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About the Author

Eric Tyson, MBA

Eric Tyson is a best-selling author and syndicated columnist. Through his
counseling, writing, and teaching, he teaches people to manage their
personal finances better and successfully direct their own investments.

He has been involved in the investing markets in many capacities for the
past two decades. Eric first invested in mutual funds back in the mid-1970s,
when he opened a mutual fund account at Fidelity. With the assistance of
Dr. Martin Zweig, a now-famous investment market analyst and frequent
guest on PBS’s Wall Street Week, Eric won his high school’s science fair

in 1976 for a project on what influences the stock market!

Since that time, Eric has (among other things) worked as a management
consultant to Fortune 500 financial service firms, and earned his Bachelor’s
degree in economics at Yale and an MBA at the Stanford Graduate School of
Business. Despite these handicaps to clear thinking, he had the good sense
to start his own company, which took an innovative approach to teaching
people of all economic means about investing and money.

An accomplished freelance personal finance writer, Eric is the author of
the national bestsellers Personal Finance For Dummies and Investing For
Dummies, co-author of Home Buying For Dummies and Taxes For Dummies,
and is an award-winning columnist for the San Francisco Examiner. His work
has been featured and quoted in dozens of national and local publications,
including Newsweek, The Wall Street Journal, Forbes, Kiplinger’s Personal
Finance Magazine, the Los Angeles Times, and Botfom Line/Personal; and on
NBC’s Today Show, ABC, CNBC, PBS’s Nightly Business Report, CNN, CBS
national radio, Bloomberg Business Radio, and Business Radio Network.
He’s also been a featured speaker at a White House conference on
retirement planning.

Despite his “wealth” of financial knowledge, Eric is one of the rest of us.
He maintains a large inventory of bumble-bee yellow-and-black-covered
computer books on his desk for those frequent times when his computer
makes the (decreasing amount of) hair on his head fall out.
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admit it. ] am a “Dummy” — at least when it comes to personal finances.

But like a smart dummy, I know where to turn for trusted information and
advice. Fortunately, Eric Tyson wrote Personal Finance For Dummies. | knew
Eric so I've had a copy to serve as a valuable and trusted quick reference
guide whenever I have a money question.

Like you (if you've picked up this book), I know that I should be wiser about
investing my savings. Magazine articles about mutual funds clutter my desk
and mutual fund literature piles up in a corner of the living room — moun-
tains of reading that, “T'll get to later, when | have a few minutes.” Friends tell
me over dinner that they've invested in this fund or that fund. They spout
off sage advice about “load” and “no-load” and “growth funds” and “income
funds” and risk and — well, | usually just go back to the menu and try to
figure out what to order for dinner.

“You know, we really should invest some of our money in a few of those
funds,” I might comment to my wife on the drive home. But, like most of us, |
put it off or — worse — make bad decisions. Like the novice mountain
climber, I know just enough to get myself into trouble.

However, unlike exotic activities such as mountain climbing, the task of
managing our personal finances is one we all face. It's as if we are all stuck in
the mountains, but few of us really know how to climb. Wealthy people hire
personal guides to help them out. But most of us can't afford or don't feel
comfortable doing that. And as Eric points out, and my own experience
suggests, financial advisors may have their own agendas that conflict

with yours.

I first met Eric when he was a graduate business student of mine at Stanford;
I was impressed by the strength and clarity of his personal purpose: to help
people at all income levels to take control of their financial futures. He
nurtured his vision while he worked to pay off all his student loan obliga-
tions. Then he boldly quit his high-paying and prestigious management
consulting career to devote full time to making his vision a reality. Like
Henry Ford, Eric wants to make that which is available only to the wealthy
widely accessible to middle-income Americans. Ford did it with automobiles;
Tyson aims to do it with thoughtful financial planning. This book is yet
another important step toward that goal.
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We live in a knowledge age. Those who “know” will be better-off in the long
run than those who “have.” I do not see the widening cleavage in our society
to be between the “haves” and the “have-nots,” but between the “knows”
and the“know-nots.” Those who know will have; those who know-not...

Eric knows a lot about mutual funds and making intelligent investing deci-
sions in funds within the context of one’s overall personal financial situa-
tion. And he makes that knowledge accessible to all of us “Dummies” here
in this book. I hope you learn and apply his lessons. I intend to.

James C. Collins

Co-author of the national bestseller Built to Last: Successful Habits of
Visionary Companies and Beyond Entrepreneurship: Turning Your Business
into an Enduring Great Company.
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rlanks for choosing Mutual Funds For Dummies, 2nd Edition. Whether
you're a regular reader of investing books or this is your first, Mutual
Funds For Dummies gives you practical techniques of mutual fund investing
that you can put to work now and for many years to come.

Mutual funds aren’t literally for dummies — in fact, they are smart invest-
ments for people at all income and educational levels. Mutual funds are
investment companies that pool your money with that of thousands of other
people to create a large pool of assets that can be invested in stocks, bonds,
or other securities. Because your assets are part of a much larger whole, |
mutual funds enable you to invest in securities that you otherwise could not
afford, and they give you low-cost access to professional money managers.
With good money managers investing your nest egg in top-flight investments
that match your financial goals, you can spend your time doing the activities
in life that you enjoy. Mutual funds should improve your investment returns
as well as your social life!

How This Book Is Different

Many investment books confuse folks. They present you with some new-
fangled system that you never figure out how to use without the help of a
mainframe computer, several mathematicians, and a Nobel Laureate as your
personal consultants. Books that bewilder more than enlighten may be
intentional because the author may have another agenda: to get you to turn
your money over to him to manage or to sell you his newsletter(s). These
writers with an agenda may imply and sometimes say that you really can’t
invest well on your own.

Going another route, too many investment books glorify rather than advise.
They place on a pedestal the very, very few who, during decidedly brief
periods in the history of the world and financial markets, managed to beat
the market averages by a few percentage points or so per year. Many of
these books and their publishers suggest that reading them will show you
the strategies that led Superstar Money Manager to the superlative perfor-
mance that the book glorifies. “He did it his way; now you can, too,” trum-
pets the marketing material. Not so. Reading a book about what made
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Michael Jordan a phenomenal basketball player, Shakespeare a great play-
wright, or Henry Kissinger a successful Secretary of State won’t help you
shoot a basket, versify, or negotiate stately alliances like these famous folks.
By the same token, you can’t discover from a book the way to become the
next Wall Street investment wizard. These types of books make their pub-
lishers wealthy, not you.

Almost as bad, most mutual fund books are too technical. Those that do a
good job explaining the fundamental concepts typically don’t delve into the
nuts-and-bolts issues that frustrate some financial novices. Many authors
lack a financial planning perspective and an “in the trenches” understanding
of the challenges real investors face.

When you want to buy or sell a mutual fund, your decision needs to fit your
overall financial objectives and individual situation. Fund investors make
many mistakes in this regard. For example, they invest in funds instead of
paying off debt or tucking money into their employer’s tax-deductible
retirement savings plan. It’s also common for investors to choose funds that
don’t fit their tax situation. Mutual Funds For Dummies, 2nd Edition, helps
you avoid those common fund-investing pitfalls.

This book also covers pesky issues completely ignored by other mutual fund
books. For novice fund investors, simply finding the correct application
form in the mountain of literature that fund companies send can be a
challenge. And if you invest in mutual funds outside of tax-sheltered retire-
ment accounts, you're greeted by the inevitable headache from figuring out
how to report distributions at tax time. This book puts you on the path you
need to be on in order to avoid these problems.

The truth is, investing is not all that difficult — and mutual funds are the
great equalizer. There’s absolutely no reason, except perhaps a lack of time
and effort on your part, why you can’t successfully invest in mutual funds
on your own. In fact, if you understand some basic concepts and find out
how to avoid major mistakes that occur for some fairly obvious reasons, you
can be even more successful than most so-called investment professionals.

I've invested in mutual funds for more than two decades and in my practice
as a financial counselor, and in the personal finance courses I teach, I help
investors make successful investing decisions with mutual funds as part of
comprehensive personal financial management. So I know the questions and
challenges that you face when you invest in funds. I wrote this book to
answer, in plain English, your fund-investing questions.
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Conquering Fund Confusion

You have good reason to be reading this book because mutual funds are a
huge and confusing business. Although mutual funds began in the United
States in 1924, as recently as 1978 they held only $57 billion in assets.
Today, thousands of mutual funds account for over four #rillion dollars
($4,000,000,000,000 — count all those zeros!) under management — a 70-fold
increase in just the last 20 years.

Although the basic principle behind mutual funds sounds simple encugh —
pooled money from thousands of individuals that is invested in stocks,
bonds, or other securities — you have to understand the different types of
investments, such as stocks and bonds, and the way they work, because
funds are a package deal. And that’s where the fun begins.

The second fact you have to understand is that so many individual funds —
more than 8,000 — are available. Hundreds of companies in many different
kinds of businesses (mutual fund companies, brokerage firms, insurers,
banks, and so on) are trying to sell funds. Even experienced investors suffer
from information overload. Lucky for you, I present short lists of great funds
that work for you and your situation.

And because no investment, not even one of the better mutual funds, is free
of flaws and shortcomings, | show you sound alternatives to mutual funds —
and help you understand when investing in funds may not be appropriate
for you.

Using This Book Effectively

You don’t need to read this book cover to cover. But if you're a beginner or
you want to fully immerse yourself in the world of fund investing (or if
you're just an information glutton), there’s no reason why you can'’t.

On the other hand, you may have a specific question or two that you want to
focus on today, but you'll want some other information tomorrow. No
problem there, either. Mutual Funds For Dummies, 2nd Edition, is lighter on
its feet and on your brain than most reference books. Use the table of
contents or index to speed your way to what you need to know and get on
with your life.

The sections that follow describe the parts in this book and what they
cover.
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Part I: The Why and How of Mutual Funds

In Part I of this book. I take you through the investing basics. If you don’t
understand the different types of investments that funds are made of, such
as stocks and bonds, you won't fully understand funds. Part [ defines and
demystifies what mutual funds are and discusses what funds are good for
and when you should consider alternatives.

Before you're even ready to start investing in funds, your personal finances
need to be in order, so in Part |, I give you some financial house-cleaning
tips. You also discover the importance of fitting mutual funds to your
financial goals. After your finances are shipshape and you’ve identified your
goals, you are ready to find out how to pick great funds, how to avoid losers,
where and how to purchase funds, and how to read all those pesky reports
(such as prospectuses and annual reports) that fund companies stuff in your
mailbox. Part I touches all these bases.

Part 1l: Establishing a
Great Fund Portfolio

In Part II, I show you how to build a portfolio of mutual funds to accomplish
your specific financial goals. You start off by exploring the basic strategies
of portfolio construction. Then, for each of the major fund types — money
market, bond, and stock — you get specific fund recommendations. A
chapter of sample fund portfolios based on real life scenarios brings to-
gether the important concepts this section introduces.

Part 1I: Maintaining a
Great Fund Portfolio

In mutual fund investing, getting started is the hard part. After you have a
good fund portfolio up and running, you shouldn’t have to devote much
time to maintaining it. This part covers what you do need to do, including
chapters on how to evaluate your funds’ performance and deal with the tax
consequences of your investing. I also offer some tips on how to minimize
aggravations when you deal with fund companies and discount brokers.

Part IV: Evaluating Information
and Advice

If you're still not full, you can find out about the scores of individuals,
companies, and publications that rank and predict financial market
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gyrations. I warn you about the bad ones and the dangers of blindly follow-
ing gurus, and [ reveal which, if any, of them really are gurus. You also
discover how to use the best mutual fund information sources, how to tell
the difference between good and bad newsletters, and where to turn for
more information. You may want to know how to use your computer to track
and even invest in mutual funds using online services and software — so
Part IV tells you that, too.

Part U: The Part of Tens

Broaden your thinking even further with these chapters that offer ten or
more short sections about important fund issues and concepts. [ discuss
recent trends in the mutual fund industry, placate some fund-investing fears
that you may have, and introduce some concerns that you may not have but
perhaps should.

Appendix

So as to not clutter up the book unnecessarily, I stuck some useful facts at
the end of book. Here you find the telephone numbers, addresses, and other
vital statistics of all the top-notch funds [ recommend in this book.

Icons Used in This Book

A\

Throughout this book, you can find friendly and useful icons to enhance
your reading pleasure and to flag and demarcate special types of informa-
tion. So, when you meet one of these margin-hugging doodads, imagine this
conversation with yourseli:

Hey, I bet that Eric just pointed out something that can save me time,
headaches, money, or all the above!

Uh, bombs normally ain’t real popular in polite company, so maybe Eric’s
trying to steer me away from mistakes and boo-boos others have made
when investing in mutual funds.

Sharklike life-forms dead ahead. Something around here could really cost me
big bucks (maybe even an arm and a leg!) if  don’t devote my most rapt
attention to Eric here.
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Mutual Funds For Dummies, 2nd Edition

Yowza! Finally, a book that tells me what to do, where to do it, and whom to
do it with. This icon denotes Eric’s favorite mutual funds.

Eminently skippable stuff here (especially if something important like a call
from Mother Nature is pressing upon me), but I may not seem as astute at
the next cocktail party when mutual fund trivia games begin. Neat but
nonessential stuff — read at leisure.

An invite from His Tysonship to get out my trenchcoat, sagging pipe, and
Sherlock Holmes hat and look into something on my own. Eric’s told me as
much as he can, but he thinks that I may need or want to check it out more
on my own before I make a move.

I bet that what Eric’s telling me is so important that [ should make sure that I
don’t forget it when I'm at large in the real world making my own fund
investing decisions!

Where to Go From Here

Mutual funds can be a low-cost way to get access to the best securities and
the best money management. I tell you all you need to know to get started in
this book. First figure out your financial goals. Be sure to invest in retire-
ment accounts. And then proceed to invest in efficiently managed funds that
meet your needs now and for the future. The important thing is to begin. So
get started.






In this part . . .

n five rollicking, action-packed chapters, you get

everything under your belt and into your cerebral
cortex that you need to know to understand and converse
about mutual funds. If you don’t know the difference

between a stock and a bond or between a prospectus and
an expense ratio, this part gives you those key terms —
and others — for an excellent grounding in the fundamen-
tals of mutual fund investing. You also find out how to fit
mutual funds neatly with the rest of your finances, and
you get an inside look at how, when, and where to invest
in the best mutual funds.




Chapter 1
Investments Primer
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In This Chapter

p Determining your investment needs and goals

B Understanding investments
p Investment risk and returns
b Benefits of diversification
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've made every investing mistake there is to make,” said Chris in her
first meeting with me. “Doing the opposite of every financial move
I've ever made would have been a great strategy.”

I'had Chris sit down in a comfortable chair, poured her a glass of water,
and — as [ normally do in the first meeting with a new cllent — asked her to
tell me the history of her financial life.

Chris’s investing career began in the late 1970s when she bought stock
(shares of ownership in a company) in the company-that employed her.
Unfortunately, the employer was a manufacturing company whose days
were numbered. In 1980, Chris’s company filed for bankruptcy, she got a
pink slip from her boss, and, to top it off, her big pile of stock suddenly had
no price per share — it was essentially worthless. Few things could have
been more depressing than sitting at home unemployed and seeing com-
pany stock account statements show a balance of $0.00.

Being a little bit gun shy, Chris did not foray into another major investment
until 1983. While vacationing in Florida, she went to a presentation that
extolled the virtues of purchasing a share in luxury condominiums being
built near Disney World. “How could you lose,” the presenter asked, “with
the never-ending attraction of Disney?” Chris concurred: Kids would always
be dragging their money-toting parents to the Magic Kingdom.

Chris found out what far too many time-share owners know: A time-share is
a grossly overpriced way to purchase an annual week’s vacation in a place
that you’ll soon tire of visiting. Ten years later, Chris unloaded her invest-
ment for 20 percent of what she paid for it — and her 80 percent loss was
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after she’d paid annual maintenance and other unanticipated fees, all of
which had been conveniently left out of the initial sales pitch (er, | mean,
presentation).

Chris’s next investment decision came as the result of an unfortunate family
occurrence. In 1984, her father passed away and left her $200,000. Because
Chris had learned from her experiences that putting too many investment
eggs in one basket causes problems for investors, she was all ears when
Louis, a financial consultant recommended by the attorney who handled her
father’s estate, advised “a diversified, professionally managed investment.”

These limited partnerships (LPs), Louis assured Chris, would end her string
of bad luck in investments. “Each partnership holds dozens of individual
investments, so if one of them does poorly or even becomes worthless, it’s
just a small portion of the whole. Besides, you'll get all these great tax write-
offs to boot,” Louis assured her.

The advice made sense to her. Louis’s investment firm advertised every-
where and had what looked like a hundred employees. Louis wore an
expensive business suit, and his office looked out on to a panoramic view of
the financial district. “I've invested in limited partnerships myself and so
have my parents,” he said.

Well, Chris reasoned, if limited partnerships were good enough for Louis’s
company, an obviously successful brokerage firm, and for Louis and his
family, then limited partnerships were good enough for her. She put three-
quarters of her inheritance money into a couple of them.

More than a decade later, here’s the news on Chris’s limited partnerships:
Total invested = $150,000. Current value = $8,000.

In addition to high sales commissions and high ongoing management fees,
the LPs make poor investments, as I explain later in this chapter, Oh, and
Chris must pay her accountant to fill out those nasty special income tax
return schedules for LPs every year.

Luckily, Chris reserved $50,000 of the inheritance for a home down payment.
By 1987, however, real estate prices in northern California seemed to be
heading into the stratosphere, so when Louis called again with stock
recommendations, Chris was receptive to his advice (it wasn’t yet clear how
bad the LPs would prove to be). If she could just make her money grow, Chris
thought, she could afford to buy a good home that she’d be really happy with.

She bought half a dozen stocks — which promptly nose-dived 40 percent
when the stock market crashed that October. Monday had never been
Chris’s favorite day, so when she heard on the news that the market had
dropped more than 500 points (a 22+ percent plunge) on Monday, October
19, for her, that day was indeed Black Monday.



Chapter 1. Investments Primer

She had a hard time getting through to Louis, whose secretary said, “He’s
very busy today helping clients make changes with their investments.”
When she finally got through to him, Louis helped Chris make changes to
her investments, too. “A money market fund will provide a safe haven from
the turbulent financial markets,” he reasoned.

Chris didn’t want to jeopardize the future home purchase, so she took
Louis’s advice to sell her stocks and put the proceeds into a money market
fund. Her $50,000 was now worth about $28,000. That’s when she finally
knocked on my door, both her portfolio and her ego quite deflated.

Although Chris was being hard on herself when she said that she had made
every investing mistake there is to make — actually, there are many more —
she had made other financial mistakes during her years of investing horrors
that she wasn’t even aware of:

! 1” She had missed out on the opportunity to contribute to tax-deductible
. investment accounts through her employers.

+* She had racked up more than $10,000 in high-interest consumer debt,
:  mostly on credit cards, further reducing the size of her assets.

And, at the risk of having you think I enjoy finding fault, I must tell you that
Chris had neither long-term disability insurance nor life insurance when she
called me — even though she had started a family following her marriage

in 1992.

Chris made her investing mistakes for one simple reason: She didn’t under-
stand investments. She didn’t know what her investing options were and
why particular options were inferior or superior to others.

By reading this book, you can prevent yourself from making big investment
mistakes. And you can take advantage of an excellent investment vehicle:
mutual funds — the best of which offer you instant diversification and low-
cost access to outstanding money managers. And you do this in the context
of your overall financial plans and goals.

Now, I'm not going to try to fool you by saying that you can’t make mistakes
with mutual funds, because you can. But, because the best mutual funds are
superior in many respects to many other investments, they help you mini-
mize your risk while maximizing your chances of success. People from many
walks of life use funds because of this. This chapter gives you an investment
overview so you can see how mutual funds fit into the overall investment
picture.

11
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Mutnal Funds: An Investment

At their most basic, mutual funds are an investment.
“Tell me something I don’t know; I'm not that dumb,” you say.

I know that, but please bear with me. I don’t want to make the mistake that |
see so many investment writers (and financial advisors) make: starting with
the more advanced stuff on the assumption that you know the basics. So
often I hear from people reading about mutual funds and complaining that a
writer starts throwing around terms such as “small cap value stock fund”
and “asset allocation” without explaining them, and before you know it,
you're lost in the weeds and frustrated. You have every right to be.

If you already understand what stocks and bonds are, their risks and
potential returns, terrific. You can skip this chapter. Most people, however,
don’t really understand the basics of investments, and that’s one of the
major reasons that people make investment mistakes in the first place. If
you understand the specific types of securities that funds can invest in,
you've mastered one of the important building blocks to understanding
mutual funds.

All right, let me get more specific: A mutual fund is an investment that
invests in other investments. In other words, when you invest in a mutual
fund, you're contributing to a big pile of money that a mutual fund manager
uses to buy other investments, such as stocks, bonds, and/or other assets that
meet the fund’s investment criteria.

Differences in investment criteria are how mutual funds broadly categorize
themselves, analogous to the way that an automaker labels a car a “four-
door sedan” or a “sport utility vehicle.” This helps you, the buyer, have a
general picture of the product even before you see the specifics.

On the car lot, of course, it’s taken for granted that you know what “sedan”
and “sport utility vehicle” mean. But what if the car salesman asks you
whether you want a Pegasus or a Stegasaurus? How can you decide if you
don’t know what those names mean?

Mutual fund terms, such as “municipal bond fund” or “small cap stock fund,”
are thrown around too casually. Fact is, thanks to our spending-oriented
culture, the average American knows cars a lot better than mutual funds. In
this chapter and the next, I explain the investment and mutual fund terms
and concepts that many writers assume you already know (or perhaps don’t
understand well enough themselves to explain to you).
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Making Sense of Investments

Our eyes can perceive dozens of different colors, and hundreds if not
thousands of shades in between — so many colors that it’s easy to forget
what we learned back in our early school days, that all colors are based on
some combination of the three primary colors: red, blue, and yellow.

Well, believe it or not, the world of investments is even simpler than that.
The seemingly infinite number of investments out there is based on just
two primary kinds of investments: lending investments and ownership
investments.

Lending investments: Interest on your money

When your buddy Bob forgets his wallet at home (again) and you agree to
spot him $7 so that he can buy lunch, you're a lender. Although it’s your
money buying Bob’s lunch, Bob owns the lunch that he’s buying, not you.
And when he retrieves his wallet, he'll hopefully pay you back the $7.
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If you loan the money to Bob with the condition that he must share his
potato chips with you, you're charging interest and, therefore, profiting from
the loan (unless, that is, he buys barbecue-flavored chips and you don't like
them). Lending is a type of investment in which the lender charges the
lendee a fee (generally known as interest) until the original loan (typically
known as the principal) gets paid back.

Familiar lending investments include bank certificates of deposit, U. S.
Treasury bills, and bonds issued by corporations such as AT&T. In each
case, you are lending your money to an organization — the bank, the federal
government, or AT&T — that pays you an agreed-upon rate of interest. You
are also promised that your principal (the original amount that you loaned)
will be returned to you in full on a specific date.

The best thing that can happen with a lending investment is that you are
paid all the interest in addition to your original investment, as promised. (In
Chapter 8, you see how you can also make money or lose money on lending
investments when interest rates fall or rise.) Although getting your original
investment back with the promised interest won’t make you rich, this result
isn’t bad, given that the investment landscape is littered with the carcasses
of failed investments that return you nothing — including lunch money
loans to colleagues that we never see again!

The worst thing that can happen with a lending investment is that you don’t
get everything that you were promised. Under extenuating circumstances,
promises get broken. When a company goes bankrupt, for example, you can
lose all or part of your original investment.

Another risk is that you get what you were promised, but, because of the
ravages of inflation, your money is simply worth less than you expected it to
be worth; it has less purchasing power than you thought it would. Back in
the 1960s, for example, high-quality (that is, “safe”) companies were issuing
long-term bonds that paid approximately 4 percent interest. At the time,
such bonds seemed like a good investment because the cost of living was
increasing only 2 percent a year. But when inflation rocketed to 6, 8, and
then 10 percent and higher, those 4 percent bonds didn’t look quite so
attractive. The interest and principal didn’t buy nearly the amount it did
years earlier when inflation was lower.

'Here’s a simple example to illustrate the damages of inflation to lending

investments. Suppose that you had put $5,000 into an 18-year lending type
investment yielding 4 percent. You planned to use it in 18 years to pay for
one year of college. Although a year of college cost $5,000 when you in-
vested the money, college costs since then had risen 8 percent a year; so
that in 18 years when you needed the money, one year of college cost nearly
$20,000. But your investment would only be worth around $10,100, nearly 50
percent short of the cost of college.
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A final drawback to lending investments is that you do not share in the
success of the organization to which you lend your money. If the company
doubles or triples in size and profits, the growth is good for the company
and its owners, and you're sure to get your interest and principal back. But
you don’t reap any of the rewards. If Bill Gates had approached you many
years ago for money to help make computer software, would you rather
have loaned him the money or owned a piece of the company that he
created — Microsoft.

Ownership investments:
Your profit, your loss

Now suppose that your buddy, Bob, starts getting a little more audacious in
his requests for favors. Due to a strong local economy and real estate
market, the landlord wants to increase Bob’s rent 15 percent, so Bob asks if
he can live with you.

But you're a bit tired of lending Bob money, and you know that you don’t
want him to live in your spare bedroom for free. You begin to think that
maybe it’s time that you bought your own place to live rather than paying
increasing rents yourself. So this time, you strike a deal with Bob to buy a
duplex and rent him the lower unit for $800 per month.

Now you're making an ownership investment. You're an owner when you
purchase an asset, whether a building or part of a multi-national corpora-
tion, that has the ability to generate earnings or profits. Real estate and
stock are typical examples of an ownership investment.

Ownership investments can generate profits two ways. The first is through
the investment’s own cash flow. For example, as the owner of the duplex,
you derive rental income from tenants like Bob. If you own stockin a
corporation, many companies elect to pay out a portion of their annual
profits (in the form of a dividend).

The second way to profit from ownership investments — and this is the one
with the potential for really big profits — is through appreciation in the
value of the investment. When you own a piece of real estate in an area with
a healthy economy, or you own stock in a growing company, then your
investment can increase in value over time. If and when you sell the invest-
ment, the difference between what you sold it for and what you paid for it is
your ( pre-tax) profit. (The IRS, of course, will eventually expect its share of
your investment profits.) This potential for appreciation is the big advantage
of being an owner versus a lender.
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On the downside, ownership investments come with extra responsibilities. If
the heater goes out or the plumbing springs a leak, you, as the property
owner, are the one who must fix it while Bob gets to kick back in his recliner
watching football games and swilling beer.

Moreover, where there is the potential for appreciation, there is the poten-
tial for depreciation. Ownership investments can decline in value. Real
estate markets can slump, stock markets can crash, and individual compa-
nies can go belly up. For this reason, ownership investments tend to be
riskier than lending investments.

The Major Investment Options

A\

Once you understand that there are fundamentally only two kinds of invest-
ments — ownership and lending — you can more easily understand how a
specific investment option works . . . and whether it’s an attractive option to
help you achieve your specific goals.

