U.S. Real Estate index

PART 1 Getting Ready50



Examples of these are the New York Stock Exchange, which is sometimes re-
ferred to as ‘‘theBigBoard,’’ where some of the leading stocks in theU.S.market
are traded; the Nasdaq National Market, an electronic exchange where some of
the leading technology and growth companies in theUnited States are listed; and
the American Stock Exchange, which has become a leading exchange for trans-
acting so-called exchange traded funds (which we will discuss later in the book).
In addition, there are exchanges that facilitate the trading of bonds, as well

as commodities and financial contracts. You may have heard of these as well:
The New York Board of Trade facilitates trading in commodities such as co-
coa, coffee, cotton, ethanol, and sugar. The Chicago Board Options Exchange
is a leading exchange in futures and options contracts, which are complex
financial instruments used primarily by professionals to hedge their invest-
ment bets. And the Chicago Mercantile Exchange facilitates trading in a wide
range of investments, from currencies such as Eurodollars to commodities like
beef, dairy, fertilizer, and lumber.

COMPOUND INTEREST
If you take anything away from this book, let it be this: There is a time value
of money. The longer you delay spending money and the more time you give
yourself to invest, the more your assets are likely to appreciate—and the
greater the actual appreciation will be. This is a concept that many investors
fail to grasp, because they don’t quite understand the power of compound
interest.
For instance, if you invest $10,000 and it earns 7 percent a year, you will

have earned $700. But this does not mean that if you were to invest for three
years, you’d earn $2,100 ($700 times 3). You’d actually earn a lot more. That’s
because each year you earn that 7 percent, you are growing your pot of
money. So the next year that you earn 7 percent, you will be earning it off a
bigger value. Here’s how it works:

Year One

$10; 000� 7% ¼ $700

$700 profitþ original $10; 000 ¼ $10; 700

Year Two

$10; 700� 7% ¼ $749

$749 profitþ $10; 700 ¼ $11; 449
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Year Three

$11; 449� 7% ¼ $801:43

$801:43 profitþ $11; 449 ¼ $12; 250:43

Since we started out with $10,000 and now have $12,250.43, our three-
year profit is $2,250.43—not $2,100. The tables in Figures 3-7 through 3-10
below show the power of compound interest, over time, under a variety of
scenarios.

Fig. 3-7. Amount You Would Accumulate by Investing a Lump Sum of $10,000.

Interest Rate 10 Years 25 Years 30 Years 40 Years

5% $16,290 $33,865 $43,220 $70,400
7% $19,670 $54,275 $76,125 $149,745
10% $25,940 $108,350 $174,495 $452,590

Fig. 3-8. Amount You Would Accumulate by Investing Lump Sum of $25,000.

Interest Rate 10 Years 25 Years 30 Years 40 Years

5% $40,720 $84,660 $108,050 $176,000
7% $49,180 $135,685 $190,305 $374,360
10% $64,845 $270,865 $436,235 $1,131,480

Fig. 3-9. Amount You Would Accumulate by Investing $50 a Week.

Interest Rate 10 Years 25 Years 30 Years 40 Years

5% $33,750 $129,600 $181,100 $332,400
7% $37,700 $176,550 $266,000 $573,200
10% $44,700 $290,500 $495,600 $1,390,600

Fig. 3-10. Amount You Would Accumulate by Investing $100 a Week.

Interest Rate 10 Years 25 Years 30 Years 40 Years

5% $67,500 $259,100 $362,300 $664,800
7% $75,300 $353,100 $532,100 $1,146,300
10% $89,400 $581,100 $991,200 $2,781,200
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Using a Financial Calculator to Compound Interest

Calculating these figures over one or two years can be done easily by hand.
But when dealing with compound interest calculations over decades, you’re
going to be better off relying on a financial calculator, such as the Hewlett-
Packard 12C. These days, financial calculators can also be found in everything
from your PalmPilot to the Internet. Using a financial calculator is quite
simple. There are essentially five buttons to consider: i, n, pv, pmt, and fv.

i¼ Interest rate
n¼Number of years
pv¼Present value
fv¼Future value

pmt¼Payment

Say you’re dealing with a lump sum investment of $5,000. And let’s assume
that you know the interest rate is 6.4 percent. If you want to know what your
investment will grow to become in 10 years, punch in the following, in this
order on your HP12C:

1. $5,000, then the pv button
2. 6.4, then the i button
3. 10, then the n button
4. Then hit the fv button

The answer will pop up $9,297.93. Actually, on a financial calculator, it will
come up as negative $9,297.93. Disregard the negative sign in front of the
figure—it’s a foible of financial calculators.
You can also use your financial calculator to figure out what rate of return

you will require to reach a certain goal, based on the principles of compound
interest. For example, say your goal is to accumulate $450,000 by the time you
retire. You currently have $105,000 invested in the market, and you know that
you have 20 more years until retirement. Using your financial calculator,
punch in the following, in the following order:

1. � $450,000, then hit the fv button
2. $105,000, then hit the pv button
3. 20, then hit the n button
4. Then hit the i button

The answer is 7.5 percent. This means you will have to construct a portfolio
that can earn at least 7.5 percent a year, on average, over the next 20 years.
(Again, the reason we punched in negative $450,000 was because of that foible
we find in financial calculators).

CHAPTER 3 Language of Investing 53



You can also find out how routine investments over time will grow. Take
a simple example like an annual investment plan. Assume that you invest
$2,000 in the stock market every year. And say you’ve been averaging an-
nual returns of 6 percent. If you were to keep that up for 25 years, how much
would you have? Here, we know the interest rate (6 percent), we know the
number of years (25), and we know that we’re investing $2,000 a year
throughout this period (this is the payment). You can punch in the
following:

1. $2,000, then hit the pmt button
2. 6, then hit the i button
3. 25, then hit the n button
4. Then hit the fv button

The answer is $116,312.77. That’s the power of compound interest.
If you don’t have access to a financial calculator, you can use the

table in Figure 3-11, below. Just make a photocopy of it and keep it near
your desk.
It may be a bit more cumbersome to use the above table than to use a

calculator, since you’d have to keep it around, but these figures can be quite
useful. To calculate how much a certain amount of money will grow at a
certain interest rate over a certain number of years, just multiply the
amount of money you’re working with based on the factors listed in the
table.
For example, if you’re interested in knowing how much $33,000 will be-

come if it earns 9 percent interest over 17 years, go to the table and look up the
factor associated with 9 percent interest and 17 years. It indicates: 4.327633.
So $33,000 multiplied by 4.327633 equals $142,811.89. And if you check with
your financial calculator, you will see that this is indeed what $33,000 grows
into based on these compound interest assumptions.

Final Thoughts
Confused yet? Don’t worry. You’ll have plenty of time to familiarize yourself
with these terms and concepts as you read along. The purpose of this chapter
was not to become an expert on any of these issues, but to get your feet wet.
One of the difficulties of demystifying investing is that the world of stocks and
bonds has its own quirky language. Hopefully, this chapter served as a cheat
sheet of sorts to breaking the code. Feel free to refer back to this chapter as
you get further along in the book.
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Fig. 3-11. Compound Interest Factors—Growth of $1.

This table will help you calculate how much your investments will grow over time, assuming a particular rate of return and a set number of

years. For example, say you wanted to figure out what a $10,000 investment would grow into if it earned 7 percent a year for 10 years. Go to

the box that sits at the intersection of 10 years and 7 percent interest. The figure is 1.967151, and the answer is $19,671.51.

Interest Rates

Yrs 1% 2% 3% 4% 5% 6% 7% 8% 9% 10%

1 1.010000 1.020000 1.030000 1.040000 1.050000 1.060000 1.070000 1.080000 1.090000 1.100000
2 1.020100 1.040400 1.060900 1.081600 1.102500 1.123600 1.144900 1.166400 1.188100 1.210000
3 1.030301 1.061208 1.092727 1.124864 1.157625 1.191016 1.225043 1.259712 1.295029 1.331000
4 1.040604 1.082432 1.125509 1.169859 1.215506 1.262477 1.310796 1.360489 1.411582 1.464100
5 1.051010 1.104081 1.159274 1.216653 1.276282 1.338226 1.402552 1.469328 1.538624 1.610510
6 1.061520 1.126162 1.194052 1.265319 1.340096 1.418519 1.500730 1.586874 1.677100 1.771561
7 1.072135 1.148686 1.229874 1.315932 1.407100 1.503630 1.605781 1.713824 1.828039 1.948717
8 1.082857 1.171659 1.266770 1.368569 1.477455 1.593848 1.718186 1.850930 1.992563 2.143589
9 1.093685 1.195093 1.304773 1.423312 1.551328 1.689479 1.838459 1.999005 2.171893 2.357948
10 1.104622 1.218994 1.343916 1.480244 1.628895 1.790848 1.967151 2.158925 2.367364 2.593742
11 1.115668 1.243374 1.384234 1.539454 1.710339 1.898299 2.104852 2.331639 2.580426 2.853117
12 1.126825 1.268242 1.425761 1.601032 1.795856 2.012196 2.252192 2.518170 2.812665 3.138428
13 1.138093 1.293607 1.468534 1.665074 1.885649 2.132928 2.409845 2.719624 3.065805 3.452271
14 1.149474 1.319479 1.512590 1.731676 1.979932 2.260904 2.578534 2.937194 3.341727 3.797498
15 1.160969 1.345868 1.557967 1.800944 2.078928 2.396558 2.759032 3.172169 3.642482 4.177248
16 1.172579 1.372786 1.604706 1.872981 2.182875 2.540352 2.952164 3.425943 3.970306 4.594970
17 1.184304 1.400241 1.652848 1.947900 2.292018 2.692773 3.158815 3.700018 4.327633 5.054470
18 1.196147 1.428246 1.702433 2.025817 2.406619 2.854339 3.379932 3.996019 4.717120 5.559917
19 1.208109 1.456811 1.753506 2.106849 2.526950 3.025600 3.616528 4.315701 5.141661 6.115909
20 1.220190 1.485947 1.806111 2.191123 2.653298 3.207135 3.869684 4.660957 5.604411 6.727500
21 1.232392 1.515666 1.860295 2.278768 2.785963 3.399564 4.140562 5.033834 6.108808 7.400250
22 1.244716 1.545980 1.916103 2.369919 2.925261 3.603537 4.430402 5.436540 6.658600 8.140275
23 1.257163 1.576899 1.973587 2.464716 3.071524 3.819750 4.740530 5.871464 7.257874 8.954302
24 1.269735 1.608437 2.032784 2.563304 3.225100 4.048935 5.072367 6.341181 7.911083 9.849733
25 1.282432 1.640606 2.093778 2.665836 3.386355 4.291871 5.427433 6.848475 8.623081 10.834706
26 1.295256 1.673418 2.156591 2.772470 3.555673 4.549383 5.807353 7.396353 9.399158 11.918177
27 1.308209 1.706886 2.221289 2.883369 3.733456 4.822346 6.213868 7.988061 10.245082 13.109994
28 1.321291 1.741024 2.287928 2.998703 3.920129 5.111687 6.648838 8.627106 11.167140 14.420994
29 1.334504 1.775845 2.356566 3.118651 4.116136 5.418388 7.114257 9.317275 12.172182 15.863093
30 1.347849 1.811362 2.427262 3.243398 4.321942 5.743491 7.612255 10.062657 13.267678 17.449402
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Quiz for Chapter 3
1. How does a common stock differ from a preferred stock?

a. Preferred stock represents partial ownership of a company.
b. Common stock investors are paid bigger dividends by the company.
c. Preferred stock holders enjoy preferential status when it comes to

making claims against a company if it files for bankruptcy.

2. What is a dividend payment?
a. Aportionof the company’s revenues returned topreferred stockholders
b. A fee that stockholders pay to brokerage firms
c. A portion of the company’s earnings returned to stockholders

3. A company with a market capitalization of $9.5 billion and with 475
million shares of stock outstanding is trading at what price per share?
a. $20
b. $5
c. $19.50

4. Let’s say you buy a stock at $37 a share. Its price then falls to $32, then
pops back up to $43.50, at which point you sell. How much capital
appreciation did you enjoy in this investment?
a. 17.6 percent
b. 35.9 percent
c. 15.6 percent

5. Assume you purchased a stock at $12.75 a share and it falls to $9.50, at
which point you sell. You would have lost . . .
a. 25.5 percent on your investment
b. 34.2 percent on your investment
c. 74.5 percent on your investment

6. If an investment’s beta is said to be 1.27, it is . . .
a. 127 percent more volatile than the S&P 500 index of blue chip stocks
b. 27 percent more volatile than the S&P index of blue chip stocks
c. 2.7 times its category average

7. When market interest rates rise, the value of older bonds in your
portfolio will . . .
a. Rise, since you’re being paid a higher interest rate
b. Stay the same, since bonds are not traded in the openmarket like stocks
c. Fall, since the value of older bonds with lower interest rates will

decline
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8. If a municipal bond is yielding 3.75 percent, and I am in the 33 percent
tax bracket, what is the taxable equivalent yield for this bond?
a. 5.60 percent
b. 11.36 percent
c. 4.99 percent

9. If a bond fund has a duration of 4, its value will potentially do what if
market interest rates rise 1 percentage point?
a. Fall 1 percent
b. Rise 4 percent
c. Fall 4 percent

10. If you invested $1,500 every year for the next 20 years and earned 7.5
percent a year on your money, how much would you have at the end of
this period?
a. $69,800
b. $6,370
c. $23,250
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CHAPTER
4

What Kind of Investor
Are You?

There is no single right way to invest. If someone tells you there is, it’s just
wishful thinking.
Consider the two richest men in the world, Warren Buffett and Bill Gates.

Buffett, known as the Sage of Omaha for his stock-picking prowess, built his
fortune by putting his money into a multitude of different companies in
various industries—and in various ways. In some cases, his investment com-
pany, Berkshire Hathaway, owns businesses outright. These are firms like the
insurer Geico, the paint manufacturer BenjaminMoore, or the fast-food chain
Dairy Queen. Though Buffett is most closely associated with the insurance
business, he also owns companies in the furniture, jewelry, confectionery,
publishing, clothing, and private transportation industries.
In other cases, Berkshire doesn’t own an entire company, but invests in the

common stock of publicly traded companies. These firms also run the gamut
of different industries. His well-publicized holdings include stakes in blue-chip
leaders like American Express, Coca-Cola, Gillette, and the Washington Post
Co. But he doesn’t stick exclusively to large capitalization stocks. In still other
cases, Buffett invests in shares of smaller, more obscure companies that he
thinks can grow, if given time. This mix-and-match, hodge-podge strategy has
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allowed Buffett to become one of the world’s richest men. This plain-spoken,
homespun man is consistently ranked the second wealthiest person in the
world by Forbes magazine, with more than $40 billion in personal wealth.
Then there’s Bill Gates, founder of the software giantMicrosoft Corp., who

is consistently ranked the number one richest man in the world. Like Buffett,
Gates is knownas oneof the smartestmen inbusiness, havingbuilt a fortune for
the ages. But Gates amassed his wealth in a decidedly different manner than
Buffett, whom, interestingly enough, Gates counts as a mentor and friend.
First and foremost, Gates is a classic entrepreneur, having dropped out of

Harvard to start his own business. In fact, he helped found an industry—
software. For years his company, which became the world’s largest software
concern and one of the biggest corporations in history, was Gates’s sole source
of wealth. It not only represented the main source of his income, it was vir-
tually the sum total of his investment portfolio.
As the shares of Microsoft doubled in value and doubled once more, and

again and again, Gates’s personal stake in the business propelled him to his
station as this generation’s Andrew Carnegie. While Gates has since gone on
to become a first-class investor in other companies—for instance, he has built
himself a reputation for investing in biotechnology start-ups—his wealth still
by and large rides with the fortunes of his company.
The different paths that Gates and Buffett took to investment success—the

former through one big idea that turned into a whale of investment success,
the latter through a lot of good little ideas—is common to Wall Street. If you
looked at the most successful stock mutual funds between 1994 and 2004, you
would find something interesting: Among the absolute best performers during

Fig. 4-1. Best-Performing Funds, 1994–2004.*

Fund Name Category

10-Year

Annualized Return

Calamos Growth Mid-cap growth 21.9%
Vanguard Health Care Health care sector 21.0%
Meridian Value Mid-cap blend 19.6%
Wasatch Core Growth Small-cap growth 18.8%
Bruce Fund Balanced 18.7%
Fidelity Select Electronics Technology sector 18.6%
Legg Mason Value Large-cap blend 18.4%
Fidelity Select Insurance Financial sector 18.3%
FPA Capital Small-cap value 18.0%

*Data as of March 31, 2004.

Source: Morningstar
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this 10-year stretch, based on total returns, was amid-cap stock fund, a health-
care fund, a small-cap stock fund, a technology-oriented portfolio, a couple of
funds that focused on stocks in the financial services sector, a blue-chip stock
fund, and what’s known as a balanced fund, which is a portfolio that invests in
a mix of stocks and bonds. It’s all over the map (see Figure 4-1 on page 59).
This is yet another reason why it’s good to diversify your portfolio—so that

your odds of finding these hidden gems improve. It also goes to prove that you
can find many paths to investment success, just as you can find many ways to
go broke.

Deciding Who You Are
The single biggest challenge for new investors, then, is to find a strategy that
not only provides decent odds for success, but that suits their sensibilities. If
you have no stomach for risk and like the stability of knowing that you’ll earn
a set amount of dividend income every quarter, for instance, then placing your
bets on risky start-ups in the volatile technology sector may not be your best
move. Not only do technology stocks rarely pay out dividends, their price can
often fluctuate violently. Even if the tech stocks you end up picking do well,
what are the odds that you’d have the stomach to ride the ups and downs?
The next biggest hurdle: finding sufficient fortitude to stick to a philosophy,

even when things start to look bleak.
The history of investments is replete with good ideas that at some point or

another ran into difficulties. At the turn of the twenty-first century, for ex-
ample, the housing market was booming as interest rates fell to lows not seen
for decades. But only a decade before that some real estate investors were
scrambling to unload their properties amidst major downturns in the econ-
omies of big cities like New York and Los Angeles.
When it comes to stocks, pick any major success story and you’ll find pe-

riods of severe underperformance. Microsoft used to be considered a ‘‘can’t –
miss’’ stock. But between 1998 and 2004 its stock went nowhere. Well, sort of.
It went way up, and then way down, and then sputtered in between, in what’s
referred to as a trading range, meaning its share price seems stuck in a rut. Dell
Computer is widely regarded as one of the best run companies in the world.
But people often forget that in the early 1990s, when the computer industry
was just getting going, Dell suffered through several missteps and its share
price was beaten down as a result.
No investment strategy will work if investors give up midway into im-

plementation. It’s akin to flipping a coin 100 times and seeing it come up heads
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every time. You know that at some point the laws of probability will kick in
and your coin will come up tails, at least a few times. But if you give up after
the hundredth toss, you’ll never see the laws of probability work their magic.
The same goes for investing.

Be True to Yourself
In addition to knowing who you are and having fortitude, there is a third big
challenge that all of us face in the stock, bond, and real estate markets, though
it’s one that few people talk about often. It involves not only being patient
with your approach to investing, but consistent all the way through.
The process of investing is like writing a good novel. Like good literature, a

good investing planhas a solidbeginning,middle, and end. In investing, there are
three distinct periods of owning any asset: buying it, holding it, and selling it.
No investment strategy can be deemed successful until the asset is even-

tually sold and the profits are booked. To be sure, it may appear as if you’re
on the right track. You may have built up hundreds of thousands of dollars
in paper profits based on where your investment is trading at today. But
until you actually realize those gains by selling the security, it’s all hypo-
thetical. That means it’s just as important to be good at selling stocks as
buying them.
Take a look at the primary reasons stock pickers sell stocks in Figure 4-2.

When it comes to selling, it is still important to be true to your philosophy. If
the reason you bought a stock was because you considered it underpriced,
then why sell it if you still think it’s cheap? Wasn’t the whole point of buying
it because eventually you think other investors will realize the company’s
potential? If you wanted to be truly consistent with this philosophy, why not
sell when you think the stock becomes overpriced?

Fig. 4-2. Primary Reasons Stock Pickers Sell Stock.

This study reflects the favored reasons for selling stocks among institutional money managers

surveyed between 2000 and 2002.

Fundamentals are deteriorating 46%
Stock is overvalued 37%
Stock has hit a preset target price 14%
Other stocks look more attractive 2%
Stock has fallen X% 1%

Source: ‘‘Sell Discipline and Institutional Money Management,’’ Journal of Portfolio Management, Spring

2004
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Similarly, if the reason you bought a stock was because you felt its earnings
would grow faster than those of its peers, then sell it when it stops growing
that fast. Don’t hang onto the stock as the earnings slow.
The same level of consistency is important in other avenues of investing.

Let’s say you bought a second home because you felt the tax laws were ben-
eficial to such a holding. What would you do if Congress all of a sudden
changed those laws? Some might consider hanging on to the investment for
sentimental reasons. But emotions and sentiment are typically what get in-
vestors into trouble. Logic and consistency are important for keeping you on
the right path, no matter which trail you chose to begin with.
So, now that we understand that, what kind of investor are you?

Do-It-Yourself vs. Using an Advisor
It used to be that investors divided themselves into two distinct camps. On the
one hand there were traditional, old-fashioned investors who were largely ex-
perienced in the ways ofWall Street. Like their parents before them, they relied
on brokers, tax accountants, financial planners, and estate attorneys to help
them formulate their investment approaches. This group consisted largely of
the ‘‘monied’’ class, who inherited not only their portfolios, but longstanding
tieswith brokerage firms likeMerrill Lynch, J.P.Morgan, andGoldmanSachs.
On the other side of the fence were relatively new investors, many of whom

did not have such ties to full-service advisors. These were also independent-
minded Baby Boomers and Gen Xers, who unlike their parents’ generation
felt more comfortable handling the major decisions concerning their stock and
bond portfolios. For a while in the late 1990s this was not only fun, it was
rewarding. These do-it-yourself investors who executed their trades through
online brokerages like Charles Schwab, E*TRADE, and Ameritrade, were
less interested in advice and more interested in costs and control.
Which camp would you place yourself in? Ask yourself the following, and

the answer should start to become self-evident:

� Do you videotape CNBC during the day so you can watch the whole
day’s broadcast after work?

� Do you consider Alan Greenspan to be as much of a celebrity as Jennifer
Lopez?

� Do you harass your human resources department to add additional
mutual funds to your 401(k) plan?

� Do you subscribe to multiple investing newsletters?
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� Do you strap a Hewlett Packard 12c financial calculator to your belt
instead of a cell phone?

If you answered yes to more than one of these questions, chances are you’re
a do-it-yourselfer. Or at the very least you’re inclined to want to invest money
on your own.
But the reality is, do-it-yourself investing is hard. And the dirty little secret

of the 1990s was that many do-it-yourself investors never really did everything
themselves. For it was shown, after the fact, that many investors who pro-
claimed to be do-it-yourselfers were actually getting some professional advice
on the side.
Mutual fund industry figures tell the story. While many regarded the late

’90s as the era of do-it-yourself investing, the fact is, the percentage of fund
investors who picked no-load funds on their own diminished during this
period. In 1990 nearly a quarter of all fund shares were sold directly—without
a financial advisor’s recommendation. By 2003 this figure dropped to just 13
percent, as a greater percentage of us sought financial advice (Figure 4-3).
It’s not surprising. Consider all the decisions an investor has to make: They

range from investment selection (which specific stocks, bonds, or real estate
holdings to buy) to asset allocation (how much money should I put in each
investment) to asset location (which accounts should those investments be held
in) to sell decisions (which stocks, bonds, and real estate holdings to sell—and
how much).

Fig. 4-3. Market Share of No-Load Stock and Bond Funds.

As this chart indicates, no-load funds, which hold a minority of mutual fund assets, have seen

their market share dwindle throughout the 1990s.

Source: Investment Company Institute
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To ensure that you are indeed a do-it-yourself investor, ask yourself:

� Do I have the time—and interest—to consistently review all my
financial goals and needs? This is likely to take at least an hour or
even more every day. This involves sitting down with your entire family
to assess plans for your children’s college fund, your own retirement,
and, more than likely these days, your parents’ needs in old age.

� Do I feel confident enough about my knowledge of stocks, bonds, and
real estate to know which investment options are the most appropriate
to meet my goals?

� If not, do I have the time—and interest—to learn?
� Do I have the time—and interest—to research specific investments?
� Do I know when to invest in certain assets? It’s not good enough to

know to buy 100 shares of Microsoft. If you’re doing everything on your
own, you’ll also have to determine when the best time to be purchasing
100 shares of Microsoft is.

� And finally, do I have the time—and interest—to execute my plan, which
includes making periodic adjustments to my strategy as circumstances
change?

Not surprisingly, the majority of investors seek help in one way or another.
This assistance may come through a financial advisor who oversees your entire
portfolio. It may come in the form of a broker, who only helps you with your
stock or bond portfolios. It may come through a financial Web site that only
helps you deal with your 401(k). These days, there are myriad online advisory
services, such as the four listed in Figure 4-4, that seek to assist novice investors
or to help time-strapped investors deal with the headache of managing their
investments while they’re also managing their careers and personal lives.
Increasingly, investors are inclined to do a little bit of both—that is, invest a

portion of their assets on their own, while handing the rest of their money over
to aprofessional to oversee.But if youplanonbeingboth ado-it-yourselfer and
an advice seeker, be careful. Make sure that what you’re doing on your own
jibes with what your advisor is doing with your overall financial plan.

Fig. 4-4. Sources for Online Investing Advice.

Company Web Site

Financial Engines www.financialengines.com
Morningstar Associates www.morningstar.com
Scarborough Group www.401kadvice.com
Advice by Ibbotson www.ibbotson.com
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A MIX AND MATCH PROBLEM
Here’s a classic example of what can go wrong by mixing and matching do-it-
yourself techniques with an advisor’s comprehensive financial plan:
Say you hire a financial planner who determines that the best approach to

managing your money is to invest 60 percent of your assets in stocks and 40
percent in bonds. And within your equity allocation, he has you in a mix that’s
80 percent large-cap stocks and 20 percent small caps.
But on your own you decide to switch out of the Fidelity Balanced fund in

your 401(k) and to shift the money into Fidelity Low-Priced Stock fund,
which is a well-known small-capitalization stock fund. In so doing, you make
a switch that you feel comfortable with. But this tweaks your overall asset
allocation. You now have only 65 percent of your stock holdings in large
stocks and 35 percent in small. And because Fidelity Balanced invests in a mix
of blue-chip stocks and bonds, your stock and bond mix goes from 60 percent
equities/40 percent fixed income to 75 percent stocks/25 percent bonds. While
this may not sound like a radical departure, it may have thrown your advisor’s
plans way off course.
So if you do plan on mixing and matching approaches, make sure you keep

your advisor fully informed of all of your decisions.

Value vs. Growth
There is another big division in the world of investing, this one between the
value and growth schools of investing. The distinctions between them are easy
to describe. They can be summed up as the difference between investors who
seek to remain true to the old investing adage, ‘‘Buy low and sell high,’’ and
those who are willing to buy at any price so long as they think they can sell it at
an even higher level.
Value investors are bargain-basement shoppers. They care most about

price, and less about quality. In fact, the merchandise can be scratched,
dented, crushed, or defective in any number of ways. So long as the price is
right, they’ll take it. The philosophy of value investors is to buy stocks, bonds,
or real estate that’s trading at a price below what the actual asset is worth,
even if that asset doesn’t seem attractive right now.
Value investors may not even care why a stock is trading below its intrinsic

value. The fall in price may have been caused by a mistake on the part of
management. It may have been due to the arrival of a new competitor that’s
cutting in on the underlying company’s earnings. It may be a mistake. Wall
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Street may have simply miscalculated the strengths and weaknesses of the
company. It doesn’t matter, so long as the value investor believes that over
time the mistake will be rectified, and that over time the price will reflect the
true value of the asset.
Because the types of assets that value investors put their money in may

require time to repair themselves, value investors are typically willing to wait,
sometimes for years, if not decades. Investing legends such as Warren Buffett
and Benjamin Graham are among history’s greatest value investors.
If value investors are the equivalent of building contractors who buy old

housing stock, renovate it, wait, and sell it at a steep price down the road,
growth investors are home buyers who want a property that’s ready to move
into today.
Growth investors are all about performance. They care about which stocks,

in a universe of tens of thousands, are exhibiting the greatest levels of profit
growth. Growth investors believe in another old investing adage: ‘‘Stock
prices eventually reflect earnings.’’ This is why they care most about earnings
and less about price, since they believe that over time, higher earnings will
push stock prices up.
To study an investment’s earnings potential, a growth investor will often

look both backward and forward. If dealing with equities, he or she will
consider the historic earnings and revenue growth rates of a company. Then
these investors will not only compare that to the earnings of the company’s
competitors, but also to the sector and broad stock market. Often, they will
also consider a company’s revenue growth. Revenue, or sales, reflects the abil-
ity of a company to attract customers. Earnings reflect the company’s ability
to take those sales and maximize profit generation.
In addition to growth and value investors, you will also hear terms ‘‘growth

stocks’’ and ‘‘value stocks.’’ The simple definition is that a growth stock is one
that appeals to growth investors while a value stock appeals to value-oriented
shareholders.
Another definition is that growth stocks are shares of companies that are

growing their earnings (and to a lesser extent their sales) faster than the broad
stock market. Historically, earnings for companies in the S&P 500 index have
grownaround 7 percent a year. So shares of companieswith long-term earnings
growth rates in the high single digits and low double digits are likely to be
considered growth stocks.
Value stocks, on the other hand, are typically thought of as shares of

companies whose valuations—their price-to-earnings or price-to-book ratios—
are lower than the broad stock market. Since the long-term historic P/E ratio
of the S&P 500 is roughly 15, stocks trading at 15 times their earnings or below
are often thought of as value.
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It may be helpful to know that Standard & Poor’s and other firms that run
stock indexes have recently created separate indexes that track growth stocks
and value shares. For instance, in addition to the S&P 500 stock index, there
are the S&P 500/Barra Growth index and the S&P 500/Barra Value index.
There are similar growth and value indices for the S&P 400 mid-cap stock
index and the S&P 500 small-cap index. The Russell family of indexes—you’re
probably most familiar with the Russell 2000 index of small stocks—does
something similar. In the case of the S&P indexes, the world of stocks is
broken into two equally sized groups, based on their valuation levels. Those
trading at below-average valuations are considered value stocks; those trading
at above-average valuations are considered growth.

Active vs. Passive
The terms ‘‘active’’ and ‘‘passive investing’’ are mostly used in the world of
mutual funds. An actively managed fund is a traditional portfolio that’s man-
aged by a professional stock picker who buys and sells securities as he or she sees
fit, based on the parameters set by the fund. In the universe of more than 16,000
mutual funds, about 95 percent are classified as actively managed portfolios,
according to the mutual fund tracking service Morningstar.
A passively managed fund, on the other hand, isn’t really managed in

traditional sense. These are so-called index funds. Unlike an actively managed
fund, index funds are not led by stock pickers. While they do have managers
who oversee them, index funds simply try to mirror the basic stock and bond
market indexes that already exist, in an attempt to give their investors a taste
of the entire market.
In an S&P 500 index fund, for example, the fund will simply buy and

hold all of the 500 stocks that comprise the index, and will hold them
in proportionate weightings, based on what percent of the index they rep-
resent. When S&P routinely kicks out one or two companies from the in-
dex and replaces them (perhaps because an existing company was acquired
in a merger), then the index fund will mirror that move by removing that
investment from its holdings and replacing it with the new stock or bond in
the index.
Jack Bogle, founder of the mutual fund giant Vanguard Group, and a

tireless advocate for shareholder rights, has described the difference between
actively managed funds and passively managed funds this way: Active fund
managers seek to find those needles in the haystack that lead to outsized re-
sults; passively managed index funds simply buy the whole haystack.
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By definition, then, an index fund investor can only obtain average results.
That’s because by buying an index fund, they are buying the whole stock
market—and their performance will be the mathematical average of the
performance of all those shares.
So why would a person want to be just average, by going with a passively

run fund? While it’s true that the fund industry has produced some fantastic
stock pickers—people like Peter Lynch, formerly of Fidelity Magellan, or Bill
Miller, manager of the Legg Mason Value fund, who beat the S&P 500 14
straight years between 1991 and 2004—the fact of the matter is, the majority
end up underperforming the averages over time. For example, over the past 15
years throughMarch 31, 2004, the average domestic stock fund has trailed the
S&P 500 index. In fact, over the past 15 years, less than a third of all domestic
stock funds have outperformed the Vanguard 500 index, the largest and most
popular index fund, which simply mirrors the S&P 500. And over longer
periods of time, as Figures 4-5 and 4-6 show, the average gains earned in an
actively managed fund trail the potential gains of simply investing in a broad
stock market index. So, being average doesn’t seem so bad.
So, your choice is clear: Do you seek to outperform the markets by taking a

chance on an actively managed fund? Or do you settle for the averages and go
with an index strategy? The former has a big upside and a big downside. In the
case of the latter, you hedge your risks by owning a share of a broad swath of

Fig. 4-5. Index versus Actively Managed Stock Funds (1950–1999).

This chart illustrates the growth of $1,000 invested in the S&P 500 versus actively managed

stock funds between 1950 and 1999. Clearly, the low costs and low turnover of index funds has

given them a distinct advantage over the past half century.

Source: Vanguard; The Bogle Financial Markets Research Center
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stocks. But at the same time, you run the risk of missing out on potentially big
gains. The odds say it’s safer to go with an index approach. But not all in-
vestors like to settle for being average.

Buy and Hold vs. Pick and Roll
Are you the type of consumer who waits patiently for sales, even if they don’t
come around for months or years at a stretch? Do you hang onto antiques or
memorabilia for years, allowing them to gather dust in the attic, in hopes that
someday someone will want what you have?
If the answer is yes, then chances are, you’re a buy and hold investor. Buy

and hold is exactly what the name describes: someone who is willing to hang
onto stocks, bonds, or real estate properties for years, even if they don’t ini-
tially rise in value, so that they can sell them at a higher price down the road.
There was a time, not so long ago, when the majority of investors classi-

fied themselves as buy and holders. A few decades ago the average holding
period (a fancy term for how long someone hangs onto an investment before
selling) for a mutual fund investor was 20 years. That meant many of us in-
vested in our funds for a generation, developing a loyalty to the fund and
giving the manager time to do his or her work. In other words, we worried

Fig. 4-6. The Index vs. Actively Managed Stock Funds (1950–1999).

This chart indicates annualized rates of returns of the S&P 500 versus actively managed stock

funds between 1950 and 1999.

Source: Vanguard; The Bogle Financial Markets Research Center
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more about long-term gains than short-term fluctuations in our portfolios.
Today, the average holding period is below three years.
The same is true for stock fund managers. A generation ago the average

domestic stock fund had a turnover rate of around 30 percent. Turnover refers
to the speed with which a fund manager sells out of all his holdings. A
turnover rate of 100 percent means the fund is likely to replace all of its stocks
in one year. A turnover rate of 33 percent means it may take more than three
years for a fund to turn over all of its investments. Today, the average turn-
over rate for a stock fund is around 113 percent. (You can look up a fund’s
turnover rate and other statistics on www.morningstar.com.)
More and more, investors have become pick and rollers. This simply means

that this group of investors is willing to sell out of an investment quickly if:
(a) bad things start to happen; (b) its price falls sharply, say, 10 percent or more;
(c) its price rises sufficiently to book a quick profit; or (d) a better investment
comes along. In the heyday of the late 1990s Internet investing craze, day traders,
who sold stockwithinminutes of buying in order to book intrahour profits, were
the icons of this philosophy of investing. Today there are more moderate ex-
amples of pick and rollers, such as swing traders, a more reformed version of day
traders who hang onto stocks for days and weeks before flipping out.
While a buy and holder is willing to ride out short-term troubles, pick and

rollers would rather cut their losses soon and move on to better choices. While
buy and holders consider pick and rollers to be impatient, if not irresponsible,
pick and rollers think their strategy makes a lot of sense. Why hang onto a
stock for 10 years if you see something better to invest in now?Why hang onto
an investment that’s simply treading water for decades at a time? Why sit on
dead money? Why not take that money and invest it elsewhere in something
that is working?
Buy and holders would say such a strategy triggers capital gains taxes and

brokerage commissions sooner rather than later. A pick and roller, on the
other hand, would argue that these taxes and fees can be overcome by making
better underlying investments. Political correctness says it’s important to buy
and hold. But even though conventional wisdom says buy and hold is the way
to go, the majority of investors don’t really practice buy and hold investing
anymore.
Historical odds say it’s harder to pick and roll, on average, than to buy and

hold. For starters, by turning over your portfolio frequently with a pick and
roll strategy, you create transactional costs such as brokerage commissions
and fees (which we will address in greater detail later in the book). These costs
make it that much harder for an active investor to beat the averages.
Moreover, it is difficult to time the market perfectly. Long-term studies

of the performance of mutual fund investors would seem to bear this out.
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The financial research firm Dalbar studied the performance of fund investors
(not mutual funds themselves) between January 1984 and December 2002
(Figure 4-7). It found that as a result of poor market timing decisions, the
typical fund investor earned only 2.6 percent a year on average during this
tremendous bull market period. By comparison, the S&P 500 rose 12.2 per-
cent. Why did fund investors perform so poorly? Because many picked the
wrong funds and rolled into and out of them at the worst possible times.
Again, this is not to say that you can’t do well with this strategy. But the odds
of success are low.

Fundamental vs. Technical
The terms fundamental analysis and technical analysis refer to different ways in
which people choose to research the investments they intend to put their
money into. Perhaps the best way to describe the two approaches is with an
analogy of shopping for a car.
Like all buyers, fundamentally oriented investors and technical investors

are both looking for good deals. And at the end of the day, they are both
interested in the potential resale value of their asset. They both realize that the
only way to make a profit on their investment is if someone else is willing to

Fig. 4-7. Hazards of Picking and Rolling, 1984–2004.

This chart shows the annualized returns earned by stock fund investors between January 1984

and December 2002. Due to poor timing decisions, average stock fund investors have not only

badly trailed the S&P 500, they have not even kept up with the historic rate of inflation.

Source: Dalbar
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pay a higher price for the asset than they themselves initially purchased it for.
But there are competing schools of thought when it comes to determining
ways to gauge when investments are good bets.
A fundamental investor will literally kick the tires—and check under the

hood to see if there are any problems with the vehicle’s engine. To determine the
investment’s strengths and weaknesses, this type of investor will pore over
the company’s financial statements, which includes its balance sheet (outlin-
ing the company’s assets and its liabilities), income statement (revenues coming
in and costs going out), and the statement of cash flows (which tracks the flow of
money into and out of the company’s coffers). They will pay particularly close
attention to the investment’s engines,which in the case of stocks is the company’s
earnings and earnings potential. At the end of the day, the stock will be chosen
based on the merits. In our analogy, an investor will buy it if he or she thinks the
car’s strengths are worth the price tag and pass if the price tag is too high.
Technical analysis, on the other hand, focuses less on the car itself than on

external trends, such as how other investors regard the car.
Followers of technical analysis recognize that trends in the market re-

peat themselves over time, and as a result, that stock market trends can be
spotted—and therefore predicted—if investors learn how to read patterns that
form in stock market charts. Instead of spending all day researching a com-
pany’s books or competition, a technician, as they’re sometimes called, might
study patterns that form in the routine trading of that stock. They will literally
see if they can spot shapes in the price charts of a given stock or stock index.
For instance, someonemight look at a stock’s recent trading pattern and see

the outline of what looks like the letter W. This is referred to as a ‘‘double
bottom,’’ since it reflects shares falling in a short period of time, recovering,
then falling some more, and then rising some more. In other cases, a techni-
cian might look at a stock chart and see what looks like the shape of a person’s
head and shoulders. Or, the pattern might be described as a cup with handle.
This is no joke.
The point of this exercise is not to read charts like a palm reader reads

palms, but to use these classic patterns to gauge the psychology of investors
who are buying and selling a security. By reading and interpreting chart
patterns, technical analysis tries to determine if other investors are more or
less likely to buy or sell the stock in the future.
Take the classic W pattern. Technicians consider this a bullish indicator for a

stock since the pattern reflects the fact that as a stock begins to fall, investors are
stepping in to create a floor for the share price. This forms the left-hand side of
theW. But then something else happens. As the stock’s price begins to rise again,
many investors start to sell again, just as the stock comes back up to their
original purchase price. Academic research indicates that some investors often
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hang onto money-losing stocks not because they are bullish, but because they
loathe the thought of selling at a loss. So, if a stock begins to rally, they will sell
into the rally once they realize they can recoup their original investments.
Once these wishy-washy sellers are wrung out of the market, a second floor

might emerge, and the genuinely bullish investors will hopefully step in,
sending the stock up again, forming the final leg of the W. Technical analysts
would see the W formation as a sign that this security is ready to rise further,
or break to the upside, as they might say.

Trading volume is considered another key variable for technical investors
to consider, since it speaks to the conviction that other investors have about
current trends in the market. An upward rise in a stock, in conjunction with
greater-than-usual trading volume, would indicate the strength of attitude
among traders. An upward rise met with tepid trading volume might indicate
that a certain trend is not strong enough to form a trend.
Another tool that technical investors often rely on is whether a stock is

trading above or below its historic moving average. Some rely on a 50-day
moving average, while others rely on 100-day or 200-day moving averages.
Calculating these moving averages is simple: Add up the closing prices of the
S&P 500, for example, for the past 50 days and divide by 50. Many financial
Web sites that offer charting capabilities, such www.bigcharts.com, will in-
dicate a stock’s moving average for you. Typically, it is considered a bearish
sign for a security if its price falls below 50- or 100-day moving averages.
Conversely, it’s considered bullish when a stock breaks out above its historic
moving averages.
So, continuingwith our car shopping analogy, a technical investor will focus

less on the engine and brakes of the car andmore on the emotional attachment
that other would-be buyers may have on the vehicle. The technical investor
realizes that while earnings and sales growth drive the health of a company
over the long term, the psychological feelings that other investors have—or
don’t have—for that vehicle will influence how the market set its price too.
Various characteristics that separate fundamental and technical investors

are listed in the above figure. It can be said that fundamental investors care
about profits, profit margins, and sales trends, because at the end of the day
earnings correlate with stock price. The technical analyst, on the other hand,
cares about the supply-and-demand relationship of an investment. Techni-
cians believe that a stock is like any other product in demand. There are a
limited number of shares for that stock that float in the open market. So
depending on how strong or weak demand is for that limited supply, you can
gauge where the stock price will move.
Bottom line: Fundamental analysis is a logical exercise that concentrates

on the head. Technical analysis is the study of emotions that gauges the heart.
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Both strategies make sense. But it’s important to determine which makes more
sense to you, since they do not work in unison.

Final Thoughts
As you can see, there are a number of different ways to make money as an
investor. The trick is to find a style that suits your own sensibilities. Before you
start researching the stock and bond markets, you need to do a little funda-
mental analysis on yourself.
Are you the type of person who will likely seek out the assistance of a fi-

nancial adviser? Or do you really want to do everything yourself? When it
comes to investing, are you a bargain-basement shopper, seeking out value-
oriented investments? Or do you gravitate to high quality—and in some cases
high-priced—investments? Do you plan on playing the odds and sticking with
a low-cost, low-risk strategy of indexing the broad stock and bond markets?
Or are you a bit of a risk taker, seeking out the potential for higher returns
through active fundmanagement? Answering these questions before you begin
to invest will help build the foundation for a stronger investment plan.

Quiz for Chapter 4
1. It is important to diversify your investments because:

a. Diversifying maximizes your total returns.
b. Diversifying is a strategy used by all successful investors.
c. You never know which types of securities will be the market’s leaders

and laggards in any given year.

Fig. 4-8. Fundamental versus Technical.

Characteristics

Fundamental

Investor

Technical

Investor

Cares about corporate earnings Yes No
Cares about valuations Yes No
Cares about recent trading trends No Yes
Cares about trading volume No Yes
Cares what other investors think No Yes
Cares about emotions No Yes
Is momentum driven No Yes
Reads chart patterns No Yes
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2. The danger of trying to manage some of your money while working with
a financial adviser is:
a. You may inadvertently change the overall asset allocation strategy

set by your planner.
b. Your financial planner may refuse to do business with you if he or

she learns about your do-it-yourself activities.
c. Individual investors, according to studies, are not as good as

professionals.

3. Growth investors can best be described by the following statement:
a. Buy shares of the fastest growing companies and sell them quickly.
b. Buy low and sell high.
c. Buy high as long as you can sell higher.

4. Value investors can best be described by the following statement:
a. They believe price-to-earnings ratios are the best way to detect an

undervalued company.
b. They care most about stocks that are trading below their 50-day or

100-day moving averages.
c. They are willing to invest in companies with relatively poor growth

prospects provided that the market is undervaluing the shares relative
to those growth prospects.

5. Most Americans consider themselves ‘‘active’’ investors because:
a. It’s foolish for any investor to be passive when it comes to monitoring

their portfolio.
b. Passive investments in an index fund only provide average market

returns, and there is amisconception that just average returns are bad.
c. Studies have shown that active management is a better long-term

investing strategy than passive investing.

6. If a fund has a turnover rate of 50 percent, how long would it take, in
theory, for the fund to replace all the stocks in its portfolio?
a. Two years
b. 50 years
c. Half of one year

7. Which statement best describes a buy-and-hold investor:
a. You should never sell any of your stocks.
b. You should act like an index fund and buy and hold all the stocks in a

major index like the S&P 500.
c. Investing takes patience, so you should be willing to wait several

years to allow a company to grow.
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8. Which statement best describes a pick-and-roll investor?
a. Why sit on dead money if you can find better opportunities in other

investments?
b. Never hold a stock for more than one year.
c. Buy on the rumor, sell on the news.

9. An investor who adheres to technical analysis will care about which of
these indicators:
a. A company’s cash flow statement
b. Negative trends in a company’s profit margins
c. Where a company’s shares are trading relative to their 200-day

moving average

10. A fundamentally oriented investor cares about:
a. The book value of a company more than the market value
b. Recent trading volume in a company’s stock
c. Price momentum
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CHAPTER
5

Demystifying Stocks

The Stock Market
Though investors don’t typically think about it this way, buying a stock is like
starting your own business: There are limitless opportunities ahead of you,
coupled with a seemingly endless list of risks.
Whereas bond investors enter into contractual relationships when they

buy government or corporate debt, stock investors must take a leap of faith.
Bond investors know exactly what they’ll earn in interest income, when
they’ll get it, and precisely what date they’re due to get their principal in-
vestment returned to them when the bond matures. It’s impossible for stock
investors, on the other hand, to know with any certainty how much they’ll
earn in profits, via dividends, or whether the company itself will ultimately
survive or die.
To be sure, before you become part owner of a publicly traded company,

you can research the investment to the point where you feel generally com-
fortable with the company’s management, its products and services, its in-
dustry, and its growth forecasts. But the point is, you can never tell.
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On the plus side, there is the possibility that the company you invest in will
not only thrive, but that it will grow more than you ever imagined it could.
And if that is the case, stock investors will earn far more on their money than
any bond investor ever could. Indeed, the potential upside of a successful
stock investment is virtually limitless, since it is tied to the earnings the
company will accrue over time.
For instance, who could have predicted back in the late 1970s that when a

skinny college dropout named Bill Gates and his friend Paul Allen started a
tiny company out of a makeshift office in Albuquerque, NewMexico, it would
grow to become the world’s biggest software company. Today, Microsoft,
now headquartered in Redmond, Washington, generates annual revenues in
excess of $30 billion. By 2004 it had generated such big profits that it was
sitting on a mountain of more than $50 billion in cash it didn’t know what to
do with.
But for every Microsoft, there is an Enron. Or a Worldcom. And that is

ultimately the risk you face as an investor of common stock: that the company
you invest in will go bankrupt, and while in bankruptcy, common stock
holders are last in line to make any claims to recoup losses from the failed firm.
The fact is, there are no guarantees in the stock market, just as there are no
assurances that if you were to open a dry cleaning store down the street or a
fast-food stand at the local mall you wouldn’t lose your shirt.

Stock Returns
Having said that, stocks are the best financial asset in which long-term in-
vestors can put their money (Figure 5-1). Consider this: Between 1926 and
2003 blue chip equities delivered average returns of 10.4 percent a year. If you
had invested $10,000 in 1926, your money would have grown to more than $20
million by 2003. Mind blowing, isn’t it? This means that if you were to invest
just $10,000 for your child at birth—and never put another dime into stocks
afterward—your child could retire with more than 2,000 times your original
investment.
Here’s another way to think about it: The stock market, over this long

period of time, has delivered nearly double the 5.9 percent average annual
gains that long-term corporate bonds have produced. Stocks have produced
more than twice the 5.4 percent annual returns of long-term government
bonds. And as for cash accounts, it’s not even close. Equities have gained
nearly three times as much as cash accounts on average, as measured by 30-
day Treasury bills, on a yearly basis, over the past three-quarters of a century.
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Compounding Stock Gains
But remember how we discussed the power of compound interest? Though the
10.4 percent returns of stocks is around twice the 5.4 percent returns of long-
term government bonds, the gap grows even bigger in real terms—in actual
dollars—as time marches forward. Let’s plug the numbers into a financial
calculator, like we did in Chapter 3, to see how. Let’s start with stocks.
Assume we invest $10,000:

Present value ðpvÞ ¼ 10; 000

Assume that we invest for 10 years:

Number of years ðnÞ ¼ 10

We know that stocks returned 10.4 percent:

Interest rate ðiÞ ¼ 10:4

We then hit the future value ( fv) button. And we get:

fv ¼ $26; 896:19

What thismeans is that a $10,000 investment grows to $26,896 over a 10-year
stretch, assuming it grows at a rate of 10.4 percent a year. In other words, your
investing gain would be $16,896 (remember, we started with $10,000 and that
grew to $26,896—so we subtracted $10,000 from $26,896 to arrive at $16,896).

Fig. 5-1. Annualized Returns (1926–2003).

As this chart indicates, stocks have far outpaced the average annual returns of bonds and cash

throughout the past century.

Source: Ibbotson Associates
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Now, let’s do the same calculation, but with the historic rate of return for
long-term government bonds.
Again, we are assuming an initial $10,000 investment:

Present value ðpvÞ ¼ 10; 000

Again, assume we are investing for 10 years:

Number of years ðnÞ ¼ 10

We know that government bonds returned 5.4 percent:

Interest rate ðiÞ ¼ 5:4

We then hit the future value (fv) button and get:

fv ¼ $16; 920:22

In the caseofbonds, our investinggainwas$6,920.Whatdoes this tell us? It says
that while the long-term rate of return for stocks is double that of government
bonds, overa10-year stretch stocksdelivered twoandhalf times thepaperprofitof
bondsoveradecade’s time (wearrivedat thisfigurebydividing$16,896by$6,920).
Now, to show how compound interest works over even longer periods of

time, let’s rerun the numbers, but with a 30-year time horizon.
Again, assume that we invest $10,000:

Present value ðpvÞ ¼ 10; 000

Assume that we invest for 30 years this time:

Number of years ðnÞ ¼ 30

We know that stocks returned 10.4 percent:

Interest rate ðiÞ ¼ 10:4

We then hit the future value (fv) button. And we get:

fv ¼ $194; 568:35

Given 30 years, our investing gains in stocks have mushroomed to $184,568.
Now let’s rerun the same assumptions for bonds, again using the 30-year time
horizon.
Again, assume that we invest $10,000:

Present value ðpvÞ ¼ 10; 000

Assume again that we invest for 30 years:

Number of years ðnÞ ¼ 30
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We know that bonds returned 5.4 percent:

Interest rate ðiÞ ¼ 5:4

We then hit the future value (fv) button. And we get:

fv ¼ $48; 441:58

With a 30-year time horizon, bonds generated returns of $38,442 in pretax
paper profits. That’s fine, but stocks generated nearly five times the paper
profits generated by bonds over a three-decade-long period. (Again, we ar-
rived at this by dividing the paper profits of stocks, $184,568, by the paper
profits of bonds, $38,442.)
This confirms our original point: While stocks’ rate of return is around

twice that of bonds, over time the difference in real dollar terms could grow to
five times, due to the power of compound interest. This is why one of the three
pillars of an investment portfolio—and perhaps the most important asset for
investors just starting out to own—are equities.

Stock Risks
The question is: Why doesn’t everyone put every last cent they have in the
stock market if, over the long term, stocks do so well?
It’s because, paradoxically, stocks can also be the worst financial asset for an

investor in the short term. Anyone who was investing in the stock market be-
tweenMarch 2000 andOctober 2002 can attest to that.During this bearmarket
period, stocks, as measured by the S&P 500, lost around half of their value.
How did we know that? Let’s go back and see what the S&P 500 was trading

at back then. OnMarch 24, 2000, whichmarked the peak of the bull market for
large stocks, the S&P 500 index closed at a level of 1,527.46. Over the next few
years, stock prices drifted lower and lower, until the index fell as low as 776.76
on October 9, 2002. As we discussed earlier, the way to calculate the price
appreciation (or in this case, depreciation) of a stock or index is simple:

S&P 500 closing value on March 24, 2002 ¼ 1;527:46

S&P 500 closing value on October 9, 2002 ¼ 776:76

1;527:46� 776:76 ¼ 750:70

750:70=1;527:46 ¼ 0:4915

You take the original value (in this case, 1,527.46) and subtract the new
value (776.76). In our example, that leaves us with 750.70. Now, take that
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answer and divide by the original value (again, 1,527.46). The answer we get is
0.4915, which means stocks lost 49.15 percent, or roughly half, of their
original value.

Market Risk
The bear market was no aberration. Since 1950 the stock market has expe-
rienced 11 major corrections or bear markets (Figure 5-2). Corrections, again,
are loosely defined as losses of 10 percent or more, while bear markets are
considered sustained downturns of 20 percent or more. On average, those
downturns cost investors around a third of the value of their investments. And
just as important, it typically took investors around two years to recoup their
losses, according to a study of major stock market declines done by The
Leuthold Group, an investment advisory firm.
In some cases it took considerably more time. A classic example was the

1973-74 bear market, which, until recently, used to be considered the worst
bear market since the Great Depression. In that bear, stocks lost around half
of their value and it took nearly four years for investors to get back to where
they were at the peak of the prior bull market.

Fig. 5-2. Major Corrections in the Stock Market.*

Date of Market Peak Date of Market Trough Losses

March 24, 2000 October 9, 2002 �49%
July 17, 1998 August 31, 1998 �19%
July 16, 1990 October 11, 1990 �20%
August 25, 1987 December 24, 1987 �34%
November 28, 1980 August 12, 1982 �27%
September 21, 1976 March 6, 1978 �20%
January 11, 1973 October 3, 1974 �48%
November 29, 1968 May 26, 1970 �36%
February 9, 1966 October 7, 1966 �22%
December 12, 1961 June 26, 1962 �28%
August 2, 1956 October 22, 1957 �22%
Average Market Decline Since World War II �32%

*Data reflects losses suffered by the S&P 500 Index during major bear markets and corrections in history.

Source: The Leuthold Group
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This is what’s known onWall Street asmarket risk: the risk that you happen
to be in the stock market when the bear decides to come out of hibernation.
And the fact of the matter is, since 1900 the Dow Jones Industrial Average has
experienced a 10 percent short-term drop every one and a half years, a 20
percent drop every two and a half years; a 30 percent drop every four and a half
years, and a 40 percent drop about once in every nine years. (These calculations
come from InvesTech Research, a respected investing advisory and research
firm.) For stockholders this is the reality—and risk—of being an investor.

MINIMIZING MARKET RISK
There are four basic ways investors can reduce market risk while simulta-
neously remaining in the market:

1. Invest in a multitude of asset classes. For instance, put a portion of your
money in bonds and cash to diversify your stock holdings. We will ex-
plore this more at length later in the book.

2. Another option is to invest in multiple stock markets—in other words,
invest in foreign as well as U.S. stocks. We will explore this more at
length later in this chapter.

3. Investors can also reduce market risk by stretching out the length of time
they plan to invest. Over long periods of time, bear markets are balanced
by roaring bull markets, such as the one investors enjoyed in the 1980s
and the more recent one in the mid-to-late 1990s. The good news is, on
average, bull markets last a lot longer than bears. Throughout the past
century, the average bull market has lasted around three years, while the
typical bear market has averaged just over a year and a half.
This means that as your time horizon expands, the odds of surviving

short-term troubles caused by market corrections diminish. The mutual
fund company T. Rowe Price studied the odds of losing money in the
broad stock market, relying on S&P 500 data. They not only looked at
stock market performance in every calendar year between 1926 and 2002,
they also studied rolling periods of time during this stretch, in an effort to
be as comprehensive as possible. Their conclusion: If you have only one
year to invest, there’s a 27 percent chance of losing money in any 12-
month stretch of time. But if you have three years to invest, those odds
drop to 14 percent. Over rolling five-year periods, the S&P 500 lost
money only 10 percent of the time, this study found. And over rolling
10-year periods, there’s only a four in 100 chance of losing money by
investing in the broad stock market.
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4. Investors can also diversify when they invest in the market, not just if and
how they invest in equities. It’s called dollar cost averaging. This term
refers to a basic strategy that many investors practice without even re-
alizing that they’re practicing it.
To dollar-cost-average means not to invest every last penny you have in

the market all at once. Instead, this conservative approach calls for put-
ting small amounts of money to work each month, quarter, or at some
other routine interval. This is exactly what we do with our 401(k)s, where a
small amount of money is deducted automatically from our paychecks
every week or month and is stuffed into the stock market.
While a lump sum investor would put $10,000 to work in the market all

at once, a dollar cost averager may decide to put $2,500 into the stock
market at the start of each quarter (January 1, April 1, June 1, and
September 1), or $833.33 every month. By doing so, dollar cost averagers
ensure that they never put all their money into the market at the worst
possible time (when the market is peaking just before a crash). Instead,
their cost basis—which is the price they paid for the stock—is spread out
over intervals in time and averaged out. Hence the name.
Keep in mind that one does not dollar-cost-average to maximize gains.

The whole purpose of this strategy is to minimize risks. In an up market,
a lump sum investor will do far better than a dollar cost averager because
he or she will have money in stocks just before equity prices begin to rise.
In a falling market, however, the lump sum investor would also have all
of his or her money in the market just in time for a correction.

Stock-Specific Risk
The other major risk associated with equities involves the specific companies
you choose. This is often referred to as stock- or company-specific risk.
Take the fortunes of two investors who happen to make a bet on retailing

stocks in the mid 1980s. One chooses Sears, a household name and an industry
leader at the time, and the other chooses Wal-Mart, an upstart discounter
based in a tiny town called Bentonville, Arkansas.
At the start of 1984, shares of Sears, which at the time was a major com-

ponent of theDow Jones Industrial Average, were going for $36.50 a pop. So if
the first investor—let’s call him John—bought 1,000 shares of the stock, his
total initial investment was $36,500. Over the course of the next 20 years, John
saw the stock price of Sears meander and fall. By the start of 2004, Sears wasn’t
just out of the Dow Jones Industrial Average (the editors of the Wall Street
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Journal kicked it out in 1999), its shares had fallen to $19.88. This means
John’s original $36,500 shrunk to under $19,880 over two decades. Despite
two roaring bull markets—one in the 1980s and the other in the ’90s—John
lost an annualized 3 percent a year, give or take, over the course of 20 years.
Meanwhile, on the other side of the block, Sarah decided to invest the same

amount of money inWal-Mart. Back in January 1984, shares of the Arkansas-
based discounter were on discount themselves. They were selling for just $1.20
a pop. So Sarah put $36,500 into Wal-Mart stock, which got her 30,416
shares. (We arrived at that figure by dividing her $36,500 investment by the
share price of $1.20.)
Over the course of the next 20 years, Wal-Mart supplanted Sears as the

nation’s biggest and most successful retailer. Its share price went from $1.20 to
$52.30. And with 30,416 shares, this means Sarah’s investment grew to $1.6
million. That works out to annualized returns of nearly 21 percent, far ex-
ceeding the overall market gains.
This is a perfect example of how company risk can affect your portfolio in

the real world. In this illustration, the overall actions of the market did not
affect the stock price of John’s and Sarah’s stocks. Instead, it was the actions
of the management teams at Sears and Wal-Mart that affected their returns.
This means there are actually two risks embedded in company-specific risk.
There’s the risk that you—the investor—are simply mediocre at picking
winning stocks. And there’s the risk that the management of the company you
invest in—despite showing all the traditional signs of competence—fails to
execute a winning strategy.

MINIMIZING STOCK-SPECIFIC RISK
Obviously, the way to minimize stock-specific risk is to invest in a plethora of
different companies. You can do this easily with a diversified stock mutual
fund, since the average fund invests in hundreds of different stocks.
Conventional wisdom used to say investors needed to own about two dozen

stocks to achieve adequate equity diversification. But new academic research
seems to indicate that investors need exposure to around 50 stocks to ade-
quately minimize company risk. Keep in mind also that those 50 or more
stocks should be spread out among a multitude of sectors of the economy,
since stocks within the same industries tend to move in relative correlation
with one another. It’s important also to balance your portfolio, if you do
choose to diversify for defensive reasons, among different types of stocks—
large and small, growth and value, and domestic and foreign—as we will
discuss in a moment.
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Risk of Not Being in the Market
With all of these risks, why does anyone invest in stocks? The first response
goes back to what we discussed at the start of this chapter: Stocks, over the
long run, are the best-performing asset you can put your money into.
But it’s important to note that this won’t necessarily be true if, fearing

market risks, you pull your money out of stocks andmiss even a handful of the
best trading days in the market. Now, there are some talented investors who
feel they can beat the market by timing these decisions and trading strategi-
cally and frequently. If you don’t feel you can do that with success, then
staying in the market—but in a diversified and conservative manner—would
appear a decent alternative.
For example, between August 1982 and August 1987 the S&P 500 averaged

annual gains of more than 26 percent. But if you were out of the stock market
for just 20 of the best trading days that the S&P 500 enjoyed during that
stretch, your returns fell to 13.1 percent. And if you missed out on the 40
best days during this bull market, you’d have generated returns of only
4.3 percent. Investors experienced the same results in the 1990s bull market.
Those who were on the sidelines for the best six-month stretch between 1992
and 2001 enjoyed annual returns of only 8 percent, whereas equity investors
who stayed in the market at all times enjoyed double-digit gains on average
every year (Figure 5-3).

Fig. 5-3. Risk of Not Being in the Market.

Investors who missed out on even a handful of the market’s best days have wound up losing

tremendous amounts of gains over the long run.

Time Period

S&P 500

Annualized Returns

8/82 to 8/87 26.3%
8/82 to 8/87 minus 10 best days 18.3%
8/82 to 8/87 minus 20 best days 13.1%
8/82 to 8/87 minus 30 best days 8.5%
8/82 to 8/87 minus 40 best days 4.3%

1/92 to 12/01 12.9%
1/92 to 12/01 minus best month 12.2%
1/92 to 12/01 minus best 2 months 11.4%
1/92 to 12/01 minus best 3 months 10.5%
1/92 to 12/01 minus best 6 months 8.0%

Sources: The University of Michigan, Crandall, Pierce & Co., Straight Talk on Investing

PART 2 Your Assets88



Being out of the market is particularly damaging during what are known as
inflection points for stocks. These are those points in time when market trends
reverse and we go from a bear market to a bull, or from a correction to a rally.
Since the start of World War II, people who have been invested in the market
during periods of market recoveries have enjoyed returns of more than 32
percent, on average, in the first year of such rallies. But if you were to miss just
one quarter (three months’ worth) of that first-year rally, your average gains
would be cut by more than half.

