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A True “Introductory” Text

In addition to being overpriced, many traditional in-
vestments textbooks contain hundreds of pages of materi-
als that are not meant to be explored in an “introductory”
undergraduate investments course. In fact, many text-
books utilized in introductory undergraduate courses are
the same texts used in higher-level undergraduate and
graduate courses. This textbook provides readers with the
true fundamentals of investing. Advanced investing topics
are left for more advanced courses.

Practical

This textbook is not only “about” investments, it is also on “how” to invest. It is
the primary goal of this text that readers will be able to directly apply the theories and
concepts they learn to their own investing practice.

Concise

Why use two pages of description when a two-sentence example makes for a
stronger understanding of a concept? The fact that this textbook is only for introductory
courses means that important points can be clear without exploring the minutia that ad-
vanced-level courses would require.
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Abstract

This introductory-level investments text offers students an easy-to-read primer on the topic of invest-
ing. This textbook will teach students the basic concepts and theories of investments. For instance, students
are taught about popular investments like stocks, bonds, mutual funds, exchange-traded funds, and deriva-
tives. Students will also learn the theories behind investing so that they can make the decision for them-
selves as to whether or not they desire to passively or actively manage their investment portfolios. However,
perhaps the most important feature of this text is that it provides students with the knowledge and confi-
dence they need to actually begin an investment regimen of their own. Students not only learn “about” in-
vestments, they learn “how” to invest.

While many investments textbooks contain advanced-level (graduate) information in addition to
introductory investments, this textbook focuses on the true fundamentals of investing. This textbook is ideal
for a semester-long study of investments!
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About Textbook Media:

I've never heard of Textbook Media...who are you guys?

We’re a Midwest-based publisher who’s been in business since 2004. The publish-
ers who founded the business have been in college publishing since 1980 and have pub-
lished textbooks for Irwin, McGraw Hill, Houghton Mifflin and Cengage. Our Textbook Me-
dia titles are in use in over 300 colleges (2 and 4 YR) and universities. Our publishing focus is
on the Business curriculum, with books and software in Accounting, Finance, Economics
and Marketing. Our Textbook Media model has fulfilled textbooks to over 1 million stu-
dents since our inception.

About the Textbook Media Model:

All students will have access to an online version which provides them with powerful
digital tools including search, notes, highlights and chat. Students can quickly locate key
terms, and move quickly and easily within and between chapters, or navigate to related
web sites. The online version is also available bundled with PDF chapters, or with print op-
tions (loose-leaf and paperback). Students from all backgrounds will find the prices of all
textbook options refreshingly affordable, with prices starting at $29.95.

Do | have to do anything differently to assign your textbook?

Yes. One thing. Direct students to our URL (preferably in your syllabus, and we’ll
supply you with suggested copy). We’ll take it from there. Actually, the web site takes it
from there: over 98% of students order without needing customer service. Those that do
need help get it within 24 hours, and most of those inquiries are about corrections they
want to make to their order. BTW, we deliver the paperbacks via Fed-Ex, so student orders
are easily tracked. And we will work with bookstores if need be. Regarding the online
book: it works on laptops and almost all mobile devises. And the online book experience is
supported by our customer service staff.  Pretty straightforward and easy for all con-
cerned.

To Request a Paperback or eBook Review Copy
info@textbookmedia.com

For More Info on Textbook Media
www.textbookmediapress.com
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Preface

Abstract

This introductory-level investments text offers students an easy-to-read pri-
mer on the topic of investing. This textbook will teach students the basic concepts
and theories of investments. For instance, students are taught about popular in-
vestments like stocks, bonds, mutual funds, exchange-traded funds, and deriva-
tives. Students will also learn the theories behind investing so that they can make
the decision for themselves as to whether or not they desire to passively or actively
manage their investment portfolios. However, perhaps the most important fea-
ture of this text is that it provides students with the knowledge and confidence
they need to actually begin an investment regimen of their own. Students not only
learn “about” investments, they learn “how” to invest.

While many investments textbooks contain advanced-level (graduate) infor-
mation in addition to introductory investments, this textbook focuses on the true
fundamentals of investing. This textbook is ideal for a semester-long study of in-
vestments!

Differentiators

This textbook is a practical introduction to investments for students with or
without a finance background. This text was developed on the belief that the
(currently available) mainstream texts are too expensive, conceptual,
and advanced for a student's first exposure to investing.

The primary differentiating factors of this text can be summed up in five
points. This textbook is:

1. Affordable - It is ironic that most “investments” textbooks are such ter-
rible “investments’” themselves. This textbook provides an inexpensive alter-
native to the traditional textbooks, many of which are five times the ex-
pense. It’s an unfortunate truth that a growing number of college students
simply can’t afford the high prices of the traditional textbooks and more and
more cash-strapped students are choosing to do without a textbook at all.
The low cost of this text means that every student can afford to have this im-
portant learning resource.

2. A true “introductory” text - In addition to being overpriced, many tradi-
tional investments textbooks contain hundreds of pages of materials that are
not meant to be explored in an “introductory” undergraduate investments
course. In fact, many textbooks utilized in introductory undergraduate cours-
es are the same texts used in higher-level undergraduate and graduate cours-
es. This textbook provides readers with the true fundamentals of investing.
Advanced investing topics are left for more advanced courses.
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3. Practical -This textbook is not only “about” investments, it is also on
“how” to invest. It is the primary goal of this text that readers will be able to
directly apply the theories and concepts they learn to their own investing prac-
tice.

4. Concise — Why use two pages of description when a two-sentence exam-
ple makes for a stronger understanding of a concept? The fact that this text-
book is only for introductory courses means that important points can be clear
without exploring the minutia that advanced-level courses would require.

5. Self-explanatory — Readers can use this textbook as a self-contained re-
source to teach themselves the fundamentals of investments. Students with-
out the assistance of a professor or class can use this text to learn how to in-
vest. Easy-to-understand language accompanies logical step-by-step instruc-
tion for each and every topic covered in this text. The reader’s knowledge can
then be tested using the pedagogical aides that accompany each chapter.

Pedagogy

Beyond the text of this work, several other elements will add to student
learning opportunities.

Learning objectives. Each chapter has concise and specific learning objec-
tives stated at the chapter’s introduction. The goal of each chapter’s reading
is that readers are able to understand and apply the learning objectives by the
time they finish the chapter. Each learning objective provides educators and
students with additional insight into the chapter material and follows a logical
(and frequently nested) design that takes readers on a step-by-step process to
mastering the material.

Examples. This text provides numerous examples of concepts and theo-
ries. While writing about a topic provides students with an idea of the con-
cept, providing a specific example does more to aid a student’s understanding
than page upon page of concept descriptions. In fact, in this text, specific ex-
amples typically make up approximately one-fourth to one-third of each chap-
ter’s length. In addition, this text frequently uses actual securities in examples
in an effort to make the topic relevant for students.

Tables and figures. Whenever possible, tables and figures are used to
summarize information and to aid visual learners in conceptually visualizing
the material. Tables and figures are all labeled by chapter and number. For
example, Table 2.3 is the third table in the second chapter.

Definitions. This text highlights key words and provides definitions in a
special text box (located near the word usage in the text). Key words and
definitions are also included in a glossary. In addition, key words are listed at
the end of each chapter and labeled by the learning objective of the chapter in
which they are found.

Insights. A special font is utilized to highlight “author insights.” Through-
out the text, the author has added special thoughts, ideas, relationships, and
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metaphors as additional insights to the reader. These insights may not be test-
able material, but they are designed to attract and maintain the reader’s inter-
est in the topic. Each chapter starts with an insight that introduces the chap-
ter, typically with an unconventional, yet applicable, story or example.

Chapter summaries. Each chapter concludes with a bulleted summary of
the material covered in the chapter. These summaries provide a quick refer-
ence and resource for readers as they study the text.

Practice questions/problems. Each chapter ends with true-false and fill-in-
the-blank questions regarding chapter topics (with answers provided). In ad-
dition, more quantitative chapters have additional practice problems that ask
students to apply the mathematical equations outlined in the chapter. This
textbook asks only questions that can be answered from the chapter reading.
However, to help motivate students to think beyond the text, a special line of
questioning called “In your own words” encourages students to think outside
the chapter. But no answers/solutions are provided for these questions since
the “right” response should be in the words of the student.

Closer looks. This post-chapter “extra” details (in much greater specifici-
ty) some aspect of the chapter. The intention of the Closer look is to provide
additional details that might be helpful and interesting to student learners, but
may not be required learning for an introductory investments course. Most
chapters contain a “Closer look” at some aspect of investing.

About the Author

C. Michael Smith is a Lecturer in the Business Administration
Department at Roanoke College where he has also served as the
school’s Director of the Student-Managed Fund. In this role, he regu-
larly teaches classes on investing including a special topics course
that prepares students to take the Series 7 General Securities Exam.
His educational background includes a B.B.A. from Roanoke College
as well as an MBA and Ph.D. from Virginia Tech, in which his disserta-
tion topic was on the information-seeking efforts of investors.

Dr. Smith began his investments career in 1999 as an advisor before moving
into investment analysis and plan design. Dr. Smith would eventually create his own
registered investment advisory (RIA) in which he was the President and Principal
Advisor. During this time, he obtained the Series 7, 66, and 24 licenses, as well as
the Chartered Financial Consultant (ChFC®) and Certified Financial Planner (CFP®)
certifications.

Since returning to academia, Dr. Smith has written numerous finance-related
articles for Virginia Cooperative Extension. In addition, he has published and pre-
sented several articles on investing, including a paper on the benefits of practical
learning activities in college investments courses. Most recently, Dr. Smith pub-
lished a book for young adults on how to achieve financial success through invest-

ing.
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DETAILED CONTENTS & CHAPTER SUMMARIES

PROLOGUE TO INVESTMENTS 1
This section of the text provides students with insight
into the time value of money - a key concept in investing.
TVM calculations are explored using formulas, financial
calculators, and spreadsheets.
Performing Time-Value-of-Money Calculations
Learning objective 1
Author’s note 2
Time-value-of-money (LO.A1) 2
Inflation 2
Interest 3
Future value of a lump sum 3
Present value of a lump sum 6
Future value of an annuity 7
Present value of an annuity 9
Frequency of compounding 10
TVM Practice questions 11
Answers to practice questions 12

PART | - GETTING STARTED 13
Chapter 1 - Investing Basics 14
This chapter provides a high-level overview of investing
in securities markets and outlines the six “parts” of the
text (1. getting started, 2. popular investments, 3. portfo-
lio theory, 4. beating the market, 5. security valuation,
and 6. derivative investments). The chapter states this
text’s focus on financial assets (as opposed to real as-
sets) and briefly describes equities, bonds, cash, and
derivatives. Students are provided with their first expo-
sure into the risk-return tradeoff associated with invest-
ing.
Learning objectives 14
Author’s note 15
Investments (LO1.1) 15
The importance of investing 16
Excuse 1: | don’t make enough money 17
Excuse 2: | don’t know how to invest 18
The format of this textbook 18
Prologue 18
Part 118
Part 218
Part318
Part 418
Part518
Part 6 18
Epilogue 19
Real assets versus financial assets (LO1.2) 20
Real assets 20
Financial assets 20
Financial assets (LO1.3) 21
Equity investments 21
Debt securities 22
Cash 22
Derivatives 23
Making investment choices (LO1.4) 24
The “wait” component 24

-viii-

The “worry” component 25
The risk return tradeoff 25
Asset classes 27
Asset allocation 29
Asset allocation and risk capacity 30
Security selection 30
Is it possible to pick winners? 31
Summary 31
Key terms 32
End notes 32
Closer look 32
Quiz yourself 33

Chapter 2 - Investment Markets 36
This chapter provides students with insights into how
investment markets work. Students are provided with
the methodology for how companies “go public” and
how securities are traded on the secondary market. The
key players on the two largest exchanges (the NYSE and
NASDAQ) are described. The chapter concludes with
explanations of the primary federal securities laws that
regulate markets and the importance of the industry’s
self-regulatory agency (FINRA).
Learning objectives 36
Author’s note 37
How firms raise money and issue securities (LO2.1) 38
Private equity 38
Going public 40
The primary market 41
The investment bank 42
The roadshow 43
Underwriting options 44
The secondary market (LO2.2) 45
Market types 45
Direct search 46
Brokered markets 46
Dealer markets 46
Auction markets 46
Financial markets 47
Brokers 47
Dealers 47
Broker-dealers 47
The NYSE and the NASDAQ (L0O2.3) 48
The New York Stock Exchange 48
Requirements for stocks listed on the NYSE 50
Trades on the NYSE floor 51
Trades on the NYSE hybrid market 51
The NASDAQ 52
Requirements for stocks listed on NASDAQ 54
Levels of NASDAQ participation 54
Other markets 55
Investment market regulation (LO2.4) 56
Self-regulatory practices 56
Increased regulation 57
Pros and cons of increased regulation 58
Summary 58
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Key terms 59
Closer look 60
Quiz yourself 60