Which investment vehicle you choose for a specific goal depends on where
you're going, how fast you want to get there, and what risks you're willing to
take along the way. Here’s a list of vehicles to choose from and some of my
thoughts on which vehicle would be a good choice for your situation.
Beware icons point out the ones that you should avoid.

Savings and money market accounts

Savings accounts can be found at banks; money market funds are available
through mutual fund companies. Both are lending investments based on
short-term loans and are about the safest in terms of risk to your investment
among the various lending investments around. Relative to the typical
returns on growth oriented investments such as stocks, the interest rate
(also known as the yield) paid on savings and money market accounts, is
quite low but does not fluctuate as much over time. (The interest rate on
savings and money market accounts generally fluctuates as the level of
overall market interest rates changes.)

Bank savings accounts are backed by the federal government through
Federal Deposit Insurance Corporation (FDIC) insurance. If the bank goes

- broke, you still get your money back (up to $100,000). Money market funds

are not insured.

Should you prefer a bank account because your investment (principal) is
insured? No. Savings accounts and money market funds have almost equiva-
lent safety, but money market funds tend to offer higher yields. Chapter 7
provides more background on money market funds.
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Bonds

Bonds are the most common lending investment traded on securities
markets. Bond funds also account for about 20 percent of all mutual fund
assets invested.

When issued, the bond includes a specified maturity date at which you will
be repaid your principal. Also specified when a bond is issued is the interest
rate, which is typically fixed (that means it doesn’t change over time).

Bonds, therefore, can fluctuate in value with changes in interest rates. If, for
example, you're holding a bond issued at 8 percent, and rates increase to 10
percent, your bond decreases in value. (Why would anyone want to buy
your bond at the price that you paid if it yields just 8 percent and she can
get a bond yielding 10 percent somewhere else?)

Bonds differ from each other in the following ways:

v The type of institution to which you’re lending your money. Institu-
tions include state governments (municipal bonds), the federal govern-
ment (treasuries), mortgage holders (Government National Mortgage
Association, or GNMA), and corporations (corporate bonds).

v The credit quality of the borrower to whom you lend your money.
The probability that a borrower will pay you the interest and return all
your principal varies from institution to institution. ;

v The length of maturity of the bond. Short-term bonds mature in a few
years, intermediate bonds in around 10 years, and long-term bonds
within 30 years. Longer-term bonds generally pay higher yields but
fluctuate more widely in value with changes in interest rates.

[ tell you more than you ever thought you wanted to know about bonds in
Chapter 8.

Stocks

Stocks are the most common ownership investment traded on securities
markets. They represent shares of ownership in a company. Companies that
sell stock to the general public (called publicly held companies) include
automobile manufacturers, computer software producers, fast food restau-
rants, hotels, magazine and newspaper publishers, supermarkets, wineries,
zipper manufacturers, and many types of other (legal) businesses!

17
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When you hold stock in a company, you share in the company’s profits in
the form of annual dividends as well as an increase (you hope) in the stock
price if the company grows and makes increasing profits. That’s what
happens when things are going well. The downside is that if the company’s
business declines, your stock can plummet or even go to $0 per share.

Besides occupying different industries, companies also vary in size. In the
financial press, you often hear companies referred to by their market
capitalization, which is the total value of their outstanding stock. This is
what the stock market and the investors who participate in it think a
company is worth.

You can choose from two very different ways to invest in bonds and stocks.
You can purchase individual securities, or you can invest in a portfolio of
securities through a mutual fund. You learn all about stock mutual funds in
Chapter 9.

Overseas investments

Overseas investment is a potentially misleading category. The types of

overseas investment options, such as stocks and bonds and real estate, are
not fundamentally different from our domestic options. However, overseas

investments are often categorized separately because they come with their

own set of risks and rewards.

Here are some good reasons to invest overseas:

v Diversification. International securities markets don’t move in tandem
with U.S. markets, so adding foreign investments to a domestic portfo-
lio offers you a smoother ride. During the 1987 U.S. stock market crash,
for example, most international stock markets dropped far less than
ours — some actually rose in value. Conversely, if you thought the
growing Asian economies were the place to invest, you would have
been mighty disappointed to have placed all your investing eggs in this
basket when this sector of world hit major problems in the latter 1990s.

+»* Growth potential. Another reason for investing in international securi-
ties is this: When you confine your investing to U.S. securities, you're
literally missing a world of opportunities. The majority of investment
opportunities are overseas. If you look at the total value of all stocks
and bonds outstanding worldwide, the value of U.S. securities is now in
the minority. We are not the world! Many overseas economies are
growing faster than ours.

Some people hesitate to invest in overseas securities because they feel that
doing so hurts the U.S. economy and contributes to a loss of American jobs.
Fair enough. But | have two counterarguments:
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v If you don't profit from the growth of economies overseas, someone
else will. If money is to be made there, Americans may as well be there
to make some of it.

1 America already participates in a global economy — Making a distinc-
tion between U.S. companies and foreign companies is no longer
appropriate. Many companies headquartered in the U.S. also have
overseas operations. Some U.S. firms derive a large portion of their
revenue from their international divisions. Conversely, many firms that
are based overseas also have operations in the U.S. Increasing numbers
of companies are worldwide operations.

You are not unpatriotic if you buy from a company that is based overseas or
that has a foreign name. In fact, the product that you thought was foreign-
made may be made right here at home. Profits from a foreign company are
distributed to all stockholders, no matter where they live. Dividends and
stock price appreciation know no national boundaries.

Real estate

Perhaps the most fundamental of ownership investments, real estate has
made many people wealthy. Not only does real estate produce consistently
good rates of return (averaging around 8 to 10 percent per year) over

long investment periods, it can also be purchased with gobs of borrowed
money. This leverage helps enhance your rate of return when real estate
prices are rising.

As with other ownership investments, the value of real estate depends on
the health and performance of the economy as well as on the specifics of the
property that you own:

1~ If the local economy grows and more jobs are being produced at higher
wages, then real estate should do well.

v If companies in the community are laying people off left and right and
excess housing is sitting vacant because of previous overbuilding, then
rents and property values are likely to fall.

For investors who have time, patience, and capital, real estate can make
sense as part of an investment portfolio. If you don’t want the headaches
that come with purchasing and maintaining a property and being a landlord,
you can buy mutual funds that invest in real estate properties (see Chapter 9).
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Precious metals

Gold and silver have been used by many civilizations as mediums of ex-
change. One advantage of using precious metals as currency is that the
government can't debase them. With a paper-based currency, such as the
U.S. dollar, the government can always print more currency to pay off its
debts. (To date, gold is much harder to make than paper money. Just ask
Rumpelstiltskin.) This process of casually printing more and more currency
can lead to a currency’s devaluation — and to our old friend, inflation.

Holdings of gold and silver can provide a so-called hedge against inflation. In
the U.S. in the late 1970s and early 1980s, inflation rose dramatically. This.
rise depressed stocks and bonds. Gold and silver, however, soared in

value, rising more than 500 percent (even after adjusting for inflation) from
1972 to 1981.

But don’t purchase precious metals futures contracts. As I discuss later in
this chapter, futures are not investments; they are short-term gambles on
which way prices of an underlying investment (in this case, gold or silver)
may head over a short period of time. You also should stay away from firms
and shops that sell coins and bullion (not the soup, but bars of gold or
silver). Even if you can find a legitimate firm (which is not an easy task),
storing and insuring gold and silver is costly. You don’t get good value for
your money. I hate to break the news to you, but the Gold Rush is over.

Gold and silver can profit long-term investors, but if you want to invest in
precious metals, you're wise to do so through mutual funds. For more
information about determining how these types of funds may fit with the
rest of your investments and how to buy them, be sure to read Chapters 3
and 9.

Annuities

Annuities are investment products with some tax and insurance twists. They
behave like savings accounts, except that they give you slightly higher
yields, and they're backed by insurance companies.

As in other types of retirement accounts, the money that you put into an
annuity compounds without taxation until withdrawal. However, unlike most
other types of retirement accounts — 401(k)s, SEP-IRAs, and Keoghs — an
annuity gives you no tax deductions.

Annuities also charge relatively high expenses. That’s why it makes sense
to consider contributing to an annuity only after you fully fund the tax-
deductible retirement accounts that are available to you.
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The best annuities available today are distributed by no-load (commission-
free) mutual fund companies. For more information about the best annuities
and situations for which annuities may be appropriate, be sure to read
Chapter 10.

Life insurance

Agents love to pitch cash-value life insurance as an investment. That’s
because these policies that combine life insurance protection with an
account that has a cash value — usually known as universal, whole, or
variable life policies — generate big commissions for the agents who sell
them.

Cash-value life insurance is not a good investment. First, you should be
saving and investing as much as possible through tax-deductible retirement
savings plans such as 401(k)s, IRAs, and Keoghs. Contributions to a cash-
value life insurance plan provide you no up-front tax benefit. Second, you
can earn better investment returns through mutual funds.

The only reason to consider cash-value life insurance is that the proceeds
paid to your beneficiaries can be free of inheritance taxes. You need to have
a fairly substantial estate at your death to benefit from this feature.

Term life insurance is best for the vast majority of people. Because this is
not a book on insurance (thankfully), I advise you to consult my first book,
Personal Finance For Dummies, 2nd Edition (published by IDG Books
Worldwide, Inc.), which has all sorts of good stuff on life and other types of
insurance.

Don'’t fall prey to whole life insurance agents and their sales pitches. Life
insurance should not be used as an investment, especially if you haven't
exhausted your ability to contribute to retirement accounts. (Even if you've
exhausted contributing to retirement accounts, you can do better than cash-
value life insurance by choosing tax-friendly mutual funds and/or variable
annuities that use mutual funds as an investment option — see Chapters 7
through 10 for the details.)

Limited partnerships (LPs)

Always avoid limited partnerships sold directly through brokers and financial
planners. They are inferior investment vehicles. That's not to say that no one
has ever made money on them, but limited partnerships are so burdened
with high sales commissions and investment-depleting management fees
that you can do better in other vehicles.
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Limited partnerships are ownership investments that invest in real estate
and a variety of businesses, such as cable television, cellular phone compa-
nies, and research and development. They pitch that you can get in on the
ground floor of a new investment opportunity and make big money. And
usually they also tell you that while your investment is growing at 20
percent or more per year, you'll get handsome dividends of 8 percent or so
per year. Sound too good to be true? It is.

Many of the yields on LPs have turned out to be bogus. In some cases,
partnerships propped up their yields by paying back investors’ principals
(without telling them, of course). The other hook with LPs is tax benefits.
What few loopholes did exist in the tax code for LPs have largely been
closed. Amazingly, some investment salespeople hoodwink investors to put
their retirement account money — which is already tax-sheltered, just the
way that you want it — into LPs! The other problems with LPs overwhelm
any small tax advantage, anyway. If you want tax-friendly investments, check
out Chapters 7 through 9.

The investment salesperson who sells you such an investment stands to
earn a commission of up to 10 percent or more. That means that only 90
cents (or less) per dollar that you put into an LP actually gets invested. Each
year, LPs typically siphon off more of your money for management and other
expenses. Efficient, no-load mutual funds, in contrast, put 100 percent of
your capital to work and charge 1 percent per year or less in operating fees.

Most partnerships have little or no incentive to control costs. In fact, they
may have a conflict of interest that leads them to charge more to enrich the
managing partners. And, unlike mutual funds, in limited partnerships you
can’t vote with your feet. If the partnership is poorly run and expensive,
you're stuck. That’s why LPs are called illiquid — you can’t get your own
money back until the partnership is liquidated, typically seven to ten years
after you buy in. (If you want to sell out to a third party in the interim, you
have to sell at a huge discount. Don’t bother unless you're totally desperate
for cash. You're better off sticking it out.) The only thing limited about a
limited partnership is its ability to make you money. If you want to make
investments that earn you healthy returns, stick with stocks (using mutual
funds), real estate, or your own business.

Important Investing Concepts

Now that I've covered the fundamental building blocks of the investing
world, I spend much of the rest of the book helping you build with them. Of
course, as the title of this book suggests, I focus on what I think is the most
convenient and efficient way to put it all together — mutual funds.

But before I do, let me introduce a few key investing concepts that you
continually come across as an investor.
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Return: Why you invest

Ultimately, the return is what investors pay the most attention to — perhaps
a bit too much attention. I suppose that’s to be expected. After all, the
expectation of the return of more money than we had to begin with is the
reason why we invest. Otherwise we’d just go ahead and blow the money on
a big-screen TV.

Return measures how much your investment has grown (or shrunk as the
case may be). Return figures are usually quoted as a rate or percentage that
measures how much the value of an investment has changed over a speci-
fied period of time. So if an investment has a five-year annualized return of 8
percent, then every year for the past five years, that investment, on average,
has gotten 8 percent bigger than it was the year before.
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So what kind of returns can you expect from different kinds of investments? }
say “can” because I'm looking at history, and history is a record of the past.
Using history to predict the future, especially the near future, is dangerous.
History won’t exactly repeat itself, not even in the same fashion and not
necessarily when you expect it to.

During the 20th century, ownership investments like stocks and real estate
have returned around 8 to 10 percent per year, handily beating lending
investments such as bonds (around 5 percent) and savings accounts
(roughly 4 percent) in the investment performance race. Inflation has
averaged around 3 percent per year, so savings accounts and bonds barely
would have kept up with increases in the cost of living. Factoring in the
taxes that you pay on your investment earnings, bonds and savings account
returns would even be losing ground relative to the cost of living.

Wouldn’t it be interesting to see where those who have some discretionary
funds to toss around invest their money? They must know some secret.

Many millionaires are financially savvy; that’s how some of them made their
millions. But others are financial illiterates. The difference between poorly
informed millionaires and poorly informed average investors is that the
millionaires are (or feel) wealthy enough to hire advisors — or else they
have so much money that it doesn’t matter if they lose a few thousand every
year on bad investments. As a group, millionaires invest most of their
wealth — almost three-quarters of it — in ownership investments such as
corporate stock, real estate, and businesses. The remaining quarter they
invest mainly in lending-type investments.

Risk: Why you invest carefully

Obviously, you should put all your money in stocks and real estate, right?
The returns sure look great. So what’s the catch?

The greater an investment’s potential return, the greater, generally, is its risk.

The main drawback to ownership investments is volatility. For example,
during this century, stocks have declined by more than 10 percent in a year
approximately once every five years. Drops in stock prices of more than 20
percent have occurred about once every ten years (see Figure 1-1). Thus, in
order to earn those generous long-term stock market returns of about 10
percent per year, you must be willing to tolerate volatility. That’s why you
absolutely should not put all your money in the stock or real estate market.
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As you can see from Figure 1-2, bonds have had fewer years in which they
have provided rates of return that were as tremendously negative or posi-
tive as stocks have. Bonds are less volatile but, as I discuss in the preceding
section, on average you earn a lower rate of return.

Some types of bonds have higher yields than others, but nothing is free
here, either. A bond generally pays you a higher rate of interest as compared
with other bonds when it has

+ Lower credit quality, which compensates for the higher risk of default
and the higher likelihood that you will lose your investment.

+* Longer-term maturity, which compensates for the risk that you’ll be
unhappy with the bond’s interest rate if interest rates move up.

v~ Callability, which retains an organization’s or company’s right to buy
back the bonds issued before the bond matures. Companies like to be
able to pay back early if they have found a cheaper way to borrow the
money. Early payback is a risk to bondholders because they may get
their investment money returned to them when interest rates have
dropped.

25
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Diversification: Eggs in different baskets

Diversification is one of the most powerful investment concepts. All diversi-
fication really means is that you carry and save your eggs ( your invest-
ments) in different baskets.

Diversification requires you to place your money in different investments
with returns that are not completely correlated. Now for the plain-English
translation: With your money in different places, when one of your invest-
ments is down in value, the odds are good that at least one other is up.

To decrease the odds. that all your investments will get clobbered at the
same time, put your money in different types or classes of investments. The
different kinds of investments include money market funds, bonds, stocks,
real estate, and precious metals. You can further diversify your investments
by investing in international as well as domestic markets.

Within a given class of investments, such as stocks, you should diversify by
investing in different types of stocks that perform well under various
economic conditions. For this reason, mutual funds, which are diversified
portfolios of securities, are highly useful investment vehicles. You buy into
the mutual fund, which in turn pools your money with that of many others
to invest in a vast array of stocks or bonds.
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You can look at the benefits of diversification in two ways: First, diversifica-
tion reduces the volatility in the value of your whole portfolio. In other
words, when you diversify, you can achieve the same rate of return that a
single investment can provide, but with reduced fluctuations in value.
Another way to look at it: Diversification allows you to obtain a higher rate
of return for a given level of risk.
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Mutual Funds: Smart Money
Management for All of Us
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p~ Reasons to choose mutual funds
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I Money-managed alternatives to mutual funds
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‘ onsider this: A young man with his first paycheck, a child with some

gift money from loving grandparents, my good friend Chris from
Chapter 1, and bigwigs like Steve Jobs, Hillary and Bill Clinton, Charles
Schwab, Michael Jackson, Danielle Steel, and Michael Jordan all can hire the
same professional money managers — for the same price — by investing in
mutual funds.

I'm not sure where the “mutual” in mutual funds comes from; perhaps it’s
used because these funds allow many people to mutually invest their
money. And while it’s true that some wealthy people prefer to invest in and
spend their money on things that you and I can’t - such as private jets,
yachts, savings and loan companies, cattle futures, or beach-front vacation
homes — most well-heeled investors choose to invest in mutual funds for
the same reasons that make sense for you and me:

v Easy diversification

¥ Access to professional money managers

+ Low investment management costs
Some of the big-time investors who haven't invested in mutual funds prob-
ably wish that they had — instead of putting their money into now-vacant

office buildings, barren oil fields, lame racehorses, and other “promising”
investments.
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What's a Mutual Fund?

A mutual fund is a collection of investment money pooled from lots of
people to be invested for a specific objective. When you invest in a mutual
fund, you buy shares and become a shareholder of the fund. A fund manager
and his or her team of assistants figure out in which specific securities (for
example, stocks, bonds, money market funds) they should invest the
shareholders’ money so they can accomplish the objectives of the fund and
keep you (and your fellow shareholders) as a happy customer.

Because good mutual funds take most of the hassle and cost out of figuring
out which securities to invest in, they are among the best investment
vehicles ever created:

v Mutual funds allow you to diversify your investments — that is, invest
in many different industries and companies instead of in just one or two.

By spreading the risk over a number of different securities representing
many different industries and companies, mutual funds lessen your
volatility and chances of a large loss.

+»* Mutual funds enable you to give your money to the best money manag-
ers in the country — some of the same folks who manage money for the
already rich and famous.

v Mutual funds are the ultimate couch potato investment! However,
unlike staying home and watching The X Files or playing Nintendo,
investing in mutual funds can pay you back big rewards.

What'’s really cool about mutual funds is that once you understand them,
you realize that they can help you meet a bunch of different financial goals.
Maybe you’re building up an emergency savings stash of three to six
months’ living expenses (a prudent idea, by the way). Perhaps you're
starting to think about saving for a home purchase, retirement, or future
educational costs. You may know what you need the money for, but you may
not know how to protect the money you have and make it grow.

Don’t feel bad if you haven’t figured out a long-term financial plan. And don’t
feel bad if you don’t have a goal in mind for the money you're saving. Many
people don't have their finances organized. That's why there are books like
this one! I talk more about what kinds of goals mutual funds can help you
accomplish in Chapter 3.
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Ten Reasons to Choose Mutual Funds

Good mutual funds are excellent investment vehicles for many people. To
understand why funds are so sensible is to understand how and why funds
can work for you. Read on to discover their many benefits.

Professional management

Mutual funds are investment companies that pool your money with the
money of hundreds, thousands, or even millions of other investors. The
investment company hires a portfolio manager and a team of researchers
whose full-time job is to analyze and purchase investments that best meet
the fund’s stated objectives.

‘Typically, fund managers are graduates of the top business and finance
schools in the country, where they learn the principles of portfolio manage-
ment and securities valuation and selection. (Despite the handicap of their
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formal education, most of them still do a good job of investing money.) In
addition to their educational training, the best fund managers typically have
five or more years of experience in analyzing and selecting investments.

For most fund managers and researchers, finding the best investments is
more than a full-time job. Consider the following activities (all of them
unpleasant for non-investing professionals) that an investor should do
_before investing in stocks and bonds:

E .~ Analyze company financial statements. Companies whose securities

‘ trade in the financial markets are required to issue reports every three
months detailing their revenue, expenses, profits and losses, and assets
and liabilities. Unless you’re a numbers geek, own an HP-12C financial
calculator, and enjoy dissecting tedious corporate financial statements,
this first task alone is reason enough to invest through a mutual fund
and leave the driving to them.

E +~ Talk with the muckety-mucks. Most fund managers log thousands of

| frequent-flier miles and incur massive long-distance phone bills talking
to the folks running the companies they’re invested in or thinking about
investing in. Because of the huge amount of money they manage, large
fund companies even get visits from company executives, who fly in to
grovel at the fund managers’ feet.

Now, do you have the correct type of china and all the place settings that
etiquette demands of people who host such high-level folks? If not, avoiding
this activity is another reason for you to invest through mutual funds.

§ 1~ Analyze company and competitor strategies. Corporate managers

¢  have an irritating tendency to talk up what a great job they’re doing. It’s
not that they fib; they just want rich investors to feel warm and fuzzy
about forking over their loot. Some companies may look as if they're
making the right moves, but what if their products are soon to lag
behind the competition’s? Fund managers and their researchers take a
skeptical view of what a company’s execs say — they read the fine print
and check under the rugs. They also keep on top of what competitors
are doing. Sometimes they discover better investment ideas this way.

¢ 1~ Talk with company customers, suppliers, and industry consultants.

| Another way the mutual fund managers find out if a company’s public
relations story is full of holes rather than reality is by speaking with the
company'’s customers, suppliers, and other industry experts. These
people often have more balanced viewpoints and can be a great deal
more open about the negatives. These folks are harder to find but can
provide valuable information.

1~ Attend trade shows and review industry literature. It’s truly amazing

| how specialized the world is becoming. Do you really want to subscribe
to business magazines that track the latest happenings with ball-
bearing or catalytic-converter technology? They’ll put you to sleep in a
couple of pages. Unlike People, Newsweek, and TV Guide, they’ll also
cost you an arm and a leg to subscribe.
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Are you, as the investor, going to do all these tasks and do them well?
Nothing personal, but I doubt that you will. Even in the unlikely event that
you could perform investment research as well as the best fund managers,
don’t you value your time? A good mutual fund management team will
happily perform all the yucky research for you, do it well, and do it for a
fraction of what it would cost you to do it haphazardly on your own.

In short, a mutual fund management team does more research and more
number-crunching and applies more due diligence than most of you could
ever possibly have the energy or expertise to do in what little free time you
have. Investing in mutual funds will help your friendships and maybe even
your love life because you’ll have more free time!
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Greater value and efficiency

The concept of mutual funds sounds great, you say. But what does it cost to
hire such high-powered talent to do all this dreadful research and analysis?
A mere pittance, if you pick the right funds. In fact, when you invest your
money in a good, efficiently managed mutual fund, it will likely cost you far
less than it would to trade individual securities on your own.

When fund managers buy and sell securities, they can do it for a fraction of
the cost that you would pay. Because mutual funds typically buy or sell tens
of thousands of shares of a stock at a time, they get bulk discounts on their
transaction fees, generally 80 to 90 percent less per share than what you
would pay to buy or sell a few hundred shares on your own, even if you're
using a low-cost discount broker.

But lower trading costs are only part of the reason that mutual funds are a
cheaper, more communal way to get the investing job done. A mutual fund
also spreads out the cost of extensive — and expensive — research over

‘thousands of investors.

Mutual funds are also able to manage money more efficiently through
effective use of technology. Innovations in information management tools
enable funds to monitor and manage billions of dollars from millions of
investors at a very low cost. In general, moving around $5 billion in securi-
ties doesn’t cost them much more than it does to move $500 million. Larger
investments just mean a few more zeros in the computer data banks.

The most efficiently managed mutual funds cost less than one percent per
year in fees (bonds and money market funds cost much less — good ones
charge just 0.5 percent per year or less). Some of the larger and more
established funds charge annual fees as low as 0.2 percent per year. (1
explain the role of fees in your investment decisions in Chapter 4.)

And today, many funds do not charge a commission to purchase or redeem

shares. Commission-free funds are called no-load funds. Such opportunities

used to be rare. Fidelity and Vanguard, the two largest distributors of no-
load funds today, exacted sales charges as high as 8.5 percent during the
early 1970s. Even today, some mutual funds known as load funds charge you
for buying or selling shares in their funds.

If you decide that you want to withdraw money from a fund, most funds —
particularly no-loads — do not charge you a redemption fee. ( Think about
that — some investments require that you pay to get your own money back!)
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Diversification

Diversification is a big attraction for many investors who choose mutual
funds. Here’s an example of why.

Suppose you heard that Phenomenal Pharmaceuticals has developed a drug
that stops cancer cells in their tracks. You run to the phone, call your
broker, and invest all your savings in a few hundred shares of Phenomenal
stock. Five years later, the Food and Drug Administration denies the com-
pany approval for the drug, and the company goes belly up, taking your
$10,000 with it.

Your $10,000 would have been much safer in a mutual fund. A mutual fund
might buy a few shares of a promising, but risky, company like Phenomenal
without exposing investors like you to financial ruin. The fund owns stocks
or bonds from dozens of companies, diversifying against the risk of bad
news from any single company or sector. So when Phenomenal goes belly-
up, the fund may barely feel a ripple.

It would be difficult — and expensive — to diversify like that on your own,
unless you have a few hundred thousand dollars and a great deal of time to
invest. You would need to invest money in at least 8 to 12 different compa-
nies in different industries to ensure that your portfolio could withstand a
downturn in one or more of the investments.

Mutual funds typically invest in 25 to 100 securities, or more. Proper diversi-
fication ensures that the fund receives the highest possible return at the
lowest possible risk, given the objectives of the fund.

Pm not suggesting that mutual funds escape without share-price declines
during major market downturns. For example, mutual funds that invested in
U.S. stocks certainly declined during the October 1987 U.S. stock market
crash. However, the most unhappy investors that month were individuals
who had all their money riding on only one or a handful of stocks. Some
individual stock share prices plunged by as much as 80 to 90 percent.

Although most mutual funds are “diversified,” some aren’t. For example,
some stock funds, known as sector funds, invest exclusively in stocks of a
single industry (for instance, health care). Others focus on a single country
(such as India). I'm not a fan of such funds because of this lack of diversifica-
tion and because such funds typically charge higher operating fees. I talk
more about narrowly focused stock funds in Chapter 9.

35
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“equal opportunity” investment

If you have $500 or more to invest, you should consider mutual funds. Most
funds have low minimum investment requirements. Nearly a quarter have
minimums of $500 or less, and nearly two-thirds have minimums of $1,000 or
less. Retirement account (such as IRAs, Keoughs) investors often can invest
with even less. Some have monthly investment plans — so you can start
with as little as $50. Best of all, when you invest in a mutual fund, you get
the same attention given to the rich and famous. With mutual funds, all
investors’ dollars receive the same royal treatment.