Stocks as an Inflation Hedge
But the second answer to the question, ‘‘Why do we invest in stocks at all,
given their risks?’’ is, we generally have to, given the deleterious effects of
inflation. The fact is, if you earn less than 3 or 4 percent on your money on
average over time, you could actually be going backward, since inflation is
constantly eating away at the future purchasing power of your money.
Inflation is an economic phenomenon in which prices rise over time. It’s

actually a healthy outgrowth of an expanding economy. Unfortunately,
gradually rising prices means that over time the purchasing power of today’s
dollars diminishes. This means that you have to earn more than the rate of
inflation just to stay even.
Since the 1990s, inflation has largely been kept in check, with the consumer

price index, a closely followed gauge of trends in consumer prices, growing at
around 3 or 4 percent or less a year. But investors whowere in themarket in the
1970s up through the early 1980s will recall a period in which inflation ran into
the double digits. And there’s noway to predict what the future rate of inflation
will be with absolute certainty. So, many investors feel it’s prudent to plan for
theworst. Or at the least, it’s best to plan for historic averages. And history says
that the long-term average annual rate of inflation is around 3 percent.
Even a 3 percent inflation rate can damage a person’s long-term investment

plans. The chart in Figure 5-4 shows how much your investment accounts
would suffer over time based on a 3 percent inflation rate.
While bonds have historically returned more than the rate of inflation—

about 5.4 percent a year versus 3 percent—bonds barely grow your money in
real terms in high-inflation periods. As for cash, it has historically grown at
the rate of inflation, which means, in real terms, your money really isn’t
growing at all in checking or savings accounts, even if they are bearing in-
terest. That leaves stocks as your only real alternative among the major asset
classes to combat inflation.
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Now, some would argue that in recent years, with the development of in-
flation-indexed bonds, which are sold by the Treasury Department, there is a
way for bond investors to combat inflation too. And that is true. However,
again, the point isn’t simply to beat inflation, it’s maximizing your total re-
turns, net of inflation, over time at an acceptable level of risk.
Stocks, with their superior average long-term returns, can leverage com-

pound interest like no other asset. For instance, say you’re 45 years old and
your goal as an investor is to turn your $100,000 nest egg into $500,000 by the
time you retire.
How many years will it take you to turn $100,000 into $500,000 if you

invested in a money market account? Let’s be generous and assume that your
money market account pays out nearly 4 percent annual interest over the long
term. At that rate of return, it’s going to take another 42 years for your money
to reach its goal. And remember, this is before we factor in the impact of
inflation. If inflation were to average 3 percent during this time, your net re-
turns might only be 1 percent a year in a cash account, if that. At 1 percent
interest, it would take 162 years for you to grow your investment portfolio big
enough to live comfortably.

Choice of Stocks
LARGE STOCKS VS. SMALL STOCKS
There are many distinctions in the types of stocks one can purchase. One of the
biggest is between large and small stocks. The terms large and small refer to
the size of the company you’re investing in, not the price of the stock itself.

Fig. 5-4. Effects of Inflation.*

Today’s

Dollars 10 Years 15 Years 20 Years 30 Years

$50,000 $36,900 $31,700 $27,200 $20,000
$100,000 $73,700 $63,300 $54,400 $40,100
$200,000 $147,500 $126,700 $108,800 $80,200
$300,000 $221,200 $190,000 $163,100 $120,300
$400,000 $295,000 $253,300 $217,500 $160,400
$500,000 $368,700 $316,600 $271,900 $200,500

*Figures reflect the real purchasing power of your financial assets over various lengths of time, based on a

3 percent annual rate of inflation.
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You can have a large stock trading for $5 a share and a small stock trading for
more than $100 a pop.
Specifically, the terms large and small refer to the market value, or market

capitalization, of the underlying company, as discussed earlier in the book.
You’ll recall that the way to calculate a company’s market cap—which is the
dollar value investors collectively place on a stock (not to be confused with its
book value)—is to take its current stock price and multiply that by the total
number of shares the company has outstanding.
So, a company could be trading at $5 a share, but if it has 10 billion shares

outstanding, it would have a market cap of $50 billion, which would clearly
make it a large stock. Conversely, a company could be trading at $100 a share,
but if it only has 1 million shares outstanding, it would still be a small-cap
stock with a market cap of $100 million.
Generally speaking, large stocks are those with market caps of above $10

billion. These are companies typically found in various large stock indexes like
the S&P 500 index of blue chip stocks, the Russell 1000 index, or even the Dow
Jones Industrial Average (the Dow, however, only consists of 30 companies
and is not as comprehensive as the S&P 500 or the Russell 1000).
Meanwhile, small stocks are those with market caps of under $1 billion.

Major stock indexes that track small stocks include the Russell 2000 index of
small stocks and the S&P 600 index. Within the universe of small-cap stocks,
there is a subset of even smaller stocks referred to as micro-cap stocks, which
are shares of companies valued by the market at around $250 million or less.
These stocks can be found in the Wilshire micro-cap index.
In between large and small stocks there is another classification, calledmid-

cap stocks, examples of which are found in the S&P 400 mid-cap index. While
this is a meaningful category of equities to consider—since mid caps offer
some of the safety and stability of large caps but also some of the growth
potential of small stocks—financial planners generally recommend that in-
vestors start off by diversifying first between large and small, to obtain some
balance in one’s overall portfolio. This is because large stocks and small stocks
have historically acted so differently (Figure 5-5).
When you’re investing in a small stock, you are making an entirely different

wager than an investor purchasing a large blue chip stock. Small-cap stocks
are often shares of relatively young companies that are just getting started. Or
these companies may have been around for some time, but for some reason
the market has not come around to recognizing their full growth potential.
Either way, when you’re investing in small companies, you’re investing

in potential. This means that your investment could potentially grow into
something huge, or that potential could fizzle out. Ironically, both the risks
and rewards are very large when it comes to small-cap stock investing. This
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would explain why a diversified basket of small stocks has actually out-
performed blue chips over long periods of time. According to Ibbotson As-
sociates, small stocks have gained 12.7 percent on average between 1926 and
2003, while large caps have returned 10.4 percent.
But the risks you face as a small-cap stock investor can be considerable. For

starters, large stocks tend to be followed by dozens, if not hundreds, of Wall
Street analysts who work for the major research and brokerage houses.
Moreover, they are tracked closely by hundreds if not thousands of different
money managers who either invest in these stocks or consider putting
their money into them. This means that large stocks tend to be relatively well
followed and that their financial situation is therefore relatively transparent. It
would be difficult for a large stock to surprise investors with any unexpected
news, since word of day-to-day developments flows through the analyst
community.
Small stocks, on the other hand, may have only one or two analysts onWall

Street who really follow them on a day-to-day basis. And instead of thousands
of money managers keeping tabs on them, it may be more like dozens. While
small stocks must report their financial status to investors and federal regu-
lators the same way that large stocks do, there are fewer professionals onWall
Street paying attention, so the potential for key bits of surprising news slip-
ping through the cracks is higher.
There’s a theory in stock investing, the efficient market theory, that says the

stock market itself is ultimately rational and efficient. This theory states that
one of the reasons why it’s so difficult for professional managers to beat the
major indexes is that stock prices fully reflect the sum total of all the relevant

Fig. 5-5. Annual Returns: Small vs. Large Stocks.*

Year Small Stocks Large Stocks

2003 43.89% 27.49%
2002 �20.80% �20.63%
2001 1.39% �8.81%
2000 5.14% 1.40%
1999 36.44% 14.58%
1998 0.22% 17.77%
1997 22.71% 27.64%
1996 20.89% 20.82%
1995 30.48% 33.34%
1994 �1.42% �0.84%

*As measured by performance of large stock funds and small stock funds.

Source: Morningstar
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market information that exists to help price the stock. In other words, in this
information age, anything you know about a stock, other investors are likely
to know too. And that information is probably already priced into those
shares.
Now, this is certainly true for large stocks. Because there is so much in-

formation and data floating around about them, they tend to be the most
efficiently priced. But small stock investors would argue that because of the
relative lack of Wall Street coverage, small caps are sometimes less efficiently
priced than large caps, which means there are opportunities for small stock
investors to outperform. Of course, conversely, this also means there are
greater opportunities for small stock investors to underperform, especially if
they misinterpret information about these stocks.
There’s another risk when it comes to small stocks. Some of them—in

particular the micro caps—may be illiquid relative to bigger shares. Liquidity
simply refers to the ease with which investors can buy and sell shares.
When you’re buying or selling stocks, you require a partner—someone on

the other side of the trade who is willing to buy the stocks you want to sell or
to sell the stocks you want to buy. Unlike a mutual fund, where an investor
can simply go to a fund company and ask to redeem their shares for cash, the
stock market requires a matching up of buyers and sellers.
When dealing with large stocks, you’re likely to find a bevy of individual or

institutional investors who are willing to take your blue chip shares off your
hands at virtually any price. But when it comes to selling small stocks, the list
of potential buyers may be significantly smaller, which means you may have
difficulty selling shares of tiny companies quickly. Or more likely, for the
smallest companies, you may have a hard time selling at a price you like.
Small stocks, because of their faster growth potential but greater volatility,

tend to do well when the economy is emerging from recessions and entering
recoveries. (Figure 5-6, below, lists periods when small stocks outperformed
large.) Meanwhile, large stocks tend to do well when the economy is already in
expansion mode and also when there are signs of trouble. In times of
heightened economic or geopolitical risks, investors often head for large-cap
stocks in what’s known as a classic ‘‘flight to quality.’’
The bottom line is, small stocks and large stocks take turns leading the

market.

VALUE STOCKS VS. GROWTH STOCKS
Another big distinction among equities is between value-oriented stocks
andgrowthstocks.Aswediscussedearlier, value-oriented investorsare thosewho
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shop for investments basedonprice.Growth stock investors caremore about the
earnings and sales potential for the company down the road. Where a value in-
vestor might be willing to buy a broken-down company so long as its shares are
priced cheaper than the company itself is worth, a growth investor only cares
about performance. And growth investors are willing to pay for it.
A growth company is one whose earnings and sales growth exceed that of

the overall market. Historically, the overall earnings growth rate for com-
panies in the S&P 500 has been about 7 percent a year. So one would expect
the annual earnings growth rate for a growth stock to exceed that. Indeed, the
three-year average growth rate for growth stocks, according to Morningstar,
was more than 20 percent a year through the first quarter of 2004. Compare
that to the 4.4 percent annual earnings growth rate for value stocks. Clearly,
growth stocks are the best performers, in terms of profits and sales, in the
equity universe (Figure 5-7).
But keep in mind that there is a big difference between earnings per-

formance and stock performance in the short term. While there is in fact a
longer-term correlation between overall earnings growth and stock price ap-
preciation, in the short run there could be a huge disconnect. In fact, stocks
will often times run-up in anticipation of future earnings improvement. So
there are going to be many periods when value stocks outperform growth,
even though growth may be outearning value stocks at a particular moment
in time.
Consider the performance of growth and value in the past ten years (Fig-

ure 5-8). As you can see, they take turns leading the equity markets.
This raises an interesting question: Why would anyone want to own a

beaten down or overlooked company as opposed to one that’s firing on all
cylinders?

Fig. 5-6. Periods of Small Stock Leadership.

Years Length in Years

Excess Annualized

Returns*

1932–1937 4.8 16.0%
1940–1945 6.0 13.9%
1963–1968 6.0 10.8%
1975–1983 8.5 14.5%
1991–1994 3.3 11.3%
1999–2004 5.0 11.7%

*Reflects additional annualized total returns small stocks delivered over large stocks during these periods

in time.

Source: Prudential Equity Group
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Again, it goes back to the price you’re willing to pay for an asset, and at
what stage of that growth you want to be a buyer.
Equity investing is all about anticipation. There’s an old saying in the

markets: ‘‘Buy on the rumor and sell on the news.’’ Well, value investors buy
in anticipation of a potential turnaround in a company and sell once the
company gets its act together and starts to perform. In this sense, value in-
vestors are like contractors who are willing to buy dilapidated houses if the
prices are right. They then step in, fix them, and sell them at far higher prices
once the homes are in good working condition. A growth investor, on the
other hand, only wants stocks that are already in pristine condition.
This tells us a couple of things about value stocks and value investors: First,

just as there is a continuum of sorts between small and large stocks—with

Fig. 5-8. Annual Performance: Value vs. Growth Stocks.

Year Value Stocks Growth Stocks

2003 32.06% 34.66%
2002 �15.93% �27.48%
2001 2.02% �17.92%
2000 13.12% �8.26%
1999 5.97% 51.29%
1998 7.74% 21.73%
1997 27.78% 22.64%
1996 20.51% 18.77%
1995 31.55% 33.06%
1994 �0.76% �1.51%

Source: Morningstar

Fig. 5-7. Growth Characteristics: Value versus Growth Stocks.*

As this table indicates, value-oriented stocks exhibit slower growth rates when it comes to both

earnings and revenues.

Type of Income Value Stocks Growth Stocks

1-year revenue: �1.4% 30.7%
1-year net income: 29.7% 61.0%
1-year EPS: 24.4% 51.6%
3-year revenue: 2.3% 36.8%
3-year net income: 7.4% 29.3%
3-year EPS: 4.4% 21.1%

*As of March 31, 2004.

Source: Morningstar
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small stocks eventually growing into large ones—value stocks, if success-
ful, will eventually turn into growth stocks if management can turn things
around.
This means value investors, like growth stock investors, enjoy capital ap-

preciation based on earnings. The only difference is, value stock investors find
earnings growth potential early and profit as the stock price appreciates in
anticipation of that turn. Growth investors find growth stocks well after
they’ve already shown signs of earnings performance—and as a result, they
pay higher prices.
Going back to an earlier chapter, we discussed a couple of favorite ways

that investors gauge the relative price of a stock. One is to judge its price based
on the underlying company’s earnings. This is called a stock’s P/E ratio. The
other is to consider a stock’s price relative to the company’s book value, which
is referred to as a stock’s P/B ratio. Consider how much cheaper value stocks
can be, relative to growth, as shown in Figure 5-9.
Value investors tend to make money on this gap—buying something when

it’s down and out and getting out once the company is back on its feet. Value
investors also tend to make money in a couple of different ways:

1. On dividend income. Value stocks, because they are down and out, often
need to prove their worth to skeptical investors. One way they do that is
by returning a greater portion of their profits back to shareholders in the
form of dividend income. The average dividend yield of value stocks at
the start of 2004 was 1.4 percent, while the average dividend yield of
large-cap value stocks was 2.4. (Large stocks, because they are estab-
lished, also tend to pay out higher dividend yields than small stocks.) In
contrast, the average dividend payout for growth stocks of all sizes is a
paltry 0.3 percent. For large-cap growth stocks, it’s still a tiny 0.8 per-
cent. The payout ratio for value stocks—the percentage of profits that

Fig. 5-9. Valuations: Value vs. Growth stocks.*

As this table indicates, growth stocks are far more expensive than value stocks when it comes to

traditional valuation measures, such as price/earnings and price/book value ratios.

Value Stocks Growth Stocks

5-year average price/earnings ratio 18.6 36.1
5-year average price/book ratio 1.8 5.0
5-year average price/sales ratio 1.8 6.3

*As of March 31, 2004.

Source: Morningstar
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gets returned to shareholders—is about 50 percent. For growth stocks,
it’s barely 11 percent, since growth companies tend to want to reinvest
profits back into the firm to fund expansion.

2. During troubled markets. Typically, when the markets or economy are
wobbly, investors naturally gravitate to value stocks. This is because
value stocks pay dividends—and investors like to be paid to wait out a
market storm. But in addition, it’s because investors regard value stocks
as having already been beaten down or overlooked. If times should get
bad, then these stocks, in theory, would have less room to fall than high-
flying growth stocks. After all, they tend to trade at deep discounts to
growth stocks on a P/E and P/B and even price-to-sales ratio basis. Value
stocks tend to do particularly well, relative to growth, when the so-called
equity risk premium—the extra returns that investors demand from
stocks during periods of high economic, geopolitical, or market risks—
is high.

Figure 5-10 lists the traditional value and growth sectors of the economy.

Fig. 5-10. Traditional Growth and Value Sectors of the Economy.

Classic Value

Sectors

Percentage of

S&P 500*

Financial services 20.0%
Industrials 11.9%
Consumer staples 10.5%
Energy 6.8%
Materials 3.2%
Utilities 3.1%
Total 55.5%

Classic Growth

Sectors

Percentage of

S&P 500*

Technology 16.4%
Health care 13.2%
Consumer cyclicals 11.7%
Telecommunications 3.1%
Total 44.4%

*Reflects sector weightings in the S&P 500 as of July 9, 2004.

Source: Standard & Poor’s
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DOMESTIC STOCKS VS. FOREIGN STOCKS
The final major distinction in the equity markets is between domestic and for-
eign stocks. The fact is, U.S. stock-exchange-listed companies account for less
than half of the total market capitalization of the world’s equities. Some of the
leading companies in the world aren’t based in the United States, though their
products and services are probably familiar to most American consumers and
investors. They include such names as Sony, Nokia, Novartis, Toyota, Glaxo-
SmithKline, Honda, Deutsche Telekom, HSBC, and the list goes on and on.
This means that by sticking only with U.S. stocks, you are potentially

turning your back on half the opportunities that may present themselves to
you as an investor. And, as can be seen in Figure 5-11, there have been times
over the past decade when foreign stocks in different categories have out-
performed stocks in the U.S. markets.
When investing in foreign stocks, however, there are a couple of things to

keep in mind. First, because of the increasing globalization of the world’s
economies, there is greater correlation between movements in the U.S. market
and movements in stock markets abroad, like in Europe and Asia. This would
make sense. Consider the amount of business that U.S.-based multinationals
engage in abroad these days: Procter & Gamble and Coca-Cola both generate
more than half their sales abroad; Citigroup operates in more than 100
countries; and even Wal-Mart has around a third of its stores positioned
outside the United States.
This means that if you’re investing abroad purely for diversification, you

should make sure that the foreign companies you invest in don’t rely too

Fig. 5-11. Annual Performance: U.S. versus Foreign Stocks.

Year

U.S.

Market

All Foreign

Markets

Developed

Markets

Emerging

Markets

2003 31.58% 39.22% 37.61% 55.27%
2002 �20.51% �12.75% �13.48% �5.58%
2001 �9.52% �15.55% �16.89% �2.94%
2000 1.73% �14.45% �12.92% �28.76%
1999 27.35% 48.70% 46.35% 72.02%
1998 15.31% 7.18% 10.82% �25.70%
1997 23.81% 4.53% 5.13% �1.54%
1996 19.13% 15.15% 15.20% 14.52%
1995 31.19% 11.20% 12.32% �2.25%
1994 �1.36% �2.63% �2.43% �6.53%
Source: Morningstar
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heavily on the U.S. markets. If they did, you would essentially be sitting on a
portfolio of companies that generally do business in the same markets.
This won’t necessarily be a concern when it comes to emerging markets

stocks, which brings us to our second point. The universe of foreign stocks can
bebrokenout into two categories: developedmarket and emergingmarket stocks.

Developed Market Stocks

Developed market stocks tend to be companies domiciled in leading industrial
nations, such as Germany, the United Kingdom, Japan, France, or Italy. As a
result, these companies—which can range in size from small caps to mid caps
to large caps—fall under the auspices of major stock indexes in these devel-
oped nations. This means they are better regulated and more closely followed
by professional investors than other foreign stocks. This is particularly true
for large-cap foreign stocks in developed countries. Developed market stocks
also tend to be more efficiently priced than their emerging markets counter-
parts, as a result of their coverage.

Emerging Market Stocks

Emerging market stocks, on the other hand, are companies—both large and
small—headquartered in countries whose economies are relatively young and
therefore are undeveloped, erratic, but growing. Examples of emerging markets
countries include Brazil, Malaysia, Mexico, Singapore, South Africa, and
Taiwan. But emerging markets also can include what many would regard to
be relatively powerful economies, such as China and South Korea. And within
those countries, there are some companies that are technically classified as
emerging markets stocks that are just as influential as companies in the devel-
oped markets. They include Samsung and Hyundai of South Korea, and
PetroChina and China Mobile, which are based in mainland China and
Hong Kong.
Obviously, there are additional risks one takes by investing in emerging

markets stocks. One is the potential political risk of instability, or even, in some
cases, revolution, in the countries where these companies are based. Such events
can have a dramatic impact on how companies are regulated and whether firms
are allowed to continue with their growth strategies. A sudden change in
leadership can not only impact mundane matters—such as the tax structure the
country imposes on its corporations—it can also affect larger questions, such as
the degree to which private enterprise is allowed to operate unfettered.
Political risk often also leads to a bevy of economic risks in un- or

underdeveloped nations. For instance, in the event of political instability, how
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will the local stock and bond markets react? Another big question, stemming
from political instability, is whether the currency market will be dramatically
impacted. Even a modest change in the value of local currency can have huge
impacts on a company’s ability to import raw materials and export their
goods. This is referred to as currency risk.
Investors will recall that in the late 1990s, currency troubles in several Asian

countries led to stock market declines throughout the emerging markets in the
Pacific Rim. This was dubbed the ‘‘Asian currency crisis,’’ or the Asian flu.
Currency instability also threatened the Russian markets in the late 1990s, and
in fact forced the Russian government to default on some of its debt. In
contrast, developed markets, because of the relative stability of their econo-
mies and currencies, tend not to have this problem. This means that companies
based in developed countries tend to be safer, even if the companies themselves
are smaller or younger than blue chip firms in the emerging markets.

Access to Foreign Markets
Obviously, it will be difficult for individual investors—particularly investors
with small account balances—to go abroad and invest directly in these shares
on foreign exchanges. This is particularly true for investors interested in
dabbling in the emerging markets. (And by the way, you should probably only
dabble in these stocks—financial planners will often suggest limiting your
emerging markets exposure to 10 percent or less of your overall equity allo-
cation, due to their higher risks.)
But you can gain exposure to foreign stocks through an international stock

mutual fund, which is a professionally managed portfolio that will give you
access to hundreds of different stocks from dozens of different countries.
There are also emerging markets stock funds that allow investors to gain
access to companies in undeveloped countries in a relative safe way. (By
investing in a diversified emerging markets portfolio, you can spread out
stock-specific and political risks over a collection of hundreds of different
investments, rather than putting all of your eggs in one or two risky baskets.)
Investors can also invest directly in foreign companies, particularly stocks

in developed markets, through what’s known as an American Depository
Receipt, or ADR. An ADR is a proxy of sorts that represents shares of a
foreign company. The actual shares of that foreign stock are held by a bank in
the United States, while the ADR itself, or the receipt of those shares, trades
on the major U.S. stock exchanges, like the NYSE, the Nasdaq, or the
American Stock Exchange. Shares of the ADR, then, can be bought or sold
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by the investing public through basic brokerage accounts here in the United
States as if the investment was normal common stock. Like common stock,
these ADRs give the investor the requisite rights to the investment’s dividends
and capital appreciation for a full total return.

What You Need to Know Before
Getting Started

RETURNS ARE TIED TO EARNINGS
At the end of the day, as a stock investor, you are a part owner of the company
whose shares you purchase. And like any owner of any small or large business,
your reward comes in the form of profits.
As a stock investor, you won’t receive all of your share of the company’s

profits. You may receive some in the form of dividend income. But often,
companies reinvest a good portion of their profits back into the business, to
expand. Even though you may not enjoy this money, corporate earnings are a
proxy that other investors will use to value the price of your shares.
So it’s not surprising, then, that long-term equity returns tend to mirror

long-term corporate earnings growth. Over long, long stretches of time,
companies in the S&P 500 have grown their earnings around 7 or 8 per-
cent a year, on average. That happens to be in line with historic price
appreciation for stocks. Throw in the long-term dividend yield of the S&P
500 of around 3 percent, and that brings a total return of 10 or 11 percent
a year.
In the late 1990s, during the Internet bubble, many investors lost sight of

the relationship between equity returns and corporate profits. Many stocks
with absolutely no profits to speak of were being bid up to astronomical levels.
Yet investors who stayed the course by concentrating only on profitable
companies with consistent earnings growth rates wound up doing quite well in
the long run, the bear market notwithstanding.

THE RISKIER THE INVESTMENT, THE BIGGER
THE REWARD
This is perhaps the most fundamental rule in all of investing. The less risk you
expose your money to, the less incentive there is to compensate you for being
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an investor. The more risk you face, the bigger the carrot has to be to get you
in the risky end of the investing pool.
Historic stock market returns would seem to bear this out. Over the past 77

years stocks, which are riskier than bonds, have outperformed fixed-income
securities, which promise to return your principal to you at a certain date. And
within the realm of equities, riskier ones have produced far better returns than
less risky ones.
According to IbbotsonAssociates, afinancial consultancy, small-capitalization

stocks—shares of small or young companies that are often more volatile than
blue chip firms—have returned 12.7 percent, on average, between 1926 and
2003. Compare that to the 10.4 percent returns of large-capitalization stocks.

THE RISKIER THE INVESTMENT, THE RISKIER
THE INVESTMENT
Now, just because more risk delivers the promise of potentially greater returns
does not mean that more risk guarantees bigger returns. This is a huge point.
There are no guarantees in the stock market, other than that you might lose

your money in a short period of time. Over long periods of time, you are
rewarded in general and on average for taking risks. But those rewards typ-
ically come to those who diversify their holdings and spread out that risk over
many different stocks.

THE DIFFERENT WAYS TO BUY STOCK
Most investors will buy and sell stocks through traditional brokerage ac-
counts such as those found at places like Merrill Lynch, Morgan Stanley,
Edward Jones, Charles Schwab, E*TRADE, Ameritrade, etc. But there are
other ways in which investors can transact stock investments.
For starters, there are newfangled brokerages that allow investors—in

particular, those with small balances—to buy fractional shares of a stock. So,
for instance, if you’re trying to build a portfolio of 100 different stocks but
don’t have the resources to purchase 100 shares of 100 different companies,
some brokerages will allow you to buy a fraction of a share of each stock, to
instantly diversify your holdings. These brokerages will also make it eas-
ier for individual investors to manage a basket of stocks altogether. Examples
of such new-fangled services are Sharebuilder (www.sharebuilder.com) and
FolioFn (www.foliofn.com).
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There is a way for individuals to invest in stocks without having a brokerage
account. That’s by enrolling in so-called dividend reinvestment plans, or
DRIPs, as they are known. A DRIP allows an investor to purchase stock
directly from the publicly traded company itself. Corporations offer these
programs in an effort to build loyalty among existing shareholders. All you
need is to own one share of a company’s stock to get started.
The idea of a DRIP is to allow investors to reinvest their dividend income

in more shares of the company stock on a routine and automated basis, so
shareholders who receive dividends can take advantage of this service. But the
good news is, once in a DRIP, many companies will allow you to purchase
additional shares of the stock—over and above what you reinvest through
dividend income—directly from the company. And the best news of all is,
many DRIP programs allow investors to do this with little or no fees.

THE DIFFERENT TYPES OF ORDERS
When placing an order to purchase or sell stock, most investors rely onmarket
orders. This is a type of order that asks your broker to execute the transaction
as soon as possible, at the best possible price. For sellers, that means the
highest market available price. For buyers, it means the lowest. This is by far
the most convenient type of order to place, since you can be assured that your
buy or sell order will be transacted immediately, so long as it is for a relatively
liquid stock.
But there are other types of orders to consider, as well. For example, there is

a limit order, where you can set the price—sort of the way you can buy air-
plane tickets and hotel rooms on Internet services like Priceline.com. For
example, if you wanted to buy shares of Company X at $25 a share but the
stock was currently trading at $30, you could put a limit order on the stock
that would direct your broker to purchase shares once they fell to $25. This
allows the investor to be disciplined about the prices they pay for stocks, while
also allowing them to place the order in advance without having to babysit the
stock for days.
Now, the one problem with these types of orders is that the stock may not

fall to $25. In some cases the stock will just keep going higher, and the order
won’t be executed. In other situations the stock may fall so fast that it skips
the $25 price mark and goes straight from $30 to $20. In this situation, you
have to be sure that your limit order requests the transaction to be executed at
$25 or cheaper for the buy order to go through. Another thing to be aware of:
Many brokers will charge a slightly higher commission for limit orders versus
market orders.
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Within the realm of limit orders, there are special types that set a timetable
for order executions to take place. A day order tells your broker to buy or sell a
stock at a specific price. But if, for whatever reason, the stock in question does
not hit that price on that trading day, then the order is automatically canceled.
There are good-this month orders, which function similar to day orders, except
they don’t expire until the end of the last trading day of the month. There are
also good through orders, which allow the investor to assign a specific date at
which the limit order will expire. And finally, there are good-till-canceled or-
ders, which allow the investor to keep open the limit order for an unlimited
amount of time until the stock hits the price in question and the transaction is
executed.
There is also another type of order for shareholders to consider, which

comes in handy when trying to minimize losses: stop-loss orders. In a stop loss
order, an investor can literally set a floor for his or her stocks. For example,
say you own shares of Company A, which you bought for $15 a piece.
But since that time, the stock has fallen to $10 a share. You’re willing to hang
on at this price, but you determine that if the stock should fall to $5, you want
out. You can set a stop-loss order that directs your broker to sell at $5, even if
you’re on vacation.
Stop-loss orders aren’t just good for minimizing losses. You can use them to

preserve gains as well. Say you bought shares of Company XYZ for $50 a
share, and since that time they’ve risen to $75. If you want to continue to own
this stock but to lock in gains should the stock start to fall back, you can set a
stop-loss at, say, $55. This will direct your broker to execute a sell at that price
to preserve your gains. If the stock doesn’t fall that far, you will keep owning it
at ever-higher prices.

DIFFERENT PRICES FOR STOCKS
Before you begin trading, it’s important to understand a few things about a
stock’s price. While we typically refer to a stock as having a single price—
which is quoted in stock tables published in newspapers and Web sites
throughout the country—there are actually a couple of different prices asso-
ciated with a stock. At any given moment there is a bid price and an ask price
for the same shares.
The bid price is the price that a buyer states that he or she is willing to pay an

existing shareholder for their stock. The ask price, on the other hand, is the
price that current shareholders state that they are willing to sell their shares for.
So, for instance, when you go to a financial Web site and look up a company’s
stock price, you might see something like the variations in Figure 5-12.
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You’ll notice that the last transaction for Apple shares was made at a price
of $30.03. But the current bid price for Apple stock is $30.15 a share. This
means that investors are offering $30.15 to buy shares of the computer
maker’s stock. Meanwhile, there are existing Apple shareholders out there
willing to sell their shares for $30.04, the ask price.
Now to some, this doesn’t seem to make sense: Why would an investor be

willing to buy a stock for $30.15 when someone out there is willing to sell
shares for a much cheaper price? The answer requires some basic knowledge
of the way stock trading works.
In the stock market, buyers must match up with sellers. But often there’s a

middleman known as a market maker who stands in between the two of you,
in order to facilitate trading and liquidity. These market makers are institu-
tions whose job it is, when there is an imbalance of buyers and sellers in the
marketplace, to step in and buy the shares no one wants or sell the shares
everyone wants. Without these players, the stock market could not operate
efficiently, since people might not be able to enter or exit the equity markets
with ease (this explains why the stock market is far more liquid than the real
estate market, where a buyer might have to wait months for a seller to be
located).
The term ‘‘market maker’’ typically refers to those institutions that play this

role on the Nasdaq national market, which is run by the National Association
of Securities Dealers, or NASD. On the New York Stock Exchange, this
market-making function is carried out by people referred to as specialists.
Different companies stake out roles as market makers or specialists in dif-
ferent stocks or industries.
In the example in Figure 5-12, the ask price is $30.04. This means someone

out there wants to sell their shares for that price. It also means that market
makers could step in and buy that stock for $30.04. Since the bid price is $30.15,

Fig. 5-12. Stock Quote.

Apple Computer (NASDAQ National Market)

Ticker: AAPL

LAST PRICE: $30.03 CHANGE� 0.11
OPEN: $3.27
HIGH: $30.50
LOW: $30.03
BID: $30.15
ASK: $30.04
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that same market maker can turn around and sell the stock just purchased for
$30.04 to a new buyer for $30.15. The difference between the bid and the ask
price is known as the bid-ask spread, which the market maker gets to pocket.
When you make a stock transaction, this spread is considered a hidden cost,
which you pay in addition to the stock commission you are assessed.
Other prices to note include the closing price, which was the last price

the stock traded for in the prior day’s session; the open price, which is the
price the stock started trading at during the current trading session; the high
price, which simply refers to the highest trading price of the day; and the
low price, or the lowest price at which a transaction was made during that
day’s session. Finally, another key price to consider is the 52-week range of
prices, which should give investors some context for the confidence—or lack
of confidence—that investors have shown a stock in recent months.

Final Thoughts
As you can see, the equity markets present investors with enormous oppor-
tunities. But the greater the opportunities, the larger the risks. We’ve outlined
several of those concerns in this chapter, ranging from market risks to stock-
specific risks to inflation risk.
It’s important to recognize all of these challenges that face you as an equity

investor. At the same time, the stock market offers investors an enormous
number of choices. Should you go with large stocks or small stocks? Value-
oriented stocks or growth stocks? Foreign stocks or domestic stocks? The
answer is: You probably want a mix of these types of equities. We’ll get into
greater detail on selecting stocks later, in Part Three.

Quiz for Chapter 5
1. Historically, stocks have generated average annual returns of 10.4 percent,

which is around twice the annual returns for bonds. This means that . . .
a. You can earn twice the amount of money, long-term, in stocks as you

can in bonds.
b. You can earn twice the rate of inflation over the long term by

investing in stocks.
c. Stocks represent the best asset to beat the long-term ravages of

inflation.
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2. The total returns generated by stocks tend to outpace bond returns
because . . .
a. Stocks enjoy attractive dividend yields.
b. Stock price appreciation is correlated with long-term earnings

growth, and companies in the S&P 500 have grown their earnings
around 7 percent a year.

c. Stocks are riskier than bonds, and higher risks always guarantee
higher returns.

3. Investors can reduce market risk by . . .
a. Investing in more than 50 stocks at one time
b. Moving money out of stocks from time to time, as volatility rises
c. Diversifying when they invest their money and diversifying which

types of markets they invest in

4. Dollar cost averaging is a strategy that . . .
a. Maximizes your returns in a rising market
b. Minimizes your returns in a falling market
c. Minimizes your risks in a falling market

5. What is the risk of not being in the stock market?
a. Losing your money in other markets, such as the bond or real estate

markets.
b. Investing only in bonds and cash and thus losing the battle against

inflation.
c. There is no risk in not being in the stock market.

6. Stocks are good hedge against inflation because . . .
a. Inflation is the enemy of bonds, so anything that hurts the relative

performance of bonds helps stocks.
b. Their average dividend yield has historically outpaced the rate of

inflation.
c. On a total return basis, they have consistently managed to stay ahead

of the 3 percent average rate of inflation.

7. Small stocks have historically outpaced large stocks. This means . . .
a. You shouldput your core assetsmostly in small stocks, since they have

proven to be a better investment over time than large blue chip stocks.
b. You should put your core assets in large stocks, because the higher

returns that small-cap stocks produce means they are also riskier
than large caps.

c. You don’t need to invest in both large and small stocks simulta-
neously.
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8. Since there is a relationship between stock price appreciation and
earnings . . .
a. Over the long term, you’re better off investing only in growth stocks,

because they earn more in profits.
b. You’re better off investing only in domestic stocks, since the United

States dominates Europe and Asia when it comes to earnings growth
rates.

c. You should not expect to earn much more than 10 or 11 percent a
year on average in stocks.

9. When the equity risk premium is rising and investors are changing their
strategies in a classic ‘‘flight to quality,’’ where would you expect money
to flow in the equity markets?
a. From value stocks to growth because growth stocks are producing

better profits and sales
b. Into growth stocks, large stocks, and developed markets overseas
c. Into value stocks, U.S. stocks, and large-cap stocks

10. One common—and recommended—strategy to minimizing losses in a
falling market is to . . .
a. Place a market order to sell most of your equity holdings.
b. Place stop-loss orders on existing holdings.
c. Buy stocks through a dividend reinvestment plan.
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CHAPTER
6

Demystifying Bonds

Why Invest in Bonds?
We just spent the previous chapter outlining why stocks, over the span of
decades, tend to be the best asset class for long-term investors seeking to
maximize their returns. At the very least, equities are one of the few assets that
can consistently and significantly outpace the long-term ravages of inflation.
So why does a long-term investor—especially a young one with a time horizon
of potentially two decades or more—even need to consider fixed-income se-
curities for his or her portfolio?
The answer is simple: Long-term gains are not the only measure of investing

success. What good is it for an investor to become a success only at the tail end
of an investing career while living through losses during his or her working
life? And just because you’re a long-term investor in general does not mean
that all of your goals are technically long term in nature.
Consider the 60-somethingwho is not only investing for retirement income a

decade from now, but saving for a dream vacation in two years. Think about
the 40-something who isn’t just preparing for his or her own retirement in 20
years, but the kid’s college bills seven years fromnow.Or the 30-somethingwho
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can’t even fathom retirement since it’s so far down the road, but is thinking of
saving to get married and to buy a first home five years into the future.
Even 20-somethings, who just entered the workforce, may need to put some

of their money in a more reliable and stable asset class like bonds, if only to
safeguard a portion of their overall assets—the portion they’ll need to fund
immediate goals. Who knows—that 20-something may be thinking of going
back to school to earn a master’s or law degree in two or three years. If that’s
the case, putting 100 percent of one’s money in equities would seem to be
risky, since money might well be needed to fully fund short- and intermediate-
term needs. You’ll recall that over one-year periods of time, the odds of losing
money in stocks is greater than one in four. Over three-year periods, it’s about
one in seven. You have to ask yourself: Am I willing to bet my college money
or my house money on those odds?
For these situations—andmany others—the certainties and assurances that

bonds can provide make them attractive alternatives to riskier stocks.
Let’s remember what a bond is: a loan that you provide to a government

entity or corporation. This IOU, like any loan you’ve secured as a borrower,
comes with contractual obligations that are clearly outlined for both parties.
That contract—which is the bond itself—specifically states what annual in-
terest rate you are to expect as compensation for the loan, how long the
loan will last, and the exact date upon which you will receive your original
loan principal back in full.
Unlike stocks, where the investor is part owner of the business, the rela-

tionship you enter into as a bond investor is at arm’s length. Often, a bond
investor couldn’t care less if the corporation whose debt he or she purchases
winds up being the next Microsoft or just some other successful medium-sized
company. As a lender, what you care most about is if the company is strong
enough to fulfill the terms of the loan contract. Will it be able to pay you the
interest rate it promised? Will it be successful enough over the life of the loan
to return your principal investment when the bond matures?
To the extent that a bond investor wants to be assured of both of these

facts, he or she will want to do some homework, just like a stock investor.
Like equity investors, bond investors have to consider the financial

strengths and weaknesses of the underlying debtor, and, if dealing with cor-
porate bonds, the industry the firm is in. And depending on the maturity of the
bond, a prospective investor will probably also want to investigate the long-
term business strategy of that firm. After all, if you’re thinking about buying a
long-term loan that matures in 15 years, it would be prudent to analyze the
odds that the company will survive for all 15 years.
Having said that, the threshold for success for a bond investor is generally

much lower than the bar is set for equity investors. This is because for most
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bond investors, the biggest concern is: Will my loan contract be honored? (To
be fair, sophisticated and professional bond traders will also care about
the business prospects for the underlying company, which we will get into at
greater length shortly.) Stock investors, because they are owners and because
they are interested in the long-term profitability of the company—not just its
survival—have to be worried about a lot more than that.
The good news for bond investors is, once they undertake this basic re-

search, the odds are substantially greater of finding some degree of capital
preservation in the fixed-income market than in equities.

Bonds for Ballast
Many investors, in particular retirement investors, tend to fixate on the in-
terest rates that bonds are paying out. This is understandable. For many re-
tirees, these payouts determine the lifestyle they can lead in retirement. But
bonds are so much more than income generators.
Indeed, one of the biggest reasons for all investors to consider having at least

some portion of their money in bonds is the ballast they provide for an overall
portfolio. During periods of market volatility and out-and-out downturns,
bonds are often useful as a safety net to keep an overall diversified portfolio
from falling too far. This was particularly evident in the bear market of 2000,
whenmany portfolios that were heavily weighted toward equities, and growth-
oriented equities in particular, were battered. Meanwhile, well-diversified
portfolios that had core weightings toward bonds—which means anywhere
from 20 to 50 percent—held up surprisingly well. Consider the performance of
several hypothetical portfolios during that downturn, as shown in Figure 6-1.
As you can see, those who put all of their assets in stocks lost more than 40

percent of their wealth during this bear market stretch. And those who in-
vested in the riskiest types of stocks—technology shares that make up a big
portion of the Nasdaq composite index—lost even more: three-quarters of
their money. Indeed, a $100,000 portfolio in Nasdaq stocks shrank to a little
more than $25,000 in about two and half years.
But investors who socked away at least 30 percent of their money in bonds

during this stretch—while holding the majority or the remainder in equities—
ended up losing only around a fifth of their money during the worst bear
market since the Great Depression. And those who put 40 percent of their
money in bonds and only 25 percent in stocks—with the remainder socked
away in cash—actually ended up making money during this bloody period in
the equity markets.
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This brings up a good point: Bonds can be an opportunistic play for in-
vestors when stocks are being beaten down by the markets.

Bonds for Diversification
One reason why bonds provide ballast to a portfolio is that bonds and stocks
are constantly in competition for investors’ dollars.
For instance, when bond yields tend to be low by historic standards, in-

vestors will often look to shift money into equities in hopes of earning better
relative returns. In times when Treasuries are yielding, say, 3 percent, while
high-quality blue chip stocks are paying out dividend yields of about 3 percent,
some might decide to take a chance on the equity markets, given the com-
petitive payouts. Conversely, when equities look wobbly, investors are going
to look for a place to hide from stockmarket volatility. And the classic place to
seek shelter from stock losses is often in the bond market.
This dynamic means that bond returns tend to zig when stock returns zag—

and vice versa (Figure 6-2). So from a diversification standpoint, bonds are
a great way to pick up some gains when stocks are languishing. While many
investors think that the only way bonds help a stock portfolio during a bear
market is that they lose less money than equities, the fact is, when stocks
fall, bonds often provide healthy positive returns as cash flows into the fixed-
income market.
As you can see in the above comparison, there have been periods when

bonds produced stocklike returns. The classic illustration is the three con-
secutive years, starting in 2000, when bonds were going gangbusters while

Fig. 6-1. Performance of Various Portfolios in 2000 Bear Market.

Performance between

March 31, 2000 and Sept. 30, 2002

Asset Allocation Total

Return

Growth of

$100,000

100% NASDAQ stocks �74.4% $25,600
100% S&P 500 stocks �43.8% $56,240
60% stocks / 30% bonds / 10% cash �20.8% $79,165
47% stocks / 37% bonds / 16% cash �12.9% $87,136
25% stocks / 40% bonds / 35% cash þ 2.8% $102,838

Source: T. Rowe Price
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stocks lost a tremendous amount of money. In 2000, long-term Treasuries
posted total returns of nearly 20 percent—nearly four times their long-term
historic average annual gain. In 2001, when stocks were down in the double
digits, government bonds were up more than 4 percent. And in 2002, when
stocks lost more than a fifth of their value, Treasuries advanced nearly 17
percent. In any given year, you’d be lucky to earn 17 percent in any asset class.
But this raises a question: How can you tell if stocks or bonds are going

to lead the market? One way investors can judge the relative attractiveness of
bonds vis-à-vis stocks is to consider the earnings yield of the equity market.
This term refers to the amount of corporate earnings an investor is purchasing

Fig. 6-2. Stocks and Bonds: Taking Turns.

Years Stock Returns* Bond Returns
{

1929 �8.4% þ 3.4%
1939 �24.9% þ 4.7%
1931 �43.3% �5.3%
1932 �8.2% þ 16.8%
1933 þ 54.0% �0.1%
1934 � 1.4% þ 10.0%
1935 þ 47.7% þ 5.0%
1936 þ 33.9% þ 7.5%
1939 �0.4% þ 5.9%
1940 �9.8% þ 6.1%
1941 �11.6% þ 0.9%
1942 þ 20.3% þ 3.2%
1943 þ 25.9% þ 2.1%
1944 þ 19.8% þ 2.8%
1945 þ 36.4% þ 10.7%
1995 þ 37.5% þ 30.1%
1996 þ 22.9% �1.3%
1997 þ 33.2% þ 13.9%
1998 þ 28.6% þ 13.1%
1999 þ 21.1% �8.7%
2000 �9.1% þ 19.7%
2001 �12.0% þ 4.3%
2002 �22.2% þ 16.7%

*Stock returns prior to 1995 reflect performance of S&P 500. After 1995, they reflect the total returns of the

Vanguard 500 fund that tracks the S&P 500.
{Bond returns prior to 1995 reflect performance of long-term Treasury bonds. After 1995, they reflect the

total returns of the Vanguard Long-Term Treasury Bond fund.

Source: Edward Jones, Morningstar
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for every $1 they’re buying in equities. The theory is, if investors believe that
$1 will buy them more in earnings in stocks than in yield from bonds, then
stocks look more attractive. But if bonds are yielding more income per $1 of
investment than stocks are generating in profits, fixed-income securities start
to look appealing.
It’s very simple to calculate the stock market’s earnings yield. You simply

take the inverse of a stock market’s price-to-earnings ratio. So, for example,
if the companies in the S&P 500 are earning $50 per share and the index is
trading at 1,000, its P/E would be 20. Let’s go back to the formula to calculate
P/E ratios to see how we came up with that:

P=E ¼ Price of security/Earnings per share

P ¼ 1; 000

EPS ¼ $50

1000=$50 ¼ 20

So, if the earningsyield is the inverseof theP/E formula, its formulawouldbe:

Earnings yield = Earnings per share/Price of security

Now, in our example, we know that the earnings per share is $50. And the
price of the security—in this case the S&P 500—is 1,000. So:

Earnings per share ($50)=Price(1; 000) ¼ 5%

Earnings yield ¼ 5%

What do we do with this information once we’ve calculated it? Well, many
investors compare the earnings yield for stocks against bond yields—specifically,
the yield on 10-year Treasury notes. In fact, this analysis is informally referred to
as the Fed Model of securities analysis, since it is believed that Federal Reserve
Board chairman Alan Greenspan relies on such a comparison to determine
whether stocks are over- or undervalued at any given point.
If 10-year Treasury notes are yielding 5 percent while the S&P 500’s

earnings yield is also 5 percent, both markets are considered fairly valued and
compete head-to-head. But if Treasuries are yielding more than the earnings
yield of the stock market, then bonds would appear more attractive than
stocks at the moment, since an investor could earn more per yield through
bonds than they could in corporate profits in stocks. Conversely, when bond
yields are lower—if 10-year Treasuries are yielding 4 percent, for instance,
while the earnings yield for stocks is 5 percent—then equities may be a better
bet. The higher the yield, the more attractive the investment would be.
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Bonds for Income
Obviously, not all investors care about the relative attractiveness of bonds
when it comes to producing total returns. Some are more interested in the
income that bonds can generate relative to other asset classes. And when it
comes to income, there really isn’t an alternative to bonds.
There are two concerns for all fixed-income investors: How do I make the

numbers work, and how do I deal with inflation? (We’ll get to inflation in a
second.)
Making the numbers work refers to the fact that for investors to generate

any reasonable amount of income to live off of, they would need to amass
huge sums of money. For example, if bank certificates of deposit (CDs) are
yielding 3 percent and you as an investor want to structure a portfolio of CDs
that would provide you with an adequate stream income to live off of in re-
tirement, howmuch money do you think you would need: $100,000, $250,000,
what about $500,000?
Well, 3 percent of $100,000 is $3,000.Formost people, that’s hardly enough to

pay a month’s worth of expenses—factoring in food, shelter, and other routine
costs—let alone a year’s worth. To achieve $30,000 annual income, which is still
a modest sum, you’d have to bring $1 million to the table at that interest rate.
(Figure 6-3 charts annual income based on various rates of interest.)
Shy of coming up with $1 million in assets, this means you have to find

higher yielding instruments. Historically, short-term T-bills, which are a
proxy for cash, have generated yields of around 3 percent. Depending on
market interest rates, bank savings and checking accounts might yield any-
where from 1 to 3 percent. Bank CDs, depending on their maturity, may yield

Fig. 6-3. Annual Income Based on Various Rates of Interest.

Assets 2% 3% 4% 5% 6% 7% 8%

$100,000 $2,000 $3,000 $4,000 $5,000 $6,000 $7,000 $8,000
$150,000 $3,000 $4,500 $6,000 $7,500 $9,000 $10,500 $12,000
$200,000 $4,000 $6,000 $8,000 $10,000 $12,000 $14,000 $16,000
$250,000 $5,000 $7,500 $10,000 $12,500 $15,000 $17,500 $20,000
$300,000 $6,000 $9,000 $12,000 $15,000 $18,000 $21,000 $24,000
$400,000 $8,000 $12,000 $16,000 $20,000 $24,000 $28,000 $32,000
$500,000 $10,000 $15,000 $20,000 $25,000 $30,000 $35,000 $40,000
$800,000 $16,000 $24,000 $32,000 $40,000 $48,000 $56,000 $64,000

$1,000,000 $20,000 $30,000 $40,000 $50,000 $60,000 $70,000 $80,000
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slightly more. Yet to achieve a reasonable amount of income—let’s define that
as $25,000 to $50,000 a year—you’d have to do better.
That’s where bonds come in. Because bonds tend to yield more than cash

instruments andpayoutmore than the average dividendyield of stocks, investors
naturally look to the fixed-income market for a solution to their income needs.
Different types of bonds will yield more or less, based on the amount of

interest rate risk and credit risk they expose an investor to. Generally speaking,
the longer the maturity of a bond, the higher the interest rate it will pay out.
This is because longer-term bonds tie up an investor’s money for lengthy
periods of time, and there are always additional risks associated with locking
down your assets for long periods of time. Companies with poor credit quality
must also pay out higher yields on their bonds, since investors who buy their
debt are taking a risk by doing business with such a company. Moreover,
corporate bonds tend to have to pay out more than government bonds, since
they aren’t backed by the full faith and credit of Uncle Sam.

What You Need to Know About Bonds
There are certain terms and concepts that are critical for all bond investors to
understand. This is particularly true because bonds, unlike stocks, are con-
tractual relationships. And it’s helpful to know all the terms of a contract be-
fore signing on the dotted line. Yet the problem is, the language associatedwith
fixed-income instruments isn’t as intuitive as the jargon of equity investing.
For example, we can all appreciate concepts such as price and earnings and

market value when it comes to stocks. But bond terms can be downright
confusing. To learn more about the basics of bonds you can go to the Web site
of the Bond Market Association, www.investinginbonds.com. There, you will
not only find tutorials on what bonds are and how they work, there is also an
extensive glossary of bond-related terms. The www.investopedia.com can also
come in handy if you’re confused about what a certain fixed-income-related
term means. We’ll tackle a few of them below.

PAR VALUE
This simply refers to the face value of each bond. Since bonds are typically
sold in $1,000 increments, chances are the par value of your individual bond is
going to be $1,000. One exception might be with municipal bonds, where par
might be set at $5,000 per bond.
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When you seek your principal back at maturity, this is the amount you will
likely get back, per individual bond, at redemption. Par value is not to be
confused, though, with your principal investment, though the two could be
the same amount. If you purchased a newly issued bond—one that a corpo-
ration or government just auctioned off to raise money—you may very well
have bought it for par value, in which case your principal investment and par
value would the same: $1,000 per bond.
But remember that bonds can also be bought and sold in the secondary

market, just like stocks, where older bonds can get passed around to new
investors. (The same thing happens with other loans; for instance, even
though you as a consumer may initiate a loan with your local bank for a home
mortgage or even student loans, there is a good chance that your bank may
resell that debt to another lending institution if it thinks it can get better terms
by selling the paper than by hanging on to it.) If you purchased an older bond
at a premium to par value—say you bought it for $1,100—then your principal
would be $1,100 but par would still be $1,000.

MATURITY
This refers to the date at which the bond issuer agrees to redeem the
bondholder. This is also the date at which the loan contract itself—the
bond—expires, so interest payments and other benefits would also end at
this time. It’s important to note, however, that some bonds may be called
prior to maturity. Within the bond universe, some bonds are callable and
others are noncallable. A callable bond simply gives the bond issuer the right,
under certain circumstances, to end the life of the contract sooner than
expected.
Typically, the period before a callable bond can be called back by the issuer

is referred to as the deferment period, during which time the bondholder enjoys
call protection. But after the deferment period ends, all bets are off. Some
callable bonds come with call premium, which means in the event that a bond
is redeemed prematurely, the bond issuer agrees to pay the bondholder a slight
premium above par to compensate him or her for the trouble.

PRICE
Like stocks, bonds come with a price. And that price can fluctuate throughout
the trading day, depending on the level of demand for the fixed-income se-
curity. But there are major differences in the way bond and stock prices are
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listed. Indeed, while stock prices are fairly self-explanatory—a share listed for
$20.50 sells for twenty dollars and fifty cents—it’s not so simple to figure out
the price of a bond.
For example, all new bonds auctioned off by the issuer are sold at a preset

price—par value. So if you were to purchase a new Treasury bond at auction,
you would pay $1,000 per bond. If the price of that bond falls below $1,000 in
the secondary market, it is said to be trading at a discount. If it fetches a price
that is above par value due to strong demand for the debt, than it trades at a
premium.
There is a quirk, however, in the way bond prices are listed in newspaper

tables andWeb sites. Instead of listing the price of a bond trading at par value
as $1,000, its price will be quoted as ‘‘100.’’ Bonds trading at a discount would
be listed below 100—for instance, 99.75. Bonds trading at a premium would
have prices above 100—for example, 101.25.
More important, bond prices, unlike stocks, are not in decimals, even

though the prices as shown look as if they are. Treasury bonds, for instance,
are quoted not as fractions of 100ths, but rather as fractions of 32nds. In other
words, the price of a Treasury does not move in increments of pennies, but in
increments of 1/32nds of a $1, or 2/32nds of a $1, etc.
So let’s say you’re considering investing in a two-year Treasury note

whose price is listed as 105.11 (sometimes, you will see that same price listed
with a colon, as in, 105:11). This does not mean that the bond is trading for
$1,051.10, even though that would be the logical conclusion. Instead, it
means the bond is trading for $1,053.44. How do we figure that? We arrive
at this by first dividing 11—the figure after the decimal or colon—by 32.
Eleven divided by 32 is 0.34375. This is interpreted in bond prices to mean
$3.4375, which we can round up to $3.44. Now, we add that to $1,050
(which is how we interpret the 105 price before the decimal or colon) and
get $1,053.44.
To confuse matters even further, many corporate issues trade not in 32nds,

but in increments of eighths. This means prices can tick up or down in as
small as 1/8th fractions. So if a corporate bond is listed at a price of 905⁄8, it
is trading for $906.25. How did we figure that? We arrived at this figure by
first dividing 5 by 8, which is 0.625. Because bond par values are in $1000s
instead of $100s, we move the decimal and interpret it as $6.25. We add that
to $900 (which is how we read the 90 price listed before the 5/8), and we get
$906.25.
As if that weren’t confusing enough, like stocks, bonds have two prices: the

bid and the ask. The bid price, again, is the price at which a bond buyer is
willing to purchase a bond, while the ask is the price at which an existing
bondholder is willing to unload his or her fixed-income security.
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THE COUPON RATE
When a bond is issued, it comes with a fixed rate of interest, which is known as
your coupon interest rate. They call it that because bonds literally used to come
with certificates or coupons attached to them. When it was time to receive an
interest payment on the bond, the bondholder would cut out this coupon and
deliver it to the bond issuer in an effort to redeem the interest payment due. In
today’s electronic world, the coupon has gone away, but the term has stuck
around.
The coupon rate represents your interest rate if you purchased the bond at

par. If you bought a Treasury bond with a 5 percent coupon for par value, for
instance, you would earn $50 a year in interest on that $1,000 bond, so your
real interest rate and coupon rate would be 5 percent.
It’s important to note that some bonds, by design, do not pay any interest

along the way to compensate investors for the IOU. Instead, these zero-coupon
bonds, which are priced at discounts to their face value, in effect pay the in-
vestor all of the money that would have accrued as interest over the life of the
loan in a lump sum at maturity—in addition to the principal investment that
the investor is due back. From the standpoint of the bond issuer, these are
great vehicles, since they don’t require periodic payments and therefore don’t
tie up much needed capital. So a cash-strapped corporation may prefer to
issue zero-coupon bonds.
Who would want to buy a bond that pays no interest along the way? Some

investors put money in bonds not because they want to earn annual income,
but to preserve and grow a pot of money for a specific use at a specific date in
the future. So, for example, parents who know that college bills are due for a
child in eight years and are investing for that purpose may not need their
bonds to throw off annual income. Instead, they may simply be interested in
knowing that eight years from now they will get their principal returned to
them plus a known amount of accrued interest.
Investors in zero-coupon bonds, however, should be warned of a couple of

important things: First, even though zeroes don’t pay out annual income, the
federal government will still make you pay taxes on the imputed interest—or
what you would have earned every year in bond income if your zero was like a
traditional bond and threw off annual payouts. Obviously, many investors do
not like having to pay taxes today for a benefit that they won’t enjoy until
several years down the road, so be careful when purchasing zeroes.
Moreover, another drawback with zero-coupon bonds is that their prices

tend to be more volatile than traditional fixed-income securities. So if you buy
a zero and do not plan to hold it to maturity, be forewarned of the price risk
that you face in these issues.
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YIELD
The simple definition of yield is the interest you collect on an investment. But
there are many different yields associated with every bond, depending on the
purchase price and the number of years until maturity. For example, we just
described a bond’s coupon yield. That would be the amount of annual income
you would earn on the bond, expressed in percentage terms, if you purchased
it new at par value. But this does not mean the coupon rate is the interest rate
that all investors would collect on that bond. This is because your yield—in
real terms—will also depend on other factors.
For example, because bonds can be bought and sold after initial issue, there

is also the current yield to consider. A bond’s current yield can be determined
with the following formula:

Annual interest generated by the bond/Current price = Current yield

The current yield of a bond will differ from its coupon yield if the bond is
purchased at a discount or premium to par. Let’s go back to our previous
example of a newly issued Treasury bond with a coupon rate of 5 percent
purchased at $1,000 and assume that after some time has passed, it gets sold to
another investor at a premium of $1,100. While the coupon yield for this bond
is 5 percent, its current yield—which is the real rate of interest that a new
buyer would enjoy based on the purchase price—would be 4.5 percent:

Annual interest ($50)/Current price ($1,100)= 4.5 percent

Now let’s assume that instead of buying this bond in the secondary market
at a premium, you purchase it at a discount. Say you pay $850. Going back to
our example, this bond still pays $50 a year in real interest per $1,000. But
since you’re buying it a steep discount, the formula works like this:

Annual interest ($50)/$850 (price)= 5.9 percent

As you can see, the real rate of interest you will enjoy from a bond is de-
pendent not just on the stated coupon, but what price you pay for the un-
derlying security.
There is another yield calculation that is often used among fixed-income

investors: the yield-to-maturity, or YTM. The calculation of this yield is com-
plicated. You’re going to be better off simply asking your broker to supply this
figure for you—which he or she will. The yield-to-maturity factors in not only
the real payout rate of a bond based on its interest and price, but also its par
value and the number of years left until the bond matures. Yield-to-maturity
calculation can come in handy when assessing the true payout of a bond in-
vestment versus other investments that throw off income.
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Bond Risks
INFLATION RISK
There are three things that bond investors hate with a vengeance. One of them,
as we discussed earlier, is inflation.
To reiterate, inflation is a naturally occurring economic phenomenon

where, over time, prices on goods and services rise as an economy expands.
But as prices rise, the purchasing power of your money falls. This means that
even as you appear to be nearing the achievement of a financial goal, inflation
is actually pushing in the opposite direction. This is particularly worrisome for
bond investors, because bond total returns historically have barely outpaced
the rate of inflation. Moreover, bond investors often have to tie up their
money for lengthy periods of time. What good would it be to earn, say, 4
percent on a bond and to receive your principal back in full 10 years later only
to realize that inflation has eaten away at more than 4 percent of your original
investment?
Going back to the Ibbotson data we discussed in Chapter 5, we know that

government bonds have returned around 5.4 percent a year for much of the
past century. But inflation has run at around 3 percent a year during that same
time. This means that on an after-inflation basis, bonds have only returned
around 2.4 percent a year. At that rate of growth, it would take 30 years for
your money to double in real value through fixed-income investments. In
contrast, equity investments would only require about a decade to double
your money, based on their historic rate of growth as well as the historic in-
flation rate. (The chart in Figure 6-4 compares the annual returns of stocks
and bonds to inflation since 1926.)
This is why during times of high inflationary pressure, when investors,

fearing rising prices, pull their money out of the fixed-income sector and head
to the more attractive alternative, bonds tend to underperform stocks. This is
particularly true when inflation is running in the high single digits, or even the
double digits—as they did in the early 1980s—since during those periods,
bond investments could end up losing money in real terms even if they post
positive total returns.

Managing Inflation Risk

There are a couple of ways bond investors can deal with inflation risk head-on.
The first, obviously, is to search for higher-yielding bonds, since on an
inflation-adjusted basis, higher yielding debt might produce greater returns
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in your portfolio. But the downside of this strategy is that you often have to
expose yourself to greater credit risk to get those fatter payouts.
A simpler solution—which exposes you to no credit risk—has recently been

supplied by the federal government: Treasury Inflation Protected securities,
also known as TIPs bonds. TIPs are the first fixed-income product whose
returns won’t be eaten away at by inflation. In fact, these bonds are likely to
do better in high inflationary periods because not only is your investment
safeguarded from rising prices, but demand for TIPs bonds should rise when
inflation does (which means the price should go up too).
TIPs have a unique structure. Every year, the government adjusts the par

value of these bonds to reflect the rate of inflation, as measured by the Con-
sumer Price Index. So if inflation rises 4 percent a year, so too will the un-
derlying value of these bonds for investors who hold them to maturity.
Moreover, at maturity, you are guaranteed to get back either the original par
value of the bond or the inflation-adjusted par—whichever is higher. This
means that you cannot lose your original investment in these securities, even
if deflation, rather than inflation, becomes the real threat to the economy.
(Deflation is an economic phenomenon where, for short periods of time,
prices fall, increasing the purchasing power of your money.)
The income thrown off by TIPs also adjusts for inflation, though indirectly.

TIPs, like other Treasuries, come with a fixed rate of interest. But instead of
being calculated on the bond’s original par value, the income thrown off by
these bonds is based on the inflation-adjusted principal value, meaning you

Fig. 6-4. Annualized Returns (1926–2003).

As this graph indicates, historically, stocks have done a far better job than bonds in outpacing

the ravages of inflation.

Source: Ibbotson Associates
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are likely to receive higher payouts should inflation rise—in addition to your
increased principal value.
There is one downside to investing in TIPs, which is similar to the downside

of investing in zero-coupon bonds. Every year, the federal government will tax
you on the imputed interest you receive on the inflation-adjusted principal
value of your bond. The problem is, you don’t get to enjoy the inflation-
adjusted principal until the bond matures. Unfortunately, Uncle Sam will
ding you with taxes along the way. So these investments may be better suited
for a tax-deferred account.
If you don’t want the hassle of buying TIPs bonds directly, you can invest in

mutual funds that specialize in these inflation-adjusted bonds. Among some of
the most popular are: Vanguard Inflation-Protected Securities fund (800-662-
7447; www.vanguard.com), Fidelity Inflation-Protected Bond fund (800-343-
3548; www.fidelity.com), and American Century Inflation-Adjusted Bond
fund (800-345-2021; www.americancentury.com).
Since these bonds are issued by the U.S. Treasury, they are backed by

the full faith and credit of Uncle Sam, and therefore expose you to no
credit risk.
If you want inflation protection but don’t have the finances to buy TIPs in

$1,000 increments, you can also consider inflation-adjusted savings bonds that
Uncle Sam now issues. The interest rate on these so-called I-bonds is deter-
mined by two factors: one is a fixed rate established by the government, and
the other is a floating rate that fluctuates based on the rate of inflation as
measured by the consumer price index. This means that the interest paid by
these savings bonds will always adjust and keep pace with inflationary trends.
Best of all, I-bonds can be bought in increments of as small as $50.