Chapter 3 - Buying and Selling Securities 63
This chapter is designed to be a practical guide for buy-
ing and selling stocks, bonds, and other securities by
either using a qualified retirement plan, an on-line bro-
kerage account, or a personal financial advisor. Actiona-
ble and specific steps and strategies are described. The
pros and cons of each option are discussed and insights
are provided as to the “best” options, given the stu-
dent’s personal investing preferences. Students are
taught the types of orders that can be placed when buy-
ing and selling securities. For those students who desire
additional leverage in investing, the opportunities and
risks of margin accounts are provided.
Learning objectives 63
Author’s note 64
Options to get invested in the market (LO3.1) 64
Employer-sponsored retirement plans 65
Brokerage accounts 68
Setting up your brokerage account online or with an
advisor (LO3.2) 68
Do you want investment advice? Choosing a
financial advisor 69
Compensation 69
Experience 70
Licensing 71
Education 72
Reputation 72
What type of accounts do you desire for your
investing? 73
What are the fees for your investment
style? 73
Completing the necessary paperwork for
your brokerage account 74
Cash accounts and margin accounts (LO3.3) 76
Cash accounts 76
Margin accounts 77
Shorting stock 8o
Types of orders (LO3.4) 82
Market order 82
Limit order 83
Stop loss order 84
Stop buy order 84
Discretionary order 85
Time dimensions on orders 85
Brining it all together 85
Summary 86
Key terms 87
Closer look 87
Quiz yourself 88

PART Il - POPULAR INVESTMENTS 91

Chapter 4 - Stocks 92

This chapter provides students with insight into equity
investing. Both common stock and preferred stock are
discussed, but the chapter’s focus is primarily on com-
mon stock investing. Common stock risks, benefits, fea-
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tures, and opportunities are outlined, and the calcula-
tions needed to determine a stock’s return are provided.
In addition, students learn how to classify common stock
using several different criteria to gain insight into the
stock’s risk/return opportunity.
Learning objectives 92
Author’s note 93
Common stock (LO4.1) 94
Ownership interest 96
The proxy statement 96
Voting and non-voting stock 98
Stock splits 98
Dividends 100
Capital gains 103
Total percentage return 104
Preferred stock (LO4.2) 105
Cumulative 107
Callable 107
Convertible 107
Participating 107
Classifications of common stock (LO4.3) 108
Company size (market capitalization) 108
Growth versus value (Price-to-earnings
ratio) 110
Location (domestic versus international) 112
Sector 114
Using stock indices to evaluate common stock perfor-
mance (LO4.4) 118
Stock indices 119
Comparisons using relevant indices 121
Summary 124
Key terms 124
End notes 125
Quiz yourself 125

Chapter 5 - Fixed Income 128
This chapter begins with a brief history of commercial
banks in America and the creation of the Federal Re-
serve. The impact of the Federal Reserve on interest
rates is described and related to fixed income securities.
Students are provided with a basic strategy for investing
in a falling and rising interest rate environment. Specific
money market securities and the major bond market
segments are described. The risks of fixed income invest-
ing are discussed.
Learning objectives 128
Author’s note 129
Interest rates and the Federal Reserve (LO5.1) 129
The Federal Reserve 130
Reserve requirements 131
Discount and federal funds rates 131
Open market operations 132
Interest rate yield curves 134
Money markets (LO5.2) 136
Treasury bills 136
Certificates of deposit 138
Banker’s acceptances 139
Commercial paper 140
Eurodollars 140
Reverse repurchase agreements 140
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Money market accounts and mutual funds 141
Basic bond attributes and risks (LO5.3) 142
Selling bonds prior to maturity 144
Comparing bonds to stocks 145
Risks associated with bonds 145
Interest rate risk 145
Inflation risk 146
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Liquidity risk 148
Call risk 148
Diversifying bond portfolios 149
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U.S. government notes and bonds 150
TIPS 151
Agency bonds 152
Corporate bonds 153
Municipal bonds 154
Specialty issues 156
Zero-coupon bonds 156
Mortgage-backed bonds 157
Junk bonds 157
Summary 158
Key terms 159
Quiz yourself 160

Chapter 6 - Mutual Funds 163
The features of mutual funds are discussed with a focus
on mutual fund fees and classifications. Strategies are
discussed for choosing mutual funds based on return
goals, risk tolerance, and fee aversion. The chapter con-
cludes with an overview of exchange-traded funds and
hedge funds.
Learning objectives 163
Author’s note 164
What is a mutual fund? (LO6.1) 164
The mutual fund prospectus 166
Mutual fund history and popularity 166
Mutual fund organization 167
How are mutual funds sold? 168
Net asset value 170
NAV of money market mutual funds 171
Open-end versus closed-end investment
companies 172
Diversification advantages 173
Other advantages of mutual funds 174
Drawbacks of mutual funds 175
Mutual fund fee structures and the impact to perfor-
mance (LO6.2) 175
Sales charges 176
12b-1fees 178
Management fees 179
Fees of actively-managed versus
passively-managed funds 179
Management expense ratios 180
Diversification and mutual fund classifications
(LO6.3) 181
Developing a diversified portfolio of mutual
funds 181
Stock funds - classifications by objective 184
Stock funds - classifications by size 184
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Stock funds - classifications by origin 184
Stock funds - classifications by sector 185
Other popular stock fund classifications 185
Bond funds 186
Morningstar mutual fund classifications 186
Asset allocation and balanced funds 188

Exchange-traded funds and hedge funds (LO6.4) 189
Buying and selling exchange-traded funds 189
Hedge funds 190

Summary 192

Key terms 193

Closer look 193

Quiz yourself 194

PART Il - PORTFOLIO THEORY 197
Chapter 7 - Risk and Return 198
This quantitative chapter provides students with a much
stronger understanding of investment return calcula-
tions and risk measures. An investment’s standard devi-
ation is discussed as a measure of total risk and analyzed
assuming a normal distribution. The chapter concludes
with a discussion on the investment allocation choice
between a “risky” asset and the “risk free” rate.
Learning objectives 198
Author’s note 199
Calculating returns (LO7.1) 199

Dollar returns 201

Percentage returns 202

Holding period returns versus annualized

returns 203

Average returns 206

Geometric versus arithmetic average 208

Expected return and standard deviation (LO7.2) 209

Calculating an investment’s variance and

standard deviation 211

The normal distribution 213

How is this useful? 215

Coefficient of variation 218
Capital allocation between the risky and the risk-free
asset (LO7.3) 219

The risky asset 219

The risk-free asset 220

The capital allocation line 220

Leveraging a portfolio 221
Summary 223
Key terms 223
Closer look 224
Quiz yourself 226

Chapter 8 - Modern Portfolio Theory 230

This chapter expands on the knowledge gained in Chap-
ter 7. The total risk previously discussed is analyzed and
broken down into systematic and unsystematic risk. The
reasoning behind how diversification serves to lower
unsystematic risk is explained, and a new measure for
systematic risk (beta) is explored. Beta is then utilized in
the capital asset pricing model to “prove” the efficient
market hypothesis.
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Learning objectives 230
Author’s note 231
The effect of diversification on a portfolio (LO8.1) 231
Systematic and unsystematic risk 233
Correlation and diversification (LO8.2) 235
The correlation coefficient 235
Graphing portfolio combinations for return
and standard deviation 238
The importance of asset allocation 239
Finding the minimum variance portfolio 242
Calculating portfolio risk 243
The efficient frontier 245
The efficient frontier in practice 247
The systematic risk principle (LO8.3) 247
Estimating beta 249
The security market line and the capital asset pricing
model (LO8.4) 250
The efficient market hypothesis 254
The security market line 254
The capital asset pricing model 255
Required rates of return and alpha 256
Limitations of the capital asset pricing model
258
Summary 258
Key terms 259
Closer look 259
Quiz yourself 260

Chapter 9 - Market Efficiency 263
This chapter continues to expand on the idea of market
efficiency and modern portfolio theory described in
Chapter 7 and Chapter 8. The weak form, semi-strong
form, and strong form of market efficiency are tested
using the performance of professional money managers
and event studies. Issues related to testing market effi-
ciency are discussed and known anomalies to market
efficiency are described.
Learning objectives 263
Author’s note 264
The foundations of market efficiency (LO9.1) 264
What it means to “beat the market”? 265
Does the portfolio carry more risk? 266
Does the investor simply get lucky? 266
Three economic scenarios that lend credence
to market efficiency 268
Forms of market efficiency (LO9.2) 268
The weak form 269
The semi-strong form 270
The strong form 272
Testing market efficiency (LO9.3) 272
The sub-par performance of most actively-
managed mutual funds 274
Event studies 275
Insider trading 277
Difficulties in observing the market and market anoma-
lies (LO9.4) 278
Three problems in testing market
efficiency 278
Market anomalies 280
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Earnings announcement anomaly 281
The day of the week anomaly 281
The January effect 281
Size effect 282
Price-to-earnings anomaly 283
Fama and French three factor model 283
Summary 283
Key terms 284
End notes 284
Quiz yourself 285

PART IV - TRYING TO BEAT THE MARKET 287
Chapter 10 - Behavioral Economics 288
The economic reasoning utilized to argue market efficien-
cy in Chapter 9 is challenged using known human cogni-
tive limitations. Behavioral economists, who reject mar-
ket efficiency, are compared and contrasted to tradition-
al economists. Market bubbles are described as general-
ly accepted deviations from efficiency. The causes of
market bubbles are hypothesized. Prospect theory and
several other known behavioral cognitive distortions
(that could negatively influence rational investment deci-
sion-making) are explained.
Learning objectives 288
Author’s note 289
Introduction to behavioral finance (LO10.1) 289
Limits to arbitrage 290
When behavioral finance meets the efficient
market hypothesis 292
When behavioral finance meets the random
walk hypothesis 294
Behavioral economists views on beating the
market 294
Market bubbles and busts (LO10.2) 296
Irrational exuberance 297
Tulip mania 297
The great depression 298
The dot.com bubble 298
The great recession 299
Causes of financial bubbles 299
Herd mentality 299
Equity theory 300
Overconfidence 301
Prospect theory and other perceptual distortions
(LO10.3) 302
Emotions and decision-making 302
Other distortions that could impact investor
decision-making 304
Summary 308
Key terms 308
End notes 309
Quiz yourself 309

Chapter 11 - Technical Analysis 312

The basics of technical analysis are described. Popular
market sentiment indicators and chart patterns are de-
scribed. Students are provided with basic explanations
on how to use technical analysis as a tool when making
investment decisions.