Even if you have a whole pile of money to invest, mutual funds make sense.
Increasing numbers of companies and institutions with big bucks (millions)
to invest are turning to the low-cost, high-quality money management
services that you get from a mutual fund.

Regulatory scrutiny

Before a fund can take in money from investors, the fund must go through a
tedious review process by the Securities and Exchange Commission (SEC).
Once it offers shares, a mutual fund is required to publish in its prospectus
(discussed in Chapter 4) historical data on the fund’s earnings, its operating
expenses and other fees, and its rate of trading (turnover) in the fund’s
investments.

It should go without saying that government regulators are far from perfect.
(Remember the Savings & Loan fiasco of the 1980s?) Conceivably, a fund
operator could slip through some bogus numbers. But I wouldn’t lose sleep
worrying about this, especially if you invest through the larger, reputable
fund companies recommended in this book.

Choice of risk level

Choosing from a huge variety of mutual funds, you can select the funds that
meet your financial goals and take on the kinds of risks that you're comfort-
able with:

v Stock funds. If you want your money to grow over a long period of time
(and you can put up with some bad years thrown in with the good),
select funds that invest more heavily in stocks.

v Bond funds. If you need current income and don’t want investments
that fluctuate as widely in value as stocks do, consider bond funds.
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E 1~ Money market funds. If you want to be sure that your invested princi-
pal does not drop in value because you may need to use your money in
the short term, you may choose a money market fund.

Most investors choose a combination of these three types of funds to
diversify and help meet different financial goals. I get into all that in the
chapters to come.

Virtually no risk of bankruptey

Hundreds of banks and dozens of insurance companies have failed in the
past decade alone. Banks and insurers can fail because their liabilities (the
money customers have given them to invest) can exceed their assets (the
money they have invested or lent). When a big chunk of a bank’s loans go
sour at the same time that its depositors want their money back, the bank
fails. That happens because banks have less than 20 cents on deposit for
every dollar that you and I place with them. Likewise, if an insurance
company makes several poor investments or underestimates the number of
claims that will be made by insurance policyholders, it too can fail.
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Such failures can’t happen with a mutual fund. The situation in which the
investors’ demand for the return of their investment (the fund’s liabilities)
exceeds the value of a fund’s investments (the fund’s assets) simply cannot
occur. Why not? Because for every dollar a fund holds for its customers,
that mutual fund has a dollar’s worth of redeemable securities.

That’s not to say that you can’t lose money in a mutual fund. The share
price of a mutual fund is tied to the value of its underlying securities; if the
underlying securities such as stocks decrease in value, so, too, does the
share price of the fund. If you sell your shares when their price is less than
what you paid for them, then you’ll get back less cash than you originally
put into the fund. But that’s the worst that can happen; you cannot lose all
your investment in a mutual fund unless every single security owned by that
fund suddenly becomes worthless — an extraordinarily unlikely event.

In fact, since the Investment Company Act of 1940 was passed to regulate
the mutual fund industry, no fund has ever gone under. (A money market
fund run by and invested in by banks did disband after losing a small
portion of principal — see Chapter 7.)

You may be interested to know that the specific stocks and/or bonds that a
mutual fund buys are held by a custodian — a separate organization inde-
pendent of the mutual fund company. The employment of a custodian
ensures that the fund management company can’t embezzle your funds and
use assets from a better-performing fund to subsidize a poor performer.

Freedom from sales sharks

Stock brokers (also known as financial consultants) and commission-based
financial planners make more money by encouraging trading activity and by
selling you investments that provide them with high commissions — limited
partnerships and mutual funds with high load fees, for example. Brokers and
planners also get an occasional message from the top brass asking them to
sell some new-fangled investment product. All this creates inherent conflicts
of interest that can prevent them from providing objective investment and
financial advice and recommendations.

No-load (commission-free) mutual fund companies do not push products.
Their tollfree telephone lines are staffed with knowledgeable people who
earn salaries, not commissions. Sure, they want you to invest with their
company, but the size of their next paycheck does not depend on how much
they can persuade you to buy or trade.
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Convenient access to your money

What I find really terrific about dealing with mutual funds is that they are set
up for people who don't like to waste time going to a local branch office and
standing in line waiting for “the next available representative.” I don’t know
about you, but I enjoy waiting in lines, especially in places like a bank, about
as much as I enjoy having my dentist fill a cavity.

With mutual funds, you can make your initial investment from the comfort of
your living room by filling out and mailing a simple form and writing a check.
Later, you can add to your investment by mailing in a check or by authoriz-
ing money transfers by phone from one mutual fund account to another.

Selling shares of your mutual fund for cash is just as easy. Generally, all you
need to do is call the fund company’s toll-free number. Some companies
have representatives available by phone 24 hours a day, 365 days a year.
Many mutual fund companies also allow you to wire money back and forth
from your local bank account, allowing you to access your money almost as
quickly through a money market fund as you can through your local bank.
(As I discuss in Chapter 7, you'll probably need to keep a local bank check-
ing account to write smaller checks and for immediate ATM access to cash.)
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You may also be interested in knowing that most money market funds also
offer check-writing privileges. These accounts often carry a restriction that
your bank checking account doesn’t have: Money market checks must be
greater than a specified minimum amount — typically $250.

If you like to do some transactions in person, some of the larger fund
companies, such as Fidelity, and some discount brokers, such as Charles
Schwab, have branch offices in convenient locations so you can give money
to or get it from another living, breathing human being. (Note: Such branch
offices won’t give you cash on the spot the way a bank would. Schwab, for
example, will issue you a check only if you give them a day’s notice.)

Because you value your limited time

You work hard; you have family and friends. Chances are, the last thing you
want to do with your free time is research where to invest your savings. If
you're like many other busy people, you've kept your money in a bank just
to avoid the hassles. Or maybe you turned your money over to some
smooth-talking broker who sold you a high-commission investment you still
don’t understand but are convinced will make you rich.

Mutual funds — which you can purchase by writing a check or calling
toll-free number — can pay you a much better rate of return over the long
haul than a dreary, boring bank account or an insurance company account.
And you don’t have to pay high commissions.

Just don’t forget that mutual funds, like all investments, carry their own
unique risks, which I tell you about later in this chapter. You need to under-
stand these risks before you take the plunge into mutual funds.

Funds and Families, Open or Closed

In addition to understanding such things as fund prospectuses and perfor-
mance numbers (which I discuss in Chapters 4 and 12, respectively), you
need to know some important investment terms right now to avoid confusion.

Of families and funds

Throughout this book, I discuss mutual fund companies as well as individual
funds. To better illustrate the difference between the two, let me draw an
analogy to a nuclear family — one with parents and children.
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Mutual fund companies, such as Vanguard and Fidelity, can be thought of as
parent organizations that act as the distributors for a group of funds. The
parent organization doesn’t actually take your money. Instead, it is respon-
sible for distributing and managing the individual mutual funds — the kids,
if you will, in the family.

You actually invest your money in an individual mutual fund — one wayfar-
ing child of the whole family — such as Vanguard’s Wellesley Income Fund
or the Fidelity Balanced Fund. Vanguard and Fidelity are the parent organiza-
tions. (Don’t worry: Children don’t actually manage the funds, although
some portfolio managers are on the young side — in their 30s!)

As with real families, good parent organizations tend to produce better

~ offspring. That’s why you should understand the reputation of the parent
organization that’s responsible for overseeing the fund before you ever
invest in it. What is the parent’s track record with similar funds? How long
has the parent been managing the types of funds you're interested in? Has
the parent had any disasters with similar funds? The specific funds I recom-
mend later in the book will satisfy these concerns.

Open-end or closed-end?

I’'m not talking about remembering to place the cap back on the tube of
toothpaste! ( Though keeping the cap closed makes more sense if you don’t
want dried-up toothpaste.) Open-end and.closed-end are general terms that
refer to whether a mutual fund company issues an unlimited or a set amount
of shares in a particular mutual fund.

The vast majority of funds in the marketplace are open-end funds, and
they're also the funds that I focus on in this book because the better open-
end funds are superior (more on this point in a moment) to their closed-end
counterparts. Open-end simply means that the fund issues as many (or as
few) shares as investors demand. In open-end funds, there’s no limit to the
number of investors or the amount of money in the fund.

Closed-end funds decide up front, before they take on any investors, exactly
how many shares they will issue. Thus, once these shares are issued, the
only way you can purchase shares (or more shares) is to buy them from an
existing investor on a stock exchange.

Sorry to complicate things, but I need to clarify what I just said. Open-end
funds can, and sometimes do, decide at a later date to close their fund to
new investors. This does not make it a closed-end fund, however, because
investors with existing shares can still buy more shares from the fund com-
pany. Rather, it becomes an open-end fund that is closed to new investors!
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Generally speaking, the better open-end funds are preferable to closed-end
funds for the following reasons:

1+ Bigger and better. The better open-end funds attract more investors
over time. Thus, they can afford to pay the necessary money to hire
better managers. That’s not to say that closed-end funds don’t have
good managers, too, but as a general rule, open-end funds attract better
talent. :

+” Lower cost. Because they can attract more investors, and therefore
more money to manage, the better open-end funds charge lower annual
operating expenses. Closed-end funds tend to be much smaller and
therefore more costly to operate. Remember, operating expenses are
always deducted before a fund pays its investors their returns. Thus,
the returns for closed-end funds are depressed by higher annual fees.

. The initial sale of a closed-end fund is generally handled by brokers
who receive a hefty (for them, not for you) commission. Brokers’
commissions usually siphon anywhere from 5 to 10 percent out of your
investment dollars. Even if you're smart and wait until after the initial
offering to buy closed-end fund shares on the stock exchange, you'll
still pay a brokerage commission. You can avoid these high commis-
sions by purchasing a no-load (commission-free), open-end mutual
fund. '

v Fee-free selling. With an open-end fund, the value of a share always
equals 100 percent of what the fund’s investments are currently worth.
And you don’t have the cost and trouble of selling your shares to
another investor as you must with a closed-end fund. Because closed-
end funds trade like securities on the stock exchange, and because you
must sell your shares to someone who wants to buy, closed-end funds
sometimes sell at a discount. Even though the securities in a closed-end
fund may be worth $20 per share, you may be able to get only $19 per
share if sellers outnumber buyers.

There can be a good side to a closed-end fund selling at a discount. You
could buy shares in a closed-end fund at discount and hold onto them
in hopes that the discount disappears or — even better — turns into

a premium (which means that the share price of the fund exceeds the
value of the investments it holds). Never pay a premium to buy a close-
end fund and never buy one without getting at least 5 percent discount.

Unless I specify otherwise, funds discussed and recommended in this book
are open-end funds.
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Face-0ff: Mutual Funds versus
Individual Securities

According to a recent slew of books, newsletters, and magazine articles,
(stock) mutual funds are not the place to be. They’re boring, conservative,
and totally unsexy.

And what’s hip? Individual stocks. Why? Because, according to the pro-
nouncements of the individual stock gurus, you can get rich quick by
investing in these individual stocks.

Not only do these pundits say that investing in individual stocks supposedly
provides Himalayan returns . . .

“How we beat the stock market — and how you can, too. 23.4% annual
return.” — subtitle of The Beardstown Ladies’ Common-Sense Investment
Guide

Novices can “. . .nearly double the S&P 500 posting returns in excess of
20 percent per year. . .you might be able to fish out greater than 30
percent per year on your own without assuming considerably greater
risk,” — David and Tom Gardner, The Motley Fool Investment Guide

- “Forget bonds . . . real estate . . . build a portfolio entirely of stocks.
Returns an annual average of 34 percent.” — Matt Seto, 17 years old, The
Whiz Kid of Wall Street’s Investment Guide

“I have been able to obtain fantastic returns on so many stock market
plays: 260,000% annualized one hour returns; 10,680% annualized in two
days and so many more. ... These trades are sort of like a magic trick.
At first it seems ‘stupendous’ — otherworldly. But as you learn the
trick, you say ‘it’s a piece of cake.” - Wade Cook, Stock Market Miracles

but they also say anyone can do it with little effort . . .

“It’s not an exaggeration to say that fifth graders can wallop the market
after one month of analysis. You can too.” — The Motley Fool Investment
Guide

“An amateur who devotes a small amount of study to companies in an
industry he or she knows something about can outperform 95 percent
of the paid experts who manage mutual funds, plus have fun in doing
it.” — Peter Lynch, Beating the Street

Do the stock pﬁndits’ claims sound too good to be true?

Well, they are.
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Beware the claims of the
stock-picking gurus

It’s easy to dismiss the outrageousness of the claims made by someone like
Wade Cook. Even if you don’t know that Cook has been in trouble with
securities regulators and courts for many years now, your commorn sense
tells you that five and six digit returns are well outside the realm of reason-
able expectations for stock performance.

But what about the more believable performance claims, in the range of 20
and 30 percent, that can so easily dupe an investor into thinking they’re
true? Like the annualized return of 23.4% claimed by the Beardstown Ladies.
Sounds reasonable, and why would a bunch of ladies from a small town in
Illinois mislead you? Well, back in 1995, I asked the Beardstown Ladies to
send me some account statements so that I could verify their return claims,
but they turned me down, citing a decision “not to make our return an

issue ... we're not out to be bragging.” (Have they told that to their publishers,
who've plastered the return claims across the cover of their book?)

I even offered to have an independent accounting firm review their records
and the club refused. That told me loud and clear how authentic their 23+
percent performance claims were.

Turns out their claims were indeed bogus. Shane Tritsch, a reporter for
Chicago magazine, wrote a piece in the March 1998 issue, entitled “Bull
Marketing,” in which he exposed gross inaccuracies in how the Beardstown
Investment Club calculated its stock market returns. Tritsch was tipped off
to potential problems by a note added to the copyright page of the paper-
back edition of the Beardstown book in which it said that the club’s 23.4
percent annualized returns were determined “by calculating the increase in
their total club balance over time. Since this increase includes the dues that
the members pay regularly, this return may be different from the return that
might be calculated for a mutual fund ...”

May be different? Indeed. Using documents from the investment club

‘provided by a The Wall Street Journal reporter, Jim Raker, a senior research

analyst at Morningstar, told me that he calculates that the investment club
earned a return of a mere 9 percent per year — a far cry from the 23+
percent returns claimed by the club.

Even worse, though, is that the Beardstown investment club underperformed
the market. For the period in question (from 1983 to 1992), while the
Beardstown club earned just 9 percent per year, the Standard & Poor 500
Index — the widely followed index for the U.S. stock market — returned
about 16 percent. In fact, if you had invested in lower risk bonds, you would
have earned nearly 12 percent per year and outperformed the stock picks of
the Beardstown club!
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After the Chicago magazine story appeared, reporters from numerous media
outlets including CNBC, CBS, The Wall Street Journal, and the Associated
Press picked up on the news. I find this somewhat ironic since the media are
a large part of what brought this investment club to fame. Many in the media
bought the original Beardstown investing success story hook, line, and
sinker. During an appearance on the CBS morning show, then-anchor Harry
Smith said, “If these ladies had a mutual fund, I'd invest!”

Perhaps Harry and other journalists should have done a little more home-
work. Whenever a book author, investment newsletter, or investment
manager claims to have produced a particular rate of return, especially a
market-beating return, I always ask for proof before 'm willing to put the
claim in print myself. Otherwise, how do you know whether the claims are
real or advertising hype?

Some performance claims are so ridiculous that most journalists don't fall
for them. Recently, I reported in my column about how investing seminar
promoter Wade Cook was promising attendees that he could teach them to
earn 300 percent per year in the stock market. Although some journalists
have recently been reporting on Cook’s deceptions and hype, consumers
have been flocking to his $4,695 seminars.

The Beardstown investment club’s claim of 23.4 percent annualized returns
made me suspicious as well, even though it wasn’t an outrageous triple digit
return. Stocks historically return just 10 percent per year, yet this club, in
their book, was claiming to “. . . have been outperforming mutual funds and
professional money managers 3 to 1.” When the club was unwilling to
document their performance claims, | assumed they were false. Now the rest
of the media know it too.

And for Peter Lynch, who tells us in his book that an amateur stock-picker
can easily beat 95 percent of the pros — shame on him! Widely regarded as
the best mutual fund manager ever, Lynch more than anyone knows how
much hard work goes into beating the market. In fact, during the years that
Lynch piloted Fidelity’s Magellan fund, he was known for his workaholic 70-
and 80+- hour work weeks. He stated publicly that the primary reason he
retired early was to spend more time with his family. He worked this hard to
do something that he says anyone can do with ease? Something that you as
an investor don’t really need his skills for?

The notion that most average people and non-investment professionals can,
with minimal effort, beat the best full-time, experienced money managers is,
how should I say, ludicrous and absurd. But it does seem to appeal to some
people’s egos, until the returns come in (or don’t, as the case may be).
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Know the drawbacks behind investing
in individual securvities

The stock-picking cheerleaders will cite plenty of reasons and make hyped
claims to get you to invest in individual stocks. But they are loathe to
mention the drawbacks of selecting and trading individual securities. You
won’t buy their books if they can’t promise you effortless riches, so you may
not openly get the following information from the “stock-picking-is-easy”
writers:

i L~ Stock-picking takes significant research time and related expenses.
Before buying an individual security, you should know a great deal
about the company you're investing in. Relevant questions that you
need to answer include these: What products or services does the
company sell? What are the company’s prospects for future growth and
profitability? How does the company’s performance compare to its
competitors’ performances — both recently and over the long haul?
Are technological changes in the works that might harm or improve
their business? How much debt does the company have?

You need to do your homework on these questions, not only before you
make your initial investment, but also on a continuing basis as long as
you hold an investment. And you have to expend this legwork for every
company you invest in and every company you consider investing in.
That’s how Lynch filled up his marathon work weeks as a fund manager.

Be honest with yourself. If you're really going to research and monitor
your individual securities, the extra work ultimately will take time away
from other pursuits. In worst-case situations, I've seen busy people
spend almost as many hours on the weekend and in the evenings with
their portfolios as they do with family and friends. If you can really
afford the time for this type of hobby, more power to you. But remem-
ber, no one I know of has ever said on her deathbed, “I wish I had spent
more time watching my investments.” You only get one chance to live
your life — once squandered, your time is gone forever.

| 1~ Stock trading incurs higher transaction costs. Even when you use a

| discount broker (described in Chapter 5), the commissions you pay to
buy or sell securities are not cheap. By contrast, a large institution,
such as a mutual fund, that buys securities in blocks of 10,000 shares or
more pays a fraction of the cost — a penny or two per share when
trading. If you invest in securities on your own, you're effectively
paying 20 times or more per share in commissions than mutual fund
companies do.

Note two exceptions to the rule that individual security purchases cost
too much: (1) Government bonds can be purchased directly from the
Federal Reserve without charge, and (2) deep discount brokers (see
Chapter 5) can be quite cheap for investors making large purchases.
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v Individual stocks offer less likelihood of diversification. Unless you
have several hundred thousand dollars or more to invest in dozens of
different securities, you probably can’t afford to develop a diversified
portfolio. For example, when investing in stocks, you should hold stock
in companies belonging to different industries, in different companies
within an industry, and so on. Not properly diversifying adds to the risk
of losing your shirt.

v Individual stocks bring more accounting and bookkeeping chores.
When you invest in individual securities outside retirement accounts,
every time you sell a specific security, you must report that transaction
on your tax return.

Even if you pay someone else to complete your tax return, you still
have the hassle of keeping track of statements and receipts. (On the
plus side, however, you control selling decisions with individual
securities; with funds, managers who trade can lead to capital gains
distributions for you.)
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Understand the psychology
of selecting stocks

Some folks just don’t, won’t, or can't enjoy having all their money tied up in
mutual funds. Some people say that funds are, well, kind of boring. It’s true
that following the trials, tribulations, successes, and failures of a favorite
company can provide you plenty of excitement (sometimes more than you
want). A fund, on the other hand, is a little like a black box. You pour money
into it and don’t have specific corporate dramas to follow.

Over the years, I've noticed some common characteristics among investors
who prefer to have at least some of their portfolios in individual securities.
No offense, but see if you recognize yourself:

1+ The Boaster. You only go to parties when you've just made a sweet deal
| in the stock market. If you couldn't tell others of your shrewd stock
picks and your latest killing in the market, there’d be little point to
owning securities. While the thought has, hopefully, never crossed your
mind of sending copies of a brokerage statement out to friends and
relatives, you've been known on more than a few occasions to offer
unsolicited stock tips and investment advice.

i 1~ The Controller. You hate delegating jobs to others, especially impor-

; tant ones, because no one will do as good a job as you. Investing much
or all of your money in mutual funds and leaving all the investment
decisions to the fund manager won’t make you a happy camper.

| .~ The Free Spirit. You're the type who says, “I don’t care if there’s more

1 than $4 trillion invested in mutual funds. I don’t care if everyone’s using
word processors instead of typewriters.” You like to be just a little bit
different and independent.

Although investing a small portion of your money in individual securities
may be a compromise, be realistic as to why you're investing in them. And
before you plunk down too much money in them, remember the sage words
of Jack Bogle, often called the mutual fund investor’s best friend:

“Attempting to build an investment program around a handful of
individual securities is, for all but the most exceptional investors, a
fool’s errand. . . . Specific stock bets should be made, if at all, in small
portions, and more for the excitement of the game than for the profit.”

Yes, Bogle is the founder and former CEO of a large mutual fund company,
Vanguard. But, no, his comments aren’t self-serving: Vanguard also operates
a discount brokerage company that handles individual securities trades for
Vanguard customers who wish to do them.

In the long haul, you're not going to beat full-time professional managers
who are investing in the securities of the same type and risk level that you
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are. As with hiring a contractor for home remodeling, you need to do your
homework to find a good money manager. Even if you think that you can do
as well as the best, remember that even superstar money managers like
Peter Lynch have beaten the market averages by only a few percentage
points per year. ‘

In my experience, more than a few otherwise smart, fun-loving people
choose to invest in individual securities because they think that they’re
smarter or luckier than the rest of us. If you're like most people, I can safely
say that, in the long run, your individual investment choices will not outper-
form those of a full-time investment professional.

I've noticed a distinct difference between the sexes on this issue. Perhaps
because of differences in how people are raised, testosterone levels, or
whatever, men tend to have more of a problem taming their egos and
admitting that they’re better off not going with individual securities. Maybe
it’s genetically linked to not wanting to ask for directions.
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Mutual Funds: The Drawbacks

Although I am a fan of good mutual funds, I am also well aware of the
drawbacks of funds, and you need to know them, too. After all, no invest-
ment vehicle is perfect.

Still, the mutual fund drawbacks that I'm concerned about are different from
the ones that some of the popular press likes to harp on. Here is my take on
which mutual fund drawbacks you shouldn’t worry about . . . and which
ones should make you stop and think a little more.

Don’t worry about these . . .

The following concerns shouldn’t trouble you:

E v The investment Goliath. One of the concerns I still hear about is the

' one that, because the fund industry is growing, if fund investors head
for the exits at the same time, they may get stuck or trampled at the
door. Here's a fear you can just chuck. Mutual funds hold just 15 percent
of outstanding U.S. stocks. They're growing in importance simply
because they're a superior alternative for a whole lot of people.

I .~ Where’s the building? Some people, particularly older folks who grew
up doing all their saving through a local bank, feel uncomfortable doing
business with an organization that they can reach only via an 800
number or through the mail. However, please recognize that there are
some enormous benefits to mutual funds’ not having branch offices all
over the country. Branch offices cost a lot of money to operate. That’s
one of the reasons why bank account interest rates are so cruddy.

If you feel better dropping your money off in person to an organization
that has local branch offices, invest in mutual funds through one of the
firms recommended later that maintain branch offices, such as Charles
Schwab or Fidelity. Or do business with a fund company headquartered
near your abode (see the Appendix for the main office address of the
fund companies recommended in this book).

Do worry about these . . .
(but not too much )

Make sure you consider and accommodate these factors before you invest
in any mutual fund:
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B 1+~ Volatility of your investment balance. When you invest in mutual

. funds that hold stocks and/or bonds, the value of your funds fluctuates
with the general fluctuations in those securities markets. These fluctua-
tions don’t happen if you invest in a bank certificate of deposit (CD) or
a fixed insurance annuity that pays a set rate of interest yearly. With
CDs or annuities, you get a statement every so often that shows

steady — but slow — growth in your account value. You never get any
great news, but you never get any bad news either (unless your insurer
or bank fails, which could happen).

Over the long haul, if you invest in solid mutual funds — ones that are
efficiently and competently managed — you should earn a better rate of
return than you would with bank and insurance accounts. And if you
invest in growth-oriented funds (such as stock funds), you'll be more
likely to keep well ahead of the double bite of inflation and taxes.

But if you panic and rush to sell when the market value of your mutual
fund shares drops (instead of taking advantage of the buying opportu-
nity), then maybe you're not cut out for funds. Take the time to read
and internalize the investment lessons in this book, and you’ll soon be
an honors graduate from my Mutual Fund University!

1 Mystery (risky) investments. In recent years, some mutual funds (not
l  those that | recommend) have betrayed their investors’ trust by taking
unnecessary and, in some cases, undisclosed risks by investing in
volatile financial instruments such as futures and options (also known
as derivatives). Because these instruments are basically short-term
bets on the direction of specific security prices (see Chapter 1), they
are very risky when not properly used by a mutual fund.

[+~ An arm and a leg. Not all mutual funds are created equal. Some charge
i extremely high annual operating expenses (again, you won't find such
funds on my recommended list in this book) that put a real-drag on
returns. Expense ratios, for example, in excess of 0.75 percent for bond
funds and 1.25 percent for U.S. stock funds take away too much of your
expected returns. I talk more about expense ratios in Chapter 3.

+~ Taxes, Taxes, Taxes. The taxable distributions that funds produce can
| also be a negative. When fund managers sell a security at a profit, the
fund must distribute that profit to shareholders in the fund. For funds
held outside tax-sheltered retirement accounts, these distributions are
taxable. I fill you in on taxes and mutual funds in Chapter 6.

Some people — especially brokers who advocate investing in individual
securities — have argued that taxes on mutual fund distributions are a
problem big enough to justify the avoidance of mutual funds altogether,
especially for higher tax-bracket investors. They don’t have to be. If you
are concerned about the money you're investing outside of tax-shel-
tered retirement accounts, don’t worry — there’s a solution: See my
recommended tax-friendly funds in Chapters 7 through 9.
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Managed Investment Alternatives
to Mutual Funds

The unbelievably wide variety of mutual funds enables you to invest in
everything from short-term money market securities to corporate bonds,
U.S. and international stocks, precious metals companies, and even real
estate. Although mutual funds can fill many investing needs — as I discuss
in Chapter 1— you may be interested in and benefit from directly investing
in things such as real estate, your own business, and many other invest-
ments. Other types of privately managed investment accounts exist that
have some things in common with mutual funds.

The following sections provide some background that you need to know if
you're going to seriously consider these fund alternatives.