CREDIT RISK
This is another major concern for bond investors. Just like a bank is always
worried whether its borrowers will repay their loans in full and on time, bond
investors must always be mindful of credit risk—the financial health of the
companies whose debt they purchase.
While the vast majority of companies make good on their loans (if they

didn’t, it would be that much harder for them to seek financing in the bond
market the next time around), there is always the chance that a company will
default, by failing either to pay the interest owed or to pay back the original
principal. The most common occurrence of defaults takes place when a
company’s health deteriorates to the point where it must seek bankruptcy
protection.
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From the standpoint of the company, bankruptcy shelters it from its obliga-
tion to make good on its responsibilities. Unfortunately, this means that bond
investors, alongside equityowners, are left holding thebag.This iswhy credit risk
becomes an increasing concern for bond investors during periods of economic
uncertainties or outright recessions, when bankruptcy filings tend to spike.
As an aside, there are different classifications of corporate debt, with

varying degrees of bankruptcy safeguards. Senior bonds, for example, are
placed higher up in the pecking order of claims in the event of a corporate
bankruptcy. As a result of those greater assurances, senior corporate debt
does not necessarily have to offer as high an interest rate to pique investors’
attention. On the other hand, subordinated bonds force investors to wait until
other lenders are made whole before making claims against the financially
troubled firm. Having to take on more credit risk, owners of subordinated
debt are often compensated with a slightly higher interest rate.

Managing Credit Risk

There are three basic strategies for addressing credit risk in your overall
portfolio. The first is simple: Stick with debt issued by Uncle Sam. Federal
government debt exposes investors to zero credit risk since the Treasury issues
these bonds and can always print money to make investors whole even if the
government runs into financial difficulties.
A second strategy is to diversify your holdings and spread out that credit

risk over a portfolio of dozens if not hundreds of bonds. By investing in, say,
100 bonds, your portfolio would be protected from losses even if one or two
defaulted. Obviously, since bonds are issued in increments of $1,000—and are
often sold in large lots—it’s going to be hard for a small investor to achieve
adequate diversification on their own. But a simple solution is to consider a
bond mutual fund, since the average bond fund invests in nearly 400 indi-
vidual securities.
The final way to manage credit risk is to stick with high quality, investment-

grade bonds. Within the corporate bond universe, investment-grade bonds are
those issued by corporations with healthy balance sheets and a strong degree
of financial stability. Technically, they are bonds with credit ratings of BBB or
higher. If you want to maximize protection from credit risk, you probably
want to stay at the upper end of the investment grade universe, which means
bonds rated AA or better.
Bond issuers, like consumers, are rated based on their credit-worthiness,

ranging from junk status to investment-grade. The three major bond rating
agencies that assess the quality of debt issuance are Moody’s, Standard &
Poor’s, and Fitch. While they each have a slightly different rating system
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(Figure 6-5), their ratings are similar enough for investors to use as general
guidelines for assessing the overall credit quality of the bonds they purchase.
Anything rated BBB or higher (or in Moody’s system, Baa or higher) is con-

sidered investment grade, while BB (or Ba) and lower is regarded as junk bonds.
While the systemofbond rating is by nomeans perfect—for example, debt issued
by Enron was classified as investment grade debt only days before the energy
giant filed for what was then the biggest bankruptcy in corporate history—the
ratings systemgenerally helps.Historically, only aroundone-tenthof1percentof
bonds rated Aaa have ever defaulted. Meanwhile, less than 2 percent of bonds
rated Baa have failed to meet their obligations, about 12 percent of bonds rated
Ba have defaulted, and about 30 percent of bonds rated B have failed.

INTEREST RATE RISK
The third major category of risks associated with bonds is interest rate
risk. There are two types of interest rate worries that plague fixed-income
investors. The first has to do with the prospects of rising rates.
As we’ve already discussed, bond prices move in the opposite direction of

market interest rates. While this may seem counterintuitive—after all, don’t
we want our bonds to pay out ever higher interest rates?—it’s actually quite
logical, given that bonds have fixed rates. If you purchase a bond with a
coupon yield of 5 percent and then market interest rates rise to say, 6 percent,
why would anyone want to buy your older, lower-yielding bond when newer
ones are paying out a full percentage point more? Obviously, many don’t.
This means that as rates rise, the price of older bonds in your portfolio is

likely to fall. So, for an investor who is in the bond market for total returns,

Fig. 6-5. Bond Ratings.

Credit Rating Moody’s S&P Fitch

Highest quality Aaa AAA AAA
High quality, but small degree of risk Aa AA AA
Good quality, but susceptible to risk A A A
Medium quality Baa BBB BBB
Start of ‘‘junk’’ status Ba BB BB
Speculative grade; major uncertainties B B B
Poor quality; vulnerable to nonpayment Caa CCC CCC
Highly vulnerable, likely to default Ca CC CC
Lowest quality C C C
In default D D-DDD
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rising rates threaten the market value of his or her fixed-income holdings. In
years when rates rise dramatically, the value of one’s underlying bonds may
fall more than the bonds are yielding. On a total return basis, investors can
actually end up losing money, though surveys show that many investors are
not aware of this.
In 1994, for example, when the Federal Reserve hiked short-term rates

quickly and aggressively, the fallout in the bond market was widespread. The
chart in Figure 6-6, shows how bond funds in various categories performed in
that year. You’ll note that more than 88 percent of taxable bond funds
lost money that year, with an average loss of what in fact was 3.41 percent.
Long-term government bond funds did far worse, since longer-maturity and
longer-duration bonds tend to be more vulnerable to interest rate risks.
Around 96 percent of all long-term government bond funds lost money in
1994, with an average loss of nearly 9 percent.
There’s a second type of interest rate risk that income investors face.

Ironically, it’s the opposite risk of the one we just described: that interest rates
will fall over time. Income-oriented investors—retirees, for instance—care
about this type of interest rate risk.
When rates fall, it certainly helps the fortunes of bond fund investors, since

the price of older bonds in these portfolios rise. But for income investors who
buy individual securities, falling rates mean that as their old bonds mature,
they will have to reinvest that money at ever lower yields. For a retiree, this
could be a dangerous development, since their incomes are often limited and
any reduction in interest income could cut into their ability to fund their

Fig. 6-6. Bond Performance in 1994.

Bond Type

Percent of Funds

That Lost Money

Average Loss

in 1994

Long-term government 96% �8.6%
Long-term corporate 100% �6.4%
Intermediate-term government 99% �3.8%
Intermediate-term corporate 99% �4.1%
Short-term government 72% �1.2%
Short-term corporate 65% �1.0%
Ultra-short-term corporate 3% þ 2.0%
High yield bond 91% �3.2%
Multisector bond 100% �4.9%
All taxable bonds 88% �3.4%

Source: Morningstar
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lifestyles. This was a particularly pronounced risk for income investors at the
start of this century, as both long- and short-term interest fell to 40-year lows.

Managing Interest Rate Risk

The good news is, there are ways to combat interest rate risk, just as there are
strategies to deal with the other concerns we’ve raised. Let’s start with the first
type of interest rate risk we discussed: rising rates.
The simplest way for an investor to combat rising interest-rate risk is to buy

individual bonds—not bond funds—and hold them to maturity. This is the
equivalent of being a buy-and-hold bond investor. While fluctuations in bond
prices matter to bond traders and to bond funds—because they flip into and
out of bonds constantly—individual bondholders who simply buy bonds with
the thought of collecting the interest and recouping their principal later on
don’t have to worry. To them, bond price fluctuations are all noise, because at
the end of the day, they’re not going to trade their debt.
Unfortunately, bond fund investors cannot use this strategy because bond

funds have no fixed maturities. Instead, bond funds are diversified portfolios
of fixed-income securities with varying maturity dates. Moreover, because
investors can flow into and out of a bond fund at will, bond fund managers
often are forced to sell securities before they mature simply to manage the cash
flow of their portfolios. The upshot is, there is no way in a bond fund to
completely avoid interest rate risk.
Having said that, another strategy to address rising-rate risk is to stick

with bonds with short maturities (or by extension, bond funds that focus on
short-term debt). Why?
Let’s define what short-term bonds are: fixed-income securities that typically

mature in around two years or less. An intermediate-term bond, in contrast,
matures in two to 10 years.And a long-termbond typicallymatures inmore than
10. There are a couple of reasons why short maturities help in a rising market.
When rates rise, short-term bonds will come duemuch faster than long-term

debt. Thismeans you can then turn aroundand reinvest themoney youget back
from your old bonds quickly into higher-yielding new bonds. While this does
not do away with the fact that older bond prices will still fall in a rising rate
environment, hopefully, the higher yields you can earn on the new bonds will
offset some of your losses. Shorter-term bonds also comewith lower durations.
And as we discussed, the lower the duration of your investment, the less vul-
nerable it is to interest rate risk.
But what about investors who are worried about falling interest-rate risk?

They too can manage this risk with a basic—and popular—fixed-income
strategy. It’s called laddering your bonds. The term refers to a common
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strategy of diversifying when an investor buys new bonds. It is the equivalent
of dollar cost averaging for bond investors, whereby one would take their
bond assets, divide it relatively evenly, and purchase equal amounts of bonds
that come due in routine intervals.
So instead of putting all or most of your money in bonds maturing in, say,

seven years, you would split it up and buy bonds of different maturities,
thereby averaging out your portfolio’s overall maturity and duration. In
Figure 6-7 we see what a typical ladder might look like.
The way this works is, at the end of the first year, your one-year bond will

come due. In addition, all of your bonds will be one year closer to maturity.
You would then take the proceeds of the redemption of the one-year bond—
$10,000—and reinvest it at the long end of the curve, in a new 10-year bond.
Remember, by this time, your existing 10-year bond only has nine years left
until maturity. This means you reset your ladder every year—and you are
buying incrementally every year. This way, you never have to buy a whole new
slate of bonds just when interest rates have fallen to historically low levels.

Types of Bonds
LONG TERM VS. SHORT TERM
To reiterate, long-term bonds are those that mature in 10 years or more, while
intermediate-term bonds mature in two to 10 years, and short-term bonds
come due in around two years or less. Though you could be investing in the

Fig. 6-7. Bond Ladder.

Total Amount to Invest: $100,000

$10,000 Treasuries maturing in 1 year
$10,000 Treasuries maturing in 2 years
$10,000 Treasuries maturing in 3 years
$10,000 Treasuries maturing in 4 years
$10,000 Treasuries maturing in 5 years
$10,000 Treasuries maturing in 6 years
$10,000 Treasuries maturing in 7 years
$10,000 Treasuries maturing in 8 years
$10,000 Treasuries maturing in 9 years
$10,000 Treasuries maturing in 10 years

$100,000 Average maturity: 5.5 Yrs.
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exact same type of issue—for instance Treasury bonds—the length of ma-
turity of the bond you choose changes the very nature of the investment.
In general, long-term bonds are regarded as more aggressive—and risky—

investments, while short-term bonds are considered more conservative. (The
fluctuations in the table in Figure 6-8 reflect this.) The reason for this is that in
the bondmarket, anything that forces you to tie up yourmoney for a sustained
period of time adds risk to your profile. While you may be certain that a
company whose bond you purchase will be around for another two or three
years, who knows, for instance, if the bond issuer will survive 10 to 15 addi-
tional years after that?Whoknowswhere interest rateswill be that far down the
road? And who knows what the stock market will be like a decade from now?
In a short-term bond, investors at least have the luxury of being able to

extricate themselves from a bad situation more quickly—and to redeploy their
money into better assets for a changing situation. But long-term bond in-
vestors don’t have that luxury. To compensate investors for this added risk,
bond issuers will provide fatter yields for long-term debt.
There are other reasons why an investor might choose a long-term bond

over short-term debt. As we stated earlier, it’s important for investors to
match up their financial investments with their goals. This is why we discussed
the need to outline all of your goals—and their time horizons—before you
start investing.
For some investors, financial goals may not come up for years. If you’re

investing for retirement, for example, you may not need the money for 20
years. If you’re the parent of a newborn, you may not need to pay for college

Fig. 6-8. Bond Performance: Long-Term versus Short.

Year

Long-Term

Corp. Bonds

Short-Term

Corp. Bonds

2003 7.96% 2.42%
2002 9.03% 5.29%
2001 7.89% 7.17%
2000 9.71% 7.83%
1999 �3.12% 2.23%
1998 6.71% 6.10%
1997 11.59% 6.47%
1996 3.82% 4.40%
1995 22.89% 11.40%
1994 �6.37% �0.95%

Source: Morningstar
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for another 18 years. That said, long-term bonds, with their higher yields and
higher risks, may be appropriate for an investor who wants to park money for
the long term with the intention of holding the bond until maturity.

GOVERNMENT VS. CORPORATE
Investors seek out government bonds and corporate debt for two entirely
different reasons.
Investing in government debt is a way to eliminate credit risk while still

participating in the fixed-income market. In this sense, buying Treasuries is
a defensive play. In comparison, corporate bond buyers are looking for op-
portunities. And they are willing to take on credit risk in exchange for higher
interest rates and the potential for higher total returns.
It should be noted that it’s fairly simple for investors to purchase individual

Treasury bonds either through their brokerage accounts or directly from the
federal government. For as little as $1,000, you can purchase Treasury bills
(securities maturing in one year or less) or notes (those maturing in two to 10
years) directly from the government at auction at www.treasurydirect.gov.
The same cannot be said for corporate bonds. In addition to sizable

commissions, it is very difficult for small investors to get good pricing on small
lots of corporate debt. In fact, it may take at least $100,000—if not more—
to adequately assemble a diversified mix of corporate debt for your personal
portfolio. As a result of the difficulties and fees, most individual investors gain
exposure to corporate bonds through funds.
But again, there is a distinction in investing in individual bonds and in-

vesting in a fund. A fund is more convenient and will be more cost effective in
creating a total bond portfolio. A fund will also reduce your exposure to credit
risk, since it will spread out small amounts of money over hundreds of dif-
ferent bonds. But at the same time, a fund, because it has no fixed maturity,
takes away one of the tools investors have to reduce interest rate risk: the
ability to simply hold the security to maturity.
As for performance, Figure 6-9 compares government and corporate bonds

over the past 10 years.

INVESTMENT GRADE VS. HIGH YIELD
Just as there is a distinction between growth and value stocks, there is a di-
vision in the fixed-income universe between investment-grade and high-yield,
or junk, bonds.
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As we discussed, investment-grade bonds are a way to invest in individual
corporate issues without exposing oneself to excess credit risk. In this sense,
investment-grade debt is kind of like a growth stock, since the investor is
assured that the underlying company is healthy and firing on all cylinders. If
one does his or her homework, there should be few surprises when it comes to
investing in high-quality debt. In fact, investment-grade bonds are designed to
make up the core holdings in a fixed-income portfolio.
High-yield debt, in contrast, is a bigger gamble, and therefore should only

make up a sliver of one’s overall bond portfolio—perhaps 10 or 20 percent,
but probably no more.
Like a value investor who is willing to buy a broken-down company for a

cheap price in hopes that it will soon be able to turn things around, a junk
bond investor is willing to take a flier from time to time on the debt of low-
quality companies. Sometimes, when speculation is in favor in the markets,
this type of bet can pay off handsomely. In 2003, for example, when investors
were beginning to emerge from the shadows of the bear market, junk bond
funds generated total returns of around 24 percent. Compare that to the 3.9
percent gains for investment-grade bonds.
This is why many people regard junk bonds as a proxy of sorts for the

equity markets. While junk bonds are still bonds, the relative uncertainty of
the bond issuer’s credit profile means an investor is making a bet on the
turnaround of that company, not necessarily on the debt itself. If the company
fixes its financial problems, the underlying value of these bonds often soars. If
it doesn’t, investors still receive compensation in the form of the higher yield.
But it’s important to note that the underlying price of junk bonds can fall

Fig. 6-9. Bond Performance: Government versus Corporate.

Year Govt. Bond Funds Corp. Bond Funds

2003 2.02% 4.51%
2002 9.11% 7.44%
2001 6.77% 7.49%
2000 10.85% 9.21%
1999 �1.00% � 0.52%
1998 7.44% 6.94%
1997 8.54% 8.45%
1996 2.84% 3.71%
1995 16.24% 16.27%
1994 �3.41% �3.40%

Source: Morningstar
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more than even the high yields, and these investments lose money more fre-
quently than investment-grade debt (Figure 6-10).
Not only do junk bonds pay out significantly higher yields than investment-

grade debt—because the issuers have to in order to attract investors—this
debt typically trades at steep discounts to par value. This is especially true for
junk bonds issued by companies that are teetering on bankruptcy.
While many associate junk bonds with low-quality companies, the fact is,

bonds issued by brand-name firms have fallen to junk status at one time or
another. These companies include giant companies like Georgia-Pacific,
Worldcom, El Paso Corp., and Qwest Communications.
Because of the credit quality concerns of these bonds, and questions con-

cerning access to these markets, high-yield debt should be held by investors
through funds—and not individually. Whereas only around 1 percent of
investment-grade bonds default over time, there are years in which the default
rate of the junk bond universe rises above 10 percent. With one in 10 odds of
failing, it’s important to invest in a fund with more than 100 funds, to prevent
such losses from taking down an entire portfolio. The good news is that the
average high-yield bond fund holds nearly 300 different issues.

Quiz for Chapter 6
1. Historically, bonds have badly trailed the performance of stocks. So

why does a long-term investor need to consider fixed-income securities?

Fig. 6-10. Bond Performance: Investment Grade versus High Yield.

Year High Quality High Yield

2003 3.90% 23.95%
2002 7.49% � 1.63%
2001 7.45% 2.34%
2000 9.44% � 7.11%
1999 � 0.31% 4.88%
1998 6.99% 0.10%
1997 8.18% 12.97%
1996 3.66% 13.19%
1995 15.71% 17.21%
1994 � 3.13% � 3.23%

Source: Morningstar
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a. Because bonds address inflation risks better than stocks do
b. Because long-term investors also have intermediate-term and

short-term needs that require the stability of fixed-income
instruments

c. Because bonds lose less money than stocks in periods of economic
instability

2. Bonds help diversify a total portfolio by . . .
a. Losing less than stocks during a bear market
b. Posting relatively strong positive total returns in some years when

stocks lose ground
c. Both a and b

3. The best time to buy a bond fund is . . .
a. When interest rates are falling
b. When interest rates are rising
c. When equities are performing poorly

4. To calculate the earnings yield for a stock . . .
a. Take the price of the shares and divide it by the underlying com-

pany’s earnings.
b. Take the price of the shares and divide it by the underlying com-

pany’s earnings per share.
c. Take the underlying company’s earnings per share and divide it by

the stock price.

5. Knowing the earnings yield of stocks is helpful to bond investors
because . . .
a. It helps determine whether bonds are more or less attractive when

compared to equities.
b. Federal Reserve Board chairman Alan Greenspan uses equity

earnings yield to judge whether stocks are over- or undervalued.
c. It helps an investor determine the equivalent yield for 10-year

Treasury notes.

6. If a Treasury bond’s price is listed at 100.13, it is selling for . . .
a. $1,004.06
b. $1,040.60
c. $1,001.30

7. A simple way to minimize credit risk is to . . .
a. Buy a diversified bond fund.
b. Buy shorter-term bonds.
c. Ladder your individual bonds.
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8. A simple way to minimize interest rate risk is to . . .
a. Buy long-term bonds.
b. Buy a diversified bond fund.
c. Buy individual bonds and hold them to maturity.

9. Zero-coupon bonds are a type of corporate debt that . . .
a. Does not pay interest income, but adjusts its par value over time to

compensate the investor
b. Pays the investor interest in a lump sum at maturity
c. Is considered tax efficient because it pays no interest income during

the life of the bond and therefore triggers no taxable income

10. A Treasury Inflation Protected security is a unique type of Treasury
bond that . . .
a. Has an adjustable interest rate that keeps up with inflation
b. Has an adjustable par value that keeps up with inflation
c. Has an adjustable par value that keeps up with inflation, but also

calculates its fixed annual interest payments based on the adjusted par
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CHAPTER
7

Demystifying Cash

We all know why we need cash in our lives and why we need to raise more of it
to fund our financial futures. But why does an investor, as opposed to a saver,
expressly need cash in his or her portfolio?
While many people regard cash and bonds as interchangeable assets—

perhaps because both offer a degree of ballast for an equity portfolio—they
are actually quite different instruments. Bonds are an income and diversifi-
cation tool that investors use to stabilize their growth-oriented portfolios
while simultaneously generating income that exceeds the rate of inflation. This
is a fancy way of saying that bonds are designed to grow your pot of money.
Even conservative shorter-term bonds, ultra-short-term issues, which pur-
chase debt that matures in a year or less, have different characteristics than
bank certificates of deposit or savings accounts. That’s because, even on the
margins, short-term bonds put some of your money at risk in order to eke out
slightly higher yields than traditional savings instruments can offer.

Saving vs. Investing
Perhaps the biggest distinction between bonds and cash is that you invest in
bonds but save in cash. This is a critical point. Cash is designed first and
foremost to protect your money. Cash accounts, for instance, are not designed
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to beat inflation over the long term. And they won’t. Going back to the
Ibbotson numbers, the average long-term rate of return for cash is about
3 percent, which is precisely what the long-term rate of inflation is. So on a net
basis, you are not likely to advance one iota in a cash account in real terms.
To be sure, this doesn’t mean that the interest you earn in a savings account

is irrelevant. Far from it. But the point of maximizing your interest in a cash
account is to keep up with inflation in order to protect your principal, not to
leave inflation in the dust. To do that, you’ll need longer-term and riskier
instruments, such as stocks and bonds.
Moreover, though cash represents one of the three pillars of a portfolio,

along with stocks and bonds, the purpose of holding cash is not to beat those
other two asset classes in the short term—though in fact in some years you
may. Investors who moved money into cash in 2000, 2001, or 2002 probably
felt victorious because their accounts, which were yielding perhaps 1 or 2
percent, still wound up doing better than stocks. But that’s not the reason one
goes to cash.

How Investors Use Cash
In theory, cash should be the final asset that investors shift their money into as
they near a financial goal. It all works as part of a continuum.
For example, if you are 20 years from retirement, you’ve probably put most

of your money in stocks, for reasons of capital appreciation. But to avoid
suffering major losses in a bear market as you get within five to 10 years of that
goal (it can often take around five years to fully recover from such downturns)
you will want to shift into bonds, to keep the money growing but with much
more stability. You wouldn’t want to shift all of your money into bonds at this
point, only the portion you will absolutely need to spend in around five years.
Then, as you get within one or two years of needing to spend that pot of

money, you’d probably want to shift at least portions of it into cash (again,
only that chunk that you will absolutely need to tap in two years or less) to
preserve it for immediate spending purposes.

Capital Preservation
The allure of cash is that it’s designed to offer de facto or de jure principal
protection. Cash accounts offer a floor for people whowant tomake absolutely
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certain that a particular pot of money will remain fully intact and available for
other purposes.
You’ll recall that in any given year the odds are about one in four of losing

money in the stock market. And while many investors might assume that
bonds can protect one’s portfolio in the short run, remember that in certain
years bonds have lost value. The risk you run by putting your savings into
those assets is that you will need to spend the money in the same year that they
suffer losses.
Cash, on the other hand, is designed principally to protect your money.

This is why your emergency stash or rainy day fund belongs in cash. Some
types of cash accounts explicitly guarantee 100 percent principal protection.
And while others don’t contractually guarantee that much, they deliver those
assurances in practice.

Short-Term Parking
In addition to preserving your gains, cash is also a convenient place for in-
vestors to move money temporarily when they can’t find decent opportunities
in other markets, such as stocks, bonds, or even real estate.
Mutual fund managers, for example, often sit on anywhere from 5 to 10

percent—or even more—in cash when they run out of good ideas (Figure 7-1).
When times look especially lean in the stock and bonds markets, some
managers will put as much as one-quarter or even a third of their assets in cash
while they investigate their options.
While putting money into cash might slow a stock fund down in the long

run—because stocks tend to generate higher returns than cash instruments—
in the short run, the low single-digit returns that cash provides are better than
making a foolhardy decision in equities and losing money. So instead of
forcing the issue by putting money into second-tier ideas, professionals would
rather put some money in cash—or as they say, ‘‘move it to the sidelines’’—
until better ideas surface. This explains a phrase onWall Street during times of
market instability: ‘‘Cash is King!’’
Why not go into bonds instead? For starters, cash is an ultimately liquid

investment, where you can go into and out of these accounts with little or no
restraint, penalty, or commissions. Every time you buy or sell a bond, on the
other hand, you’re likely to pay transaction costs, taxes, and commissions.
For these reasons, investors regard cash accounts as ideal short-term parking
places for their money.
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Funding Source for New Ideas
In addition to being a good defensive parking place, cash can also help in-
vestors take advantage of opportunities in other assets.
If you were to invest 100 percent of your money in stocks and bonds, it

would be difficult to jump on new, better ideas as they make themselves
known. After all, you as a fully invested person would have to sell stocks and
bonds currently in your portfolio—which could take time if you wanted to
obtain the best prices—to fund those new investment ideas. Moreover, if you
were forced to sell other stocks or bonds that have appreciated in value to fund
new ideas, you would have to take the time to make tax-related decisions as
you sell.
But if you left a small portion of your assets in cash—say, 5 or 10 percent—

you would always have access to a funding source for new investments, which
would allow you to jump on them in a moment’s notice. As a result, cash could
be an ideal place to leave a fraction of your money to deploy elsewhere in the
near future.

Fig. 7-1. Average Cash Positions of Mutual Funds.*

This table shows what percentage of an average mutual fund’s assets are held in cash. Virtually

all funds hold a portion of their assets in cash to facilitate stock purchases and redemptions.

Type

Percentage of

Assets in Cash

All domestic stock funds 4.9%
All International stock funds 4.1%
All taxable bond funds 10.1%
All municipal bond funds 2.2%
Large-cap growth funds 3.3%
Large-cap value funds 3.4%
Small-cap growth funds 4.1%
Small-cap value funds 5.7%
Technology funds 3.3%
Financial services funds 3.1%
Health care funds 3.9%
Emerging markets funds 2.8%

*Data as of March 31, 2004.

Source: Morningstar
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Types of Cash Accounts
SAVINGS ACCOUNTS
A traditional savings account at a bank is perhaps the first place where many
of us look to park our cash. There are two basic types of savings accounts: the
old-fashioned passbook savings accounts and the more modern statement
savings accounts. From the standpoint of minimum balance requirements and
liquidity, both accounts work pretty much the same. The only major differ-
ence, other than the fact that statement savings accounts tend to pay out higher
yields, is that traditional passbook accounts literally record all of your trans-
actions inside a booklet that you maintain. Statement savings accounts, on the
other hand, do not rely on booklets, but rather,mail outmonthly and quarterly
statements to customers showing them their account activity.
Not only are savings accounts convenient—you probably chose your bank

because it was located around the corner from where you live or work—they
typically come with low minimum balance requirements. In many cases you
can open a savings account for as little as few hundred dollars, though there
may be a slightly higher balance requirement to avoid monthly account main-
tenance fees.
Another benefit: We all know how to withdraw from and deposit money

into these accounts—and we can do both as many times as we want. Indeed,
pretty much all statement savings accounts give customers ATM access, which
comes in handy not just for managing your investments, but also your day-to-
day or week-to-week cash flow situation.
Savings accounts at a regulated bank will come with FDIC (Federal De-

posit Insurance Corporation) insurance. This means that in the rare chance
that your bank goes under, up to $100,000 of your deposits are guaranteed
by the federal government. FDIC insurance applies to virtually all state and
federally charted banks, as well as credit unions. However, if your bank is not
state or federally charted, your account may not be covered. Banks chartered
in foreign countries, for example, or even some Internet banks, may fall into
this latter category, so make sure you know if your savings account is insured.
Keep in mind, however, that in the event of a bank failure, just because

your money is insured does not mean it will be easy or convenient for you
to recover such losses. Though you are assured of recovering your principal
savings, there are no guarantees that you will recoup every last dime of po-
tential interest income you could have generated on that savings account.
The actual interest you will earn from a savings account is likely to be

among the lowest rates of return around. In 2004, traditional passbook and
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statement savings accounts were paying out between 0.3 percent and 0.9
percent interest, which was considerably less than what money market ac-
counts and bank certificates of deposit were providing.
The other thing to watch out for in a savings account are the basic fees that

add up, including ATM fees, account servicing fees, and low balance fees.
Many savings accounts will come with a minimum balance threshold. If your
account falls below that level, the bank may begin charging an added layer of
monthly fees that could eat up your already paltry interest income.

CERTIFICATES OF DEPOSIT
Bank certificates of deposit, or CDs, are another popular savings vehicle. Like
traditional savings accounts, CDs are FDIC insured. But unlike regular bank
accounts, a CD will make you commit a certain amount of money for a
specified length of time. Like a bond, CDs come with maturity dates, typically
ranging anywhere from one month to five years. As a result of this relative
inflexibility, CDs often pay a notch more in interest than savings accounts or
even money market accounts.
As further compensation for tying up your money, CDs offer savers a level

of certainty that other traditional savings vehicles don’t. When you commit
money to a CD, you know exactly how much interest you will earn on that
sum for a specified length of time. In a savings account, on the other hand,
your interest rate will fluctuate based on market interest rates.
This ability to lock in an interest rate obviously helps when rates are falling,

as they have throughout much of the 1980s and 1990s. The downside of this
assurance, of course, is that if rates should rise, your existing CD will keep
paying the same amount of interest while more flexible savings vehicles will
start to adjust their rates higher.
In this sense, saving money in a CD comes with some of the same types of

risk that bonds pose. Should interest rates rise, money already in a CD won’t
be able to benefit from the higher yields.
One way to manage this risk is to ladder your CDs as you would your

bonds. So, if you wanted to park $50,000 in cash, you could spread the money
out evenly over a ladder stretching out for five years. You could accomplish
this by putting $10,000 into a CD maturing in one year, $10,000 into a CD
maturing in two years, $10,000 into a three-year CD, $10,000 into a four-year
CD, and the final $10,000 in a certificate of deposit maturing in five years. This
way, if interest rates are rising, you can take the proceeds of the one-year CD
when it comes due and reinvest the money in a new five-year CD whose in-
terest rate will reflect the higher market yields. If rates should fall, your CD
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ladder would ensure that at no time will you have to reinvest all of your cash at
the worst possible moment—when rates have fallen to historical lows.
A typical CD may require $500 or $1,000 to open, though many banks will

pay higher interest rates for savers willing to commit $10,000 or $25,000 at
a time. The terms of a CD can run anywhere from one month to five years,
though six-month, one-year, and two-year CDs tend to be among the most
popular. Just as with bonds, the longer you agree to commit your money, the
bigger the interest rate is likely to be. Figure 7-2 shows the average national
CD rates in mid-2004 for various lengths of time.
To find out the current average rates for CDs across the country, you can go

to www.bankrate.com. The figures are updated daily on this bankingWeb site.
Though CDs are very popular with many savers—in part because they pay

out slightly higher yields while also enjoying FDIC insurance—they are not
necessarily a great vehicle for investors who simply want to park their cash for
offensive or defensive reasons.
CDs are also not necessarily the most appropriate place to stash emergency

funds, since you are discouraged from removing your assets from a CD until
the certificate matures. If you do extricate your money before maturity, you
will likely face stiff penalties. It differs from bank to bank, but you should
expect to lose around three months of interest income if you withdraw money
prematurely from a one-year CD and up to six months of income for early
withdrawal from a two-year CD.

MONEY MARKET ACCOUNTS
Moneymarket accounts are a type of bank account that puts restrictions on the
number of transactions you can make. But in exchange, these accounts will

Fig. 7-2. Average CD Rates.*

Maturity Average Rate*

1-month CD 0.87%
3-month CD 1.18%
6-month CD 1.45%
9-month CD 2.01%
1-year CD 2.07%
2-year CD 2.82%
5-year CD 4.11%

*As of July 15, 2004.

Source: Bankrate.com
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often pay out noticeably higher yields than savings accounts, while still offering
FDIC insurance for worried savers. (Money market accounts are not to be
confused with money marketmutual funds, which we will get to in a moment.)
Money market accounts are attractive because they can be opened for as

little as $1,000 or $2,000. But investors should be aware that money market
accounts with small balances typically pay only slightly higher rates than
statement savings accounts. You will start to see a noticeable bump up in rates
if you commit at least $10,000 or, better still, $25,000 to these accounts.
For investors, there’s an advantage to relying on money market accounts

over savings accounts as you downshift your portfolio. Assume you shift
money out of stocks and bonds as you get within two years of needing to
spend it. In 2004 you could have easily found a money market account
yielding 2 percent; at the same time, savings accounts were yielding just 0.9
percent. Had you stuffed $50,000 into a money market account yielding 2
percent, your money would have grown to $52,020 in two years’ time. That
same amount in a savings account earning 0.9 percent would have grown to
$50,904—a difference of more than $1,100.
In addition to yielding more than savings accounts, money market accounts

are more flexible than CDs, while still offering competitive interest rates. You
can put money into these accounts any time you want, and typically withdraw
funds from your account three to six times a month without penalty. More-
over, some money market accounts come with check writing privileges.
Having said that, if you make more than three to six withdrawals a

month—or write more than three to six checks a month—many banks will
ding you with a penalty fee of some sort. Those who abuse their withdrawal
privileges by making numerous transactions in a short period of time may be
asked to take their assets elsewhere.

MONEY MARKET FUNDS
Money market funds are mutual funds that invest in extremely short-term
debt—much shorter than even ultra-short-term bond funds. By law, the
average maturity of investments held in a money fund cannot be longer than
90 days—so money funds are considered much safer than short-term bond
funds.
There are different classifications of money funds. Those that invest in

extremely short-term government debt are called government money funds.
Those that invest primarily in private-sector debt are referred to as corporate
money funds. And those portfolios that invest in short-term municipal paper
are known as tax-free money funds.
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Because they invest in debt and are not FDIC insured, these funds do expose
savers to greater risks than money market accounts do. Typically, money funds
will compensate investors for this risk with slightly higher yields than money
market accounts offer, but this is not guaranteed. For example, at the start of this
decade, when interest rates fell to 40-year lows, money funds were actually re-
turning considerably less, onaverage, thanmoneymarket accountswere yielding.
Part of the reason is that money funds, like all mutual funds, deduct fees

and other expenses from their returns. Investors who seek out money funds
must be cognizant of this and should also focus only on the cheapest money
funds around. Those tend to be run by large, low-cost leaders within the
mutual fund industry, including Vanguard, T. Rowe Price, and TIAA-CREF.
In addition to investing in debt and not being FDIC insured, there’s another

risk money fund investors should be aware of: These funds are designed to
ensure that every share trades for $1 each. The idea is that investors are never
supposed to lose money in these accounts. But in fact there are no guarantees
that the underlying investments in a money fund will maintain their value. If a
money fund manager bets incorrectly, the portfolio’s shares could indeed fall
below $1 a share, meaning that investors could, in theory, lose money.
It should be noted, however, that throughout history there have been only

a handful of instances where money funds either ‘‘broke the buck’’—which is
Wall Street’s way of saying they lost value—or threatened to. In most cases,
financial firms that run money funds will step in and promise to make any
investor whole should the portfolio lose value.
It would be a huge scandal if a major mutual fund company broke the buck

and failed to return at least $1 for every $1 investors put into the fund. So
these firms will do anything in their power to avoid such bad publicity. This is
why investors should stick with money funds managed by large, reputable—
and low-cost—firms.
Despite these concerns,money fundsareamong themostpopular cashvehicles

for investors.Unlikemoneymarket accounts,money fundswill let youbuyor sell
shares of your fund daily with few limitations—so they are particularly useful if
you want to park cash from time to time as you scope out stock or bond op-
portunities. Moreover, a money fund can be held in the same brokerage account
inwhich you invest in stocks andbonds—so there is an added convenience factor.

TREASURY BILLS
Another common cash vehicle for investors is a Treasury bill, or T-bills. A
T-bill is a short-term Treasury security that functions somewhat like a CD.
Every week, the Treasury Department auctions off new T-bills of varying
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maturities, ranging from one month to one year, with three-month and six-
month T-bills in between.
T-bills are backed by the full faith and credit of Uncle Sam, so there are

never any concerns about not being paid. But the way you’re paid by the
federal government is a bit different than other interest-bearing vehicles.
Unlike Treasury notes or bonds, for example, where you are paid interest
along the way, T-bills pay no direct interest. Instead, investors purchase these
bills at auction at a price below par value. And when it comes time to redeem
your money, you get the full par value of the bill. So, for instance, you might
buy a three-month T-bill for $980 and redeem it for par at $1,000 three months
later. The difference between par ($1,000) and what you paid for the bond
($980) represents your interest. In this case, it works out to slightly more than
2 percent (we arrived at this by subtracting $980 from $1,000 and dividing the
answer by $980).
Like CDs, T-bills are a good place to park money if you know exactly when

you will need to spend it. But if you’re looking for a place to stash your
emergency cash or simply to move money to the sidelines, then T-bills might
not be the best place to be, given the time commitment they require. While
T-bills can be sold prior to maturity, the transaction will cost you $34 per bill
if you make the sale through the Treasury department Web site. That could
easily eat away at most or all of your interest. Moreover, you are not assured
of getting close to par value back. It all depends on what other buyers and
brokers are willing to pay for your existing bill.
T-bills can be purchased directly from the federal government at www.

treasurydirect.gov in $1,000 increments, or they can be purchased through your
bank or broker. Beware of the fees and commissions when buying through a
broker.

Quiz for Chapter 7
1. Cash serves what purpose in an investor’s portfolio?

a. It is a temporary parking space for money while opportunities in
other assets present themselves.

b. It preserves capital.
c. Both of the above.

2. Cash is a total return investment vehicle, meaning you have to consider
both interest income and change in price.
a. True
b. False
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3. Which type of savings vehicle exposes investors to a slight degree of
principal risk?
a. Money market funds
b. Money market accounts
c. Long-term CDs

4. Interest rates for passbook savings accounts and money market ac-
counts are roughly comparable.
a. True
b. False

5. A simple way to ladder your CDs is to . . .
a. Buy different lots of CDs maturing in the same year.
b. Buy CDs of different maturities so that as one comes due, you can

reinvest the money at the long end of the ladder.
c. You can’t ladder CDs.

6. Which of the following savings products is not federally insured?
a. Money market funds
b. T-bills
c. Passbook savings account

7. T-bills differ from Treasury notes in that . . .
a. T-bills pay no interest prior to maturity
b. Treasury notes are longer-term securities
c. Both of the above

8. Which type of savings vehicle offers the greatest liquidity?
a. Money market fund
b. Money market account
c. CDs

9. If you’re an investor who trades stocks frequently and wants the conve-
nience of having all of your money—including your equity portfolio and
cash—inonefinancial institution,which cashaccount is best suited for you?
a. Statement savings accounts
b. Money market funds
c. T-bills

10. When considering money market mutual funds, what attributes should
you focus on?
a. Solid past performance
b. Low fees
c. Highest current yield
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CHAPTER
8

Demystifying
Mutual Funds I

The modern mutual fund was born in 1924, when theMassachusetts Investors
Trust opened its doors for business. Remarkably, the fund, which today goes
by the name MFS Massachusetts Investors Trust, is still open to new share-
holders. Even more remarkable, since the turn of the century, mutual funds
have become so popular that they have attracted more than $7 trillion in total
assets (Figure 8-1), making them the favorite way for Americans—particularly
middle class households—to invest.
Mutual funds began to get popular in the 1980s and 1990s, when the

booming stock market gave rise to an entirely new generation of investors who
grew to like investing, but also were forced to invest for their own retirement
through 401(k) and similar defined contribution plans. During the bull market
of the 1980s and 1990s, funds helped democratize Wall Street, and now a
majority of households are investors (Figure 8-2). This is especially true with
retirement accounts, where individuals have the choice of investing in an array
of funds.
But while mutual funds made life simpler for investors—since many of us

don’t have the time or the interest to research more than 10,000 stocks to
decide which ones to invest in—the irony is, choosing a fund today can be just
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as daunting as selecting the individual securities they invest in. Why? Because
there are more mutual funds to choose from today than individual stocks
listed on the New York Stock Exchange, the Nasdaq national market, and the
American Stock Exchange. At last count, there were more than 16,000 mutual
funds in existence, according to the fund tracking service Morningstar
(Figure 8-3).

Fig. 8-1. Total Mutual Fund Assets (in Billions of Dollars).

Today, the mutual fund industry controls more than $7 trillion in assets.

Source: Investment Company Institute

Fig. 8-2. Number (in Millions) of Households That Own Funds.

As this graph illustrates, the number of American households that invest in mutual funds

skyrocketed in the 1990s. That decade was also the period in which 401(k) retirement plans,

which utilize funds as investment options, rose into prominence.

Source: Investment Company Institute
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What a Mutual Fund Is Not
Contrary to popular belief, mutual funds are not technically an asset like
stocks, bonds, or even cash. Rather, they are vehicles that allow investors to
put money to work into stocks, bonds, and/or cash. Think of them as en-
velopes in which you hold individual securities, though actually they’re a lot
more than that.
When you buy a fund, you are in essence handing money over to a profes-

sional money manager who pools your dollars along with the assets of thou-
sands of other investors to build a single portfolio of securities. The fund itself is
considered an investment company whose sole mission is to invest in financial
securities to maximize your gains (and hopefully minimize your risks).
The mutual fund industry itself is governed under the Investment Company

Act of 1940, which launched a series of regulations that require funds to be
diversified, open, and considerate of the best interests of its shareholders. The
existence of these regulations make mutual funds far safer entities than, say,
hedge funds, which can invest in all sorts of different ways but face far fewer
regulatory safeguards.
When you put money into a fund, you own a portion of the portfolio,

alongside thousands of other shareholders. Hence the name: It is mutually
owned by you and your peers. In this sense, the difference between investing in
stocks on your own and buying a stock fund is like that between buying your
own house and buying a professionallymanaged condo. And, as with all things
that are jointly owned, there are pros and cons, which we will discuss in a
moment.

Fig. 8-3. Mutual Funds Gone Wild.*

Type of Fund No. Funds

Domestic stock fund 9,503
International stock fund 2,052
Balanced funds 1,455
Taxable bond fund 2,940
Municipal bond fund 2,059
Large growth stock fund 1,355
Large value stock fund 1,076
Small growth stock fund 714
Small value stock fund 307

*Data as of March 31, 2004.

Source: Morningstar
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Fund Investors
The typical fund investor is pretty much everyman, as can be seen in Figure
8-4. The average fund investor, according to industry research, is in his or her
40s. The vast majority—71 percent—are married. Most, but not all, have
attended college. And the vast majority work. The typical household that
invests in the stock and bond market through funds tends to be middle class,
though on average their household income may be slightly higher than the
overall population’s. Then again, most investors in general earn more than the
average U.S. household.

Types of Funds
ACTIVELY MANAGED FUNDS
As mentioned before, most stock funds are actively managed. This means that
stock pickers oversee these portfolios, making qualitative decisions as to

Fig. 8-4. The Typical U.S. Mutual Fund Shareholder.*

Median

Age 48 Years
Annual household income $68,700
Total financial assets $125,000
Total mutual fund holdings $48,000

Percentage of Households Where Fund Investor . . .

Is married 71%
Has four-year college degree or higher 57%
Is employed 77%
Has an employed spouse 75%
Owns an equity fund 80%
Owns a bond fund 44%
Owns a hybrid or balanced fund 34%
Owns a money market fund 49%
Owns funds inside a 401(k) 63%
Owns funds outside a 401(k) 66%

*Data as of December 2003.

Source: Investment Company Institute
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which securities should be purchased, which should be sold—and in what
amount and at what time. This is the prototypical structure for funds, since
one of the biggest reasons why investors turn to mutual funds is to benefit
from professional money management.
More than nine out of 10 domestic stock funds is actively managed. An

even greater percentage of international stock funds is actively managed. And
the vast majority of fixed-income funds—more than 97 percent—are run by
active money managers.
While active fund management may seem the most logical way to go for

many investors, there are some additional considerations.
First, an investor must choose which style of active management he or she

prefers. This goes back to the different approaches to investing we discussed
earlier in the book.
For example, there are active managers who are buy and holders, hanging

onto stocks for decades at a time, in the belief that sound investing takes
patience. And there are aggressive pick and rollers, who like to flip into and
out of stocks in rapid-fire fashion. In fact, many active managers hang onto
their stocks for less than one year.
A second decision investors of actively managed funds must make is to

choose between growth- or value-oriented fund managers. Growth managers
tend to favor stocks with the absolute best prospects for earnings and sale
growth. Value managers, on the other hand, shop on the basis of price.
There is a subset of managers who fall in between, referring to themselves as

GARP managers, which stands for ‘‘growth at a reasonable price.’’ This
school of investing says it is absolutely important to concentrate on shares
of companies with the brightest growth prospects. But within that universe,
GARP managers prefer to focus on those shares trading at relatively cheap
prices, since they understand that lower valuations often equal lower risk.

Annual Fees

There’s one more aspect of active management that investors need to know.
The process of researching and selecting stocks can be expensive, especially if
you’re following obscure or foreign investments, which may require addi-
tional due diligence, if not travel. This explains why actively managed funds
are often more expensive to operate than basic index funds. The average ac-
tively managed stock portfolio charges annual fees of 1.63 percent of assets,
which works out to a bill of $163 a year for every $10,000 you invest. In
contrast, the average index stock fund, which is passively managed, costs only
0.89 percent of assets to run, which works out to $89 per $10,000 each year.
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The same goes for bond funds. The average actively managed bond port-
folio charges fees of 1.12 percent of assets each year, versus 0.49 percent for
bond index funds.

INDEX FUNDS
While the major stock market indexes have been around for decades—the
Dow Jones Industrial Average was concocted in 1896—index funds weren’t
created until the 1970s. This is partly because mimicking an index as large as
the S&P 500 (which has 500 stocks in it) or the Wilshire 5000 (which, despite
its name, contains more than 5,000 stocks) can be a daunting task that re-
quires some technological innovation.
The Vanguard 500 fund, which was the very first index fund made available

to retail investors, wasn’t born until 1976. At the time, the concept of indexing
was ridiculed, since index funds do not allow their managers to use their skills
to add value to their portfolios. All index managers do is buy and hold all the
stocks that make up a market index.
Some referred to the Vanguard 500 fund as ‘‘Bogle’s Folly,’’ referring to

Jack Bogle, the founder of Vanguard and a major proponent of indexing.
It was more like Bogle’s Last Laugh. Today, the Vanguard 500 is the largest
mutual fund in the world, with around $100 billion in assets.
Why has this fund become so popular? Performance has a lot to do with

it. While it is mathematically impossible for an index fund to be the best-
performing fund in any period—since, by owning all stocks in an index, it
achieves the average results of those holdings—history has shown that index
funds like the Vanguard 500 outperform a surprising number of actively
managed portfolios. Over the past decade, through July 2004, the Vanguard
500 finished in the top fourteenth percentile of its peer group. This means that
it beat 86 percent of other similar funds.
How is it possible for a fund on autopilot to beat so many funds piloted

byprofessional stockpickers?A lot of it has to dowith the lowcost of running an
index fund. TheVanguard 500, for example, charges annual expenses of just 0.18
percent of assets, since there is no real need for stock research in such a fund.
While the Vanguard 500 is the best-known index fund, there are index

portfolios that manage small-cap stocks too. There are also index funds that
allow you just to invest in growth stocks and those that only invest in value.
Bonds and foreign stocks can also be indexed.
But if you are investing in a foreign index fund, you should keep this in

mind: The Japanese stock market represents around a quarter of the global
market capitalization outside the United States. As a result, index funds that
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track foreign stocks will often have a huge portion of their assets held in
Japan. So it would be prudent to check the makeup of any foreign invest-
ment vehicle before diving in.

STOCK FUNDS
The universe of 16,000 long-term mutual funds is broken down into three
major parts: stock funds, bond funds, and hybrid or balanced funds. The pie
chart in Figure 8-5 shows the proportions of each of these, along with money
market funds, which round out the fund offerings. As you can see, equity
funds are the most common vehicle for individual investors. They control
nearly half of the $7 trillion invested in the mutual fund industry.
Within the subset of stock funds, there are myriad different classifications.

The first major subdivision of stock funds is between those that specialize in
domestic stocks and those that invest internationally. According to Mor-
ningstar, there are more than 9,500 domestic stock funds and more than 2,000
internationally oriented stock portfolios.
Funds that invest overseas are sometimes called foreign or international

funds, depending on which mutual fund tracking organization—Lipper or
Morningstar—you follow. There is also a smaller subset of stock funds that
invest primarily overseas but can also invest in the United States and North
America, if the manager sees opportunities there.

Fig. 8-5. Types of Mutual Fund Assets.*

As this graphic illustrates, stock funds dominate the mutual fund landscape, controlling

roughly half of all fund assets.

*Data as of December 2003.

Source: Investment Company Institute
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It should be noted that many funds will allow their managers to invest a
sliver of their money outside of the style indicated in the prospectus, the official
document letting shareholders know how the fund and fund company plan to
operate. For instance, a European stock fund may require that the fund
manager invest at least two-thirds or three-quarters of the portfolio’s assets in
that region. But the remainder may be allowed to be invested elsewhere, not
just outside of Europe, but in some cases even outside of equities altogether.
The same leeway exists for many fund managers in other fund categories. This
is why it is important for investors to read their fund’s prospectus.
Fund companies will gladly mail shareholders a copy of that prospectus

upon request. These documents can also be found, for free, on fund company
Web sites, alongside a fund’s annual and semiannual reports, which outline
the fund’s performance and holdings during the year.

GENERAL DOMESTIC FUNDS
Another distinction in the stock fund universe is between general equity
funds—those that invest in a cross section of different industries and sectors
that make up the stock market—and those that by design only invest in stocks
within a single sector. These are referred to as sector or specialty funds.
Within the subset of general funds, there are funds that specialize in large,

mid-cap, and small-cap stocks. In addition, there are funds that specialize in
growth stocks, value stocks, and a combination of the two, which are referred
to as blend or core stocks. These categories are actually broken into a grid of
nine different types of general equity funds that is referred to in the mutual
fund business as style boxes (Figure 8-6).
You’ll see that running along the left side of this grid are the value-oriented

funds, ranging from small value funds to mid-cap value to large-cap value. As
your eyes move toward the right, you’ll see the funds gradually grow more
aggressive. In the middle are the so-called blend funds, which invest in a mix of
growth and value stocks. And then on the far right side of the style box grid
are the growth funds, which invest in growth-oriented companies, the most
aggressive among general domestic equity portfolios.

Fig. 8-6. Morningstar Style Box

Large value Large blend Large growth

Mid value Mid blend Mid growth

Small value Small blend Small growth
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Moreover, as your eyes move from the top of the grid to the bottom,
you’ll also see the aggressiveness of funds rise. Large-cap funds, because they
invest in blue chip stocks that are industry leaders, tend to be the most
stable. Mid-cap stock funds invest in medium-size companies, while small-
cap funds invest in young, sometimes untested companies, which therefore
are the most volatile. The most aggressive type of general domestic equity
funds are small-cap growth funds, found at the bottom right-hand side of
the grid. The most conservative funds are at the top and to the left are large
value funds.

SECTOR FUNDS
Let’s turn our attention to sector funds. According to the fund tracker Lipper,
there are more than 1,100 sector funds in existence, divided into seven major
industry groupings:

� Health/biotechnology sector funds, which can invest in companies ranging
from hospitals to health insurers to medical device manufacturers

� Natural resources funds, which invest in energy stocks of all sorts
� Science and technology funds, which invest in tech companies
� Telecommunications funds, which invest in telecom and cable stocks
� Utility funds, which invest in utility companies
� Financial services funds, which invest in all types of financial firms,

ranging from banks to brokers to insurers
� Real estate funds, which invest in real estate investment trusts

Figure 8-7 lists the number of funds in each of these sectors, as onmid-2004,
and their total assets.
Sector funds, by their very nature, can be much riskier than a diversified

equity fund, since they invest in only one portion of the total stock market. If
those industries are struggling as a result of the economy, then investors in
these portfolios can suffer some damage.
Consider what took place in the bear market that started in 2000. The

typical technology sector fund lost more than 30 percent of its value each year
for three straight years on average, as the Internet bubble burst and shattered
the technology sector. Telecommunications sector funds, which were tied into
the development of the Internet, also suffered steep losses: The average
portfolio fell more than 28 percent a year for three straight years. In contrast,
the average general domestic stock fund was actually up in 2000, lost around 9
percent in 2001, and fell 20 percent in 2002.
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On the flip side, because of their risks, sector funds offer investors the ability
to make much more than a general domestic equity fund in years in which
those industries are thriving. Again, turning to the performance of tech sector
funds, they were up more than 128 percent, on average, in 1999, which was
about 100 percentage points higher than the average returns for general do-
mestic equity portfolios.

BOND FUNDS
Bond funds invest in a diversified portfolio of fixed-income securities. For
many investors, this is the easiest way to gain access to fixed-income exposure,
since individual bonds—in particular, corporate debt—can be difficult for
small investors to purchase.
But to reiterate from a prior chapter, bond funds expose investors to a form

of risk that they otherwise would not face if they held individual bonds to
maturity. That, of course, is interest rate risk.
While individual bonds have a fixed maturity—a date at which the bond

issuer promises to pay back one’s principal investment in full—bond funds
have no such feature. This means a bond fund investor is never guaranteed
any principal back by the fund company. This is something all bond fund
investors need to be aware of before entering into this investment.
Just as there are different types of bonds, there are a variety of different

bond funds. The first distinction is between taxable bond funds—which invest
in either corporate bonds, government debt, or a combination of the two—
and tax-free municipal debt funds.

Fig. 8-7. Sector Funds.*

Type of Fund No. Funds Total Assets

Health/biotechnology 196 $47.4 billion
Natural resources 85 $12.6 billion
Science and technology 321 $46.5 billion
Telecommunications 30 $2.5 billion
Utility 88 $12.5 billion
Financial services 114 $14.0 billion
Real estate 216 $32.2 billion
Specialty/miscellaneous 88 $10.5 billion

*Data as of June 30, 2004.

Source: Lipper
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Tax-Free Bond Funds

Typically, higher-income fund investors will focus on tax-free bond funds.
Muni bond funds are particularly attractive to investors who are not only in
high federal tax brackets, but live in high-tax states. As you’ll recall, muni
bonds have the advantage of not only being federal tax free, but in many cases,
state and municipal tax free for residents who purchase muni debt issued by
their home state.
If you’re investing in a muni fund and are seeking state and local tax

exemption, it’s important to invest in a single-state muni bond fund that invests
in debt issued only by your state of residence. In addition to the hundreds
of national muni bond funds in existence, there are a number of single-state
funds that focus on debt issued by states like California, New York, New
Jersey, Pennsylvania, and Ohio. There are now single-state muni bond funds
available for smaller states too, like Tennessee, Hawaii, Alabama, and Ore-
gon. Figure 8-8 lists states with a choice of muni bonds.
The one caveat concerning single-state muni funds is that they don’t pro-

vide the level of diversification that a national muni fund does. After all, if
somebonds in aCaliforniamuni debt fundare losing value because of problems
with the state’s finances, then many other Golden State muni bonds could also
suffer.
As the muni bond fund universe expands, there are now specialized funds,

suchas high-yieldmuni bond portfolios, that focus onhigher-yieldingdebt issued
by municipalities with lower credit qualities.

Fig. 8-8. Single State Muni Fund Availability.

States

Alabama Minnesota
Arizona Missouri
California New Jersey
Colorado New York
Florida North Carolina
Georgia Ohio
Hawaii Oregon
Kansas Pennsylvania
Kentucky Muni Debt South Carolina
Louisiana Muni Debt Tennessee
Maryland Muni Debt Texas
Massachusetts Virginia
Michigan
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Becauseof their taxbenefits, itwouldbeawaste to invest in these tax-freebond
fundswithin a tax-advantaged account, like a 401(k) or IRA.That’s because you
don’t need tax advantages in anaccount that already shelters your gains from the
reachof the federal government. These investments are far better suited for use in
regular brokerage accounts by investors in high-income-tax brackets.
There’s one more thing you need to know about muni bond funds. In the

previous chapter we discussed ways for individual investors to gauge the
relative attractiveness of muni bonds vis-à-vis Treasuries by calculating their
taxable-equivalent yields. This is useful for investors of individual munis, but
less so for investors of muni bond funds.
Remember, while an individual muni bond has a fixed yield, a muni bond

fund—because it invests in hundreds of different issues (the average owns
more than 150)—does not. Depending on which muni bonds get bought and
sold by the fund manager, the average yield of that bond fund will fluctuate.
So while it is mathematically possible to calculate a taxable-equivalent yield
for a bond fund, it would be a useless number.

Ultra-Short and Short-Term Bond Funds

Within the corporate bond fund universe, portfolios are segmented based on
the average maturities of their holdings. For example, an ultra-short-term
bond fund will typically invest in bonds maturing in about a year or two or
sometimes even less. According to Morningstar, the average maturity of the
typical ultra-short bond fund is roughly two and a half years. And the average
duration of such funds is about one year, meaning it’s fairly conservative
when it comes to exposing you to interest rate risk.
Ultra-short-term bond funds are typically going to lose the least, among all

types of bond portfolios, in periods of rising interest rates. That’s because as
ultra-short-term bonds come due faster, the money can be quickly reinvested
by the fund in newer, higher rate bonds, which gives these portfolios some
degree of interest rate protection.
Investors who are seeking slightly higher yields than those offered by

money market funds will often use ultra-short-term bond funds as quasicash
accounts. However, it is important to note that unlike a money market fund,
which is virtually guaranteed not to lose money, ultra-short-term debt can lose
money in certain periods.
As for short-term bond funds, they typically invest in securities maturing in

about two to five years, with an average maturity of close to three years. There
is a greater chance of principal losses in a short-term fund than in ultra-short-
term funds when rates rise. In 1994, for example, when interest rates rose
quickly, the average short-term bond fund lost money, whereas ultra-shorts,
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on average, held their ground. On the other hand, their slightly longer ma-
turities have allowed short-term funds to average total returns of 6.4 percent
over the past 15 years through March 31, 2004. That compares with the 5.31
percent average annual returns produced by ultra-shorts during this period.

Intermediate-Term Bond Funds

These portfolios invest in a mix of corporate and government debt with ma-
turities of around five to seven years, with an average maturity of close to
seven years. As a result, these bond funds are likely to constitute the ‘‘core’’
fixed-income holdings of many bond investors. This is particularly true for
bond investors who rely primarily on 401(k) accounts.
The country’s largest bond fund, for example, is an intermediate-term bond

fund that happens to be one of themost popular funds among 401(k) retirement
plans: PIMCOTotal Return. In fact, more often than not, if you are offered the
choiceofabond fundwithinyour company-sponsored retirementplan, it is likely
to be an intermediate-term bond fund rather than a short- or long-term fund.
As can be seen in Figure 8-9, according to Morningstar, the average du-

ration of an intermediate-term bond fund is roughly four years, which means
that if interest rates rise 1 percent, these portfolios are likely to lose around
4 percent in value. (You’ll recall that duration is a statistical measure of in-
terest rate sensitivity; a bond fund with a duration of 1 is likely to fall 1 percent
when market interest rates rise 1 percent. That same bond fund is likely to rise
1 percent should rates fall 1 percent.)
Despite its heightened interest-rate sensitivity, over long periods of time a

well-managed intermediate-term bond fund can serve as a great source of

Fig. 8-9. Average Durations of Various Types of Bond Funds.*

Category

Average

Maturity

Average

Duration

Long-term general 12.6 years 6.6 years
Intermediate-term general 7.2 years 4.3 years
Short-term general 2.9 years 2.0 years
Ultra-short-term general 2.5 years 1.0 years

Long-term government 13.7 years 10.5 years
Intermediate-term government 6.8 years 3.8 years
Short-term government 3.5 years 2.2 years

*Data through March 31, 2004.

Source: Morningstar
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ballast for your overall portfolio. And over time, it can produce sizable total
returns. Over the past 15 years through March 31, 2004, the average inter-
mediate-term bond fund generated average annual returns of around 7.7
percent, which is far greater than the long-term historic average returns for
bonds in general. To be sure, this is due in large part to the historic period of
falling interest rates that took place in the 1980s and 1990s. Still, the numbers
show that bond fund investors need to consider not just the yield of fixed-
income securities, but the total returns.
Increasingly, investors are beginning toquestionwhether theyneed exposure

to a long-term bond fund, or if an intermediate-term bond fund is sufficient.

Long-Term Bond Funds

Long-term bond funds invest in securities that typically mature in around 10
years or more, making these the riskiest of all categories of investment-grade
bond funds in periods of rising interest rates.
Typical long-term bond funds have an average maturity of nearly 13 years

(Figure 8-9). Their average duration is more than six years, meaning a 1
percent rise in rates could lead to 6 percent losses for these portfolios. Of
course, this also means that in periods of falling interest rates, these portfolios
stand to perform the best among all categories of bond funds. Indeed, that has
been the case in the past. This explains why the typical long-term bond fund
lost more than 6 percent of its value in 1994, when rates rose dramatically, but
surged nearly 23 percent in 1995, when rates subsequently fell.
Though long-term funds offer investors the fattest yields among bond

portfolios, investors need to be cognizant of the added principal risks asso-
ciated with these funds. Though most investors associate the phrase ‘‘long
term’’ with a conservative approach to investing, within the bond fund uni-
verse long term bonds are the riskiest.

Government Bond Funds

In addition to general bond funds, there is a separate category of funds that
invests primarily in federal government debt. These funds are also segmented
based on their average maturities.
Funds that invest in Treasuries and other forms of government debt ma-

turing in two to three years are classified as short-term government bond
funds. Those that invest in government debt maturing in five to seven years are
intermediate government bond funds. And those that hold government debt
maturing in more than 10 years are long-term government bond funds.

CHAPTER 8 Demystifying Mutual Funds I 159



As we noted and discussed in Chapter 6, there is also a new form of gov-
ernment bond fund that invests in bonds whose principal value is adjusted to
reflect the impact of inflation over time. These portfolios, known as TIPs
funds, invest in Treasury inflation-protected securities.

Balanced Funds

Balanced funds, orhybrid fundsas theyare sometimes called these days, are allowed
to invest in a mix of both stocks and bonds. Typically, the mix is set at around
60 percent equities/40 percent bonds. But depending on the circumstances—for
example, if the equity markets look appealing—the manager has the authority to
change that allocation strategy to take advantage of opportunities.
During the bull market years of the late 1990s, many balanced funds shifted

to a 70 percent stock/30 percent bond allocation. Others were even more
aggressive, socking as much as three-quarters of the fund’s assets into equities.
But as the bear market took over in 2000, many of these portfolio managers
downshifted their funds by going back to the usual 60-40 split.
There used to be only one distinction among hybrid or balanced funds:

between domestic hybrids, which only invested in the United States, and in-
ternational hybrid funds, which could invest abroad. But today this class of
funds has grown to the point where there are now further distinctions made
within the realm of domestic balanced portfolios: conservative allocation do-
mestic hybrid funds and moderate allocation domestic hybrids.
As thenamewould indicate, conservative allocationdomestic hybrids tendnot

to shift toomuch into equities, for fear of the added risk that brings to an overall
portfolio. In 2004, for example, the average conservative allocation fund held
about 45percent of its assets in bonds, slightly less in stocks, and the remainder in
cash. In comparison, the moderate allocation domestic hybrids are a bit more
willing to overweight stocks. The typical moderate allocation fund has about 60
percent or more of its money in stocks and the remainder in bonds and cash.
Because balanced funds can shift their stock-bond weightings on a dime, it is

important for investors who care about their overall asset allocation strategy to
keep close tabs on these funds, to ensure that a shift by a balanced fundmanager—
either intooroutof equities—doesnot throwanoverallfinancialplanoutofwhack.

Final Thoughts
Mutual funds were designed to make our lives simpler, by allowing us to build
a diversified portfolio of stocks and bonds with one or two simple decisions.
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But the fact of the matter is that deciding which mutual fund to buy has
become as complicated—if not more—than choosing individual stocks or
bonds. In part, that’s because of the proliferation of tens of thousands of
funds in the modern mutual fund industry. But it also has to do with the
sophisticated nature of fund investing today. In addition to basic stock and
bond funds, there are actively managed funds and index funds to choose from.
There are large-cap, mid-cap, and small-cap portfolios to consider. There are
general equity funds and specialty funds to choose between. And the bond
fund universe has become just as specialized.
Because of the complex nature of the modern mutual fund—and the

enormous popularity of these vehicles among all types of investors, ranging
from 401(k) account owners to high-net-worth investors—we have broken
our discussion on funds into two chapters. In the next chapter we will discuss
some key mutual fund terms and concepts that will hopefully help you figure
out how funds work.