Learning objectives 312
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Author’s note 313
Overview of technical analysis (LO11.1) 313
Technical indicators 315
Trading rules 315
Trading rules and risk 317
Basic trends - charting closing prices 317
Basic trends — charting price bars 318
Reversals and retracements 320
Market sentiment (LO11.2) 321
Advance/decline (A/D) lines 322
Breadth 323
Arms index (TRIN) 323
Volume 323
The put-call ratio (PCR) 325
The volatility index (VIX) 327
Contrarian indicator 327
Bull-bear ratio 327
Acertus market sentiment indicator
(AMSI) 328
Patterns and charting (LO11.3) 329
Dow theory 329
Moving averages 332
Support and resistance lines 335
Double tops/bottoms 336
Head-and-shoulders pattern 337
Other technical indicators (LO11.4) 338
Momentum indicators 338
Sentiment indicators 339
Charting/patterns 340
Other indicators (that are not easily
classified) 341
Summary 342
Key terms 342
End notes 343
Quiz yourself 343

Chapter 12 - Analyzing the Economy and the Firm's
Financial Statements - Fundamental Analysis (Part 1) 346
Fundamental analysis is discussed from a top-down per-
spective. Students are exposed to an analysis of the
overall economy, the industry, and finally the firm. A
firm’s financial statements (income statement, balance
sheet, and cash flow statement) are described and ana-
lyzed for important fundamental information that can
aid students when making investment decisions.
Learning objectives 346
Author’s note 347
Overview of fundamental analysis (LO12.1) 347
Five important factors to the fundamental
analyst 348
Assessing economic conditions 349
Assessing the firm 350
Firm transparency 351
A firm’s earnings release 351
The firm’s SEC filings 352
Key areas of the 10-K filing 353
The annual report 354
Where to find the firm’s information 354
Assessing management 354
Valuing the firm 355
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Performing economic analysis (LO12.2) 356
The macro-economy 356
The business cycle 357
Industry analysis 358
Analyzing financial statements (LO12.3) 359
Income statement 359
Using comparisons 362
Common-sizing 362
Finding profit margins 363
Gross profit margin 364
Operating profit margin 364
Net profit margin 364
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Diluted earnings per share 365
Comparing a firm’s profit to investor
expectations 365
Balance sheet 366
Analyzing a firm’s assets 367
Analyzing a firm’s liabilities 367
Analyzing a firm’s stockholder’s
equity 368
Common-sizing the balance sheet 368
Working capital 370
Dilution 371
Statement of cash flow 372
The sections of the cash flow statement 372
Operating activities — Depreciation 373
Other operating activities 374
Investing activities — Capital expenditures 374
Financing activities 374
Monitoring cash flow 374
Free cash flow 375
Summary 377
Key terms 377
Quiz yourself 377

PART V - VALUATION 381
Chapter 13 - Ratios and Equity Valuation - Fundamental
Analysis (Part 2) 382
This chapter expands on the knowledge of financial
statements provided in Chapter 12. This chapter delves
more deeply into financial statements by providing de-
scriptions (and the associated meanings) of key ratios
that can be used to compare companies/industries.
Stock valuation is explored using discount models and
insight is provided for making reasonable assumptions
while discounting.
Learning objectives 382
Author’s note 383
Ratio analysis (LO13.1) 383
Profitability ratios 386
Profit margin 386
Return on equity 387
Return on assets 387
Liquidity ratios 388
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Quick ratio 389
Debt ratios 389
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C. Michael Smith



Investments: Fundamental Theory and Practice 1e

Valuation ratios 393
Price-to-earnings ratio 393
Price/earnings-to-growth ratio 395
Price-to-book ratio 396
Discount models (LO13.2) 397
Dividend discount model 399
Constant perpetual growth model 400
Discounted cash flow 401
Locating the necessary information 402
Forecasting cash flow for the next
five years 403
Forecasting cash flow beyond the fifth
year 404
Discounting the cash flows 404
Find the intrinsic value of a share of the firm’s
stock 405
Making reasonable assumptions (LO13.3) 406
Calculating growth rates 406
Finding the growth rates of dividends and
earnings 407
Professional estimates 407
Calculating your own estimate 407
The sustainable growth rate calculation 409
Calculating the discount rate 409
Summary 411
Key terms 411
Closer look 412
Quiz yourself 414

Chapter 14 - Bond Valuation 418
Bond prices and yields are calculated using formulas,
financial calculators, and spreadsheets. The sensitivity of
a bond’s interest rates is explored using Malkiel’s theo-
rems and duration calculations. Immunizing bond port-
folios is discussed.
Learning objectives 418
Author’s note 419
Bond prices and yields (LO14.1) 419
Current yield 420
Yield to maturity 422
Yield to call 423
Relationships among the yields 423
Calculating bond prices using YTM 424
Bond price quotes 426
Calculating yields 427
Assessing a bond’s interest rate sensitivity (LO14.2) 429
Malkiel’s theorems 430
Duration (LO14.3) 433
Properties of duration 434
Immunizing bond portfolios 436
Summary 437
Key terms 437
Closer look 437
Quiz yourself 439

Chapter 15 - Portfolio Evaluation 442

Students are provided with specific reasoning behind the
decision to actively or passively manage an investment
portfolio. For those students who choose to passively
manage, the importance of reallocation and re-balancing
is explained. For those students who choose to actively
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manage, risk-adjusted measures of portfolio evaluation
are described. The chapter concludes with the calcula-
tions necessary to determine the contribution of asset
allocation and/or security selection to a portfolio’s over/
under performance.
Learning objectives 442
Author’s note 443
Active versus passive portfolio management
(LO15.1) 443
Choosing a passively-managed strategy 444
Reallocation 445
Re-balancing 445
Choosing an actively-managed strategy 446
Measuring portfolio performance (LO15.2) 447
Internal rate of return 448
Time-weighted return 448
Which method makes more sense? 449
Risk-adjusted portfolio evaluation (LO15.3) 449
Measuring performance for the passive
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Measuring performance for the active
investor 451
Sharpe ratio 452
Treynor ratio 453
Jensen’s alpha 554
Measurement inconsistencies 455
Analyzing mutual funds using Morningstar
ratings 456
Over (or under) performing the market based on the
asset allocation and/or the security selection decision
(LO15.4) 458
A final word on choosing benchmarks 461
Summary 462
Key terms 463
End notes 463
Closer look 463
Quiz yourself 465

PART VI - DERIVATIVE INVESTMENTS 469
Chapter 16 - Options 470
Options (primarily stock options) are described. The
risks and opportunities of trading options are discussed,
and the payoff calculations for option buying and writing
are provided. Popular option strategies are described.
The chapter concludes with a brief overview of a popular
option valuation technique - the Black Scholes pricing
model.
Learning objectives 470
Author’s note 471
Put and call option contracts (LO16.1) 472

Popularity of options 472

Put and call options 473

Options provide investing leverage 475

Option “money-ness” 476

Option expiration style 478

Exercising and settling options 479
Option writing and calculating option payoffs
(LO16.2) 480

Analyzing option payoffs 480

Analyzing call option payoffs 481
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Popular option trading strategies (LO16.3) 483
Naked versus covered call writing 483
Protective puts 484
Spreads 486
Combinations 489
Straddles 489
Warning on options 491
Basic option valuation (LO16.4) 491
Intrinsic value 491
The time premium 492
The Black-Scholes option pricing model 492
Estimating price volatility for the Black-
Scholes model 494
The Black-Scholes model in practice 495
Summary 495
Key terms 496
End notes 497
Closer look 497

Quiz yourself 499

Chapter 17 - Futures 502
Futures contracts are described and the history of fu-
tures trading is outlined. The risks and potential payoffs
of speculating in futures are provided. Hedging strate-
gies for futures are explained. The features of futures
trading accounts are provided and the relationship be-
tween cash prices and futures prices are outlined.
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Author’s note 503
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The full hedge 511
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Spreading in futures 513
The intra-commodity calendar spread 514
Other futures spreading strategies 515
Futures trading accounts (LO17.3) 516
Using margin in futures trading 516
Marking to market 517
Closing futures positions 518
Cash prices versus futures prices (LO17.4) 519
Carrying charges 519
Spot-futures parity 520
Summary 521
Key terms 522
Quiz yourself 522

EPILOGUE TO INVESTMENTS 526

Personal Investing Strategies

This concluding section of the text provides students
with practical advice from the author on making smart
investing decisions.
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Author’s note 527
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(LO.B2) 534
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MUTUAL FUNDS

After reading this chapter,
you will be able to:

« Understand the features, advantages,
and disadvantages of mutual funds
(LO6.1)

« Identify the fee structures of mutual
funds and recognize the impact that
fees have on performance (LO6.2)

« Appreciate the impact that a mutual
fund’s classification has on its diversi-
fication potential (LO6.3)

« Compare and distinguish mutual
funds with exchange-traded funds
and hedge funds (LO6.4)




Author’s Note...

What is a mutual fund?

A mutual fund is a pool of money, collected from many thousands of investors,
which is given to an experienced manager to invest in the market. By pooling inves-
tors’ money, mutual funds help individual investors create wonderfully diversified port-
folios of investments with relatively small amounts of individual savings.

As has been stated, diversification is just about the only concept in investments
that everyone agrees is a good thing. Therefore, mutual funds are fantastic! Except
when they are not...

As a teacher of Investments, my students often ask for advice on their own per-
sonal investing. While everyone’s situation is different, almost without exception, |
suggest mutual funds as a core investment holding. For investors with limited re-
sources, mutual funds and exchange-traded funds provide the most efficient way to
participate in the investment markets. As you read this chapter, | hope it becomes
clear why | have the belief that almost all young people should get started in investing
using mutual funds (or exchange-traded funds). In fact, you can be an extremely suc-
cessful investor throughout your investing life, using nothing but mutual and/or ex-
change-traded funds.

However, | don’t believe that one mutual fund is just as good as another. De-
pending on the specific needs of the investor, some funds may be much better choices
than others. In addition, some funds are just managed more efficiently than others.
Said another way, some funds are simply too expensive and take too much of your in-
vestment dollar for their own profit.

Effective mutual fund management isn’t always easy to discern, but it is possi-
ble if you know what to look for. Therefore, in this chapter (in addition to understand-
ing why mutual funds are fantastic investments), | also hope you understand why some
mutual funds don’t deserve your investment dollars while others might.

LO6.1 — What is a Mutual Fund?

A mutual fund is an investment vehicle that is a pool of funds, collected from
many different individual investors, managed by an investment manager who in-
vests the funds into individual securities.

Author’s Note: Visualize, for a moment, the money you have in your pocket
right now. Is it enough to buy even one share of your favorite company’s stock? In my
personal case, this is a definite “no” as | only have a few dollars on me right now.

However, now imagine that everyone in the country takes their pocket change
and sends it to an investment manager. Our pocket change now becomes a fund of
millions (if not billions) of dollars. Further imagine that the investment manager takes
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all of our money and invests it in the Wilshire 5,000 Total
Stock Market Index. It is no problem for the investment
manager to purchase shares of all 5,000 stocks with our
millions of dollars. Further, the pocket change that you
and | personally contributed to the fund is now fraction-
ally invested in 5,000 different stocks!

Finally, visualize that the investment manager
keeps a record of how much money our personal pocket
change is making (or losing) in the market — and sends us

regular updates on our personal investment performance.
He also stands ready to buy us out of our investment at any time.

This is basically how a mutual fund works.

The dollars invested in a mutual fund are managed by an investment manag-
er who invests the fund’s capital into stocks, bonds, real estate, money markets, and
the like for the benefit of the fund’s investors. Whether an investor contributes
$1,000 or $1,000,000 to the fund, each shareholder participates proportionally in the
gains and losses of the overall fund performance. Any income earned from the in-
vestment performance of the fund can either be reinvested into the fund or paid out
to the investor. The manager also keeps track of the investment performance for
the investor and, in most cases, stands ready to redeem any investor's shares if and
when the investor wants to sell their investment in the fund for a capital gain or
loss.

With only a small amount of capital, a mutual
fund investor can invest in hundreds or even thou-
sands of stocks, bonds, real estate investment trusts,
commodities, etc. In addition, many mutual funds
have professional money managers who strategically
select specific investments for the fund’s assets. This
means that investors with little time, knowledge, or
commitment to investing can still try to beat the mar-
ket by outsourcing that job to a mutual fund manag-
er. Why spend countless hours poring over The Wall
Street Journal or watching CNBC? Pay someone else
to do that for you!

Author’s Note: Many “sophisticated” investors
think of mutual funds as strictly investments for "the
little guy” because they provide the means for the
“unsophisticated” investor to invest like a professional.
In a sense, this is like a mathematician refusing to buy a
calculator because it makes math too easy.
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Figure 6.1 - Money Flow in Mutual Fund Investing
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The Mutual Fund Prospectus

All regulated mutual funds must provide potential investors with a prospec-
tus prior to the sale of the fund. The prospectus is a legally binding written contract
that details the investment objectives, strategies and risks of the particular mutual
fund. In some cases, the prospectus may be for a group of similar funds in the same
fund family; however, in most cases, the prospectus describes one fund only. It is
intended to be written in everyday language that can be easily understood by the
novice investor and contains information on the fund’s underlying investments, its
past performance, its fees and expenses, the tenure and experience of the fund’s
managers, and the financial information of the fund itself.

Author’s Note: You may notice that before you buy a mutual fund, you must
check off a box that states that you have read and understand the prospectus. While
checking off the box is required for the mutual fund company, it’s also a really good
idea to read your prospectus before making a purchase! Reading the prospectus can
really aid you in making an informed investment decision.