Wrap (or managed) accounts

Many of the brokerage firms that used to sell investment products on
commission (for example, Prudential, Merrill Lynch, Smith Barney Shearson,
Paine Webber, and Dean Witter) are moving into fee-based investment
management. This change is an improvement for investors because it
reduces some of the conflicts of interest caused by commissions.

On the other hand, these brokers charge extraordinarily high fees (which
are usually quoted as a percentage of how much money they’re managing
for you, also referred to as assets under management) on their managed (or
wrap) investment accounts.

These accounts go under a variety of names, such as “Traks” or “Consults.”
But they're all the same in one crucial way: For the privilege of investing
your money through their chosen money managers, they all charge you a
fixed percentage of the assets they’re managing for you.

Wrap accounts have two major problems. First, their management expenses
are extraordinarily high, often up to 3 percent per year of assets under
management. Remember that stocks have historically returned about 10
percent per year before taxes. So if you're paying 3 percent per year to have
the money managed in stocks, 30 percent of your return (before taxes) is
siphoned off. And don’t forget (because the government certainly won’t)
that you pay a good chunk of money in taxes on your 10 percent return as
well. So the 3 percent wrap actually ends up depleting 40 to 50 percent of
the profits you get to keep after you pay taxes — ouch!
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No-load (commission-free) mutual funds offer investors access to the
nation’s best investment managers for a fraction of the cost of wrap ac-
counts. You can invest in dozens of top-performing funds for an annual
expense of 1 percent per year or less. Many excellent funds are available for
far less — 0.2 to 0.5 percent annually.

So how do brokerage firms hoodwink investors into paying 3 to 15 times as
much for access to investment managers? Marketing. Slick, seductive,
deceptive, misleading pitches that often include some outright lies. Here are
the key components of the brokers’ pitch for wrap accounts — and then the
real truth behind the pitch:

i L~ “You're accessing investment managers who normally don’t take
| money from small-fry investors like you.”

Not a single study shows that the performance of money managers has
anything to do with the minimum account they handle. Besides, no-load
mutual funds hire many of the same managers who work at other
money management firms. In fact, Vanguard, the nation’s largest
exclusively commission-free investment firm, contracts out to hire
money managers who typically handle only million-dollar-plus private-
client accounts to run many of their funds. A number of other mutual
funds are managed by private money managers with high entrance
requirements for individual clients.

»” “You’ll earn a higher rate of return, so the fees are worth it.”

Part of the bait brokers use to hook you into a wrap account is the
wonderful rates of returns they supposedly generate. You could have
earned 18 to 25 percent per yeat, they say, had you invested with the
“Star of Yesterday” investment management company. The key words
here are “could have.” History is history. As I discuss in Chapter 4, in
the money management business, many of yesterday’s winners become
tomorrow’s losers or mediocre performers.

You also must remember that, unlike mutual funds, whose performance
records are audited by the SEC, wrap account performance records
may include marketing hype. Wrap accounts are not audited by the
SEC. The most common ploy is showing the performance of only
selected accounts — which turn out to be (you got it) only the ones
that performed the best!

The expenses you pay to have your investments managed have an
enormous impact on the long-term growth of your money. If you can have
your money managed for 0.5 to 1 percent per year instead of 2.5to 3
percent, you've got a 2 percent-per-year performance advantage already.

»” “A wrap account is tailored to your personal needs.”

Thousands of different mutual funds are available out there, covering
every possible combination of investments and degree of risk. You can
find a mutual fund that meets your objectives and risk tolerance.



’, 5 4 Part I: The Why and How of Mutual Funds

Moreover, if your portfolio ever begins to drift from your objectives,
buying into a new mutual fund is much easier than ending a relation-
ship with a personal money manager.

v~ “There’s little difference in cost between wrap accounts and mutual
funds.”

Baloney! True, the worst and most inefficient mutual funds can have
total costs approaching that of a typical wrap account. But you're not
stupid — you’re not going to invest in the highest-cost funds. Chapters
7 through 9 detail which mutual funds offer both top performance and
low cost.

Private money managers

In the world of money management, added benefits — snob appeal and ego
stroking for many — come with having your own private money manager.
First of all, you generally need big bucks, often $1 million or more, to gain
entrance. (Although it never ceases to amaze me how often this minimum
account size is lowered if you have a friend who recommends you and
already has an account with the firm — “You only have $200,000, no
problem.”)

A private money management company allows you to sit down and visit with
a personal representative and perhaps even the investment manager. The
company lavishes you with lots of attention and glossy brochures. You hear
how your money will not only receive individualized and personalized
treatment but also how superb the investment manager’s performance has
been in prior years.

Even if you've got big bucks, you probably don’t need a private money
manager for two simple reasons. First, the best, average, and worst private
money managers earn returns comparable to their counterparts in the
mutual fund business. And, as I mention earlier in this chapter, some mutual
fund firms contract out to or are themselves private money managers. This
gives you the best of both worlds: the SEC oversight of a mutual fund and
access to some money managers you may not otherwise be able to use.

Consider what one bank CEQ, speaking at a banking conference about future
sources of revenue growth, had to say about private money management.
Along with the credit card business, he included private money management
for the wealthy as one of the few “high-return, low risk businesses” in the
financial world. Knowing that you're getting soaked with high fees like the
average credit card customer shouldn’t make you feel so special about
having a private money manager.
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If you're considering investing through private investment firms, make sure
that you

1 Ask to see independently audited rates of return.

1 Check lots of references.

v Compare the performance and costs of the private money manager
with similar mutual funds (such as those in this book).

For more ideas about evaluating money managers, see the criteria for
selecting mutual funds in Chapter 4.

Hedge funds

A\ Hedge funds, another investment reserved for big ticket investors, have the
added glamour and allure of taking significant risk and gambles with their
investments. Hedge funds may do this by purchasing derivatives (options,
futures, and the like, discussed in Chapter 1). Or they may bet on the fall in
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price of particular securities by selling the securities short. When you short
sell, you borrow a security from a broker, sell it, and then hope to buy it
back later at a lower price.

When hedge fund managers guess right, they can produce high returns.
When they don’t, however, the fund manager can have his head handed to

; hlm on a very expensive silver platter. With short selling, because the
security sold short can rise an unlimited amount, the potential loss from

buying it back at a much higher price can be horrendous. And even the most
experienced investing professionals can also lose a pile of money in no time

when investing in derivatives.

A number of hedge funds have gone belly up, kaput, bankrupt when they
guessed wrong. In other words, their investments did so poorly, investors in

- the fund lost all their money. As I discussed earlier in this chapter, the odds

of this happening with a mutual fund, particularly from one of the larger,
more established companies, are nil.

If you want more risky investments, you can find aggressive mutual funds.

Or you can buy mutual funds on margin, meaning that you make a down

payment but control a larger investment (such as when you purchase a
home), through a brokerage account. See Chapter 11 for more about the
risks and rewards of buying on margin.
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ustine and Max, both in their 20s, recently married and excited about
planning their life together, heard about a free financial planning seminar
taking place at the local Holiday Inn.

The seminar was taught by a financial planner. Among the many points
made by the planner was, “If you want to retire by the age of 65, you need to
save at least 12 percent of your income every single year between now and
retirement.”

“The longer you wait to start saving,” the seminar leader continued, “the
more painful it will be. Postpone your saving a mere ten years and you will
have to double the amount of your annual income that you need to save.”

For Justine and Max, the seminar was a wake-up call. On the drive home,
they couldn’t stop thinking and talking about the future. They had big plans:
They wanted to buy a home, they wanted to send the not-yet-born kiddies to
college, and they definitely wanted to retire by age 65. And so it was re-
solved: A serious investment program must begin right away. Tomorrow,
they would fill out two applications for mutual fund companies that the
financial planner had distributed to them.

Within a week, they had set up accounts in five different mutual funds at two
firms. No more 3-percent-return bank savings accounts — the funds they
chose had been returning 10 to 12 percent per year in prior years! Proud of
their initiative, Justine and Max patted themselves on the back. Unlike most
of their twentysomething friends, who didn’t own funds or understand what
funds are, they believed they were well on their way to realizing their dreams.
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Although I have to admire Justine and Max’s initiative (that’s often the
biggest hurdle to starting an investment program), I must point out the
mistakes they made by investing in the way they did. The funds themselves
weren't poor choices — in fact, the funds they chose were quite good: They
had competent managers, good historic performance, and reasonable fees.

Among the biggest mistakes they made were:

E v~ Justine and Max completely neglected investing in their employers’

E  retirement savings plans. Thus, they were missing out on making tax-
deductible contributions. By investing in mutual funds outside of their
employers’ plans, they received no tax deductions.

| 1~ Justine and Max were steered into funds that did not fit their goals.
{  They ended up with bond funds, which were decent funds as far as
bond funds go. But bond funds are designed to produce current in-
come, not growth. Justine and Max, looking to a retirement decades
away, were trying to save and grow their money, not produce more
current income from their investments.

8 L To add tax insult to injury, the income generated by their bond funds
i was fully taxable, because the funds were being held outside of tax-
sheltered retirement accounts. The last thing Justine and Max needed
‘was more taxable income, not because they were rolling in money —
neither Justine nor Max had a high salary — but because, as a two-
income couple, they were in a high tax bracket.

B »” And, in their enthusiasm to get serious about their savings, Justine and
Max made probably the biggest error of all: They didn’t adjust their
“ spending habits to allow for their increased savings rate.

Justine and Max thought they were saving more — 12 percent of their income
was going into the mutual funds versus the 5 percent they had been saving
in a bank account. However, as the months rolled by, their outstanding
balances on credit cards grew. In fact, when they started to invest in mutual

_ funds, Justine and Max had $1,000 of revolving debt on a credit card at 14

percent interest rate. Six months later, their debt had grown to $2,000.

The extra money for investment had to come from somewhere — and in
Justine and Max’s case, it was coming from building up their credit card
debt. But, because their investments were highly unlikely to return 14
percent per year, Justine and Max were actually losing money in the process.
No real additional saving was going on — just borrowing from Visa to invest
in the mutual funds.
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I tell the story of Justine and Max not to discourage you but to caution you
against buying mutual funds in haste or out of fear before you have your
own financial goals in mind. In this chapter, I show you how to fit mutual
funds into a thoughtful personal financial plan so that the mutual funds you
invest in serve your goals instead of keeping them out of reach.

Prerequisites to Investing in Funds

The single biggest mistake that mutual fund investors make is investing in
funds before they're even ready to. It's like trying to build the walls of a
house without a proper foundation.

You've got to get your financial ship in shape — sailing out of port with leaks
in the hull is sure to lead to an early, unpleasant end to your journey. And
you've got to figure out what you're trying to accomplish with your invest-
ing. Throughout this book, I impress upon you that mutual funds are special-
ized tools for specific jobs. I don’t want you to pick up a tool that you don’t
know how to use.

Here, then, are the ten most important things to do so that you get the most
from your mutual fund investments.

Pay off your consumer debts

Right now!

I repeat: If you carry a balance on your credit card or have an outstanding
auto loan, do not invest in mutual funds until these consumer debts are
paid off.

I realize that investing money makes you feel like you're making progress;
paying off debt, on the other hand, just feels like you're treading water.

Shatter this illusion. Paying credit card interest at 14 or 18 percent while
making an investment that generates only an 8 percent return isn’t even
treading water; it’s sinking!

You won’t be able to earn a consistently high enough rate of return in
mutual funds to exceed the interest rate you're paying on consumer debt
such as credit cards and auto loans. Although some financial gurus claim
that they can make you 15 to 20 percent per year, they can’t — not year after
year. Besides, in order to try and earn these high returns, you have to take
great risk. If you have consumer debt and little savings, you're not in a
position to take that much risk.
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I'll go a step further on this issue: Not only should you delay any investing
until your consumer debts are paid off, you should seriously consider
tapping into any existing savings (presuming you would still have adequate
emergency funds at your disposal) to pay off your debts.

Review your insurance coverage

Insurance? What's that got to do with mutual funds? Take this as my friendly
little paternalistic reminder to get all of your financial house in order. Saving
and investing is psychologically rewarding and makes many people feel
more secure. But, ironically, even some good savers and investors are in
precarious positions because they have gaps in their insurance coverage.

Do you have

v Adequate life insurance to provide for your dependents?

1 Long-term disability insurance to replace your income in case a disabil-
ity prevents you from working?

v Sufficient liability protection on your home and car to guard your
assets against lawsuits?

If not, your mutual funds and other investments could be quickly wiped out
in the event of a catastrophe. The point of insurance is to eliminate the
financial downside of such a catastrophe and protect your investments.

In reviewing your insurance, you may also discover unnecessary policies or
ways to spend less on insurance, freeing up more money to invest in mutual
funds. (See my book, Personal Finance For Dummies, 2nd Edition, published
by IDG Books Worldwide, Inc., to learn about the right and wrong ways to
buy insurance and whip the rest of your finances into shape.)

Figure out your financial goals

To a large degree, mutual funds are goal-specific tools. And to a large degree,
humans are goal-driven animals. Perhaps that’s why the two make such a
good match.

Most of us find saving money easier when we do so with a purpose or goal in
mind — even if it’s for something so undefined as a “rainy day.” Because
mutual funds tend to be pretty specific in what they’re designed to do, the
more defined your goal, the better able you'll be to make the most of your
mutual fund money.
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Granted, your goals and needs will change over time, so these determina-
tions need not be carved in stone. But unless you've got a general idea of
what you're going to do with the savings down the road, you won't really be
able to thoughtfully choose suitable mutual funds.

Common financial goals include saving for retirement, a home purchase, an
emergency reserve, and stuff like that. In the second half of this chapter, |
talk more about what goals mutual funds can help you to accomplish.

Another benefit of going through this exercise is that you'll know better how
much risk you need to take to accomplish your goals. Seeing the amount
you need to save to achieve your dreams may encourage you to invest in
more growth-oriented funds. Conversely, if you find that your nest egg is
substantial given what your aspirations are, you may scale back on the
riskiness of your fund investments.

Determine how much you
are currently saving

If you're like most people, you're more likely to know the name of the 13th
U.S. president than the amount of income you’re now saving. By saving, 1
mean, over a calendar year, how did your spending compare with your
income? For example, if you earned $40,000 last year, and $38,000 of it got
“spent” on taxes, food, clothing, rent, insurance, and other fun things, you
saved $2,000. Your savings rate then would be 5 percent ($2,000 of savings
divided by your income of $40,000).

The vast majority of Americans haven’t a clue what their savings rate is. If
you already know that your rate is low, non-existent, or negative, you can
safely skip this step because you also already know that you need to save
much more. But figuring out your savings rate can be a real eye opener and
wallet closer. (Incidentally, in case you forgot, Millard Fillmore was the 13th
< U.S. president.)

Examine your current spending
and income

If you're saving enough to meet your goals, you can skip this step and move
ahead. For the rest of the class, however, some additional work needs to be
done. To save more, you need to reduce your spending, increase your
income, or both. This isn’t rocket science, but it’s not easy to do.
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For most people, reducing spending is the more feasible option. But where
do you begin? First, figure out where your money'’s going. You may have
some general idea, but you need to have facts. Get out your checkbook
register, credit card bills, and any other documentation of your spending
history and tally up how much you spend on dining out, operating your
car(s), paying your taxes, and everything else. Once you have this informa-
tion, you can begin to prioritize and make the necessary tradeoffs to reduce
your spending and increase your savings rate.

Earning more income may work as well if you can get a higher paying job or
increase the number of hours you’re willing to work. Watch out though: Your
spending has a nasty habit of soaking up increases in income. Moreovey, if
you're already working a lot, reining in your spending will be better for your
emotional and social well-being.

Maximize tax-deferved retivement
account savings

It’s difficult for most people to save money. Don’t make a tough job impos-
sible by forsaking the terrific tax benefits that come from investing through
retirement savings accounts. Employer-based 401(k) and 403(b) retirement
plans offer substantial tax benefits. Contributions into these plans are
federal and state tax-deductible. And once the money is invested inside
these plans, the growth on your contributions is tax-sheltered as well.

The common mistake fund investors make is that they neglect to take
advantage of retirement accounts in their enthusiasm to invest in funds in
“non-retirement” accounts. This can cost you hundreds, perhaps thousands,
of dollars per year in lost tax savings, and tens of thousands to hundreds of
thousands of dollars over your working years.

Fund companies are happy to encourage this financially detrimental behav-
ior. It’s not detrimental to them. They lure you into their funds without
educating you about using your employer’s retirement plan first. Why?
Because the more you invest through your employer’s plan, the less you
have available to invest in their mutual funds. (See the section on retirement
later in this'chapter to learn about the different retirement accounts you
may contribute to, including plans for self-employment income.)

Don’t neglect to fund retirement accounts in an effort to save money for
your kids’ college expenses. If you do, you’ll not only pay more in taxes, but
your children will have a more difficult time qualifying for financial aid,
including loans that are not based on financial need (see the section on

.saving for college later in this chapter). If you're affluent enough that you

can afford to pay for your children’s college costs and fund your retirement
needs, you can safely ignore this concern.
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Determine your tax bracket

When you're investing in mutual funds outside of tax-sheltered retirement
accounts, the profits and distributions that your funds produce are subject
to taxation. So the type of fund that makes sense for you depends at least
partly on your tax situation.

If you're in a high bracket, you should give preference to mutual funds such
as tax-free bond funds and stock funds with low levels of distributions,
particularly dividends. If you're not in a high bracket, avoid tax-free bond
funds because you’ll end up with less of a return than in taxable bond funds.
(In Chapter 6, I explain how to select the best fund types to fit your tax
status.)

Assess the visk you've comfortable with

Think back over your investing career. [ know you're not a star money
manager, but you've already made some investing decisions. For instance,
leaving your excess money in a bank savings or checking account is a
decision — it may indicate that you're afraid of volatile investments.

How would you deal with an investment that drops 10, 20, 30, 40, or even 50
percent in a year? Some of the more aggressive mutual funds that specialize
in volatile securities like growth stocks, small company stocks, emerging
market stocks, and long-term and low-quality bonds can fall in a hurry.

If you can’t stomach big waves on the seas of the financial markets, don’t get
in a small boat that you’ll want to bail out of in a big storm. Selling after a
big drop is the equivalent of jumping into the frothing sea at the peak of a
pounding storm — you're sealing your doom.

You can invest in the riskier types of securities by selecting mutual funds
that mix riskier securities with more stable investments and which are well
diversified. For example, you can purchase an international fund that invests
in companies of varying sizes in established as well as emerging economies.
That would be safer (less volatile) for you than investing money in small
companies just in Southeast Asian countries, a region that got clobbered in
the late 1990s.

Review current investment holdings

Many people have a tendency to compartmentalize their investments: IRA
money here, 401(k) there, brokerage account somewhere else. Part of
making sound investment decisions is to examine how the pieces fit to-
gether to make up the whole. That’s where jargon like “asset allocation”
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comes into play. Asset allocation simply means how your investments are
divvied up among the major types of securities or funds, such as money
market, bond, U.S. stocks, international stocks, precious metals, and others.

Another reason to review your current investments before you buy into new
mutual funds is that some house cleaning may be in order. You may discover
investments that don’t fit with your objectives or tax situation. Perhaps
you’ll decide to clear out some of the individual securities that you know
you can’t adequately follow and that clutter your life.

Consider other “investment” possibilities

Mutual funds are a fine way to invest your money, but they’re hardly the
only way. You can also invest in real estate, in your own business or some-
one else’s, or you can pay down mortgage debt more quickly.

Again, what makes sense for you depends on your goals and personal
preferences. If you hate taking risks and detest volatile investments, paying
down your mortgage may make better sense than investing in mutual funds.

Don’t become so obsessed with making, saving, and investing money that
you neglect the things that money can’t buy: your health, friends, family, and
exploration of new career options and hobbies.

Accomplishing Goals with Mutual Funds

Mutual funds can help you accomplish various financial goals. The rest of
this chapter gives an overview of some of these more common goals —
saving for retirement, buying a home, paying for college costs, and so on —
that can be tackled with the help of mutual funds. For each goal, I mention
what kinds of funds are best suited to it, and I point you to the part of the
book that discusses that kind of fund in greater detail.

You'll start to see how important goal identification is in the mutual fund
selection process. In most cases, only a few fund categories are appropriate
for a specific financial goal. Once you’ve got your fund category, simply
peruse Chapters 7 through 9 to find the best individual funds in that fund
category.

As you understand more about this process, you'll notice that the time
horizon of your goal — in other words, how much time you’ve got between
now and when you’ll need the money — largely determines what kind of
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fund is appropriate. If you need to tap into the money within two or three
years or less, a money market or short-term bond fund may fit the bill. I
your time horizon falls between three and seven years, you want to focus on
bond funds. For long-term goals, seven or more years down the road, stock
funds are probably your ticket.

But time horizon is not the only variable. Your tax bracket, for example, is
another important consideration in mutual fund selection. (See Chapter 6
for more about taxes.) Other variables are goal-specific, so take a closer look
at the goals themselves.

Throughout the rest of this chapter, I also give you plenty of non-mutual
fund-related tips on how to tackle these goals. Remember: Mutual funds are
just part of the overall picture.

The financial pillow — an emergency
reserve

Before you save money towards anything, it’s a good idea to save up an
amount of money equal to about three to six months of living expenses. This
fund is not for keeping up on the latest developments in stereo amplifica-
tion. It’s for emergencies only: for your living expenses when you're “be-
tween jobs,” for unexpected medical bills, for a last-minute plane ticket to
visit an ailing relative.

Basically, it’s a fund to cushion your fall when life unexpectedly trips you up.
Call it your pillow fund. You’ll be amazed how much of a stress reducer a
pillow fund is.

How much you save in this fund and how quickly you build it up depends on
the stability of your income and the depth of your family support. If your job
is steady and your folks are still there for you, then you can keep the size of
this fund on the smaller side. On the other hand, if your income is erratic
and you’ve got no ties to solvent, friendly family members, you may want to
consider building up this fund to a year’s worth of expenses.

The ideal savings vehicle for your emergency reserve fund is a money
market fund. See Chapter 7 for an in-depth discussion of money market
funds and a list of the best ones to choose from.

The golden egg — investing for retirement

Uncle Sam gives big tax breaks for retirement account contributions. This is
a deal you can’t afford to pass up. The mistake people at all income levels
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make with retirement accounts is not taking advantage of them, thereby
delaying the age at which they start to sock money away. The sooner you
start to save, the less painful it is each year, because your contributions
have more years to compound.

Each decade you delay approximately doubles the percentage of your
earnings you should save to meet your goals. For example, if saving 5
percent per year starting in your early 20s would get you to your retirement
goal, waiting until your 30s may mean socking away 10 percent; waiting until
your 40s, 20 percent; beyond that, the numbers get troubling.

Taking advantage of saving and investing in tax-deductible retirement
accounts should be your number one financial priority (unless you're still
paying off high-interest consumer debt on credit cards or an auto loan).

Here are the main benefits of investing in retirement accounts first:

1 Tax-deductibility. Retirement accounts should be called tax-reduction
accounts. If they were called that, people might be more excited about
contributing to them. For many people, avoiding higher taxes is the
motivating force that opens the account and starts the contributions.

Suppose that you're paying about 35 percent between federal and state
income taxes on your last dollars of income (see Chapter 6 to deter-
mine your tax bracket). For most of the retirement accounts described

“in this chapter, for every $1,000 you contribute, you save yourself about
$350 in taxes in the year that you make the contribution.

v Tax-deferred growth of your investments. Once money is in your
retirement account, any interest, dividends, and appreciation add to
the amount of your account without being taxed. You defer taxes on all
the accumulating gains and profits until you withdraw the money down
the road. Thus, more money is working for you over a longer period
of time.

1 They save you from yourself. Retirement accounts are separate from
your other personal money. The IRS also penalizes you if you want the
money out of your accounts prior to age 59'/2. Don't let this deter you
from contributing — the penalties will keep you from raiding your
accounts to go to the Caribbean!

On average, most people need about 70 to 80 percent of their annual
preretirement income throughout retirement to maintain their standard of
living. If you've never thought about what your retirement goals are, looked
into what you can expect from Social Security (okay, cease the giggling), or
calculated how much you should be saving for retirement, now’s the time to
do it. Personal Finance For Dummies, 2nd Edition, goes through all the
necessary details and even tells you how to come up with more money to
invest and how to do it wisely.
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Your retirement investing options

If you earn employment income (or receive alimony), you have the option of
putting money away in a retirement-type account that compounds without
taxation until you withdraw the money. With many retirement accounts, you
can elect to use mutual funds as your retirement account investment option.
And if you have retirement money in some other investment option, you
may be able to transfer it into a mutual fund company (see Chapter 11).

In most cases, your contributions into retirement accounts are tax-deductible.
The following list includes the major types of accounts and explains how to
determine whether you are eligible for them.

401 (k) plans

For-profit companies typically offer 401(k) plans, which typically allow you
to save up to $10,000 per year (tax year 1998), subject to percentage of
income limitations of no more than 20 percent. Your contributions to a
401(k) are excluded from your reported income and thus are free from
federal and state income taxes, but not FICA (Social Security) taxes.

Absolutely don’t miss out on contributing to your employer’s 401(k) plan if
your employer matches a portion of your contributions. Your company, for
example, may match half of your first 6 percent of contributions (so in
addition to saving a lot of taxes, you get a bonus from the company). Check
with your company’s benefits department for your plan’s details.

Thanks to technological innovations and the growth of the mutual fund
industry, smaller companies (those with fewer than 100 employees) can
consider offering 401(k) plans, too. In the past, it was prohibitively expen-
sive for smaller companies to administer 401(k)s. If your company is
interested in this option, have it contact a mutual fund organization such as
T. Rowe Price, Vanguard, or Fidelity, or a discount brokerage house, such as
Charles Schwab or Jack White.

403 (6) plans

Many nonprofit organizations offer 403(b) plans to their employees. As with a
401(k), your contributions to these plans are federal and state tax-deductible.
The 403(b) plans often are referred to as tax-sheltered annuities, the name
for insurance-company investments that satisfy the requirements for

403(b) plans.

For the benefit of 403(b) retirement-plan participants, no-load (commission-
free) mutual funds can now be used in 403(b) plans. Check which mutual
fund companies your employer offers you to invest through — I hope you
have access to the better ones covered in Chapter 5.
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Employees of nonprofit organizations generally are allowed to contribute up
to 20 percent or $10,000 of their salaries, whichever is less. Employees who
have 15 or more years of service may be allowed to contribute a few thou-
sand dollars beyond the $10,000 limit. Ask your employee benefits depart-
ment or the investment provider for the 403(b) plan (or your tax advisor)
about eligibility requirements and details about your personal contribution.

If you work for a nonprofit or public-sector organization that doesn’t offer
this benefit, make a fuss and insist on it. Nonprofit organizations have no
excuse not to offer a 403(b) plan to their employees. This type of plan
includes virtually no out-of-pocket set-up expenses or ongoing accounting
fees like a 401(k). The only requirement is that the organization must deduct
the appropriate contribution from employees’ paychecks and send the
money to the investment company that handles the 403(b) plan.

Some state and local governments offer plans quite similar to 403(b) plans
known as Section 457 plans. As if we don’t have enough confusing retirement
plan options already, the IRS and the federal government figured a 403(b)
wouldn’t be enough for the entire nonprofit world. In the words of the
immortal Winnie the Pooh, “Oh, bother!”