Quiz for Chapter 8
1. A mutual fund is a . . .

a. Favored asset among individual investors, alongside stocks, bonds,
and cash

b. Company whose purpose is to invest in stocks, bonds, and/or cash
c. Type of stock or bond that comes prediversified and is therefore safer

for most investors than individual stocks or bonds

2. Actively managed mutual funds are almost always better than index
funds because there is an active stock picker at the helm:
a. True
b. False

3. According to their placement in mutual fund style boxes, large value
stock funds are considered the most . . .
a. Appropriate for most investors
b. Conservative
c. Aggressive

4. A small-cap growth fund is a type of . . .
a. General equity fund
b. Sector fund
c. Hybrid fund
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5. Sector funds are often considered riskier than general equity funds
because . . .
a. Of the specific sectors they invest in.
b. Sector fund managers have less experience than general domestic

stock fund managers.
c. They only invest in one sector of the economy.

6. The longer the duration of a bond fund . . .
a. The bigger its yield
b. The more money it will lose when interest rates rise
c. The less sensitive it is to interest rates

7. Short-, intermediate-, and long-term bond funds can lose value, but
because of their extremely short durations, ultra-short-term bond funds
can never lose money.
a. True
b. False

8. Municipal bond mutual funds are tax free when it comes to . . .
a. Only federal taxes for in-state residents
b. Local taxes and in most cases state taxes
c. Federal taxes and in some cases local and state taxes for in-state

residents

9. Municipal bond funds are a type of government bond fund.
a. True
b. False

10. Balanced funds are allowed to invest in . . .
a. Only stocks and bonds
b. A mix of stocks, bonds, and cash
c. Only stocks and cash
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CHAPTER
9

Demystifying
Funds II

Althoughmutual funds were designed to make our lives simpler, they aren’t as
simple to figure out as some would have us believe. For example, while mutual
funds are sort of like stocks in the sense that investors own shares of them,
stocks and funds are structured entirely differently. Given that fact, it is im-
portant for all fund investors—and would-be investors—not only to famil-
iarize themselves with different types of funds, but also to understand how
these portfolios work. This includes obtaining a general knowledge of how
funds are bought and sold as well as the fees and commissions they charge.
Let’s start with some key mutual fund terms and concepts.

NAV
NAV stands for net asset value.Your fund’s NAV is in essence the totalmarket
value of all the securities in the portfolio at a given moment, minus expenses
and liabilities. If you were to then divide the NAV by the total number of
shares that are outstanding, you would arrive at the fund’s NAV per share,
which represents the current price of your fund shares.
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Amutual fund, like a stock, issues shares whose prices fluctuate. In a stock,
the price of shares fluctuates depending on what investors are willing to pay
for each unit of ownership of that company at that moment. Shares of mutual
funds are also set by the market, but in a slightly different way. At the close
of each trading day, a mutual fund will assess the total value of its portfolio
based on the prices of the individual securities in that fund to determine its
NAV per share. Here’s the formula that funds use to calculate their NAV:

Total market value of portfolio� Liabilities/Total shares outstanding

¼ NAV per share:

So, for instance, if the fund owns $10 million worth of stocks as of today’s
close, has $100,000 in liabilities, and has 1 million shares outstanding, its NAV
would be $9.90.

$10 million ¼ Total value of portfolio

$100; 000 ¼ Liabilities

1 million ¼ Total shares outstanding

$10 million � $100,000/1 million ¼ $9.90

Notice that the fund’s NAV has nothing to do with the book value or in-
trinsic value of the securities in the portfolio. It only involves the market prices
and values of its holdings. But this makes sense. The only way to gauge the
fluctuations of an investment on a daily basis is to rely on market prices. After
all, it is impossible to do minute-by-minute book value calculations for a stock
since companies don’t report changes in their book value daily.
To determine what your fund holdings are worth, then, you would simply

take the total number of shares you own and multiply that by the current
NAV per share.
Here are a couple of basic formulas to remember:

Total number of shares in the fund�NAV per share¼Total assets of the fund

Your investment/NAV per share¼Number of shares you receive

Total number of shares you own�NAV per share¼Your total investment

Going back to our example, let’s say you want to invest $10,000 in this fund
with a current NAV per share of $9.90. Your investment¼$10,000 and NAV
per share¼$9.90. Let’s plug that into one of our formulas:

Your investment ($10,000)/NAV ($9.90)¼ 1,010.1 shares
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Now, let’s assume that the fund’s NAV, over the course of the next year,
jumps to $10.75 per share. We know the number of shares you own and we
know the NAV per share. So we can calculate how much your current total
investment is. Turning to another formula:

Total number of shares you own (1,010.1)�NAV ($10.75)¼ $10;858:58

Going back to our earlier formula for calculating returns, we take our new
value, subtract out the old value, and divide by the old value. Here, the new
value¼$10,858.59. The old value¼$10,000.

New value ($10,858.58)�Old value ($10;000)¼ $858:58

$858.58/Old value ($10,000)¼ 8.6 percent

No-Load Funds
No-load funds are also referred to as direct-sold funds, since investors do not
require brokerage accounts to purchase these shares. No-load funds are pur-
chased and sold directly through fund companies and do not come with any
commission charges. In this sense, by purchasing a no-load fund directly from
a fund company, you avoid two commissions—the first to your brokerage
account for the basic transaction cost, and the second involving the load that
goes to the advisor or third party who recommended the fund to you.
As such, no-load funds are often considered more cost-effective vehicles

for individual investors who are comfortable selecting funds and making
asset-allocation decisions on their own. Examples of classic no-load fund
operations include those run by the Vanguard Group, T. Rowe Price, and
Fidelity. While no-load funds tend to get the most publicity in the financial
media—in part due to their favorable cost structure—they represent a mi-
nority of all the mutual funds sold in the country. In fact, less than a third of
the 16,000-plus funds in existence can be considered in the no-load class.
Typically, a no-load fund will advertise its no-load status, since this is their

selling point—that they’re cheap. In addition to being cheap on a commission
basis, no-load funds also tend to be cheaper on annual fees, which we will
discuss in a moment. The average expense ratio for all mutual funds is 1.44
percent of assets each year. The typical annual expense for a pure no-load
fund, on the other hand, is just 0.93 percent of assets.
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Loads
A load is the commission you pay for purchasing shares of funds sold by fi-
nancial advisors, brokers, or other intermediaries. Load funds come in basi-
cally three different forms: A share class load funds (front-end load), B share
class funds (back-end or deferred load), andC share class funds (level load). An
advisor-sold fund will often be made available in all three share classes.
For instance, the Growth Fund of America, one of the country’s biggest

stock funds in the country, with about $75 billion in total assets, is available to
investors in A, B, and C share classes. While the underlying fund is the same,
the way you pay the commission differs. And the important thing to remember
is that you get to pick.
For the characteristics of these three classes of funds, which we will now

discuss more fully, see Figure 9-1.

FRONT-END LOADS
In an A share fund, the load is typically levied up front, before an investor puts
money into the market. This is why A shares are sometimes referred to as
front-end load funds.
Here’s how it works: Say the A share fund charges a load of 5 percent. And

say you are about to invest $10,000 into the market. With an A share fund, not
all $10,000 will see its way into the market. Because the advisor, broker, or
other intermediary is taking a commission for advising you to purchase the
fund, 5 percent of your $10,000 will be deducted before being invested. This
means in an A share fund, you would start out investing $9,500, not the
original $10,000 you had planned. According to industry reports, approxi-
mately one-quarter of all domestic stock funds impose a front-end load, with a
typical commission running between 3.25 and 5.75 percent.

Fig. 9-1. Characteristics of Different Share Class Funds.*

Total No.

Funds

Average

Front Load

Average

Back Load

Average

12b-1

Average

Expense

A share 3,261 4.66% n/a 0.23% 1.27%
B share 2,818 n/a 4.59% 0.91% 2.00%
C share 2,591 0.15% 0.93% 0.92% 2.00%

*Data as of March 31, 2004.

Source: Morningstar
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BACK-END LOADS
In a B share class, the load is not taken up front, but rather, at the end, when
you sell your shares. This is why these investments are sometimes called back-
end or deferred load funds. These back-end loads typically run from about 1 to
6 percent. And a common feature of these loads is that they diminish grad-
ually over time. So the longer you hold the fund without selling, the more time
delay to pay the commission, and often, the lower the commission.
But don’t think this necessarily makes B share class funds less expensive

than A share funds. That’s because, to compensate for the delay in receiving
commissions, B share class funds often charge more in annual expenses than A
share funds.
This is a critical point when it comes to investing in deferred load funds.

After all, given the choice between paying a full commission now or paying a
potentially smaller one in the future, many investors would jump at the chance
to delay their commission. But the fact is, these investors end up paying as
much—or in many cases more—since they end up losing more to annual fees
in an attempt to avoid a onetime commission.

LEVEL LOADS
There are alsoC share class funds, which are sometimes referred to as level-load
funds. These funds sometimes have a combination of a front- and back-end
load.While the commissions themselvesmaybe somewhat lower thanwhat one
might be charged in an A share or B share fund, C share funds also tend to
charge higher annual fees to compensate for the lower upfront commissions.
The average C share class fund charges annual expenses of 2 percent of

assets, well in excess of the overall fund average. Some C funds will drastically
reduce their front-end load, but may charge in excess of 3 percent of annual
fees to compensate. In many cases, C share class funds charge the maximum
allowable 12b-1 fee, a type of marketing fee we will discuss later in the chapter.

Expense Ratios
It costs money to run a mutual fund, and the expense ratio represents the
annual fees that fund investors must pay every year to fund those costs. These
fees can generally be broken into three major categories: management ex-
penses, distribution fees, and shareholder servicing costs.
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The management fee is typically the largest of these fees. In addition to the
salaries of fund managers, fund companies must also pay for a staff of analysts
to research various investments. Plus, there is the cost of obtaining the re-
search itself, be it through travel or other related expenses. Many fund
companies, in addition to compiling their own analytical data, will purchase
institutional stock and bond research from Wall Street brokerage firms to
supplement their data. Others will rely on expensive software systems that
help them track the financial strengths and weaknesses of an entire universe of
tens of thousands of stocks.
These fees tend to run from about 0.25 percent to 1 percent of assets a year.

This means that if you invest $10,000 in a fund charging 1 percent manage-
ment fees, the company will deduct $100 from your account each year. If you
invest $100,000, it will deduct $1,000 a year.
Distribution fees, which are also known as 12b-1 fees, are marketing ex-

penses, which we will discuss in a second.
As for shareholder servicing costs, they refer to the expenses that arise from

having to provide customers with basic service. This includes everything ranging
from record keeping, printing and mailing documents, and operating phone
banks. While shareholder record fees are typically the smallest of the three basic
fees, they can sometimes run as much as 0.25 or 0.33 percent of assets.
Unlike management and 12b-1 fees, which are broken out and listed as

separate line items on fund reports provided by fund tracking organizations,
shareholder servicing fees often aren’t listed. To determine how much you’re
being assessed every year, go to your fund’s prospectus and turn to the page
that lists annual operating expenses. Shareholder servicing fees might be called
‘‘other fees’’ in the prospectus, near the section where the document discusses
the fund’s 12b-1 charges and management expenses.
Combined, these three basic fees represent your total expense ratio, which is

deducted from your fund’s returns. The average expense ratio for all mutual
funds is 1.44 percent, while the average expense ratio for domestic stock funds
is about 1.53 percent. This figure should be highlighted in your fund’s pro-
spectus, but it should also be easily found when looking up a fund through
various Web sites like www.morningstar.com, www.maxfunds.com, finance.
yahoo.com, etc.

Hidden Expenses
It is important for all investors to understand two things about the total ex-
pense ratio.
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First, despite its name, it does not represent the totality of all fees. For
example, every time your fund manager places a buy or sell order on a stock or
bond, he or she incurs the same type of brokerage commissions that individual
investors must pay when they make an investment transaction. Yet the costs
of these transaction fees do not appear in the total expense ratio, even though
it can sometimes be as big an expense as overall management fees.
Industry studies have shown that these transactional fees cost investors

another 0.25 percent of assets. And the fact of the matter is, fund investors still
end up footing the bill. Even though this expense isn’t included in the calcu-
lation of the expense ratio, it is still deducted from a fund’s net asset value,
which means that we end up paying for it anyway. On a $50,000 fund account,
you may be paying an additional $125 a year that you might not be aware of.
Over time, this could work out to be a substantial sum, given the effects of
compound interest.

FEES ARE DEDUCTED FROM RETURNS
The second thing you need to know about a fund’s expense ratio is that it
comes straight out of your fund’s total returns. In other words, instead of
presenting you with a bill, your fund will deduct that sum from its perfor-
mance. Indeed, the total return figures you see published in newspapers tables
and on Web sites are calculated after the fees have already been deducted.
Here’s how it works:

� Say you invest in a fund that gains 10 percent in gross market perfor-
mance but charges 1.5 percent in total expenses. Its total return would be
8.5 percent. While fees of 1.5 percent don’t sound like a lot, it can ac-
tually turn into a huge sum over long periods of time. Consider this: A
fund that grows 8.5 percent a year over 25 years will turn $100,000 into
$768,700 during this time. On the other hand, a fund that returns a full
annualized 10 percent over this time will turn that same $100,000 into
nearly $1.1 million. That’s a difference of more than $300,000.

� Now, say you’re comparing two funds, one that charges 0.25 percent
total annual expenses and another that charges 3 percent. And assume
that both funds deliver the same gross market return of 12 percent. The
fund that charges 0.25 percent will report a total return of 11.75 percent;
the fund that charges 3 percent will show returns of only 9 percent. A
$100,000 investment that grows 9 percent a year for a quarter century
becomes around $860,000. A $100,000 investment growing 11.75 per-
cent for 25 years becomes nearly twice that: $1.6 million.
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� Fees are particularly damaging to lower-returning investments, since
they eat up a greater percentage of gross returns. So say you’re investing
in a bond fund, which typically returns far less than equity portfolios.
Assuming your fund earns 5 percent in gross returns and you lose 2
percent of that to fees, you’d have only 3 percent left over. That’s hardly
enough to outpace inflation.

12b-1 Fees
The 12b-1 is sometimes called a hidden load because its function, like that of a
traditional front-end load, is to compensate brokers or advisors for driving
client assets into a portfolio.
The 12b-1, which is among the most controversial fees in the fund business,

was devised in the early 1980s, at a time when the mutual fund industry was
having difficulty attracting assets. The original purpose of the fee was to jump-
start fund sales by assessing a fee on existing shareholders that could then be
used to turn around and pay brokers and other third-party advisors to sell the
fund to new shareholders.
To many, this seems unfair, since it penalizes the very clients who’ve agreed

to invest money, so that the fund company can go out and attract new clients.
It’s akin to Home Depot adding 10 cents to every purchase that customers
make in order to get more new customers in the door. Would Chrysler be
allowed to get away with adding a $250 surcharge to all cars so that customers
could subsidize television commercials?
For their part, mutual funds argue that these fees can actually be beneficial

to existing shareholders. After all, if a fund grows as a result of additional
marketing efforts, its larger asset base will allow existing shareholders to pay
lower fees in the future, since costs will spread out over a larger base. This
may or may not be the case, but the fact is, many funds that are closed to
new investors—and therefore do not require marketing at all—still charge
12b-1 fees.
Obviously, it makes sense to avoid as many fees as possible. And this one in

particular is worth avoiding. At the very least, make sure to weigh these costs
against other expenses and the general performance and service that your fund
delivers.
More than 11,000 out of the country’s 16,000-plus funds levy 12b-1

fees, and the average 12b-fee is 0.63 percent of assets each year. The maxi-
mum 12b-1 fee that funds can levy is 1 percent of assets, according to current
regulations.
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Fund Turnover
A fund’s turnover rate refers to the speed with which its manager replaces
stocks in his or her portfolio. A turnover rate of 100 percent, for example,
would indicate that the manager sells virtually all of his stocks in a given year.
A turnover rate of 50 percent would indicate that he replaces about half of his
holdings in any given year. (Figure 9-2 shows the annual turnover rate for
equity funds in the past decade.)
Higher turnover rates may be an indication that a fund manager is jumping

on opportunities. But they also can have negative implications. Higher turn-
over leads to higher trading costs. And as we just discussed, every time your
manager buys and sells stocks, he or she incurs regular brokerage and trans-
actional expenses. These costs aren’t borne by the investment management
companies that run your funds, but rather, by the shareholders who invest in it.
The fees are deducted from your total returns just like your expense ratio.

So if a fund manager turns over his portfolio to the extent that brokerage
expenses are, say, 0.25 percent of total assets, his stock picks would have to
improve the fund’s net returns by at least 0.25 percent to justify the expenses.
If his trading leads to fees in excess of 0.33 percent of assets, then he needs to
beat the market and his peers by 0.33 percent to justify that activity.
Frequent trading can also lead to higher tax bills, which are paid by fund

investors too. By law, most funds must distribute to their shareholders at least
once a year (typically in the fall) the capital gains realized by the fund in that
tax year.

Fig. 9-2. Annual Turnover Rate for All Equity Funds (As a Percentage of Assets).

The annual turnover rate of stock funds fluctuates. But over time, it tends to hover just below

100 percent.

Source: Investment Company Institute
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Funds realize those gains, of course, by selling stocks at a profit. While it
may seem like a good idea for a fund manager to realize profits frequently, the
fact is, such behavior leads to higher tax bills quickly. And the investor is
responsible for paying taxes on the capital gains distribution. Now, if the
manager can achieve market-beating performance as a result of such activity,
that’s great. But the question that the investor should ask is: Is my manager
beating his peers and benchmarks at least by the same amount he’s costing me
in higher fees and taxes?
A low turnover fund, by contrast, is considered more tax-efficient because it

delays realizing capital gains. There’s also a new breed of tax-efficient stock
funds that combine relatively low turnover with other tactics to keep tax bills
low. Many of these funds will sell stocks at a profit only if they can also sell
another holding at a loss. By beingmindful to realize capital gains and losses at
the same time, the fund canoffset its gains for taxpurposes andminimize capital
gains distributions.

Minimum Initial Investment
All funds set a minimum amount of money that a prospective investor must
bring to open a new account. In most cases, fund minimums for retail share
classes run from as low as $50 to as high as $10,000. There are institutional
share classes as well, which are designed for professional investors and insti-
tutions such as endowment and pension funds. Those could require as much
as $1 million for entrance.
In many cases, minimums can be lowered if investors agree to commit

smaller amounts of money every month to the fund, through an automated
investment plan. The good news is, once inside a fund, shareholders are
subsequently allowed to invest additional sums in much smaller amounts.

Manager Tenure
Manager tenure does not speak to the overall experience of a fund man-
ager, but rather, the number of years that the current fund manager has
been in charge of that specific portfolio. The average mutual fund manager
has a tenure of around five years (Figure 9-3), but many have been at
their funds less than that, since the fund industry perpetually rotates its
managers.
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Mutual Fund Advantages
INSTANT DIVERSIFICATION
The typical stock fund owns about 170 different individual stocks, on average,
at one time, according to industry reports. As for bond funds, they may own
more than 300—in many cases, more than 400—individual fixed-income se-
curities to achieve a diversified mix.
Obviously, choosing to invest through mutual funds has one big advantage:

instant diversification.Given the choice of investing in five or six different funds
or 100 or 200 individual securities to establish a diversified portfolio, the an-
swer is easy: Gowith a fund if you want to take the easy approach (Figure 9-4).
Academic research indicates that due to increasing volatility in the stock

market, investors may need 50 or more stocks in their portfolio to compensate

Fig. 9-3. Experience Levels of Fund Managers.

Type of Fund

Average

Tenure (Years)*

Domestic stock fund 4.6
International stock fund 4.5
Emerging markets funds 4.6
Taxable bond fund 5.1
Municipal bond fund 6.8
Balanced funds 5.0

*Data as of March 31, 2004.

Source: Morningstar

Fig. 9-4. Instant Diversification.*

Type of Fund

Average Number of

Securities Held*

Domestic stock fund 168
International stock fund 157
Emerging markets funds 157
Taxable bond fund 389
Municipal bond fund 156
Balanced funds 277

*Data as of March 31, 2004.

Source: Morningstar
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for the stock-specific risk that exists in the market (you’ll recall we discussed
this term in Chapter 5), whereas, in the past, 20 or 25 stocks may have been
sufficient. Investors can often gain exposure to more than 50 stocks with just
one fund (though, for reasons we’ll discuss later, you probably should di-
versify among your funds too).

LOW MINIMUMS
Not only can fund investors gain instant diversification, they don’t need that
muchmoney to achieve that diversification. The typical fundwill require initial
minimum investments of $1,000 to $3,000 (Figure 9-5). After that, you will be
able to invest additional sums of as little as $50.Many funds don’t even require
that big an upfront commitment. So long as an investor is willing to auto-
matically deduct $50 or $100 a month from their checking accounts into these
plans, many funds will waive the lump sum minimum initial investment.
Compare that to investing directly in the equity market and having to as-

semble a portfolio consisting of 170 stocks. Do you know how much it would

Fig. 9-5. Cost of Opening Accounts at Some of the Biggest Funds.

Fund Name

Minimum

Initial

Investment*

Minimum

Investment

for IRA

Automated

Plan

Vanguard 500 $3,000 $1,000 $3,000
Investment. Co. of America $250 $250 $50
Growth Fund of America $250 $250 $50
Fidelity Contrafund $2,500 $2,500 $2,500
American Cent. Ultra $2,500 $2,500 $2,500
Janus $2,500 $500 $500
Templeton Growth $1,000 $250 $50
Dodge & Cox Balanced $2,500 $1,000 $2,500
Putnam Fund for G&I $500 $250 $25
T. Rowe Price Equity-Inc. $2,500 $1,000 $100
Franklin Income $1,000 $250 $50
Legg Mason Value $1,000 $1,000 $1,000
Longleaf Partners $10,000 $10,000 $10,000
Oppenheimer Main St. $1,000 $500 $500
AIM Constellation $1,000 $250 $50
Clipper $25,000 $3,000 $25,000

*Data as of March 31, 2004.

Source: Morningstar
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cost an individual investor to assemble a portfolio of 170 individual stocks?
Probably more than $5,000—and that’s just in commission costs. This doesn’t
reflect the actual money you’re putting to work in the market.
If you invest in individual stocks through a discount brokerage, for example,

you’re probably looking at commission costs of around $29.95 per trade.
Multiplied by 170, that works out to $5,091.50. But you may need to adjust
your holdings over the course of the next few years, and eventually you’d have
to sell. So assuming three transactions per stock—a buy, an adjustment, and a
sell—that works out to close to $15,275 just in commission costs (again, not
factoring in the actual principal amount of the underlying investment):

170 stocks� 3 trades per stock ¼ 510

510� $29:95 ¼ $15; 274:50

In a stock fund, you have the option of selecting a no-load fund, which, as
we discussed, is a portfolio that does not levy a commission of any kind simply
for buying shares.
Investors can purchase shares of no-load funds through a traditional

brokerage account or also through what’s known as a mutual fund super-
market. You’re probably familiar with these supermarkets—they’re run by
outfits like Charles Schwab, E*TRADE, and Fidelity. These are brokerage
accounts through which an investor can gain access to thousands of different
funds run by hundreds of different fund companies. Like food vendors dealing
with grocery stores, the mutual fund companies themselves may pay the fund
supermarket for ‘‘shelf space’’ to sell their wares.
Though brokerages tend to charge investors a commission every time

fund shares are bought and sold, there is often an exception made for fund
transactions throughmutual fund supermarkets. Within these fund platforms,
investors can choose from what’s known as the no transaction fee menu. This
is a list of funds, often numbering in the thousands, in which a brokerage
customer can purchase or sell shares of select funds without having to pay a
commission to the brokerage or the mutual fund company.
The pie chart in Figure 9-6 gives the percentage of mutual funds sold via

fund supermarkets and through other distribution channels.

PROFESSIONAL MANAGEMENT
In addition to instant diversification, a mutual fund will often buy you access
to professional money management. The exception, of course, is with index
funds, which have money managers that oversee them, but whose stock-
picking decisions are left entirely up to the composition of an existing index.
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Most actively managed funds not only have a professional fund manager,
they often have co-managers or even an entire team that oversees security
selection. And in accordance with security regulations, these fund managers
must act in the shareholders’ best interest. Moreover, there are scores of
analysts who work for those managers, researching individual companies,
poring over financial statements and in many cases visiting the managements
of those firms the fund is considering investing in. These analysts and fund
managers literally kick the tires before purchasing shares of a company on
your behalf.
A direct investor would have to continue to monitor his or her stocks or

bonds after purchase, but a fund investor can leave all of those chores up
to the professionals. For instance, if a company begins to blow up within a
portfolio, your fund manager—not you—will have to deal with the decision of
leaving it in the fund or exiting from it. And the fund manager is responsible
for all rebalancing decisions that come up routinely over the course of a year.
Before the advent and popularity of retail mutual funds, this type of service

was only available to wealthy investors who had the capital to hire their own
professional money managers. Today it’s available to investors with as little as
$1,000, and in some cases even less.

OPEN-ENDED ACCESS
Though we are often advised to invest money in funds for the long term, one
of the advantages of fund investing is the ability to transfer money in and out

Fig. 9-6. How Mutual Funds Are Sold.*

This chart indicates the percentage of funds sold through so-called fund supermarkets as

compared with other distribution channels.

*Data as of May 2004.

Source: Investment Company Institute
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of these accounts routinely. This is sometimes called liquidity. The term simply
refers to the ease—and speed—with which an investment can be purchased or
sold without hassle.
Fund shares can be purchased on a daily basis with few restrictions, and

fund investors can decide to pull money out of a fund on any given day. There
are some circumstances, though, where funds will impose some restrictions on
putting new money in—or may even block new investors from starting an
account— as when a fund has become too popular or too big in a short period
of time. An instant flood of cash may make it hard for the fund manager to
put all of that money to work immediately in the market. And any delays in
putting new money to work might hurt the short-term performance of a fund.
Many index funds, for example, in an effort to keep short-term market timers
from jumping into and out of a fund, may impose other restrictions as to how
often an investor can jump in and out.

Mutual Fund Disadvantages
As with any entity that’s jointly owned, mutual funds have a downside too.
We will discuss the most prevalent ones.

MUTUAL OWNERSHIP
Like sharing a house with a friend, mutual fund shareholders’ interests are
often in conflict. This concern can be regarded as other shareholder risks.
For example, a longtime shareholder of an undiscovered mutual fund may

find his or her returns negatively impacted by the growing popularity of the
fund. Here’s one possible scenario: Say you’re in a modest-sized fund with
$100 million in total assets under management. And let’s say that over the past
decade, this fund has delivered average annual returns of 15 percent. Now,
assume that due to its good performance numbers or a successful marketing
campaign, this fund of yours doubles in size, as more and more investors
clamor to put their money in it. While momentum can often drive individual
stock prices up, as demand for a finite number of shares rises, momentum can
actually hurt your fund performance.
Here’s why: All of a sudden, your fund manager has to manage not $100

million, but $200 million. This challenge can be daunting, for he has to find
a way, virtually overnight, to invest another $100 million in stocks. If he can’t
find enough good stocks to put that newmoney into, he may be forced to leave
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the money in cash while he continues his search. But as we discussed before,
the performance of cash accounts badly trails the average returns for stocks. If
it takes weeks or months for the manager to deploy this new money, the fund
will have what’s known as a cash drag. If stocks on average return close to 11
percent annually while cash returns only 2 or 3 percent, having a portion of
your assets in cash can drag your fund’s short-term returns down.
Another possibility is that, in an attempt to sweep all of that new money

into themarket, your fundmanager selects his second-choice stocks—shares of
companies he likes, but not quite as much as his top picks. This too, in theory,
can have a deleterious impact on your portfolio’s performance.
Your fellow shareholders can also negatively impact your performance

when they sell their shares of the fund. Say you’re satisfied with the stock fund
you’re in, despite recent problems in its performance. But assume that a
number of your fellow shareholders decide to exit. Think about what would
happen if a quarter or a third of the shareholders in a fund decide to pull their
money out at once. This is akin to a run on a bank. Remember, a fund, by law,
must redeem shareholders who want out on a daily basis. In other words,
funds have to be willing to cash out shareholders who want to exit the in-
vestment. And if a fund has to meet an inordinate number of redemptions, a
couple of negative things can happen.
In one scenario, the fund manager is forced to sell some of his or her

holdings in order to raise cash to meet redemptions. This may force the
manager to sell at inopportune moments—when share prices are temporarily
down, for instance. In addition to poor pricing, selling stocks to meet re-
demptions also means fund managers may have to realize capital gains sooner
rather than later. And this means you as the remaining shareholder may be
presented with a tax bill for something a former shareholder caused.
Fellow shareholders who are quick to sell their fund shares can also impact

a fund’s long-term performance. This happens when a manager, forced with
ongoing problems with redemptions, has to keep more cash on hand than he
or she is comfortable with. So, instead of employing that cash in the stock or
bond market, the money has to sit on the sidelines, where it creates another
cash drag on the portfolio.

ONCE-A-DAY RESTRICTIONS
As we discussed a moment ago, mutual funds are generally regarded as liquid
assets, meaning you can access your investments and cash them out daily. But
the downside of investing in funds is that you can only buy or sell shares once
a day, at the day’s closing price, or NAV.
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This puts funds at a disadvantage compared with individual stocks. If you
own individual securities directly through a brokerage account, you can buy
and sell those shares as many times as you wish throughout the day, during
trading hours. Generally, that means 9:30 A.M. EST to 4:00 P.M. EST (though
in the modern era, investors can virtually trade shares overnight, in after-
hours markets).
While this isn’t too big an inconvenience (since, with the exception of day

traders, most investors don’t need to make transactions more than once a
day), the issue does come into play during volatile periods of the market.
Let’s say that the stock market were to lose 20 percent of its value in a single

day. While such moves are extremely rare, the markets did lose more than
quarter of their value in the crash of October 1987. In theory, on days where
the markets are experiencing steep losses, a stock investor may be able to li-
quidate his or her holdings during the middle of the day, though it’s unclear
what type of prices a would-be buyer would be willing to pay. A fund investor,
however, is stuck for the remainder of the day. Even if a fund investor places a
sell order at, say, 2:00 P.M., the fund company will not redeem those shares
until the trading day’s close at 4:00 P.M.

This same inconvenience exists during days in which the markets are
moving significantly higher. If, for instance, your fund holdings are up 5
percent or more intraday, and you decide to sell in order to book the profits,
you’ll have to wait until the end of the day to redeem your shares. And who
knows, by then the markets might have given back some of those early gains.

FUND MANAGER RISK
We’ve just discussed other-shareholder risk. A second risk of investing in pro-
fessionally managed mutual funds is the possibility that a poor fund manager
will oversee your investment. We’ll call this fund manager risk.
While there is some comfort in knowing that your money is being

managed by a professional stock picker, there are no guarantees that the
stock picker will be able to outperform his or her peers, or the markets in
general. In fact, there is some evidence to suggest that over the long term,
the average professional money manager can’t even beat the basic indexes
that he or she gets paid to best. In other words, you may be better off
putting your money into basic index funds that simply hold all of the stocks
in the S&P 500 index, for instance, or the Wilshire 5000 total stock market
index.
A recent study by Standard & Poor’s, the financial research firm, seems

to confirm this (Figure 9-7). It found that only 47 percent of large-cap
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stock fund managers beat the S&P 500 index over the five-year period ending
on December 31, 2003; only 18 percent of mid-cap stock fund managers
outperformed the S&P 400 mid-cap index; and barely 30 percent of small-cap
stock fund managers outgained the S&P 600 index of small-cap stocks.
So, one way to minimize fund manager risk is to avoid fund managers

altogether and stick with passively managed index funds. With index funds
available today that mirror both the stock and bond markets, along with just
about any foreign market you can think of, an investor can literally index his
or her total portfolio.
The other option to minimize some of the damage a poor stock picker can

do to your overall portfolio is to invest in more than one fund—and possibly
more than one fund per asset class. For instance, instead of putting all your
eggs in one basket, invest in at least two different large-cap stock funds, small-
cap stock funds, foreign funds, and bond funds.

Fig. 9-7. Active Fund Managers versus Indexes.

Type of Fund Index

% That

Beat Index

Over 3 Years*

% That

Beat Index

Over 5 Years*

All large caps S&P 500 36.30 46.80
All mid caps S&P 400 26.71 18.30
All small caps S&P 600 31.42 30.18

Large-cap growth S&P 500/
Barra growth 16.67 54.78

Large-cap blend S&P 500 34.01 45.39
Large-cap value S&P 500/

Barra value 62.54 43.62
Mid-cap growth S&P 400/

Barra growth 15.13 17.65
Mid-cap blend S&P 400 20.63 25.68
Mid-cap value S&P 400/

Barra value 27.37 5.08
Small-cap growth S&P 600/

Barra growth 12.79 27.95
Small-cap blend S&P 600 32.31 36.45
Small-cap value S&P 600/

Barra value 54.25 34.58

*Data as of December 31, 2003.

Source: Standard & Poor’s
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Fig. 9-8. The Impact of Loads on Investor Returns.

Load

$100,000 Initial

Investment Year 5* Year 10* Year 25*

No load $100,000 $140,255 $196,715 $542,743
1% load $99,000 $138,853 $194,748 $537,316
3.25% load $96,700 $135,697 $190,322 $525,104
5.75% load $94,250 $132,191 $185,404 $511,536
No load vs. 5.75% $8,064 $11,311 $31,207

*Assumes an average annual return of 7 percent.

Fig. 9-9. The Impact of Annual Expenses on Investor Returns.

Stocks

Stock Fund

Market

Return

Expense

Ratio

Net

Return

Growth of

$100,000

in 25 years

Low cost 6.0% 0.50% 5.5% $381,000
Average cost 6.0% 1.50% 4.5% $300,500
High cost 6.0% 2.00% 4.0% $266,500
Difference between high-cost fund and low-cost fund $114,500

Low cost 10.0% 0.50% 9.5% $967,000
Average cost 10.0% 1.50% 8.5% $768,500
High cost 10.0% 2.00% 8.0% $685,000
Difference between high-cost fund and low-cost fund $282,000

Bonds

Bond Fund

Market

Return

Expense

Ratio

Net

Return

Growth of

$100,000

in 25 years

Low cost 4.0% 0.50% 3.5% $236,000
Average cost 4.0% 1.50% 2.5% $185,500
High cost 4.0% 2.00% 2.0% $164,000
Difference between high-cost fund and low-cost fund $72,000

Low cost 7.0% 0.50% 6.5% $483,000
Average cost 7.0% 1.50% 5.5% $381,000
High cost 7.0% 2.00% 5.0% $338,500
Difference between high-cost fund and low-cost fund $144,500
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COSTS
One reason why mutual fund performance generally lags the indexes is that
funds must charge investors for the services they render. Indexes, because they
aren’t an investment, but rather a benchmark, do not. Meanwhile, index
funds, because they are not actively managed, charge considerably lower
management fees than actively managed funds.
Fund fees, as we mentioned earlier in this chapter, come in two forms: sales

commissions, or loads, and annual expenses. Both types of fees are deducted
fromamutual fund investor’s account, and therefore hurt overall performance.
Figure 9-8 details how the impact of a no-load and various load possibilities

will impact an investment of $100,000 over three periods of time.
Don’t forget that in addition to the onetime commission, there are the day-

to-day annual fees to consider. The stock and bond tables in Figure 9-9 show
how various expense ratios will impact your total returns.

Final Thoughts
Despite a number of the shortcomings that we rattled off in this chapter
concerning mutual funds—including some hidden fees and some flaws in the
‘‘mutual’’ ownership structure—the fact remains that funds are a convenient
vehicle for all sorts of investors. Yes, their commission structure is sometimes
difficult to understand. And fund companies should do a better job delineating
all of the fees they charge and how those fees affect our bottom lines. But
funds have several key advantages that should not be ignored. Among them:
instant diversification, professional management, low thresholds for entry,
and open-ended access to your money. As a result of these and other attri-
butes, funds are likely to remain the most popular vehicle for middle-class
investors for years to come.

Quiz for Chapter 9
1. If the total market value of the holdings in a mutual fund is $100 million

and the fund has $2 million in liabilities and 10 million shares out-
standing, the fund’s net asset value would be . . .
a. $9.80
b. $98.00
c. $10.00
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2. No-load mutual funds are . . .
a. The most popular type of mutual fund because they do not charge

commissions
b. The least popular type of fund because they require investors to deal

directly with the fund company, and not a brokerage
c. The most cost-effective type of fund, generally speaking, for investors

who feel comfortable selecting their own investments

3. The terms ‘‘no-load fund’’ and ‘‘no-transaction fee fund’’ differ in
meaning.
a. True
b. False

4. B share class funds are almost always preferable to A share class funds
because the load is deferred until you sell the investment—and because
the load diminishes over time.
a. True
b. False

5. If a fund reports a total return of 6.75 percent and has a total expense ratio
of 2.50 percent, what it actually earned in gross market returns was . . .
a. 6.92 percent
b. 9.25 percent
c. 9.45 percent

6. Which manager is better at picking stocks: one whose fund charges
2.1 percent in total expenses but reports total returns of 6.9 percent, or
a portfolio that reports expenses of 0.21 percent but reports returns of
5.9 percent?
a. The one with total expenses of 2.1 percent and total returns of 6.9

percent
b. The one with total expenses of 0.21 percent and returns of 5.9 percent
c. They performed exactly the same

7. The total expense ratio includes these types of costs:
a. Management fees, 12b-1 fees, and transactional costs
b. Shareholder servicing fees, management fees, and transactional costs
c. Management fees, 12b-1 fees, and shareholder servicing fees

8. Investors should only be concerned with annual expenses, and not
loads, because expenses are paid year in and year out while loads are
assessed only once.
a. True
b. False
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9. The more frequently an active stock fund manager trades stocks in his or
her portfolio . . .
a. The better the fund tends to perform
b. The more quickly it realizes capital gains
c. The better it does relative to index funds

10. If your mutual fund suddenly swells in assets . . .
a. It is beneficial, since a flood of cash will give your fund manager more

money to invest.
b. It is beneficial, since your fund can spread its costs over a larger base

of assets, thereby reducing your total expense ratio.
c. It is bad news, since your manager may not be able to deploy all of

that new money all at once.
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CHAPTER
10

Demystifying
Other Assets

Real Estate
OUR HOMES
Stocks andbonds get the lion’s share of attention in the investingworld. But the
one asset that most of us are probably more familiar with, and more com-
fortablewith, is real estate—namely, our homes.Weall have to live somewhere,
as the saying goes. So the idea of buying a home seems second nature to us.
In fact, while around half of all households own stocks, more than 70

percent of Americans own their homes, which is a record number. Just as
mutual funds and 401(k)s democratized the stock market for retail investors,
cheap, affordable, and easy-to-obtain home mortgages have opened the door
to real estate investing for tens of millions of us.
Yet ironically, many of us don’t regard our homes as investments, per se.

We distinguish buying a house from buying stocks or bonds. Many of us
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consider the former as a requisite step in adulthood, while we regard the latter
as an integral part of our investment portfolios. The irony is, buying a house is
probably the single biggest and most consequential investment decision you’re
ever goingmake in your financial life. Think about it: How often domost stock
investors commit $300,000 or more of their money in a single transaction?
What about $500,000? What about more? And how often are we willing to
make a financial commitment that can last 30 years in the stock market? But
in the housing market, transactions like these happen every day, among the
working middle class as well as the wealthy.
A home is an investment. In fact, it is the ultimate buy-and-hold invest-

ment. Families are constantly building wealth in their properties—be they
single family homes, condominiums, or rental property—simply by making
their monthly mortgage payments. A home is something we put our money
into, not only to feel better about where we live but in the hope of receiving a
financial gain down the road. And though it does not literally pay dividends
like a stock, a home offers other benefits, which we’ll get to in a moment.
Of course, buying a home isn’t just a financial decision. At the end of the

day, it’s still a personal choice. But you have to weigh the financial consid-
erations too. Because if the numbers don’t work in your favor, you can always
rent for a few more months or years—until the numbers do work. There’s no
shame in that.

What Home Ownership Isn’t

The way most of us go about the decision to buy a home is to ask ourselves:
‘‘Can I do better buying a home outright rather than renting?’’ If the answer is
yes—based on the interest rate you might receive on a mortgage, what rents
are going for in your neighborhood, and local and federal tax considerations—
then many Americans feel utterly comfortable buying property.
It’s true that for many of us paying off a mortgage is only slightly more

costly than footing for rent, especially in a low interest rate environment,
when mortgages are charging 6 or 7 percent annual interest, rather than 10 or
11 percent. But it’s not that simple. The decision to make an investment in a
home does not boil down simply to owning versus renting. The real consid-
eration is between buying a home or renting one and doing something else
with the money left over.
In other words, ask yourself, ‘‘Would it make more sense, financially

speaking, to rent while simultaneously using the money that would have gone
toward buying a house—the down payment, additional monthly payments
that would have gone to the mortgage, money earmarked for insurance,
property taxes, broker fees, etc.—toward investing in another asset?’’
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What Home Ownership Is

Before you invest in real estate, make sure you understand the following:

� An investment in real estate is a bet on the economy. To be sure, most
investments implicitly count on the health of the overall economy to
succeed. But when dealing with a stock or corporate bond, you are also
making a wager that the underlying company you are investing in can
find a way to thrive in both good times and bad. In other words, you are
considering the microeconomic circumstances of the firm in addition to
the macroeconomic conditions that surround it.
When it comes to residential real estate, however, it’s all about the

macroeconomy. Your land and home are what they are—not a business,
but a piece of property. While you can make improvements to the house
itself—by updating the kitchen, renovating the bathroom, or building a
swimming pool in the backyard—you can’t single-handedly create a
market for your house. If the job market is bad—or if interest rates are
high—youmight not be able to get the price you want for your home. Or
you might not get any buyers, period. The bottom line: You can’t force
people to take the property off your hands. While stockmarket investors
can at least count on market makers ultimately to take unwanted shares
off their hands, there are no such guarantees in the housing market.

� An investment in real estate is a bet on your local economy, since real
estate, like politics, is local. At the end of the day, the economy could be
booming nationally. But if you happen to live in a town where the main
employer picks up and leaves, your investment may lose value none-
theless. So in addition to the national economic scene, you also have to
worry about the local economy.
Unlike stocks, which are traded among investors around the globe,

the real estate market is generally limited to the buyers who live within a
certain radius of the property. (There are also areas where people have
weekend homes and their primary residence is not in the immediate
vicinity.) This adds an additional layer of risk to real estate investing
versus stock investing: In real estate, you not only have to know when to
buy or what to buy, but where to buy. The worst case scenario is to be
forced by personal circumstance to buy high and sell low.

� An investment in real estate is a bet on your personal economy. A stock or
bond portfolio is mobile. No matter where you live, you can maintain
the same basket of securities you choose at the brokerage you choose.
The same isn’t true for a home. Since most of us actually have to live
in the home we purchase, we require a certain level of confidence that our
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jobs are secure for the foreseeable future. If you lose your job or if you’re
forced to relocate, then your ability to succeed as a home investor may
dramatically decline. To be sure, a wealthy investor can own multiple
homes and sell the one he or she wants at will. But typical home investors
will have to sell their existing property to buy new ones. This means you
may be forced to sell your house at an inopportune time if your job
situation changes. So before you enter into such an investment, be sure
you’re relatively confident about your own economic outlook.

Having said that, let’s talk about the pros and cons of investing in the real
estate market.

Advantages to Real Estate
One of the reasons we regard home ownership differently than stock owner-
ship is that homes are the one asset that have a dual purpose: You can put
your money into them in the hope that over time someone will be willing to
pay more for your property than you did. But until that happens, you can also
live in the property itself, using the money that would have gone toward
paying rent to building equity in your home in your name. You can’t do that
with a stock certificate.
This brings us to the first advantage of investing in a home: You don’t have

to count on quick returns. If the housing market is stalled, for example, you
can always just live in the home and enjoy it for what it is—even if it takes
years, if not decades, for prices to rise sufficiently to interest you in selling.
Whereas the concept of ‘‘dead money’’ arises frequently in the stock market—
that is, if a stock is languishing, an investor may want to explore alternatives
that represent better short-term opportunities—there isn’t the same concern in
home ownership. After all, while you’re living in the home, it is still serving a
purpose—shelter—no matter what price other would-be buyers are currently
placing on your property.
But there are a number of other reasons why buying a home or other real

estate is attractive.

EASY ACCESS TO FINANCING
In this day and age of easy credit, investors don’t have to put more than
5 percent down to legitimately qualify for a home mortgage. On a $250,000
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house, that works out to just $12,500. Many programs even allow for no down
payments, though such mortgages are typically more risky and expensive for
the borrower, since interest rates on them tend to be higher.
The point is, if you have a decent credit history, you should be able to find a

lender willing to extend hundreds of thousands of dollars to you in the form of
loans. A typical arrangement will allow a would-be buyer to pay off the loan in
either 15 of 30 years, though with home prices having mushroomed in recent
years, 30 years is now the norm. Moreover, lenders are often willing to extend
to you a mortgage worth around four times your annual salary. Assuming you
earn $60,000, that works out to around $240,000. Assuming you can bring at
least $10,000 to the table in the form of savings, this means you can afford a
$250,000 home.

HOMES ARE A HARD ASSET
The problem with stocks is that equities are an abstract investment: Though
you own a piece of a company, there is little tangible evidence of your en-
deavor. And unless you are a major investor in the company, you have little
control over what the company does or what strategy it undertakes.
Residential real estate, on the other hand, is a ‘‘hard asset.’’ You can see it,

touch it, and step into it. If you have the money and wherewithal, you can
physically improve the asset by repairing it, fixing it, adding to it, and beau-
tifying it. These are all decisions that you, as the homeowner, control. Best of
all, as we stated before, while you’re waiting for the asset to appreciate, you
can live in it.

REAL ESTATE DIVERSIFIES YOUR PORTFOLIO
If anything, real estate serves a key asset allocation purpose: Home prices tend
not to correlate with movements in the stock market. We know this anec-
dotally. For example, during the 2000 bear market, houses experienced one of
their greatest bull markets in history, as investors pulled money out of equities
and used it to buy homes, to buy bigger houses, or to renovate their existing
homes in an attempt to invest in a more tangible asset.
But we also know that real estate is a good diversifier based on statistical

measures. One way investing professionals weigh the similarities or dis-
similarities between two assets is to consider a statistical measure called
R-squared. The term refers to a mathematical estimation of how much of an
investment’s behavior can be explained by the movements of a benchmark.
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For example, the R-squared of a typical large-cap growth stock fund
might be around 90, meaning 90 percent of the ups and downs of that fund
can be explained by the ups and downs of the S&P 500. This makes sense,
since large-cap growth stock funds tend to invest in stocks found in the S&P
500 index.
But the R-squared of a typical fund that invests in real estate is only around

19 (Figure 10-1), meaning that only about a fifth of its behavior can be at-
tributed to the volatility of the S&P. From a diversification standpoint, this is
a huge distinction. So investing in real estate allows some of your money to zig
when the stock market zags.

INVESTING IN WHAT YOU KNOW
Investing in what you know is one of the most popular concepts in the stock
market. Simply stated, it calls for puttingmoney into businesses thatwe’remost
familiar with, on the theory that familiarity builds expertise. This may mean
buying the stock of McDonald’s if you’re a soccer mom who takes the kids to
the Golden Arches after soccer practices. It maymean considering the stock of
Pep Boys if you’re a Nascar dad who likes to work on the family car every
weekend.
How does this translate into home ownership? Presumably, if you’ve done

some research prior to buying a home—or if you already live in the neigh-
borhood that you’re thinking of buying in—then you’re familiar with the
basics: the school district, proximity to the highway, proximity to the grocery
store and local mall, traffic patterns in the neighborhood, crime patterns, and
the quality of other homes on the block. And as you move into the home and

Fig. 10-1. Correlations to the S&P 500.

Investment R-squared*

Technology stocks 76
Telecommunications stocks 73
Financial stocks 71
Utilities 57
Healthcare stocks 54
Natural Resources stocks 37
Real estate 19
Precious metals 3

*Data as of March 2004.

Source: Morningstar
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become even more familiar with the town, you, above all others, should know
whether your community has a future or not.
Indeed, who knows more about a neighborhood than the people who live in

it? All of this would seem to give homeowners an edge as investors, since they
know more about the health of the local economy than pretty much anyone.

PRICES GENERALLY APPRECIATE
Over the past 30 years, investments in real estate have delivered roughly the
same annualized returns as equity markets. And better still, since economists
began studying home prices on a national scale in the late 1960s, average home
prices have never declined in this country in any calendar year—not once. This
should be a comforting thought to investors who fear the volatility of equity
markets.
But keep in mind what we discussed earlier: While the national housing

market has consistently appreciated, home prices are still set locally. And even
if average home prices nationwide have never dipped, it does not mean that
local markets haven’t suffered losses. Just ask anyone who lived in Love
Canal, New York, or near Three Mile Island in Pennsylvania.

HOME MORTGAGES OFFER LEVERAGE
The term leverage refers to the act of borrowing money to invest it. The idea is,
if you can borrowmoney, you can use the proceeds to bolster or leverage your
investment to even greater gains than you could otherwise afford on your
own. This is particularly true if you can borrow at a far lower interest rate
than the investment itself is yielding.
In the stock market, a simple way to leverage your bets is to buy on margin.

Your broker may offer you a margin loan at, say, 6 or 7 percent interest
(depending on the prevailing market interest rates, including the prime
lending rates charged by banks), to allow you to buy more stock than you
can currently afford. If you borrow at 6 percent and invest in a stock that
rises 12 percent, you would reap the rewards of those shares bought with
borrowed money, despite the fact that you couldn’t afford to buy those
shares without the loan, and despite the negative interest you’re being
charged on the loan.
It works somewhat the same way in the housing market. When we seek out

a 15- or 30-year mortgage, we’re betting that the house we are purchasing will
appreciate more, over the life of the loan, than the interest rate we’re being
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assessed. So if you’re planning on taking out a 7 percent 30-year fixed rate
mortgage, you are betting that the house will appreciate more than 7 percent a
year for the next 30 years. Over the past 30 years, through the end of 2003, this
has proven to be a good bet in general, as the real estate market has delivered
about double those gains.
Homes are the one asset investors can purchase with 90 percent or even 100

percent or more leverage. In other words, you can reap the financial rewards
of home ownership even though you are taking out a loan that represents
virtually the entire purchase price. By comparison, many brokerages will re-
quire that stocks investors who seek out margin loans have, in their accounts,
holdings representing roughly half the value of the debt they’re seeking.

REAL ESTATE CAN PAY OFF IN TWO WAYS
Like stocks, a good deal of the gains in real estate investments comes in the
form of capital appreciation. As home prices rise and as new home buyers are
willing to pay ever higher prices for your property, opportunities present
themselves to book a profit. But don’t forget the income-generating oppor-
tunities through real estate.
For starters, you can invest in real estate investment trusts, companies that

invest in commercial and residential real estate properties. These investments,
which we’ll discuss at greater length in a moment, tend to throw off decent
amounts of income and represent an alternative to some types of bonds or
bond funds.
There is also the income that real estate investors can enjoy if they purchase

rental property. This property can be anything from renting out a room in
your existing single family home to buying an entire apartment building.
Obviously, becoming a landlord requires an investment of both time and
money. The checklist in Figure 10-2 includes the things landlords must re-
search before purchasing rental property.
But if the numbers work and if you have both the time and interest in being

a landlord, the additional income that renters provide cannot only help pay
your own mortgage, it may permit you to seek out a higher-than-normal mort-
gage limit. This is because projected rental income can count toward your total
household income when qualifying for a loan.
There’s a third way in which real estate can provide income for investors,

particularly seniors. As long as you’ve built up equity in your home, your
house can serve as a financial resource for you in numerous forms. Home-
owners, for example, are familiar with home equity loans and home equity
lines of credit, which can be used to pull money out of a real estate investment
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for emergency or strategic purposes, such as funding home repair or reno-
vation or even consolidating credit card bills.
There’s a difference between a home equity loan and line of credit. The

former is actually a loan, for a set amount of money at a set amount of interest
(which is often favorable to other interest rates, since the home itself backs the
loan amount). A home equity line of credit, however, is simply an agreement
that in the event you need the cash, you can tap it from the home. In this sense,
a home equity line of credit is the equivalent of establishing a credit card
account—no one is cutting you a check, but in the event you need some
spending money, you can have it. The advantage of establishing a home equity
line of credit is that it can serve as an emergency source of cash. Moreover,
you need only take out the amount you want when you want it—and no more.
But there is a third, lesser known source of cash that a house can pro-

vide. It’s called a reverse mortgage. Like a traditional one, a reverse mortgage
represents a loan. The proceeds of the loan can be paid to you in a lump sum,
in monthly payments, or in some other form of routine installments. But
unlike a traditional mortgage, a reverse mortgage does not require you to pay
back the loan as long as you continue to live in the house against which the
mortgage is applied.
Obviously, the loan must be paid back in full. But that requirement does

not kick in until and unless you sell the house, move out for good, or die, at
which point the house itself will serve as repayment for the reverse mortgage.

Fig. 10-2. Checklist for Would-Be Landlords.

� Neighborhood vacancy rates
� Neighborhood rental rates
� Renovation and repair costs for building
� State and/or local building requirements for apartment owners
� State and/or local fire code requirements
� State and/or local eviction and collection laws
� Property and liability insurance requirements
� Insurance costs
� Maintenance costs
� Costs for professional building management and/or maintenance service
� Utilities
� Parking restrictions and/or requirements
� Property taxes
� Legal consultation
� Tax and accounting consultation
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The way these loans are structured, you (or your estate, upon your death)
cannot owe more than the value of the home at the time of sale.
Now, there are certain limitations to reverse mortgages. Given their use-

fulness in supplementing income for seniors, reverse mortgages are restricted
to homeowners 62 or older. Moreover, the house on which you are applying
for this type of loan must be your principal residence. And not all properties
are eligible for reverse mortgages. For example, mobile homes are ineligible.
And while most single family homes qualify, there may be some question as
to whether certain condominium arrangements and multifamily structures
qualify.
In general, there are two types of reverse mortgages you can seek. One is

called a public sector reverse mortgage, and it is sponsored by states and
municipalities. These loans are only good for certain uses, like home repair
and renovation. Then there are private-sector reverse mortgages, which tend to
pay out more and whose proceeds can be used for general purposes.
Because reverse mortgage amounts are tied to the equity you have in the

home, the value of the home itself, your age, and your residence, they are best
suited for homeowners who have built considerable equity in their properties.
Moreover, because the house you live in will be used to pay off the loan, this is
probably not appropriate for homeowners who are considering bequeathing
their properties to their children.

HOME OWNERSHIP HAS TAX BENEFITS
Capital gains earned on home sales, like stock sales, are subject to taxes. But
there are huge advantages for homeowners when it comes to taxes. For exam-
ple, though the value of your home may appreciate consistently over time,
homeowners don’t have to pay taxes on the appreciation until the prop-
erty is sold and the gain is actually realized. In theory, this could delay paying
taxes for 20 years or more. So, unlike investing in, say, zero-coupon bonds,
where you will have to pay taxes on phantom income, you can control taxes in
a home.
Moreover, if you’re selling your primary residence, you are allowed to

exclude from capital gains up to $250,000 if you’re single and $500,000 for
married couples filing jointly. That’s the amount of appreciation you can ex-
clude from capital gains taxes—not the sale price of the home. So in theory, if
you and your spouse purchase a home for $500,000 and sell it for $1 million,
the entire profit—$500,000—can escape capital gains taxes. What’s more, you
can take advantage of this capital gains exemption once every two years,
which means you can be a serial homeowner who flips properties for quick
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profits and still avoid paying taxes on the gains. But again, this is only good
for your principal place of residence.
If the property in question is rental property, you can also avoid paying

capital gains taxes upon sale in certain circumstances. If you sell your primary
residence and then move into a property you had been renting out for a while,
for instance, you could convert the status of the rental property back to a
primary residence—and after a couple of years you could then turn around
and sell the property as a principal home, rather than as a rental unit. Here
again, married couples could shield as much as $500,000 in gains from taxes.
Or, if you immediately convert the proceeds of the sale of an existing rental
property into another rental property, you can avoid capital gains taxes on the
profits.
Another benefit of home ownership is that home mortgage interest is one of

the few forms of debt that’s deductible. Home mortgage interest on acquisi-
tion loans of up to $1 million, for instance, is fully deductible. And interest on
home equity loans of up to $100,000 is also tax deductible.

Disadvantages to Real Estate
As with all things in life, there are also drawbacks to consider when investing
in real estate. Though many investors assume that real estate is a steady,
stable, and conservative holding, home prices can be just as volatile, if not
more volatile, than the stock market. It all depends on where you live and
what transpires in your neighborhood.
The perceived value of your home could fall quickly if negative factors

surface, such as city plans to build a dump nearby, or if environmental haz-
ards are discovered in your neighborhood. Similarly, home prices could rise
dramatically if positive factors develop. Among them: the arrival of new
luxury retailers and restaurants down the street, or the development of new
city parks and recreational areas nearby.
The myth that home prices shift gradually, unlike stock prices, arises from

the fact that we price our homes only periodically. The only time we truly
get a sense of what our homes are worth is when we buy them, when our
next door neighbors sell (and we get a sense of comparable values), or when
we put our properties on the market. Stocks, on the other hand, are priced in
real time, five days a week, 52 weeks a year, and constantly throughout each
working day.
Think about it: If you were to keep your home on the market perpetually,

and constantly received bids on your property, every minute of every day,
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you’d get a pretty divergent range of offers. Only then would you truly see how
volatile home prices can be.
What are some of the other disadvantages to investing in real estate? We’ll

enumerate them.

THERE’S A LONG TIME HORIZON
While stocks can literally move 10 percent or even 20 percent in a single
trading day, the economic circumstances surrounding home prices typically
take a bit longer to engineer such gains. In fact, you may need to be in the
home for years, if not decades, to see this type of appreciation.
To be sure, you may be lucky and a positive surprise may develop that

increases property values in your neighborhood. But keep in mind that when
property values rise, you probably won’t be the only homeowner selling. Your
neighbors, also sensing rising values, may decide to put their homes on the
market at the same time. And when supply floods the market, it might not just
meet demand, but in fact may exceed demand for new homes in your neigh-
borhood. And we all know that rising supply has the effect of eventually
lowering prices.

IT’S LESS RATIONAL THAN STOCKS
In the highly competitive world of the equity market, there are literally
thousands of would-be buyers at any given moment for blue chip stocks. And
many of those investors—the professionals in particular—are armed with
spreadsheets of financial data that guide them in pricing each share. A good
number of retail investors are also being assisted by professional brokers in
setting prices for their stocks. As the bids and offers are averaged out, equity
market pricing becomes homogenized and the market becomes more efficient
and rational.
But when it comes to buying or selling a home, there may be only a handful

of buyers. And most of them are individuals who are likely to base their offers
on gut feelings or on what similar homes in the area recently went for—even if
the similarities are limited to basic considerations like the number of rooms in
the home and square footage. This is an inexact process, which means you as a
buyer run the risk of seriously overbidding for the home. Or as the seller, you
run the risk of accepting a bid that does not fully account for the true value of
the property and everything inside of it.
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HOMES ARE OFTEN ILLIQUID
Stock investors can easily raise cash for emergency purposes. Or they can bail
out of their portfolios for strategic purposes with ease. In fact, in this day and
age of online brokerages, you can liquidate any number of your stock hold-
ings at the touch of a button.
The same is not true for home ownership. For starters, there are no

guarantees that you will be able to find a buyer in a short window of time.
Depending on your neighborhood and home, it may take weeks, if not
months—or in some rare instances, years—to attract an appropriate bid. And
this could spell trouble if your local housing market is crumbling or if you
simply need to relocate for work or personal reasons. And even if you find a
buyer and accept his or her bid, it could easily take another twomonths before
the house is thoroughly inspected, the financing is worked out, and the closing
is finalized. So, if you desperately need to move, an investment in a home can
be problematic.

GETTING FINANCING MAY BE TOO EASY
While the widespread availability of home mortgages is a good thing, there is
a danger in it. For starters, home investors may be tempted to take full ad-
vantage of loans that cover 100 percent or even 105 percent of the value of the
property. While such loans may seem attractive at first, you run the risk of
stretching yourself too thin.
This means one runs an added risk in investing in real estate: In addition

to buying an overvalued property, the loan you take out could be too much
for you to handle. If you fall behind on your mortgage, two things are likely
to happen. First, your mortgage lender may charge steep penalty fees. And
higher costs mean your property values have to increase that much more to
justify the original investment. The worst case scenario is that the bank will
foreclose on the property, at which point you lose ownership of the home. If
this happens, not only do you lose the investment, you lose all the interest and
penalty fees you had to pay to the lender.
There is yet another risk that arises with easy home loans. With the wide-

spread availability of home equity loans, more and more homeowners are
dipping into their real estate investments to pay other expenses, be they
vacations or home renovations or even credit card bills. In fact, while home
ownership rates are at record highs, Americans in general own less of their
homes—thanks to home equity loans and other factors—than they did a
generation ago.
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What’s the danger? While it’s true that home equity loans are relatively
cheap and that interest on them is tax deductible, the risk you run is tapping
most of your equity, thereby diluting your investment. The problem arises
when it comes time to sell your property. If you’ve already tapped most of the
equity from your home, most of the sales price—if not all of it—may go to
your lender, not to you.

MORTGAGE RATES WORK AGAINST YOU
In an earlier chapter we discussed how total returns are defined as an in-
vestment’s yield plus any changes to its price. But when it comes to buying a
home, your total return is actually the change in the home’s value minus the
interest rate you’re being charged on the mortgage.
Remember, as an investor, you have a choice. You can buy a home or you

can rent and put the extra money into the stock or bond markets. By choosing
to invest in a home, you are making an affirmative election to take on a
mortgage. To be sure, some of you may have built enough equity in your prior
real estate holdings to roll those profits into your new home. In that case, you
may not need a mortgage, or you may not need a big one. But many of us do
require mortgages to purchase real estate. And if that’s the case, we need to
enter into those arrangements with the full knowledge that the mortgage in-
terest works against us.
For example, if you were to pay off a mortgage that charged you 8 percent,

and your home appreciated 8 percent, your net returns would in essence be
flat. If you took on that same 8 percent mortgage and your property did not
appreciate at all during the time you owned it, your real total return would be
closer to negative 8 percent.

INTEREST COSTS MAY OFFSET GAINS
While it’s true that low interest rates in the 1990s and early 2000s fueled an
unprecedented boom in home buying, the fact is, not all investors are eligible
for such beneficial rates. Mortgage interest rates, like most consumer rates, are
in part established by one’s FICO score, or credit score.
FICO stands for Fair, Isaac Co. This is a somewhat obscure California-

based company that assesses consumer credit worthiness based on information
found in credit reports maintained by the major credit bureaus: TransUnion,
Equifax, and Experian. Your score will range from 300 to 850. The higher
your FICO score, the better your credit rating.
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The good news is the majority of Americans score above 700, which is
considered the threshold for good credit and therefore favorable interest rates.
Even better, 40 percent of Americans score 750 or better, which is regarded by
some as the threshold between good and excellent credit (Figure 10-3). In the
summer of 2004, for example, an investor with a FICO score above 750 could
easily expect to obtain a 30-year fixed rate home mortgage for under 6 percent
annual interest, which is attractive by historic standards.
Figure 10-4, below, depicts the consequences of a poor FICO score—and

the benefits of a good score—on mortgage interest rates. In the summer of
2004, a score of 620 to 674 earned an average mortgage interest rate of nearly
8 percent, almost 2 percentage points more in interest every year than a person

Fig. 10-3. FICO Score Distribution.
As this table shows, the vast majority—80 percent—of American consumers have credit scores

above 700, which is considered a strong score.