Mutual fund - an investment vehicle that invests its shareholder’s pooled money in a
portfolio of securities

Prospectus - formal legal document that provides details about an investment being
offered

Mutual Fund History and Popularity

While some historians speculate that the mutual fund has been around in
some way or another since the late 1700s, the true origin of the mutual fund is a
mystery. However, the first “modern” mutual fund was created in 1924 by Massa-
chusetts Investors Trust, which was later reorganized as Massachusetts Financial
Services (MFS) and is still in existence today. By 1940, there were less than 70 mutu-
al funds in existence, and that number grew to only 564 by 1980. However, the pop-
ularity of mutual funds has grown substantially over the past 25 years as today there
are well over 10,000 mutual funds available (and this number continues to grow). In
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1980, only five million households owned mutual funds, but today almost half of the
households in the United States (sixty million) own them.

Author’s Note: There are roughly twice as many mutual funds as there are indi-
vidual stocks!

Mutual fund popularity began to soar in the 1980s and 1990s for several rea-
sons. One reason was that during this time many employers began to restructure
their retirement plans. The traditional pension plan (in which employers save regu-
larly for the retirement benefits of their employees) was becoming too expensive
for firms to maintain. Because of the expense, most firms switched from a defined
benefit “pension” plan to a defined contribution plan, like a 401(k). These 401(k),
403(b) and 457 plans almost all utilize mutual funds for their investment options.
Since many employees participate in their company’s defined contribution retire-
ment plans, they automatically own mutual funds.

Another reason for the growth in popularity of mutual funds is the fact that
they, themselves, are consumer products — and consumer products are marketed.
The marketing of mutual funds (or any other product) increases the public’s demand
for them. As more and more consumers are exposed to the concept of mutual
funds, more consumers demand them.

Author’s Note: Think about it — does Starbucks (for example) try to get you to
buy Starbucks stock (SBUX)? No... They market to you for the sole purpose of getting
you to buy more of their coffee and other products. On the other hand, have you ever
seen a commercial for a mutual fund company like Franklin Templeton or Fidelity?
What are they trying to get you to buy? You guessed it — their mutual funds! A suc-
cessfully marketed product will successfully influence consumers to buy it!

Mutual Fund Organization

A mutual fund company is simply a corporation. Like any corporation, the
mutual fund company is owned by its shareholders. Just as you are part owner of
IBM if you invest in IBM stock, you are part owner of Fidelity if you purchase a Fideli-
ty mutual fund. As an owner, you get to participate in the profits earned from the
fund’s underlying securities (which is how you make money in a mutual fund) and
make some corporate level decisions (like elect members of the board of directors).

Most mutual fund companies have their own “family” of funds. For instance,
Vanguard has over one hundred different funds available for investors with different
goals and risk tolerances, but each individual fund is classified under the Vanguard
family of funds. Similarly, Fidelity, T. Rowe Price, BlackRock, American Century, Alli-
anz, and numerous other fund families all provide their own list of specific mutual
fund options. If you invest in any one of these funds, then you are a shareholder in
in the fund family’s corporation.
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Table 6.1 - Sample of Popular Mutual Fund Families

1 AIG SunAmerica 21 LeggMason

2 AllianceBernstein 22 Lord Abbett

3 American Century 23 Mainstay Funds

4 American Funds 24 MFS Investment Mgmt
5 BlackRock 25 Northern Trust

6 BNY Mellon/Dreyfus 26 Nuwveen Fund Adv

7 Calvert Funds 27 Oppenheimer

8 Charles Schwab 28 PIMCO/Allianze

9 Columbia Mgmt 29 Pioneer Inv Mgmt

10 Eaton Vance 30 PNC Funds

11 Federated Investors 31 Principal Mgmt

12 Fidelity 32 Prudential

13 Franklin Templeton 33 Putnam

14 GE Asset Mgmt 34 SEI Group

15 Goldman Sachs 35 State Farm

16 Hartford 36 T. Rowe Price

17 Invesco 37 UBS Global Asset Mgmt
18 Ivy Investment Mgmt 38 USAA Investment

19 John Hancock 39 Vanguard Group

20 JP Morgan 40 Wells Fargo

However, unlike the typical corporation, mutual funds do not pay their own
taxes. Assuming the mutual fund meets the definition of a “regulated” firm
(meaning it complies with certain rules imposed on investment companies by the
federal government), it is able to pass through all of its tax liabilities onto the inves-
tor. These tax liabilities are sometimes confusing to mutual fund owners who don’t
recognize that they have any income or capital gains. Regardless, if the mutual fund
(itself) sells any of its assets for a gain, then it incurs capital gains, and rather than
paying the tax itself, it passes that burden onto the investor.

How are Mutual Funds Sold?

Like individual stocks and bonds, you can purchase mutual funds yourself
(generally online) or through an investment broker or financial advisor. In addition,
like individual stocks and bonds, purchasing funds yourself is typically much less ex-
pensive than using a broker. When buying funds online, you typically have two op-
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tions — buying directly from the mutual fund family itself, or from a “financial super-
market.”

In most cases, you can buy mutual funds from a specific fund family directly
from the fund’s website. Buying directly from the mutual fund family can save you
money because most of the time, the fund companies do not charge you a commis-
sion on their own products.

For example: If you desire to only buy mutual funds from the Royce family of
funds (assume you want to buy both the Royce 100 and the Royce Low-Priced Stock
fund), you can create an account with http://www.roycefunds.com and purchase
these funds directly from Royce with no commission or transaction fee.

However, if you desire to buy stocks, bonds, or mutual funds from other fund
families, having set up an account directly with one mutual fund family may not pro-
vide you the option to do so. They are generally limited to the products of the mutu-
al fund family only. Therefore, another option to buy mutual funds online is through
a financial supermarket like Charles Schwab, T.D. Ameritrade, or Scottrade. These
brokerage accounts will generally offer you the ability to hold many different mutual
funds from many different fund families all in the same account. However, in some
cases, the expenses may be somewhat higher than buying them directly from the
mutual fund family. Typically, the financial supermarkets will provide investors with
No Transaction Fee (or NTF) funds and Transaction Fee (or TF) funds. Therefore, if a
particular fund family is attractive to you, then you may want to research different
brokers to see if they offer the funds from that family as NTF funds. While they are
more than happy to sell TF funds, you will pay the broker’s transaction fee (which
can vary substantially from broker to broker).

Author’s Note: As a combination between the financial supermarket and a sin-
gle mutual fund family, some investment companies (like Vanguard and Fidelity) allow
you to register and set up your own brokerage account. This option may be good for
investors who primarily like the funds of the particular fund family, but want to have
the option to invest in other stocks, bonds, and mutual funds.

If making mutual fund selection decisions isn’t for you, then you can always
hire an advisor or broker to obtain the mutual funds for you. In addition to helping
you with individual stocks and bonds, personal financial advisors stand ready to rec-
ommend and sell mutual funds to their clients. A good advisor will provide unbiased
mutual fund investment advice based on your return preferences and risk tolerance,
as well as help you create a successfully diversified mutual fund portfolio. They will
also keep you updated on your progress and help you deal with changes as needed.
But they will need to be paid for this help, and buying funds from a broker will incur
higher costs than buying them on your own (see the section on mutual fund expens-
es in LO6.2).

Author’s Note: When buying mutual funds directly from an advisor or broker
from a large investment company (like Merrill Lynch, Wells Fargo, AXA, or Ameriprise),
you may find that the advisor has a preference for the funds of his/her firm. There are
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several reasons for this preference. First, the broker is liable to be compensated more
for selling the funds of his/her investment company over other fund families. In addi-
tion, the broker is likely just more familiar with the funds of his/her firm over others. It
would be impossible for a broker to be versed in every mutual fund available since
there are literally thousands... and the funds change frequently.

No transaction fee funds — mutual funds offered by an investment brokerage without
any formed of commission charged

Transaction fee funds — mutual funds offered by an investment brokerage for which
investors must pay a commission to trade

Net asset value — price per share of a mutual fund equal to the fund’s assets minus lia-
bilities divided by the number of shares outstanding

Net Asset Value

Investors who buy and sell mutual funds will execute their trades at the
fund’s net asset value (NAV). The fund’s NAV is the price per share of the fund and is
found by taking the market value of all the securities in the fund’s portfolio, sub-
tracting any liabilities (fees, taxes, and losses), and then dividing by the number of
shares outstanding.

« NAV = Fund assets - Fund liabilities | # of shares

For example: Suppose a particular mutual fund has assets of $55 million, lia-
bilities of $5 million, and there are one million shares outstanding. The fund’s NAV
would be $50 per share.

In one sense, the fund’s NAV is similar to the share price of a stock. It is the
price you pay per share. However, the share price of a stock is determined by the
market (the buying and selling of investors). The NAV of a mutual fund is deter-
mined by a formula that incorporates the market prices of the securities it holds.

A mutual fund’s NAV is only updated once per trading day (as of 4 P.M. - the
market’s close). Therefore, it does no good for mutual fund investors to try to time
their purchases of mutual funds throughout the course of a trading day. If you buy
a mutual fund at any point during a trading day, your order will be executed as of
the market close. If you buy a mutual fund after the market’s close, it will be exe-
cuted as of the market close the next trading day.

For example: Assume you desire to invest in a mutual fund that invests in
the S&P 500. Suppose that on the day you wish to buy the fund, you notice that at 1
P.M. the S&P 500 has taken a dip - so you log into your brokerage account and buy
the fund. Further suppose that after 1 P.M. the S&P 500 recovers and at 4 P.M. clos-
es much higher than its 1 P.M. price. Unfortunately, even though you timed your
purchase very well, the mutual fund will be sold to you using the S&P 500 price as of
4 P.M. (not 1 P.M.) to determine the NAV that you pay.
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Table 6.2 - Sample of Daily Mutual Fund Price Quotes at wsj.com

Family/ YTD 3-yr
Fund Symbol NAV Chg |[|% return|| % chg
vy Funds
AssetStrA p WASAX 26.56 0.07 4.2 11.8
AssetStrB t WASBX 25.35 0.07 3.9 11.0
AssetStrC t WASCX 25.50 0.06 3.9 11.0
AssetStrE t IASEX 26.63 0.07 4.1 11.8
AssetStr | r IVAEX 26.84 0.08 4.1 12.0
AssetStrY p ~ WASYX 26.61 0.07 4.1 11.8
BalancedAp  IBNAX 25.90 0.04 3.6 14.0
BalancedB IBNBX 25.67 0.04 3.3 13.1
BalancedC t IBNCX 25.75 0.04 3.3 13.2
Balanced Yt  IBNYX 25.90 0.04 3.6 14.0
BondA p IBOAX 10.66 -0.03 1.1 3.2
BondB t IBOBX 10.66 -0.03 0.7 2.3
BondC t IBOCX 10.66 -0.03 0.8 2.5

Values obtained from www.wsj.com

Notes to sample data:

Table 6.2 is only a very small sample of the mutual fund quotes available
online. This particular sample provides information on three mutual funds
from the lvy Funds family.

o AssetStr is an abbreviation of the lvy Asset Strategy Fund. There are obvi-
ously several share classes for this fund shown. The A, B, C, E, I, and Y follow-
ing the abbreviated name all indicate a different share class for the same
“Asset Strategy” fund. Similarly, there are several different share classes for
the lvy Balanced Fund and the lvy Bond Fund.

o Column two shows the ticker symbols for each fund.
o Column three shows the NAV as of the latest market close.
o “Chg” is the change in NAV from the previous trading day.

o The final two columns show the percentage return of the funds so far this
year (year-to-date) and over the most recent three years.

NAY of Money Market Mutual Funds

A notable exception to the standard NAV rule is for that of money market
mutual funds (MMMFs). A money market fund is almost always priced at $1 per
share to provide MMMF investors with the feeling of safety and security. Recall that

Investments: Fundamental Theory and Practice 1e -171- C. Michael Smith



MMMFs are not FDIC insured, and can lose money, but most MMMF investors treat
them as risk free. To aid investors in this self-deception, the NAV of an MMMF is
simply set to have the number of shares equal the fund’s assets.