SEP-IRAs

If you're seli-employed, you can establish your own retirement savings
plans. You can and should do this through the excellent no-load mutual fund
companies discussed in this book.

Simplified employee pension individual retirement account (SEP-IRA) plans
require little paperwork to set up. They allow you to sock away from about
13 percent (13.04 percent, to be exact) of your self-employment income
(business revenue minus expenses) up to a maximum of $24,000 per year
(tax year 1998). Each year, you decide the amount you want to contribute —
there are no minimums. Your contributions to a SEP-IRA are deducted from
your taxable income, saving you big-time on federal and state taxes. As with
other retirement plans, your money compounds without taxation until
withdrawal.

Keoghs

Keogh plans are another retirement savings option for the self-employed.
They can and should be established through the no-load fund providers
recommended in this book.

Keogh plans require a bit more paperwork to set up and administer than
SEP-IRAs (I show you the differences in Chapter 11). The appeal of certain
types of Keoghs is that they allow you to put away a greater percentage (20
percent) of your self-employment income (revenue less your expenses), up
to a maximum of $30,000 per year.
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P Another appeal of Keogh plans is that they allow business owners to maxi-

mize the contributions to which they are entitled relative to employees in
two ways that they can’t with SEP-IRAs:

v~ First, all types of Keogh plans allow vesting schedules, which require
employees to remain with the company a number of years before they
earn the right to their retirement account balances. If an employee
leaves prior to being fully vested, the unvested balance reverts to the
remaining plan participants.

»” Second, Keogh plans allow for Social Security integration. Integration
effectively enables those in the company who are high-income earners
(usually the owners) to receive larger percentage contributions for
their accounts than the less highly compensated employees. The logic
behind this idea is that Social Security taxes top out once you earn
more than $68,400 (for 1998). Social Security integration allows you to
<® make up for this ceiling.
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When establishing your Keogh plan at a mutual fund or discount brokerage
company, ask what features its plans allow — especially if you have employ-
ees and are interested in vesting schedules and Social Security integration.

Individual Retirement Accounts (1RAs)

Anyone with employment (or alimony) income can contribute to Individual

Retirement Accounts (IRAs). You may contribute up to $2,000 each year or

the amount of your employment or alimony income if it's less than $2,000 in
a year. If you are a nonworking spouse, you're eligible to put $2,000 per year
into a so-called spousal IRA.

Your contributions to an IRA may or may not be tax deductible. For tax year
1998, if you're single and your adjusted gross income is $30,000 or less for
the year, you can deduct your IRA contribution. If you're married and file
your taxes jointly, you're entitled to a full IRA deduction if your AGI (ad-
justed gross income) is $50,000 per year or less.

If you make more than these amounts, you can take a full IRA deduction if
you are not an active participant in any retirement plan. The only way to
know for certain whether you're an active participant is to look at the W-2
form that your employer sends you early in the year to file with your tax
returns. Little boxes indicate whether you are an active participant in a
pension or deferred-compensation plan. If either of these boxes is checked,
you're an active participant.

If you are a single-income earner with an adjusted gross income above
$30,000 but below $40,000, or part of a couple with an AGI above $50,000 but
below $60,000, you're eligible for a partial IRA deduction, even if you're an
active participant. The size of the IRA deduction that you may claim de-
pends on where you fall in the income range. For example, a single-income
earner at $35,000 is entitled to half ($1,000) of the full IRA deduction be-
cause his or her income falls halfway between $30,000 and $40,000. (Note:
These thresholds are for tax year 1998. They will increase every year over
the next decade.)

If you can’t deduct your contribution to a standard IRA account, consider
making a non-deductible contribution to a new type of IRA account called
the Roth IRA (also known as an IRA Plus). Single taxpayers with an AGI less
than $95,000 and joint filers with an AGI less than $150,000 can contribute up
to $2,000 per year to a Roth IRA. Although the contribution is not deductible,
earnings inside the account are shielded from taxes, and unlike a standard
IRA, qualified withdrawals from the account, including investment earnings,
are free from income tax.

To make a qualified withdrawal from a Roth IRA, you must be at least 59/2
and have held the account for at least 5 years. An exception to the age rule
is made for first-time home buyers, who are allowed to withdraw up to
$10,000 toward the down payment on a principal residence.
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Before you contribute to a Roth IRA, make sure that you're maximizing your
ability to make deductible contributions to the retirement accounts avail-
able to you, such as a 401(k), Keogh, and others. If your AGI prevents you
from contributing to a Roth IRA, consider making a non-deductible contribu-
tion to a regular IRA for the tax-deferred compounding of your investment
earnings.

Annuities

Annuities are peculiar investment products. They are contracts that are
backed by insurance companies. If you, the annuity holder (investor),
should die during the so-called accumulation phase (that is, prior to receiv-
ing payments from the annuity), your designated beneficiary is guaranteed
to be reimbursed the amount of your original investment. This is not life
insurance!

Annuities, like IRAs, allow your capital to grow and compound without
taxation. You defer taxes until withdrawal. However, unlike an IRA that has a
$2,000 annual contribution limit, you can deposit as much as you want in
any year into an annuity — even a million dollars if you've got it! As with a
Roth IRA, you get no up-front tax deduction for your contributions. (See
Chapter 10 for examples of when these may make sense and for fund
company annuity plans.)

Prioritizing your retirement contributions

If you have access to more than one type of retirement account, prioritize
which accounts to use by what they give you in return. Your first contribu-
tions should be to employer-based plans that match your contributions.
After that, contribute to any other employer or self-employed plans that
allow tax-deductible contributions. If you've contributed the maximum
possible to tax-deductible plans or do not have access to such plans,
contribute to an IRA.

If you've maxed out on contributions to an IRA or don’t have this choice
because you lack employment income, consider an annuity or tax-friendly
investments (discussed in Chapter 6). Annuities get the lowest priority since
your contributions are not tax-deductible and because annuities carry higher
annual operating fees due to the small insurance that comes with them.

The white picket fence — saving
for a home

A place to call your own is certainly the most tangible element of the
American dream. A home is also an investment: Not only does it generally
appreciate in value, but it also should keep you dry in a thunderstorm
(assuming, of course, that you've got a good roof!).
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Fortunately, it’s relatively easy in this country to borrow money to buy a
home; otherwise, few of us could ever afford it. Still, to get the best mort-
gage terms for a house, you should aim for making a down payment of 20
percent of the purchase price. For a $150,000 home, that’s $30,000. So unless
you have some other sources available (such as a loan from your parents),
you have some saving up to do.

If you're looking to buy a home in a year or so, then a money market fund is
the best place to store your down payment money (see Chapter 7). If your
target purchase date is a few years off, then a short-term bond fund is the
way to go (see Chapter 8).

The ivory tower — saving for college

A college education for the kiddies is certainly part of the American dream
today — not surprising when you consider that a college degree has quickly
replaced the high school diploma as the entrance bar to the American job
market.

Unfortunately, the financial services industry has fully exploited the oppor-
tunity to deepen the American anxiety over educational expenses. While
mutual funds can help to send your kids off to college, their specific role
may be different from what you’d expect.

Don’t get sucked into saving in child’s name

Few subject areas have more misinformation and bad advice than what is
dished out on paying for your children’s college expenses. Some mutual
fund companies, including a few of the better ones discussed in this book,
publish free guides that are rife with poor advice and some scare tactics.

Their basic premise is that, by the time your tyke reaches age 18 or so, it’s
going to cost more money than you could possibly imagine to pay for
college. Thus, you had better start saving a lot of money as soon as pos-
sible. Otherwise, you’ll have to look your 18-year-old in the eyes some day
and say, “Sorry, we can’t afford to send you to the college you have your
heart set on.”

Bogus. Yes, college is expensive and it ain’t gettin’ any cheaper. But what the
financial services companies don't like to tell you is that you don’t have to
pay for all of it yourself. Thanks to financial aid, most Americans don’t. By
financial aid, ] mean more than just grants and scholarships; I am talking
about low-cost loans, which are by far and away the most common form

of aid.



Chapter 3: Fitting Funds into Your Financial Future 73




74

Part I: The Why and How of Mutual Funds

What's really sad about the scare tactics some investment companies use is
that it effectively encourages parents to establish investment accounts in
their children’s names. The financial aid system heavily penalizes money
held in your child’s name by assuming that about 35 percent of the money in
your child’s name (for example, in custodial accounts) will be used toward
college costs. By contrast, only 6 percent of the non-retirement money held
in your name is considered available for college expenses.

You should also know that when you place money in your child’s name, your
child has a legal right to that money in most states at age 18 or 21. That
means your 18- or 21-year-olds could spend the money on an around-the-
world junket, a new sports car, or anything else their young minds can
dream up. Because there’s no way of knowing in advance how responsible
your children will be once they are ages 18 or 21, it’s better for you to keep
money earmarked for their college education out of their names.

For the few of you that can and do want to pay for the full cost of your
child’s education, there is an income tax incentive to put money in your
child’s name. Under what is known as the “kiddie tax” system, income
generated by investments held in your child’s name is usually taxed at a
lower rate than your own. Remember, however, that by saving money in a
child’s name, you are reducing that child’s chances for financial aid. That’s
why [ say don’t invest in your child’s name unless you want to pay for it all
yourself.

Using mutual funds for college cost funding

College costs have been rising at about double the rate of inflation. Although
this gap is expected to decrease, educational expense rate increases will
continue to outstrip inflation for the foreseeable future. That’s because
teaching, in its present form anyway, is labor intensive. To keep up with or
stay ahead of college price increases, you must invest for growth. At the
same time, you've got to keep an eye on your time horizon; kids grow

up fast.

The younger your child is, the more years you have before you need to tap
the money and, therefore, the greater the risk you can take. A simple rule of
thumb: Take a number between 30 (if you're aggressive) and 50 (if you're
more conservative) and add that to your child’s age. Got that number?
That’s the percentage you should put in bonds; the rest should go into
stocks. Be sure to continually adjust the mix as your child gets older.

- For a list of good stock and bond funds to invest in, see Chapters 8 and 9.

Pay particular attention to hybrid funds, which invest in both stocks and
bonds and may already reflect your desired mix.

If you want to learn more about getting your finances in order and planning
for college costs, read Personal Finance For Dummies, 2nd Edition.
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an you go camping in the wilderness, you can do a number of things
to maximize your odds of happiness and success. You can take maps

to keep you on course, food to keep you nourished, proper clothing to stay
dry and warm, and some first-aid stuff in case something awful happens,
such as an outbreak of mosquitoes. But no matter how much advance
preparation you do, you still may not have the best of times. You may get
sick, trip over a rock and break your leg, or face inclement weather.

And so it is with mutual funds. Although they can help you reach your
financial goals, they come with no guarantees. You can, however, use a
number of simple, common sense criteria to greatly increase your chances
of investment success. The following issues are the main ones you should
consider. The mutual funds that | recommend in Chapters 7 through 9 meet
these criteria.

Evaluate Gain-Eating Fees

The Investment Company Institute, a mutual fund trade association, con-
ducted a survey that asked mutual fund buyers what information they
reviewed about a fund before purchasing it. Fifth on the list, mentioned by
only 43 percent of the respondents, were fees and expenses. This means
that the majority of fund buyers surveyed — a whopping 57 percent — did
not examine the fees and expenses for the funds that they bought.
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Additionally, only 27 percent of fund buyers surveyed bothered to look at
how much of a load or sales charge was levied by the fund. On the other
hand, past fund performance was the most cited information reviewed by
fund buyers (with 75 percent considering).

Such survey results don’t surprise me. I've witnessed investors looking
first — and sometimes only — at the prior performance of a fund while
completely ignoring fees. Doing so is generally a mistake.

The charges you pay to buy or sell a fund and the ongoing fund operating
expenses have a big impact on the rate of return you earn on your invest-
ments. Why? Because fees are deducted from your investment returns and
can attack a fund from many angles. All other things being equal, high fees
and other charges depress your returns, while past performance offers no
guarantee. In fact, past performance is a relatively poor indicator of a fund’s
likely future returns. As you will see later in this chapter, many of
yesterday’s star funds turn into tomorrow’s losers and mediocre performers.
You just can’t know what tomorrow will bring.

On the other hand, you can know a fund’s expenses and fees before you buy
it. Think about that for a second: Although you have no idea how much of a
return you’ll actually make, the fund tells you how much it is going to
deduct in fees from your account both up-front (in the form of sales commis-
sions) and ongoing (in the form of fund operating expenses). Factor these
known reductions in returns into your fund-buying decisions.

Sales loads are brokers’ commissions

Sales loads are commissions paid to brokers (who often call themselves
something other than brokers) who sell mutual funds. Typically, commis-
sions range from 4 percent to as high as 8.5 percent of the amount you
invest. Note: Some funds sold at companies such as Fidelity and Dreyfus
charge a commission even though you purchase the fund directly from them
without a broker’s involvement. [ recommend that you avoid these funds as
well. (I'll make sure that you do when I recommend specific funds later in
Part IL I'll even show you how to buy some of the better funds at Fidelity
without paying the loads.)

Sales loads, or “loads” for short, have their problems. As you will see in this
section, loads deducted from your investment money are an additional and
unnecessary cost (if you're in the market for the best funds).
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Not surprisingly, those who have a vested interest in sales loads make a
number of misleading arguments in favor of funds that carry sales loads.
Over the years, I've heard quite a number of arguments from brokers and, in
counseling clients who come to me for advice, I frequently hear them repeat
arguments they’'ve heard from investment salespeople to get them to pay a
sales charge when buying a mutual fund.

Here are the common arguments for paying loads, followed by the facts:

“Don’t concern yourself with commissions — I get paid by the mutual fund
company.”

It’s true that the broker’s commission is paid by the mutual fund company.
But where do you think this money ultimately comes from? From your
investment dollars, that’s where. Brokers like to imply that you're effectively
not paying for the commission since it comes from the mutual fund com-
pany. Not so.

“You get what you pay for — load funds have better fund managers.”

Bunk! Five out of five objective studies that I've seen show that paying a
load does not get you a better fund manager. Remember, loads wind up in
the pockets of the selling brokers and don’t go toward the management of
the fund.

What the studies have shown is that load funds underperform no-loads.
Why? It’s simple: Those commissions paid to the brokers come out of the
fund’s returns, although you may not know that from a fund’s published
rankings.
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Many published mutual fund rankings and ratings services completely
ignore sales commissions in their calculations of funds’ returns (see
Chapter 15).

“No-loads have higher ongoing fees.”

Not! Investment salespeople will imply or actually say that no-loads have to
make it up somewhere if they aren’t charging you a sales commission.
Although this may sound logical, remember that sales commissions go to
the broker, not toward the expenses of managing the fund.

Fact is, the reverse is true. My analysis shows that load funds, on average,
have higher, not lower, annual operating expenses than no-load funds.

Brokers will also say that no-loads have to spend gobs of money marketing
themselves to investors, and that these higher costs, inevitably, are re-
flected in nodoads’ annual operating expenses. This sounds good from a
broker’s perspective, but it is false. Load funds also have to spend money to
market themselves, both to brokers and to the investing public like you and
me. And the better no-load companies, such as those recommended in the
next chapter, benefit from the thousands of investors who call, based on
word-of-mouth or other recommendations (such as through this book!),
seeking to invest.

“No-loads have hidden costs.”

Another nice try, Mr. Broker. But this is a case where a half-truth does not
make a whole. Both no-load and load funds incur brokerage transaction
costs when securities are bought and sold in the fund. These costs are not
really “hidden.” They are disclosed in a fund’s prospectus; however, they are
not included in the calculated annual operating costs for any type of mutual
fund, either load or no-load (see the section “Fund expenses” later in the
chapter).

“No-loads are for do-it-yourself types. People who need help buy load funds.”

This either/or mentality is trumpeted not only by investment brokers but
also by some financial writers in the mass media, who sometimes parrot
what brokers say to them. If you need advice, you have other options.
(Many brokers would like you to believe that they are your only option.)
One alternative is to hire a financial advisor and pay a fee for his or her time
to recommend specific no-load mutual funds. No-loads are hardly just for
do-it-yourself types (see Chapter 5 for the different types of advisors you
may hire), although you’ll see from this book that you have what it takes to
just do it yourself.
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“I'll do a financial plan for you to determine your needs.”

Try as they might, investment salespeople simply cannot perform objective,
conflict-free financial planning. You should never pay for a “financial plan”
produced by an investment salesperson. Such financial plans end up being
nothing more than sales tools. And, even if you get a broker’s financial plan
for free, the advice probably will be detrimental to your wealth.

The problem with sales loads is the power of self-interest discussed in the
next chapter. This issue is rarely talked about, but brokers’ self-interest is
even more important than the extra costs you pay. When you buy a load
fund through a salesperson, you miss out on the chance to decide for
yourself whether you should buy a mutual fund at all. Maybe you’d be better
off paying debts or investing in something entirely different. But salespeople
almost never advise you to pay off your credit cards or your mortgage — or
to invest through your company’s retirement plan — instead of buying an
investment through them.

I've seen too many people get into investments without understanding what
they’'re buying and what the risks are. People who sell mutual funds usually
sell other investments, too. And some of those other products hold the
allure (for the salespeople) of high commissions — vehicles such as limited
partnerships, cash-value life insurance, annuities, futures, and options.
Salespeople tend to exaggerate the potential benefits and obscure the risks
and drawbacks of what they sell; they don’t seem to take the time to edu-
cate investors.

“I can get you funds from the same no-load companies, such as Fidelity....”

Another half truth. Brokers like to imply that they can sell you basically the
same funds that you could buy on your own through no-load companies.
However, top no-load companies, such as Vanguard, for example, do not sell
any load funds through brokers. Fidelity sells a limited number of load
funds, called Fidelity Advisor funds, which are sold through commission-
based brokers. These funds carry 4.75 percent sales charges and much
higher ongoing fees — up to a full 1 percent more per year — than their no-
load counterparts.

In recent years, increasing numbers of brokerage firms are offering their
customers access to some no-load mutual funds through a service known as
a wrap (or managed) account. To get into these funds, you must agree to pay
the brokerage firm an annual investment management fee on top of the fees
the underlying mutual funds charge. I explain in Chapter 2 why wrap ac-
counts are generally not in your best interest.
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“On a busy day, you won’t be able to get through on the phone lines to the
no-loads.”

When the financial markets make wide swings or a major news event occurs,
it’s true that many investment firms see a pick-up in calls. Many brokers will
imply that you won’t be able to place your trade at a no-load company on
such days. Not true. In fact, most of the major no-load mutual fund compa-
nies and discount brokers are open for business far more (some offer 24-
hour-a-day phone assistance) than brokerage firms that sell load funds.

Remember also that making emotional, knee-jerk trades on days of market
turmoil is bad for your investing health. The investors who sold when the
market crashed in October 1987 would ultimately regret it. If anything, that
crash would have been a good time to buy.

“The no-loads won'’t call you to tell you when to get out of the market or switch
funds.” :

True. But far from being a disadvantage, not getting a call to switch funds is
actually a plus. Although mutual funds offer daily liquidity, funds are meant
to be a longer-term investment.

As for switching funds, you don’t want a broker telling you when he thinks
it's the right time. A broker, who stands to gain financially when you trade, is
hard pressed to be a source of objective advice of when to trade funds. (In
Chapter 12, | explain how to evaluate the funds you own by applying the
criteria discussed in this chapter.)

“No-loads have worse performance because investors on their own are more
likely to panic and bail out when the financial markets turn volatile.”

This is another myth perpetuated by investment salespeople. A broker who
was surfing incognito on an America Online bulletin board and dishing out
investment advice said that funds sold through brokers are better to hold in
a downturn because, “Scared money tends to flow fast out of no-advice
funds, while brokered funds tend to lose less assets and don’t force the hand
of the reluctant fund manager.”

No data supports this. Remember that brokers who make money when you
make a trade will play on your fears and encourage you to sell when the
market goes sour. Thus, there’s a danger that, if your load fund goes in the
tank, your broker may use this as an excuse to call and recommend selling
at a time when prices are low, not high. The majority of mutual funds
experiencing large redemptions in recent years have been load funds.
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“No-loads are impersonal organizations.”

When you call a no-load fund'’s 800 line, you will surely get a different
representative every time. If it’s important to you to have a relationship with
someone at these firms, however, some representatives will give you their
names and extensions (just ask) so you can reach them in the future.
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A broker can be a personal contact who asks you about your golf game, how
your family is doing, and . . . by the way . . . “What is the phone number of
your rich Uncle Johnny?” Independent financial counselors who charge a fee
for their time can serve the same role. Likewise, firms such as Charles
Schwab and Fidelity maintain branch offices that offer a personal, local
touch if you need and want it.

Invest in no-loads and avoid load funds and investment salespeople. The
only way to be sure that a fund is truly no-load is to look at the prospectus
for the fund. Only there, in black and white and absent all marketing hype,
must the organization tell the truth about its sales charges and other fund
fees. I explain how to read a prospectus later in this chapter.

Figure 4-1 is a sample of a typical fee table from a fund prospectus for a load
fund. Note that the Class A shares have an up-front 6.5 percent sales com-
mission that’s deducted when you invest your money.

The Class B shares don’t have an up-front commission but instead have a
deferred sales charge, which reduces over time. However, note that it
charges you an extra 1.00 percent per year (12b-1 marketing expense fees).
Class B shares in this example (as in most real cases) cost you more in the
long run because you pay this cost each year as long as you own the fund,
more than making up for the gradual decline in sales charges.

Operating expenses: The unavoidable
cost of doing business

One of the two costs of fund ownership — loads — is completely avoidable.
Just don’t pay them. Buy no-load funds.

However, you can’t avoid the other cost of fund ownership — operating
expenses. Every mutual fund — load and no-load — must charge fees to pay
for the operational costs of running the fund: paying the fund manager,
servicing the toll{free phone lines, printing and mailing prospectuses, buying
super-duper computers to track all those investments and customer-
account balances, and so on. Running a business costs money! Operating
expenses also include a profit margin for the fund company, which keeps the
company in business.

A fund’s operating expenses are quoted as a percentage of your investment.
The percentage represents an annual fee or charge. In the case of load funds,
this fee is in addition to the stated load. You can find this number in the
expenses section of a fund’s prospectus, usually denoted by a line such as
“Total Fund Operating Expenses.” Or you can call the mutual fund’s 800
number and ask a representative. I even tell you, for no extra charge, what
the operating expenses are for the funds recommended in this book.
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FEE TABLE

Shareholder Transaction Expenses:

Maximum Sales Charge Imposed on

Purchase (as a percentage of offering price)

Class A Shares

6.50%

Class B Shares

None

None

4.0% during
the first year,
decreasing 1.0%
annually to 0.0%
after the fourth year

None

1.00%

0.35%

Cumulative Expenses Paid for the Period of:

Sales Charge Imposed on None
Dividend Reinvestments
Deferred Sales Charge None
Exchange Fee None
Annual Fund Operating Expenses
(as a percentage of average net assets):
Management Fee 1.00%
12b-1 Fees None
Other Expenses 0.25%
Total Fund Operating Expenses 1.25%
Example:
1 Year 3 Years

You would pay the following
expenses on a $1,000 investment,
assuming a 5% annual return,
and redemption at the end of
the period:

Class A $78 $106

Class B

You would pay the following
expenses on the same $1,000
investment assuming no
redemption at the end of
the period:
Class A $78
Class B $24

$93

$106
$73

5 Years 10 Years
$137 $229
$124

$137 $229
$124 $265
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Although all funds must charge operating expenses, some funds charge
much more than others. By picking the right funds, you can minimize the
operating expenses you pay. And minimize them you should: Operating
expenses come right out of your returns. Higher expenses translate into a
lower return to you.

Expenses matter on all types of funds, but more on some and less on others:

i .~ Expenses are critical on money market mutual funds and are very
. important on bond funds because these funds are buying securities
that are so similar and so efficiently priced in the financial markets.

| 1~ With stock funds, expenses are a less important (but still important)
| factor in picking a fund. Don’t forget that, over time, stocks have
averaged returns of about 10 percent per year. So if one stock fund
charges 1.5 percent more in operating expenses than another, you're
giving up an extra 15 percent of your expected annual returns.

Some people argue that stock funds that charge high expenses may be
justified in doing so — if they are able to generate higher rates of return. But
there’s no evidence that high-expense stock funds do generate higher returns. In
fact, funds with higher operating expenses, on average, tend to produce
lower rates of return. This makes sense because operating expenses are
deducted from the returns that a fund generates.

If a given fund’s expenses are much higher than its peers, one of two things
is usually happening: Either the fund has little money under management —
and therefore has a smaller group of investors to bear the management
costs — or the fund owners are greedy. Another possibility could be that the
fund company is inefficiently managed (maybe its telephone reps spend half
the day making long distance phone calls to friends!). In any case, you don’t
want to be a shareholder of such a fund.

These high-expense funds have another insidious danger built-in: In order to
produce returns comparable to those of similar funds with lower costs, the
manager of such a high-cost fund may take extra risks to overcome the drag
of high expenses. So on top of a prospective lower performance, higher
expenses may expose you to greater risk than you desire.

There’s no reason to pay a lot for the best funds. Many excellent commission-
free money market, bond, and stock funds from fund companies such as
Vanguard, Fidelity, USAA, and T. Rowe Price have operating expenses of less
than 1 percent per year; many of these cost less than 0.5 percent per year.

All mutual fund ownership fees — both loads and operating expenses — are
disclosed in a fund’s prospectus. That is why it’s so important to obtain a
fund’s prospectus before you buy it. It's especially critical for funds pitched
to you by brokers or by brokers who masquerade as “financial planners”
and “consultants.” I tell you how to decipher a fund prospectus later in this
chapter.
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Oh, one last point about fund expenses: People ask me how the expenses
are charged and if they are itemized on your fund statement. The answer is
that a fund’s operating expenses are essentially invisible to you because
they're deducted before you're paid any return. Because these expenses are
charged on a daily basis, you don’t need to worry about trying to get out of a
fund before these fees are deducted.

Performance and Risk

Although a fund’s performance, or its historic rate of return, is certainly an
important factor to weigh when selecting a mutual fund, investors tend to
overemphasize its importance. It’s dangerous to base fund decisions on
simplistic comparisons of performance numbers.

As all mutual fund materials tell you, past performance is no guarantee of
future results. Analysis of historic mutual fund performance proves that

- some of yesterday’s stars may turn into tomorrow’s skid-row bums (asl
discuss in the next section, “Star today, also-ran tomorrow”).

Realize that funds with high returns achieve their results by taking on a lot
of risk. Those same funds often take the hardest fall during major market
declines. Remember, risk and return go hand in hand; you cannot afford to
look at return independent of the risk it took to get there. Make sure you're
comfortable with the level of risk your fund is taking on.
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Star today, also-ran tomorrow

The mutual fund industry has all too much in common with Hollywood.
There’s always a “star” of the week, the most handsome actor or actress
appearing in the most recent blockbuster with the biggest box office sales.
Suddenly, that actor or actress is smiling from magazine covers at the
checkout aisle, nodding at jokes by David Letterman, donning the latest
fashion designs at the Oscars. . . . All that attention, however, has its draw-
backs. If your next flick flops, you've got that much farther to fall.