Source: Fair, Isaac Co.

Fig. 10-4. Mortgage Rates and FICO Scores.

FICO

Score

Average

Mortgage Rate*

Average

Monthly Payment

720–850 5.98% $897
700–719 6.10% $909
675–699 6.64% $962
620–674 7.79% $1,079
560–619 8.53% $1,157
500–559 9.29% $1,238

*Data as of August 2004.

Source: Fair, Isaac Co.
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with a FICO score of 800. A score below 600 meant your mortgage rate was
probably above 8 percent in 2004. And with a score between 500 and 559, your
interest rate was likely to be above 9 percent.
The difference in monthly mortgage payments between a person scoring

800 and 520 worked out to more than $340 a month in 2004. Over the course
of 30 years, if you were to save $340 each month and invested that money in
the stock market at an annual rate of 8 percent, you’d amass more than
$500,000 at the end of this period.
This is a major consideration that anyone with a poor credit rating has to

consider before investing in a home. A poor credit score will mean your cost of
capital will grow dramatically, which may negate the potential positive ap-
preciation of the underlying home. Moreover, it can mean that renting, while
investing in the stock market—an arena of investing that doesn’t penalize you
for poor credit—may be a better bet.

YOU NEED TO COMMIT A LOT OF MONEY
Obviously, investing in a home is no small undertaking. Even a small starter
home, or a condo, could cost youwell over $150,000, if not $200,000, in today’s
economy. If you live in an urban setting, it could cost you significantly more.
The downside of investing in a home is that you have to commit a large

chunk of your financial portfolio, potentially for years. To be sure, most of
that money is borrowed or leveraged. But mortgages commit you to making
payments of $1,000, $2,000, or even more, a month, every month, for po-
tentially 30 years. And every dollar in mortgage payments you make over and
above what rent would have cost you is a dollar of lost potential equity
earnings. Bear in mind, shares of a stock fund can be purchased for as little as
$100 or $500.

Real Estate Investment Trusts
There is an alternative way to invest in real estate, however, that does not
require the commitment of hundreds of thousands of dollars. It’s called a real
estate investment trust, or REIT, for short. In essence, this is a company de-
voted to investing in real estate in some form or fashion.
There are three basic types of REITs. Equity REITS own and manage re-

sidential and/or commercial properties.Mortgage REITs extend and purchase
mortgages used by others to invest in real estate. And Hybrid REITs are a
combination of both of these strategies.
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By far, equityREITs dominate themarket. Some of them specialize in certain
types of real estate holdings, such as office buildings, retail real estate, or re-
sidential properties. So, depending on your assessment of the economy, you can
pick the type of real estate you invest in by selecting the REIT that suits you.
Though few REITs are household names, some of these firms are among

the biggest financial companies in this country (Figure 10-5).
Because a REIT is a publicly traded real estate company, its shares trade

on stock exchanges, just like any other company. Most are listed on the New
York Stock Exchange. And just like other equities, you can purchase shares
directly, through a brokerage account, or you can go a safer route and buy a
REIT mutual fund, which invests in a diversified collection of REITs and other
real estate holdings. According to Morningstar, there are more than 200 REIT
funds.
The advantage of investing in REITs is clear. They are accessible like other

stocks. They have a low barrier to entry, like equities and equity funds. And
they are liquid. In other words, you can buy and sell shares of your REIT at
will, unlike a home, which takes time to sell.
But though a REIT is traded like a stock, it is actually a different asset class

entirely. In fact, some regard REITs as an alternative to bonds rather than to
equities. Why? By law, three-quarters of a REIT’s income must be generated
through real estate holdings, and about 90 percent of its profits must be dis-
tributed to shareholders every year in the form of dividends.

Fig. 10-5. Largest Publicly Traded REITs in the United States.

Name Ticker Exchange

Simon Property Group SPG NYSE
Equity Office Properties Trust EOP NYSE
Equity Residential EQR NYSE
General Growth Properties GGP NYSE
Vornado Realty Trust VNO NYSE
Pro Logis Trust PLD NYSE
Public Storage PSA NYSE
Archstone-Smith Trust ASN NYSE
Kimco Realty KIM NYSE
Boston Properties BXP NYSE
Rouse RSE NYSE
Duke Realty DRE NYSE
Host Marriott HMT NYSE
Avalon Bay Communities AVB NYSE
Liberty Property Trust LRY NYSE
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This means REITs, which generate their income through property rents or
mortgage interest, throw off income every year just like bonds or bond funds.
In fact, the historic dividend yield of a REIT is somewhat similar to the yield
on 10-year Treasury notes. This makes a certain amount of sense, since REITs
are in some ways affected by mortgage rates, and mortgage interest rates are
set, in part, based on the fluctuations of 10-year Treasury security yields. In
the summer of 2004, for example, the average dividend yield on an equity
REIT was around 5.4 percent. Compare that to the 4.7 percent yields on
10-year Treasuries.
But beware: REITs are much more volatile than bonds. A REIT, like a

stock, offers no guarantees for principal protection. So while REITs throw off
income like bonds, they have the upside potential and downside risk of
equities. In fact, over the past decade through the summer of 2004, the average
REIT generated annualized total returns of about 12.1 percent. By compar-
ison, the S&P 500 during this stretch gained around 11.3 percent. Over the
past 20 years, the typical REIT gained 10.2 percent a year, which is on par
with the long-term average annual gains for equities.
It should be noted, however, that the dividends thrown off by REITs are

not considered qualified dividend income and therefore are taxed as normal
income. In other words, they do not receive the preferential 15 percent tax rate
that qualified stock dividends do. Part of the reason is that REITs themselves
do not pay taxes on the profits they distribute to their shareholders. Therefore,
if you decide to purchase a REIT or REIT fund, you should give strong
consideration to doing so through a tax-advantaged account, such as an IRA.
Because the behavior of REITs is not closely correlated to movements in

the equity markets, a small investment in REITs can help reduce risk in an
overall portfolio. For example, the financial research firm Ibbotson Associates
studied the performance of portfolios with and without REIT holdings be-
tween 1972 and 2003. It found that a portfolio without REITs consisting of
50 percent stocks, 40 percent bonds, and 10 percent cash generated average
annual total returns of 10.9 percent during this stretch. But if just 20 percent
of that portfolio were held in REITs, that portfolio would have returned slightly
more during this period—11.5 percent a year during this stretch—and with
lower volatility.

Commodities
In addition to companies and real estate, you may also want to consider
investing in commodities. What are commodities? They are pretty much any
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unfinished or unprocessed good that can be traded in bulk. Commodities can
range from agricultural products (which are sometimes referred to as soft
commodities)—these include pork bellies, orange juice, coffee, soybeans,
cotton, wheat, and corn—to basic materials necessary for the manufacturing
process, including mined metals like copper, silver, and even gold (we’ll dis-
cuss this below).
When you invest in a commodity, you are doing one of two things: You

either are betting on the economy or betting against it by hedging some of the
risks that the economy poses. Typically, you bet on the economy with com-
modities tied to manufacturing, like copper, nickel, or other basic materials.
Because these raw materials represent the building blocks of factory output,
their prices rise as economic activity improves and demand ramps up. On the
other hand, their prices are likely to fall when the economy sours and factories
stop ordering these raw materials.
Meanwhile, you can bet against the economy with some precious

metals commodities like gold or silver. The third category of commodities, the
soft commodities, are affected less by the broad national economy as they are
by specific external factors, such as the weather or some short-term trends.
For instance, something as silly as the Atkins diet, which calls for eating low
carbohydrate and high protein meals, can affect the price of things like live-
stock or wheat.
Investing in commodities is quite different than investing in stocks or real

estate. After all, when you invest in shares of a company, there is always the
possibility that the company can distinguish itself and add shareholder value
through superior management. If you are investing in a home, you can always
add value to it by repairing it, renovating it, or expanding it.
But a commodity is a raw material whose units are indistinguishable from

one another. It is what it is. There is no value you can add to the commodity
itself. A bushel of corn is a bushel of corn no matter who you buy it from and
what you paid for it. A metric ton of scrap iron is a metric ton of scrap iron
no matter what company or country it’s headed for. This is why commodity
investing is all about forecasting.
That being said, individual investors will be hard pressed to invest in

commodities directly. This market is primarily geared for institutional in-
vestors who can bring tens of millions of dollars to the table. And while retail
investors can dabble in commodity futures—financial contracts tied to the
delivery of metals or agricultural products at some point in the future—this
can be a dangerous game. Investing in futures contracts can be especially risky
if it involves high amounts of leverage. Among agricultural commodities, a
surprise change in the weather can drastically alter future prices for items
ranging from soybeans to coffee.
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Instead, individual investors are likely to gain exposure to various com-
modities through mutual funds that invest in them either directly or indirectly.
Like REITs, commodities—in small doses—have been shown to help diversify
a portfolio of stocks and bonds over the long term.

Precious Metal
Among all the commodities, investors are probably most aware of precious
metals—in particular gold. While gold is used in some manufacturing settings
(in the making of car air bags, for one), it is primarily considered a financial
asset. The Chinese, for example, started using gold coins as a form of money
going back to around 1000 B.C.

Gold’s historic relationship with currency—the value of a U.S. dollar used
to be pegged to gold—has made it a benchmark financial asset. To this day,
investors bet on gold during times of volatility in the stock market and in-
stability in the U.S. currency market. This makes this precious metal a hedge,
or bet, against the economy.
Gold is particularly in demand during periods of high inflation. The

thinking is that if the value of the U.S. dollar is diminished by spiraling in-
flation, investors will seek an alternative asset that won’t lose as much value
because of rising prices. This explains why gold prices soared to record levels
in the so-called ‘‘stagflationary’’ period of the 1970s, but steadily sank in the
late 1980s and 1990s, when inflation was wrung out of the U.S. economy.
Investors have several options when it comes to investing in gold. They can

buy it directly—through the purchase of gold coins, or even jewelry—and also
invest in gold stocks. These are companies whose core business is tied to the
mining, processing, or distribution of gold. Among some of the better known
gold mining companies are Barrick Gold, Newmont Mining, Placer Dome,
and Freeport-McMoRan Copper & Gold. While shares of these publicly
traded companies move with the price of gold, at the end of the day these are
still shares of a company, not the underlying commodity. So an investor in a
gold stock is not only making a bet on the commodity, but a bet that the
management of a specific business knows how to exploit fluctuations in gold
prices to generate solid long-term profits.
The easiest way to invest in gold stocks is to invest in a professionally

managed fund that specializes in them. This is easy to do since an entire ca-
tegory of mutual funds is devoted to investing in these companies. According
to Morningstar, there are about 50 precious metal sector mutual funds. The
biggest funds are listed in Figure 10-6.
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Basic Materials
If precious metals allow investors to bet against the economy, basic materials
are a direct bet on it. So are basic materials stocks. These are shares of com-
panies that are tied to the mining or production of commodities or to the
production of basic components that go into the manufacturing process.
Though they aren’t pure commodity plays, they are often a safer way to gain
exposure to the asset class.
Basic materials stocks can operate in a wide array of traditional smoke-

stack industries ranging from chemical companies to mining stocks to steel.
This includes companies like Dow Chemical, DuPont, Monsanto, and U.S.
Steel. It also includes aluminum manufacturers like Alcoa, paper companies
like International Paper, and timber firms like Weyerhaeuser and Georgia-
Pacific.
Here again, the simplest way to gain exposure to basic materials stocks is

through a fund. But unlike precious metal funds, there is no separate category
of basic materials sector stock funds. If you invest in a large-cap or mid-cap
value fund, however, there’s a decent likelihood that you will gain exposure to
basic materials stocks, since their shares are often overlooked or undervalued
by growth investors. You can also gain exposure to basic materials through
natural resources funds.While these portfolios tend to focus on energy stocks,
the typical natural resources fund also has decent exposure to traditional
industrial concerns.

Fig. 10-6. Largest Precious Metal Funds.

Name Ticker Net Assets*

Fidelity Select Gold FSAGX $620 million
American Century Global Gold BGEIX $596 million
Vanguard Precious Metals & Mining VGPMX $530 million
Tocqueville Gold TGLDX $452 million
First Eagle Gold SGGDX $401 million
Franklin Gold & Precious Metals FKRCX $394 million
USAA Precious Metals & Mining USAGX $285 million
Gabelli Gold GOLDX $264 million
U.S. Global Inv. World Precious Min. UNWPX $238 million
Van Eck International Inv. Gold INIVX $223 million

*As of July 31, 2004.

Source: Morningstar
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Unmutual Funds
For years, mutual funds were pretty much the only way for individual in-
vestors with small account balances to gain exposure to a diversified portfolio
of stocks and bonds with relative ease and relatively few dollars. While
wealthier investors had access to so-called separate accounts, which are pri-
vate funds that cater to the specific needs and sensibilities of high-net-worth
investors, middle class investors were stuck with traditional retail portfolios.
But as we discussed earlier, there are concerns stemming from the ‘‘mutual’’

aspect of amutual fund.Thinkof amutual fundas a community swimmingpool.
Because it is collectively owned, it costs little to enjoy. But whenever too many
people jump into or out of the pool too quickly, it’s bound tomake a few waves.
Today, however, there are other options. Let’s call them ‘‘unmutual funds.’’

What are unmutual funds? They are investment vehicles that give folks exposure
to a basket of diversified securities—in one shot—without exposing those same
investors to the other fund shareholder risks we spoke of in prior chapters.

EXCHANGE-TRADED FUNDS
Perhaps the best-known of the unmutual funds are exchange traded funds, or
ETFs. Introduced to U.S. investors in the mid 1990s, these products have
grown in popularity in recent years, as can be seen in Figures 10-7 and 10-8.

Fig. 10-7. ETF Assets (in Billions of Dollars).
While assets in exchange-traded funds have grown over the years, they still represent a tiny

fraction of the $7 trillion mutual fund industry.

Source: Investment Company Institute
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ETFs are index-fund-like vehicles that track market benchmarks. This in-
cludes broad indexes like the S&P 500, the Wilshire 5000, or even the Russell
2000 index of small stocks. But it can also include specific sector indexes, such
as the Dow Jones U.S. Technology or the S&P Global Healthcare sectors.
You can also find ETFs that track a particular style of investing, like large-cap
value stocks or small-cap growth. Today, there are even bond ETFs.
While they are passively managed products with low fees, there are major

differences between an ETF and a regular index fund. For starters, ETFs trade
on a stock exchange, in most cases the American Stock Exchange. This means
they can be bought and sold like a stock any number of times throughout the
day. Regular mutual funds, on the other hand, can only be bought once a day,
at the day’s closing price.
This feature can come in handy from both an offensive and defensive

standpoint. If the market is tumbling, an investor in an ETF can simply trade
out when the trouble occurs, at least in theory. A regular mutual fund in-
vestor, on the other hand, would have to wait until the end of the trading day.
Similarly, if there are opportunities in, say, the health-care sector on a par-
ticular day, in theory an ETF investor could buy an S&P Global Healthcare
ETF or a Dow Jones U.S. Healthcare sector ETF to take advantage of it—
without taking on too much individual stock risk (remember, these are di-
versified baskets of stocks). But again the regular mutual fund investor would
have to wait until the close of trading to get in.
The appeal of ETFs is the way they’re structured. Think of it as buying

a self-contained investment that represents a cross section of ownership of
dozens—in some cases hundreds—of stocks within a market benchmark or

Fig. 10-8. Number of ETFs.

Source: Investment Company Institute
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sector. Your fellow ETF shareholders also own a self-contained basket of
stocks—and the good news is, their purchases or sales don’t affect you. Why?
It has to do with the way ETFs are put together.
ETFs are created by financial firms like Barclays, Vanguard, and State

Street. These companies can create or unbundle ETF shares at will. If you
wanted to buy an S&P 500 ETF, for example, an ETF sponsor will go out
and get shares of all 500 stocks, in proportion, and bundle them for you to
create your own ETF. But when you go to sell that ETF, your exit won’t
affect your fellow shareholders. This is because instead of being forced to sell
the stocks in the ETF to meet your redemption—as happens in a regular
mutual fund—the ETF sponsor can simply unbundle the package and release
back the individual holdings. Those individual stocks can then be used to
create other ETFs for other people. This ability to bundle ETFs when neces-
sary or unbundle them when not is what takes the ‘‘mutual’’ out of mutual
funds.
One of the biggest advantages of ETFs is their cost. You can invest in an

iShares S&P 500 ETF—an exchange traded fund run by Barclays that tracks
the S&P 500—for 0.09 percent in annual fees. (Figure 10-9 lists other iShares
ETFs.) In comparison, Vanguard 500, among the lowest cost index mutual
funds around, charges 0.18 percent in annual fees. The average regular mu-
tual fund charges 1.5 percent in annual fees. Virtually all ETFs sport annual
expense ratios of less than 1 percent, and most ETF expenses are under
0.6 percent a year.

Fig. 10-9. Low-Cost Advantage of ETFs.

Name Expense Ratio*

iShares S&P 500 0.09%
iShares S&P 500/Barra Growth 0.18%
iShares S&P 500/Barra Value 0.18%
iShares S&P 400 0.20%
iShares S&P 400/Barra Growth 0.25%
iShares S&P 400/Barra Value 0.25%
iShares S&P 600 0.20%
iShares S&P 600/Barra Growth 0.25%
iShares S&P 600/Barra Value 0.25%
iShares Lehman Aggregate Bond 0.20%
iShares Cohen & Steers Realty 0.35%
Average Domestic Stock Mutual Fund 1.52%

*Data as of July 31, 2004.

Source: Barclays Global Investors, Morningstar
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There is one major drawback to ETFs. Because they trade like stocks, in-
vestors have to pay brokerage commissions every time they buy or sell. This
makes them a costly option for an investor who is dollar cost averaging. If you
were on an automated program where you purchased shares incrementally
every quarter, and owned eight different ETFs, you could be looking at nearly
$1,000 in commissions just for routine investments, based on an average
commission of $29.95 per trade and 32 transactions a year. In contrast, there
are no commissions with a regular, no-load index fund. Thus, ETFs are best
suited for investors who make infrequent, lump-sum purchases and sales,
rather than frequent, incremental trades.
To get more information about ETFs, you can go to the American Stock

Exchange Web site, www.amex.com. Another good source of information
is www.ishares.com, an ETF Web site run by Barclays Global Investors, the
world’s leading purveyor of exchange traded funds. Finally, www.ameritrade.
com (the Web site of the online broker Ameritrade, which caters to ETF in-
vestors) and www.morningstar.com also offer great educational materials on
these investments.

Closed-End Mutual Funds
Like an ETF, a closed-end mutual fund is a portfolio of securities that trades
like a single stock on a stock exchange. But closed-end funds, which have
actually been around for decades, are a lot different than exchange traded
funds.
Unlike an ETF, for example, a closed-end fund is professionally managed.

In other words, these aren’t index products. And unlike an ETF, which can be
created or unbundled at will, closed-end funds have only a fixed number of
shares to offer. In this sense, they are closer to a stock than an ETF.
So, for instance, if you are interested in buying shares of a closed-end fund,

you have to find an existing shareholder from whom to purchase them. Sim-
ilarly, to sell shares of a closed-end fund, you don’t go to the fund company
to redeem your investment—you go into the open market to trade the se-
curity. The fact that sellers have to find buyers and buyers have to find sellers
regulates the flow of money into these investments. And this feature takes
away a major concern that regular fund investors have: the arrival or de-
parture of too many fund shareholders at once.
However, the flip side of having a fixed number of shares is that the price of

a closed-end fund is directly tied to the supply and demand of those shares—
not the value of the investments in the fund. For example, while a regular
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mutual fund is valued by its net asset value, or NAV, the value of a closed-end
fund is determined by its share price. When the supply of shares exceeds de-
mand, a closed-end fund may trade at a discount to the actual underlying
value of the holdings in its portfolio (this never happens in a regular fund, and
in fact doesn’t really take place in an ETF either, because of its unique
bundling/unbundling mechanism).
So even though the fund itself is worth, say, $10 a share based on its

portfolio, the market could price it at $9 a share. Similarly, there will be times
when closed ends trade at a premium to their underlying value. During the
China stock boom of 2003, to cite one instance, many closed-end China stock
funds were trading 10 or even 20 percent above the actual net asset value of
those portfolios.
This dynamic presents both a challenge and an opportunity for closed-end

fund investors. Though the ability to buy a closed-end fund at a discount to
what it’s intrinsically worth makes these investments attractive to value
hunters, at the same time some investors are frustrated because their closed-
end fund may not fetch as much on the open market as it’s truly worth.
Because closed-ends can trade at a premium or discount to net asset value,

closed-end fund investors must not only wager that they know how a par-
ticular basket of stocks or bonds will perform, but also that they are right in
guessing the behavior of other shareholders in the open market.
There are nearly 600 closed-end funds (see Figure 10-10 for the number of

closed-end funds and their assets in recent years), and they invest in a variety
of asset classes both foreign and domestic. However, because of their unique
structure, closed-ends are often considered niche investments. In fact, a vast

Fig. 10-10. Number of Closed-End Funds.

Source: Investment Company Institute
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majority of closed-end funds investments are domestic bond funds. And many
others invest in niche equity and bond markets overseas.
For more information on closed-ends, you can go to www.ici.org, the site of

the Investment Company Institute, the trade organization that oversees both
open- and closed-end funds.

Quiz for Chapter 10
1. Home ownership is always a less volatile investment than equities.

a. True
b. False

2. An investment in residential real estate is a bet on . . .
a. The national economy
b. The regional economy
c. Your personal economy
d. All of the above

3. What does R-squared refer to?
a. The correlation of an investment’s performance to a benchmark

index
b. A measure of an investment’s volatility
c. A measure of an investment’s performance

Fig. 10-11. Closed-End Fund Assets (in Millions of Dollars).
Although closed-end funds have been around for years, they control less than half a billion

dollars in total assets.

Source: Investment Company Institute
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4. Owning real estate helps do what to a stock portfolio?
a. Diversifies the portfolio
b. Improves the portfolio’s total returns
c. Boosts the income stream of that portfolio

5. Is the real estate market considered more or less rational than equities
when it comes to valuations?
a. More
b. Less
c. Exactly the same

6. A REIT is more like . . .
a. A stock than a bond.
b. A bond than a stock.
c. It is an entirely different asset than a stock or a bond.

7. A reverse mortgage provides an income stream for . . .
a. All homeowners
b. Seniors who own their own homes
c. Owners of second homes

8. An investment in a precious metals fund is typically seen as a bet . . .
a. On the economy
b. Against the economy
c. Neither

9. An advantage of exchange traded funds over regular mutual funds is
that . . .
a. ETFs are professionally managed.
b. ETFs are low in cost.
c. ETFs are purchased through a brokerage account and not through

the fund company.

10. A closed-end fund is a mutual fund that . . .
a. Trades on a stock exchange
b. Is closed to new investors
c. Has a limited number of holdings
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CHAPTER
11

Demystifying
Stock Selection

There is a big caveat when it comes to investing in equities. While the broad
stock market is likely to be your best-performing asset over time, as we dis-
cussed in an earlier chapter, there are no guarantees that the individual stocks
you select will similarly outperform competing assets like bonds or even
cash. In other words, while stocks in general may be good bets, your stocks
may not be.
The overall stock market reflects the average performance and experiences

of all the shares that are available to the investing public. To arrive at that
average, some stocks will outperform the average while others will under-
perform it. The risk you face as an investor is: Will the stocks you choose be
among those underperformers?
This means that stock investors who pick and choose their own portfolios,

instead of putting their money, say, into a broad-based mutual fund, must be
that much more vigilant when it comes to safeguarding their equity holdings
against company-specific risk. While an index fund investor with a long time
horizon may feel comfortable with exposure to equities regardless of what’s
going on in the real economy, investors in individual securities must care
about trends that are taking place within their specific firms.
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Truth be told, individual investors are at a distinct disadvantage in this
endeavor versus professional mutual fund managers, since fund managers are
backed by legions of analysts who help ferret out good companies from a sea
of mediocrity. Moreover, because fund managers bring with them the backing
of hundreds of millions—if not billions—of dollars in assets, they often have
personal access to the companies they invest in. In other words, they can
literally kick the tires of a company by visiting the headquarters, talking to
management, and walking the factory floors to get a visceral sense of how busy
and efficient the business actually is. This access allows fundmanagers to gauge
firsthand the health and vulnerabilities of the stocks they invest in.
In contrast, individual investors, who may only be investing thousands of

dollars, rarely get to meet with management. Perhaps the only setting where
retail investors can associate with the company’s executives is at the annual
meeting, which typically takes place at or near the company’s headquarters.
So unless you also happen to live near the offices of the companies you invest
in, you probably won’t ever get to speak with their officials.
But this doesn’t mean that individuals don’t have access to basic tools that

can help them conduct fundamental research on their stocks. In fact, in the
Internet age, there are plenty of free sources of financial data, screening tools,
and stock selectors to help you determine the level of company risk you’re
exposing yourself to by investing in a particular stock.

Stock Research Resources
Before we get into the specifics of stock selection, it’s important to consider
what type of information we’re looking to glean. Every stock investor has to
worry about two basic sets of considerations:

1. Is the company deteriorating or likely to deteriorate? To help you deter-
mine that, you will need information from the company’s own financial
documents. In addition, there’s also the possibility that a company may
not be deteriorating from a financial standpoint, but that other investors
have simply bid up its shares so much that its price has now actually
overshot the true market value of the business. In this regard, you aren’t
looking for problems with the company so much as problems with the
expectations that other investors are imposing on it. To determine this type
of risk, you’ll have to pay attention to various valuation measures.

2. What is the upside potential of the stock? To reiterate, stock performance
correlates to profit growth. This means that as an investor one thing
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you’ll absolutely need to know is a firm’s recent earnings performance
and the consistency of its earnings growth over time. This information
can be obtained from various financial Web sites that we will discuss in a
second. In addition, it’s important to appreciate the fact that the stock
market is a forward-looking indicator. This means it’s also critical to
weigh the future earnings growth potential of the business. To this end,
you can turn to a whole host of financial Web sites that gather and
analyze information on Wall Street analysts’ projections on a stock.

Let’s start by taking a look at some of the basic—and free—resources all of
us can turn to. While some of you may have access to professional Wall Street
research—if you have brokerage accounts established at full-service firms that
assemble proprietary equity research, like Morgan Stanley, Merrill Lynch,
Goldman Sachs, UBS, and Smith Barney—most of us aren’t privy to this type
of information. These free sites, then, can come in handy for quick analysis of
company risk.

MORNINGSTAR
In Chapter 13, concerning mutual fund selection, we will discuss at length the
screening tools that the fund-tracking company Morningstar offers to fund
investors. The good news for equity investors is that Morningstar has recently
added similar screening capabilities and tools for stocks. Through Morning-
star’s free Web site (www.morningstar.com), you can now screen for stocks
based on the following factors:

� Stock sectors. If you’re only interested in finding stocks in a particular
industry, you can screen for technology, telecom, health care, financial
services, utilities, energy, natural resources, industrial materials, or
consumer-related firms.

� Stock types. This is based on Morningstar’s own proprietary determi-
nations concerning stock attributes. Morningstar divides the equity
universe into aggressive growth, growth, slow growth, or speculative
growth classifications. Moreover, you can screen for high-dividend-
yielding stocks, distressed stocks, and cyclically oriented stocks, which are
those that tend to do well when the economy is firing on all cylinders
but tend to do poorly in times of recession. Typically, companies in tech-
nology, retail, telecom, consumer discretionary, and some parts of fi-
nancial servicesare consideredcyclicallyoriented,whilemanyfirms inhealth
care, utilities, consumer staples, and, to some extent, energy will be clas-
sified as noncyclical, meaning they could do well even if the economy sours.
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� Morningstar-style boxes. You’ll recall that Morningstar breaks the
general equity fund universe into nine categories: large growth, large
value, and large blend; mid-cap growth, mid-cap value, and mid-cap
blend; and small growth, small value, and small blend. Similarly,
Morningstar will put stocks into those same classifications for direct
equity investors who want to be mindful of their overall asset al-
location decisions. So if you’re only searching for stocks that are classi-
fied as small value, for instance, to round out a portfolio that may
be large-cap and growth-oriented, you can screen for only that
type stock.

� Market caps. With Morningstar, you can screen for stocks based on
their market values, which again is calculated by multiplying a stock’s
price by the total number of shares the company has outstanding. This
is particularly useful for equity investors who seek stocks with certain
risk-return characteristics. If you’re looking for speculative investments
with high risk but high growth potential, it’s likely you’ll search among
the small-caps (companies with market values under $1 billion). If
you’re looking for large, steady eddies, you’ll probably focus on the blue
chips found among large-caps (market values of $10 billion or more).
And if you’re looking to split the difference, you can always search
among mid-caps—those stocks with market capitalization between
around $1 and $10 billion. You can also screen for micro-caps—shares
of companies with total market values of $250 million or less.

� Morningstar grades. As an equity research firm,Morningstar has its own
proprietary grading systems for stocks based on their overall growth,
their earnings outlook, and their financial stability. These grades, like
report cards, range from A through F, with A being the best grade.

� Revenues. In addition to profits, you can screen for stocks based on sales,
the importance of which we’ll discuss in a moment.

� Earnings. Morningstar’s stock screener lets you screen for stocks based
on various measures of profitability.

� Past returns. Investors looking for stocks that are on a roll or are in
distress—growth investors will be interested in the former; value in-
vestors in the latter—can screen for stocks based on their share price
performance over the past one and three months, as well as the past one
and five years.

� Valuations. Since valuations are a major consideration of a stock’s re-
lative risk, Morningstar allows investors to screen based on trailing
price-to-earnings ratios.

� Dividend yield. Though many investors overlook stock dividends, a
stock’s payout percentage is also terribly important for an investor’s
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long-term performance. Morningstar will let you screen for stocks based
on the actual percentage that stocks are currently yielding.

ZACKS INVESTMENT RESEARCH
On Wall Street, there are thousands of analysts whose job it is to research
companies in a variety of industries. In addition to making buy, sell, and hold
recommendations on a given stock, analysts are also responsible for fore-
casting the earnings growth and earnings growth rates for the companies they
follow.
These forecasts,while not always accurate, do shed light on expectations that

Wall Street is placing on a firm’s earnings, sales, and stock price performance.
Unless you have a full-service brokerage account, though, chances are you’re
not going to have access to those forecasts—unless you’re willing to pay.
This is where Zacks Investment Research (www.zacks.com) comes in. This

financial research Web site gathers data on analysts’ recommendations on a
stock, their earnings estimates for that stock, and calculates a consensus of
those earnings estimates. When you hear news reports, for example, indicating
that Yahoo! ‘‘beat the Street’s consensus forecast’’ for quarterly earnings, that
consensus is often calculated by Zacks and represents the Street’s latest
thoughts on a particular stock.
Zacks provides a host of other information as well. The site will show you

how many analysts follow a stock; how many have buy, sell, or hold re-
commendations on that stock; and what the consensus recommendation is—
along with information on how that consensus has changed in the recent past.
Zacks also provides industry comparisons for key financial data points, which
can be enormously helpful to investors.
Context is the key. For instance, it might do you little good to know that

Microsoft’s five-year earnings growth forecast, based on consensus analysts’
forecasts, is, say, 11 percent a year. But if you knew that its industry peers are
expected to grow, say, 15 percent annually, you might be able to do something
with that information. This Web site will provide both data points.
Knowing a stock’s earnings growth rate vis-à-vis is that of its industry

peers may not in and of itself be a reason to sell the stock. But it may be a
sign that an investor should demand lower P/E ratios or higher dividend yields
for investing in a particular company.
Other points of data that Zacks provides is a stock’s:

� Beta
� 52-week high and low prices
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� Net margins
� Return on equity
� Debt load

Zacks also provides the average daily volume of shares that trade in a stock.
This is particularly useful for followers of technical analysis, who may be
interested in knowing what level of conviction there is in the market for a
particular investment.
In addition, investors can retrieve annual reports, balance sheets, income

statements, and other financial data for thousands of different companies from
this Web site.
And finally, Zacks will allow you to screen for stocks too, and offers preset

screens so investors can find stocks based on popular criteria. Thus, you can
find information on which stocks have had the biggest recent upgrades in
analysts’ recommendations, if that’s what you want to know, or the biggest
recent adjustment in earnings forecasts.

BIGCHARTS.COM
When researching stocks, it’s important to compare apples to apples. The
Web site Bigcharts.com (www.bigcharts.com) helps you do just that when it
comes to assessing the recent and historic performance of a particular stock’s
share price.
Bigcharts is particularly useful in helping investors who don’t have access

to more sophisticated systems like Bloomberg terminals, which professional
money managers and traders rely on to track their investments. The site allows
investors to plot a stock’s performance relative to that of its industry peers,
broad stock market indexes, and other measures. Moreover, investors who
rely on technical indicators like moving averages and advance-decline ratios
can see their stock’s performance against these criteria.

STANDARD & POOR’S
Standard & Poor’s is known for a lot of things, including the S&P 500 index,
which has become as ubiquitous as the Dow Jones Industrial Average as a
yardstick to measure the performance of the overall markets. But Standard &
Poor’s Web site (www.standardandpoors.com), is particularly good at pro-
ducing industry and index data that will give investors the proper context to
gauge a stock’s financial performance.
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For example, say you’re thinking of investing in Healthcare Company X,
and you discover that its earnings are growing 12 percent annually and the
stock is trading at a P/E ratio of 18. Without proper context, it’s impossible to
determine if those are good numbers. If you go to the Standard & Poor’s Web
site, click on the section titled Indices, and then click on the tab titled S&P
U.S. Indices, you will find all of the various S&P indexes we discussed before:
the S&P 500, the S&P 400 index of mid-cap stocks, and the S&P 600 index
of small stocks. You can find out the earnings and P/E trends in each index.
Moreover, you can find similar data for each sector within those indexes.
So, if Healthcare Company X is a small-cap stock, you would look up the

S&P 600, search for how individual sectors in that index are doing, and look
up the small-cap health-care sector. There, you might find that the average
small-cap health-care stock is growing earnings, say, at 9 percent annually and
trades at a 19 P/E. This would indicate that the company you are considering
is at least attractive on both those counts.

ANNUAL REPORTS
All investors need to become familiar with the major financial documents that
companies are required to file and make available to shareholders. The biggest
of these is the annual report, which is available on a company’s Web site or
through third-party Web sites.
While many shareholders who receive annual reports in the mail never read

through these documents, there is actually a wealth of information found
in these reports. Every annual report reflects the performance and activities
of the firm in the prior year. Some companies, for accounting purposes, report
on their activities in the prior calendar years, while others use fiscal years
ending in June, October, or some other month to measure their performance.
Still others rely on a customary fiscal year, based on when the company was
established.
Every annual report includes a Letter to Shareholders from the chief ex-

ecutive and/or chairman of the corporation. This brief note tends to highlight
important accomplishments, challenges, and setbacks of the company in the
prior year. In addition, the annual report will often include financial highlights
and a review of operations, which should provide more detail on important
recent developments, including new product launches, acquisitions, mergers,
or sales of units.
Perhaps the most important element of the annual report is the firm’s major

financial statements, including its balance sheet, income statement, and state-
ment of cash flows.
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BALANCE SHEET
The balance sheet is a measure of a company’s overall health at a particular
point in time. It will list all of the company’s assets, including its current assets,
which are those things that can be converted into cash within about a year,
such as inventories, accounts receivable, and cash on hand (Figure 11-1). The
balance sheet will also reflect all of the firm’s property, plant, and equipment,
or PP&E, in addition to intangible assets like patents and copyrights. Simi-
larly, the balance sheet will detail all of a company’s liabilities, including its
long-term debt.
By subtracting a firm’s liabilities from its assets, you can figure out what’s

known as its shareholders’ equity, a term that simply refers to the total net
worth of the company. This is a fundamental formula to remember:

Assets� Liabilities ¼ Shareholders’ equity (net worth)

Or:

Assets ¼ Shareholders’ equity þ Liabilities

This is a simple but critical measure. While the sign of a healthy company is
one of growing assets, it’s more important to see increasing shareholder
equity, since that reflects a company’s health factoring in its liabilities.

INCOME STATEMENT
If the balance sheet offers a snapshot of a firm’s overall health, income state-
mentsmeasure something abitmore specific: the profitability of that firmover a
given period of time, typically on a quarterly or annual basis (Figure 11-2).
The income statement goes by other names, including profit and loss

statement, the P&L, and also the statement of earnings. Regardless of what
it’s called, a whole host of relevant information about a company’s business
progress can be found in this financial statement, among them:

� Total sales or revenues. The income statement will show the current
quarterly and/or annual sales figures for the firm and compare that with
prior periods. Revenues are often the first line item listed in an income
statement, which is why we refer to sales growth as top line growth.

� The cost of goods sold. This reflects the total costs it took to manufacture
and distribute those goods and services that were sold in that
period, including from labor, raw materials, shipping, insuring, and
warehousing.
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Fig. 11-1. Sample Balance Sheet: Microsoft Corp.*

6/30/03 6/30/02

Assets

Cash $49,048 $38,652
Receivables 5,196 5,129
Notes receivable 0 0
Inventories 640 673
Other current assets 4,089 4,122
Total current assets 58,973 48,576
Net property and equipment 2,223 2,268
Investments 13,692 14,191
Other noncurrent charges 0 0
Deferred charges 0 0
Intangibles 3,512 1,669
Deposits and other assets 1,171 942

TOTAL ASSETS 79,571 67,646

Liabilities and Shareholder Equity

Notes payable 0 0
Accounts payable 1,573 1,208
Current portion L/T debt 0 0
Current portion capital leases 0 0
Accrued expenses 1,416 1,145
Income taxes payable 2,044 2,022
Other current liabilities 8,941 8,369
Total current liabilities 13,974 12,744
Mortgages 0 0
Deferred taxes/income 1,731 398
Convertible debt 0 0
Long-term debt 0 0
Noncurrent capital leases 0 0
Other noncurrent liabilities 2,846 2,324
Minority interest (liabilities) 0 0

TOTAL LIABILITIES 18,551 15,466

Shareholder Equity

Preferred stock 0 0
Common stock 35,344 31,647
Capital surplus 0 0
Retained earnings 25,676 20,533
Other equity 0 0
Treasury stock 0 0
Total shareholder’s equity 61,020 52,180

TOTAL SHAREHOLDER
EQUITYþLIABILITIES 79,571 67,646

*All figures in millions.

Source: Zacks Investment Research
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� Indirect costs. These expenses include long-term research and develop-
ment costs, general administrative expenses, and other costs such as
consulting fees.

� Interest income and expenses. Companies, like individuals, may invest
the cash they have on hand in an effort to maximize the use of their
capital. This is particularly true for financial services firms. Income
statements not only account for the success a company has had in
generating interest income, but simultaneously account for the interest
expenses the firm incurs to finance projects or simply to deal with day-
to-day matters.

� Taxes. Obviously, companies, like individuals, have to manage their tax
expenses. And for companies with locations in multiple cities, states, and
countries, this could be a complicated task. The income statement will
show a firm’s income before and after taxes.

� Net income is the most common measure of a company’s profitability,
since it takes all of the revenues and interest income enjoyed by the firm

Fig. 11-2. Sample Income Statement: Microsoft Corp.*

6/30/03 6/30/02

Sales $32,187 $28,365
Cost of goods sold 5,686 5,191
Gross profit 26,501 23,174
Selling, admin.,
depreciation, and amortization 13,284 11,264

Income after depreciation
and amortization 13,217 11,910

Nonoperating income 1,509 –397
Interest expense 0 0
Pretax income 14,726 11,513
Income taxes 4,733 3,684
Minority interest 0 0
Investment gains 0 0
Other income 0 0
Income from
continuing operations 9,993 7,829

Discontinued operations 0 0

Net income 9,993 7,829

*All figures in millions.

Source: Zacks Investment Research
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in a reporting period and subtracts all of the costs required to engineer
those sales.

Earnings Per Share

If you divide a firm’s net income by the total number of shares it has out-
standing, you get its earnings per share, or EPS:

Net income/Total shares outstanding ¼ Earnings per share

So, if a company earns $1 billion and it has 100 million shares floating in the
public, its EPS would be $10 per share:

Net income ($1 billion)/Total shares (100 million) ¼ $10

This explains why companies often choose to buy back their own shares in
the open market. Through share buy-back programs, a company can improve
its earnings per share (since there are fewer shares outstanding) without ac-
tually improving net income. In the example above, if the company still re-
ported $1 billion in net income but only had 90 million shares outstanding, its
EPS would be $11.11.
As an aside, net income is often referred to as the bottom line, because it

literally is the last line in an income statement.

CASH FLOW
While most investors who peruse a company’s financials will look at its
income statement and balance sheet, many overlook the third major fi-
nancial statement: the statement of cash flows (see Figure 11-3). A com-
pany’s cash flow statement, which is also available in the annual report, does
not speak to profitability, but to something more tangible. It answers the
question: Is the company a net user or collector of cash in its day-to-day
activities?
Togauge this, the cashflowstatementwill addupall of the cash that comes ina

company’s front door through its profits, its accounts receivable, and its in-
ventories. Then, cash that routinely leaves the company in the form of obliga-
tions (likeaccounts payable), debtfinancing, anddepreciationofplant, property,
and equipment, are subtracted. What’s left—if it’s a positive figure—is con-
sidered a company’s cash and cash equivalents for the end of a particular period.
The bigger the number, the better. But just as important is the growth

of this figure over time. So a company with dramatically rising cash flows
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but modest cash reserves could be seen as just as attractive—if not more so—
than another firm with huge cash reserves which are only modestly growing.
Why is cash flow important to begin with? While a balance sheet analysis

will speak to the financial underpinnings of a firm, a company with a strong
balance sheet (in other words, a firm that has far more assets than liabilities)

Fig. 11-3. Sample Cash Flow Statement Microsoft Corp.*

This statement includes cash flow from operations, investments, and financial

activities.

Cash Flow from Operations, Investments, and Financial Activities

6/30/03 6/30/02

Net income $9,993 $7,829
Depreciation/amortization 1,439 1,084
Net change from Assets/
Liabilities 1,046 1,084

Net cash from
discontinued operations 0 0

Other operating activities 3,319 5,827
Net cash from operations 15,797 14,509

Property and equipment –891 –770
Acquisitions/subsidiaries –1,063 0
Investments –5,259 –10,075
Other investing activities 0 0
Net cash from investing –7,213 –10,845

Issuance/repurchase of stock –4,366 �4,572
Issuance/repurchase of debt 0 0
Increase in short-term debt 0 0
Dividend payments �857 0
Other financing activities 0 0
Net cash from financing �5,223 �4,572
Change of exchange rates 61 2

Net change in cash 3,422 �906
Cash at beginning of period 3,016 3,922
Cash at end of period 6,438 3,016

*All figures in millions.

Source: Zacks Investment Research
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could nevertheless land in financial trouble if, for even a brief moment in time,
it experiences negative cash flow. This will be particularly problematic if more
money is flowing out of the business than coming in when major short-term
obligations and bills must be met.
It’s sort of the way consumers operate in the real world. You can have

mountains of credit card debt, but as long as you have enough cash flowing into
your coffers each month to meet your basic obligations, youmay be just fine—
at least for the moment. On the other hand, a person who owns substantial
assets that are illiquid—say, hundreds of thousands of dollars’ worth of
property inFlorida that can’t be flipped formonths—maybe seemingly healthy
based on a balance sheet analysis, but could run into huge financial troubles if
he or she is bleeding cash every month and can’t pay taxes on that property.
At the end of the day, cash is king for a company, because cash gives it

short-term flexibility to do certain things. For example, even if a company is
profitable, it might not be able to pay out substantial dividends if its cash flow
is weak. The firm may need to retain that cash to pay creditors, rather than
reward shareholders.
This is why investors will often focus on a company’s free cash flow. This is

defined as the money left over once you take a firm’s operating cash flow (the
cash flow generated from its basic operations), subtract dividend payments
and also capital expenditures, which are investments in upgrading or adding
to plant, property, and equipment. Free cash flow represents the true financial
flexibility a company has to do new things. It could use that money to invest in
new projects, acquire competitors, acquire new types of businesses, buy back
some of its shares in the open market, or pay out even bigger dividends.

10-K AND 10-Q
In addition to a firm’s annual report, all publicly traded companies must file
periodic financial statements and updates with the Securities and Exchange
Commission. These documents, while available on most corporate Web sites,
can also be found at the SEC’s Web site, www.sec.gov.
Once every quarter, firms must file a public document called a 10-Q report,

which details the financial activities of the company within the prior quarter.
This document also updates a firm’s major financial statements and highlights
anymajor changes thatmay have taken place during the quarter in terms of the
company’s management team or business ventures. By SEC regulation, com-
panies must file their 10-Qs within 35 days of the end of their fiscal quarters.
In addition, within two months of the end of their fiscal years, corporations

have to file an annual 10-K report, which is somewhat like an annual report,
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but offers considerably more detail. In addition to the financial documents in
an annual report, the 10-K will also list compensation considerations for
management and the board, as well as the ownership stake that management
has in the form of company stock. Moreover, 10-Ks list detailed information
on the business activities and risks faced by the firm’s major subsidiaries,
which provides investors more data through which to gauge the company-
specific risk of a stock.

Profitability Measures
HISTORIC EARNINGS GROWTH
When assessing a stock, you are also assessing the performance of the man-
agement team that has run the underlying company. At the end of the day, the
only real, tangible evidence of success is profitability. And the most basic
measure of profitability is actual net income, or net income (earnings) per
share. Sure, you can also look to market share gains as a sign of success. But
gaining market share in a dying industry, for example—or gaining market
share at the expense of earnings—is hardly proof of financial success.
Fortunately, the equity market tends to reward companies with good

earnings histories. If you’re using the Zacks free screening tool, for instance,
you can search for stocks with a particular five-year historic earnings growth
rate. To do this, go to www.zacks.com, click on the ‘‘screening’’ tab, and then
go to ‘‘custom screening.’’ There, you can go the ‘‘select category’’ drop-down
box and select various screening variables. In this case, you would select
‘‘growth’’ and set parameters for five-year historic earnings growth rates.

FUTURE EARNINGS GROWTH
While earnings over the long run are a great indicator of the health of a
company, they are not necessarily a great predictor of short-term stock
performance. This is because, as we discussed earlier, the stock market is a
forward-looking mechanism. It reflects the investors’ expectations for the
economy and corporate profits six to nine months into the future.
Indeed, one study of stock market performance found that when corporate

profits are growing more than 20 percent a year, stock prices have risen only
around 2 percent. Ironically, the best stock performance comes during periods
when corporate earnings are modest or even in the red. This is because in-
vestors tend to move into those stocks in anticipation of improvements, and
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once those improvements materialize, they often sell and move on to the next
opportunity. This is an example of that old Wall Street saying: ‘‘Buy on the
rumor and sell on the news.’’
The good news for individual investors is that it’s fairly simple to gauge

Wall Street’s expectations for a stock’s future earnings performance. At
Zacks.com you can punch in the ticker symbol of the stock you’re interested in
and call up a full-page report on that firm. It will tell you not only how fast a
company’s earnings have grown in the last five years, but how quickly they’re
expected to expand in the next three to five years. You can then compare these
growth rates against those of industry peers.
If you’re interested in finding out how fast each sector in the S&P 500 is

expected to grow, you can go to the Web site of the financial research firm
Thomson Financial at www.thomson.com (Figure 11-4). You can then click
on the tab labeled ‘‘Financial’’ and then click on ‘‘Investment Manager’’ to
find a weekly market commentary provided by Thomson Financial analysts.
They lay out the expected earnings growth rates for specific sectors, which will
allow you to set your expectations for earnings growth appropriately. After all,
it may be unfair to expect your pharmaceutical stock to grow its earnings 25
percent a year if its peers are growing at a rate of only around 12 percent.
If you’re screening for companies based on future earnings growth rates,

you can go to either www.zacks.com or www.morningstar. Both stock
screeners allow you to screen for stocks based on rates of projected long-term
earnings growth.

Fig. 11-4. S&P 500 Industry Breakdown.*

Sector

Future 5-Year

EPS Growth*

Consumer discretionary 13%
Consumer staples 11%
Energy 9%
Financials 12%
Health care 13%
Industrials 12%
Materials 9%
Technology 14%
Telecommunications 10%
Utilities 5%
S&P 500 total 12%

*Data as of July 16, 2004.

Source: Thomson First Call
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RETURN ON EQUITY
In addition to basic earnings growth, there’s another, slightly more sophisti-
cated measure of earnings performance that many professional money man-
agers rely on. It’s called return on equity, and it is a measure of a company’s
earnings relative to its shareholder equity. The formula looks like this:

Net income/Shareholder equity ¼ Return on equity (ROE)

You’ll recall that ‘‘net income’’ can be found as the last line on a company’s
income statement, while shareholder equity is one of the last lines on its
balance sheet. If a company earns $1 billion and has total shareholder equity
on its balance sheet of $10 billion, its return on equity would be 10 percent.

Net income ($1 billion)/Shareholder equity ($10 billion) ¼ 10 percent

Let’s go back to the examples we provided for financial statements earlier in
the chapter. In our hypothetical examples of Microsoft’s balance sheet and in-
come statement, the company reported net income in June 2003of $9.993 billion.
At the same time, its shareholder equity was $61.02 billion. So in our example,
Microsoft’s ROE, based on June 2003 earnings, would have been 16.4 percent:

$9.993 billion/$61.02 billion ¼ 16.4 percent

Why is it necessary to calculate return on equity instead of simply relying on
net income? Because ROE doesn’t consider earnings in a vacuum. Instead, it
measures net income in the context of how much money shareholders have
invested in the firm (which is another way of saying a company’s net worth). In
other words, ROE lets investors know how much profit the company is gen-
erating for every $1 investors are sinking into the business.
Think about it: While it’s useful to know that a company earned $10 million

in a given period, wouldn’t be even more helpful to know how much money
was invested in the firm to generate those profits? If two companies earned $1
million each—one with shareholder equity of $1 billion and another with $10
billion—wouldn’t you consider the smaller company more profitable? After
all, it found a way to squeeze out $1 million in profits on less invested capital.
By measuring profitability this way, investors can gauge whether they are

getting more bang for their buck in one investment over another. As a result,
ROE can be a useful comparative tool for investors who face the daunting
challenge of knowing where, in a universe of thousands of different stocks, to
put their money.
This is one reason why so many mutual fund managers swear by this

measure. It casts a spotlight on the most efficiently run companies in the
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market. The managers of the Jensen Fund, for instance—a $2.2 billion stock
fund with one of the best track records in recent years—only consider stocks
that have reported returns on equity of 15 percent or higher for at least 10
consecutive years. If a company fails to meet that threshold, it won’t be
considered for purchase. And if the ROE of a stock already in the portfolio
falls below 15 percent in any single year, the managers of the Jensen Fund will
sell and won’t reconsider the investment for at least another decade—that is, if
the company can pull together another string of 10 consecutive years of 15-
percent-plus returns on equity.
Historically, an ROE of 20 percent or higher was considered the gold

standard. But if you’re screening for stocks, you may want to start off by
focusing on firms with ROEs of 15 or better, simply to cast a wider net.
Morningstar’s stock screener will allow you to screen for stocks with ROEs

greater than or equal to 5, 10, 15, or 20 percent.

SALES MEASURES
While profits are the true measure of a firm’s efficiency, sales are a sign that its
products and services are in demand. And that too can be useful for investors
to know (Figure 11-5).
One of the problems with only relying on profitability measures is that a

company can generate rising profits without generating more business. A firm
that simply does a good job cutting costs can maintain high profits even as its
products and services become increasingly irrelevant.

Fig. 11-5. S&P 500 Sales Growth by Quarter.

Period Revenue Growth*

2nd quarter 2002 2.4%
3rd quarter 2002 4.4%
4th quarter 2002 6.4%
1st quarter 2003 9.9%
2nd quarter 2003 7.5%
3rd quarter 2003 9.0%
4th quarter 2003 10.7%
1st quarter 2004 11.5%

*Data as of July 16, 2004.

Source: Thomson First Call
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But that can only last for so long. At some point you’re cutting so much
that you’re losing manufacturing, marketing, and distribution capabilities,
which at the end of the day will threaten the ability of your firm to continue to
do business. This is why investors often consider the top line growth of the firm
as well as bottom line growth when selecting stocks.
Top line growth, again, represents the firm’s total sales. Using Morning-

star’s stock screener, you can search for stocks with three-year average annual
revenue growth of greater than zero percent, 10 percent, 20 percent, 40 per-
cent, or 80 percent.

PROFIT MARGINS
Yet another measure of efficiency, in addition to ROE, is how much profit a
company can squeeze out of a certain amount of sales. While it’s important to
knowwhether a company is building its core business by sellingmore goods and
services, generating ever-higher revenues, it’s equally important that companies
you invest in have the ability to convert sales into earnings. A company ac-
complishes this through cost efficiencies, rising productivity, and sound business
investments.
To find out the profit margin of a business, plug in the following formula:

Net income/Sales ¼ Profit margin

Let’s go back again to our sample financial statements for Microsoft. We
know, based on the P&L, that the company’s net income was $9.993 billion
in 2003. And overall revenues for the period ending June 2003 were
$32.187 billion. This means Microsoft’s basic profit margin was 31.05
percent:

Net income ($9.993 billion)/Sales ($32.187 billion) ¼ 31.047%

One thing all investors should be aware of is that certain industries have
higher profit margins than others. Newspaper publishing companies, for ex-
ample, because of high labor and paper costs, are likely to have far lower
profit margins than, say, an Internet company with far less overhead.
This is why, unlike ROE, profit margins are best suited only to com-

pare stocks within a particular industry. If you don’t want to do the math,
there is an easy way to find out what a company’s profit margin is. Go to
Zacks.com and obtain a company report on the stock. In it, you’ll see not only
your company’s profit margin, but the relative industry margin rate as well.
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Stock Valuation Measures
PRICE-TO-EARNINGS RATIO
While it’s important to know the quality of the company you’re investing in,
it is impossible to judge whether that particular stock is attractive without
knowing how much it costs. It’s like shopping for a Rolls-Royce. We can all
appreciate the beauty, quality, and craftsmanship of the car, but if its price
tag is $350,000, you’re likely to reconsider whether it’s automatically a
‘‘good buy.’’
The same goes for investing in stocks. But determining how much a stock

costs is more complicated than simply looking up its price tag. If you just
focus on the share price, you won’t know what percentage of the firm you’re
buying at that price or the level of profits your holdings will entitle you to.
This is why it’s important to consider a stock’s price-to-earnings ratio,

which is the most widely relied upon valuation measure among investors. To
reiterate, a stock’s P/E ratio is determined by taking its price and dividing that
by its earnings per share:

Price per share/Earnings per share (EPS) ¼ P/E ratio

The long-term average P/E ratio for stocks in the S&P 500 has been
around 15 times earnings. But from time to time investors have been wil-
ling to pay more or less for stocks, depending on the state of the economy,
corporate profits, and momentum in the market. In general, the lower the
P/E, the better. In fact, historically, the broad stock market has performed
better in periods of low P/E multiples. Why? Low P/E ratios are like a
‘‘Clearance Sale’’ sign: They tell investors that there are good buys to be
found. Consider the chart in Figure 11-6. It shows the annualized perfor-
mance of the S&P 500, going back to 1940, based on various P/E ratios for
the market.
Typically, investors are willing to pay higher P/Es for stocks when alter-

native investments, like bonds, are not yielding as much. This goes back to
what we discussed earlier: stocks, bonds, and other assets are in constant
competition with one another for investors’ dollars. In Figure 11-7 you can see
the average P/E ratio that investors tend to place on the S&P 500 based on
prevailing bond yields. Generally speaking, the lower the payout of bonds, the
higher the price that investors are willing to pay for stocks, since equities will
be that much more attractive during such periods.
There are numerous Web sites through which you can check on a stock’s

P/E, both based on past earnings and future projected profits. Morningstar
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and Zacks will also let you see how your stock’s P/E measures up against the
valuation of its peers.
Different sectors, based on their historic growth rates, tend to trade at dif-

ferent average P/Es. For example, investors are typically willing to pay higher
prices for technology stocks, because their earnings growth rate is considered
relatively high. On the other hand, slow-growth sectors like utilities tend to be
assigned much lower multiples, since the profit payout is lower.
Again, it’s critical to compare apples with apples. The only way to know

whether or not your stock is truly cheap is tomeasure its valuation against that

Fig. 11-6. S&P 500 Performance.*

As this table indicates, stocks tend to produce the best total returns in periods when P/E ratios

are low. When P/E ratios soar above 20, stocks have historically lost money.

P/E Range

Average

Annual Return

P/E < 8 16.5 %
P/E > 8< 10 10.9 %
P/E > 10< 12 9.1 %
P/E > 12< 14 7.5 %
P/E > 14< 16 17.0 %
P/E > 16< 18 5.6 %
P/E > 18< 20 7.0 %
P/E > 20 �1.6 %

*Data as of July 16, 2004.

Source: Citigroup Smith Barney

Fig. 11-7. S&P 500 P/E Ratios Based on Bond Yields.

As this table indicates, stocks tend to produce the best total returns in periods when bond yields

are low. This makes sense. When bond yields are low, fixed-income securities pose little com-

petition to stocks for investor assets.

10-Year Treasury

Note Yield

Average P/E Ratio

for S&P 500

3–4% 29.3
4–5% 22.8
5–6% 24.4
6–7% 19.8
7–8% 14.7
8–9% 13.4
9% plus 10.3

Source: Ned Davis Research
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Fig. 11-8. P/E Averages Based on Industry Groups.*

S&P 500 Large-Cap Sectors Average P/E
{

Consumer discretionary 17.99
Consumer staples 19.09
Energy 12.35
Financials 12.26
Health Care 18.92
Industrials 20.07
Technology 23.66
Materials 19.39
Telecommunications 18.20
Utilities 14.19
S&P 500 Total 16.88

S&P 400 Mid-Cap Sectors Average P/E
{

Consumer discretionary 15.43
Consumer staples 16.83
Energy 21.35
Financials 13.89
Health Care 22.55
Industrials 20.85
Technology 23.09
Materials 21.22
Telecommunications 29.22
Utilities 14.51
S&P 400 Total 17.76

S&P 600 Small-Cap Sectors Average P/E
{

Consumer discretionary 15.84
Consumer staples 20.53
Energy 15.63
Financials 14.50
Health care 23.21
Industrials 18.88
Technology 24.29
Materials 16.14
Telecommunications 15.77
Utilities 15.82
S&P 600 Total 18.07

*Data as of July 13, 2004.
{P/E ratios based on estimated 2004 corporate earnings.

Source: Standard & Poor’s
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of similarly size industry peers. Figure 11-8 shows the average P/Es of industry
sectors within the S&P 500, S&P 600, and S&P 400 indexes—comparing apple
to apples and oranges to oranges. This information can be assessed at Stan-
dard & Poor’s Web site, www.standardandpoors.com.

PEG RATIO
While value investors pay particularly close attention to P/Es, since they care
most about prices, growth investors are often willing to overlook a stock’s P/E
ratio if its growth rate is impressive.
This is not to say that all growth investors ignore P/Es entirely. In fact, a

subset of growth investors—the GARP (‘‘growth at a reasonable price’’) in-
vestors we described earlier—will split the difference and rely on a different
valuation measure that reflects both a company’s P/E ratio and its long-term
earnings growth rate.
This measure is referred to as the PEG ratio, which is short for P/E divided

by Growth. The formula is:

P/E ratio/Annual earnings growth rate ¼ PEG ratio

Assume a stock trades at a P/E multiple of 30, which by historic standards
is considered high. Now let’s say the underlying company’s annual earnings
growth rate is expected to be 25 percent. This stock’s PEG ratio would be 1.2.
Compare this to a company with a relatively low P/E, another company
you’re considering, which trades at a multiple of 15 times earnings but is only
growing 7 percent a year. That would make its PEG 2.1.
While a strict value investor might gravitate to the 15 P/E stock, the GARP

investor will likely prefer the 30 P/E stock since the underlying company’s
earnings growth rate is close to the P/E.
The lower the PEG, the more attractive a stock is said to be. Companies

with PEG ratios of 1 or less—meaning companies whose earnings growth
rates meet or exceed their P/Es—are considered very attractive by some in-
vestors. Indeed, many growth investors will forgive a high P/E stock so long as
it trades a multiple that is close to its long-term growth rate.

PEGY RATIO
There’s a slight variation on the PEG ratio that says you should add a stock’s
dividend yield to its growth rate, and then divide that into the stock’s P/E
multiple. This is called the PEGY ratio.
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If the whole point of the PEG ratio is to determine how much of a good
thing (in this case earnings) you are getting for the price you’re paying (the P/E
ratio), then dividend payouts are certainly another good thing. Or so the
argument goes. In this case, the formula would look like this:

P/E ratio/Annual earnings growth rate þ Dividend yield ¼ PEGY ratio

So assume the stock you are looking at has a P/E multiple of 25, which
again is a bit high by historic standards. And assume that the underlying
company’s annual growth rate is 15 percent. Its PEG ratio would be 1.67.
That would make it a borderline stock, according to many investors.
But let’s say that this stock has a dividend yield of 4.7 percent. All of a

sudden, the denominator in the equation becomes 19.7, not just 15. And the
PEGY ratio would be 1.27, much more attractive than a straight PEG ratio of
1.67. Here again, the lower the PEGY, the better. And the closer to 1 the
PEGY is, the better.

PRICE-TO-BOOK
While most investors rely on P/E ratios, there are other basic valuation mea-
sures, as we explained. Another traditional one is the price/book value ratio,
whichmeasures the priceyness of a stock not against its earnings, but against its
book value, which again reflects a company’s assets after liabilities have been
deducted. Here’s how it’s calculated:

Price per share/Book value per share ¼ P/B ratio

Why is it necessary to consider a stock’s P/B ratio in addition to its P/E? To
a certain extent, it represents a sort of belt-and-suspenders approach to in-
vesting. Why not consider two valuation measures instead of just one? The
good news is: It’s just as easy to look up a stock’s P/B ratio through the Web
sites we’ve talked about, Morningstar and Zacks.
But there is something additionally useful about the price/book value ratio.

Sometimes, a company’s earnings are high not because of its operational
success, but due to onetime events. A classic example is a company that sells a
major division—and all of the assets that go with that unit. This onetime sale,
which cannot be repeated in the future, is likely to boost earnings in the short
run but may not speak to the long-term health of the company’s earnings.
Now, if you were to only look at a stock’s P/E ratio, the denominator in the

ratio, the E, will be momentarily bigger in such an event, driving down the
overall ratio. While this may make the stock look more attractive from a
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valuation standpoint, the P/E in this particular instance might not offer a true
picture of the firm.
This is where the P/B ratio comes in handy. If a company lowered its P/E by

boosting its earnings in a onetime sale of assets, that sale will simultaneously
lower the book value of the firm. So the lower book value in this scenario will
make the stock seem more expensive, not less, from a P/B standpoint.
Hopefully, if you screen for stocks based both on their P/E and P/B ratios,

you’ll pick up on these discrepancies, and it may cause you to do some extra
due diligence.
Again, like P/E ratios, P/Bs have to be compared not against the broad

stock market, but against similar ratios of industry peers. You have to con-
sider that some industries—like the industrials or utilities—have more assets
on their books than other sectors—financial services, for instance. Web sites
like Zacks and Morningstar will help you determine how a stock’s P/B
stands up against those of its industry peers.