Despite the accounting gimmick, money market funds are extremely safe in-
vestments for investors wishing to preserve capital. From 1971 until 2008, there
were virtually no consumers invested in MMMFs that “broke the buck” or had their
share price forced lower than $1 due to market forces. However, in 2008, a money
market fund was forced to lower its price to 97 cents per share due to bad debt
holdings it had in Lehman Brothers (which had gone bankrupt). This episode almost
triggered a “banking run” where MMMF investors rushed to pull money out of their
money market mutual funds. However, the U.S. Treasury stepped in and announced
a temporary program to guarantee the $1 value of money market fund shares, which
curbed the panic sufficiently until after the crisis.

Open-end vs Closed-end Investment Companies

An investment company is a business that specializes in managing the finan-
cial assets of individual investors. While not all investment companies are mutual
funds, all mutual funds are investment companies. However, an investment compa-
ny may be an open-end investment company or a closed-end investment company.
The difference between an open-end fund and a closed-end fund is the fact that open
-end investment companies will sell new mutual fund shares to anyone wishing to
buy them and stands ready to buy back shares from any investor wishing to sell. As
a mutual fund investor, you do not need to buy and sell open-end investment com-
panies (mutual funds) on an exchange. You simply buy or sell them directly from
the open-end investment company. In fact, most investors use the term “mutual
fund” to only describe open-end funds.

Author’s Note: In an open-end fund, the shares are always worth the NAV!

All open-end funds have a ticker symbol that ends in an “X” to help distinguish
them from stocks and closed-end funds. For instance, if you look at Table 6.2, you will
see that all funds end with the letter “X.”

A closed-end investment company, on the other hand, provides a fixed num-
ber of shares of a fund that typically doesn’t change. In addition, the firm doesn’t
stand ready to buy back the shares issued like that of an open-end fund. The capital
structure is much more similar to that of a stock than a mutual fund, and like a stock,
the share value is determined by the trading of the fund in the secondary market
(typically on a formal exchange like the NYSE or NASDAQ). The value of a closed-
end fund (unlike an open-end fund) changes continually throughout the trading day.
While relatively rare, depending on economic factors, it is possible that closed-end
fund investors do not receive the NAV.

Author’s Note: When investors talk about a “mutual fund,” they are almost al-
ways referring to an open-end investment company. Practically every investor will dis-
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tinguish between a “mutual fund” and a “closed-end fund.” There are also a very small
number of closed-end funds (around 600) relative to open-end funds (around 10,000).

Investment company - business that specializes in managing the financial assets of in-
dividual investors

Open-end fund - another name for a mutual fund where the investment company buys
and sells shares to investors

Closed-end fund - a type of investment company that issues a fixed number of shares

Pooled diversification — a process where individuals benefit from buying into a diversi-
fied portfolio of securities

Minimum initial investment — the smallest dollar (or share) amount that an investor
can purchase when investing in a fund

Diversification Advantages

There are several advantages to mutual fund investing, but the biggest is like-
ly the ability of mutual fund investors to be able to substantially diversify investment
holdings on a relatively small budget. With a mutual fund, an investor has the op-
portunity to purchase tens, hundreds, even thousands of different securities, often
with as little as a $1,000 to $3,000 investment. This pooled diversification (which is
the cornerstone of mutual fund investing) allows individual investors to increase the
predictability of their returns and lower overall investment risk. Being able to ade-
quately diversify an investment portfolio on such a minimal budget is a huge ad-
vantage for mutual funds.

Author’s Note: As a concept, pooled diversification works for more than just
mutual funds. In fact, if you have car insurance, your insurer has pooled your individual
policy with thousands of other policies to help them be able to predict how much mon-
ey they will need to pay out this year.

However, most funds still do require at least a minimum level of investment.
For instance, most funds would not allow you to open up an account with $10 or
even $50. In fact, most mutual funds have a minimum initial investment of at least
$3,000, though some may be as low as $500. This means that the investor needs to
save up this initial amount before the mutual fund will allow investment into the
fund. The minimum initial investments for mutual funds can generally be found in
the fund’s prospectus. However, once the initial investment has been met, most
mutual funds typically allow much smaller subsequent investments, often as low as

$1.

Author’s Note: Be on the lookout... some mutual funds with low initial mini-
mums may have higher overall expenses than those funds with higher minimums. We
will discuss expenses shortly...
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Table 6.3 - Investment Minimums of Several Popular Mutual Funds

Vanguard S&P 500 (VFINX) $3,000
Fidelity Growth Company (FDGRX) $2,500
Dodge & Cox Income (DODIX) $2,500
T. Rowe Price Growth Stock (PRGFX)  $2,500
Oakmark Select (OAKLX) $1,000

It is worth noting that if you are purchasing mutual funds in an employer-
sponsored retirement plan, there are no investment minimums! In addition, some fund
families offer lower investment minimums for their funds if they are being purchased
within an individual retirement account like a traditional or Roth IRA. You can always
check the fund’s prospectus for more information on a particular fund’s initial invest-
ment minimums.

Other Advantages of Mutual Funds

Another advantage that mutual funds provide over individual securities is the
fact that they provide the opportunity for the professional management of the in-
vestor’s assets. When an investor purchases a mutual fund, they are basically hiring
an investment professional to manage their assets for them. These investment pro-
fessionals are typically well educated and have years of industry experience. While
the individual investor may not know a growth stock from an income stock, you can
bet that the mutual fund manager has a nuanced understanding of the theory and
practice of investing. In addition, the fund manager is likely able to take advantage
of economies of scale that the individual investor does not enjoy. This can mean
that the mutual fund manager can trade less expensively and lower transaction
costs.

Mutual funds also provide investors with an easy way to keep track of not
only their investment performance, but their tax liabilities. The fund administrator
keeps track of all of your investments and distributions (capital gains, dividends, and
interest) in one place. This allows the mutual fund to provide you with your gains
and losses in one consolidated statement as tax season approaches.

Last, mutual fund families generally provide investors with the ability to easi-
ly switch between funds within the same family. They are also generally willing to
allow you to set up an automatic investment plan, where you can have a certain dol-
lar amount sent directly from your savings account (or paycheck) on a weekly,
monthly, quarterly, or annual basis to be deposited into the fund.
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Table 6.4 - Advantages and Drawbacks of Mutual Funds

| Advantages | | Drawbacks |
Diversification Risk inherent in underlying securities
Minimal investment Uncontrollable tax liabilities
Professional management Costs

Investment/tax reporting
Easy switching/automatic investing

Drawbacks of Mutual Funds

While mutual funds, by their nature, allow investors to diversify their hold-
ings, there is still risk associated with them. Mutual funds carry all the same risks as
their underlying investments.

While the investment performance of a risky mutual fund might earn you a
great return or lose you a lot of money, it is certain that taxes will only take your
money.... As stated before, the mutual fund itself has “pass through status” and
pays no taxes. The fund shifts the tax burden onto the individual investor. It is not
uncommon for a mutual fund investor to be surprised by taxes owed on a mutual
fund, even when the investor has not received any money from it. This is likely due
to a fund’s manager buying and selling securities within the fund. This “turnover” of
assets frequently incurs taxable gains that are then passed through to the mutual
fund owner. Mutual funds will state their typical turnover rate in the prospectus.
Invariably, funds with higher turnover ratios will be less tax efficient than those
funds with lower turnover.

Author’s Note: Note that the turnover rate of each fund is easily found in the
prospectus or other published information about the fund. A low turnover ratio might
be below 20 percent whereas a high turnover rate might be over 200 percent.

Another aspect of mutual funds that will only serve to lower your return is
the fund’s fees. Perhaps the biggest drawbacks to mutual funds are the costs. In-
vesting in a mutual fund is not free. The funds have fees and expenses and some
funds have significantly more than others.

LO6.2 — Mutual Fund Fees and Performance

Mutual fund fees and expenses vary substantially from fund to fund. Other
things equal, the lower a fund’s expenses, the better. Mutual funds have three
different types of fees that they can charge (sales charges, 12b-1 fees, and manage-
ment fees). These three fees are all reported by the fund, and careful mutual fund
investors will likely be able to save money by researching these fees before making a
buying decision.
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An additional cost worth noting is the fund’s trading costs. While mutual
fund managers may be able to trade more economically than the individual investor,
they still incur trading and transaction costs. These costs are not reported directly,
but funds with lower turnover not only increase the fund’s tax efficiency, they also
mean that the fund’s trading costs are lower.

Sales Charges

Sales charges are oftentimes referred to as sales loads (or simply loads).
These charges are generally associated with load funds that are sold by personal fi-
nancial advisors and investment brokers. This load is how many brokers make their
commission from selling you the fund. In theory, the sales charge compensates the
broker for assisting you in selecting the best mutual funds for your return goals and
risk tolerance.

The sales charge lowers the amount of money that is invested in the fund.
For instance, if you invest $1,000 into a mutual fund that has a five percent sales
charge, only $950 is actually invested in the fund. By law, a sales charge cannot be
above eight percent, but in practice, you rarely see any loads this high. Most loads
fall within a range of three to six percent.

Typically, for funds that have sales loads, the loads may be reduced as you
invest more and more money. Frequently, mutual funds have breakpoints, or dollar
investment amounts that will lower the fund’s sales charge.

Table 6.5 — Sample Breakpoint Schedule

Class A Shares (Front-end Sales Load)

Sales

Investment Amount Load
Less than $25,000 5.00%
$25,000 but less than $50,000 4.25%
$50,000 but less than $100,000 3.75%

$100,000 but less than $250,000 3.25%
$250,000 but less than $500,000 2.75%
$500,000 but less than $1 million 2.00%

$1 million or more 0.00%

Sales loads can either be front end or back end. If the sales load is a front-
end load, then the charge is deducted at purchase (like in the example used above).
However, some load funds have a back-end load which means the charge is an
“exit” fee incurred when you sell the shares. Another name for a back-end load is a
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“contingent deferred sales charge” and it will generally be reduced, the longer you
hold the fund. Forinstance, a back-end load fund’s charge may be six percent if you
sell it within one year, but reduced by a certain percentage for each year that you
hold the fund (similar to that of a breakpoint). Some funds may reduce the charge
entirely (but be aware that back-end loaded funds typically have higher expense ra-
tios than front-end loaded funds)

You can usually designate whether a load fund has a front-end load or a back-
end load by the letter designation that follows the fund’s name. For funds that carry
sales charges, you will typically find that they will be written with an A, B, or C after
the fund’s name in printed material (including the fund’s prospectus). Class A
shares are generally for front-end load funds, while Class B shares are for back-end
load funds. Class C shares are not very popular with brokers or investors. They carry
a sales charge on a regular basis for as long as the investor holds the fund.

Author’s Note: Be aware that some fund families use an entirely different letter
labeling system for their funds and some funds have many more share classes with
different levels of expenses. Be sure you understand the load structure before invest-
ing in a load fund.

From a practical investing standpoint - if you are intent on buying a load fund
from a broker, generally Class A shares make the most sense for the long-term inves-
tor.

While many funds carry sales loads, there are many more that do not. If you
choose to do the research, you will likely find a no-load fund that matches the in-
vestments and investment strategy of any load fund. No-load funds (as the name
would suggest) do not carry a sales load as they are distributed directly by an invest-
ment company instead of going through an intermediary (like an investment bro-
ker). When investing $1,000 into a no-load fund, the entire $1,000 is invested in the

fund.
Table 6.6 — Sample Selection of No-load Mutual Funds by Category
| Large Company Stock | | Small-Mid Size Stock |
Dodge & Cox Stock (DODGX) Akre Focus (AKREX)
Fidelity New Millennium (FMILX) Parnassus Mid Cap (PARMX)
T. Rowe Price Value (TRVLX) T. Rowe Price Small-Cap Value (PRSVX)
Vanguard Dividend Growth (VDIGX) Vanguard Select Value (VASVX
| Inte mational Stock | | Bond |
Aurtisan International (ARTIX) DoubleLine Total Return (DLTNX)
FMI International (FMIJX) Fidelity New Markets Income (FNMIX)
Harding Loevner Emerging Markets (HLEMX)  Fidelity Total Bond (FTBFX)
Vanguard Total International Index (VGTSX) Vanguard Short-term Investment Grade (VFSTX)

Author’s Note: However, recall that many brokerages have NTF (No Transaction
Fee) as well as TF (Transaction Fee) funds. While not exactly a sales load, if you pur-
chase a TF no-load fund, then the transaction fee will be deducted much like that of an

Investments: Fundamental Theory and Practice 1e -177- C. Michael Smith



up-front load. If keeping costs low is important to you, then look for no-load NTF funds
that meet your portfolio needs, investment objectives, and risk tolerance.