It’s the same for mutual funds. Some fund manager has a fabulous quarter or
year, ripping up the market with his little growth-stock fund. All of a sudden,
his face is plastered across the financial magazines, he’s hailed as the next
Peter Lynch, and then millions of new investor dollars come pouring into
his fund.

Short-term (one year is a short time period) fund performance numbers
don’t mean much — luck can be just as big a factor as skill. Also remember
that beating the pants off the market inevitably means that the manager
took a lot of risk. The greater the short-term returns for that fund and
manager, the greater the odds of an imminent collapse.

The history of short-term mutual fund star funds confirms this: Of the #1 top
performing stock and bond funds in each of the last 15 years, an astounding
80 percent of them subsequently performed worse, over the next three to
ten years, than the average fund in their peer group! Two of these former #1
funds are actually the worst performing funds in their particular category, as
you will see in the sections that follow.

The following sections provide a sampling of the many examples of short-
term stars becoming tomorrow’s also-rans (and in some cases, losers).

Fame is fleeting. But the consequences are more serious for a fund manager
than a Hollywood star: When a fund flops, the manager brings all his inves-
tors down with him.

Van Wagoner Emerging Growth

With three years of stellar returns under his belt, Garrett Van Wagoner,
manager of the Govett Smaller Companies Fund, decided to cash in on his
exploding popularity. In late 1995, he left Govett and started his own mutual
fund company. Calling Van Wagoner the hottest small company stock picker
around, several of the nation’s largest financial magazines recommended
investing in his new Emerging Growth fund. Investor cash came flooding in —
more than a billion dollars in the fund’s first six months of existence.
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Unfortunately for the owners of all that money, Van Wagoner had too much
of the fund’s assets riding on technology stocks. In the spring of 1996, many
of Van Wagoner’s favorite technology picks began to get clobbered. Over the
-ensuing yeat, the Van Wagoner Emerging Growth Fund had a total return of
~30.4 percent, performing worse than 1901 out of 1907 U.S. stock funds.
Meanwhile, the rest of the market was booming; the Standard & Poor 500
Index returned +27 percent during the same period.

Looking at Van Wagoner’s previous track record reveals clues to his risky
investment behavior. At the Govett Smaller Companies Fund, for example,
his turnover ratio was 519 percent, meaning he held his average stock about
10 weeks before selling it! Van Wagoner was a reckless trader, and it eventu-
ally caught up to him.

Managers Intermediate Mortgage

Managed by portfolio manager Worth Bruntjen, this fund was the darling of
the moment for almost every mutual fund rating service in 1993. (I talk
about rating services in Chapter 15.) It earned kudos because, in its seemingly
boring investment universe — government-backed mortgage securities — it
was able to produce an annual rate of return 3 percent higher than that of its
peers (who came in it at just 10 percent per year) over the five-year period
ending in 1993. By earning 13 percent per year instead of 10 percent, MIM's
performance was about 30 percent better than that of its peers.

This fund received some of the highest ratings that most mutual fund rating
companies allowed for performance, and, supposedly, MIM had “below
average” risk. It earned Morningstar’s coveted five-star rating. (Partly to its
credit, in its analysis of the fund on January 21, 1994, Morningstar said of

" MIM, “Its portfolio is made up entirely of volatile derivative securities,” and
went on to add, “If rates move back up, this fund will find it hard to maintain
its great record.”)

When interest rates finally did rise sharply in early 1994, this fund not only
found it difficult to continue its past performance, it got clobbered. It
produced a total return of —22 percent in the first half of 1994. This little six-
month disaster was enough to bring the fund in dead last among 50 other
mortgage bond funds for the five-year period ending June 30, 1994.

It turns out that this fund was able to achieve its temporarily high returns
by taking a ton of risk. Whence came all the danger, you ask? The fund
invested in complex collateralized mortgage obligations. Complex collateral-
ized mortgage obligations (CMOs) are pieces of a mortgage; when you buy
them, it’s like buying chicken parts instead of a whole chicken at the super-
market. A mortgage gets chopped into the different years of principal and/or
interest repayments. CMOs are incredibly complicated to understand, even
if you surround yourself with computers and investment bankers.
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Forbes magazine, which had written a glowing article praising fund manager
Bruntjen on January 17, 1994, admitted that its earlier enthusiasm had been
excessive — a rare and honorable thing for a financial magazine to do.
Forbes said that the magazine had learned from the episode “not to be
overly confident in historical statistics, especially those attached to com-
plex investment products. In this case, a volatility measure calculated from a
mostly bullish period turned out to be meaningless during a period when
the market turned bearish.”

United Services Gold

Among no-load funds, this fund was the number one overall performer four
years in the past two decades.

Sounds like a real winner, right? Wrong! $10,000 invested in this fund 15
years ago is worth $3,500 today: In other words, the fund’s overall return
over that time period is negative. Although its up years were really up, its
down years were really, really down . . . and there were more of them.

Matterhorn Growth

This aggressive stock fund skyrocketed 184 percent in 1975, the year follow-
ing the end of one of the worst declines for the stock market since the Great
Depression. Since the 1970s, however, this fund has been in the doghouse. It
holds the distinction of being the worst stock fund during the 1980s, one of
the best decades for the stock market this century. And over the most
recent 10-year period, it has returned a paltry 5 percent per year average
return versus almost 15 percent for comparable funds.

As money has poured out of the fund, its annual operating expenses as a
percentage of assets have ballooned and now stand in excess of an astound-
ing 4 percent per year!

Apples to apples: Comparing
performance numbers

Remember back in school when the teacher handed back exams and you
were delighted to get a 92 (unless you're from an overachieving family)? But
then you learned that the average on the exam was a 95. You still may have
been pleased, but a lot of air was let out of your balloon.

It's the same with mutual fund performance numbers: They don’t mean
much until they’re compared to the averages. A 15 percent return sounds
great until you learn that the return from the relevant index market average
was 25 percent during the same period.
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The trick is picking the correct benchmark to compare to. Dozens of market
indexes and fund category averages measure various components of the
market. You always want to compare a fund’s returns to its most appropriate
benchmark. It isn’t fair to compare the performance of an international
stock fund to that of a U.S. stock market index, just as it isn’t fair to compare
a sixth grader’s test results on a given test to those of a tenth grader taking
the same test. (See Chapter 12 for a list of benchmarks and an explanation of
what markets they measure.)

You know that context matters, and mutual fund companies realize this. So
in their marketing literature, fund companies usually compare their funds’
returns to selected benchmarks. Keep a wary eye on these comparisons. In
the great American advertising tradition, fund companies often pick bench-
marks that make it easy for their funds to look good.

Here are some examples of the games funds play to make themselves look a
lot better than they really are.

During 1994, the Strong Short-Term Bond Fund ran ads claiming to be the
number one short-term bond fund. (I'd show you the ad, but Strong refused
‘permission to reprint it.) The ads featured a 12-month comparison graph
that compared the Strong fund’s yield to the average yield on other short-
term bond funds. The Strong Short-Term Bond Fund, according to the graph,
consistently outperformed the competition by 2 to 2.5 percent! And, gosh,
with a vibrant, solid name like Strong, how could you go wrong?

As you see in Chapter 8, where I discuss all you need to know about bond
funds, a bond fund must take a lot more risk to generate a dividend this
much higher than the competition’s. And if it’s taking that much more risk,
then the fund needs to be compared to its true competition — which, in
Strong’s case, would be other funds whose investments take similarly high
risks. This fund isn’t a bad fund, but it isn’t nearly as good as the ad would
have had you think.

This fund was on steroids! The Strong Short-Term Bond Fund was not
comparable to most other short-term bond funds because

1+~ A high percentage of its bonds were not high-quality: Historically,
about 40 percent of its bonds are rated BBB or below.

+* Many of its bonds are not short-term bonds: Strong invests in mort-
gage bonds that are more like intermediate-term bonds.

You also should be suspicious of any bond fund claiming to be this good
with an annual operating expense ratio of 0.80 percent. With expenses that
high (as I explain in Chapter 8), you know that it has to take higher risks
than supposedly comparable funds to make up for the drag of its expenses.
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Strong’s ad also claimed that its bond fund was ranked number one for the
year. If a fund takes more risk than the funds it compares itself to, then sure,
during particular, brief periods, it can easily end up at the top of the charts.
But how strong a long-term performer is this “number one” fund? Over the
previous five years, including the year the ad was so proud of, Strong’s fund
had underperformed most short-term bond funds.

As 1 explain in Chapter 8, short-term bond funds managed by companies
such as Fidelity, PIMCO, and Vanguard charge far lower operating expenses,
take less risk, and generate equal or better returns than this fund does.

During much of 1994, ads for the Warburg Pincus Growth & Income Fund
similarly trumpeted its superior performance — claiming to be the number
one growth and income fund for the year and number four out of 180 funds
for the previous five years. Sounds great, doesn’t it? (I'd show you the ad,
but, like Strong, Warburg Pincus refused to give permission to reproduce it.)

Most growth and income funds invest in U.S. companies, primarily larger

ones. This fund, however, would have been more appropriately called the
Warburg Pincus Global Growth Fund, because its prospectus showed that
this fund had invested about 20 percent overseas and 40 percent in small
company stocks.

The average growth and income pays dividends of around 3 percent,
whereas this fund was paying only 0.2 percent at the time of its ad. Thus, a
huge amount of this fund was focused on relatively growth-oriented, rather
than dividend-oriented, securities.

Like the Strong Short-Term Bond Fund, the Warburg Pincus Global Growth
(& Income) Fund is not a bad fund. But it’s hardly as superior as the ad
implies.

Some mutual funds choose comparative benchmarks for the sole purpose of
making themselves look good. More than a few investment advisors who
manage money do the same, as Chapter 20 makes clear. In Chapter 12, 1 talk
more about matching up funds to their relevant benchmarks and recogniz-
ing which benchmarks don'’t really apply at all.

Fund Manager and Fund Family Expertise

Much is made of who manages a specific mutual fund. Although the exper-
tise of the individual fund manager is important, a manager is not an island
unto himself (or herself — more women are becoming fund managers
nowadays). The resources and capabilities of the parent company are
equally important.
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Different companies have different capabilities and levels of expertise with
different types of funds. Vanguard, for example, is terrific at money market,
bond, and conservative stock funds, thanks to their low operating expenses.
Fidelity has a ton of experience and success investing in U.S. stocks.

Other excellent mutual fund companies only offer a handful of funds, unlike
such behemoths as Vanguard and Fidelity. Don’t assume from their smaller
size that they are newcomers to the world of money management. Firms
such as PIMCO, Neuberger & Berman, and Dodge & Cox managed money
privately for decades before they started offering funds to the public.

In Chapters 7 through 10, I talk more about which firms have great reputa-
tions in various fund categories. I also recommend individual funds from
these various companies.

Warning Signs for (Likely) Loser Funds

N\

Earlier in this chapter, you see how a star fund can flare for its moment of
investor glory and then easily twinkle down to become just another average
or worse-than-average fund. Too many of us seem to want to believe that, in
every field of endeavor — sports, entertainment, business — there are
superhumans who can walk on water.

It’s true that in the investment world there are those who shine at what they
do. But compared to other fields, the gap between the star investment
manager and the average one, over long time periods, typically is incredibly
small.

If the stocks of large U.S. companies, for example, have advanced 13 percent
per year over a decade, the money manager focusing on such securities may
vault to god-like status if his fund earns 15 percent over the same time
period. Don’t get me wrong: An extra 2 percent per year ain’t nothin’ to
sneeze at — especially if you've got millions invested. But a 2 percent
difference is a lot smaller than what most people are chasing.

We can try to pick the future star funds and managers, but there's actually
far more value in avoiding the losers. It’s not hard at all for you to avoid

- likely future loser funds, whether they’re big losers, little losers, or run-of-

the-mill losers. All you have to do is follow these few simple rules with
maniacal and religious zeal:

v Avoid funds with high annual operating fees. How high is high? That
depends on the type of fund, but you should never own a money market
or bond fund that charges more than 0.5 percent per year, a U.S. stock
fund that charges more than 1 percent per year, or an international or
specialty fund that charges more than 1.3 percent per year. Steel
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yourself against clever marketing brochures and charming salespeople.
Read the fine print and walk the other way to a better fund if costs are
too high.

I . Avoid fund companies with little mutual fund management experi-
ence and success. If you need surgery, would you rather turn your
body over to a surgeon who has successfully performed this operation
hundreds of times, or to a rookie who has only seen it on the local
cable station and tried it out on his cat?

v Avoid novelty funds. Mutual funds have been around for decades. Yet
not a week goes by without some newfangled fund coming out with a
new concept. Some of these ideas come from the fund company’s
marketing department, which in some companies has too much clout.
Rather than come up with investments that meet investors’ needs, they
come up with gimmicky funds that involve extra risk and that almost
always cost extra in their high annual operating expenses.

Prospectuses

A\

Securities laws require every fund to issue a prospectus, and the U.S. Securi-
ties and Exchange Commission reviews the details of every single one
(which probably keeps plenty of coffee and eyeglass companies in busi-
ness). A prospectus is usually written and edited by an attorney who
wouldn’t know a lively and comprehensible sentence if it hit him on the
head with a law dictionary. You can safely skip most of what’s said in any
prospectus, but prospectuses do contain a few things you should check out.

The most valuable information — the fund’s investment objectives, costs,
and performance history — is summarized in the first few pages of the
prospectus. Read these. Skip most of the rest. The rest only tells you more
than you could possibly want to know about how the fund is administered.
Do you really want to know whether employees are paid monthly or weekly?
Which brand of computers they recently bought for the accounting depart-
ment? Which pizza place they call for late-night deliveries? I don’t think so.

If you find prospectuses to be positively lethal in their tediousness, let me
suggest a friendlier alternative: Just jump ahead to the fund recommenda-
tions in Chapters 7 through 10 of this very book. I've already checked them
out for you, and they meet the criteria for good funds that I list in this book.
However, if you're going to be assessing funds for purchase other than those
presented in this book, you need to be able to read and understand a
prospectus.

In the pages that follow, I walk you through the more useful and relevant
parts of a well-done prospectus for one of Vanguard’s funds, the Vanguard
Wellesley Income Fund.



Chapter 4: How to Pick Great Funds
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Figure 4-2:
The cover
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Cover page

The information on the first page is duplicated inside the prospectus, but the
cover page provides a synopsis of pertinent facts (see Figure 4-2). The prospec-
tus is dated so that you know how recent its information is. Don’t sweat it if the
prospectus is a number of months old; in general, fund companies update
prospectuses annually. The cover page lists phone numbers — handy to have in
case you forget or lose them — as well as what applications you need to
establish an account and how much money you need to open an account.

The table of contents is a sure sign that the prospectus is too long — but
then lawyers seldom use one word where 50 will do. The table of contents
helps you navigate the prospectus to find whatever information you want.
To illustrate here, I cover only the first few pages of this prospectus; they’re
the pages that contain the best stuff, anyway.

Some prospectuses (though not this one) describe more than one fund in a
particular fund family. This can save a fund company printing and mailing
charges when it has funds with very similar investment objectives and/or
funds run by the same management.
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In the “Investment Objectives” blurb, note that the Wellesley Income Fund is
an open-end fund. This simply means that the fund will issue however many
shares the fund has buyers for (as opposed to a closed-end fund, for which
only a fixed number of shares are issued and traded; see Chapter 2 for more
details on the difference).

Fund profile

The Fund profile page (see Figure 4-3) contains a synopsis of useful informa-
tion about the fund, such as a description of what kind of investors should
consider investing in this fund and which investors should not invest in it,
fund risks, a schedule of distribution dates, who the investment adviser
(fund manager) is, when the fund began, the assets under management, fees,
the minimum initial investment amount, and the average historic returns, as
well as a chart showing how the returns fluctuate from year to year as
compared to a benchmark index. If you don’t want to read the rest of the
prospectus, this page at least summarizes the highlights.

Fund expenses

Thankfully, funds are required to present, in a standardized format (see
Figure 4-4), the costs you'll incur for the privilege of owning the funds.



i
|
|

Chapter 4: How to Pick Great Funds 9 5

: 2§ MWaellesiay Income Fund
PR SY Lt T il S Byﬁ'jmlllisi‘,tisli

Figure 4-3;
The fund
profile
provides a
summary of
the rest

of the
prospectus.
L]




96 Part I: The Why and How of Mutual Funds

Fund Expenses

The examples below are designed to help you understand the var-
ious costs you would beas, directly or indirectly, as an investor in
the Fund.

As noted in this table, you do not pay fees of any kind when you
buy, sell, or exchange shares of the Fund:

Shareholder Transaction Expenses

Sales Load Imposed on Purchases: None
Sales Load Imposed on Reinvested Dividends: None
Redemption Fees: None
Exchange Fees: : : None

The next table illustrates the operating expenses that you would
incur as a shareholder of the Fund. These expenses are deducted
from the Fund’s income before it is paid to you. Expenses include
investment advisory fees as well as the costs of maintaining ac~
counts, administering the Fund, providing sharcholder services,
and other activities. The expenses shown in the table are for the
fiscal year ended December 31, 1996.

Annua! Fund Operating Expenses

Management and Administrative Expenses: 0.23%
Investment Advisory Expenses: 0.05%
12b-1 Marketing Fees: None
Other Expenses
Marketing and Distribution Costs: 0.02%
Miscellaneous Expenses (e.g., Taxes, Auditing):  0.01%
Total Other Expenses: 0.03%
Total Operating Expenses (Expense Ratio): 0.31%

The following example illustrates the hypothetical expenses that
you would incur on 2 $1,000 investment over various periods. The
example assumes (1) that the Fund provides a return of 5% a year
and (2) that you redeem your investment at the end of each period.

1 Year 3 Years 5 Years 10 Yoars

$3 $10 $17 $39

This example should not be considered a representation of ac-
tual expenses or performance from the past or for the future,
which may be higher or lower than those shown.

Figure 4-4:
Fund
“expenses.
L |

i

Source: The Vanguard Group.
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The first list of expenses shows fransaction expenses, the fees you pay when
you buy and sell shares. These fees are deducted at the time a transaction
occurs; unfortunately, they're rarely itemized. A no-load fund such as the
Wellesley Income Fund does not charge any sales commissions.

If a so-called financial advisor pitches a fund but you're not sure if he or she
gets paid for selling it to you, always, always, always get a prospectus and
check out the fund expense section. That way, you can see if commissions
will erode your returns. In this case, you would see that if an advisor recom-
mended this fund, he or she is not paid any commission — always a good
sign. (Refer to Figure 4-1 for an example of a typical load-fund fee table.)

As discussed earlier in the chapter, operating expenses are fees charged on
a continuous basis for all mutual funds; they cover the expenses of running
a fund and include profits for the fund. In this case, they total a reasonable
0.31 percent. Because these fees are deducted from the fund’s returns before
your returns are paid to you, lower operating expenses translate into higher
returns for you.

Financial highlights

If you get a headache looking at all the numbers on financial pages, you're
not alone. Figure 4-5 looks forbidding, but this table is just a yearly summary
of the value of the fund’s shares and the distributions the fund has made (1
cover these subjects in detail in Chapters 12 and 13).

The Net Asset Value (NAV) is the price per share of the fund. Tracking this
value is a ferrible measure of what you would have earned in the fund. Why?
Just look at the distributions section, which details all the money paid out to
shareholders each year. This fund has paid out total distributions of $14.34
per share over this ten-year period. This per-share figure is an enormous
amount when you consider that the share price has only increased from
$16.27 to $20.51 during the period — a modest 26 percent increase. But if
you add in the distributions to the change in share price, now you're talking
about a 114 percent increase (if you had reinvested these distributions, you
would have had an even greater return)!

Presenting the NAV on the first line may strike you as odd and deceptive. If it
does, talk to the fund regulators at the SEC to understand why they think
this sort of presentation makes sense. It would make more sense to me to
put the total return numbers here.

The total return represents what investors in the fund have earned histori-
cally. The returns on this type of fund, which invests in stocks and bonds,
bounce around from year to year.
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Financial Highlights

The following financial highlights table shows the results for a
share outstanding for each of the last ten years ended December
31, 1996. The financial highlights were audited by Price Water-
house LLP, independent accountants. You should read this infor-
mation in conjunction with the Fund’s financial statements and
accompanying notes, which appear, along with the audit report
from Price Waterhouse, in the Fund’s most recent annual report
to shareholders. The annual report is incorporated by reference in
the Statement of Additional Information and in this prospectus, and
contains a more complete discussion of the Fund’s performance.
You may have the report sent to you without charge by writing to
Vanguard or by calling our Investor Information Department.

PLAIN TALK ABOUT

Year Ended 31,

Ratios/Supplemental Data
Net Assets, End of

042% 2891% ~44%% 1465% B67% A51% 376% 2083% 1361% -1.92%

$567 495

8.14%

Period (Millions} $7013 $1,181 $5681 $6011 $3178 $1.934 $102 788
Ratio of Expensas to

Average Net Assets 031% 035% 034% 033% 035% 040% 045% 045% O
Ratio of Net Investment

Income to Avarage

Net Assets 514% 596% 6.16% 579% 650% 708% 777% 768%
Portfolio Turnover Rate

Bonds 2%  B% N% 1% M%H  MH  13%B 1%
Stocks 18% 26% 3% 26% 1©% 19% 2% 0%
Average Commission

Rats Paid SO0 NA O NA O NA NA L NA  NA NA

9996 1995 1994 1993 1992 1991 190 1389 1968 1387

Net Asset Value, )

Beginning of Pericd $2044 $17.05 $1924 $18.16 $1808 $1602 $1682 $1526 $1457 81627
{nvostment Operations L

Net Investment Income 47 1B 14 12 1w 13 13 18 1A
Net Realized and

Unrealized Gain (Loss)

oni 368 (195 148 29 208 (72 119 69 {(1.52)
Total from Investment

Operati 18 48 {.84) 150 333 58 a1 e (&)
Distributions )
- Dividends from Net

Investmant Income (116 (14 (a1 @4 2y e (30 (31} (128 ()
Distributions from

Realized Capital Gains __ (60) (26} (24) {40} (21) — (o8} (24} ~— (38
Total Distributi (76 (142 (135 (56 (1A (120 (138 sS04z
Net Assot Value,

End of Pariod $2051 $2044 $17.05 $1924 $18.16 $1808 $1602 $1682 $1526 $1457
Total Return :

51% 045%

183%

19%
18%

N/A

8%
%

N/A

From time to time, the Vanguard funds may advertise yield and
total return figures. Yield is an historical measure of dividend in-
come, and fofal return is a measure of past dividend income
(assuming that it has been reinvested) plus capital appreciation.
Neither yield nor total return should be used to predict the future
performance of a fund. ‘

]
Figure 4-5:
Financial
highlights.
L ]

Source: The Vanguard Group.
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You can see how the total investments (“Net Assets™) in the fund have
changed over time. Assets can increase from new money flowing into the
fund as well as from an increase in the value of a fund’s shares.

This section of a prospectus also shows you how a fund’s annual operating
expenses (“Ratio of Expenses to Average Net Assets™) have changed over
time. They should decrease when a fund like this one has grown. If operating
expenses do not decrease, their persistent levels may signal a company that
maximizes its profits because of the fund’s popularity. For funds only a few
years old, expenses may remain higher because the fund is building its base
of investors.

The line “Ratio of Net Investment Income to Average Net Assets” shows the
annual dividends, or yield, that the fund has paid. (This figure is especially
important for retired pecple, who need income to live on.) In this example,
the downward trend merely reflects the overall decline in interest rates
during the period. If you looked at this ratio for a similar fund, you would
see the same trend for this period.

The Portfolio Turnover Rate tells you how much trading takes place in a fund.
Specifically, it measures the percentage of the portfolio’s holdings that has
been traded over the year. (As this fund holds both stocks and bonds, it has
chosen to show the turnover rate for each type of security.)

il v~ A low turnover number (less than 30 percent) denotes a fund with
more of a buy-and-hold strategy.

2 1~ A high turnover number (100 percent plus) indicates a fund manager
. who shifts things around a lot. Rapid trading is riskier and may increase
a fund’s taxable distributions.

Investment objectives and risks

The first section, on objectives, explains in detail what the fund is trying to
accomplish (see Figure 4-6). The Wellesley Income Fund is seeking both -
current income and moderate growth of capital with much greater emphasis
on income. It’s trying to accomplish these objectives by investing in bonds
(fixed-income securities) and common stocks (large, blue-chip companies)
that pay decent dividends.

The investment policies or objectives can be thought of as a broad set of
rules or guidelines (for example, the major type of securities that the fund
invests in) that the fund operates under when investing your money. This
hopefully protects you from most major surprises. And if a fund violates
these guidelines — for instance, if this fund puts all of its money into
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¢gy the Fund will give sharcholders 30-days potice, in writing.

dameotal, which means that they can be changed by b Fund'

board of directors Boads .
‘muking any important change n it objectives, thenmdwrll[ove The Fund itvests approoi hirds of i
sharehaldess 30-days noti D .
csx 30-days notice, in-writing. L o
W Bccuse ofch describod on the fol- ibiliy tha bond pri 1wl decli 5
pogu.yminmmmlndu!\md,nwi&m ° es. Interest
forlonger-term bonds.
Wheo Should Invest In the past, bond iavestors have socn the value uﬁllci-( fnvest-
The Pund may be & suitable fnvestment for you if eres races. Berween Deccanber 1976 and Svpluuber 1981, for
= Yous priaay investment goal i o, stanee, she peice oFlong-term bonds
b ing holdings, which 0 fll by almost 48%.
mumcmmhammwe—umuummm: Because of the Funds emphasis on bonds, changes in inerest
and pax-exempt-—invesments. tates will Iuve 2 liy\iﬁﬂn! impa:xon the Pund’s assets, To llus-
] ® Yoo want # simple way to invert 5 percentag: hows the effect
of bonds and stocks. £a.2% dheee $1,000
- ., ® You are looking for moderste growth of capital aver the long bonds, cach with d:fﬁ:mxt maturitys
Figure 4-6: ek st e e
l i i ik ‘How bterest Rate Chrexgos Alfect Bonds®
i 1 Valos ol a $1.000 Hend
nvestment it smading e . BT
. . “hich red : [ vt Ducrvese
objectives o e Fand s o i o now
. llowing polides: Intermediate-Term (10 years) $870 51,156
and risks. ""-t Tond reseves e ight 0 reject any purchase request— Long Term (20 years) 816 $1.251
inchuding exchanges from other Vanguard fund: it Py
. s
I 4

Source: Th Vanguard Group.

international stocks — the SEC would spank, reprimand, and penalize
Vanguard. Less ethical fund companies may be willing to pay this “small
price” if they can seduce more people into their funds by showing higher
returns from taking poorly disclosed risks.

If you've taken the time to look at how much money this fund has made for
investors, you owe it to yourself to understand this fund’s risks, too. This
prospectus does an excellent job of discussing the Wellesley Income Fund’s
risks, using examples from earlier in this century rather than just from the
past ten years, which were unusually good years for the financial markets
(see Figure 4-7).