DIVIDEND YIELD
In the 1990s, many of us began to overlook dividends, because many com-
panies stopped issuing them. At the peak, in 1980, about 469 out of the 500
companies in the S&P 500 paid out dividends to their shareholders. That
figure fell to as low as 350 in 2002, though it’s back on the way up.
In the ’90s it became fashionable for companies to retain their earnings

instead of paying shareholders, so the firm could reinvest the money back into
the business. Moreover, in the late ’90s many stocks were enjoying capital
appreciation gains of 20 percent or more a year. In that environment, a di-
vidend yield of, say, 2 percent hardly seemed a sufficient carrot to drive in-
vestors to dividend-paying stocks.
But it’s important to remember that going back to 1926, dividend payouts

have accounted for more than 41 percent of the total returns that equity in-
vestors have enjoyed. That’s a lot of money to turn your back on. Moreover,
dividends—and rising dividend payouts in particular—are a great indicator of
the financial health of a company.
Even if the payout itself is paltry, the fact that a company is increasing its

dividends is a sign that (1) it hasmore cash coming into the business than flowing
out, and (2) it is financially strong enough to return the money to shareholders
and does not need to retain the cash to meet basic obligations. Conversely, if a
company were to cut or eliminate its dividend, it would be an ominous sign
indeed about the health of that firm. It would tell investors that the firm has such
cash flow problems that it needs its cash to meet basic short-term obligations.
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What investors also overlook is the fact that a stock’s dividend yield—not
to be confused with its actual payout—can be an effective valuation tool.
While a stock’s dividend is measured in dollars and cents, a stock’s dividend
yield reflects that payout in the context of the current price of the stock. Again,
the formula looks like this:

Annual dividends per share/Current price of stock ¼ Dividend yield

So if a company paid out $1 a share in dividends and those shares went for
$20 a piece, its dividend yield would be 5 percent:

Annual dividends per share ($1)/Current price of stock ($20) ¼ 5%

There are a couple of ways that the dividend yield will move higher. The
first is simple: If the company pays out higher dividends and the price of the
stock stays put, its dividend yield will rise. Going back to our example, if this
company doubled its dividends and started paying out $2 per share, but if the
stock price remained at $20, its new dividend yield would be 10 percent:

Annual dividends per share ($2)/Current price of stock ($20) ¼ 10%

The higher dividend yield, in this case, would be a sign of increasing value.
After all, in this situation the market is paying the same price for a stock even
though it now issues $2 in dividends instead of just $1. That’s considered
value.
But what if instead of raising its dividends, the company simply sees its

share price fall to, say, $5? Then its new dividend yield would be 20 percent:

Annual dividends per share ($1)/Current price of stock ($5) ¼ 20%

In this case, the company didn’t pay out more, but investors paid less for the
stock even though it is still offering a buck a share in dividends.
The bottom line: When dividend yields rise, the shares of the company are

considered to be trading at a discount to their former price.
This is why many value investors focus on dividend yields to ferret out low-

priced stocks. In fact, there’s a whole strategy of investing called the ‘‘Dogs of
the Dow,’’ in which investors buy the 10 stocks in the Dow Jones Industrial
Average (which is made up of 30 total stocks) with the highest dividend yields.
While there are many variations of the Dogs of the Dow strategy, the

simplest calls for holding the 10 highest yielding Dow stocks for one year.
(Figure 11-9, for example, lists the ‘‘Dogs’’ as of December 31, 2003.) After a
year passes, you would go back to the index and find the new 10 highest
yielding Dow components. You would then readjust your portfolio accord-
ingly and hang onto those stocks for another year.
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Investors can screen for stocks based on their dividend yields at www.
morningstar.com. Moreover, you can look up most stocks’ dividend yields in
newspaper stock listings. As for the Dogs of the Dow strategy, there are
several newsletters that help investors follow this approach, as well as a Web
site, www.dogsofthedow.com.
Once again, it’s important to consider a stock’s dividend yield in the context

of its industry. While many industrial firms like DuPont or General Motors
are known for paying handsome dividends, newer, technology-oriented
companies still don’t pay much. As a result, tech stock dividend yields are
likely to be much smaller than the yields of companies in the smokestack
industries. So compare apples with apples.

Quiz for Chapter 11
1. You can look up a company’s net profits in which of these financial

statements:
a. Balance sheet
b. Income statement
c. Statement of cash flows

2. Shareholders’ equity is another way of describing a company’s . . .
a. Stock price
b. Total assets
c. Net worth

Fig. 11-9. Dogs of the Dow.*

Dow Component Price Dividend Yield

Altria $54.42 5.00%
SBC Communications $26.07 4.79%
AT&T $20.30 4.68%
General Motors $53.40 3.75%
JP Morgan Chase $36.73 3.70%
Merck $46.20 3.20%
DuPont $45.89 3.05%
Citigroup $48.54 2.88%
General Electric $30.98 2.58%
ExxonMobil $41.00 2.44%

*As of Dec. 31, 2003.

Source: DogsoftheDow.com
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3. Which of the following is NOT a way to measure profits:
a. PEG
b. ROE
c. Net income

4. A company’s top-line growth rate measures its . . .
a. Profit growth
b. Sales growth
c. Profit margin growth

5. A company with strong cash flow is almost always going to be more . . .
a. Profitable
b. Nimble
c. Debt free

6. Why are a company’s sales figures important to consider?
a. It speaks to the company’s profitability.
b. It speaks to the company’s efficiency.
c. It speaks to the demand for the company’s basic goods and services.

7. If a company reports net income of $1 billion, net sales of $100 billion,
shareholder equity of $10 billion, and trades for $10 a share, its ROE
would be . . .
a. 1 percent
b. 10 percent
c. 100 percent

8. A low P/E ratio could be a sign that a stock is . . .
a. Beaten down or overlooked
b. Generating tremendous amounts of profits
c. Both

9. Based on PEG ratios, which of these two companies would be considered
more attractively priced: CompanyX, with a P/E or 20 and a growth rate
of 14, or Company Y, with a P/E of 11 and a growth rate of 8?
a. Company X
b. Company Y
c. There’s not enough information to make this determination

10. The higher a stock’s dividend yield, the . . .
a. Bigger its payout ratio
b. Higher your total returns
c. More attractively priced the stock is considered to be
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CHAPTER
12

Demystifying
Bond Selection

When it comes to putting together a fixed-income portfolio, the first question
you have to ask yourself is: Should I go with individual bonds or bond mutual
funds? The answer is important. While there is little difference between how a
stock and a stock fund work—other than the fact that stock funds are baskets
of different equities—there’s a world of distinctions between bonds and bond
funds.
For starters, the structure of a bond fund gives them an entirely different

risk profile than individual fixed-income securities. You’ll recall that in
Chapter 6 we talked about the two major types of risks that all bond investors
face: interest rate risk and credit risk. We said that one of the simplest
ways for an investor to combat interest-rate risk—that is, the possibility of
losing money in your fixed-income portfolio when interest rates rise and
prices on older bonds fall—is to buy individual bonds and hold them to
maturity.
Investors who plan to hold a bond to maturity don’t need to concern

themselves with short-term fluctuations in bond prices caused by interest rate
movements. As long as the issuer of the debt does not default, the investor
could care less whether the bond’s price may have changed in the course of its
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life on the secondary market. The only thing buy-and-hold bond investors
care about is that they’ll still get their original principal value returned to them
at redemption—in addition to the interest payments along the way.
But bond fund investors are not guaranteed of being made whole at ma-

turity. That’s because bond funds have no fixed maturities. As we discussed
earlier, no single maturity date can be assigned to a bond fund. This is in part
because bond funds invest in a collection of different fixed-income securities
with various maturities. Moreover, cash constantly flows into and out of bond
funds, as old investors leave the fund and new investors arrive. This forces
bond fund managers to buy and sell debt intermittently to meet redemptions,
which means the fund managers can’t hold all of their securities to maturity
even if they wanted to.
The upshot of all of this is that without a single fixed maturity date, a bond

fund simply cannot guarantee its investors that they will not suffer losses if
they were to redeem their shares on a particular date (as we discussed earlier,
there have been several years when certain types of bond funds have lost
value). In other words, bond funds expose investors to a great deal of interest
rate risk that can otherwise be avoided through individual bonds.
On the other hand, bond funds, because they are baskets of numerous debt

securities, are considerably safer than individual bonds when it comes to
dealing with credit risk. After all, if you own one bond and the issuer of that
debt defaults, 100 percent of your fixed-income portfolio would have blown
up. However, if you own 10 bonds, that one bond, should it default, would
only affect 10 percent of your total bond portfolio. And if you own 100 bonds,
it would only affect 1 percent of your portfolio. And if you own 392 different
securities, as the typical taxable bond mutual fund does, then less than half of
1 percent of your portfolio would be at risk.
So therein lies the dilemma for bond investors: which option to go with, and

which type of risk to minimize?

Bond Funds
Though bond funds expose you to interest rate risk, there are a number of
reasons for investors—particularly those just starting out or those with small
account balances—to consider going with a bond mutual fund. A major
reason is the low minimum initial investments that bond funds require.
As a rule of thumb, an investor in individual bonds can achieve sufficient

diversification by owning securities issued by around 10 different corporations
(if one is dealing with corporate bonds) or municipalities (if one is dealing with
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tax-free munis). That’s what researchers at the brokerage firmCharles Schwab
recently discovered after studying bond risks.
But the fact is, even purchasing 10 bonds can be costly. The bond market

is largely controlled by institutional investors—pension funds, hedge funds,
mutual funds, private foundations, and the like—not individuals. And to get
any type of competitive pricing for a lot of bonds you might be interested
in, you have to bring at least $10,000—preferably more—to the table. Other-
wise, the lot of bonds you purchase may be marked up in price considerably,
since such orders are tiny from the standpoint of bond brokers, who facilitate
trading in fixed-income securities, and at brokerage houses that keep inven-
tories of bonds.
What does this mean? If you want to construct a portfolio of individual

corporate or muni bonds, you’d ideally need at least $100,000 in assets. We
arrive at this figure by multiplying $10,000 by the 10 bonds we’d need to own
to diversify our fixed-income portfolios. By itself, $100,000 is a lot of money—
far more than the typical retail investor has at his or her disposal.
And the fact of the matter is, most of us put only a minority of our assets

in bonds. As we will discuss at greater length in Chapter 14, a typical asset
allocation for a diversified investor may be 60 percent stocks and 40 percent
bonds. With that allocation, your account would need to be at least $250,000
in assets or larger—so that $100,000 could be earmarked to fixed-income
securities—for individual bonds to make sense.
In comparison, many bond funds allow investors to gain exposure to a

diversified mix of fixed-income securities for as little as $1,000 to $2,000. Some
funds require even less—perhaps as little as $100.
To be sure, if you’re only interested in investing in credit-risk-free Treasury

bonds, then the threshold of assets required to put together a portfolio of
individual bonds would be far lower than in our prior example. After all, a
retail investor can purchase Treasuries directly from the government. In fact,
you can buy Treasury notes and bills directly from the Treasury Department,
online, at www.treasurydirect.gov. There, the minimum initial investment is
only around $1,000.
But while Treasuries don’t come with credit risk, they are still vulnerable to

interest rate risk. And as we discussed in Chapter 6, one way to reduce interest
risk is to ladder your bonds. Again, this means purchasing bonds of various
maturities so that as one comes due, another is bought. This has the effect of
averaging out your maturities so that you minimize interest rate risk.
Well, a common bond ladder may require an investor to purchase Trea-

suries maturing in one, two, three years, and so on, up to 10 years. In this
example, 10 different Treasuries would achieve a diversification of maturities.
And that may require you to have more than $10,000 to invest. Again, if you
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were to go with a mutual fund, you could easily find Treasury bond funds with
minimum initial investment requirements as low as $250 to $1,000.
There is another reason to seriously consider investing in bond funds,

especially if you’re interested in gaining corporate fixed-income exposure. In
the investing world, stocks get most of the attention, while bonds get short
shrift. To somedegree this is because stocks are thought to be sexier thanbonds.
But it’s also because fixed-income investments are a lot harder to understand.
While the equity market is largely transparent, the same cannot be said for
fixed-income securities.
Part of the problem is that there are so many more individual bonds that

trade on the open market than stocks. Think about it: The bond market is
comprised of both government and corporate securities. The stock market
only constitutes the private sector. Moreover, while each publicly traded
company represents just one stock, that company may, over the course of
decades, issue dozens of different series of bonds, depending on its financing
needs. Some of those bonds may be short-term in nature, others long. Some
may be callable—others not. So even if you get to know the issuer of the bond
and feel comfortable with its financial health, that doesn’t mean the bond itself
may be appropriate for you.
The fact of the matter is, many individual investors don’t understand

how bonds work. For example, a basic principal of fixed-income investing—
perhaps themost important—is that bondpricesmove in the opposite direction
of market interest rates. So, if market interest rates rise, bond prices will fall.
Conversely, if interest rates fall, bond prices are likely to rise. It looks like this:

Interest rates ~ Bond prices !

Interest rates ! Bond prices ~

Yet many of us still don’t understand this crucial relationship. Starting in
the 1990s, the mutual fund company American Century began routinely
quizzing investors on their ‘‘Bond IQ.’’ It has consistently found that ‘‘in-
vestors still are in the dark on some basic fixed-income principles.’’ Indeed, in
a recent survey, only 38 percent of investors understood this basic relationship
between interest rates and bond prices. About a quarter thought the opposite
was true—that bond prices rise when market interest rates rise. Nearly a fifth
thought that interest rates weren’t affected by rising rates. And the rest said
they simply did not know what happens when rates rise.
Among some of the other findings in these surveys:

� Nearly half of us think that the longer a bond’smaturity, the less sensitive
its price is to changing interest rates—when in fact the opposite is true:
The longer a bond’s maturity, the more sensitive it is to interest rate risk.
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� Only one in five understand that high-yield bonds are low in credit
quality and high in credit risk.

� Some investors incorrectly believe that credit ratings are a function of a
bond’s maturity, not the credit profile of the issuer.

� Some of us even think that bonds with lower credit ratings are actually
a safer investment than a high-credit-quality bond.

There are two basic dangers that could arise from this confusion. The first is
that we still go ahead and invest in individual bonds, but do so incorrectly.
The second is that we avoid this asset class altogether, fearing the unknown.
And there is some evidence that the latter is occurring. About one in five in-
vestors indicate in polls that they avoid bonds and bond funds because they
are too difficult to understand.
But going with a bond fund is an easy way around this—since you will get

the help of professional management to guide you through some of these
decisions.

WHAT TO LOOK FOR IN A BOND FUND
In Chapter 6 we discussed the different categories of bonds in the marketplace.
After figuring out which types of bond funds are best suited for you based on
your time horizon, tax bracket, and tolerance for risk, the next big question is:
How do you find bond funds to fill those needs? Since interest rate risk is the
biggest risk bond funds expose us to, why not start there—with an assessment
of a fund’s interest rate profile.

Consider Duration

Clearly, long-term bonds in general, because they tie up our money for greater
lengths of time, expose us to more interest rate risk than short-term bonds do.
After all, should rates rise and the price of our short-term bonds fall, we’d only
have to wait a brief amount of time before those short-term bonds come due,
at which point we could reinvest the money at higher yields. A long-term bond
fund investor would have to wait substantially longer, meaning exposure to
greater risks. You could downplay this risk by sticking with shorter-term
bonds.
But what if a long- or intermediate-term bond fund is appropriate for you,

based on your long-term goals? Moreover, within each category, how would
one determine which funds expose investors to greater or less interest rate
risk? For example, what if, instead of choosing between a long- or short-term
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bond fund, you want to know which long-term bond fund to choose? Here, as
we discussed earlier, investors can make good use of a bond fund’s average
duration.
To reiterate, duration is a mathematical measure of a bond fund’s interest

rate sensitivity. The higher the duration, the more a bond fund is likely to lose
should interest rates rise. Let’s assume you’re investing in a bond fund with a
duration of three years. Roughly translated, this means that should interest
rates rise 1 percent, the bond fund is likely to lose about 3 percent of its value.
A bond fund with a higher duration, say five years, would lose even more
under these circumstances: 5 percent.
We will get into the topic of fund screening techniques at greater length in

the following chapter, where we discuss mutual fund selection. But it may be
useful to go over fund screening here briefly as well.
One resource for bond fund investors is the quick and free fund screening

tool at www.morningstar.com. Click on the tab labeled ‘‘Funds,’’ and then
from that page, click on the tab labeled ‘‘Mutual Fund Screener.’’ There, a
series of drop-down boxes list the various categories of stock and bond funds.
In our case, say you wanted to find intermediate-term corporate bond funds

with relatively favorable interest-rate characteristics. Screen for the following:

Morningstar category ¼ Intermediate term bond

That narrows the list to the proper category. Once there, screen for funds
based on their average durations. Morningstar’s free fund screen will search
for bond funds with durations of less than three years, five years, 10 years, or
greater than 10 years. In our case, we want the lowest interest rate sensitivity.
So we would punch in:

Duration ¼ Lower than 3 years

This will call up a list of funds that meet your criteria. From there you can
select funds based on other preferences you have, including loads and past
performance. Remember, when weighing investments, it’s important to
compare apples with apples. So you can search www.morningstar.com for
basic information concerning the average duration of funds based on their
categories, or you can consult a Morningstar table like the one depicted in
Figure 12-1.

Consider Risk and Reward Characteristics

While investors tend to associate ‘‘style boxes’’ with equity investing, there are
style boxes that can help bond fund investors too.
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You’ll recall that with equity funds, the mutual fund tracker Morningstar
puts general stock funds into one of nine basic categories, based on the size of
stocks the funds invest in (large-cap, mid-cap, small-cap) as well as the style
of equities (growth versus value) they prefer. And those style boxes help in-
vestors visually understand the risk and reward characteristics of stock funds.
That style of box diagram is repeated in Figure 12-2.
The higher up on the grid you go, the more conservative you grow. Simi-

larly, the farther left you head, the more conservative you get. This means that
large-cap-value funds, referred to merely as ‘‘Large Value’’ in the upper left-
hand corner of the chart, are considered the most conservative of all general
stock funds, while small-cap growth funds, called ‘‘Small Growth’’ and found
on the lower right-hand corner, are the most aggressive.
When it comes to bond funds, the style box works the same. But instead

of market capitalization and investment styles, the bond style boxes consider
credit quality and maturities (Figure 12-3).
Just as with equities, there are nine fixed income style boxes to consider. But

in this case the farther up you go in the diagram, the higher the credit quality
of the bond fund (from low quality, to medium quality, to high). Similarly, as

Fig. 12-1. Stocks and Bonds: Taking Turns.

Bond Fund Category

Average

Duration*

Emerging markets bonds 5.8 years
High-yield bonds 4.3 years
Intermediate government bonds 3.8 years
Intermediate-term bonds 4.4 years
World bonds 4.9 years
Long government bonds 9.9 years
Long-term bonds 6.8 years
Short government bonds 2.3 years
Short-term bonds 2.0 years
Ultra-short-term bonds 0.7 years

*Data as of July 31, 2004.

Source: Morningstar

Fig. 12-2. Morningstar Equity-Style Boxes: Stock Funds.

Large value Large blend Large growth

Mid value Mid blend Mid growth

Small value Small blend Small growth
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you go from right to left, youmove from long-termbond funds to intermediate-
term bond funds to short-term bond funds. So the horizontal axis measures
interest rate risk.
To figure out the absolute most conservative category of bond funds based

on credit and interest rate risk, go to the upper left corner. There, you’ll find
short-term high quality bonds. To figure out what the most aggressive types of
general bond funds are, go to the lower right-hand corner. There, you’ll find
long-term low quality—in other words, high-yield—junk-bond funds. The
conservative investor who prefers short-term and high quality debt is prob-
ably looking at only modest yields. Still, he or she is likely to enjoy capital
preservation. On the other hand, a bond fund investor who goes to the most
aggressive corner of the style box can expect higher than average yields—but
at some point credit quality will become a concern.
To look up which style box a bond fund falls under, go to www.

morningstar.com. If you punch in any bond fund, Morningstar will kick out
a fund report that shows the fund’s risk-reward characteristics. For example,
according toMorningstar, Pimco Total Return fund, the world’s biggest bond
fund, falls under the intermediate-term, high quality box. That would make
this fund an ideal core holding.

Consider Costs

As we outlined in Chapter 7, fund fees come straight out of your total returns.
So it’s always important to consider a portfolio’s total expense ratio. This is
particularly true for bond funds.
Why? A stock fund may, over long periods of time, return 10 percent on

average, or even in some instances 15 percent a year. In that case, fund fees
amounting to, say, 2 percent would represent around a fifth of total returns.
But bond funds, on average, may only return 5 or 7 percent a year, given the

Fig. 12-3. Morningstar Equity-Style Boxes: Bond Funds.

Short term Intermediate term Long term
High quality High quality High quality

Short term Intermediate term Long term
Medium quality Medium quality Medium quality

Short Term Intermediate term Long term
Low Quality Low quality Low quality
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asset class they invest in. In that case, 2 percent in fees, on a base of just 5
percent, represents a huge portion of the fund’s total returns. And to reiterate,
funds have to overcome those fees to post positive net returns.
This is why, as we noted earlier, and Financial Research Corp. determined

in a recent study, fees are one of the few consistent predictors of mutual fund
outperformance. FRC found this especially true when it comes to government
bond funds, as shown in Figure 12-4.
So how should we screen for fees? Let’s go back to Morningstar’s Web site.

Find your way back to the fund screener tool. Say you want to screen for
funds in the intermediate-term government bond category. You would
punch in:

Morningstar category ¼ Intermediate term bond

Then, under the ‘‘expenses’’ category, you could punch in: Expense ratio
less than or equal to: category average.
This is the easiest way to screen for costs, since it’s important to look for

funds with below-average costs. Another way to screen for funds, though, is
to look for those with particular expense ratios. In this case, Morningstar’s
screening tool lets investors search for funds with expense ratios below or
equal to 2 percent, 1.5 percent, 1 percent, and 0.5 percent.

Individual Bonds
Despite the advantages of going with a bond fund, there are still investors who
prefer the control that a portfolio of individual bonds can provide. Moreover,
there is the comfort that individual bond investors have in being able to

Fig. 12-4. Percentage of Lowest-Fee Funds That Generated Better Than Average Returns.*

Type of Fund

1-Year

Returns

3-Year

Returns

5-Year

Returns

Government bond funds 89% 100% 100%
Corporate bond funds 67% 81% 64%
Municipal bond funds 78% 88% 100%

*The study divided each fund category into 10 segments, based on their total expense ratios. In most cases,

funds in each of these five categories that ranked in the lowest decile in fees produced better-than-average

returns.

Source: Financial Research Corp.
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manage interest rate risk. But as we discussed, there’s the issue of credit risk
that arises in assembling one’s own portfolio of bonds. So what can investors
of individual bonds do to reduce this risk?

INVEST IN TREASURIES
The simplest solution to controlling credit risk, for those seeking to hold in-
dividual securities, is one that we have spoken about at length: Stick with debt
issued by Uncle Sam. Because Treasury bonds are backed by the full faith and
credit of the federal government, there is never any worry that Treasuries will
default. This is why U.S. government debt is considered a safe haven for many
investors—both here in the United States and among those abroad—during
periods of instability in the political or economic landscape.
The good news is: Treasuries are the easiest form of debt to purchase, and

they come in various maturities. For example, you can purchase Treasury
notes maturing in two, three, five, and 10 years. You can also purchase
Treasury bills of shorter maturities.
The only downside with investing solely in Treasuries is the income you

may be giving up in exchange for credit risk protection. This is especially true
during periods of economic or geopolitical risks. In the first years of the
current decade, for example, yields on 10-year Treasury notes fell to 40-year
lows of around 4 percent, far below the historic average returns for long-term
Treasury and corporate bonds.
The only way for an investor to seek out higher yields in fixed-income in-

struments is to assume some level of risk. This is more than likely to come in
the form of corporate debt. But within the realm of corporate bonds, there are
ways for investors to keep credit risk in check.

INVEST IN HIGH QUALITY DEBT
The easiest way to control—though not eliminate—credit risk among cor-
porate bonds is to rely on the credit ratings that rating agencies like Standard
& Poor’s, Fitch, and Moody’s assign to bond issuers. We discussed these
earlier in the book.
As you’ll recall, bonds are rated with letter grades of sorts, with AAA being

the best and D being the worst. The table in Figure 12-5, which was shown
earlier, lists the credit ratings assigned to bonds by the three rating agencies.
As the chart indicates, any bond with a rating of BBB (or in the case of

Moody’s system, Baa) or higher is classified as ‘‘investment grade’’ debt.
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Generally speaking, this is considered suitable for most fixed-income in-
vestors. Anything rated BB or Ba or lower is considered junk. Junk bonds
yield more than investment grade debt, but also carry with them the greater
risk of default.
Obviously, investors focused on minimizing credit risk will want to

stick with investment-grade debt. But keep in mind that within the realm of
investment-grade or junk-bond status, there are several gradations. So even
though a BBB-rated bond might still be considered high quality, it is
considered much poorer in quality relative to AAA-rated bonds.
While this system of rating bonds is by no means perfect—to reiterate, the

major credit-rating agencies failed to downgrade Enron bonds to junk status
until just days before the energy giant defaulted and filed for bankruptcy
protection—it can be useful.
Consider the chart in Figure 12-6. It shows that on average, bonds rated by

S&P as AAA almost never default. Meanwhile, bonds rated AA default barely
over 1 percent of the time. That is far less than bonds rated A, which in turn
default less frequently than bonds rated BBB—and so on. This template gives
bond investors a great visual guide as to what level of credit risk they can
expect based on the type of corporate debt they purchase.
What does this mean? Investors most fearful of credit risk should stick with

individual issues rated A or even AA or higher. While such bonds won’t get
you the highest yields in the corporate bond universe, it should protect
investors against the possibility of default risk. After all, if you own 10 bonds
and buy only AA issues, only one of your bonds is likely to default over a
15-year stretch.
Needless to say, a person interested in opportunities presented by high-yield

junk bonds probably should gain that exposure through a diversified mutual

Fig. 12-5. Bond Ratings.

Credit Rating Moody’s S&P Fitch

Highest quality Aaa AAA AAA
High quality, but small degree of risk Aa AA AA
Good quality, but susceptible to risk A A A
Medium quality Baa BBB BBB
Start of ‘‘junk’’ status Ba BB BB
Speculative grade, major uncertainties B B B
Poor quality, vulnerable to nonpayment Caa CCC CCC
Highly vulnerable, likely to default Ca CC CC
Lowest quality C C C
In default D D–DDD
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fund, which typically invests in nearly 300 different bonds. Consider the fact
that there is a better than one in four chance, over a 15-year stretch, of junk
bonds defaulting. Held in a portfolio of just 10 or 20 bonds, that could wreak
havoc on your total returns. In a portfolio of 300 bonds, however, one bond
defaulting may not be as big a problem.

Focus on Financial Health
Though bonds are ultimately safer than stocks, an investor who purchases
corporate debt should go through the same due diligence that individual stock
investors do. Whether you are buying the debt or stock of a corporation, you
are buying into the promises made by an individual company.
As we noted in the last chapter, investigating stocks entails studying the

underlying company’s balance sheet, income statement, and statement of cash
flows. But bond investors probably would want to go through an additional
level of checks, given the nature of the security. After all, a stock investor who
spots trouble after purchasing the security can sell out fairly quickly—and
easily. A bond investor may not find that type of liquidity in the secondary
market for fixed-income securities. Moreover, many bond investors go into
the market with the idea of holding their securities to maturity. That entails a
five, seven, or 10-year relationship, or even longer.
So what else should a bond investor consider? While stock investors are

busy poring over a company’s financial statements in search of signs of growth

Fig. 12-6. Cumulative Default Rates Based on Bond Ratings.

S&P Bond Rating Default Rate*

Investment Grade
AAA 0.67%
AA 1.30%
A 2.88%
BBB 9.77%

Junk Status
BB, B 24.51%
CCC, CC, C 41.09%
D 60.70%

*Figure represents cumulative default rate in 15-year period following initial rating.

Source: Charles Schwab, S&P

CHAPTER 12 Demystifying Bond Selection 253



and prosperity, bond investors need to be defensive. Because their concern is
default, they need to go through the process of due diligence with worst-case
scenarios in mind. This means a bond investor must look for signs that the
company, at the very least, has enough financial strength to continue business
as usual throughout the life of the bond.

DEBT MEASURES
One simple thing to look for, then, is the amount of debt the company has
outstanding. While bonds are a form of debt, bond investors tend not to want
to buy fixed-income instruments of companies awash in debt. This makes
sense. While the function of a lender is to loan out money, it never wants to
extend debt to creditors who seek out too many new loans. In and of itself, too
much debt is a sign of potential financial problems.
But how can you tell what an appropriate level of debt is? For example,

a $100 million company with $1 million in debt outstanding is probably far
better off than a $500,000 company with $100,000 in loans.
One way is to consider a company’s debt ratio. This term refers to the

amount of debt a company has outstanding, relative to its total assets. This
way, one can fairly judge the debt of small and large companies alike. The
formula for calculating a company’s debt ratio is simple:

Total liabilities / Total assets ¼ Debt ratio

To see how this works, let’s go back to the sample Microsoft balance sheet
we used in the last chapter while discussing financial statements (Figure 12-7).
As of June 30, 2003, Microsoft had $79.571 billion in total assets. It also

had $18.551 billion in total liabilities. Let’s plug those into our formula:

Total liabilities ($18:551 billion)=Total assets ($79:571 billion) ¼ 23:3%

Debt ratio ¼ 23:3%

Typically, you would not want to invest in a company with a debt ratio over
100 percent, since that would indicate that the firm owes more than it owns.
Even a company with a ratio of 50 percent might require extra scrutiny. But in
this case, the hypothetical Microsoft debt ratio would indicate some degree of
safety when it comes to the firm being overexposed to debt. So a bond investor
may feel some sense of comfort purchasing this company’s debt—all other
things being equal.
A second ratio to consider is something called the debt-to-equity ratio. Like

the debt ratio, the debt-to-equity ratio attempts to measure the extent to which
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Fig. 12-7. Sample Balance Sheet: Microsoft Corp.*

6/30/03 6/30/02

Assets

Cash $49,048 $38,652

Receivables 5,196 5,129

Notes receivable 0 0

Inventories 640 673

Other current assets 4,089 4,122

Total Current Assets 58,973 48,576

Net property and equipment 2,223 2,268

investments 13,692 14,191

Other noncurrent charges 0 0

Deferred charges 0 0

Intangibles 3,512 1,669

Deposits and other assets 1,171 942

TOTAL ASSETS 79,571 67,646

Liabilities and Shareholder Equity

Notes payable 0 0

Accounts payable 1,573 1,208

Current portion L/T debt 0 0

Current portion capital leases 0 0

Accrued expenses 1,416 1,145

Income taxes payable 2,044 2,022

Other current liabilities 8,941 8,369

Total Current Liabilities 13,974 12,744

Mortgages 0 0

Deferred taxes/income 1,731 398

Convertible debt 0 0

Long-term debt 0 0

Noncurrent capital leases 0 0

Other noncurrent liabilities 2,846 2,324

Minority interest (liabilities) 0 0

TOTAL LIABILITIES 18,551 15,466

Shareholder Equity

Preferred stock 0 0

Common stock 35,344 31,647

Capital surplus 0 0

Retained earnings 25,676 20,533

Other equity 0 0

Treasury stock 0 0

Total shareholder’s equity 61,020 52,180

TOTAL SHAREHOLDER

EQUITYþLIABILITIES 79,571 67,646

*All figures in millions.

Source: Zacks Investment Research
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a company has borrowed too much money. But instead of weighing liabilities
against assets, this ratio measures liabilities against total shareholder equity.
The formula looks like this:

Total liabilities/Shareholder equity ¼ Debt-to-equity ratio

Thismeasure is an equally importantway to judge the indebtedness of a firm,
particularly for companies that may not have huge asset bases. For example,
this may be a more useful—and fair—measure for judging the debt level of a
service-oriented companies versus an old industrial firm with huge allocations
toward plant and equipment. Going back to our Microsoft example, we know
that Microsoft had total liabilities of $18.551 billion. Its total shareholder
equity was $61.020 billion. Let’s plug those figures into our formula:

Total liabilities ($18:551 billion)=Shareholder equity ($61:020 billion) ¼ 30:4%

Debt-to-equity ratio ¼ 30:4%

Here again you should be wary of companies with debt-to-equity ratios
above 100 percent and even above 50 percent, since risks increase when a
company borrows more than its total net worth.

LIQUIDITY MEASURES
There a couple of other financial ratios that may come in handy for bond
investors as back-of-the-envelope gauges of a company’s true financial health.
Both involve the liquidity of a company, or its ability to convert assets to cash
to pay immediate obligations.
The first measure is simple to calculate. Called the current ratio, it is a

measure of a company’s ability to meet its short-term obligations simply with
its short-term assets. The formula is as follows:

Current assets/Current liabilities ¼ Current ratio

Let’s go back again to theMicrosoft balance sheet (Figure 12-7). It indicates
that Microsoft’s current assets totaled $58.973 billion. Current assets refer to
those assets that canbe converted into cashwithin one year or less. They include
cash, obviously. In addition, a company’s inventories, accounts receivable, and
investment securities, among other things, are part of current assets.
Meanwhile, in our hypothetical example, Microsoft’s current liabilities—

liabilities that come due within a year, like short-term loans and accounts
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payable—totaled $13.974 billion. So going back to our formula, we know the
following:

Current assets ($58:973 billion)=Current liabilities ($13:974 billion) ¼ 4:22

Current ratio ¼ 4:22

This is actually a great signof health.Typically, investorswill want to see that
companies have at least twice as much cash and other current assets on hand as
is required tomeet short-term liabilities. In otherwords, a current ratio of 2 to 1
is considered good. In our example, the company’s current ratio is 4.22 to 1.
Now, some would argue whether inventory should be thrown into this mix,

since it’s not altogether certain that a company, if in trouble, can actually
convert its entire stockpile of goods into cash in less than one year’s time. So
some analysts strip out inventories from the current ratio to arrive at a more
narrow analysis of a company’s liquidity. This is called a company’s quick
ratio.
The quick ratio, which is also referred to as a company’s ‘‘acid test,’’ helps

determinewhether a company has enough short-term assets on hand—without
having to resort to its inventory—to meet its basic obligations. The formula
looks like this:

Current assets� Inventory/Current liabilities ¼ Quick ratio

Let’s go back to the Microsoft example. We already know that based on
Microsoft’s balance sheet, the company had $58.973 billion in current assets
as of this date. That balance sheet also indicates that inventories accounted for
just $640 million. We subtract $640 million from $58.973 billion and arrive at
$58.333 billion. We divide that by current liabilities of $13.974 billion
and arrive at a quick ratio of 4.17. Generally speaking, a quick ratio of 1 to 1
is considered decent, since it means that not counting inventories, the com-
pany is equipped to meet its obligations. The higher the ratio, the safer the
company would be regarded by a bond investor.

($58:973 billion � $640 million)=$13:974 billion ¼ 4:17

Concentrate on Total Returns
Finally, no matter whether you go with bond funds or individual bonds, one
thing all fixed-income investors need to remember is: Consider a bond’s
potential total returns, not just its yield. Total returns, again, refers to the income
the bond throws off in addition to the price change in the underlying bond.
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While a bond investor may fall in love with the interest income a bond
promises, he or she must be cognizant of the fact that some bonds yield more
because they have to attract risk-averse investors. Higher yields expose you to
higher risks, and it serves no purpose to invest in bonds with high yields only
to see their prices deflate due to concerns about the credit quality of the un-
derlying firm.
So if you are investing in individual bonds, consider all the credit risks that

your securities will expose you to. And the greater the credit risk that you are
thinking of taking on, the more it may make sense to consider investing in a
well-diversified bond fund rather than individual securities. Similarly, the
more you fear interest rate risk, the more reason there is to consider individual
securities.

Quiz for Chapter 12
1. Bond mutual funds expose you to greater . . .

a. Credit risk
b. Inflation risk
c. Interest rate risk

2. Individual Treasury bonds expose you to greater . . .
a. Credit risk
b. Inflation risk
c. Interest rate risk

3. Individual corporate bonds expose you to greater . . .
a. Credit risk
b. Inflation risk
c. Interest rate risk

4. There are more individual bonds than individual stocks.
a. True
b. False

5. One way bond fund investors can manage interest rate risk is to . . .
a. Look for low duration bond funds.
b. Look for high duration bond funds.
c. Look for average duration bond funds.

6. One way for bond investors to manage credit risk is to . . .
a. Stick with Treasuries
b. Stick with mutual funds
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c. Both
d. Neither

7. Long-term high-quality bonds are considered more conservative than
short-term high-quality bonds.
a. True
b. False

8. AAA-rated bonds never default.
a. True
b. False

9. A company’s debt ratio measures its total liabilities against . . .
a. Total assets
b. Total shareholder equity
c. Total net worth

10. When considering a company’s current ratio, investors typically like to
see what ratio of current assets to current liabilities?
a. 1 to 1
b. 2 to 1
c. 1 to 2
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CHAPTER
13

Demystifying Mutual
Fund Selection

The real problem with mutual funds, as we outlined in Part Two, is not that
they’re bad investments. They’re actually quite good for most investors. The
difficulty lies in being able to pick out good funds from a universe that now
exceeds 16,000 portfolios. The funny thing is, the mutual fund’s raison d’être
is to simplify the lives of Americans who don’t have the time or the interest to
cobble together a diversified portfolio of stocks and bonds while working full-
time and raising a family. But how do you assemble a portfolio of mutual
funds given so many choices?

Stock Fund Categories
To classify the 16,000 funds, the major fund trackers, Morningstar and Lip-
per, have created systems that include more than 60 different fund groupings.
They are listed in Figures 13-1 and 13-2.
You’ll notice that the Morningstar and Lipper categories are essentially the

same, except that what Morningstar describes as blend—which is a happy
medium between growth and value stock funds—Lipper refers to as core
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Fig. 13-1. Morningstar Fund Categories.

Domestic Stock Funds
Large Growth
Large Blend
Large Value

Mid-Cap Growth
Mid-Cap Blend
Mid-Cap Value
Small Growth
Small Blend
Small Value
Bear Market

Stock Sector Funds
Technology
Health Care
Financial
Utilities

Natural Resources
Communications

Real Estate

Hybrid Funds
(a.k.a. Balanced Funds)
Moderate Allocation

Conservative Allocation
World Allocation
Convertibles

International Stock Funds
World Stock

Foreign Large Growth
Foreign Large Blend
Foreign Large Value

Foreign Small/Mid Growth
Foreign Small/Mid Blend
Foreign Small/Mid Value

Europe Stock
Japan Stock

Diversified Asia/Pacific
Pacific/Asia except Japan

Latin America
Diversified Emerging Markets

Specialty Precious Metals (Gold)

Taxable Bond Funds
Long-Term Bond

Intermediate-Term Bond
Short-Term Bond

Ultra-Short-Term Bond
Multisector Bond
Long Government

Intermediate-Term Government
Short-Term Government

World Bond
Emerging Markets Bond

High Yield Bond
Stable Value
Bank Loan

Municipal Bond Funds
Muni National Long Term
Muni National Short Term

Muni Single State Long Intermediate Term
Muni Single State Intermediate Term

High Yield Muni Muni Bond
Muni California Long

Muni California Intermediates/Short
Muni New York Long

Muni New York Intermediate/Short
Muni New Jersey
Muni Pennsylvania
Muni Minnesota
Muni Florida
Muni Ohio

Muni Massachusetts
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Fig. 13-2. Lipper Fund Categories.

Diversified Domestic Stock Funds
Large Growth
Large Core
Large Value

Multi-Cap Growth
Multi-Cap Core
Multi-Cap Value
Mid-Cap Growth
Mid-Cap Core
Mid-Cap Value
Small Growth
Small Core
Small Value

S&P 500 Index Objective
Equity Income

Specialty Diversified Equity

Sector Equity Funds
Science and Technology
Health/Biotechnology
Financial Services

Utility
Natural Resources
Telecommunications

Real Estate

Specialty/Miscellaneous

World Equity Funds
World Stock

Global Large Growth
Global Large Core
Global Large Value

Global Multi-Cap Growth
Global Multi-Cap Core
Global Multi-Cap Value
Global Small/Mid Growth
Global Small/Mid Core
Global Small/Mid Value

International Large Growth
International Large Core
International Large Value

International Multi-Cap Growth
International Multi-Cap Core
International Multi-Cap Value
International Small/Mid Growth
International Small/Mid Core
International Small/Mid Value

European Region
Pacific Region
Japanese Stock
Pacific Region

Pacific Except Japan
China Region
Latin American

Emerging Markets
Gold Oriented

Mixed Equity Funds
(a.k.a. Balanced Funds)

Flexible Portfolio
Global Flexible Portfolio

Balanced
Balanced Target Maturity
Convertible Securities

Income Funds
Taxable Bond Funds
General Bond Funds

Multisector Income Funds
High Yield

Flexible Income Funds
Loan Participation Funds
Target Maturity Funds

Short World Multimarket
Income Funds

Global Income Funds
International Income Funds
Emerging Market Debt

General U.S. Treasury Funds
U.S. Government Funds

Adjustable Rate Mortgage Funds
GNMA Funds

U.S. Mortgage Funds
Corporate Debt A-Rated Funds

Corporate Debt BBB-Rated Funds
Intermediate Term Investment

Grade Debt

Short/Intermediate Investment
Grade Debt

Short Investment Grade Debt
Intermediate U.S. Government

TIPS Funds

Short/Intermediate U.S. Government
Short U.S. Government
Short U.S. Treasuries

Municipal Bond Funds
Short Muni Debt

Short/Intermediate Muni Debt
Intermediate Muni Debt
General Muni Debt
Insured Muni Debt

High Yield Muni Debt
Alabama Muni Debt
Arizona Muni Debt

California Intermediate Muni Debt
California Insured Muni Debt

California Muni Debt
California Short Muni Debt

Colorado Muni Debt
Florida Muni Debt

Florida Intermediate Muni Debt
Florida Insured Muni Debt

Georgia Muni Debt
Hawaii Muni Debt
Kansas Muni Debt
Kentucky Muni Debt
Louisiana Muni Debt
Maryland Muni Debt

Massachusetts Intermediate
Muni Debt

Massachusetts Muni Debt
Michigan Muni Debt
Minnesota Muni Debt
Missouri Muni Debt
New Jersey Muni Debt

New York Intermediate Muni Debt
New York Insured Muni Debt

New York Muni Debt
North Carolina Muni Debt

Ohio Intermediate Muni Debt
Ohio Muni Debt
Oregon Muni Debt

Pennsylvania Intermediate Muni Debt
Pennsylvania Muni Debt
South Carolina Muni Debt

Tennessee Muni Debt
Texas Muni Debt
Virginia Muni Debt

Other State Intermediate Muni Debt
Other State Short/Intermediate

Muni Debt
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investments (as in large-cap core funds, small-cap core funds, etc.). What’s
more, what Morningstar refers to as foreign stock funds, Lipper calls inter-
national. And what Morningstar calls the world stock fund category, Lipper
labels global stock funds.
These last two set of distinctions can be confusing. To clarify, keep the

following in mind: The terms ‘‘foreign’’ and ‘‘international’’ always refer to
funds that invest exclusively overseas, be it in Europe, Asia, Latin America, or
a combination. ‘‘World’’ or ‘‘global’’ stock funds, on the other hand, refer to a
breed of fund that is allowed to invest not just overseas, but also in the United
States and North America.

FUND REDUNDANCY
Just because there are 60-plus fund categories does not mean that investors
must have exposure to funds in every single one of these classifications. In fact,
some of these categories, particularly among international stock funds and
municipal bond portfolios, are quite obscure.
Moreover, many of these fund categories overlap. For example, if you

invest in a diversified foreign fund, you will get exposure to all the foreign
regions, so you don’t need to invest separately in a Japan fund. Similarly, if
you invest in a diversified emerging markets fund, you will get exposure to
most of the developing markets. The only reason, in this case, to invest sep-
arately in a Latin American stock fund or an Asian Pacific fund would be to
increase your bets in those regions.
The same goes for domestic stock funds. Assume you put money into a

stock fund that generally invests in companies found in the S&P 500 index.
Given the makeup of the S&P 500 (Figure 13-3), if you invest in a diversified
domestic stock fund that tracks the index—or better still, if you invest in
an S&P 500 index fund—you don’t need to buy a separate sector fund, be it
a technology, health care, financial services, or energy sector portfolio. By
putting $1 into the S&P 500, in effect 16.7 cents goes into the tech sector, 13.2
cents goes into health care, 20.1 cents goes to financial services, and 6.7 cents is
invested in energy, and so on.
Some investors may want to be in a separate sector fund, in addition to

investing in a general domestic equity portfolio, because they believe that a
sector manager has expertise in picking stocks in that industry that a general
fund manager may not. But this isn’t always the case. Keep in mind that just
because a manager runs a sector portfolio does not mean that he or she has
more experience in picking stocks in that sector than a generalist. In fact,
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the average tenure of a tech fund manager is less than four years, whereas the
average tenure of general fund manager is closer to five.

Measuring Fund Performance
Morningstar, Lipper, and other fund trackers did not create these categories to
imply that you must invest in 60 different types of funds in order to be di-
versified. Rather, these categories were established to allow investors to
benchmark the performance of their funds.
Without categories, investors would be forced to compare the performance

of, say, a REIT fund, which reflects the ups and downs of the real estate
market, against the returns of a technology fund, which invests in some of
the most volatile stocks in the equity markets. While ideally you would want
the absolute biggest returns you could get from all of your mutual funds, it is
simply not fair to ask a REIT fund or a bond fund to compete against a
technology sector fund. Similarly, it would be unfair to expect a tech fund,
with all of its volatility, to hold up as well as a bond fund during a bear
market.
The fact of thematter is, certain asset classes act differently than others. This

is the very reason why investors diversify—so that some investments in their
portfolio are rising as others may be falling. While we would all like all of our
investments to rise at all times, history has shown that different sectors and
different types of stocks will do well at different times in the economic cycle.

Fig. 13-3. S&P 500 Industry Breakdown.

Sector % of Index*

Consumer discretionary 11.8%
Consumer staples 10.4%
Energy 6.7%
Financials 20.1%
Health care 13.2%
Industrials 11.8%
Technology 16.7%
Materials 3.2%
Telecommunications 3.1%
Utilities 3.1%

*Data as of July 2004.

Source: Standard & Poor’s
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In the late 1990s Internet bubble, value funds, for example, were unfairly
shunned by some investors because these conservative funds consistently
lagged the performance of growth stock funds, which invested not only in
Internet companies, but shares of large tech leaders like Microsoft and Intel,
which were among the decade’s best performers. In 1999 in particular, large
growth stock funds gained around 40 percent on average, while large value
stock funds returned only around 5 percent. But in 2000, which marked the
start of the bear market, large value gained more than 9 percent while growth
stock funds lost more than 13 percent. Had you turned your back on the best
large value stock funds in 1999, based on their returns that year, you would
have lost out on all those gains in the subsequent year.
In essence, there are two ways investors can judge whether their funds are

performing adequately. One is to compare the fund against its best fit index.
This term simply refers to the stock or bond market index that the fund’s
holdings correspond to. So, if you invest in a large-cap growth fund, you
might choose to compare your results against those of the S&P 500/Barra
Growth index. This index covers only the growth stocks found in the S&P 500.
If you invest in a small-cap value fund, you would probably compare your
results against the Russell 2000 Value index, which only considers the value
stocks in the Russell 2000 small-cap index. These two indexes are among the
16 types of specialty indexes listed in Figure 13-4.

Fig. 13-4. Breaking Down the Stock Universe.

Fund Category Possible Best Fit Index

Large-cap growth S&P 500/Barra Growth, Russell 1000 Growth
Large-cap blend S&P 500, Russell 1000
Large-cap value S&P 500/Barra Value, Russell 1000 Value
Mid-cap growth S&P 400/Barra Growth, Russell Mid-cap Growth
Mid-cap blend S&P 400, Russell Mid-cap
Mid-cap value S&P 400/Barra Value, Russell Mid-cap Value
Small-cap growth S&P 600/Barra Growth, Russell 2000 Growth
Small-cap blend S&P 600, Russell 2000
Small-cap value S&P 600/Barra Value, Russell 2000 Value
Technology S&P Technology Index, Dow Jones U.S. Technology
Health care S&P Healthcare Index, DJ U.S. Healthcare
Financial S&P Financial Index, DJ U.S. Financial Svs
Utilities S&P Utilities Index, DJ U.S. Utilities
Natural resources S&P Nat. Res. Index, DJ U.S. Natural Resources
Communications S&P Telecom Index, DJ U.S. Telecom
Real estate S&P REIT Index, DJ U.S. Real Estate
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If you go to www.morningstar.com, which is a mostly free site, you can
punch in the name of your fund or its ticker symbol (like stocks, every fund
has a ticker symbol that allows you to look up the fund more quickly). There,
you can look up not only the fund’s category, but its best fit index.
The other way to judge your fund’s performance, of course, is to compare its

returns against those of its category average. These averages are published by
newspapers and Web sites throughout the country every quarter, for the most
part, using either Morningstar or Lipper data. You can go directly to www.
morningstar.comorwww.lipperweb.comto see these performance tables aswell.

First Core, Then Explore
Even if you wanted to invest in almost every single category of mutual funds, it
would be cost-prohibitive—and redundant—to do so. One way to simplify this
morass of fund categories is to start with the essentials and work your way out.
As we discussed in Chapter 5, stock investors should, at the very least,

always have some exposure to a mix of growth and value stocks, as well as
large and small stocks. This means you should have exposure to the four
corners of what the fund industry refers to as the mutual fund style boxes,
which we’ve discussed and looked at before. As you might recall, this is a
graphic way to illustrate the major categories of funds that are most necessary
to an investors’ portfolio. Take a look at the Morningstar and Lipper style
boxes for domestic stock funds, shown in Figures 13-5 and 13-6.

Fig. 13-5. Morningstar-Style Box.

Large Value Large Blend Large Growth

Mid Value Mid Blend Mid Growth

Small Value Small Blend Small Growth

Fig. 13-6. Lipper-Style Box.

Large Value Large Core Large Growth

Multi Cap Value Multi Cap Core Multi Cap Growth

Mid Value Mid Core Mid Growth

Small Value Small Core Small Growth
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As you’re constructing your portfolio, consider starting with a large-cap
growth fund, a large-cap value fund, a small-cap growth fund, and a small-cap
value fund, as emphasized in both style box figures. Then, if you have addi-
tional money to work with—and determine that it’s in your best interest to
have some exposure to mid-cap funds—you can fill out the rest of the style
boxes. And then, if you feel the need to go into a sector fund—to bet on a
particular set of industries—you can do that as well.
By placing most of your money in these ‘‘core’’ style boxes, you not only

anchor your portfolio with sound diversification, but make it safer to then
dabble in riskier segments of the market. After all, if you bet a small amount
of money in an emerging markets stock fund, for example, but have the bulk
of your equity assets in large-cap growth and value and small-cap growth and
value stocks, any losses in that emerging markets fund is likely to be masked
by gains in your core investments.

Simplifying Your Fund Strategy
There is an even simpler approach to starting a portfolio of funds. If you think
it’s too much work to invest in four domestic stock fund categories—or that it
costs too much money—one alternative is to invest in just two categories:
large-cap blend (or core) and small-cap blend (or core). Funds in the blend or
core categories own a mix of both growth and value stocks, so they tend to fall
smack dab in the middle of the growth-value continuum. By investing in a
combination of large- and small-cap blend funds, you will ensure that some of
your money is in growth and value and large and small stocks at all times.
If you invest in a broad market index fund, like one that mirrors the Wil-

shire 5000 or the Russell 3000 total stock market index, you pretty much have
all your bases covered. After all, these two indexes represent the total U.S.

Fig. 13-7. Total Stock Market Index Funds.

Name URL 800 Number

Vanguard Total Stock Market Index www.vanguard.com 1.800.662.7447
Wilshire 5000 Index Fund www.wilfunds.com 1.888.200.6796
Fidelity Spartan Total Market Index www.fidelity.com 1.800.343.3548
T. Rowe Price Total Equity Market www.troweprice.com 1.800.638.5660
Schwab Total Stock Market Index www.schwab.com 1.800.435.4000
iShares Russell 3000 Index www.ishares.com 1.800.474.2737
iShares Dow Jones Total Market www.ishares.com 1.800.474.2737
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equity market—large and small, growth and value. So this might well be the
simplest approach to take. If you plan to get domestic stock fund exposure
through one or two actively managed funds, you have to be certain that they
invest in as broad a reach of stocks as a Wilshire 5000 stock fund. There are a
number of index funds that track the total U.S. stock market, including those
listed in Figure 13-7.

Financial Service Providers
Not only are there different types of mutual funds available to retail investors
these days, there are different types of companies that run funds in a variety of
categories. This is because in the late 1990s many financial services firms
realized that there was tremendous opportunity in managing a family’s in-
vestments over time. With the growth of the 401(k) and IRA markets, the so-
called asset gathering industry, which the mutual fund business is a part of,
began to boom.
So in addition to selecting specific funds and types of funds, investors must

also decide what type of financial services providers to work with. When
you’re shopping for a large-cap growth fund, are you better off going with a
fund offered by a direct-sold mutual fund company, or does it make sense to
go with a portfolio that’s run by a financial services company that you already
have a relationship with, like a bank or an insurance company? In general,
questions like these are difficult to answer, since it’s impossible to predict with
absolute certainty which funds will end up doing better in the future.
The pie chart in Figure 13-8 shows the investors’ preferences for various

financial service providers.
The knee-jerk answer as to what kind of provider to choose is to go with a

no-load fund company over a bank or brokerage, because bank- and
brokerage-run funds often come with steep loads that cut into your returns.
And as we discussed, a no-load fund allows you to put 100 percent of your
investing capital to work in the market, whereas a load fund may only get 94
cents of every dollar into stocks and bonds. Moreover, a number of bank-run
funds have had trouble gaining widespread notoriety, relative to competitors
in the mutual fund universe, largely because of lackluster performance. And
some of that might be explained by the high costs of some bank-run funds.
But it’s important not to color all fund companies with too broad a stroke.

Investors need to consider each fund on its own merits. Indeed, in picking
funds it’s important to concentrate on the specific fund itself, rather than the
company that manages it. Often, there are hidden gems in otherwise lackluster
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fund complexes. Conversely, some of the best fund companies—even house-
hold brands like Vanguard, Fidelity, and T. Rowe Price—run some portfolios
that have lagged the markets over substantial periods of time.
We’ll cite some basic principles to keep in mind as you’re trying to weed out

the leaders from the laggards.

CONSIDER PAST PERFORMANCE
Past performance matters, but not for the reason you might think. You will
often hear the phrase: ‘‘Past performance is not an indicator of future returns.’’
This is absolutely true. Consider the 10-year period between 1994 and 2003.
In 1994, the absolute best performing domestic stock fund was a technology

fund. That was followed in 1995 by a large-cap growth fund. Then, in 1996,
the top performer was a natural resources sector fund, which invests in energy
stocks. In 1997 a small-cap growth fund led the field. That was followed by an
Internet stock fund, Kinetics Internet, in 1998, which marked the start of the
dot.com bubble. The bubble economy in 1999 propelled a small-cap growth
fund to the top of the heap, but in 2000 a health care fund, which doubled its
investors’ money that year despite the start of the bear market, was the best
performer. In 2001, a small value fund led the way, and in 2002 a bear market
fund—a new type of fund that appreciates when stocks fall and loses value
when stocks rise—was the absolute top performer. And in 2003 it was a small-
cap growth fund again.

Fig. 13-8. Fund Industry Market Share.

As this chart shows, mutual fund companies aren’t the only types of financial services firms that

operate funds. Many funds are run and sold through banks or insurance companies as well

through brokerages.

Source: Investment Company Institute
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Not only does this illustrate how different assets do well in different periods
of the economy, it shows that mutual funds have a hard time repeating their
performance. Indeed, if you study this 10-year period, you will see that not
only did fund leadership change hands every year, but in the year following
their top performances, many of these calendar-year champions floundered
(Figure 13-9).
The trouble that many investors get into is what’s known as ‘‘chasing fund

performance.’’ They pick up a newspaper and read that a particular fund has
performed the best in a given year, then put their money into the fund, only to
discover that it has gone cold. As we mentioned earlier, chasing fund per-
formance can lead to terrible results in one’s overall portfolio.
Having said that, there is one big reason why a fund investor needs to at

least consider some aspect of past performance when selecting funds. When
investing in an individual security, whether stocks, bonds, or real estate, an
investor is making a bet on an asset and the economy. He or she is making a
calculated guess that a business or piece of property will thrive at a given point
in time. And there are numerous objective ways to try to gauge this.
When selecting an actively managed mutual fund, however, you aren’t

just betting on an asset class (like technology or small value stocks). You are
betting on the ability and discipline of another human being—the fund
manager—to properly and consistently find the best investments in that
grouping. Shy of moving in next door to this fundmanager and looking him in
the eye to see what kind of person he is, the only thing that retail investors can
do is consider how this manager has done in the past.
What you’re looking for isn’t necessarily the best performer in a given

period of time, since, as we just discussed, it’s almost impossible for a fund

Fig. 13-9. Top Performing Domestic Stock Fund.

Year Fund Type

Returns

That Year

Returns in

Year Following

1994 Seligman Comm. & Info. Tech 35.30% 43.38%
1995 Alger Capital Appreciation Large growth 78.32% 13.90%
1996 State St. Global Resources Natural resource 70.64% 5.85%
1997 Munder Micro-Cap Equity Small growth 71.61% � 6.00%
1998 Kinetics Internet Internet 196.14% 216.43%
1999 Van Wagoner Emerging Gr. Small growth 291.14% � 20.90%
2000 Evergreen Health Care Health care 119.49% 2.38%
2001 Ameristock Focused Value Small value 60.42% � 18.63%
2002 Prudent Bear Bear market 62.87% � 10.43%
2003 Apex Mid Cap Growth Small growth 165.27% n/a
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manager to repeat a championship-style run. It’s more important to look for
signs of solid performance throughout a career.

WHY DON’T FUNDS REPEAT?
There are three possible explanations as to why fund managers can’t seem to
repeat as the top performers in the universe:

1. Reversion to the mean.
2. It’s just plain hard to beat the stock market.
3. The Heisenberg principle of investing.

Reversion to the Mean

This is a fancy way of saying that over time, all assets that are performing
better than or worse than average eventually will perform like the average.
And sometimes, to revert to the mean, an asset will have to go through years
of underperformance following years of outperformance.
This is exactly what transpired in the Internet bubble years of the late 1990s,

when the stock market, after enjoying five consecutive years of 20-percent-
plus returns (double its historic average annual return) suffered three con-
secutive years of double-digit or near-double-digit losses. Prior to the start of
the bear market, many investors began to believe that somehow the rules of
investing had changed. But the laws of mean reversion clearly did not, and the
results were self-evident.

It’s Hard to Beat the Stock Market

It’s hard to beat the market, let alone 16,000 peers, year in and year out. With
all due respect to managers like Bill Miller of Legg Mason Value, who has
outperformed the S&P for more than a decade running, there are only a few
managers who have achieved such records. In fact, over the 15-year period
ending March 2004, only 43 percent of fund managers consistently beat the
S&P 500. And the average domestic stock fund returned 10.8 percent annually
during this stretch—a full percentage point worse a year than the S&P.

The Heisenberg Principle of Investing

In science, theHeisenbergprinciple states that one cannot truly observe anything
in nature since the very act of observation tends to change the behavior of things.
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Shine a light on a chemical reaction, for example, and you could end up affecting
the reaction itself. The same type of problem occurs with mutual funds.
When a fund posts big numbers, it tends to attract a good deal of attention.

Not only will newspapers write about its market-beating performance, but
many newsletters and financial advisors will tout the fund to their client base.
As this occurs, money will naturally flow into the top performing funds, while
flowing out of poor performers. This is why there’s a saying in the $7 trillion
mutual fund industry: ‘‘Flows follow performance.’’
Indeed, academic studies have found that the vast majority of investors,

rightly or wrongly—but mostly wrongly—put new money into funds that are
ranked byMorningstar as four- or five-star-rated funds. YetMorningstar fund
ratings are based on past performance, whichmeans that by the time a fund has
received such high marks, it is probably unlikely to repeat as a top performer.
When too much money flows too fast into a hot stock fund, the portfolio

naturally has a way of cooling down. This is because fund managers are only
human. They may not be able to invest all the cash immediately in high-
quality stocks, as we mentioned in Chapter 9. He or she may not have enough
‘‘good ideas’’ to invest this flood of money. So if too much cash pours in all at
once, the manager may either have to stash some of it in a cash account (until
new opportunities present themselves) or invest it in a second- or third-best
idea. Both of these options have the affect of dragging down a fund’s per-
formance, which might explain why hot funds cool down so often.
This is why it’s vital not to chase performance in the absolute best per-

forming funds. Instead, you’re probably better off focusing on stability and
consistency of performance.

Where to Find Screening Tools
Many financialWeb sites havemutual fund screening tools that allow investors
to search for funds that meet certain specific criteria. While many charge in-
vestors a fee, there are plenty of free sites for fund screening. Some of these free
sites allow investors to screen based on a variety of sophisticated variables.
For example, Yahoo! Finance, the financial page of this leading Internet

portal, allows investors to search for funds based on their categories, fund
families, fund rankings within their categories, past performance, expenses,
loads, size, turnover, and even market capitalization.
If that’s too complicated, you can go to MSN’s Moneycentral site to screen

for solid performing funds in more basic categories. There is even a site that
allows investors who are into socially responsible investing to screen for funds
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that only invest in shares of companies that don’t promote smoking, violence,
gambling, environmental damage, etc.
Moreover, many of the mutual fund supermarkets, run by discount bro-

kerages, allow customers and noncustomers alike to utilize screening tools
to find good funds. Among them: Fidelity, Schwab, E*TRADE, and Harris-
Direct. Figure 13-10 lists these, among others, along with their Web site URL.
And finally, another good source of free but comprehensive data is avail-

able on theWeb sites of themajor personal financemagazines, includingMoney
magazine, Smart Money, Kiplinger’s Personal Finance, and BusinessWeek. Of
these, the Smart Money and BusinessWeek sites are particularly good. Smart
Money has one of the most comprehensive fund screening tools around, while
BusinessWeek’s fund screener is powered by data from its sister company,
Standard & Poor’s.
But perhaps the best tool is available at www.morningstar.com, since

Morningstar has become a leading data provider for the entire fund industry.
Its basic, free screening tool allows investors to search for funds based on
fund companies, categories, manager tenure, proprietary ratings and risk
scores, relative returns, turnover, assets, loads, expenses, and minimum initial

Fig. 13-10. Mutual Fund Screening Tools.

Company URL

Morningstar* www.morningstar.com
Yahoo! Finance finance.yahoo.com
Smart Money magazine www.smartmoney.com/funds
MaxFunds www.maxfunds.com
BusinessWeek www.businessweek.com
Money magazine money.cnn.com
Forbes magazine www.forbes.com
Kiplinger’s Personal Finance www.kiplinger.com
MSN Moneycentral moneycentral.msn.com
CBS Marketwatch www.cbsmarketwatch.com
Fidelity Investments www.fidelity.com
Charles Schwab www.schwab.com
E*Trade Financial www.etrade.com
HarrisDirect www.harrisdirect.com
Mutual Fund Education Alliance www.mfea.com
Quicken www.quicken.com
Fund Alarm www.fundalarm.com
Social Investment Forum www.socialinvest.org

*The basic fund screening tool is free. To use Morningstar’s premium fund screener, you will have to pay

a fee.
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purchase requirements. It will also allow you to screen for bond funds based
on credit quality and duration. Morningstar’s premium service allows you to
search far more sophisticated criteria, but that service comes with a fee.

What to Screen
LOAD OR NO-LOAD?
When screening for funds, perhaps the best place to start is with the little
things. If you have a preference for load versus no-load funds, you might as
well start by screening out funds you don’t want based on their commission
structure. On Morningstar’s site, that would mean going to the screening
criteria section and starting with the line labeled Cost and Purchase. If you
didn’t want to consider load funds, you’d punch in:

Load Fund: No Load Funds Only

Then, let’s assume you will only consider funds that allow investors to get in
the front door with as little as $2,000. So once again, on Morningstar’s basic
screener, you would punch in:

Minimum Initial Purchase Less than or Equal to: $2,000

PAST PERFORMANCE
As we just discussed, past performance matters, but it has to be regarded in the
right way. When screening for funds, it is not necessary to screen for the
absolute best performance numbers. You should start by screening for good
relative performance—both long term and short term—within a fund’s cate-
gory. Good relative performance would indicate that a manager has the
ability to do well consistently, in good markets and in bad. Moreover, long-
term performance would show that the manager has done well even when his
or her asset class is out of favor.
Instead of concerning yourself with total return figures, focus instead on

category rank. As a fund tracker, Morningstar maintains records on all
16,000-plus funds and ranks portfolios against their peers on a daily basis. If
you go to Morningstar’s Web site and try to look up a fund’s performance,
you will see a table like the one in Figure 13-11, for the FidelityMagellan fund.
The first line shows the total returns for this fund in each calendar year.