12b-1 Fees

A 12b-1 fee is a mutual fund’s annual marketing and distribution expense. The
name “12b-1"” comes from the section of the Investment Company Act of 1940 that
describes the Act’s allowance for the fee, and the Act currently limits the amount
that investment companies can charge in 12b-1 fees to one percent or less per year.
Like sales loads, these fees are designed to further incentivize brokers to sell the
fund as generally two-thirds of the 12b-1 fee acts as a quasi-commission for the bro-
ker selling the fund.

Somewhat ironically, these fees were originally thought to benefit consum-
ers. The logic was that by charging the fee, the mutual fund company could market
their products to more consumers and attract more investment dollars into the
fund. The fund could then take advantage of economies of scale and provide the
fund’s investors with lower overall fees.

Author’s Note: To date - the logic of how 12b-1 fees save mutual fund investor’s
money has not been proven. What has been proven in many studies is the more that
you pay in mutual fund fees, the less overall wealth your fund generates for you.

12b-1 fees are sometimes referred to as “hidden fees” since their impact is
not as obvious as a sales load. However, since the 12b-1 fee is an annual expense,
these fees can have a much greater negative impact on the total performance of a
mutual fund over time than a front-end load.

For example: If you were to invest $10,000 into a mutual fund that charged a
one percent annual 12b-1 fee, you would be charged $100 per year, and this fee
would only go up if your fund earned positive returns.

Some mutual fund investors think they are doing the smart thing by investing
in no-load mutual funds. However, if the goal is to control costs, then you cannot
forget about the annual expenses like 12b-1 fees! From a cost perspective, it would
make more sense for the typical buy-and-hold investor to pay an upfront load than a
high annual 12b-1 fee. Better yet, from a cost perspective, it would be better if you
didn’t pay either expense! Fortunately, there are thousands of no-load mutual funds
available with no 12b-1 fees. You just need to do your research.

Author’s Note: However, other investors seem happy to pay annual 12b-1 fees
because they respect the advice of their broker and enjoy the advisory relationship.
From a certain perspective, paying 12b-1 fees is like paying for your financial advisor to
be on retainer. The advisor will be making regular and continuous money from your
investments which would likely increase the motivation to keep you as a happy client.
That’s your call...

12b-1 fees are always expressed as a percentage and along with management
fees are included in the fund’s expense ratio.
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Management Fees

Unlike sales loads and 12b-1 fees, all mutual funds have management fees.
These fees include the compensation that goes to the fund’s managers for their
time and expertise, as well as the paperwork, reporting, custodial, auditing, and any
other expenses that the fund incurs in its daily operations. The structure of manage-
ment fees can vary, but most are stated as an annual percentage of the assets under
management. These percentages can vary widely from fund to fund, but most aver-
age between 0.5 and 1 percent per year.

Management Fees of Actively-managed versus Passively-managed Funds

Sometimes, the size of a mutual fund’s management fee is directly correlated
with whether or not the fund is actively managed or passively managed. In an ac-
tively-managed mutual fund, the manager makes security selection decisions based
on his/her judgement. Their goal is to choose securities that outperform their
benchmark - to “beat the market.” In their attempt to do so, they will likely em-
ploy analysts, subscribe to databases, research company sites and the like. All of
this research, however, is expensive, and the fund will likely charge higher manage-
ment fees to compensate for the higher expenses. On the other hand, a passively-
managed fund doesn’t try to outperform a benchmark. The manager of a passively-
managed fund is only trying to obtain the benchmark (or market) rate of return.
The passive manager does not use research or analysis, and typically invests the
fund’s assets into a pre-set index. The lower expenses associated with the manage-
ment of passively-managed funds is generally reflected in the fund having lower
management fees than actively-managed funds.

For example: The Vanguard Group is widely known by investment profes-
sionals to provide a wide array of low-cost mutual funds. However, even their pas-
sively-managed index funds typically have lower costs than their actively-managed
funds.

According to the company’s website, the Vanguard S&P 500 fund is a pas-
sively-managed index fund. The expense ratio for this fund is 0.17 percent for its In-
vestor shares (with an investment minimum of $3,000). It states the following ob-
jective on the fund’s website:

As the industry’s first index fund for individual investors, the 500 Index Fund
is a low cost way to gain diversified exposure to the U.S. equity market. The fund
invests in 500 of the largest U.S. companies, which span many different industries
and account for about three-fourths of the U.S. stock market’s value. The key risk
for the fund is the volatility that comes with its full exposure to the stock mar-
ket. Because the 500 Index Fund is broadly diversified within the large-
capitalization market, it may be considered a core equity holding in a portfolio.

On the other hand, the Vanguard Growth & Income fund is a fund that in-
vests in similar securities, but is actively-managed. The expense ratio for this fund
0.37 percent for its Investor shares (with an investment minimum of $3,000). Com-
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pare the objective it states on the fund’s website to that of the passively-managed
S&P 500 fund.

This fund seeks to outperform the Standard & Poor’s 500 Index. The fund’s
quantitative investment approach results in risk and sector profiles that are simi-
lar to those of its benchmark index. The fund has a total return goal, meaning
that it seeks both capital appreciation and dividend income. The key risk for the
fund is the volatility that comes with its full exposure to the stock market. The
fund provides broad exposure to a diverse group of large U.S. companies and
may be considered a primary equity holding in a portfolio.

Author’s Note: Your decision to invest in either an actively-managed or a pas-
sively-managed mutual fund begins to get to the heart of your belief in market efficien-
cy (which will be an important topic in later chapters of this text). If you believe in an
efficient market, then you typically would consider paying higher fees to an active man-
ager to be a waste. However, if you believe that the market can be beaten, you may
believe active management to be worth the extra expense. This thought process will
be explored much further throughout this text.

For more information on active vs. passive management, see the ‘Closer Look’
at the end of this chapter.

Management Expense Ratio

Management fees and 12b-1 fees (if any) make up a mutual fund’s expense
ratio, which is a measure of what it costs the investment company to operate the
mutual fund. Every investor in the fund carries a portion of the burden of paying the
expenses associated with managing the fund. The expense ratio is the percentage
of the total investment that goes toward managing the fund’s operations. General-
ly, the lower the ratio, the more efficiently the fund is being run (and the better for
the investor).

For example: How much will you pay in fees on a $10,000 investment over 10
years, assuming a hypothetical growth rate of 9 percent per year?

o Expense ratio of 0.17% = $399
« Expense ratio of 0.29% = $678
o Expense ratio of 0.41% = $953
o Expense ratio of 0.66% = $1,517
o Expense ratio of 1.05% = $2,372
o Expense ratio of 1.12% = $2,522

o Expense ratio of 1.34% = $2,988

Sales charge - a front-end, back-end, or annual commission paid to a broker for selling
a mutual fund
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Load fund - a mutual fund that charges a commissio, or sales charge used to compen-
sate a broker

No-load fund - a mutual fund that does not charge a sales load

Breakpoint (mutual fund) - discount on front-end loads for larger investments

12b-1 fee — a mutual fund’s annual marketing and distribution expense

Management fee — a mutual fund’s annual expense that compensates the fund’s man-
ager and the other expenses associated with operating the fund

Actively-managed fund - mutual fund in which the fund manager attempts to outper-
form a set benchmark

Passively-managed fund — mutual fund in which the fund manager only attempts to
attain the market return, typically investing in a pre-set index

Expense ratio — the annual cost of operating the fund as a percentage of assets under
management

LO6.3 — Diversification and Mutual Fund

Classifications

At the most basic level, mutual funds are classified as either equity (stock)
funds or bond funds. However, mutual funds can be further classified in a multitude
of specific ways. The classifications provide potential mutual fund investors with
enormous insight into the investment strategies and objectives of the fund.

Developing a Diversified Portfolio of Mutual Funds

The classifications of mutual funds are also beneficial to investors as they
consider the diversification of their investment portfolios. Recall that, to be proper-
ly diversified, it is important to not only be invested in several different securities,
but several different types of securities. In this sense, the diversification feature of
mutual funds can be thought of in two ways:

o Diversification into more than one asset

¢ All mutual funds provide at least some diversification benefits by
investing in more than one asset. However, some funds may offer
more diversification benefits than others. A fund that only invests
in 20 stocks is much less diversified than a fund that invests in 200
stocks.

« Diversification into more than one asset class
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¢ Some mutual funds provide greater diversification benefits by in-
vesting not only in several different assets, but several different
types of assets (large-cap, mid-cap, and small-cap stocks for exam-
ple). The more asset classes in which a fund invests, the greater its
diversification benefits held alone.

Financial professionals are often asked by investors how many mutual funds
they need in their portfolio to be adequately diversified. The unfortunate answer to
this question is “It depends.” Some individual funds are extremely diversified
among different types of asset classes, while other funds limit their investments to
just one type of security.

Author’s Note: For instance, an investor who has invested 100 percent of their
retirement savings in the Vanguard Balanced Index Fund (VBINX) is relatively diversi-
fied whereas an investor who has invested 100 percent of their retirement savings in
the Vanguard Health Care Fund (VGHCX) is not very diversified at all. VBINX investsin a
multitude of different types of stocks and bonds, whereas VGHCX only invests in a rela-
tively small number of stocks that all fall into the health care sector.

If a particular fund does not offer exposure but to one type of asset class, it
still provides diversification benefits. However, to truly take advantage of the pow-
er of diversification, it will be necessary to invest in other funds as well so that the
portfolio has exposure to other asset classes. The fund selection decision, and how
much to put into each, is a function of the investor’s goals and risk tolerance.

For example: If you invest in only three funds -- the Vanguard Total Stock
Market Index fund, the Vanguard Total International Stock Market Index fund, and
the Vanguard Total Bond Market Index fund -- then you arguably have a low-cost,
broadly diversified portfolio — but how much you invest in each is a function of your
return goals and risk tolerance.

Table 6.7 (next page) provides three hypothetical asset allocation examples
based on the risk tolerances of three different investors (aggressive, moderate, and
conservative). The percentage figures represent the dollar amount of the investor’s
total money that is invested in each mutual fund. You can see that the aggressive
investor (with a high risk tolerance) tries to earn a higher return with his/her portfo-
lio by investing much larger percentages in the more aggressive asset classes,
whereas the conservative investor prefers to invest a much larger portion in the less
volatile asset classes. Regardless, each is a broadly diversified portfolio.

Investors have the opportunity to develop mutual fund portfolios that fit al-
most any risk/return goal by combining the diversification aspects of many different
asset classes. When choosing funds to fit a certain asset class and contribute to the
diversification aspects of an overall portfolio, Table 6.8 may be helpful in classifying
different types of mutual funds.
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Table 6.7

Aggressive Allocation Example |
60% Vanguard Total Stock Market Index
30% Vanguard Total International Stock Market Index
10% Vanguard Total Bond Market Index

Moderate Allocation Example |

55% Vanguard Total Stock Market Index

15% Vanguard Total International Stock Market Index
30% Vanguard Total Bond Market Index

Conservative Allocation Example |

25% Vanguard Total Stock Market Index

5% Vanguard Total International Stock Market Index

70% Vanguard Total Bond Market Index

*Important note: These fund choices and the percentages allocated to each are completely
hypothetical and should not be taken as a recommendation. Your investment goals and risk
tolerance are specific to you, and your asset allocation should reflect that.

Table 6.8 — Mutual Fund Classifications

Equity (Stock) funds Fixed-income (Bond) funds
Obijective Maturity
Capital appreciation Short-term
Growth Intermediate-term
Growth & Income Long-term
Income
Type/Taxability
Company Size Government
Large-cap Corporate
Mid-cap Agency
Small-cap Municipal
Country of origin Credit rating
Global Investment-grade
International Mid-grade
Region specific Speculative
Emerging markets
Country of origin
Sector Global
Varies International
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Stock Funds - Classifications by Objective

« Capital appreciation - Mutual funds with the objective of capital apprecia-
tion typically invest in speculative stocks that are unproven and potentially out
of favor. Having an objective of capital appreciation means that stocks are
chosen solely for their potential to provide capital gains. There is little oppor-
tunity for capital appreciation stocks to provide dividend income since the
firms reinvest all profits for the potential of growth.