Annual Reports

Funds also produce annual reports that discuss how the fund has been
doing and provide details on the specific investments that a fund holds.
Look at the annual report if, for instance, you want to know which countries
an international fund is currently invested in.
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Figure 4-7:
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™ ly and should norbe regasd-
§ cdasan mdnunncfﬁnmmum from the bond market as o
* whole, or the Fund in particalar.

Stocks
Roughly one-third of Wellestey Income Fund's sssecs ane invesied
' in common socke.

N;l‘;u;- " \1.

Security Selaction

Pand, invesss approsimately 60% to 7036 of the Fund's sssers in
highquality bonds snd sppreximately 30% o 40% of the Funds
L dend-worh e themi

andsnochwiﬂvuy from time to time depending on the adviser's
viewr of econnmic and market conditians, bonds can be expeeted
10 represent at least 60% of the Fund’s holdings.

‘The Fund is run by WMC according to traditionat methuds of
active invesunient managerment. Secusities are bought and sold
acoording 10 WMC's judgments sbout bond issuees and the gen~

Level of d . . :

Jen, with period
ingetock prices,

| To haete he vlaly o sock ks, th followiag bl

4 plun change in. e vloe) o o U8 sock m:rluct aveevari-
00 Corn-

o Stock Price Ind

vity. Note that the vy shmn do not include the costs of|
buying and selfing stocks of other cxpenses that a real-world in-|
£ vestment portufio would incur. Note, also, how the gap between|
best and worst tends to narrow over the long term.

prospects. T achicve the Fund's objectives of income 1nd moder-
ate capital growth, the adviser follows specific strategics when
sclecring bonds snd stocks.

YA The Fund is subject to coanager risk, which s the possi-
ity chat : rige /

stocks,

Bosds
WMC sefects high-quality bonds that, it believea, wil genesate 2
High and susrainable smount of cureent income. These include
i 4 1S,

U5, Stock Market Retxrws (162618067

e SYear 8 ¥ens Ve
Best 53.9% 23.9% 20.3% 16.9%
Worst ~43.3 -12.5 ~0.9 3a
Avenige 127 10.4 10.8 108

g
agency, motegage-backed, and asset-backed bonds. The aversge
ity of these bonds s of December 31, 1996, was 17.2 years.

A bieakdown of the Fund bond holdings (which smounted
9 60% of tlic Fund' otal act asiets) as of Decemnber 31, 1996,
folows.

S pant

The rabl Hof the 5+, 10+, a0d 20-yeas per Type el Bood
1926 throvsgh 1996, Foc cxtmple, while the everage resum om stocks Utiives 2%
foe o the S-year grids wat 10405, s e e S Tndurrind %
h1932), Buky/Finance i
o a3 e e ) These e e e Treasury/Agency B
d should Mory g
& indicati ither th Forcign Issueny 5
ok Pond e Serhesokmaerss| | Kodgelow
“The stocks held by Wellesley Tncome Fund are chosen primasi- I B
1y for theic income potential. As a reult, the Fund docs hot hiold dth e Fund chang-
v soutis ek he S8 500 Tt o syt o] e dilythi litiog 5 only 1 “sagpehot™ at one point o e,
! ketindex, and the peformance of the Fund—or the Pund’ stock 1 TooFuotis s i vk whichis b
;  boldings—will nor mirror the recurns of any partioular index o
Bectute bond peices and stock prices often move in different thac« bond issucr wiflfail to repay intercat and P"“’“""
dieion, e P mmch bokding el t dsmpe—bt ot in timélymanner,

P by chang-
{  eoin i Likewise, stock
dramaic for Wellaley Income Fund as it would be for  fund
roxde up entircty of stocks.

3

Thebonds WMC purchiases for the Fund sre primasily invest-
ent-grade quafity—chat is, the bonds are rated =1 least Baa by
Mondy's Tovestors Service Inc., or BBB by Stendard & Poors

7

Wellingron Management Company, 1er (WMC), adviser to the

Source: The Vanguard Group.

You can get answers to questions like the countries a fund invests in by
calling a fund’s 800 number. Some of the mutual fund information sources
that | recommend in Chapter 15 also report this type of information. (Or you
could say, “Details, details. Just tell me what funds to buy for different

needs.” That’s just what I do in Chapters 7 through 10.)

In this section, I review the pages from the annual report on the Vanguard
Wellesley Income Fund, the same fund whose prospectus I just introduced
" you to. In addition to producing an annual report, each fund produces a
semiannual report that (guess what?) comes out halfway between annual
reports. The semiannual reports are usually a bit shorter than the full-year
reports but contain the most up-to-date information on the fund’s current

investment holdings and performance.

When you call a fund company to ask for applications, specifically request a
fund’s recent annual or semiannual reports. Unlike a prospectus, most funds

don’t automatically send annual reports along.
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Chairman’s letter

The Chairman’s letter is supposed to explain how well the fund has per-
formed recently and why (see Figure 4-8). In far too many reports, the fund’s
chief executive uses his or her letter to the stockholders merely as an
opportunity to overhype how well the fund has done — during good periods
in the financial markets. In tougher times, too many fund execs blame
subpar performance on the market. It’s like fishing: On a successful day, you

_talk about your uncanny casting ability, your brilliant choice of lures, and

your ability to keep still and quiet. When you come home empty-handed, the
fish just weren’t biting.

A good annual report like Vanguard’s will detail the performance of the fund
and compare it to relevant benchmarks and comparable funds. You hope
that your fund will meet or exceed the performance of comparable funds
(and perhaps even of the benchmark, too) in most periods. Don’t worry if
your fund periodically underperforms a little. Especially with stock and
bond funds, you invest for the long haul, not just for six months or a year.

Unfortunately, more than a few fund companies use benchmarks (indexes)
as comparisons for their funds’ performances so that their funds look as if
they perform better than they really do (such as the Warburg Pincus Growth
& Income Fund, discussed earlier in this chapter). This ruse is similar to a
financially savvy adult like, say, me, comparing his mutual fund selection
abilities to those of, say, a child. I'm at something of an unfair advantage (at
any rate, I'd better be). As you review a fund’s annual report, keep in mind
this tendency of some funds to fudge comparisons. I discuss ways you can
make sure that you're comparing a fund’s performance to an appropriate
benchmark in Chapter 12.

In addition to discussing the fund’s performance during the year, an annual
report also covers how the overall financial markets were feeling. If you're
used to a steady diet of the daily news, an overview like this can help you to
better see and understand the big picture (and maybe you won’t be so
shocked that the fund lost 2 percent last year when you see that the bench-
mark index most relevant to that fund lost 2.5 percent).

Performance discussion

A good annual report is educational and honest. As you can see, Vanguard’s

is both. The report also does a nice job of providing a historical context for
understanding this fund’s performance. It explains that bonds normally are
less volatile than stocks. The comparative stability of bonds means that a
portfolio composed of stocks and bonds, like this one, is less volatile than
one made up of just stocks.
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FELLOW SHAREHOLDER,

anguard/Wellesley Income Fund earned +20.2% in 1997, a generous return made
possible by an excellent environment for bonds and an even better one for stocks.
The U.S. economy enjoyed strong economic growth and low-unemployment, com-
bined, somewhat surprisingly, with decelerating inflation. Reflecting lower interest rates,
long-term corporate bonds provided a solid return of +13.5%, and the stock market
surged to an astonishing +33:4% advance.
The table at right compares the Fund’s total returni (capital change plus reinvested
dividends) with those of the average income fund and the unmanaged Wellesley Composxte
Index, which mirrors our typical balance of

65% bonds and 35% high-yielding stocks. T:ﬂ' m
For the year, Wellesley’s return‘topped m;&:«m po

those of both the Index and~by a notably

imposing margin—the.average income-

oriented mutual fund. Average Income Fund +16.4%
The Fund’s total return is based on

net asset values'of $20.51 per share on

December 31, 1996, and $21.86 per share *65% Lehman Long Corporate AAor Better Bond

on December 31,1997, adjusted for divi- Index, 26% S&P/BARRA Value Index, 4.5% S&P

derids tof: aling $1.20 per share pai d from Utilities Index, and 4. 5% S&P Telephnna Index.

net investment income and distributions totaling $1.445 per share from net realized B

capital gains. Wellesley Income Fund’s annualized yield as of December 31 was 5.3%.

Vanguafd/Weilesley_!nqomé Fund +202%

‘Wellssley Composste |ndex* " +19. 4%

FINANCIAL MARKETS IN BRIEF
Long-term interest rates rose through the first quarter of the year on expectations that
the economy’s robust growth would cause inflation to accelerate. The yield on the bench-
mark 30-year U.S:Treasury bond peaked at 7.17% in mid-April. Then; as the news-on
inflation got better rather than worse; the yield turned downward, falling to.5.92% on -
December 31, 72 basis points below the 6.64% level at-which it began the year.

Short-term interest rates bottomed-out in June then began rising, apparently because
of sales of short-term Treasuries by foreign central banks and investors. At year-end-
1997, the yield on-three=month U.S. Treasury bills was 5.35%, up:just a bit from 5.17%
when the year.began. The spread between yields on three-month T-bills and 30-year
Treasury bonds was a slim 0;57 percentage point on December 31,1997. Such a “flatten~
ing” of the yield curve has more often than not been a.precursor of a slowing economy.

On the stock side; the historic bull market that began in August 1982 continued in-
impressive fashion during 1997. The economy, corporate earnings, and employment grew
solidly, and consumer confidence strengthened. Vet interest rates declined and inflation
decelerated: In short, the domestic economic news could not have been bettet.-

.- 'The sole dark cloud—severe turmoil in Asian economies and:currencies—only .-

o briefly darkened the stock market’s mood. After a sharp decline in October—the Standatd
Figure 4-8: 8 Poor’s 500 Composite Stock Price Index tumbled ~7% on October 27 alone—stocks
Chairman’s resumed their climb. By the time the year was over, the Index had produced its second-
letter. highest annual return (to 1995) in the past two decades.
EEE——

Source: The Vanguard Group.
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_Figure 4-9;
Performance
overview.
]

You also see a description of how this fund invested its money during 1997.
The comparisons to competitors help you make sure that you're comparing
your fund to Wellesley’s true peers — apples to apples.

These comparisons are even more valuable and useful when applied over
longer periods, as in this annual report’s “Long-Term Performance Over-
view” section (see Figure 4-9). Remember: In the world of stocks and bonds,
one year is too short a period to evaluate a fund. In this section, the chair-
man also looks forward and prudently reminds us that the future will likely
contain both good and bad periods.

You can also see how Wellesley performed against its competitors (“average
income fund”™) and the benchmark composite index. Wellesley beat the
pants off of its competition and slightly outperformed the benchmark index
by 0.3 percent per year. (The “Composite Index” is a mythical investment,

which has the advantage of not having any costs deducted from it.)

Performance and its components

The performance page looks like a terrible overload of numbers, but it
actually contains valuable information (see Figure 4-10).

X497 PERFORMANCYE OVERVIEW
Wellsley Income Fnd's recurn of +20.296 fell berween the terriic +33.49% retum of the
stock macket, as represented by the S8 500 Index, and the fine +13.5% rerurn of the
Jong-term corporate bood masket. We were 2 bit closer to the bond resurn becauso of
the Fund's policy of emophasizing bonds. Thi i ¥

s ad ing bullish peciods for the
N profile during the inevitable & ods for stocks.

Wellesleys bond holdings retumed +14.0% dusing the year, ahead of the +13.5%
retusn of the Lehmaa Brothers Lasg Corporare AA ot Betier Bond Index, which in the
band portion of ous competice benchark, We were aided by the bullish stance on bands
adopted by our investment advises, Wellingron Management Company. The everage
duration of the Fund's bond sogmear, at 9,1 years, s sightly longer than that of the
Lehman benchmask. {The fouger a bond fund's duration, the more it vatoe rises when
interest rarcs decline, and ehe more its value falls when rares rise.)

Wellestey's stock boldings reramod +32.8% in 1997,  bit ehy of the recurm on the
5P 500 Tudes, but shead of the +30.79% retum on che equity segmeat of our composite
benchmark, This segament is based an the SKP/BARRA Vakae Index, the 58P Usilicies
Tadex, and the 58D Telephone Indes, reflcting ou lt toward income-poducing stocks.
The shortfal against the S&P 500 can be fargely wtributed to the masket’ tlr toward
growth stocks doring the year. The 58P 500 Index’s growth componeat grovided s retumn
of +36,5% during the year, sell sbove the < i 1

More than batf of Weleak i in tho Ainancial-services and utili
soctors, respertiveljthe best and third-best performers within the S&P 500 Indes in 1997,
THowever, stocks we held in th i s wellas iy ial-services and
utilties stocks in the S6P 500 Index. The Fund' industey concentrutions were especially
udvantageous doring the final three months of the year, when turmail in the fioancial
markets pshed up demand for finsncial and utlity issues—scctors that are sensitive to
fntercsterate changes, In addition, we held 00 ttocks n the fechnalogy of produces-

two of the

it gives the Fund

pet g ng the year.

‘We beld an average of about 12% of out equity asects in the market-lagging mureri~
als 8 processing sector—nearly twice the S8P 500 Index weight. Howores, this negative
s mostly offict by caellont stock pieks in the soctor. A significan iability relative to
the S&D° 500 was 2 low commitment to health-care stocks (4.7% for our Fuad, 11.0% for
the Index) combined with poor stock selection in the sector,

The Fund i} +3. oy th i d mutual food
was the resule of the fine performance of aur stocks combined with the longer average
turities of our bond holdings compared to thote of our competisors, We husten to edd
our customary warniig about comparing Wellesley Tncome Fund with this pecr group over
thort pesiods, The income-fund group is « vasied bunch, and many Finds witkin it pursue
sarstegies that are fas different from Wellediey's.

We again achieved our objective of providing a high level of conrenttineome. Ot
incomic dividends of $1.20 pec thare were 3.4% higher than our 1996 dividends of $1.16
et shae. As noted above, the Fund's aveall yiekd was 5.39%. The yield on it equitics vas
3.4%, more than twice the recosd-low 1.6% yield of the S&P 500 Index. -

LONG-TERM PERFORMANGCE OVERVIEMW
As shown in the table below, over the past ten yean Welleskey has outperformed both
its average peec and the compotite index, a result that rofloets both the Fund's excellent
s d our low costs, Based 13.3% d cetum,
: which is 1.9 percentage points
ighes than that of our peers, a
T Wellodey

ot Rowras
wr

;
fellestey
Row ek (i dvidnds il s

Bte (et tevosteens distributions reinvested) would
thave grovmn over the decade to
Wakasiay income Fud aan s $34905, This s 15647
Aversgt Income Fund A% AN than the $29,436 that would
Weasioy Corposie Index® 3% 008 b din dhe sverage
income fiund. The “Vanguard
A BN advanage”is an imprescive S5
1998, o .

O
‘547 Ushies Index 406 th SBP Tolephona ndex. P
3 for about halfof oue Jong-term
tage hie thy d by our investment adviser, Cur
‘cxtio {ananal expenses a5 & percentage of average net asscts) roraled a minuscule

expenss
0.319% In 1997, ane-fousth of the 1.26% cxpente ratio charged by our aversge peer.
; sorped fundl b : oocth

Costs matter, especially inan P 5 Xpy
reduce the income thar a mutual fund passes through to its sharcholders,

ur edge compoits indes segresents & igni h
ment,given thatthe e 4 -world expennses { d opecetions and

‘murual fund

& 4 during the d v Lick

We siress " gt
encompass & cen-yer period dusiog which the U5, stock market did not experience &
single serious downtum and the bond smacker was buoyed by genecally decliting nterest
rarcs, Althoogh financial markets are inherently uapredictable, we believe it i safe to
ray that returny over the next decade are virtually eestain to be lowes than thosc of the
previots one,

IN SUMMARY
Returns from the UsS, stock market over the past throe ycars—indeed, over the past 15
yeatv—have o precedent in Amesican finaneial Wstory. Long-term boods, too, have
perionced s senaiable period s yick b [ty dechinod incs the early 1980s.
While 1s investocs we have every reason to be grutcfhl for the bounty of the financial
‘maskery, we also have resson to regard the forure with sume caution, Lengehy bull mar-
Kets can hreed eomplacency end cause invertars to discount the tisks inhesent in stocks
4d bonds. Make no mistake, the markey will demonstrate these cisks from fime to time.
Howeves, the greatest risk is failure to invest i the firs place, We beliave that the
‘best epproach to dealing with riskis fo hold a balenced porrfolio that includes stock
funds, bond fands, anul money marker fands—a belief that s at the cote of Wellestey’s

“

Source: The Vanguard Group.
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PERFORMANCE SUMMARY
Wellesley Income Fund

All of the data on this page represent past performance, which cannot be used to predict future
returns that may be achieved by the Fund. Note, too, that both share price and return can fluctuate
widely, so an investment in the Fund could lose money.

Total Investment Returns: December 31, 1977-December 31, 1997

Composite*
Fiscal Total Fiscal
Yoar Retuen Year
1978 2.2% 1988
1979 35 1983
1980 94 1990
1981 -7 1991
1982 363 1992
1983 132 1993
1984 138 1994
1985 294 1995
1986 189 1996
1987 & 25 1997

*65% Lehman Long-Term Corporate Bond Index and 35% S&P 500 Index through December 31, 1985; 65% Lehman Long
Corporate AA or Better Bond {ndex, 26% S&P/BARRA Value Index, and 9% S&P Utilities Index through June 30, 1996,
when the S&P Utilities component was separated into the S&P Utilities Index and the S&P Telephone Index.

See Financial Highlightstable on page 21 for dividend and capital gains information for the past five years. B

Cumulative Performance: December 31, 1987-December 31, 1997

-]

*65% Lehman Long Corporate AA or Batter Bond Index, 26% S&P/BARRA Value Index, and 9% S&P Utilities index
through June 30, 1996, when the S&P Utilities component was separated into the S&P Utilities Index and the S&P
Telephone Index.

E—
Figure 4-10: Average Annual Total Returns: Periods Ended December 31, 1997
Inception 10 Yoars
. Total Dats 1Yeer 5Years Capital income Total
Investment
- Wellesley income Fund 71976 20.19%  13.18% 597% 7371%  133%
returns.
I

Source: The Vanguard Group.
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]
Figure 4-11:
Investment
adviser's
thoughts.
]

For example, this table shows you, on a year-by-year basis, how the
Wellesley Income Fund has performed. As you can see, although the fund
has produced an average annual return of 13.34 percent per year over the
past ten years, its return varies much from year to year. In 1986, for in-
stance, it returned 18.3 percent, but it then lost 1.9 percent in the next year.
(If a swing in returns such as in this example makes you reach for your
motion sickness prescription, you'd better skip investing in it. Remember:
To earn better returns, you've gotta take risks.)

You also can see how much the fund paid out in dividends (“Income Re-
turn”) and capital gains (“Capital Return”) each year. I cover all of these
details in Chapter 12 when I discuss a fund’s returns.

Investment adviser’s thoughts

The “Report From the Adviser” is where the portfolio managers of the fund
(in this case, the Wellington Management Group) explain how the economic
environment affected the fund’s performance. They also look ahead and
discuss what the future may hold and what investment strategy they plan to

take in the near future (see Figure 4-11).

REFORT FROM THE ADVISER

ingaard/Welesley Income Pnd autperformed its uimanzged benchmark for
1997, Fox the tretve months ended Deceanber 31, 1997, che Fund retumed 2020,
ok

versus 19,4% for is benchmask. Wellesley " 432.8%, following
incoeases of 24,296 In 1996 ad 37.1% in 1995. These equlty recums arc well zbove his=
tasical d have llowed the Fund to cajoy respectabl ovet the last
three

TH the year the Pund i it with 60%-65% of
assats invested in } i gradé bonds and in dividend -paying
iies. In general, the long average matutity of the Fund' bonds and our meaningful
ighting in hi A make Welleeley's performance

igh-yielding, & make

extresmely sentitive to the dirostion of longterm interest rates. The bond portfolios re-
tuen af 14.0% for 1997 betrered the 13.5% verurn for the Lehman Loog Corporsre AA
ar Better Index, agzinst which hat segment p We increascd the
duration of the bond portfolio throughout 1997, and at year-end it was slightly longer
than thzat of the Lehman index. This relatively longer duration helped performance as
lrug:terms riees fel aharply during the Just three mouths of 1997, A longer durstion thin
the benchmark implies that the prinipal vahuc of the bood portfolio will change more
dramatically with a change in interest rates.

Stower ULS. growth, a strong; dlar, and falliag inflation rates will end the speeula-
Gom abous o Federal Reserve fighteaiog of monctasy policy: Such epecvlation dominated
the capital markens for the first nine months of 1997, Ultimately, we expect thar the Fed's
next move will be to lower shorr-term interest rates luter in the year.

W also pow expect 8 budget surplus thi yeas, & ety positive fuctor for the bond
marker. However, the fundamentals underlying 1998 will be much mare of » challenge
5o the UsS. equity market. Valustions remsin historically bigh, sad the profit outiook has

: Tower k i o seabl

iorwer thor

Fotes wil be 2 positve undespinsing for étocks in 1998.

STRATEGY IN 1998
Ous strategy remuins consistent; and our aflocati cks and y ooly
wnginally, The masurity of Wellesleys bonds wil remsin long-ters, srith call protee-
tion o prcserve the i We purchase only | e, US.-dollas-
i d bonds, il p
As of December 31 mately 86% of ehe bood postfolio was rated *A” or betrez,
Our stock portfolio strategy is to pusch panies with s et yields
industries, The sekd om our stocks, at 3.4%, is 113% higher than
the yield on the S8 500 Index. We begen incressing ous expasure to utlities becaose
s sector benefite from declining intercst rates. Also, tho fundamentals o this industry
should improve 4 compaties conaolidate, The primary season for out sclective sales of
stocks is 0 dispose af issues that reach our Gasget pris
The dominan theme guiding the Fand' investment strategy is 90z ongoing oblige-
ton A bi 2 tevel of income by halding high-

o ly eot-grade, U.S,-

equity partion of its compasite benchmark, which it weighted 75% in the

Value Inde, 12.5% in the S&CP Utilities Inddex and 12.5% in the S&P Telephons Index.

The stocks invested in the financial-services and uility
e o i ut

wp thisy
For more detailt, please sec the Message To Sharchold-
e, beginning on page 1.

INVESTMENT OUTLOOK YOR 1998

Spreading cconomic snd financial rfses in Avia have
caused us t0 lowes growth expectations for the U.5. ccon-
ey in 1998. Real Gross Domestie Produce is now exti-
mated to increase 2.3% on average in the yea shead,

a reduction of one-Hulf percentage paiat from our prior
forecast, We expect exports to Asis to drop sharply, and
we project that the riting U.S. dollar exchange rarowill
tranchate both into s steady strean of lowee-pricod
imports inco this country nd markes-share losses for
industcies that competc with ismports. An cxremely
competitive pricing eavironment will produce declining
inflation. We expect the Consumer Price Index to rise
just 1,69 in 1998, Sfowes global growth, a strong dolle,

‘ntense pricing pressure, aod some incvitible upeard

wage. sates will make it very difficult
For cotporate profits, which we now expect tosise just
manginally over the next four quartery.

“The 32.8% rerarn for Welles) head of the 30.7% the l

7

Ous Jong-term goal is to Wellesley P ng
companiesthat cun pass oo shaccholders bighes dividenda geocrued

stocks of strong

from rising o the o portfotio
‘have had 31 dividend incressex, Howeves, wo 0ot tha we avoid stocks with ultrahigh
dividends that may vot be sasainable oves the longer rerm.

SUMMARY-

1f intetest sates continae tu decline, Wellesley should pesform seell versus mose aggrossive
bond and stack findy, We will continue w focus on maintaining the Fund's chaster and
h ire henchmatk. I i i

on trying to otpX
objective for 1998
Batl E. McEvoy, Senior Viee President
John R. Ryan, Sewrfor Vice President
Wellington Maragement Company, L

January 14,1998

Source: The Vanguard Group.
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Investment holdings

The “Statement of Net Assets” section lists every single solitary investment
the fund owns. Here’s where you get the details that tell you exactly where
your money is invested. You can see here the incredible diversification your
money gets in a mutual fund; you actually own a teeny, tiny sliver of each of
these securities if you invest in this fund (see Figure 4-12).

For example, in this first section, you can see that this fund (as of Decem-
ber 31, 1997) was 46.2 percent invested in bonds issued by corporations.
The corporate bond slice of the fund’s pie divides further into which indus-
tries and specific companies the fund holds bonds from.

For each security, you also can see how much the fund originally invested

and what each investment was worth at the end of the most recent year. (Do
you need to know, should you care, will it be on the test? No, no, and no!)

More investment holdings

This includes more of the investments that the fund owns. Here you can see
some of the stocks the fund owns (see Figure 4-13).
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Figure 4-12:
-Investment
holdings.
L |

o

FINANCIAL STATEMENTS
December 31, 1997

STATEMENT" OF NET ASSETS . )
This Statement provides a detailed list of the Fund's holdings, including each security’s market
value on ‘the Jast diy 6f the reporting period. Secutities ace grouped and subtotaled by asset type
(common stocks, preferred stocks, bonds, etc.) and by industry sector: Other assets are added to,
and liabilities are subtracted from, the value of Tozal Investments to calculate the Fund’s Net dssets.
Finally, Net Assets ace divided by the outstanding shares of the Fund to arrive.at its share price, or
Net Asset Vatue (NAV) Per, Skare. L o

- At the end of the Statement of Net Assets, you will find a table displaying the composition
of the Fund’s-net assets on both a dolar and per-share basis. Because all income and any realized
gains must be distributed to shareholders each year, the bulk of net assets consists of Paid in Capital
(monéy invested by shareholders). The amounts shown for Undisributed Net Investment Income and
Accumulated Net Redlined Gaiins usually appioximiaté the surbs the Funid had available fo'diseribute
to shareholders as incofne dividends of capital gains as of the'statement date: Any Aeciimulazed Net
Realized Losies, and any cumiulative excess of distributions over net income oz net realized gains,
will appear as negative balarices, Unrealized Appreciation (Depreciation) s the difference between
the market value of the Fund’s investments and their cost, and reflects the gains (losses) that would

be realized if the Fund were to sell-all of its investments at their statement-date values.

Face -

Market
Value®

face

* Market

Amount Amount Valuo®
Wellesley Income Fund oon . foo0) ; L)
" CORPORATE BONDS (462%). HrstﬁBzggok System Inc. .
Finance (13.0% 6.625%, 5152008 J$10000 $. 10113
Agla\ln:l?n;io B‘ar:kNv 7625%, 5/1/2006 7500 7997

{ChicagoBranch} First Chicago Comp.

7.55%, 6/28/2006 . $25,000 %784 7.625?6, 1/15/2003 16,000 15,851
-y p ﬁ?ﬂ%&?&%ﬂﬂ 150000 14318

X 13 2 n42 2 i
A;mlrﬂm ,ow 4 a 7-5(:;_:56.4/1,5/2035|G s 11,000 12539

7.50%, 81 5 5, oet Financial Group, inc.