While the numbers appear to be informative, it does not do you much good
to know how well Fidelity Magellan or any other fund is performing without
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some context. The second line in this performance chart provides that
context.
The line labeled þ/� Category indicates how well Magellan performed in

each year relative to its fund category, as defined by Morningstar. Fidelity
Magellan is a large-cap blend fund, and looking at its 2003 results, you’ll see
that it underperformed its category average by 2 percentage points. In the
previous year, 2002, the fund underperformed by 1.8 percentage points.
This type of data is useful because it shows that even though a fund might

generate sizable gains, it can still be a laggard. In 2003, for example, Fidelity
Magellan returned 24.8 percent, which is far greater than the long-term his-
toric average for stocks. Yet this chart shows that Magellan’s peers returned
26.8 percent in that year.
The third line in this chart, labeled þ/� Index, is just as useful, since it

indicates whether the fund outperformed or underperformed its best fit index
in recent years. We can see that Fidelity Magellan beat its index—in this case
the S&P 500, since Magellan is a large blend fund—by 5.1 percent in 1998 and
3 percent in 1999, but lagged the S&P by nearly 4 percentage points in 2003.
An even better way to consider past performance is not by calendar year,

but by trailing total returns over particular, longer time periods. The chart in
Figure 13-12 illustrates this. (Again, this information for all funds is available
at www.morningstar.com.)
Here we see that Fidelity Magellan has averaged annual gains of 10.09

percent a year for the past decade, ending July 6, 2004. But over the past five
years the fund has lost nearly 4 percent on average annually. So does that
make Magellan a good or bad investment? This can’t be answered unless you
know how it has performed relative to its specific peer group, which is indi-
cated in the right-hand column, labeled % Rank in Category. Morningstar
updates this number on a daily basis, so investors will always have the most
recent information when they check their funds on this Web site.
The numbers in the far-right column show where, in the total universe of

large blend funds, Magellan falls in any given time period. Over the past one-
year period through July 6, 2004, for instance, it ranked in the 82nd percentile
of all large blend funds. That means if there were 100 funds in the category,

Fig. 13-11. Fidelity Magellan Performance History.

1998 1999 2000 2001 2002 2003

Total return 33.6% 24.1% �9.3% �11.7% �23.7% 24.8%
þ/� Category þ11.9% þ3.8% �4.6% þ0.4% �1.8% �2.0%
þ/� Index þ5.1% þ3.0% �0.2% þ0.2% �1.6% �3.9%
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this one would rank number 82. Over the past 10-year period, the fund ranked
in the 51st percentile, which means it performed just about average. The
higher the percentile figure, the worse the fund.
Morningstar’s fund screener will allow you to search for funds based on the

various time periods we can see in the Magellan analysis. Since consistency is
what we want, and not sporadic gains, you can screen for the following:

1-YR return greater than or equal: Category Average
3-YR return greater than or equal: Category Average
5-YR return greater than or equal: Category Average
10-YR return greater than or equal: Category Average

If you have access to a more sophisticated fund screener, likeMorningstar’s
premium service, you might try to be even more demanding. You might focus
only on funds that ranked in the top third of their categories over the past one,
three, and five years. InMorningstar’s premium screener, you would punch in:

% Rank in Category 1 YR< 33
% Rank in Category 3 YR< 33
% Rank in Category 5 YR< 33
% Rank in Category 10 YR< 33

Obviously, many funds don’t have a 10-year track record. So you don’t
necessarily have to go out 10 years when screening for funds. But you would
probably want to stick with funds with at least a five-year track record. That
way, you can determine how the fund has performed in bull markets, bear
markets, and even trading range markets.

Fig. 13-12. Fidelity Magellan Trailing Total Returns.*

Time Period Total Return % þ/� S&P 500

% Rank in

Category

1 day �0.91% �0.09% 66
1 week �1.95% �0.32% 79
4 weeks �2.83% �0.69% 88
3 months �3.50% �1.12% 75
Year to date �0.24 �1.12% 75
1 year 11.03% �4.17% 82
3-year annualized �2.69% �2.20% 76
5-year annualized �3.86% �1.02% 72
10-year annualized 10.09% �1.73% 51

*Data through July 6, 2004.

Source: Morningstar
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STABILITY
Given the choice between steady-as-she-goes performance in a fund and
volatile swings, investors are often better off with stability. After all, you never
know when you’ll need to sell your shares. If it happens that you must redeem
your investment at an inopportune moment, things could work out poorly in a
volatile fund.
Here is an illustration of the benefits of stable performance. Take two funds

with average annual returns of 10 percent. Fund X is consistent, with gains of
8 percent in the first year, 10 percent in the second, and 12 percent in the third.
If you were to invest $10,000 in this fund, you’d have $13,300 by the end of
Year One. The math works like this:

Year One

$10;000� 0:08 ¼ $800

$800þ original $10;000 ¼ $10;800

Year Two

$10;800� 0:10 ¼ $1;080

$1;080þ original $10;800 ¼ $11;880

Year Three

$11;880� 0:12 ¼ $1;425:60

$1;425:60þ original $11;880 ¼ $13;305:60

Now let’s look at Fund Y, also with average annual returns of 10 percent.
But FundY achieves that average by losing 20 percent in Year One, gaining 10
percent in Year Two, and gaining 40 percent in Year Three. If you invested the
same $10,000 in Fund Y, you’d have only $12,320 by the end of Year Three.
That’s right—you’d earn less than in Fund X, even though both had the same
average annual returns. Here’s how the math works:

Year One

$10;000� � 0:20 ¼ �$2;000
�$2;000þ original $10;000 ¼ $8;000

Year Two

$8;000� 0:10 ¼ $800

$800þ original $8;000 ¼ $8;800
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Year Three

$8;800� 0:40 ¼ $3;520

$3;520þ original $8;800 ¼ $12;320

What this shows is that by betting on steady, consistent growth, you can
actually do better than by gambling on volatility. This is because one terrible
year in the market could set your portfolio back for years.

STANDARD DEVIATION One way investors can judge the steadiness of
their funds is to look at the so-called standard deviation of those portfolios. As
you’ll recall, we mentioned this term in Chapter 3.
Standard deviation, in this setting, measures a fund’s volatility relative to its

average performance in a set period of time. The lower the standard deviation,
the less volatile a fund is considered to be, since it deviates less from its average
performance than does a high standard deviation fund. Every fund’s standard
deviation is listed by Morningstar. What an investor can do, then, after
screening for other characteristics, is to check if their fund’s standard deviation
is in line with—or better still, lower than—its category peers (Figure 13-13).

Beta

Another way to gauge the relative volatility of a fund is to consider whether it
fluctuates more or less than the broad stock market. As we discussed earlier

Fig. 13-13. Average Standard Deviation among Fund Categories.*

Type of Fund

5-Year Standard

Deviation*

Domestic stock funds 20.34
International stock funds 21.44
Large-cap growth funds 21.11
Large-cap value funds 16.85
Large-cap blend funds 17.18
Mid-cap growth funds 29.17
Mid-cap value funds 18.42
Mid-cap blend funds 20.56
Small-cap growth funds 32.06
Small-cap value funds 20.15
Small-cap blend funds 22.86
S&P 500 16.93

*Data as of March 31, 2004.

Source: Morningstar
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in the book, a beta measure of 1 indicates that the fund will likely move in
lockstep with the S&P 500. This explains why the Vanguard 500 fund, which
mirrors the S&P, has a beta of exactly 1.
On the other hand, a fund with a beta of greater than 1 is likely to move

higher than the market when the S&P is up, but lose more than the market
when the S&P falls. Conversely, a fund with a beta of less than 1 is likely to
lose less than the market when the S&P is down, and gain less when the S&P
rises. Ideally, it would be great to focus on funds with betas of less than 1. But
because certain asset classes are just naturally more volatile than the S&P
(particularly smaller stocks and growth stocks), it’s important to weigh your
fund’s volatility relative to its peers. Figure 13-14 lists the average betas for
various fund categories.
Like standard deviation, beta figures are also available through various

financial Web sites, including Morningstar.

FEES
In most industries, you get what you pay for. The more expensive a car, for
example, the better the performance often is. Yet study after study indicates
that among mutual funds, low-fee funds tend to outperform high-fee port-
folios. This is because of the reason we outlined in Chapter 9: Fees come
straight out of your total returns.

Fig. 13-14. Average Standard Deviation among Fund Categories.*

Type of Fund Beta / S&P 500*

Domestic stock funds 0.93
International stock funds 0.86
Large-cap growth funds 1.05
Large-cap value funds 0.91
Large-cap blend funds 0.95
Mid-cap growth funds 1.09
Mid-cap value funds 0.84
Mid-cap blend funds 0.94
Small-cap growth funds 1.12
Small-cap value funds 0.83
Small-cap blend funds 0.92
S&P 500 1.00

*Data as of March 31, 2004.

Source: Morningstar
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Nomatter how good the fundmanager is, the higher the fees the fund charges,
the better the fund must perform to be just average. As you’ll recall, a fund that
charges 0.2 percent fees need only beat the market by 0.2 percent. Compare this
to a fund with a total expense ratio of 3 percent, which of course needs to outpace
themarket by 3 percentage points just to break even with the indexes. Again, this
is why a 2002 study by Financial Research Corp., a financial services research
firm in Boston, determined that fees are one of the few consistent predictors of
mutual fund outperformance (Figure 13-15). The study concluded: ‘‘There is
significant evidence that funds with [the lowest] total expense ratios do deliver
above-average future performance across nearly all time periods.’’
Lowexpenses are a ‘‘good to significant predictor’’ of the future performance

of U.S. stock funds, according to the study’s findings. They are an ‘‘excep-
tional’’ predictor of government bond fund performance, and a ‘‘moderate or
good’’ predictor of better-than-average corporate bond fund performance.
A separate study in 2004 conducted by Standard& Poor’s agreed withmany

of these conclusions. It determined that funds charging lower-than-average
fees outperformed more expensive funds in eight out of nine investment styles
over one-, three-, five-, and 10-year time periods (Figure 13-16).
Standard & Poor’s concluded: ‘‘It is important for both investors and fi-

nancial advisors to keep fund expenses in the forefront of their analysis when
assembling a portfolio.’’ When doing so, however, it is necessary to compare
apples with apples. Certain funds tend to be more expensive to run than others.
Researching obscure stocks in faraway regions in the emerging markets, for
example, is likely to be muchmore expensive for a mutual fundmanager and his
or her team of analysts than managing blue chip U.S. equities. Here are the
average expenses for mutual funds in various categories are listed in Figure 13-7.
Think of fees this way: There are myriad things we don’t know as mutual

fund investors, including which types of funds—and which particular funds

Fig. 13-15. Percentage of Lowest-Fee Funds That Generated Better Than Average Returns.

This study divided each fund category into 10 segments, based on their total expense ratios. In

most cases, funds in each of these five categories that ranked in the lowest decile in fees produced

better-than-average returns.

Type of Fund

1-Year

Returns

3-Year

Returns

5-Year

Returns

Domestic stock funds 83% 94% 100%
International stock funds 83% 94% 79%
Government bond funds 89% 100% 100%
Corporate bond funds 67% 81% 64%
Municipal bond funds 78% 88% 100%

Source: Financial Research Corp.
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Fig. 13-16. The Low-Fee Fund Advantage.*

Type of Fund

1-Year

Returns

3-Year

Returns

5-Year

Returns

10-Year

Returns

Large Growth
Above average fees 14.75% � 6.97% � 5.04% 7.19%
Below average fees 16.07 � 5.32 � 3.37 8.90

Large Blend
Above average fees 14.93 � 3.89 � 2.50 7.93
Below average fees 17.27 � 2.51 � 1.26 10.01

Large Value
Above average fees 17.74 � 1.53 0.84 9.19
Below average fees 18.79 0.01 1.81 10.53

Mid Growth
Above average fees 21.03 � 4.45 0.69 6.56
Below average fees 22.83 � 3.14 2.39 9.47

Mid Blend
Above average fees 23.35 3.38 8.37 12.13
Below average fees 25.47 4.93 7.99 12.12

Mid Value
Above average fees 25.94 6.89 8.01 11.01
Below average fees 26.18 7.29 9.83 12.21

Small Growth
Above average fees 26.04 � 2.58 2.88 6.47
Below average fees 27.50 � 0.77 5.65 10.29

Small Blend
Above average fees 30.67 5.60 7.83 10.72
Below average fees 30.01 7.33 9.79 11.51

Small Value
Above average fees 30.73 9.39 12.20 11.36
Below average fees 31.78 11.22 13.33 13.40

*Data through May 31, 2004.

Source: Standard & Poor’s
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within those categories—are likely to do well in the coming years. Those
questions are unanswerable without a crystal ball. In lieu of that crystal ball, it
would seem prudent to start screening based on some variables that we do
know with absolute clarity. Fees are one of those variables.
By law, a fund must disclose its annual fees to investors. So if you are

comparing two funds, one with a total expense ratio of 0.5 percent and an-
other with an expense ratio of 3 percent, you know with certainty that the odds
are greater in finding success with the low-cost fund.

TURNOVER
It is impossible to tell with absolute certainty whether a fund that trades se-
curities rapidly will beat a fund that buys and holds. There are years when high
turnover funds are the absolute best performers and years when low turnover
funds do the best. But over time, according to industry data, the odds of
finding success in a low-turnover fund are better.

Fig. 13-17. Average Expense Ratios for Mutual Fund by Category.*

Type of Fund

Total Expense

Ratio*

Domestic stock funds 1.53%
International stock funds 1.85%
Taxable bond funds 1.14%
Municipal bond funds 1.09%
Balanced funds 1.32%
Large-cap growth funds 1.59%
Large-cap value funds 1.42%
Large-cap blend funds 1.29%
Mid-cap growth funds 1.68%
Mid-cap value funds 1.52%
Mid-cap blend funds 1.51%
Small-cap growth funds 1.79%
Small-cap value funds 1.55%
Small-cap blend funds 1.58%
Emerging markets funds 2.08%
High-yield bond funds 1.31%
Technology stock funds 2.09%
Financial sector funds 1.84%

*Data as of March 31, 2004.

Source: Morningstar
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This might seem counterintuitive, since one of the reasons we invest in ac-
tively managed funds is to rely on the expertise of professional stock pickers. A
fund manager who trades frequently would seem to be doing his or her job.
But whenever a fund trades a stock, two things are likely to occur: The fund

will absolutely trigger brokerage commissions, and, as we mentioned, those
costs (while not expressly included in the expense ratio) are paid out of a
shareholder’s returns. Moreover, trading often leads to tax bills, since funds
are likely to realize gains when they step out of long-term holdings. Those
capital gains are then distributed to existing shareholders in the year in which
they are realized through stock sales. And that could drag down an investor’s
performance. Industry studies have shown that taxes can cost investors about
2 percentage points in returns annually over the long term, making it just as
big an issue as expense for many fund investors.
Consider Morningstar’s findings, in Figure 13-18, on turnover rates. They

are based on long-term historic data.
Again, there are no guarantees that a fund with low turnover will always

beat a high turnover fund. But because of the additional costs generated by
trading stocks rapidly, a manager with high turnover makes it harder on him-
or herself to beat the averages. You can look up a fund’s turnover rate on any
mutual fund Web site, including the fund’s own home page.

Quiz for Chapter 13
1. You do not need to invest in all types of funds that make up the mutual

fund style boxes.
a. True
b. False

Fig. 13-18. Performance Based on Turnover Rates.*

Turnover Rate

3-Year

Returns

5-Year

Returns

10-Year

Returns

Turnover< 50% 4.17% 4.49% 10.79%
Turnover 50%–100% 2.92% 3.32% 9.64%
Turnover 100%–200% 2.25% 2.87% 9.13%
Turnover >200% � 0.55% 0.95% 8.72%

*Data as of March 31, 2004.

Source: Morningstar
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2. Past performance is an important consideration because . . .
a. Mutual fund managers are human, and the only way to judge their

stock-picking skills is to gauge their long-term track record.
b. Past performance is the best predictor of future returns.
c. Past performance is not an important consideration in the fund

selection process.

3. When selecting mutual funds to buy, it’s important to consider their . . .
a. Category
b. Absolute total returns
c. Core assets

4. Because general equity funds don’t invest in some sectors, it’s necessary
to invest in some sector funds to diversify your holdings.
a. True
b. False

5. When considering the past performance of a mutual fund, the most
important measure to consider is . . .
a. Absolute total returns
b. Percentage rank in category
c. Total return þ/� the S&P 500 index

6. The best ‘‘best fit index’’ for all large-cap funds must be the S&P 500.
a. True
b. False

7. The difference between beta and standard deviation is that . . .
a. Beta measures the stock market’s volatility, and standard deviation

measures a fund’s volatility.
b. Beta measures a fund’s investment against itself, and standard de-

viation measures a fund’s volatility relative to the market.
c. Beta measures a fund’s volatility relative to the market, and standard

deviation measures a fund’s investment against itself.

8. It’s important to screen for fees because . . .
a. The higher the fee, the higher the quality of active management.
b. Fees are a predictor of future returns.
c. Why pay for more if you don’t have to?

9. The best determinant of future fund performance is . . .
a. Past performance
b. Low fees
c. Stability of past performance
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10. It’s a good idea to invest money in the most popular funds because . . .
a. Funds with big assets can charge lower fees.
b. Funds follow performance, so by going with popular funds, you

know they already have a good long-term track record.
c. It’s never a good idea to invest in the absolute most popular funds.
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CHAPTER
14

Demystifying
Asset Allocation

Could it be Google? Or eBay? What about Dell? Or Amazon.com? Investors
are constantly in search of the next big thing in the stock market—the next
Microsoft, the next stock that will double in value and double once more,
turning a small investment into a paper fortune. But this holy grail of trying to
find the next Microsoft is often futile.
This is in part due to the fact that the odds of identifying the next Micro-

soft—before the rest of the market does and bids up those shares to astro-
nomical levels—are about the same as buying a winning lottery ticket. But it’s
also futile because the individual stocks we select will, at the end of the day,
have far less impact on our long-term performance than the types of assets we
choose. In other words, our asset allocation strategy is more important than
our asset selection skills.

What Is Asset Allocation?
Asset allocation refers to the amount of money, in percentage terms, we invest
in stocks versus bonds versus other assets, be they cash accounts or real estate.
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For example, if you owned a $100,000 portfolio and $60,000 of that was held
in stocks with the remaining $40,000 in bonds, your asset allocation would be
60-40, stocks to bonds. If you were to split the pot evenly between stocks and
bonds, your asset allocation would be 50-50.
Asset allocation can also refer to how one invests within an asset class.

For instance, a balanced investor might not only be 50 percent stocks and
50 percent bonds, but within his equity allocation, he may evenly split his
stock holdings, with half of that equity stake going into growth stocks and
the other half going to value-oriented shares. He may also choose to take
a so-called market weighted approach between large stocks and small
stocks.

Market weighting refers to allocating your assets in the same manner as
the broad stock market indexes are divided. Thus, since the allocation be-
tween large stocks and small stocks in the Wilshire 5000 Total Stock Market
index is roughly 80 percent to 20 percent, a balanced investor seeking to
market weight his holdings would construct a portfolio that is 80 percent
large stocks and 80 percent small. This way, you’re not taking any more
risk than the broad market exposes you to. In weighting between growth
and value stocks as well, a passive investor might follow broad market in-
dexes like the Wilshire and the S&P 500, which are about 50-50 between
growth and value.

Allocation Matters
Why is it important to measure a portfolio in this manner? Part of it has to do
with diversification. For safety’s sake, it’s good not to have all your eggs in a
single basket, but to spread your assets among a number of different types of
baskets. By considering your portfolio’s asset allocation, you will always be
mindful of how diversified (or not) it is at any given moment in time. But in
addition—andmore important—the mix of stocks, bonds, and other assets we
hold, and the types of stocks and bonds we own in our portfolio, will dictate
the vast, vast majority of our success.
This may seem counterintuitive, since we’ve been trained to think in terms

of individual stocks. The notion of being a good investor and a good stock
picker are synonymous in popular culture, but they often require entirely
different skills in the real world. After all, you may be smart enough to find the
next Microsoft. But if you only allocate 2 percent of your equity portfolio to
those shares, and invest the bulk of your money in bonds, your stellar pick
may not have much impact on your overall performance.
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In a study published in 2003, the mutual fund giant Vanguard looked at the
performance of so-called balanced funds, which have the option of investing
in a mix of stocks and bonds. Vanguard researchers examined 40 years worth
of data and came to the conclusion that nearly 77 percent of the variability of
a fund’s monthly returns can be explained not by the individual stocks and
bonds the manager selects, but by the percentage of money those funds hold in
stocks versus bonds. In other words, less than a quarter of the average fund’s
month-to-month fluctuations can be attributed to its manager’s stock-picking
or market-timing acumen.
This seems to support the groundbreaking study, ‘‘Determinants of Portfolio

Performance,’’ which examined the performance of pension funds from themid-
1970s to the mid-1980s. Published in 1986, the study looked at the same basic
question: How much of a fund’s performance is dependent upon its allocation
strategy? It concluded that 93.6 percent of those pension funds’ quarterly returns
could be explained by asset allocation decisions, not stock selection.
And in 2000, a study published by Yale finance professor Robert Ibbotson

showed that over longer periods of time, nearly 100 percent—that’s right,
virtually all—of a portfolio’s long-term returns can be explained by its mix of
stocks and bonds, not its individual holdings.
To be sure, in a single year, the stock-picking skills of a specific manager

can make a big difference. A professional stock picker, like any other human
being, can have a good or bad year. A wrong—and big—bet on tech stocks or
gold or bonds could easily blow up a single portfolio in a brief window of time.
But among a universe of tens of thousands of stock pickers, it all averages out.
And over long periods of time, averaged out over those tens of thousands of
investors, stock selection becomes almost irrelevant when compared with
asset allocation.
To some of you, this may still seem far-fetched. After all, if you held 100

percent of your money in a stock like Enron, and saw it go from around $80 a
share at its peak all the way down to pennies on the dollar after the company
filed for bankruptcy, then the individual stock you held—in this case, Enron—
would explain 100 percent of your performance. But the fact is, most investors
don’t just own one or two stocks—they own a diversified mix of equities, to
reduce risk in their portfolios.
And as your diversified mix of stocks grows and begins to mimic the overall

market in terms of risk, then stock selection matters less and allocation
strategies matter more. Think of it this way: If you own an S&P 500 fund, you
are a part owner of 500 different companies. If one of those companies soars,
that works to your advantage. But the fact remains that it is still only one of
500 different holdings. And the performance of each of those stocks tends to
average out over time.
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The Power of Asset Allocation
If you don’t believe the power of asset allocation, consider the historic perfor-
mance of different asset allocation strategies. First, let’s examine the downside
risk of being overly weighted toward equities.
Between 1926 and 2001, a 100 percent equity portfolio invested in the S&P

500 lost as much as 43.1 percent of its value in its single worst 12-month period.
This means a $100,000 investment would have turned to just $56,900 in only
one year’s time.
Now, had you put half of that money in bonds during this long-term

stretch, the worst one-year loss you would have suffered would have been only
half as painful. You would have lost 22.5 percent in the worst 12-month span
under this asset allocation strategy. Had you put the majority of your money
in bonds—80 percent—your single worst loss would have been just 10 percent
(Figure 14-1).

Lowering Risk
The risks of an overly aggressive asset allocation strategy can also be mea-
sured in other ways. Portfolios weighted toward equities not only lose more in
extreme downturns, they tend to lose money more frequently when the mar-
kets are wobbly.
Consider the fact that between 1960 and 2003, all-stock portfolios

invested in the S&P 500 have suffered 12 losing years out of 44. In comparison,
all-bond portfolios have lost money in only five out of the past 44 years

Fig. 14-1. Asset Allocation: Worst-Case Scenarios.*

Asset Mix

Worst 1-Year

Performance

100% stocks, 0% bonds 43.1%
80% stocks, 20% bonds � 34.9%
60% stocks, 40% bonds � 26.6%
50% stocks, 50% bonds � 22.5%
40% stocks, 60% bonds � 18.4%
20% stocks, 80% bonds � 10.1%

*Based on stock and bond market performance between 1926 and 2001.

Source: Ibbotson, Vanguard, Straight Talk on Investing
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(Figure 14-2). So in addition to degrees of losses, aggressive asset allocation
strategies expose investors to greater frequency of risk. This is something that all
investors should realize before constructing their portfolios of stocks and bonds.
There is yet more evidence that asset allocation can have a huge effect on

your portfolio. Even a slight reduction of your holdings in equities can dra-
matically lower your risk profile.
Between the end of 1955 and the end of 2003, for instance, 100 percent stock

portfolios invested in the S&P 500 had an annualized standard deviation score
of 17 percent, on average. Again, standard deviation is a measure of volatility
that considers the variability of an investment’s returns against its past per-
formance. In other words, it measures an investment’s volatility relative to its
past behavior.
By reallocating just 20 percent of your assets into bonds, however, you

could have reduced your standard deviation to 13.8 percent during this period
of time. Had you gone even further, by allocating your money in a 60 percent
stock/30 percent bond/10 percent cash mix, you could have come close to
halving your volatility over this long-term stretch (Figure 14-3).
Remember, diversifying your portfolio by investing some money in stocks,

some in bonds, and some in cash not only ensures that you will be able to
participate in rising markets, it also protects you from downturns and bear
markets. When one asset class zigs, typically one or two others zag. In our
example, the worst loss that a 60 percent stock/30 percent bond/10 percent

Fig. 14-2. Percentage of Losing Years of Various Asset Allocation Strategies.*
As this chart shows, the odds of losing money grow as you add equities to your portfolio.

*Based on stock and bond market performance between 1960 and 2003.

Source: Vanguard Group
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cash allocation has had since 1955 was 13.7 percent. In comparison, the worst
one-year loss for a 100 percent stock portfolio was 43.4 percent.

Increasing Returns
Of course, the flip side of reduced risk is lower returns. And history has shown
that over long stretches of time, the aggressiveness of one’s asset allocation
strategy will dictate the average annual returns they enjoy. Researchers at
Vanguard who looked at the historic performance of various asset allocation
mixes and discovered something we already know: The greater the percentage
of stocks in your portfolio, the greater the odds of enjoying bigger returns over
the long run.
Studying the performance of various allocation strategies from 1960 to

2003, Vanguard found that the while the odds of losing money in any given
year were greatest with 100 percent stock portfolios, the average return you
would have earned with such a mix was more than 40 percent greater than
with an all-bond portfolio during this stretch (Figure 14-4).
The average performance of a 100 percent stock mix, for example, was 10.5

percent a year since 1960.Meanwhile, a 100 percent bond allocation earned just
7.3 percent. While it may not seem like a big gap, there is a huge difference in
being able to earn 10.5 percent returns versus 7.3 percent.A $10,000 investment
in 1960 earning 10.5 percent a year would have grown into $808,985 by the end
of 2003. That same $10,000, invested at an interest rate of 7.3 percent, would
have become just $222,020. That’s a difference of nearly $600,000.
Now here’s the good news: If you’re starting out from an extremely con-

servative allocation, even a slight increase in exposure to equities can, over the

Fig. 14-3. Asset Allocation: Volatility.*

Asset Mix

Worst

Year

Best

Year

Standard

Deviation

100% stocks � 26.5% 43.4% 17.0%
80% stocks, 20% bonds � 20.3% 33.7% 13.8%
60% stocks, 30% bonds, 10% cash � 13.7% 28.1% 10.6%
40% stocks, 40% bonds, 20% cash � 7.0% 22.8% 7.6%
20% stocks, 50% bonds, 30% cash � 1.1% 21.9% 5.2%

*Based on market performance between December 31, 1955, and December 31, 2003.

Source: T. Rowe Price
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long term, have a meaningful affect on your portfolio with minimal additional
exposure to risk.
For example, since 1960, the average portfolio that consisted of 100

percent bonds generated annualized returns of 7.3 percent, as can be seen
in the above figure. In fact, these portfolios lost money in just five of 44
years since the Kennedy administration. By reallocating just 20 percent of
an all-bond portfolio into equities, you would have earned 8.1 percent a
year between 1960 and 2003. And on a $10,000 investment, the difference
between earning 8.1 and 7.3 percent a year for 44 years comes out to more
than $85,000.
Meanwhile, you wouldn’t have exposed yourself to that much more risk.

Historically, 20 percent stock/80 percent bond portfolios have lost money on
average in only five of the past 44 years—exactly the same number of years
that all-bond portfolios posted negative returns. And like all-bond portfolios,
an 80-20 bond/stock strategy would have lost only around 8 percent of its
value in its single worst year, according to Vanguard’s study.

Fig. 14-4. Average Annual Returns Based on Asset Allocation Strategies.*
As this table illustrates, your average annual returns grow over time as you increase your stake

in equities.

*Based on stock and bond market performance between 1960 and 2003.

Source: Vanguard Group
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Strategic vs. Tactical Allocation
Before we discuss ways to figure out your ideal allocation, it’s important to
distinguish the two types of asset allocation strategies: strategic and tactical.
The term strategic asset allocation refers to the long-term mix of stocks and

bonds you feel is appropriate for a person in your age group with your level of
risk tolerance. Think of strategic asset allocation as a basic blueprint. It re-
presents the general path you plan to take, one that balances your desire for
high returns and low risk. However, like all blueprints, you may find a need to
adjust it or tweak it as you begin building your plan, as new realities surface
and problems arise.
Since strategic asset allocation considerations are long-term—reflecting

in part your age and when you plan to retire—in general they should not be
overly affected by short-term market or economic developments. So, any
short-term volatility in the market should not cause you to stray that much
from your strategic mix of stocks and bonds. Similarly, any short-term op-
portunities you see in certain sectors—like technology or energy stocks—
should not influence you to alter your long-term mix of stocks and bonds by
more than a few degrees, financial planners argue. After all, whether the Dow
Jones Industrial Average is soaring or collapsing does not change the fact that
a 60-year-old worker who plans to retire in five years will need to tap his or her
account in the near term. So your long-term preparations must go forward.
That being said, there are times when investors may feel the need—either

for opportunistic or defensive purposes—to tweak their allocation strategies.
These types of short-term moves are referred to as tactical asset allocation
decisions.
If, for example, the market is favoring dividend-paying stocks over shares

of pure growth companies at present, an investor may decide to move more
money into dividend-paying stocks, to take advantage of the situation. If, on
the other hand, an investor feels the economy is hitting a soft patch and thinks
it may be worthwhile to reduce exposure to stocks tied to the cyclical recovery
of the economy, then he or she may decide to shift out of economically sen-
sitive sectors like retail and move into industries that don’t require a healthy
economy to shine—such as consumer staples or health care.
One way to tweak your tactical allocation strategy without upsetting your

long-term strategic mix of assets is to adjust the types of stocks or bonds you
plan to buy—not the percentage of those asset classes. For example, assume
that you believe a 60 percent stock/40 percent bond allocation strategy is the
most appropriate mix for your long-term needs. But say you think that small
stocks have seen their best days. You can keep your 60-40 general allocation,

PART 4 Organizing Your Assets296



but within the equity portion of your portfolio, you can overweight large
stocks and underweight small ones.
Similarly, if you want to reduce risk in your portfolio without changing that

60-40 split, you can invest in short-term bond funds instead of long-term bond
funds within your fixed income allocation. This reduces the risk profile in your
overall portfolio without requiring you to shift more of your money out of
stocks and into bonds.
Of course, there may be instances when an investor believes that short-term

forces are so strong, they must adjust both their tactical and strategic allo-
cations. A change in your family situation—a marriage or the birth of a
child—could also require you to reexamine your investment mix, as new time
horizons (like college funding or buying a new house) develop.
But it’s important to be cautious whenever making any dramatic shifts in

your allocation strategy. While it may feel safe, for instance, to flee stocks
when the market is volatile, there comes a point in time when such moves add
risk to your portfolio rather than reducing it. That’s because if you shift too
much out of one asset and into another, you could upset your diversification
strategy. And a portfolio that is too concentrated even in fixed-income se-
curities can expose an investor to greater market risks.
Moreover, stepping completely out of the stock market poses another risk

we already addressed: of investing so conservatively that youmiss out onmuch
needed gains. Consider this interesting statistic: Had you invested your money
in the S&P 500 between 1994 and 2003, you’d have earned 11.1 percent a year
on average. Had you missed just the best 10 days within that decade, your
equity returns would have fallen to 6 percent. Had youmissed the best 20 days,
you’d have earned just 2.1 percent (which is far less than even bonds were
earning during this time). And had you missed the best 40 days in this decade
stretch, you’d be sitting on average annual losses of more than 4 percent.

Determining Your Asset Allocation
There are an infinite number of ways to determine your strategic asset allo-
cation. In fact, asset allocation is considered more of an art than a science,
since so many nuances (like your age, your health, the size of your family) and
subjective variables (your tolerance for risk, your sensibilities when it comes to
investing, your confidence in your future income) can have a huge impact on
the appropriateness of your mix of stocks and bonds.
The good news is, there are many sources for assistance. If you have a full-

service broker or a financial planner, chances are that he or she would have
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helped you formulate an asset allocation plan already. If you’re a direct in-
vestor, you also have access to help. Many online brokers such as Charles
Schwab (www.schwab.com), and mutual fund companies like Fidelity
(www.fidelity.com), Vanguard (www.vanguard.com), and T. Rowe Price
(www.troweprice.com), offer investors free asset allocation tools that should
help them get started. In fact, most fund companies and other financial Web
sites—such as www.morningstar.com or www.mfea.com (the Mutual Fund
Education Alliance)—will provide investors with templates that offer model
portfolios that in most cases will suit your needs.
In general, there are some basic guidelines that investors often use to help

them get started, which we’ll go into below.

YOUR AGE
Investing is a dynamic, long-term endeavor tied to a particular goal. As you
move closer to your goals, it often makes sense to rein in risk. After all, the
worst thing that could happen to an investing plan is to suffer losses a year or
two before needing to tap those accounts. This means younger investors have
more room for error. A 20-something may have a decade or two before his or
her first real financial goal (perhaps buying a home) comes due. Therefore, that
young investor may feel justified in putting 100 percent of his money in stocks,
so long as it is properly diversified among a variety of styles, sectors, and sizes.
Earlier in the book we mentioned that over rolling 10-year periods of time,

there is only about a four in 100 chance of losing money in the broad stock
market. At the same time, there is about a 14 percent chance of losing money
in equities in any three-year stretch. So an investor who is older—perhaps
three years or less from needing the money—probably would want to reduce
his or her exposure to equities substantially.
As you can see, the age of an investor, in broad strokes, can play a role in

determining an asset allocation mix. That’s why traditionally there has been a
widely followed age-based approach to allocating your assets. It’s referred to
as the 100-minus rule. It’s simple: Take your age and subtract it from 100. The
answer tells you what percentage of your assets should be held in stocks. The
remainder, then, can be put into bonds, or a combination of bonds and cash
(Figure 14-5).
So if you’re 20 years old and just starting out, the 100-minus rule says you

should have 80 percent of your money in stocks (100� 20¼ 80). The re-
mainder can be invested in bonds. If you’re 40, this rule says 60 percent of
your money should be in equities. And if you’re 65, only about a third of your
assets should be held in the stock market.
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Many financial planners believe this is an overly simplistic approach to
strategic asset allocation, since it does not factor one’s specific needs. At the very
least, Americans are living longer today than they did a generation ago (as we
mentioned in the opening chapter). And longer lives mean we need to outpace
the ravages of inflation for that manymore years. It alsomeanswe have to think
of growing our portfolios even in our golden years, since we may live 30 or even
40 years beyond retirement. As we discussed, the only way to consistently beat
inflation and generate growth is to include equities in one’s plan.
As a result, there is a somewhat amended approach to the 100-minus rule.

Let’s call it the 110-minus rule (Figure 14-6). Instead of taking your age and
subtracting it from 100, subtract it from 110. This will lead you to a strategic
asset allocation that’s a bit more aggressive through the years than the tra-
ditional 100-minus rule. Under the amended rule, if you’re 30 you should
consider putting around 80 percent of your money in stocks. If you’re 45, the
110-minus rule means putting 65 percent of your money in equities. And even
at age 65, according to this rule of thumb, 45 percent of your holdings ought
to be stocks. (Again, these are only guidelines to use as starting points—you
may find your own circumstances require adjustments here and there.)

YOUR RISK TOLERANCE
At the end of the day, the right asset mix for you will depend not only on
your age, but your sensibilities too. After all, even if you’re told that as a

Fig. 14-5. Asset Allocation by Age: 100-Minus Rule.

Age 100 Minus Age Asset Allocation

20 80 80% stocks, 20% bonds
25 75 75% stocks, 25% bonds
30 70 70% stocks, 30% bonds
35 65 65% stocks, 35% bonds
40 60 60% stocks, 40% bonds
45 55 55% stocks, 45% bonds
50 50 50% stocks, 50% bonds
55 45 45% stocks, 55% bonds
60 40 40% stocks, 60% bonds
65 35 35% stocks, 65% bonds
70 30 30% stocks, 70% bonds
75 25 25% stocks, 75% bonds
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40-year-old you ought to have 60 or 70 percent of your money in equities, that
may not be the right mix if you’re so worried about losses that you can’t sleep
at night. Taking an overly aggressive stance—even if conventional wisdom
says it’s appropriate—can often lead investors to panic and sell, and at the
worst possible time. So when deciding upon your asset allocation, it’s also
important to gauge your tolerance for risk.
Clearly, this is a subjective exercise. But investors who seek the help of fi-

nancial planners will often be asked a series of questions that are meant to
illicit a general sense of risk aversion. Typically, investors will then be cate-
gorized into one of three basic groups: conservative (or risk averse), moderate,
and aggressive investors. Some financial Web sites may refer to these basic
groups in another way: for instance, as stability-minded, income-minded, and
growth-oriented investors.
Whatever you call them, there are some basic attributes for investors in

each group.

Conservative Investors

Conservative or stability-minded investors tend to worry the most about risk.
While other investors can psychologically handle a 30 or 40 percent short-term
drop in their asset values, conservative investors can’t. Often, this group
is likely to panic even if their portfolios lose 20 percent of their value in the
short term.
As a result, it’s likely that conservative investors will be willing to give

up some upside gains for downside protection. In addition, this group of

Fig. 14-6. Asset Allocation by Age: 110-Minus Rule.

Age 110 Minus Age Asset Allocation

20 90 90% stocks, 10% bonds
25 85 85% stocks, 15% bonds
30 80 80% stocks, 20% bonds
35 75 75% stocks, 25% bonds
40 70 70% stocks, 30% bonds
45 65 65% stocks, 35% bonds
50 60 60% stocks, 40% bonds
55 55 55% stocks, 45% bonds
60 50 50% stocks, 50% bonds
65 45 45% stocks, 55% bonds
70 40 40% stocks, 60% bonds
75 35 35% stocks, 65% bonds
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investors favors conservative vehicles like fixed-income funds or even cash.
Among stocks, this group of investors would probably gravitate toward old-
fashioned blue chip dividend-paying names, since these investors seek de-
pendability and stability.
Investors in this group may decide to take the results of the 100-minus

rule and dial the equity allocation down by around 10 or 20 percentage points.
In other words, they may take what you would call an 80-minus approach or
a 90-minus approach. For example, a 30-year-old conservative investor
who would normally have 70 percent of his money in equities may choose a
50 or 60 percent allocation instead. Older investors who fall into this category,
because they have lower risk tolerance and a shorter time horizon, may
decide to put less than half of their holdings into stocks. So a 40-60 stock/
bond allocation—or a 30 percent stock/50 percent bond/20 percent cash
allocation—may be closer to their liking.

Moderate-Risk Investors

Moderate-risk or income-minded investors, on the other hand, are looking for
a combination of capital appreciation and income stability in their portfolios.
Often, they can withstand a 20 or even 30 percent short-term drop in their
stock portfolios, because of their temperament, and since they might have a
bit more time to work with. Moderate investors would probably feel com-
fortable owning a number of different types of stocks, so long as they are held
in a diversified manner.
Often, these consumers are investing for two purposes: a shorter-term goal,

like college savings, along with a long-term goal like retirement. These in-
vestors will probably accept the types of allocations typically called for under
the 100-minus rule. At the very least, they may choose to fall back on the
classic balanced allocation of 60 percent stocks and 40 percent bonds.

Aggressive Investors

And then there are the aggressive or growth-oriented investors. This group tends
to be young, since time allows for investors to bear risk.Andaggressive investors
also tend to be more active when it comes to managing their money.
While conservative and moderate investors tend to favor a buy-and-hold

approach, there are segments within the aggressive set that like to roll the dice.
These investors not only favor stocks over bonds, but tend to favor growth
stocks over value shares. And they may favor smaller, riskier stocks with more
potential than bigger, stable stocks with a proven track record. The attitude of
many aggressive investors is:Why hit a singlewhen you can swing for the fences?
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Typically, an aggressive investor will have at least 70 percent of his or her
money in equities, with the remaining 30 percent—or less—in bonds. Some
feel comfortable going to a 90 percent equity allocation. And in some in-
stances, based on tactical decision making, aggressive investors may choose to
go 100 percent in equities.

YOUR TIME HORIZON
A criticism of using risk tolerance to gauge your asset allocation is that it’s too
subjective. Moreover, according to this criticism, investors may not know how
tolerant they are of risk until they experience real losses in the market.
Meanwhile, age-based asset allocation strategies are sometimes criticized

for being too simplistic. After all, you can have two people with the exact same
age who have entirely different asset allocation needs.
For example, say you have two 60-year-olds. One is an executive earning six

figures who has a good pension, a large investment portfolio, and the ability to
work another 10 years in his field. The other 60-year-old makes a middle-class
living but has little savings and is in poor health—and is therefore likely to be
forced to retire within a year.
Obviously, the same asset allocation strategy cannot be right for both men.

In the case of the 60-year-old executive, you’ve got a person who has the
wherewithal—thanks to his pension (which should, for the sake of asset al-
location, be considered fixed income since it provides a guaranteed income
stream) and his career—to take on substantial risk. In fact, his time horizon
until retirement, though 60, may actually be more than 10 years long. The
other 60-year-old, in comparison, may have a time horizon of less than one or
two years, even though the typical age of retirement is 65.
A simple way to deal with these concerns is to peg your asset allocation

strategy not to your age, but to your retirement timetable. This makes for a
slightly more sophisticated approach than the 100-minus rule. At the same
time, it often reflects a truer sense of risk tolerance than simply asking someone
to describe him- or herself as conservative, moderate, or aggressive.
One simple approach to pegging an allocation strategy to your retirement is

to multiply the number of years that you’re scheduled to retire by a factor of 2.
Let’s call this the two times factor. A 20-year-old worker 45 years away from
retirement should therefore have 90 percent of his assets in stocks (45� 2¼ 90).
A 35-year-old 30 years from retirement may want to put 60 percent of her
money in equities (Figure 14-7).
However, there are two adjustments you should probably make to this rule.

Though it’s good for getting going at a young age, the rule turns decidedly
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conservative when you get within 10 years of retirement. So you may want to
tweak the guidelines as you get older and consider holding a greater percen-
tage of your assets in equities than this strategy calls for as you get within 20
years or so of your goal. Moreover, it’s important to customize your calcu-
lations based on your personal estimate of retirement—don’t just use the age
of 65 as the target. Many people retire well before or after that age.
Another approach is to combine risk tolerance with your general time

horizon. For example, say you have a long time horizon—anything 10 years
or more—before you need to tap your money. A reasonably aggressive person
may decide that with more than 10 or 20 years, he or she can still afford to put
80 percent in equities. But a relatively conservative or moderate investor may
believe that 60 percent is more like it.
With these sensibilities in mind, we can consider various model portfolios

based on a combination of time horizon and risk tolerance. (Again, these are
only starting templates, and investors should consider their own specific
sensibilities and time horizons to arrive at a custom allocation.) Figures 14-8
through 14-13 depict various allocation approaches for the three types we
discussed above, as well as hybrid types.

A Mix and Match Approach
Perhaps the most customary approach you can take to asset allocation is to
figure out exactly what you’re investing for—and to match your approach
with your goals, based on how far off each goal is.
What do we mean by this? Sit down and write down all your investment

goals. They may include your children’s college fund, your retirement fund,

Fig. 14-7. Time Horizon: Two-Times Factor Rule.

Years from

Retirement

Asset Allocation

Strategy

45 90% stocks, 10% bonds
40 80% stocks, 20% bonds
35 70% stocks, 30% bonds
30 60% stocks, 40% bonds
25 50% stocks, 50% bonds
20 40% stocks, 60% bonds
15 30% stocks, 70% bonds
10 20% stocks, 80% bonds
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Fig. 14-10. Intermediate-Term Conservative-Moderate Mix.

Fig. 14-8. Hypothetical Long-Term Conservative-Moderate Approach.

Fig. 14-9. Long-Term Moderate-Aggressive Approach.

Fig. 14-11. Intermediate-Term Moderate-Aggressive Mix.
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your dream vacation fund, or new house fund. Then figure out exactly how
much money you have in all your accounts, including your 401(k)s, IRAs, and
taxable brokerage accounts. Finally, see if you can put your money into the
separate hypothetical buckets.
Since your 401(k) money is a retirement account that can’t be tapped until

age 59½, it should be counted in your retirement bucket. Your college fund
money, be it in a 529 savings plan or a regular account, should be in the college
bucket. And so on.
Next, write down how many years you are from needing the money. Re-

tirement is probably a long-term goal that’s more than 10 years off. But
college may be only five years away. Your new house may be only three years
away. Your daughter’s wedding maybe only a year away.
All of the money that’s long term (more than 10 years off) can be invested

in stocks. Your intermediate-term money (for goals that come due in five to
10 years) can be invested in a mix of stocks and bonds, based on your risk
tolerance. Your short-term money (for goals due in three to five years) can be
invested in a mix of bonds and cash. And your ultra-short-term money (for
goals less than two years away) should probably be invested mostly in cash.
By doing this, you can reverse-engineer the perfect asset allocation strategy

for you.

Fig. 14-13. Short-Term Moderate-Aggressive Mix.

Fig. 14-12. Short-Term Conservative-Moderate Mix.
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Rebalancing
An asset allocation strategy is not complete without a rebalancing strategy.
The term rebalancing simply means to reset, periodically, your mix of stocks,
bonds, and cash. The reason to do this is because, over time, the market will
change your allocation for you unless you monitor it. And often the market
will take an appropriate allocation strategy and make it either too conser-
vative or too aggressive within a few years.
For example, say you determine that a 50 percent stock/50 percent bond

allocation is the best way to go. So you invest half your $100,000 in a stock
fund and the other half in a bond fund. Now let’s say that over the next five
years, the stock fund gains 10 percent annually, while the bond fund goes up
just 3 percent. Within five years the $50,000 you staked in the stock fund
would grow to $80,525, based on its 10 percent annual returns. Meanwhile,
the $50,000 you put into the bond fund would become around $58,000, based
on a 3 percent annual return.
The upshot is, your $100,000 portfolio has grown to nearly $140,000 within

five years. However, your asset allocation wouldn’t be 50 percent stocks/
50 percent bonds anymore. It would be closer to 58 percent stocks and 42
percent bonds. And that may be too risky for your situation.
You might ask: What’s the harm in letting the market dictate your allo-

cation? After all, the example above shows the gains you would have earned
had you let your winners ride.
The problem arises when trends in the market turn around. Consider, for

instance, that investors in the go-go 1990s did well by not rebalancing, as their
stock portfolios grew ever larger. But once the bubble burst, those investors
got hit the hardest, since they entered the bear market of 2000 with danger-
ously high allocations to stocks.
T. Rowe Price crunched some numbers and discovered that investors who

had rebalanced periodically during the 1990s bull market and the bear market
of 2000 would have done better than those who didn’t rebalance—since they
would have booked profits and reduced risk along the way.
Consider the numbers in Figure 14-14. While investors who did not re-

balance shined in the 1990s, when stocks were going straight up, they saw their
advantage evaporate in the bear market, because so much of their money had
been allocated to stocks. The more disciplined investor who rebalanced surely
lagged in the ’90s. But by taking profits incrementally along the way, these
investors outperformed over the long run.
Conventional wisdom says that at the very least, investors ought to re-

balance their mix of stocks, bonds, and cash back to their original plan once a
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year. But you may want to revisit your plan once a quarter or perhaps twice
a year, just to see if things have changed. You probably want to do this at
the end of the quarter, as opposed to when you’re overly excited or fearful of
market trends. This way, you take some of the emotions out of the situation.

Quiz for Chapter 14
1. Asset allocation explains what percentage of an investor’s long-term

returns?
a. Most
b. Some
c. None

2. The point of altering your asset allocation is to . . .
a. Maximize your returns
b. Minimize your losses
c. Strike the right balance between returns and risk
d. None of the above

3. As you add equities to your portfolio, your overall standard deviation
will likely . . .
a. Rise

Fig. 14-14. Power of Periodic Rebalancing.

Nonrebalanced Portfolio

Date Stocks Bonds Cash Value

12/31/94 60% 30% 10% $100,000
3/31/00 78% 17% 5% $271,000
7/31/02 69% 25% 7% $203,800

Rebalanced Portfolio

Date Stocks Bonds Cash Value

12/31/94 60% 30% 10% $100,000
3/31/00 58% 31% 11% $255,300
7/31/02 56% 33% 11% $215,200

Source: T. Rowe Price
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b. Fall
c. Not change

4. Strategic asset allocation represents . . .
a. A long-term mix of stocks and bonds
b. A short-term mix of stocks and bonds
c. A combination of your long- and short-term mix of stocks and bonds

5. You can make tactical asset allocation adjustments without upsetting
your strategic allocation.
a. True
b. False

6. The 100-minus rule says you should take 100 and subtract your age. The
answer tells you . . .
a. How much of your money should be in stocks
b. How much of your money should be in bonds
c. How much of your money should not be in stocks

7. If you follow the 110-minus rule, a 53-year-old should have what type of
asset allocation strategy?
a. 43 percent stocks/57 percent bonds
b. 53 percent stocks/47 percent bonds
c. 57 percent stocks/43 percent bonds

8. All investors need to have at least 50 percent of their money in stocks.
a. True
b. False

9. The longer your time horizon, the more money you should have in . . .
a. Stocks
b. Stocks and bonds
c. Bonds

10. Rebalancing is a strategy to . . .
a. Let your winners ride
b. Gradually take some profits
c. Break even

PART 4 Organizing Your Assets308



CHAPTER
15

Demystifying
Asset Location

So far, we’ve discussed what assets to own, how much of each asset to own,
and even when to rebalance that mix of assets. But what we haven’t talked
about is where to hold those assets. This is not an insignificant point. In this
day and age of 401(k)s, IRAs, and taxable accounts, you have to consider not
only the proper allocation of your assets, but the appropriate location of those
holdings as well.
In fact, while it may seem hard to believe, deciding the types of accounts in

which to hold your stocks and bonds can make a noticeable difference in your
long-term total returns. Consider this basic example: Say you invested $10,000
in an average growth-oriented stock mutual fund in your regular, taxable
brokerage account. And let’s say you invested another $10,000 in an average
bond mutual fund inside your tax-deferred 401(k). In this case, your asset
allocation would be 50 percent stocks and 50 percent bonds. Based on the
actual performance of average stock and bond funds between 1982 and
2002—and based on the current 15 percent tax on long-term capital gains
and qualified dividend income—this asset allocation and location strategy
would have turned your original $20,000 investment into $98,000 in 20 years’
time, according to research conducted by T. Rowe Price.
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But let’s say you flipped it. Instead of putting your $10,000 stock invest-
ment in a taxable brokerage account and your $10,000 bond stake in a 401(k),
let’s assume that you used your tax-deferred retirement account to purchase
the stock fund while you used your taxable brokerage account to invest in the
bond fund. If that case, your original $20,000 investment would have grown
to just $90,700, according to T. Rowe Price. That’s around 7 percent less
money—even though you invested in the exact same funds in the exact same
proportion for the exact same length of time as in the previous example.
This simple illustration shows just how important one’s asset location

strategy is, and demonstrates that asset location ought to be an important
consideration in putting together an overall investment plan. While it may
not be as important as asset allocation, it is still a major decision, alongside
asset selection, in creating a blueprint for your money.

Taxes
What accounts for the difference in returns in the previous examples? It’s
simple: taxes. Try as we might, we can’t forget that Uncle Sam takes a cut of
our investing success, be it in the form of capital gains, dividends, or ordi-
nary income taxes. Sometimes the government’s cut can be substantial. As
we noted in an earlier chapter, taxes can often subtract as much as 2 per-
centage points from a typical mutual fund investor’s annual average returns
over time.
Having said that, it should be noted that the recent rounds of federal tax

cuts have made investing in regular brokerage accounts more tax efficient than
it used to be. Moreover, investing in equities has become far more tax efficient
than investing in bonds, since the government reduced capital gains and
dividend taxes but left tax rates on bond income alone. These changes mean
investors need to rethink what assets they hold in certain types of accounts.
But before we get too far ahead of ourselves, let’s recap the tax situation

that we find ourselves in today. For starters, recent tax cuts enacted between
2001 and 2003 have altered the landscape for savers and investors, at least
when it comes to federal income taxes. By lowering most income tax brackets,
Uncle Sam has reduced the ordinary income taxes that most households pay.
That means the income taxes we pay on certain investments—like withdrawals
from traditional IRAs or bond income—have also come down. Figure 15-1
shows the income tax brackets for 2004:
Prior to the recent tax cuts, the brackets ran from as low as 10 percent to

as high as 38.6 percent. Today the highest bracket is 35 percent. Moreover,
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middle-income investors who used to pay 27, 30, or 35 percent now pay 25, 28,
or 33 percent, respectively.
But income taxes are only one part of the picture. For investors, taxes on

capital gains and dividend income are equally important. And the good news
again is that taxes on those forms of investment profits have also come down
in recent years. Prior to the 2003 tax cuts, the maximum tax rate on long-term
capital gains—gains on assets held for a year or longer—had been 20 percent.
As of this printing, long-term capital gains were being taxed at a maximum of
15 percent. In comparison, short-term capital gains—gains on assets held for
less than a year—are still taxed as ordinary income.Moreover, for investors in
the 15 percent income tax bracket or lower, long-term capital gains are taxed
at just 5 percent until 2008, at which point there will be no capital gains taxes
for low-income investors under current law that year.
Note that we said current law—these things can change in any given year,

depending on what Congress does. It is also important to point out that after
2008, the current law that reduced capital gains taxes and taxes on dividend
income is scheduled to ‘‘sunset,’’ or no longer apply, at which point the rates
will revert to pre-2003 levels—unless Congress extends those provisions.
As for dividend income thrown off by stocks, it used to be taxed as ordinary

income, which had been as high as 38.6 percent. But again, as of this printing,
qualified dividend income was being taxed at 15 percent. For those investors
in the 15 percent income-tax bracket or lower, dividend income is treated the
same as long-term capital gains for those in the lowest two tax brackets—they
will be taxed at just 5 percent until 2008. (Certain types of dividends, such as
those thrown off by REITs, are not eligible for favored treatment. To find out
if your dividend income qualifies for the 15 percent rate, go to www.irs.gov.
Or you can ask your brokerage and/or mutual fund companies to determine
which of your dividends qualify for the beneficial tax treatment.)

Fig. 15-1. 2004 Federal Income Tax Brackets.

Tax Rate Single Filers

Married Couples

Filing Jointly

10% First $7,150 First $14,300
15% $7,151 to $29,050 $14,301 to $58,100
25% $29,051 to $70,350 $58,101 to $117,250
28% $70,351 to $146,750 $117,251 to $178,650
33% $146,751 to $319,100 $178,651 to $319,100
35% $319,101 or higher $319,100 or higher

Source: Bankrate.com
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To reiterate, investors should be aware that these tax rates will revert back to
pre-2003 levels if Congress and theWhite House do not act to extend the lower
rates or make them permanent. But as with all things that are tax-related, it’s
impossible to plan perfectly for what may or may not change in the future. As
an investor, the only thing you can do is act on what you know to be true today
while recognizing that things could change in any number of ways.

Tax-Deferred Beats Tax-Efficient
Now, even though taxes are lower across the board, thanks to recent changes
enacted by the federal government, the fact of the matter is, no taxes or
deferred taxes are still almost always better than low taxes. T. Rowe Price
confirmed this in a study that looked at the performance of investing in
taxable versus tax-deferred investment plans. Consider these hypothetical
comparisons:
Say you invested $5,000 on a pretax basis in a 401(k) every year for five

years. Assume that your investment earns 8 percent a year and that you
withdraw your money at the five-year mark, at which point you’ll have to pay
ordinary income taxes on the withdrawal. The after-tax value of that 401(k)
would be $21,555, according to T. Rowe Price.
But let’s say you took that same $5,000, paid taxes on it, and invested the

remaining sum in a traditional brokerage account for five years—this is the
fairest way to compare the two, since 401(k) accounts are funded with pretax
dollars, and traditional accounts are funded with after-tax money. Assuming
that you’re in the 27 percent federal tax bracket and pay an additional 5
percent in state income taxes—and assuming current rates on long-term
capital gains and dividend income are maintained throughout this entire
period—you would have $22,572 in five years. So you’re still better off funding
your 401(k).
Over longer periods of time, the gap widens. Over 25 years, for example,

a $5,000 annual pretax investment in a 401(k) earning 8 percent a year
would grow to $281,275. That’s accounting for the fact that you would tap
the account at the 25-year mark and have to pay taxes on it. That same
amount, contributed into a taxable account, would grow to just $225,135
(Figure 15-2).
So remember the importance of contributing to tax-deferred investment

plans in addition to traditional brokerage accounts. Not only are 401(k)s and
IRAs advantageous from a tax standpoint, they offer investors the diversifi-
cation of locations through which to purchase a diversified mix of assets.

PART 4 Organizing Your Assets312



401(k) Retirement Accounts
WHAT THEY ARE
Though they were created in 1981, these employer-sponsored retirement plans
didn’t really take off until the 1990s (Figure 15-3). It was during that decade
when these so-called self-directed investment plans helped democratize Wall
Street and made investors out of the majority of American households.
Company-sponsored 401(k)s are classified as self-directed plans because
workers who enroll in these plans, not employers, make all the investment
decisions and bear all the investment risk. In other words, should workers fail

Fig. 15-2. Taxable versus Tax-Deferred Investing.*
The table illustrates the growth of $5,000 invested every year in a 401(k) versus a taxable

brokerage account. This example assumes the following: that the investor is in the 27 percent

federal tax bracket and pays an additional 5 percent in state income taxes; that current tax

rates and rules on long-term capital gains and qualified dividend income remain constant; and

that the money is invested in a typical growth stock fund earning 8 percent a year.

Time Horizon Taxable Account 401(K)

5 years $21,555 $22,572
10 years $51,090 $55,737
15 years $91,709 $104,468
20 years $147,726 $176,069
25 years $225,135 $281,275

Source: T. Rowe Price

Fig. 15-3. Total Assets Held in Employer-Sponsored Retirement Plans

(in Billions of Dollars).
The 1990s bull market helped grow retirement assets held in employer-sponsored accounts,

such as 401(k)s.

Source: Investment Company Institute
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to meet their investment goals 20 or 30 years down the line, they themselves
would be responsible for finding a way to pay for retirement.
This makes 401(k)s the polar opposite of traditional pensions, where the

company that offers the pension oversees the account and bears the risk of
making up any shortfalls should the portfolio not do as well as expected. On
the flip side, 401(k) participants who invest well could earn more in their
accounts than they need to retire on. That ‘‘extra money’’ would be theirs to
keep. In a traditional pension, if the company earns more on its pension fund
than it needs to generate, the company keeps the extra assets—it does not
trickle down to the worker.
While 401(k)s are popular—the vastmajority ofworkers eligible toparticipate

in these plans do—the fact is, your employer has to establish such a plan at the
company for workers to participate. Many small businesses, for example, citing
the costs of establishing 401(k) plans, don’t provide this benefit to employees.
Nevertheless, tens of millions of American workers have access to 401(k)s

and takeadvantageof them.Amajor reasonwhyparticipation is sohighmaybe
the companymatch. It’s a little known fact, but companies that offer 401(k)s are
required to meet certain so-called nondiscrimination tests to ensure that highly
paid workers (i.e., managers) aren’t benefiting disproportionately from these
plans. The upshot of it is, for corporate executives to be able to stuff certain
amounts ofmoney into these tax-favored plans, line workers—known as ‘‘non-
highly-compensated workers’’—must contribute a certain amount to these
plans as well.
So, many companies go out of their way to encourage the rank and file to

participate.One carrot used to encourageworkers is the companymatch.While
there are a number of ways firms match a worker’s contribution, a typical
match calls for the company to put in 50 cents for every $1 that a worker
contributes to his or her own plan—up to around 6 percent of that worker’s
salary deferral.
Now, if you put in $1 and the company forks over 50 cents, you auto-

matically have earned 50 percent returns on your investment—without taking
any market risk. Moreover, when you go to invest your 401(k) money, you
will be compounding your returns not on a base of $1, but rather $1.50. So the
first rule of thumb for any worker eligible for a 401(k) that matches his or her
contribution is to take full advantage of the match.

TAX IMPLICATIONS
Company-sponsored 401(k)s have two big tax benefits. First, investors fund
these accounts with pretax dollars. In other words, the money deducted
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every week or month from your paycheck and invested in 401(k) accounts
is not counted toward your annual income for tax purposes. So you don’t
pay taxes on the money before it gets sheltered in a 401(k). Moreover, once
in a 401(k), money is allowed to grow tax-deferred. This is a big advantage:
Not only do you avoid taxes along the way, but the money that would have
otherwise gone toward paying taxes is allowed to compound itself within
these accounts.
There are, however, a couple of disadvantages to a 401(k). First, when you

retire, your withdrawals from these accounts will be taxed as ordinary income,
even if some or most of the money accumulated as capital gains. Keep this in
mind as you decide what to use these accounts to invest in. Moreover, unlike
in a taxable account, investors in a 401(k) are not allowed to realize capital
losses to offset capital gains elsewhere in their portfolio (which is a classic way
that investors in taxable accounts can reduce their tax bill). In other words,
if you lose money on investments within these accounts, you cannot take
advantage of the tax rule that allows you to lower your capital gains by
booking losses simultaneously.

WHAT BELONGS INSIDE
As our prior example indicates, investors who have access to both 401(k)s and
brokerage accounts are probably better off using the 401(k) to invest in fixed-
income securities. The reason, again, is that equities have become more tax
efficient than bonds. And it would be a waste to use that tax efficiency inside a
tax-sheltered account. So if you have access to stocks through your brokerage
as well as your 401(k), it’s better to use the brokerage account to invest in
stocks and the 401(k) to invest in bonds.
Of course, for some investors the 401(k) represents the sum total of their

investment portfolio. In that case, there’s really nothing wrong with using the
401(k) to invest in stocks and bonds. But if you have some flexibility, you’d
probably want to use the 401(k) to invest more in growth stock funds than
value stock funds. Why? Because value stock funds tend to invest in more
dividend-paying stocks. And as we discussed, dividends already receive ben-
eficial tax treatment. Why would you want to put dividends, which are taxed
at 15 percent, inside a 401(k) where withdrawals will eventually be taxed as
ordinary income—and will be assessed at much higher rates?
On the other hand, growth stock funds tend to have more turnover than

value funds. Indeed, according to Morningstar, the typical growth stock
fund’s turnover rate is around 120 percent, versus approximately 70 percent
for value funds. This means that growth funds tend to be less tax efficient.
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Since you want to put high-tax investments inside tax shelters, growth stock
funds may be a better bet for your 401(k).