« Growth — Growth funds invest in stocks that are potentially less speculative
than those that make up the holdings of capital appreciation funds, but have
similar goals for future growth in earnings. Growth firms typically do not pay
out dividend income. They reinvest all profits back into the firm for the poten-
tial of higher capital gains. Growth firms typically have higher price-to-
earnings ratios because of the relatively high opportunity for future earnings
growth.

» Growth & income - Having an objective of both growth and income means
that these funds invest in stocks that have both the potential for future
growth and the ability to pay out current income. As such, the stocks in these
funds can have a wider range of price-to-earnings ratios. Growth and income
funds are made up of a more diversified combination of stocks than the capital
appreciation and growth categories.

 Income - Typically income funds contain stocks with lower price-to-earnings
ratios. Their primary goal is to pay out company profits in the form of divi-
dends with less reinvestment than those with a higher growth objective. In-
come funds are less diversified than those with the objective of both growth
and income, but the stocks chosen for the fund are relatively established with
stable earnings.

Stock Funds - Classifications by Size

o Large-cap funds - Invest in firms with a market capitalization over $30 billion.

e Mid-cap funds - Invest in firms with a market capitalization between $10 bil-
lion and $30 billion.

« Small-cap funds - Invest in firms with a market capitalization less than $10
billion.

Stock Funds - Classifications by Country of Origin

« Global - A global fund invests in firms from all over the world, including the
United States.

o International — An international fund only invests in foreign stocks. These
funds do not include stocks from the United States.
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« Region specific — These funds invest in international companies from desig-
nated advanced economy regions. Examples include Europe, Asia, and Japan.

« Emerging markets - A fund that invests in emerging markets may or may not
be region specific, but invests in the stocks of countries that are progressing
toward becoming advanced economies. Examples include Mexico, Chile, Peru,
and the Czech Republic.

Stock Funds - Classifications by Sector

. Sector funds include those that invest a fund’s assets entirely in the consum-
er discretionary, consumer staples, energy, financials, health care, industrials,
technology, materials, telecommunications, and utilities sectors.

Author’s Note: In addition, some sector funds even invest in specific industries.
For instance, Fidelity offers a series of “Select” funds that invest in industries like auto-
motive, retailing, air transportation, biotechnology, natural gas, real estate, and many
more.

Other Popular Stock Fund Classifications

« Socially responsible funds — Some mutual funds only invest in firms that are
considered socially responsible due to their products, strategies, and cultures.
A socially responsible fund would not invest in the stocks of companies that
deal in addictive or unhealthy substances (alcohol, tobacco, fast food, gam-
bling), socially questionable products (firearms, pornography) or business
practices that may be harmful to the environment (oil, lumber).

» Tax-managed funds - These funds try to earn a return for the mutual fund
owner while limiting the shareholder’s tax burden. Typically the strategies em-
ployed by these funds are to limit investment in dividend-paying stocks (as in-
come is typically taxed at a higher rate than capital gains) and keep stock turn-
over to a minimum. The funds try to only sell stocks that qualify for long-term
capital gains treatment since this rate is lower than the short-term capital
gains tax for most investors. They may also attempt to offset capital gains
with the sale of other stocks for capital losses.

 Index funds — Most passively managed mutual funds invest in one of the
dozens of stock indices that track the performance of a specific “basket” of
stocks. These indices typically represent a particular market or sector of the
United States or some other international economy. The manager of an index
fund only strives to obtain the market return in the mutual fund (as opposed
to an actively-managed fund where the manager’s goal is to beat the market).
For this reason, the fees associated with index funds are comparatively low.
Interestingly, due to the fact that stock turnover in indices is limited, they are
naturally tax-efficient.
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Author’s Note: On a limited budget, passively-managed index funds (along with
exchange-traded funds discussed later) are the least expensive way to begin investing
in the market.

Bond Funds

As stated previously, the two primary classifications for mutual funds are
“stock” and “bond.” However, just like stock funds, bond funds can also be further
classified to provide the potential investor with additional insight into the underlying
investments of the fund.

» Maturity range - Bond funds will generally provide insight in the prospectus
as to the average maturity of the bonds held within the fund. Some funds may
invest primarily in short-term bonds while others invest in intermediate and/or
long-term bonds.

Author’s Note: Note that money market mutual funds are a special category of
fixed-income fund with a maturity range of less than one year and an investment objec-
tive of capital preservation. Another distinguishing characteristic of a money market
mutual fund is the NAV, which will always be $1.

» Bond type - A bond fund will state the percentage of the fund that is invest-
ed in “Government” bonds or “Corporate” bonds. A corporate bond fund typ-
ically has a large percentage of its holdings in corporate bonds while govern-
ment bond funds invest primarily in U.S. Treasuries. Other types of bond
funds include “Agency” funds or “Municipal” funds.

Author’s Note: Note that these labels sometimes provide insight into the taxa-
bility of the fund. Municipal funds are not taxed at the federal (and possibly state) lev-
el, while Treasury bond funds avoid state tax.

« Credit quality — A primary risk of bond investing is the default risk of the
bond issuer. Bond funds will generally provide in the prospectus the average
credit quality of the fund’s bond holdings. Some bond funds invest solely in
investment grade (A and above) bonds while other bond funds may be labeled
as high-yield or “junk’” bond funds (C and below).

» Country - Just like stock funds, bond funds can be global or international. A
global bond fund invests in bonds from around the entire world (including the
U.S.) while an international bond fund only invests in the bonds of overseas
governments and corporations.

Morningstar Mutual Fund Classifications

Morningstar, Inc. is an investment research firm used by many investment
professionals and consumers for its unbiased and thorough insights and reviews of
mutual funds. Much of the information that Morningstar accumulates on each mu-
tual fund is available for free online at http://www.morningstar.com.
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One of the primary insights that Morningstar provides on each mutual fund is
demonstrated with the Morningstar-style map. For stock funds, Morningstar labels
the fund by its size and objective (price-to-earnings). For bond funds, Morningstar
labels the fund by its maturity and credit quality. The style map helps investors iden-
tify several important aspects of the fund’s features with just a quick glance.

Figures 6.2 & 6.3 - Morningstar Equity Style Box & Fixed-income Style Box

Momingstar Equity Classification

Large-Cap

Size Mid-Cap

Small-Cap

Value Blend Growth
Objective

Note that the Morningstar classification of the equity fund above is that of a large-cap,

blend stock fund.
Morningstar Fixed-income Classification
High
Quality Mid

Low

Short Inter Long

Interest-rate sensitivity

Note that the Morningstar classification of the fixed-income fund above is that of a
high-credit quality, long-term bond fund.

Investments: Fundamental Theory and Practice 1e -187- C. Michael Smith



Asset Allocation and Balanced Mutual Funds

Some mutual funds cannot be labeled as simply “stock” or “bond” funds be-
cause they invest in both stocks and bonds. The two primary types of funds that in-
vest in both asset classes are known as balanced funds and asset allocation funds.
Both of these types of funds offer a tremendous amount of diversification ad-
vantages as they provide exposure to stocks and bonds within the same fund. How-
ever, there is a primary difference between the investment strategies of balanced
funds verses that of asset allocation funds.

A balanced fund has a pre-set percentage of assets that it will invest in stocks
and bonds. This percentage allocation does not change.

For example: The Vanguard Balanced Index Fund invests approximately 60
percent in stocks and 40 percent in bonds. This particular fund accomplishes this by
tracking the performance of a domestic total stock market index for the stock por-
tion of its investments and an aggregate bond index for the bond portion. The
60/40 breakdown of stocks to bonds does not change.

An asset allocation fund, on the other hand, reserves the right to be able to
change the percentage allocation between stocks and bonds given certain criteria
that will be stated in the fund’s prospectus. For instance, the percentage of stocks
to bonds in some asset allocation funds can be changed given simply the personal
preference of the fund manager. If the fund manager believes that the stock market
looks undervalued, he or she allocates more of the fund’s assets to the stock mar-
ket. On the other hand, if the fund manager believes that the stock market has
topped, he or she may pull funds out of stocks and invest a greater percentage of
the fund’s assets in bonds.

Another type of asset allocation fund that is growing in popularity is the
“target-date” or “target-retirement” fund. These funds are the ultimate “buy it and
forget it” funds. The investment strategy of these funds considers that as most in-
vestors approach retirement, they desire to take less and less risk with their invest-
ments. These funds will change the stock/bond percentages over time to reflect the
risk capacities of investors as they age.

For example: In the year 2020, a young 20-year old investor could purchase a
2065 target-date retirement fund. The 2065 in the fund’s name implies that the in-
vestor plans to retire in the year 2065. When purchased (the year 2020), the fund is
invested in 90 percent stocks and 10 percent bonds. However, over the next 45
years, the fund slowly moves assets out of stocks and into bonds, so that by the
year 2065, the fund has only 30 percent of the fund’s assets invested in stocks and
70 percent invested in bonds (reflecting the reduced risk capacity of the now 65-
year old investor).

Balanced fund - mutual fund that combines investments between set percentages of
stocks and bonds that do not change
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Asset allocation fund — mutual fund that provides investors with a portfolio of mixed
asset classes (generally stocks and bonds) that can change over time

LO6.4 - Exchange-Traded Funds and Hedge Funds

Exchange-traded funds (or ETFs for short) are marketable securities that
track an index. ETFs share certain qualities associated with stocks, open-end mutual
funds and closed-end mutual funds. However, first and foremost, an ETF is basically
an open-end mutual fund in that the ETF’s distributing firm can always create new
shares. However, once the ETF distributer has created shares to sell to the initial
investor, subsequent trades of the ETF take place on an exchange in a similar fash-
ion to that of common stocks and closed-end funds. The firm issuing the ETF does
not stand ready to buy back shares (though they may) and sales of an ETF take place
in the secondary market. Liquidity risk is not generally a problem for ETFs due to the
large size of the ETF market.

Exchange-traded fund — marketable security that tracks an index, similar to a mutual
fund that trades like a stock

The first ETF was an S&P 500 Index fund (nicknamed “Spider” because of the
SPDR ticker symbol). Spiders began trading on the American Stock Exchange
(AMEX) in 1993. ETFs have grown considerably in their popularity since then, and
today, you can find an ETF that tracks just about any index or sector associated with
the market. (See Table 6-8: Popular ETF Terminology on the next page.)

Buying and Selling Exchange-traded Funds

Since the ETF is traded like a stock, the trading expenses are very similar to
those of a stock (rather than a mutual fund). With most ETFs, buyers and sellers pay
a commission for the trade which can vary substantially depending on the broker.
ETFs have no loads or 12b-1 fees and the management expenses for ETFs are typical-
ly much lower than those of mutual funds. In fact, the management fees for ETFs
are typically even lower than those of low-cost index mutual funds.

Author’s Note: The average annual ETF expense ratio is currently 0.44 percent
whereas the average expense for index mutual funds is approximately 0.74 percent
(according to Morningstar).

Since ETFs trade like stocks, trades do take place the moment they are exe-
cuted. While timing a mutual fund purchase to the market’s low point during a trad-
ing day would do the investor no good (the trade is executed at the fund’s NAV af-
ter the market’s close), an ETF investor would benefit from this extremely fortunate
timing by paying a lower price for the security. In addition, since ETFs trade like
common stocks, this feature provides the ETF investor with the ability to sell ETFs
short and buy them using margin (features that are not available for mutual funds).
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Table 6.8 - Popular ETF Terminology

Spiders - SPDR ETFs invest in the S&P 500 index. Spiders also offer ETFs for each sector of the
S&P 500, known as sector spiders. Forinstance, SPDR Gold shares (GLD) provide investors with
an efficient and secure way to invest in the gold market.

Nasdag-100 Index (QQQ) - Represents ownership in the 100 largest and most actively traded
non-financial stocks on the Nasdaq. They are considered to be an effective method of investing
in the technology sector.

Diamonds - While not technically an ETF, Diamonds (DIA) act enough like ETFs for them to be
considered an exchange-traded fund by mostinvestors. They provide investors with fractional
ownership in the 30 stocks of the Dow Jones Industrial Average.

Vanguard ETFs - Vanguard's brand of ETFs provides numerous ETFs for many different market
indices including the Vanguard Total Stock Market (VTI) ETF that tracks the performance of the
CRSP U.S. Total Market Index.

iShares - BlackRock/Barclays provide numerous iShares ETFs that follow many of the major indi-
ces around the world including the Nasdaq, NYSE, Dow Jones, and Standard & Poor's. Of partic-
ular note, the iShares MSCI Emerging Market Index (EEM) is a popular way for investors to par-

ticipate in the world’s emerging market economies.

Direxion Daily Bear 3X Shares - For investors who believe that the market is headed down, the
Direxion Bear 3X ETFs seek to provide investors with the opposite returns of the underlying
indices. For instance, the Daily S&P 500 Bear 3X (SPXS) shares attempt to perform 300 percent
in the opposite direction of the S&P 500.

For investors who desire to enter the market on an extremely limited budget,
ETFs typically have no investment minimum. You can buy as little as one share of
most ETFs. But keep in mind that (in most cases) you will be paying a commission,
which can have a profoundly negative impact on a small investment dollar amount.
Also keep in mind that you will need to pay that commission again when you sell the
ETF.

For example: If you pay a $10 commission on a purchase of $1,000, your com-
mission is only 1 percent of your purchase. However, if you pay a $10 commission on
a $100 purchase, you are paying 10 percent of your purchase! With this sort of im-
pact, it might make sense to save up more money before investing in an ETF.

Hedge Funds

Like mutual funds, hedge funds have been gaining in popularity over recent
years, with literally thousands of hedge funds in operation today. The term hedge
fund can be somewhat difficult to define because the individual characteristics of
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hedge funds can be very different from fund to fund. However, all hedge funds are
basically just a special type of investment company (or investment partnership).

Hedge funds are similar to mutual funds in that they have a fund manager
who invests a pool of money contributed to the fund by individual investors. Also
similar to mutual funds, hedge funds have the goal of making money for their inves-
tors. However, in the case of a hedge fund, the fund’s manager is generally permit-
ted to invest the proceeds any way she or he sees fit. While mutual funds are re-
quired to have explicit investment objectives and strategies, hedge fund managers
are free to pursue any strategy they wish — including borrowing on margin, utilizing
derivatives, and selling short (which are not allowed for mutual funds).

The term “hedge” fund comes from the aim of these funds to make money
regardless of market performance. The thinking is that if the market goes up, the
hedge fund should obviously make money. In addition, since hedge funds are al-
lowed to sell short, if the market goes down, the thinking is that they should also
make money. Due to the short-selling, hedge funds can make an excellent “asset
class” in a diversified portfolio. However, due to the large investment minimums
generally associated with hedge funds, many investors do not have sufficient assets
to invest their entire life savings in a hedge fund (much less a small portion).

Other than requiring some of the larger hedge fund managers to register
with the SEC, there is very little regulation of hedge funds. The reasoning behind
the government’s hands-off attitude toward hedge funds is that hedge fund manag-
ers are only allowed to have “qualified” investors. A qualified investor can generally
be defined as an institution or a high net worth individual (a rich person). Typically,
the minimum investment for a hedge fund is $50,000 but certain funds may have
minimum investments of millions of dollars.

Other potential features of hedge funds vary substantially from fund to fund.
Some hedge funds allow only a relatively small number of investors while other
hedge funds may have a “lock-up” period where investors are prohibited from with-
drawing funds until the lock-up period ends (perhaps after two years).

As you can probably guess, the success of hedge fund managers in achieving
the primary goal of making money is somewhat mixed. The performance history of
some funds has been impressive while others have been abysmal. Regardless, one
aspect of hedge funds that is almost always impressive is the level of compensation
the fund manager receives. Generally, whether the fund is successful or not, the
fund manager makes a lot of money. The majority of hedge funds use the “2 and
20” compensation structure which means the fund manager receives two percent
of assets under management and up to 20 percent of profits each year.

For example: If you were a hedge fund manager who had $100 million under
management (which is relatively small in the hedge fund business) — you make $2
million per year without doing anything. Further, if you actually earn 10 percent on
that $100 million under management, then you earn another $2 million.
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Author’s Note: As a final thought — Given the compensation associated with be-
ing a hedge fund manager, | just thought I’d let you know that starting your own hedge
fund is relatively easy.

Hedge fund - a special type of investment company that can use a number of different
investment strategies on pooled funds to earn a positive return for investors

Chapter 6 - Summary

« A mutual fund is an investment vehicle that is constituted of a pool of funds, col-
lected from investors, that is invested in individual securities by an investment man-
ager.

« Mutual funds are sold by a prospectus, which is a legal contract that describes the
fund’s investment objectives, strategies, risks, performance, etc.

« Mutual fund popularity has soared since the 1980s largely due to defined contribu-
tion plans and mutual fund marketing.

« Each mutual fund family typically has numerous individual funds. Each fund acts
like its own corporation owned by its shareholders.

« Mutual funds can be sold directly from the investment company, online with a bro-
kerage account, or through a financial advisor or investment broker.

« The share price of an open-end mutual fund is the fund’s net asset value (NAV).

« Closed-end funds are traded more like stocks than mutual funds and are not what
most investors mean when they use the term “mutual fund.”

« Mutual funds typically have a minimum initial investment.

« The costs of mutual funds (which can include loads, 12b-1 fees, and management
fees) vary considerably from fund to fund. Other things equal, the returns of funds
with lower fees are higher than those with higher fees.

« Each individual mutual fund offers inherent diversification advantages over a single
security, but some mutual funds are much more diversified than others.

« Mutual funds can be classified and categorized in myriad ways.
« Exchange-traded funds (ETFs) are marketable securities that track an index.

« Exchange-traded funds typically do not have investment minimums and extremely
low annual expenses; however, ETF investors do pay commissions on trades.
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Chapter 6 — Key Terms

12b-1 fee (LO6.2) Hedge fund (LO6.4) Net asset value (LO6.1)
Actively-managed fund Income fund (LO6.3) No transaction fee fund
(LO6.2) Index fund (LO6.3) (LO6.1)

Agency bond fund (LO6.3)  Intermediate-term bond No-load fund (LO6.2)
Asset allocation fund fund (LO6.3) Open-end fund (LO6.1)
(LO6.3) International bond fund Passively-managed fund
Balanced fund (LO6.3) (LO6.3) (LO6.2)

Capital appreciation fund  International equity fund Pooled diversification
(LO6.3) (LO6.3) (LO6.1)

Closed-end fund (LO6.1) Investment company Prospectus (LO6.1)
Corporate bond fund (LO6.1) Region specific fund (LO6.3)
(LO6.3) Large-cap fund (LO6.3) Sales charge (LO6.2)
Emerging markets fund Load fund (LO6.2) Sector fund (LO6.3)
(LO6.3) Long-term bond fund Short-term bond fund
Exchange-traded fund (LO6.3) (LO6.3)

(LO6.4) Management fee (LO6.2) Small-cap fund (LO6.3)
Expense ratio (LO6.2) Mid-cap fund (LO6.3) Socially responsible fund
Global bond fund (LO6.3) ~ Minimum initial investment (LO6.3)

Global equity fund (LO6.3)  (LO6.1) Tax-managed fund (LO6.3)
Government bond fund Municipal bond fund Transaction fee fund
(LO6.3) (L06.3) (LO6.1)

Growth and income fund Mutual fund (LO6.1)

(LO6.3) Mutual fund breakpoint

Growth fund (LO6.3) (LO6.2)

Chapter 6 — Closer Look

Some mutual fund investors and financial professionals don’t agree that
“professional management” is one of the key advantages of investing in mutual
funds. In fact, many academic studies suggest that mutual fund managers responsi-
ble for actively managing their funds to “beat the market” index end up generating
lower returns for their mutual fund investors than those managers who simply in-
vest in a pre-set market index.

Unfortunately, the question of whether or not any one individual is capable
of outperforming a market index is difficult to test. Have you ever flipped a coin and
got “heads” nine or ten times in a row? While it's not likely, it can happen. Do you
attribute this inordinate number of flipped heads in a row to the fact that you are an
excellent flipper, or was it just luck? Now, pose the same question to a mutual fund
manager. While you likely attribute your coin flipping to luck, do you think that an
active fund manager would attribute 10 years of superior performance to luck or to
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skill?  Further, if the manager touted their skillful stock-picking ability, could you
prove otherwise?

Many studies have analyzed mutual fund performance, and when studies
compare the performance of actively-managed mutual funds to passively-managed
mutual funds, the longer the time-frame, typically the worse the active managers
look by comparison.

Logically, there is one primary reason that explains why active managers
might perform worse than passive managers. That reason is simply higher costs.
Actively-managed funds are generally more expensive than passively-managed
funds due to higher expenses and turnover. These fees eat into returns and perfor-
mance suffers as a result. It is much more difficult to attribute logical reasoning as
to how an active manager might have identified the “secret” on how to consistently
beat the market.

These comparisons begin to get to the heart of a theory known as the effi-
cient market hypothesis. Believers in market efficiency do not believe in active man-
agement. On the other hand, those who find markets to suffer some inefficiency
may be more open to the possibility of an individual manager beating the market.
The thinking behind these theories will be explored in parts Il and IV of this text.

However, in the meantime, for more information on this topic, read “A Ran-
dom Walk Down Wall Street” by Burton Malkiel (W.W. Norton & Co). Malkiel has
conducted several thorough and respected studies that demonstrate that actively-
managed mutual funds consistently underperform index funds. Do you agree with
his findings?

Chapter & — Quiz Yourself

True or False

1. Typically, only sophisticated investors have the investment background necessary
to be able to successfully own mutual funds.

2. One of the primary benefits of mutual funds is that they provide diversification on
a relatively small budget.

3. Mutual funds all have an indenture that describes them in detail.

4. Mutual funds have gained tremendous popularity since 1980, largely due to de-
fined contribution plans and mutual fund marketing efforts.

5. Mutual funds sold by a personal financial planner may have higher expenses than
those purchased on-line.

6. A mutual fund’s NAV equals the fund’s assets minus liabilities divided by the num-
ber of shares (except for money market mutual funds).

7. Open-end and closed-end mutual funds are traded the same way on an exchange.
8. Investors can initially invest any dollar amount to establish a mutual fund.

9. All mutual funds have sales loads.
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10. All mutual funds have 12b-1 fees.

11. All mutual funds have management expenses.

12. The diversification advantages of each individual fund can vary substantially.
13. Income funds and small-cap funds are basically the same thing.

14. A global fund invests in the U.S. and other countries.

15. Exchange-traded funds typically have lower annual management expenses than
mutual funds.

Fill in the Blank

1. A is an investment vehicle that is comprised of a pool of funds, collected
from investors, that is invested in individual securities by an investment manager.

2. The mutual fund is a legally binding contract that describes the fund.

3.A mutual fund means that you can purchase it in a brokerage account
without paying a commission (or transaction fee).

4. A mutual fund’s is only updated once per day.

5. Assuming a fund has assets of $110M, liabilities of $10M, and shares outstanding of
10M - the fund’s NAV is per share.

6. When investors are discussing mutual funds, they are typically only referring to
rather than closed-end funds.

7.A is a mutual fund’s annual marketing and distribution expense.

8. funds are mutual funds that do not invest in firms with addictive or un-
healthy substances.

9. Sometimes the terms and passively-managed fund are used interchangea-
bly.
10. The first S&P 500 ETF was nicknamed because of its ticker symbol.

In Your Own Words
1. Do you think that employers are wise to choose mutual funds as the investment
options within their defined contribution retirement plans? Why or why not?

2. Would you rather purchase mutual funds from a personal financial advisor, online
via a broker account, or directly from the fund’s website? Why?

3. Look up your favorite brokerage online and see if it has your favorite mutual fund
family as a Transaction Fee or a No Transaction Fee offering.

4. Why do you think mutual funds have minimum initial investments?

5. Why do you think that load funds offer breakpoints to investors the more they
invest?

6. Do you prefer actively-managed funds or passively-managed funds? Why?
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7. Look up your favorite mutual fund family’s website online and develop your ideal
portfolio (including percentages) using their fund selections.

8. Look up the exchange-traded funds offered by Vanguard and Fidelity. What are
the commissions if you buy Vanguard or Fidelity ETFs directly from Vanguard or Fi-
delity?

Quiz Answers

1 F 1 mutual fund
2 T 2 prospectus
3 F 3 no transaction fee
4 T 4 NAV
5 T 5 $10
6 T 6 open-end
7 F 7 12b-1 fee
8 F 8 Socially responsible
9 F 9 index
10 F 10 spider
11 T
12 T
13 F
14 T
15 T
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