Taxable Brokerage Accounts
WHAT THEY ARE
These are your basic investment accounts, available through brokerages,
mutual fund companies, and even banks, which give investors access to in-
dividual securities. Every investor can open any number of brokerage ac-
counts, either at discount shops like Schwab or E*TRADE or full-service
firms like Merrill Lynch and Morgan Stanley. While taxable brokerage ac-
counts are, by definition, the least tax-advantaged accounts, there are many
reasons to open a brokerage account.
For starters, unlike a 401(k), where your employer gives you a choice of say,

10 or 15 mutual funds to select from, brokerage accounts give you access to
any number of funds along with individual stocks and individual bonds. That
means you have more choice. You also have more freedom with taxable ac-
counts, since there are no government- or company-imposed restrictions on
how much you can invest, how long you can keep money in these accounts,
and how and when you can withdraw the funds.

TAX IMPLICATIONS
Investing in a taxable account exposes you to five different types of taxes: long-
term capital gains taxes, which we noted are capped at 15 percent for most
investors; short-term capital gains, which are taxed as ordinary income; qua-
lified dividend income, capped at 15 percent; unqualified dividends, which are
taxed as ordinary income; andbond income,which is taxed as ordinary income.

WHAT BELONGS
You probably would want to keep the most tax-efficient of your taxable
holdings in regular brokerage accounts, so you can use your tax-deferred
accounts for your least tax efficient holdings.
Within fixed income, that means putting your municipal bond holdings

here. You’ll recall that muni bonds are free from federal income tax and,
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depending on the bonds you select and your state of residence, they could also
be state and local tax-free as well. If that’s the case, why waste such tax effi-
ciency in a tax-sheltered plan like a 401(k)? As for other bonds, they probably
are best suited for your tax-deferred accounts.
Among stocks, you also probably would want to consider the most tax-

efficient holdings here as well. That could mean using your brokerage account
for purchasing dividend-paying blue chip stocks. Individual stocks that you
consider your ‘‘core’’ holdings—shares you plan to buy and hold for years—
may also be appropriate for these taxable accounts. And within the universe
of mutual funds, you’d probably want to use your regular accounts to pur-
chase value-oriented stock funds, as we discussed just a second ago.
Another type of stock fund that may be appropriate for a taxable account

is a passively managed index fund. As you’ll recall, index funds, by defini-
tion, tend to have lower turnover than actively managed funds, since these
portfolios simply buy and hold all the stocks in a particular market index.
As such, they tend to be tax-efficient and therefore don’t require tax shelters
to make them attractive. If you’re thinking of investing in so-called tax-
efficient funds, whose managers are instructed to minimize taxes by buying
and holding and also by matching losses with capital gains, than those funds
probably belong in a taxable account as well. Again, why waste the tax
efficiency?
Though it sounds odd, you may also want to consider investing in the

riskiest of your stock holdings here as well. Though taxable accounts are good
for long-term buy-and-hold investments, they are also a decent place for high-
risk holdings. Why? Should a high-risk gamble in your taxable account fail,
you can always sell the stock, realize the loss, and use the capital loss to offset
gains in your portfolio to reduce your capital gains tax bill. You cannot do
this in a tax-deferred account. In other words, Uncle Sam shares some of the
risks with you in a taxable account by giving you a tax break for realizing
losses in your portfolio. But he won’t share that same risk in a tax-deferred
account, since he’s already letting you off the hook for taxes.

Traditional IRAs
WHAT THEY ARE
Individual retirement accounts, or IRAs, were founded 30 years ago as a way
to allow workers to save and invest for their own retirement in tax-deferred,
self-directed retirement accounts. Today, more than 45 million households
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own some kind of an IRA, up from 29 million in 1996. The total assets in these
accounts, since 1992, are shown in Figure 15-4.
The best-known type of IRA is a traditional IRA where contributions

are tax-deductible. Once inside this type of account, money is allowed to
grow tax-deferred, much like in a 401(k). Unlike a 401(k), however, where
investment options are generally limited, investors can set up an IRA at any
number of financial institutions. In fact, you can set an IRA up through your
bank, your favorite fund company, your favorite broker, and even through an
insurance company (Figure 15-5).
One important point to understand is that an IRA is not, in and of itself, an

investment. It is not an asset like a stock or bond. Surveys indicate that there is
some confusion about this point. An IRA, like a 401(k) or a brokerage ac-
count, is simply a type of account through which you can buy and sell stocks,
bonds, cash, mutual funds, and other assets. Think of an IRA as a bucket you

Fig. 15-4. Total Assets Held in Traditional IRAs (in Billions of Dollars).

Source: Investment Company Institute

Fig. 15-5. Where Americans Establish Their IRAs.

Source: Investment Company Institute
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can use to carry certain assets. What’s nice is that you get to decide what type
of bucket you want and where to purchase it. And by choosing where to buy
this container, you can gain access to virtually all types of financial securities.
For example, if you only want to invest in mutual funds in your IRA, you

can call up your favorite fund company and set up an account there. But if you
want a greater choice of funds, you can call up a mutual fund supermarket and
establish your IRA at a place that will give you access to thousands of different
funds. Even better, you can set up an IRA with your bank or broker and gain
access to thousands of individual stocks and bonds in addition to funds.
This is the advantage of an IRA over a 401(k). But IRAs have a big dis-

advantage. The federal government only allows annual IRA investments of
$4,000 through 2007. Then, in 2008, the limit climbs to $5,000. And thereafter,
annual contribution caps will be adjusted for inflation. Still, $4,000 or $5,000
is hardly a generous amount, especially for older workers racing to set aside
money for their retirement. The good news for workers 50 and older is that
Uncle Sam has instituted a so-called catch-up provision. This allows older
workers the right to stuff an additional $500 into their IRAs each year through
2005. And in 2006, that annual catch-up rises to an additional $1,000 over and
above traditional annual limits.

TAX IMPLICATIONS
As we mentioned, money in a traditional deductible IRA is tax-deductible.
That means they are similar to 401(k)s in that you get to fund these accounts
with pretax dollars. But there is an income limit for that deductibility. In 2004,
for example, the federal government only allowedmarried couples earning less
than $65,000a year or singles earningunder $45,000 to fully deduct their annual
IRA contributions. Meanwhile, couples earning less than $75,000 and singles
earning less than $55,000 could only partially deduct their contributions.
Once inside a traditional IRA, though, money is allowed to grow tax-

deferred,which, aswediscussed, gives investors the advantageof uninterrupted
compounding. But upon retirement, withdrawals are taxed as ordinary in-
come, just like in a 401(k).

WHAT BELONGS
Like a 401(k), IRAs are another place to consider buying bonds or bond
funds. In reality, IRAs give investors more flexibility than 401(k)s to gain
fixed-income exposure. Why? Most 401(k)s offer only limited choices among
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bond funds. Many only offer one bond fund, and that is typically a long- or
intermediate-term general bond fund that invests in a mix of government and
corporate debt. In an IRA, though, investors can establish their accounts
anywhere and therefore have far greater fixed-income choices to consider.
Within the universe of bonds, the less tax-efficient a bond or bond fund is,

the more suitable it is for an IRA, since the tax-deferral can shelter your in-
vestment. So high-yield bonds, which throw off the most income, are a great
type of asset to shield in an IRA. But be careful here: Don’t just invest in a
high-yield junk bond fund just because they are appropriate for IRAs from a
tax standpoint. Make sure they and other assets are appropriate for you,
based on your overall asset allocation strategy.
REITs also make a good fit for IRAs from a tax standpoint. While REITs

and REIT funds are not fixed-income securities, they do throw off a good deal
of dividend income. Unfortunately, REIT income is not considered ‘‘qualified
dividend income,’’ and therefore is taxed as ordinary income, not at the
beneficial 15 percent dividend tax rate. By placing these real estate securities in
an IRA, you can shield yourself from those hefty tax bills.
As far as equities go, funds that trade stocks often are candidates for IRAs.

This includes small-cap funds, which on average have a significantly higher
turnover rate than large-cap portfolios. It also includes growth-oriented port-
folios, which also have a greater tendency to pick and roll rather than buy and
hold. If you’re thinking of investing in individual stocks that you don’t plan to
hold for years—but rather, plan to trade frequently—then those may be ap-
propriate for an IRA, since the tax deferral will shelter you from having to pay
immediate capital gains taxes. But again, make sure these are relatively stable
holdings that aren’t the absolute riskiest types of stocks. Remember, in an IRA,
youcannot takeadvantageof tax-loss harvesting, which is a fancy term that refers
to realizing capital losses to match up with gains elsewhere in one’s portfolio.

Roth IRA
WHAT THEY ARE
Roth IRAs were first made available to investors in 1998. Since, this new-
fangled individual retirement account has changed the way individual in-
vestors save for their own retirement. (Figure 15-6 shows the total assets held
in Roth IRAs since from 1998 to 2003.)
Like a traditional IRA, a Roth is an individual retirement account that

allows you to shelter money from taxes. But a Roth works differently. For
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starters, it does not allow you to deduct your annual contributions. In other
words, you fund these accounts with after-tax dollars, not pretax funds.
Moreover, at retirement, gains withdrawn from a Roth come out tax-free (you
can also withdraw your principal contributions to a Roth tax-free as well,
since you already paid taxes on that money).
This means that compared with a deductible IRA, a Roth starts off with

a disadvantage (no deductibility) but ends with a huge advantage (tax-free
withdrawals). Because it takes some time for a Roth to overcome its early
disadvantage, it tends to be more appropriate for investors who have longer
time frames in which to invest in these accounts.
Having said that, Roth IRAs have income restrictions. As of the printing of

this book, only married couples earning less than $150,000 and singles earning
less than $95,000 qualify to make full contributions each year to a Roth.
Moreover, couples earning more than $160,000 a year and singles earning
more than $110,000 can’t make any contributions at all (those who fall in
between are eligible for partial contributions).
Just aswith a traditional IRA,Roths allowyou to stuff $4,000 a year through

2007 and $5,000 in 2008. Thereafter, contributions will be adjusted for infla-
tion.And investors 50 or older are allowed to put in an additional $500 a year in
catch-up contributions through 2005 and $1,000 a year starting in 2006.

TAX IMPLICATIONS
Because a Roth does not allow you to deduct any of your contributions, it is
funded entirely with after-tax money. Once inside the account, the money is
sheltered from all taxes. And withdrawals come out entirely tax-free.

Fig. 15-6. Total Assets Held in Roth IRAs (in Billions of Dollars).

Source: Investment Company Institute
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WHAT BELONGS
Again, in general it makes sense to use your tax-deferred vehicles to invest in
bonds—tomaximize the tax shelter. So bonds, in particular high-income bonds,
make attractive candidates for Roth IRAs. Virtually all types of investments
suitable for a traditional IRA make sense in a Roth as well.
But if you plan to use your tax-deferred accounts to invest some money in

stocks, then a Roth is the most attractive type of tax-deferred account to use
for equities. Why? In a 401(k) and a traditional IRA, withdrawals are taxed as
ordinary income. So an equity investor may enjoy tax-deferral. But at with-
drawal he or she may be forced to convert capital gains and dividend taxes—
which get the beneficial 15 percent rate—into ordinary income taxes, which
are typically much higher.
This does not happen in a Roth IRA, because qualified withdrawals are

completely tax-free. So instead of converting low taxes into high taxes, you are
in effect converting low taxes into no taxes. So, a Roth can be appropriate not
only for stocks and bonds, but for all types of equities, ranging from dividend-
paying stocks to high-growth and high-turnover funds.

Quiz for Chapter 15
1. Asset location is more important than asset allocation.
a. True
b. False

2. Thanks to recently reduced federal taxes on income, capital gains, and
dividends, it is better to use your taxable accounts to invest in . . .
a. Stocks instead of bonds
b. Bonds instead of stocks
c. Neither

3. Thanks to recently reduced federal taxes on income, capital gains, and
dividends, investors don’t really need to fund their 401(k)s as much.
a. True
b. False

4. A Roth IRA and a traditional IRA differ because . . .
a. Roths are deductible and traditional IRAs aren’t.
b. Roth withdrawals are taxed as ordinary income while withdrawals

from traditional IRAs are tax-free.
c. Roths are funded with after-tax money while some traditional IRAs

can be funded with pretax dollars.
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5. If you use your 401(k) to invest in equities, which of the following types
of stock funds would be the most appropriate, from a tax standpoint?
a. Growth stock funds
b. Value stock funds
c. Dividend-oriented stock funds

6. Municipal bond funds are most appropriate for . . .
a. Tax-deferred accounts
b. Taxable brokerage accounts

7. REITs and REIT funds are most appropriate for . . .
a. Tax-deferred accounts
b. Taxable brokerage accounts

8. If you use a tax-deferred account to invest in equities, which type would
be most appropriate for stocks?
a. 401(k)
b. Traditional IRA
c. Roth IRA

9. All things being equal, stock index funds should be put into a . . .
a. 401(k)
b. Traditional IRA
c. Taxable brokerage

10. If you’re scared of losing money in a high-risk stock, you should put the
asset in a . . .
a. 401(k)
b. Traditional IRA
c. Taxable brokerage
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Final Exam

1. What are the three pillars of all investing portfolios?
a. Stocks, bonds, and real estate
b. Stocks, bonds, and mutual funds
c. Stocks, bonds, and cash

2. Why do we invest in equities?
a. To beat bonds
b. To beat inflation
c. To beat cash

3. Bonds are an important asset class because . . .
a. They stabilize a portfolio
b. They offer income
c. Both
d. Neither

4. What does it mean to hit the four corners of the style box?
a. To diversify your stock portfolio
b. To diversify among the four major asset classes
c. To maximize your risk-return profile
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5. Buying a stock is riskier than buying a house.
a. True
b. False
c. It depends

6. Mutual funds play an important role in most investors’ portfolios
because . . .
a. They tend to outperform the stock market.
b. They represent another asset class, beyond stocks and bonds.
c. They offer instant diversification.

7. Cash is an important asset class because . . .
a. It provides a short-term parking place for money, which can then be

deployed elsewhere.
b. It sometimes beats bond market returns.
c. It generates a needed income stream.

8. The difference between growth and value investing is . . .
a. Value investors are bargain hunters and growth investors seek per-

formance.
b. Value investors seek high quality stocks while growth investors seek

high yield.
c. Value investors care about the short term while growth investors care

about the long term.

9. Efficient Market theory states that . . .
a. The stock market is ultimately rational and that pretty much

all the information about a given stock is already built into its
price.

b. Only professionals can prevail in the stock market.
c. Stocks are a more efficient asset class than bonds.

10. In judging a stock, it is necessary to consider the underlying company’s
revenue growth because revenues are a sign of . . .
a. Healthy profit margins
b. Expanding business opportunities
c. Profitability

11. A company’s shareholder equity is the same thing as stock market
value.
a. True
b. False
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12. Return on equity is a gauge of . . .
a. Total returns
b. Total returns only for stocks
c. Profitability

13. The most widely used measure of a company’s stock valuation is . . .
a. Its price-to-earnings ratio
b. Its closing price
c. Its dividend yield

14. The PEG ratio measures a stock’s . . .
a. Growth
b. Valuation
c. Size

15. The earnings yield of a stock measures . . .
a. How much profits a company is generating based on every $1 in

revenues
b. How much profits a company is generating for every $1 in price
c. Howmuch profits a company is generating relative to its dividend yield

16. If a stock’s dividend yield rises over time, it’s a sign of . . .
a. Rising dividend payouts
b. Falling share prices
c. Perhaps both

17. Dollar cost averaging is a strategy designed to . . .
a. Maximize returns in a rising market
b. Minimize returns in a rising market
c. Minimize risk in a falling market

18. If market interest rates are rising, it’s a bad time to be buying . . .
a. Bonds
b. Cash
c. Precious metals

19. Bond investors worried about interest rate risk should . . .
a. Stick with short duration bond funds
b. Stick with bond funds because they have no fixed maturities
c. Avoid bonds altogether

20. Bond investors worried about credit risk should . . .
a. Consider a mutual fund
b. Ladder their bonds
c. Stick with high yield bonds
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21. All cash accounts are FDIC insured.
a. True
b. False

22. Putting money into a money market account is safer than putting it
into . . .
a. A money market fund
b. A CD
c. A passbook savings account

23. The total expense ratio of a mutual fund represents 100 percent of the
annual costs associated with a fund.
a. True
b. False

24. Fees are important when judging a mutual fund because . . .
a. They can affect the return.
b. They speak to the quality of the fund manager.
c. They speak to past performance.

25. By law, a balanced mutual fund must invest in . . .
a. 60 percent stocks and 40 percent bonds
b. 70 percent stocks and 30 percent bonds
c. There are no such restrictions

26. Laddering your bonds is a strategy designed to . . .
a. Diversify your bond holdings by buying bonds with different

maturity dates
b. Diversify your bond holdings by buying bonds with different

yields
c. Diversify your bond holdings by buying different types of

bonds

27. Chasing fund performance is a good way to pick an investment because
you’re studying a fund’s past returns.
a. True
b. False

28. Ideally, which of the following types of investments belongs in your
401(k), assuming you have enough money to invest in other assets
outside your retirement account?
a. S&P 500 index fund
b. Bonds
c. Growth stocks
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29. Asset allocation strategies are the single biggest determinant of your
long-term total returns.
a. True
b. False

30. Ideally, you should establish an asset allocation strategy based on . . .
a. Your age
b. Your age and risk tolerance
c. Your age, risk tolerance, and when you plan to retire

31. Municipal bonds are federal income-tax-free. So who should consider
them?
a. All investors
b. Investors in the lowest tax brackets
c. Investors in the highest tax brackets

32. Short-term and intermediate-term bond funds differ in their exposure
to . . .
a. Credit risk
b. Interest rate risk
c. Fund manager risk

33. If Stock A has a return on equity of 20 percent and Stock B sports an
ROE of 17 percent, which is considered more profitable?
a. Stock A
b. Stock B
c. It’s impossible to determine without more information

34. If market interest rates are rising, it’s a good time to be considering . . .
a. Bond funds
b. Money market funds
c. Balanced funds

35. The difference between A share class funds and direct-sold funds is . . .
a. A share class funds are no-load and direct-sold portfolios charge

loads.
b. A share class funds assess a load upon redemption while direct-sold

funds charge commissions up front.
c. A share class funds are load funds while direct-sold portfolios are no-

load.

36. Duration is the same thing as average maturity.
a. True
b. False
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37. R-squared is . . .
a. The correlation of an investment’s performance to a benchmark

index
b. A measure of an investment’s volatility
c. A measure of an investment’s performance

38. Standard deviation is . . .
a. The correlation of an investment’s performance to a benchmark

index
b. A measure of an investment’s volatility
c. A measure of an investment’s performance

39. Why is free cash flow an important measure of a company’s health?
a. It represents how much money is available to pay expenses.
b. It represents how much flexibility a company has to do new things.
c. It represents how profitable a company is.

40. Commodities are often a bet on . . .
a. The economy
b. Management
c. An investor’s stock-picking prowess

41. What is the advantage of investing through a mutual fund supermar-
ket?
a. It is a one-stop shopping center for thousands of funds.
b. All funds are no-load.
c. All funds have no transaction fee.

42. How is a money market account different from a money market fund?
a. Money market accounts are bank accounts, not mutual funds.
b. Money market accounts typically pay higher yields.
c. Money market funds restrict the number of transactions you can

make.

43. All things being equal, bonds belong . . .
a. Inside a tax-deferred investment account
b. Outside tax shelters, in a regular taxable account
c. In a Roth IRA

44. As you age, your asset allocation strategy should typically grow
more . . .
a. Aggressive
b. Conservative
c. Tactical
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45. The beneficial treatment of dividend income means investors should
consider putting money into . . .
a. REITs
b. Growth stock mutual funds
c. Dividend-paying blue chip stocks

46. The passage of federal tax cuts between 2001 and 2003 has made in-
vesting in taxable accounts . . .
a. More attractive than investing in 401(k)s
b. More attractive than they used to be
c. Growth stock mutual funds

47. An investment in residential real estate is more liquid than equities.
a. True
b. False

48. All things being equal, municipal bonds should be held in . . .
a. An IRA
b. Roth IRA
c. A taxable brokerage account
d. All of the above

49. All things being equal, REITs should be held in . . .
a. An IRA
b. A Roth IRA
c. A taxable brokerage account
d. All of the above

50. Asset allocation is more important than . . .
a. Asset selection
b. Asset location
c. Neither of the above
d. Both of the above
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GLOSSARY

A share class fund. An advisor-sold fund where the brokerage commission is
levied up front, before an investor puts money into the market. Also known as
a front-end load fund.

American Depository Receipts, or ADRs, allow individuals to invest directly in
foreign companies, particularly in the stocks of developed markets. An ADR
is a proxy of sorts that represents shares of a foreign company. The actual
shares of that foreign stock are held by a bank in the United States, while the
ADR itself, or the receipt of those shares, trades on the major U.S. stock
exchanges, like the NYSE, Nasdaq, or American Stock Exchange.

American Stock Exchange. The smallest of the three major stock exchanges,
the AMEX has become a leading exchange for so-called exchange traded
funds.

Annual report. Issued by publicly traded companies once a year, the annual
report communicates the firm’s performance and activities during the previ-
ous year to shareholders. It includes financial highlights and a review of op-
erations, which should provide detail on important recent developments,
including new product launches, acquisitions, mergers, and sales of units.

Ask price is the price that current shareholders are willing to sell their
shares for.

Asset allocation refers to the amount of money, in percentage terms, we invest
in stocks, bonds, and cash in a portfolio. The vast majority of an investor’s
returns over time can be explained by his or asset allocation strategy, rather
than by stock selection.

Automated savings plan. A savings program where a portion of your paycheck
is automatically set aside each week or month and sent to a money market
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fund or some other savings vehicle. A derivation of an automated savings plan
is a so-called automated investment plan, where a small amount of an in-
vestors’ money is dollar cost averaged into a stock or bond fund every month.

B share class fund. An advisor-sold fund where the commission is deducted
when the investor sells the fund, as opposed to when he or she buys it. Also
known as back-end or deferred load funds. A common feature of back-end
loads is that they diminish gradually over time, so the longer you hold the fund
without selling, the more you delay having to pay commissions—and often,
the lower the commission is.

Balanced funds. Also known as hybrid funds, balanced portfolios are mutual
funds that are allowed to invest in a mix of both stocks and bonds. Typically,
the mix is set at around 60 percent equities/40 percent bonds, but that can
fluctuate.

Balance sheet is a financial statement that accounts for a company’s assets and
liabilities. It gauges a company’s overall financial health at a particular point
in time. The balance sheet is one of the three major financial statements that a
publicly traded company must issue once a quarter.

Basic material stocks. These are shares of companies that produce, mine, or
distribute commodities or other raw materials used in the manufacturing
process. Basic materials stocks range from chemical companies tomining stocks
to steel.

Bear market. A major, sustained correction in the equity markets that causes
stock values to fall more than 20 percent.

Beta. A classicmathematical measure of an investment’s volatility. Stocks with
a beta of 1 are said to be as volatile as the broad equity markets. Stocks with a
beta of 2 are said to be twice as volatile.

Bid-ask spread is a hidden cost of sorts that you pay whenever you make a
stock transaction. It is the difference between the price that a seller is willing
to sell shares for and that a buyer is willing to pay for the same exact
stock. The difference may be pocketed by middlemen known as market
makers.

Bid price is the price a buyer states that he or she is willing to pay an existing
shareholder for their stock.

Bond funds. A type of mutual fund that invests primarily in fixed-income se-
curities. For smaller investors, this is the easiest—and cheapest—vehicle with
which to gain bond exposure.
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Bottom line. Slang for a company’s profit or net income. It is referred to as the
bottom line because it appears as the final line on an income statement.

Brokerage commission. Money paid to a broker or brokerage firm as com-
pensation for placing and executing a transaction order.

Bull market. A major, sustained rally in the equity markets that causes stock
values to rise more than 20 percent.

Buy on margin. A term that refers to purchasing stock with borrowed money.
It is a form of leverage. Buying on margin is generally considered a risky
strategy. Should your portfolio lose significant value based on a wrong bet,
your broker may order a margin call.

C share class funds. An advisor-sold fund in which the commission may be
taken partially up front, before an investor buys shares, and partially at the
end, upon sale. Also known as level load funds. While these commissions may
be somewhat lower than those charged in an A share or B share fund, C share
funds tend to charge higher annual fees to compensate for the lower upfront
commissions.

Callable bond. A bond that gives the issuer the right, under certain circum-
stances, to end the life of the contract sooner than expected.

Capital appreciation. Investing with the goal of growing your principal
through price appreciation over time.

Capital gains. Gains achieved in the underlying value of an investment. Upon
sale, those capital gains are said to be ‘‘realized.’’ Prior to booking the profit,
they are said to be ‘‘unrealized.’’

Capital gains taxes. Taxes that must be paid upon realizing capital gains. At
present, the federal tax rate on long-term capital gains—those held for more
than a year—is 15 percent.

Capital preservation. Investing with the goal of protecting the principal value
of your investments by taking a conservative approach.

Cash drag. The negative impact on returns that large cash holdings have on a
mutual fund’s performance. Typically, cash drag occurs when funds are in-
undated with large cash flows, making it difficult for the fund manager to
invest the money immediately in the stock market.

Certificates of Deposit, or CDs, as they are known, are a popular savings
vehicle created by banks that allow savers to lock in interest rates. Like a
bond, CDs come with maturity dates, typically ranging from as little as one
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month to as long as five years. During that time, investors are largely
restricted from having access to those funds. However, the interest rate at the
time of purchase is guaranteed for the life of the CD.

Chicago Board Options Exchange. A leading exchange in futures and options
contracts, which are complex financial instruments used by professionals to
hedge their investment bets.

Chicago Mercantile Exchange. A leading commodities exchange that facili-
tates trading in a wide range of investments, from currencies, such as Euro-
dollars, to commodities like beef, dairy, fertilizer, and lumber.

Closing price. The last price a stock traded for in the day’s session.

Commodities. Any unfinished or unprocessed good that can be traded in bulk.
They can range from agricultural products such as pork bellies, coffee, and
cotton, to basic materials such as copper and silver.

Commodity futures. Financial contracts tied to the delivery of commodities,
such as metals or agricultural products, at some point in the future. This can
be a dangerous game. Investing in futures contracts is akin to betting more
than investing.

Common stock. The most basic share of ownership of a business. As an owner
of common stock, you will probably receive a portion of the firm’s earnings
back through dividend payments, which are typically made quarterly or semi-
annually.

Compound interest. The ability of yourmoney to grow exponentially over time.
It reflects the rate of return that an investment earns, along with how interest in
subsequent periods is earned on that interest, generating powerful gains.

Cost of goods sold. The total costs it takes a company to manufacture and
distribute goods and services sold in a given period. These costs might
include labor, raw materials, shipping, marketing, insuring, and ware-
housing.

Coupon rate represents your interest rate if you purchased a bond at par. For
example, if you bought a $1,000 Treasury bond with a 5 percent coupon for
par value, you would earn $50 a year in interest on that bond, and your real
interest rate and coupon rate would be 5 percent.

Credit quality refers to the amount of credit risk to which a bond issuer
exposes you. The highest quality bonds—with credit ratings of AAA from
Standard & Poor’s and Fitch, or an Aaa rating from Moody—expose in-
vestors to virtually no credit risk, due to their strong financial health.
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Credit risk refers to the possibility that the bond issuer, despite its promises
and best intentions, may default on its obligations to pay you a certain coupon
or to return your principal to you at maturity.

Currency risk refers to the change in the value of local currency. These fluc-
tuations in currency values can have huge impacts on investors. They can also
impact the underlying health of a stock.

Current yield represents the interest you enjoy on the bond if you purchased
it at the current price. It can be determined with the formula: Annual interest
generated by the bond/Current price¼Current yield.

Day order. A transaction order for a security that is only good for the day in
which it is placed.

Day traders. Investors who buy and sell stocks several times within a day,
hoping to book quick intraday profits.

Default. The failure of a bond issuer to make good on its promise to pay the
bond investor interest and to return the original principal investment back at
an agreed upon date.

Developed markets refers to the equity and fixed-income markets in leading
industrial nations, such as the United States, Japan, Germany, the United
Kingdom, France, and Italy.

Direct-sold funds, also known as no-load funds, are mutual funds bought and
sold directly through fund companies. They do not come with commission
charges.

Dividend payments refers to the occasional payouts that some publicly
traded stocks make to their shareholders. These payouts represent a
portion of the firm’s earnings being returned to the owners of the
business.

Dividend reinvestment plans, or DRIPs, allow individuals to invest in stocks
without having a brokerage account. With a DRIP, an investor can purchase
stock directly from the publicly traded company itself.

Dividend yield. A measure of the amount of dividend income thrown off by a
stock. The formula to calculate this is: Dividend income per share/current price
per share¼Dividend yield.

Diversification. Refers to owning a mix of different assets—such as stocks,
bonds, or cash—and different securities within those asset classes to minimize
risk by spreading it out over numerous holdings.
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Dollar cost averaging is a conservative investing approach that calls for
putting small amounts of money to work each month, quarter, or at some
other routine interval. By buying at intervals, you ensure that you will never
be purchasing a security at the absolute worst possible time in the market.
The idea is to diversify, or average out, based on when you purchase your
securities.

Dow Jones Industrial Average. A benchmark stock index comprised of 30 of
the biggest companies in the U.S. market that reflects the industrial strength of
the domestic economy. Companies are added or deleted from the DJIA by
editors of the Wall Street Journal.

Earnings yield refers to the amount of corporate earnings an investor is pur-
chasing for every $1 he or she is buying in equities. It is the inverse of a stock’s
price to earnings ratio. The formula to calculate earnings yield is: Earnings per
share / Price of security¼Earnings yield.

Efficient market theory says that the stock market is ultimately rational and
efficient, that one reason it’s difficult for professional managers to beat the
major indexes is that stock prices fully reflect the sum total of all the relevant
market information that exists to help price the stock.

Emerging market stocks are those of companies—both large and small—
headquartered in countries whose economies are relatively young and there-
fore are undeveloped, among them Brazil, China, Malaysia, Mexico, South
Korea, South Africa, and Taiwan. Investment risks in these stocks include
political instability, or in some cases even revolution in the countries where
these companies are based.

Equities. Another term for stock.

FICO score. The letters stand for Fair, Isaac Co., a California company that
assesses consumer credit-worthiness based on information found in credit
reports maintained by the major credit bureaus: TransUnion, Equifax, and
Experian. FICO scores range from 300 to 850; the higher your score, the better
your credit rating.

52-week range. A range of prices for a stock that considers its highest and
lowest closing prices over the past year.

529 plan. A self-directed state-sponsored college savings plan that allows
families to invest tax-deferred. Investment gains withdrawn from a 529 that
are used for qualified educational expenses—such as tuition, room, and
board—are federal tax-free.

Glossary338



Fixed-income instruments. Another term for bonds.

Fixed maturity date. Refers to the date at which a bond matures and the
original principal value of the bond is to be returned in full to the investor.

Flight to quality refers to investors flocking to high quality stocks (such as
shares of big, blue chip companies) and bonds (typically Treasury securities)
during times of heightened economic or geopolitical risks.

Forward P/E. A stock’s price-to-earnings ratio, based on estimated earnings
for the underlying company over the next 12 months.

401(k) plan. A self-directed company-sponsored retirement plan that allows
workers to contribute pretax dollars and to invest the money tax-deferred.
Typically, money held in a 401(k) is invested in mutual fund options.

Free cash flow. The money a company has remaining after all obligations and
capital expenditures are met. The higher a company’s free cash flow, the more
financial flexibility it has.

Fund manager risk refers to the risk a mutual fund investor exposes him- or
herself to by investing in an actively managed fund. While there is a possibility
that your fund manager will outperform the market in any given year, there is
also the risk that the same manager could have a bad year.

GARP stands for growth at a reasonable price, a school of investing that
concentrates on shares of companies with the brightest growth prospects. But
within that universe, GARP managers prefer to focus on those shares trading
at relatively cheap prices, since lower valuations often equal lower risk.

General equity funds invest in a cross section of different industries and sectors
that make up the stock market.

General obligation bonds are a type of municipal bonds issued by states,
counties, or cities for general purposes. Because they are issued by govern-
ments that have the authority to raise taxes, the perception is that these types
of munis are relatively safe.

Gold stocks are shares of companies whose core business is tied to the mining,
processing, or distribution of gold.

Good-this-month order. A transaction order for a security that is good until the
last trading day of the month.

Good through order. A transaction order for a security that allows an investor
to assign a specific date at which the limit order will expire.
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Good-till-canceled order. A transaction order for a security that allows the
investor to keep the order open until he or she decides to cancel it.

Growth stocks are shares of companies whose underlying profits and sales are
growing faster than the overall market. Because of their growth character-
istics, investors are often willing to pay higher prices for these shares,
which leads growth stocks to have higher P/E ratios, in general, than value
stocks.

Hidden load. Refers to 12b-1 fees, which are charged to existing shareholders
of a mutual fund to cover distribution and marketing expenses for the fund.
In many cases the 12b-1 is used to compensate brokers or advisors for driving
client assets into that fund.

High price. The highest trading price of a stock in a trading day.

High-yield bonds. Low-quality, or so-called ‘‘junk,’’ bonds that are forced to
pay higher interest rates to attract investors. High-yield bonds are typically
issued by companies of questionable financial strength.

High-yield funds. Fixed-income mutual funds that focus on high-yield cor-
porate debt.

High-yield muni bond funds. Fixed-income mutual funds that focus on high-
yield municipal debt.

Holding period refers to how long an investor hangs onto a security before
selling.

100-minus rule is an age-based formula for determining a basic investment
mix. Under this simple—some would say overly simplistic—asset allocation
strategy, you subtract your age from 100, and the answer tells you what
percentage of your assets should be held in stocks. The remainder can be put
into bonds or a combination of bonds and cash.

110-minus rule, an age-based formula for determining a basic asset allocation
strategy, is slightly more aggressive than the more common 100-minus rule.
Under this strategy, an investor subtracts his or her age from 110. The answer
determines what percentage of assets should be held in stocks, with the re-
mainder put into bonds or a combination of bonds and cash.

Income statement. Sometimes called the statement of profit and losses, the income
statement is one of three major financial statements that publicly traded compa-
nies must issue at least once a quarter. It reflects the profitability of a company by
measuring its revenuesagainst the costs associatedwithgenerating those revenues.
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Index. A benchmark of sorts that is used to gauge the performance of the
stock or bond markets or a segment of them. Examples of leading indexes
include the Dow Jones Industrial Average, the S&P 500 index of blue chip
stocks, and the Nasdaq composite index.

Individual retirement accounts, commonly known as IRAs, are self-directed
retirement accounts an investor can voluntarily fund. Within them, money is
tax sheltered while it grows. An investor can choose any number of different
stocks, bonds, or mutual funds to invest in. There are several different types of
IRAs, among them traditional IRAs, which are funded with pretax dollars,
with the investor paying taxes on gains at withdrawal; and Roth IRAs, which
are funded with after-tax dollars but withdrawals are tax-free.

Inflection points are points in time when market trends reverse. For example,
they might mark transitions from a bear market to a bull market, or from a
rally to a correction.

Initial public offering, or IPO, is a process that allows a company to begin
trading its shares in the open market.

Intermediate-term bonds. Fixed-income securities thatmature in two to 10 years.

Intermediate-term bond funds. Mutual funds that invest in intermediate-termdebt.

Interest income and expenses. A line item on a company’s income statement
that accounts for interest income earned during a particular period along with
expenses incurred to finance projects.

Interest rate risk refers to the risk a bond investor faces should interest rates
rise. A basic principle of investing is that bond prices move in the opposite
direction of market interest rates. So, if market rates rise, bond prices would
fall. And should bond prices fall more than the security yields, the investor’s
portfolio would face losses.

Intrinsic value gauges the true worth of a company by considering all the
tangible and intangible value a firm possesses, including its perceived worth.

Investment-grade bonds. High-quality fixed-income securities issued by com-
panies with strong credit histories and ratings, as graded by the major credit-
rating agencies. These are the antithesis of high-yield bonds.

Junk bond. See high-yield bonds.

Large-cap stocks refers to companies whose market value is $10 billion or
more. Also called blue chip stocks because they are considered safer and more
stable than shares of young start-ups.
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Letter to Shareholders. A letter included in a company’s annual report written
by the chief executive and/or chairman of the corporation. This brief note
tends to highlight important accomplishments, challenges, and setbacks of the
company in the previous year.

Leverage refers to the act of borrowing money to invest it. The idea is, if you
can borrow money, you can use the proceeds to bolster or leverage your in-
vestment to even greater gains that you could otherwise afford on your own.

Limit order. A transaction order for a security that allows the investor to set the
price. For example, if you wanted to buy shares of Company X at $25 a share
but the stock was currently trading at $30, you could put a limit order on the
stock that would direct your broker to purchase shares once they fell to $25.

Liquidity refers to the ease with which investors can buy and sell an asset or
security.

Load funds. A general term for mutual funds that are advisor-sold. As such,
load funds charge investors a commission for the advice provided to purchase
the fund. Within the universe of load funds, there are front-load, back-end
load, and level load funds.

Long-term bonds are those that mature in 10 years or more. They are regarded
as more aggressive and risky from the standpoint of interest rate risk than
short-term bonds.

Low price refers to the lowest price at which a security traded for in a given day.

Lump-sum investor. An investor who puts a sizable portion of his or her money
into stocks or bonds instead of dollar cost averaging gradually into the
market.

Market capitalization, or market cap, refers to the company’s total market
value. It is calculated by multiplying the total number of shares a company has
outstanding by the current price per share.

Market correction. A downturn in the markets. Among equities, a market
correction refers to a loss of 10 percent or more in major stock indexes such as
the Dow Jones Industrial Average or the S&P 500 index.

Market maker. Sometimes known as a specialist, a market maker is the
middleman that facilitates trading in a given stock, in part by helping to match
up buyers with sellers. Market makers are typically broker-dealer firms whose
job, when there is an imbalance of buyers and sellers in the marketplace, is to
facilitate trading in the security.
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Market order. A transaction order for a security that requests immediate
execution at the best possible price.

Market risk is the risk of potential losses investors face on their investments
based on diminished prices.

Market value. Same as market cap. It refers to the value that Wall Street
collectively assigns a company at any given moment in time, based on the
company’s stock price at that moment. The formula to calculate market value
is: Current price per share�Total shares outstanding¼Market value.

Market weighting refers to the way broad stock market indexes divide up
their holdings. For example, the allocation between large stocks and small
stocks in the Wilshire 5000 Total Stock Market index is roughly 80 to 20
percent, so a market weighting between large and small stocks would be said
to be 80-20.

Maturity date is the date when a bond issuer agrees to redeem the bondholder.
It is also the date when the loan contract itself—the bond—expires.

Micro-cap stocks. Refers to tiny stocks, generally in firms with market capi-
talization of $250 million or less.

Mid-cap stocks. Refers to medium-size stocks, companies whose market val-
ues range between $1 and $10 billion.

Money market accounts are a type of savings account that places a few re-
strictions on the number of transactions one can make but in exchange will
often pay noticeably higher yields than basic passbook accounts or checking
accounts. Money market accounts are FDIC insured.

Money market mutual funds invest in extremely short-term debt and they
are considered a cash vehicle. Money market funds sometimes pay out
more in interest than money market accounts, but they are not FDIC
insured.

Moving averages are recent trading patterns in a stock or stock index that help
technical analysts gauge the relative appetite for a given investment. Common
examples include the 50-day, the 100-day, and the 200-day moving averages.
Typically, it is considered a bearish sign for a security if its price falls below its
50-, 100-, or 200-day moving averages. Conversely, it’s considered bullish
when a stock breaks out above its historic moving averages.

Municipal bonds. Debt issued by states, counties, municipalities, local agen-
cies, and school districts to pay for such things as construction projects,
highways, or basic obligations.
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Mutual fund. A popular investment vehicle that offers investors access to a
pooled, diversified portfolio of stocks, bonds—or a combination—with rela-
tively low minimum initial investment requirements. The majority of mutual
funds also give investors access to professional management.

Mutual fund supermarkets are brokerage platforms that give investors access
to thousands of different mutual funds run by hundreds of different mutual
fund companies. Because fund supermarkets cater to self-directed investors,
they tend to provide a large selection of no-load funds. Like food vendors
dealing with grocery stores, the mutual fund companies themselves will often
pay the fund supermarket for ‘‘shelf space’’ to sell their wares.

Nasdaq national market is a leading electronic stock exchange where some of
the biggest and best-known technology and growth companies in the United
States are listed.

Net asset value, or NAV, represents the total market value of a mutual fund.
Divided by the total number of shares that fund has outstanding, net asset
value per share represents the current price of a mutual fund. In essence, net
asset value is the total market value of all the securities in that fund—minus
expenses and liabilities—divided by the total number of shares that are out-
standing. The formula to calculate a fund’s net asset value is: Total Market
Value of Portfolio – Liabilities/Total shares oustanding¼NAV.

Net income is the most common measure of a company’s profitability. It takes
all of the revenues and interest income enjoyed by a company in a reporting
period and subtracts the costs that were required to engineer those sales. If
you divide a firm’s net income by the total number of shares it has out-
standing, you get its earnings per share, or EPS. Because net income is the
final line in an income statement, earnings are referred to as the bottom line.

New York Board of Trade. A leading exchange that facilitates trading in
commodities such as cocoa, coffee, cotton, ethanol, and sugar.

NewYork Stock Exchange. Sometimes referred to as the Big Board, the NYSE
is the nation’s leading stock exchange. It is where some of the leading stocks in
the U.S. market are traded.

No-load funds, also referred to as direct-sold funds, are purchased and sold
directly through fund companies and do not come with any commission
charges.

No transaction fee funds. Within mutual fund supermarkets, these are lists
of direct-sold funds that can be bought or sold without being assessed a
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brokerage commission by the brokerage platform itself. These are by defini-
tion no-load funds, so investors won’t be assessed a load either.

Open price is the price a stock starts trading for at the start of a trading
session.

Par value refers to the face value of a bond. Since bonds are typically sold
in $1,000 increments, it’s likely that the par value of your individual bond is
going to be $1,000. One exception might be with municipal bonds, where par
might be set at $5,000 per bond.

Payout ratio is the percentage of profits returned to shareholders in the form
of dividend income. The higher the payout ratio, the more appealing a stock
may be to an income- or value-oriented investor.

Preferred stock represents an ownership unit of a company that is slightly less
risky than common stock. Preferred stock holders typically receive bigger
dividend payouts than common stock investors and are ahead of common
stock investors in line to claim losses should the company file for bankruptcy.
Typically, preferred shares do not give investors voting rights for the man-
agement of the underlying company.

Price appreciation. An increase in the underlying market value of a stock or
other security. Combined with dividend income or yield, price appreciation
represents a major component of an investment’s total returns.

Price-to-earnings ratio, or P/E, is the most widely used valuation measure for
a stock. P/E ratios gauge the priceyness of a stock, based on its current share
price and the earnings generated by the underlying company. A stock can
have several different P/E ratios, based on how earnings are measured.
Trailing P/E, for example, is the P/E ratio of a stock based on its actual
trailing 12-month earnings, and forward P/E is the ratio based on estimated
forward 12-month earnings. Sometimes a P/E ratio will be calculated based on
calendar year earnings. To calculate a company’s price-to-earnings ratio:
Current stock price / Earnings per share¼P/E ratio.

Prospectus. The official document issued by a mutual fund letting share-
holders know how the fund and fund company plan to operate.

Publicly traded company is one whose shares are not held exclusively by a
single person or family, but rather, trade freely among members of the general
public on an open exchange. A companymust first go through an initial public
offering to achieve publicly traded status.
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R-squared refers to a mathematical estimation of howmuch of an investment’s
behavior can be explained by the movements of a benchmark. R-squared can
be used by fund investors to gauge whether a portfolio is highly correlated to a
market index, like the S&P 500, or if it diverges from that index.

Real Estate Investment Trust, or REIT, is a publicly traded company whose
purpose is to invest in real estate in some form or fashion. Some REITs
specialize in commercial properties, while others focus on residential real es-
tate. Because of its focus on real estate, REITs are often considered a separate
asset than equities. Because, by law, they must pass along to shareholders the
vast majority of the income derived from their investments, they are popular
vehicles for income-oriented investors. However, REIT income is not con-
sidered qualified dividend income, and therefore does not benefit from fa-
vorable tax treatment.

Rebalancing refers to the act of periodically resetting one’s mix of stocks,
bonds, and cash so market forces do not seriously upset a long-term strategic
asset allocation plan. Typically, investors will rebalance once a quarter or
once a year. Rebalancing is considered a strategy to reduce risk in a portfolio
since it forces an investor to sell portions of an asset that have risen dis-
proportionately in value and use those proceeds to purchase a competing asset
that has not performed as well. That way, an investor books profits periodi-
cally and ensures that he or she buys low and sells high.

Redeem. Refers to the act of selling out of an investment in exchange for cash.

Return on equity, or ROE, is a measure of a company’s earnings relative to
its shareholder equity. The higher the ROE, the more profitable a company is
said to be. ROE is considered a fair way to compare the profitability of
companies of varying sizes and industries. The formula for return on equity is:
Net income/Shareholder equity¼ROE.

Revenue bonds. A type of municipal debt floated by an agency of a state or
local government for a specific project. While revenue bond holders are ty-
pically paid from the receipts generated from these projects—like highway or
tunnel tolls—there is no explicit promise that the state or municipality will bail
out these bond issuers should the projects run into financial difficulties.

Reverse mortgage. A type of loan providing homeowners, often senior citizens,
with a stream of income that is backed by their homes. Unlike a traditional
mortgage, a reverse mortgage does not require you to pay back the loan, so
long as you continue to live in the house against which the mortgage is ap-
plied. Upon sale of the home or death, the reverse mortgage is paid off by the
proceeds of the home’s liquidation. A reverse mortgage can be paid out in a
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lump sum, in monthly payments, or in some other form of routine install-
ments.

Roth IRA. A type of self-directed retirement account funded with after-tax
dollars. Once inside, money in a Roth IRA can be invested in any number of
vehicles and grows tax sheltered. At withdrawal, investment gains can be
pulled out of these accounts tax-free, so long as the withdrawal meets certain
requirements.

S&P 500 index. One of the three major stock indexes followed by U.S. in-
vestors. The S&P 500 is a benchmark that measures the performance of the
500 largest-capitalization stocks in the U.S. market. It is considered a better
gauge of the broad domestic stock market than the Dow Jones Industrial
Average, since the S&P measure the performance of 500 companies instead of
the Dow’s 30.

Secondary offering is an additional offering of public shares following a
company’s initial public offering, or IPO.

Sector funds. Also known as specialty portfolios, these are a type of mutual
fund that specializes in a particular sector of the economy. For example, there
are sector funds that primarily invest in the technology, utilities. energy, or
health care sectors. Because of their niche, sector funds should not be used to
make up one’s core stock portfolio. Rather, they are useful to add some flavor
to a diversified portfolio of stocks or stock funds.

Sell discipline refers to reasons why an investor will choose to unload a stock
or bond. Typically, your sell discipline should mirror your buy discipline. For
example, if you buy stocks because they are undervalued, then it probably
makes sense to sell when you consider them overvalued.

Self-directed retirement accounts are tax-advantaged retirement plans, such
401(k)s and Roth IRAs, that force the investor to make all the investment
decisions.

Senior bonds are a type of corporate debt higher up in the pecking order of
claims in the event of a corporate bankruptcy. As a result of the greater as-
surance they provide, senior corporate debt does not necessarily have to offer
as high an interest rate to pique an investor’s attention.

Shareholder. An investor who owns a stake of a company of a mutual fund.

Shareholder equity refers to the total net worth of a company. You calculate it
by subtracting a firm’s liabilities from its assets: Assets – Liabilities¼
Shareholders’ equity (net worth).
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Short-term bonds are a form of debt that matures in only two or three years,
meaning they are less susceptible to interest rate risk. There are short-term
corporate and short-term government bonds.

Short-term bond funds are mutual funds that specialize in investing in fixed-
income securities that mature in about two or three years or less.

Small-cap stocks. Shares of small companies with total market capitalization
of $1 billion or less. Because of their size, small-cap stocks are considered a
riskier bet than shares of big, blue chip companies.

Standard deviation is a mathematical measure of an investment’s volatility and
risk. It compares a stock’s or a fund’s volatility to the average volatility of that
same type of stock or fund over a particular period of time. A stock with a
high standard deviation typically sees its price fluctuate wildly between high
and low points.

Statement of cash flows is one of the three major financial statements
that publicly traded companies must routinely provide to shareholders
and regulators. It tracks the flow of money into and out of the com-
pany’s coffers.

Stock. Sometimes referred to as equities, stocks represent partial ownership of
a company. Stocks can be purchased directly by an investor through a bro-
kerage account, or indirectly through a mutual fund that in turn purchases
these securities.

Stock buyback refers to repurchasing of shares by a company. Firms will
periodically repurchase their own stock in the open market to shrink the total
number of outstanding shares, thereby boosting earnings per share. More-
over, stock buybacks are often a signal to other investors that a stock is
trading at attractive prices.

Stock-specific risk. The risk of potentially losing money in a stock invest-
ment—not because the overall market is shaky, but because of turmoil in the
underlying business.

Stock split. A common strategy among some companies to subdivide their
existing shares outstanding. Often used by companies whose share price has
soared recently, a stock split has the affect of cutting the current price of a
single share of stock—which may make it easier for smaller investors to
purchase the security. At the same time, stock splits expand the total number
of shares outstanding. A common split formula is a 2-for-1, meaning if you
owned one share of Company X at $30, it then became two shares at $15 each.
Stock splits do not directly affect a company’s market capitalization.
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Stop loss order. A type of transaction order for a security that allows the
investor to minimize losses by setting a floor on the price of a stock. For
example, if you owned a stock trading at $10 a share, you could set a
stop loss at $7, requesting that the stock automatically be sold if it falls to
that level.

Strategic asset allocation refers to the long-term mix of stocks and bonds you
feel is appropriate for a person in your age group with your level of risk
tolerance. Strategic asset allocation is a basic blueprint for what percentage
of your assets you plan to hold in stocks, bonds, and cash. It represents the
general path that you plan to take to balance your desire for high returns and
low risk.

Subordinated bonds are a type of corporate debt whose investors must wait
until other lenders are made whole before making claims against the firm,
should it fall into financial trouble. As a result of having to take onmore credit
risk, owners of subordinated debt are often compensated with a slightly higher
interest rate.

Swing traders are investors who trade stock frequently, and therefore have
short holding periods. Unlike day traders, however, a swing trader may hang
on to securities for days before selling, as opposed to hours.

Tactical asset allocation refers to short-term moves that investors can make in
their asset allocation strategy—defined as their mix of stocks, bonds, and
cash—that try to take advantage of short-termmarket trends. An investor can
make tactical adjustments to an asset allocation strategy without upsetting a
strategic, or long-term, allocation approach.

Taxable bond funds are mutual funds that invest in either corporate bonds,
U.S. government debt, or a combination of the two. They are distinct from
municipal bond funds, which invest in debt issued by states and municipalities
and often come with tax advantages.

Tax-efficient stock funds are mutual funds that attempt to minimize the tax
liabilities of its shareholders through tactical purchases and sales and rela-
tively low turnover.

Taxable-equivalent yield. A calculation that helps determine whether, on an
after-tax basis, a tax-free municipal bond is more or less attractive than a
taxable Treasury security. If the taxable equivalent yield of a muni is higher
than the current yield of an equivalent Treasury, then a muni may be the
better buy. The formula to determine it is: Muni bond yield/(1�Your tax
bracket)¼Taxable equivalent yield.
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Time horizon refers to the length of time an investor has before he or she needs
to tap the money that is being invested. The longer your time horizon, the more
aggressive an investor can—and should—be with an asset allocation strategy.

TIPs, or Treasury Inflation Protected securities, are a relatively new form of
government bond whose principle value is adjusted to reflect the impact of
inflation over time. Thus, unlike other bonds, then, TIPs do not suffer from
inflation risk.

Top line growth refers to a company’s sales growth, as measured in its income
statement. It is called ‘‘top line’’ because it is the first line item listed in the
income statement.

Total expense ratio. These are comprised of is the annual fees that fund in-
vestors must pay every year to cover the management and administrative costs
of the fund. Expressed as a percentage of assets, the total expense ratio is
deducted from your fund’s returns.

Total return. The sum total of investment gains that an investor enjoys from
a security. Within the realm of stocks, total return is calculated by adding a
stock’s capital appreciation to its dividend payout. Among bonds, total return
is the yield plus or minus any changes in the bond’s price.

Total sales, also referred to as revenues, reflects the amount of goods or ser-
vices a company has sold in a particular period. It is listed on the income
statement on a quarterly and/or annual basis.

Total shares outstanding is the total number of ownership shares issued by the
company or mutual fund. By knowing total shares outstanding, you can figure
out how big a share of the company you own.

Trailing P/E. A stock’s price-to-earnings ratio, based on actual trailing
earnings over the past 12 months. Because corporate earnings generally rise
over time, a stock’s trailing P/E will often be higher than its forward P/E.

Trading range refers to a phenomenon in the stock market when the price of a
stock or index can’t seem to move above or below a certain level.

Trading volume refers to the numbers of shares of a specific stock that are traded
in a given day, not the price of those shares. If a stock’s price rises on unusually
high volume, that is considered a bullish indicator for that security. On the other
hand, if a stock’s price falls on high volume, it would be regarded as bearish.

Treasury bonds. Debt issued by the federal government that is backed by the
full faith and credit of Uncle Sam. From the standpoint of credit risk, Trea-
sury bonds are considered risk-free, since the Treasury Department can simply

Glossary350



print more money to make an investor whole. However, Treasuries, like other
bonds, are subject to interest rate risk.

Treasury bill, or T-bill, is a short-term cash instrument issued by the federal
government and backed by the full faith and credit of Uncle Sam. T-bills pay
no direct interest, unlike Treasury notes or bonds, where you are paid interest
along the way. However, T-bills are purchased at a discount to par value, and
investors earn money when they recoup the par value at maturity. Along with
money market accounts, CDs, and money market funds, these are a popular
cash vehicle.

Two times factor. A back-of-the-envelope asset allocation strategy in which
years away from retirement is multiplied by a factor of 2. The answer suggests
what percentage of your portfolio belongs in stocks. Therefore, a 20-year-old
worker 45 years from retirement should have 90 percent of his assets in equities.
Note, however, that as one ages, this strategymay become too conservative for
long-term investors.

Ultra-short-term bond fund. A mutual fund that invests in extremely short-
term debt that typically matures in about a year or two, or sometimes even
less. While ultra-short-term bonds are sometimes used as a cash vehicle, they
are still fixed-income assets that can lose value under certain circumstances.

Valuation refers to the priceyness of a stock, as measured by formulas such as
the price-to-earnings ratio, the price-to-book value ratio, or the price-to-sales
ratio.

Value stock. Shares of companies that are undervalued or beaten down by
investors, and therefore are considered a bargain by some investors.

Wilshire 5000. A benchmark stock index that gauges the performance of the
total U.S. stock market. Unlike the S&P 500, which only tracks the 500 largest
stocks in the United States, the Wilshire 5000 tracks large-cap, mid-cap, and
small-cap stocks.

Zero-coupon bonds. A type of bond that by design does not pay any interest to
investors during its life. Instead, these bonds agree to pay the investor all of
the money that would have accrued as interest over the life of the loan in a
lump sum at maturity—in addition to the principal investment that the in-
vestor is due back.
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hard asset as, 189

leverage as, 191–192

payoffs as, 192–193

tax benefits as, 194–195

Real estate, disadvantages of

easy financing as, 197–198

illiquidity as, 197

interest costs as, 198–200

less rational than stocks as, 196

long time horizon of, 196

money commitment as, 200

mortgage rates as, 198

Real estate funds, 154–155

Rebalancing, 306–307

REITs (real estate investment trusts), 12, 200–202,

264, 311, 320

Reports. See Research resources, for stock

Research resources, for stock, 216–228

annual reports as, 221

balance sheets as, 72, 222, 223, 255

Bigcharts.com as, 220

cash flow as, 225–227

challenges of, 71–74

income statement as, 72, 221–225

Morningstar as, 217–219, 233–234, 237–238,

247–250, 260–264, 266, 274, 283

Standard & Poor’s as, 220–221

10-K report as, 227–228

10-Q report as, 227–228

Zacks Investment Research as, 219–220, 228–229,

232–234, 237–238

Resources. See Natural resources funds;

Research resources, for stock

Restrictions, 178–179

Retirement Confidence Survey, 24

Retirement plans. See also 401(k); IRAs

529s, 3, 5

403(b)s, 3, 5

457s, 3, 5

self-directed, 5–6

Return. See also Total returns

annualized, 81, 88, 92, 122

asset allocation increasing, 294–295

on bonds, 46–47

on equity, 230–231, 232

of investors, 7–9, 17

of long-term investors, 80–81, 92, 101–102
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Return (Contd.)

rates of, 17

stock, 40–41, 80–81, 92

Revenue, of municipal bonds, 45–46

Reverse mortgage, 193–194

Reward, in bond funds, 247–249

Risk

of asset allocation, 292–294

in bond funds, 247–249

currency, 100

equity, 97

fund manager, 179–182

of inflation, 121–123

in investing, 12, 26–28, 80, 93, 101–102

market, 41, 84–86

moderate, 301

in not investing, 88–89

political, 99–100

of shareholders, 177

S&P’s credit, 234, 251–253

in stock, 41–42, 80, 83–84, 88–89, 93,

101–102

stock-specific, 41, 86–87, 215

tolerance of, 299–302

Risk, measure of

beta as, 42, 278–279

standard deviation as, 42

Risk, types of

credit, 43, 47–48, 123–125, 243, 251–253

interest rate, 47–48, 115, 125–128

Roth IRAs, 5

definition of, 320–321

investments in, 322

taxes relating to, 321

Russell 2000, 207

Russell 3000, 267

Savings

investing v., 12–13, 135–136

for mutual funds, 24–25

Savings accounts

passbook, 139–140

statement, 139–140

Savings plans. See also 401(k); IRAs

403(b)s, 3, 5

457s, 3, 5

529s, 3, 5

investing in, 24–26

types of, 3

Science/technology funds, 154–155

Screening

by fees, 279–282

load v. no-load, 274

in mutual fund selection, 274–283

by past performance, 274–276

by stability, 277–279

tools for, 250, 272–274, 282

by turnover rates, 282–283

Secondary offering, 35

Sector/specialty funds, 49, 153–155

Securities and Exchange Commission,

227

Self-directed retirement accounts, 5–6

Sell decisions, 61–63

Sell stocks, 61–62

Senior bonds, 124

Shareholders

equity of, 222

letter to, 221

mutual funds of, 149

risks of, 177

servicing costs of, 167–168

Short-term bond

long-term v., 128–130, 157–159

ultra, 157–158

Short-term capital gains, 311

Short-term government bonds, 159–160

Short-term investing, 18, 48–49, 83

Short-term parking, 137–138

Single-state muni bonds, 156–157

Small-cap growth fund, ix, 153–154

Small-caps, 37, 90–93, 153–154

S&P (Standard & Poor’s), 124–125, 271

average gain of, 88

closing price of, 73, 83

correlations to, 190

credit risk of, 234, 251–253

dividend yield of, 34, 238–240

ETFs of, 206–209

growth rate of, 94, 101, 229, 231

as index, 41, 44, 49–50, 67, 68, 71, 85, 91, 151, 179,

263–264, 290

P/E ratios of, 39, 66, 114, 233, 234–236

performance of, 234, 275–276, 278–279, 292

separate indexes of, 66–67, 67, 236

Specialty/sector funds, 49, 153–155

Stability, 277–279

Standard deviation, 42, 278–279, 293

Statements. See Financial statements; Savings

accounts
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Stock(s). See also Demystifying stocks; Demystifying

stocks, selection of

basic materials, 205

blue chip, 37, 91–93, 317

bonds v., 42–43, 110, 113

book value of, 37, 38

buyback, 35

common, 33–34

core/blend, 153, 260–264

domestic v. foreign, 98–101

gains, compounding of, 81–83

growth, 66, 153–154

as inflation hedge, 89–90

inflection points of, 89

large v. small, 90–93

mutual fund, 152–153

orders, 103–104

ownership of, 35–36, 42

partial ownership of, 33

performance v.earnings for, 94, 101

in portfolio, 135–136

preferred, 34–35

prices, 104–106

real estate v., 196

returns, 40–41, 80–81, 92

risks of, 41–42, 80, 83–84, 88–89, 93, 101–102

selling of, 61–62

split, 35

technology, 60

valuation measures of, 233–240

value v. growth, 65–67, 93–97, 150, 153–154

Stock fund categories

Lipper as, 260–264, 266

Morningstar as, 217–219, 233–234, 237–238,

247–250, 260–264, 266, 274, 283

redundancy of, 263–264

Stock funds, 49, 63, 165

Stock market

investing in, 3, 10–13, 79–80

Japanese, 151–152

Stock-specific risk, 41, 86–87, 215

Stop-loss order, 104

Strategy

for asset allocation, 16, 60–61, 63, 289–292,

296–303

for debt, 18–21

for funds, 267–268

Style boxes, 153–154, 247–249

Subordinated bonds, 124

Swing traders, 70

T. Rowe Price, 143, 165, 306–307, 309–310, 312

Tactical asset allocation, 296–297

Taxable bond funds, 49, 155–157

Taxable brokerage accounts, 316–317

Taxable-equivalent yield, 45–46

Taxes

brackets of, 311

capital gains, 21, 310–311

cuts in, 310–312

as deferred, 312–313

dividend, 310–311

401(k) relating to, 314–315

income, 310–311

on long-term capital gains, 311

on money market mutual funds, 142–143

real estate, 194–195

Roth IRAs relating to, 321

on short-term capital gains, 311

on taxable brokerage accounts, 316–317

traditional IRAs relating to, 319

Tax-loss harvesting, 320

Technical analysis, fundamental v., 71–74

Technology/science funds, 154–155

Telecommunications funds, 154–155

10-K report, 227–228

10-Q report, 227–228

TIAA-CREF, 143

TIPs (Treasury Inflation Protected securities),

122–123, 160

Tools, for screening, 250, 272–274, 282

Top line growth, 232

Total returns, 41, 47, 125–126

bond selection for, 257–258

expense ratios relating to, 169, 280

Total shares outstanding, 35–36

Traders

day, 70

swing, 70

Trading

bonds, 118

range of, 60

volume of, 73

Traditional IRAs

definition of, 317–319

investments in, 319–320

taxes relating to, 319

Treasury bills, 143–144

Treasury bonds. See U.S.

Treasury bond

Turnover rate, 70, 171–172, 282–283
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12b-1 fees, 170

Two times factor rule, 302–303

Ultra-short-term bond, 157–158

U.S. Treasury bond, 10, 43–47, 80, 114, 118, 129, 144,

244, 251

Utility funds, 154–155

Valuation measures, for stock, 38–40, 233–240

dividend yield as, 238–240

P/B ratio, 237–238

P/E ratio, 233–237

PEG ratio, 236

PEGY ratio, 236–237

Value. See also NAV

book, 37, 38

intrinsic, 37–38, 65

market, 36

par, 43, 116–117

Value investors, growth v., 65–67, 93–97, 150, 153–154

Value stocks, 66, 153–154

Vanguard, 67, 68, 143, 151, 165, 208, 291,

294–295

W pattern, 72–73

Wall Street, 12, 26, 62, 85, 229

democratization of, 5, 146, 313

financial terms of, 30, 137, 143

Wall Street Journal, 9, 50

Web sites, for assistance, 31–33, 36, 64, 102,

103, 116, 141, 209, 217–240, 244, 266,

272–273, 298

Wilshire 5000, 151, 179, 207, 267, 290

World stock funds, 49

Yield

of bonds, 120

as coupon, 43, 46

current, 120

dividend, 34, 238–240

earnings, 113–114

of high-yield bonds, 44, 124, 130–132,

156–157

taxable-equivalent, 45–46

YTM (yield-to-maturity), 120

Zero-coupon bonds, 119
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