Americanwﬂfggp. 0 B 6.875%, 3/1/2003 30,000 052

745%, 12/15/2026 33,000 503 General Electric Global
Banc One Corp, Insurance Holdings

7:75%, 152025 soge  sos  W0hANAB 6000 62604

800%, 4/28/2021 15,000 vioe7  General Electric Capital Services
BankBoston Corp. 7.50%, . 14000 15793

'6625%, 12/1/2005 15,000 15,106 Goneral Electric Capitat Corp

6.875%, 7/15/2008 w1534 &1\?%, 5152012 10,000 1588
Boatmen's Bancshares Inc.

7625%, 10/1/2004 16,000 10543 7.00%, ¥/15/2002 30,000 30,906
ety 52027 Jo;;ggz‘;?:km‘l 25,000 26,189
Ci‘l?ﬂsp%' o B0 Z4% Libarty Mutsal Insuranca Co. !

6.65%, 12/152010 MTN 25000 %35 850%, 5/15/2025 25300 29286

7.125%, 9/1/2005 15,000 15593 Lumbermens Mutual Casualy

7825%, §/1/2005 10,000 10868 9.15%, 11/2028 45,000 52045
Comerica, Inc. MBIA Inc.

7.125%, 12/1/2013 15000 1521 7.00%, 12/16/2025 1950 20219
CoreStates Capital Corp. Metropofitan Lif Insurance Co.

6.625%, 3152005 20000 2,181 1.80%, 11/1/2025 25,000 26801
Fifth Third Bank J.P. Morgan &Co,, Inc.

6.75%, 7152005 25,000 25,39 5.75%, 10/15/2008 20,000 18797
FirstBank NA. NBBDx%%' }(/;?P 29,000 19,465

52004 8nl
755%, 6/ 8,000 8473 S S0 0 5

Source: The Vanguard Group.
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Face Market Market
Amount Value" Valuo*
(000} {000} Shares (000}
Virginia Electric & Power Co. COMMON STOCKS (36.4%)
6.75%, 10/1/2023 $20000 $ 19414 i
Wisconsin Public Senvice Co. rivhist st SR,
%, 10/1/2002 6,700 7049 ;
130%, L —, Ford Motor Co. 2128900 103700
L0348 yynign Pacific Corp. 510000 31843
TOTAL CORPORATE BONDS 1793%4°
{Cost$3,340.282) 3533935  Consumer Discretionary {2.7%)
FOREIGN BONDS (U.S. Dollar Denominated){4.5%) sﬁﬂsm[‘)ﬂ“ K:;‘na'::g‘m c g;g% g:.zg?
ay Department Stores Co, Y
A’g‘;g?%cg/",%m'e”’“ Co. %o g UG PemeyCo,inc 1982600 120179
BHP Finance USA Ltd. 3
6.69%, 3/1/2006 10,000 10045 Consumer Staplqs {2.1%)
Province of British Columbia Flowers Industries, Inc. 2,901,600 59,664
6.50%, 1/15/2026 35,000 35,198 Gallahgr Group PLCADR 1,207,100 25802
Husky Oil Ltd. H.J. Heinz Co. 650,800 33,060
7.55%, 11/15/2016 20,000 20,764 Philip Morris Cos, Inc. 475,000 21523
Repuhlic of Haly Globs! Bond Universal Corp. 5190 21463
6.875%, Y21/2023 © 10000 10470 161521
Province of Manitoha . Financial Services (10.4%)
6.125%, 1/19/2004 7,000 6,934 Alexandria Real Estate
8.876%, Y15/2021 24041 30,906 Equities, Inc. REIT 273,100 8809
Province of Ontario BankAmerica Corp. 540,000 39420
6.:00%, 2/21/2006 25000 24620 Brandywine Realty TrustREIT 332,000 8342
1.75%, 6/4/2002 15,000 15,961 CBL & Associates Properties,
Petro-Canada Inc. REIT 1,050,400 25932
7.875%, 6/15/2026 11,840 13313 Camden Property Trust REIT 9,172 5%
Province of Quebec Chateay Communities, Inc. REIT 89,868 2831 E
7.50%, 7/15/2023 50,000 53919  Colonial Proparties Trust REIT 1,139,900 34339
Saga Petroleum ASA Felcor Suite Hotels, inc. REIT 420000 Wy
7.25%, §23/2021 25,000 2569 FirstUnion Corp. 2,720,400 133421
Province of Saskatchewan General Growth Properties
8.50%, 1152022 19,000 23367 Inc. REIT 802,600 28994
Talisman Energy, Inc. Highwood Properties, Inc. REIT 325,000 12,086
1.125%, 6/1/2007 20,000 20505 IPC Holdings Ltd. 309,300 9898
7.25%, 10/15/2027 25,000 25851 J:y%?w Inc. REIT 250,000 6484
ToTAL KeyCorp 1,679,050 118898
(wrggfg,w"“s 30297 gmt;\z Realtyh(:grphlz‘E‘:pT 218,700 7,709
e Macerich Co. 719,100 2049
U.S. GOVERNMENT AND AGENCY OBLIGATIONS (11.6%) Mid Ocean Ltd. 179,900 9760
U.S. Treasury Bonds National City Corp. 1,405,000 92373
6.25%, 8/15/2023 250,000 257,690 Nationwide Health
7.26%, 5152016 250,000 284,705 Properties, Inc. REIT 616,000 15,708
12.00%, 8/15/2013 130,000 191,599 PNC Bank Corp. 456,800 26,066
U.8. Treasury Notes Summit Bancorp. 900,000 4785
6.25%, 8/31/2002 100000 102,087 Sun Communities, Inc. RET 320,600 11522
6.875%, 5/15/2006 50,000 53507 Urban Shopping Centers,
TOTAL U.S. GOVERNMENT AND AGENCY OBLIGATIONS Inc. REIT 617000 21518
{Cost $818.727) 889588 Wachovia Corp. 766,900 62,215
794,185
Health Care (1.4%)
Baxter International, Inc. 1,047,700 52843
Pharmacia & Upjohn, Inc. 1,448,500 53,051
105,894
integrated Oils {5.0%)
Amoco Corp. 1,135,000 %6617
Atlantic Richfield Co. 736,000 88972
L ] Equitable Resources, Inc. 1,125,000 39797
H . Royat Dutch Petroleum Co. ADR 1,398,000 5,75
Figure 4-13: Texacolnc. /A0 BEW
Stock USX-Marathon Group 2188200 _ T35
holdings. L el
L]

Source: The Vanguard Group.
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Chapter 5
Where to Buy Funds
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In This Chapter
®» The best and worst places to buy funds

» What discount brokers can do for you
> How to hire an advisor
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Hmdreds of investment companies offer thousands of fund options.

‘M (Remember that most of the larger parent fund companies, such as T.
Rowe Price, offer many individual funds in a variety of fund categories, such
as money market funds, bond funds, balanced funds, and stock funds.)
However, only a handful of these fund companies offer many top-notch
funds, so in this chapter, I tell you which companies are the best places for
your fund investing. (Turn to Part II of this book for my specific fund
recommendations.)

Some other good individual funds are run by companies not mentioned in
this chapter. (I discuss these funds in Part II as well.) But if you happen to
stick with just the better funds from the parent companies recommended in
this chapter, you can fall asleep at night knowing that your money is in good
hands. In addition to recommending the best parent fund companies, I also
recommend the best discount brokers. Although a slightly more expensive
option, discount brokers make it easy to buy the best funds from different
fund companies — la créme de la créme — and hold all the funds in a single
account.

Time to Lose that Load

When the Securities and Exchange Commission deregulated brokers’
commissions in 1975, total assets invested in mutual funds were less than
$50 billion. The vast majority — more than 85 percent — of all mutual funds
were sold through brokers. The funds they sold are known as “load” funds
(load simply means commission). When you purchase a load fund through a
broker, the broker is paid a commission that typically ranges from 4 percent
to 8.5 percent of the amount that you invest.
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Thanks in part to the deregulation of brokerage commissions and to the
technological revolution of the 1980s and its accompanying explosion of
low-cost computer equipment, the growth of the no-load (no commission)
mutual fund industry took off. Technology provided fund companies with a
cost-effective way to handle thousands of accounts for folks like you who
don’t have millions of dollars to invest. This also enabled fund companies to
sell so-called no-load funds directly to the investor, bypassing the broker
and brokers’ commissions.

Today, no-load funds account for the majority of investors’ mutual fund
holdings, and as I discuss in Chapter 4, the best no-load funds are every bit
as good, if not better, than the best load funds. Today, you can stick with the
no-load (commission-free) funds and keep more of your investment dollars

at work for yourself.

Table 5-1 provides a list of the major no-load and load players so that you

can tell who's who.

Table 5-1 The Major No-Load and Load Companies
Major No-Load Fund Major Load Fund Companies
Companies Companies That Do Both
Acorn AIM Dreyfus
American Century Alliance Fidelity
Columbia American

Federated Dean Witter

Harbor Franklin/Templeton

Invesco iDS

Janus Merrill Lynch

Neuberger & Berman MFS (MassFinanical)
Nicholas-Applegate Nuveen

PIMCO Oppenheimer

Schwab PaineWebber

Scudder Prudential

Stein Roe Putnam

Strong Smith Barney Shearson
T. Rowe Price Zurich Kemper

USAA

Vanguard

Warburg Pincus




Places to Avoid When Buying Funds

If someone set up what looks like a hot dog stand on the street corner and
started peddling mutual funds, would you buy a fund from that person?
Probably not, because such an outfit would not seem like a legitimate
investment management company to you. Where are the computers, the
telephone equipment, and the fax machine? What about the conference
room and mahogany table?

In the case of the street-corner stand, you’'d be right to trust your instincts.
But you can’t base your investment decisions entirely on your gut. That’s
because some mutual fund companies have lots of branch offices with
mahogany tables to make you feel comfortable, but they charge relatively
high fees for their funds (to pay for all their overhead costs) or seil poorly
performing funds — or both. .

What types of placés are likely to make you feel comfortable but lead you
astray? Here’s a short list of the wrong places where many people do their
fund investing:

»# The First Faithful Community Bank. Many people feel comfortable
turning their money over to the friendly neighborhood banker. You've
done it for years with your checking and savings accounts. The bank has
an impressive-looking branch close to your home, complete with park-
ing, security cameras, and a vault. And then there’s that FDIC insurance
that guarantees your deposits. So now that your bank offers mutual
funds, you feel comfortable taking a little advice from the “investment
specialist” or “consultant” in the branch. Besides, it’s so convenient.
How can you go wrong buying funds through your friendly local bank?
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Well, the odds are high that the branch representative at your local
bank is actually a broker who is earning commissions from the mutual
funds he’s selling you. And because banks are relatively new to the
mutual fund game, the broker selling the funds at your bank may have
spent last year helping customers establish new checking accounts and
may have little knowledge and experience with investments and mutual
funds. Remember, if he's working on commission, he’s a salesperson,
not an advisor. And the funds he’s selling are load funds. You can do
better. See the sidebar “Bank mutual funds leave much to be desired”
later in this chapter for more about bank funds.

| 1 Plunder and Pillage Brokerage Firm. Brokers work on commission, so
they can and will sell you only load funds. They may even try to
hoodwink you into believing that they can do financial planning for you.
Don't believe it. As I discuss in Chapter 4, there’s no real benefit for you
to purchase a load fund; you have much better alternatives.

| 1 Fred, the Friendly Financial Planner. You may have met Fred through
r a “free seminar,” “adult education class,” or a cold call that he made to
you. Fred may not really be a financial planner at all, but rather, a
salesperson/broker who sells load funds. (If you want to hire a real
planner or advisor for help with investing in funds, see the last section
of this chapter.)
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v~ Igor, Your Insurance Broker. Igor’s not just selling insurance anymore.
Igor now may be selling mutual funds as well and may even be calling
himself a financial consultant. Ditto the above remarks for brokers.

+# The Lutheran-Turkish-Irish-Americans-Graduated-from-Cornell-and-
Now-Working-in-the-Music-Business Fund. Hoping to capitalize on the
booming fund business, special interest groups everywhere have been
jumping into the fray with funds of their own. Don’t be surprised if your
church, your alma mater, or your ethnic group makes a passionate
pitch to pool your money with truly like-minded individuals, in the
hands of a manager who truly understands your background.

While there’s something to be said for group solidarity, I suggest
leaving your nest egg out of it. Such special interest funds usually carry
loads and high operating fees, and because they have relatively little
money to manage, are usually managed by money managers with little
experience.

Buqu Funds from the Best
Fund Companies

The best and least costly way to purchase excellent mutual funds also
happens to be the preferred choice of couch-potato remote-control users:
Just pick up your phone and dial an 800 number.

From the convenience of your home, you can order fund educational
materials, request applications to establish accounts, and move money from
one fund into another. You can even ask that a check be sent to you if you
need money. Some accounts, primarily money market funds, come with
check-writing privileges, so you can draw on money in your account that

- way, too.

Don’t worry about other folks (such as those with criminal intentions)
gaining access to your money. If money is ever redeemed out of your
account, fund companies always make the check payable to you, the ac-
count holder, and will only mail checks to your address as listed on the
account. If you still think that someone can steal your mail or change your
address and intercept a check, stop worrying. Even if someone gets his
paws on your check, he won’t be able to cash it because it’s made payable
to you.

Here are the best places to invest in funds directly. Note: In the following
fund company descriptions, I intentionally devote more space to those
companies whose funds I recommend the most in this book (find specific
fund recommendations in Chapters 7 through 9). And another note: Some
good funds are offered by companies not on this short list — I list these in
Chapters 7 through 9 as well.
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The Vanguard Group

With assets of more than $325 billion, Vanguard is now the second largest
mutual fund company in America (after Fidelity). Vanguard’s significant
growth in recent years has been somewhat of a vindication for a company
that was underrated during the 1980s and early 1990s. At the time that I
wrote the first edition of this book, I went on record as saying that Vanguard,
overall, was the best mutual fund company around and wasn’t getting the
recognition it deserved.

One of the reasons for Vanguard’s underrating is the fact that its funds are
almost never at the very tip top of the performance charts for their respec-
tive categories. As I discuss in Chapter 4, this is really a good sign, since
many number-one-performing funds are rarely even above average over the
long haul. Although Vanguard offers a spectrum of funds from low risk to
high risk and everything in between, Vanguard doesn’t take excessive risks
with the funds it offers; thus, its funds rarely are ranked number one over
short time periods.

Because of Vanguard’s unique shareholder-owned structure, the average
operating expense ratio of its funds — 0.30 percent per year —is lower than
any other fund family in the industry. In fact, the average fund family’s
expense ratio is a whopping three times higher than Vanguard’s.

Vanguard’s low expenses translate into superior performance. Especially
with money market and bond funds (markets in which even the best fund
managers add relatively little value), Vanguard funds are consistently near
the head of the class.

Vanguard is best at funds appealing to safety-minded investors — those who
want to invest in money market, bond, and conservative stock funds.
However, Vanguard offers aggressive stock funds with superior performance
and low expense ratios (see Chapter 9 for a list of these). In managing stock
funds, where performance is supposed to be more closely tied to the genius
of the fund manager, Vanguard’s thriftiness has not harmed performance.

Vanguard is increasingly becoming known for its index mutual funds, which
are unmanaged portfolios of the securities that comprise a market index,
such as the Standard & Poor’s 500 (which tracks the stock performance of
the 500 largest companies). A pioneer in the field, Vanguard was the first to
offer index funds to the retail market. Today, the popularity of index funds is
booming, and many fund companies have added index funds to their lists of
offerings. But Vanguard is still the indexing leader, with the broadest selec-
tion of index funds and the lowest operating expenses in the business. (1
talk more about the advantages of index funds in Chapter 6.)
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What Vanguard doesn’t offer should also appeal to you. Vanguard won’t
jump on the fad-of-the-month bandwagon and develop some newfangled
fund designed primarily by slick marketers to line the company’s coffers.
Vanguard uses a customer-first approach and designs funds with the chief
focus on meeting the customer’s needs.

Vanguard representatives are available weekdays from 8 a.m. to 9 p.m. EST
and Saturdays from 9 a.m. to 4 p.m. EST. Vanguard also offers an automated
24-hour phone service that enables customers to call for fund prices and
yields, and even to enter transactions. Vanguard also has branch offices in
Philiadelphia and Phoenix.

Fidelity Investments

Fidelity Investments, The Behemoth of Boston, is the largest mutual fund
company in America (although Vanguard is the largest fund company that is
exclusively commission-free).
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Fidelity’s roots trace back to the 1940s, when Edward C. Johnson Il took over
the then-fledgling Fidelity Fund from its president, who felt that he couldn’t
make enough money as the head of an investment fund! Johnson'’s son, Ned
(Edward C. Johnson III), assumed Fidelity’s top position in 1972 and has
clearly proven that you can make a truckload of money operating mutual
funds: He has personally made billions.

Fidelity offers a number of excellent mutual funds, particularly those that
invest in U.S. stocks. The company has long had a reputation for nurturing
great U.S. stock-pickers. Peter Lynch, often cited among the best mutual
fund managers ever, is a Fidelity alum.

A mutual fund Goliath, Fidelity offers more mutual funds (200+) than any
other mutual fund company. As evidence of Fidelity’s enormous buying
power, its Boston offices are visited by representatives from dozens of
companies every day. Most mutual fund managers have to travel to the
companies they're interested in researching; if you're a Fidelity mutual fund
manager, many companies come o you.

If you're venturing to do business with Fidelity on your own, you’'ve got your
work cut out for you. One of the biggest problems novice investors have at
Fidelity is discerning the good funds from the not-so-good. Relative to the
best of the competition, Fidelity is weakest with the following:

# .~ Bond funds. Fidelity's bond funds charge high operating expenses that
depress an investor’s returns. Bond fund management is an area where
Fidelity’s fund managers have not displayed particular investment
prowess. If you want bond funds, Vanguard is generally a superior
alternative.

Note: Fidelity offers a decent series of bond funds (see Chapter 8)
known as Spartan funds that have lower operating expense ratios.
These funds’ minimum initial investment is typically $10,000, and
Fidelity charges additional fees for check writing and redemptions.

+ International stock funds. Fidelity was late entering this field and made
many hiring mistakes. Its international funds are also burdened by high
fees, both sales loads and ongoing operating expenses. (See Chapter 9
for alternative international stock funds.)

1 Non-retirement investing. Many of Fidelity’s best U.S. stock funds
charge 2 to 3 percent sales loads when used for non-retirement invest-
ing. (This charge is waived for most Fidelity funds when purchased
inside of retirement accounts, such as for individual retirement ac-
counts.) Fidelity funds also have a tendency to produce more capital
gains distributions, which increase the tax burden for non-retirement
account investors (see Chapter 6) for more about the tax consequences
of mutual fund investing.
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Fidelity decided to cultivate the support of the armies of commission-based
securities brokers by offering them Fidelity funds that they could sell. Thus
were born the “Fidelity Advisor” funds, a load family of funds that Fidelity
sells through investment salespeople and that carry high sales and ongoing
fees. I suggest avoiding this particular series of Fidelity funds.

Fidelity’s sector funds (Select), which invest in just one industry — such as
air transportation, insurance, or retailing — should also be avoided. These
funds charge sales commissions of 3 percent and have high ongoing operating
expenses (often in excess of 1.5 percent per year). Being industry-focused,
these funds are poorly diversified and thus highly risky. Fidelity, unfortu-
nately, encourages a trader mentality with these funds by pricing them
hourly instead of daily.

One of Fidelity’s strengths as a mutual fund company also explains its
higher costs — it operates nearly 100 branch offices throughout the U.S.
and staffs its phones 24 hours a day, 365 days a year. So if you want to have
personalized attention and conduct business face to face, check your local
phone directory or call Fidelity's tollfree number for the office location
nearest you.
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T. Rowe Price

T. Rowe Price is one of the oldest mutual fund companies. It is named after
its founder, T. (Thomas) Rowe Price, who is generally credited with popular-
izing investing in growth-oriented companies. The fund company has also
been a fund pioneer in international investing.

T. Rowe Price remained a small company for many years, focusing on its
specialties of U.S. growth stocks and international funds. That changed in
the 1990s as the company offered a comprehensive menu of different fund
types. It offers 401(k) retirement plans specifically for smaller companies.
The fund company also offers a series of money market and bond funds
called Summit funds. Although the minimum initial investment for Summit
funds is steep ($25,000), the operating expenses, at about 0.5 percent, are
reasonable (although still higher than Vanguard’s).

Charles Schwab & ‘Com'mny

Discount brokerage powerhouse Charles Schwab offers its own family of
mutual funds, as well as funds from other companies (this service is dis-
cussed in the next section). The Schwab family of funds is quite small but
notable for its series of tax-friendly stock index funds (see Chapter 9) that
have low minimum initial investments compared to Vanguard’s.

USAA

USAA (this acronym replaced the company’s old name of United States
Automobile Association) is a small family of no-load mutual funds as well as
low-cost, high-quality insurance. Although you (or a family member) need to
be a military officer to gain access to its homeowner and auto insurance,
anyone can buy into its mutual funds. Like Vanguard, USAA is a conservative
company. All of its mutual funds are no-load, and its operating fees are well
below average. USAA has six branch offices scattered throughout the country.

American Century

American Century is a large fund family created by a merger between the old
Twentieth Century mutual funds company and the Benham group of funds.
American Century’s bond funds, most of which were brought to the merger
by Benham, have an excellent track record and low expense ratios. These
old Benham bond funds have taken on the hyphenated name American
Century-Benham.
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PIMCO

PIMCO is a family of primarily bond funds (see Chapter 8) that normally are
available only to investors who have at least $500,000 to invest. However, for
as little as $1,000, you can purchase its excellent bond funds through
discount brokerage firms discussed in the next section of this chapter.
(These funds are managed by William Gross, who is one of the best bond
fund managers in the country.) Beware of PIMCO Advisor Funds — as with
Fidelity’s broker-sold funds, these have high fees and should be avoided.

Hundreds of mutual fund companies offer thousands of funds. Many aren’t
worth your consideration because they don’t meet the common-sense
selection criteria I outline in Chapter 4. So if you're wondering why I didn’t
mention Prudential or some other fund family, it's because the record shows
that its funds are high cost, low performance, managed in a schizophrenic
fashion, or all of the above. Check them out against the criteria in Chapter 4
to see for yourself.

One of the beauties of all the fund choices out there is that you don't have
to settle for lousy or mediocre funds. If you're wondering what to do with
poor funds that you already own, read Chapter 12.

Discount Brokers: Mutual Fund
Supermarkets

For many years, you could only purchase no-load mutual funds directly from
mutual fund companies. If you wanted to buy some funds at, say, Vanguard,
Fidelity, T. Rowe Price, and USAA, you needed to call these four different
companies and request each firm’s application. So you ended up filling out
four different sets of forms and mailing them with four envelopes, four
stamps, and four separate checks.

Soon, you received separate statements from each of the four fund compa-
nies reporting how your investments were doing. (Some fund companies
make this even more of a paperwork nightmare by sending you a separate
statement for each individual mutual fund that you buy through them.)

Now suppose that you wanted to sell one of your USAA funds and invest the
proceeds at Fidelity. This was also a time-consuming pain in the posterior,
because you contacted USAA to sell, waited days for them to send you a
check for the sales’ proceeds, and then sent the money with instructions to
Fidelity.
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Needless to say, this is a tough way to shop. Imagine wanting to make a
salad and having to go to a lettuce farm, a tomato farm, and an onion farm to
get all the ingredients. That’s why we have supermarkets.

It wasn’t until 1984 that someone came up with the idea to create a super-
market for mutual funds. It was Charles Schwab, the discount broker
pioneer, who created the first mutual fund supermarket (which other
discount brokers have since copied) where you can purchase hundreds of
individual funds from dozens of fund companies — one-stop mutual fund
shopping.

The major benefit of such a service is that it greatly simplifies the paper-
work involved in buying and selling different companies’ mutual funds. No
matter how many mutual fund companies you wish to invest in, you need to
complete just one application for the discount broker. And instead of getting
a separate statement from each company, you get one statement from the
discount broker that summarizes all of your mutual fund holdings. (Note:
You still must maintain separate non-retjrement and IRA accounts.)

Moving from one company’s fund into another’s (for example, when an
investor wants to sell a USAA fund and purchase a Fidelity fund) is a snap as
well. The discount broker can usually take care of all this with one phone
call from you. Come tax time, you receive just one 1099 statement summariz-
ing your fund’s taxable distributions that must be recorded on your tax
return.

You weren’t born yesterday, so you know that there must be a catch for all
this convenience. Here’s a hint: Because discount brokers serve as interme-
diaries for the buying and selling of funds and the time and money spent
sending you statements, they expect to make some money in return. So
guess what: It costs you more to use a discount broker’s services.

Discount brokers charge you a transaction fee whenever you buy or sell

most of the better funds that they offer. Although the transaction fee has the

same impact as a sales commission — it’s deducted from your investment —

discount brokers’ transaction fees (typically in the neighborhood of 0.5

percent or less) are substantially less than the sales commissions that you
-would pay to buy a load fund (usually 4 to 8.5 percent).

Buy direct or use a discount broker?

One method of buying funds is not inherently better than the other. For the
most part, it’s a tradeoff that boils down to personal preference and indi-
vidual circumstances. It’s a bit like deciding to stay in or go out to eat:
Cooking at home is cheaper, but you have to clean up after yourself. Going
out is more expensive, but you don’t have to do the dishes.



Reasons to buy direct
Here, I sum up some of the reasons to buy direct:

B 1~ You're thrifty. And you can take that as a compliment. Being vigilant

: about your investing costs boosts your returns. By buying direct from
no-load fund companies, you avoid the discount brokerage transaction
costs.

¢ .~ You don’t have much money to invest. If you're investing less than
$5,000 per fund, the minimum transaction fees of a discount broker will
gobble up a large percentage of your investment. There are no transac-
tion fees when you buy direct from a no-load fund company.

I| ¥ You’re content investing through one of the bigger fund companies

. with a broad array of good funds. For example, if you deal directly
with one mutual fund company that excels in all types of funds (such as
Vanguard), you can minimize your fees and maximize your investment
returns. Given the breadth and depth of the bigger companies’ fund
selections, you should feel content centralizing your fund investments
through one of the better companies. However, if you sleep better at
night investing through multiple fund companies’ funds, I won't try to
change your mind.
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As I discuss later in this chapter, given the fact that most of the major fund
companies such as Vanguard, Fidelity, and T. Rowe Price have discount
brokerage divisions offering mutual funds from companies other than their
own, you could use one of these companies as your base and have the best
of both worlds. Suppose, for example, that you decide you’'d like to invest a
large portion but not all of your money in Fidelity funds. By establishing a
discount brokerage account at Fidelity, all of your Fidelity fund purchases
would be free of transaction fees; then, through that same account, you
could also buy other fund companies’ funds.

Reasons to buy through a discount broker
Here, | sum up some of the reasons to go with a discount broker:

+* You want to invest in funds from many fund companies. In general,
different fund companies excel in different types of investments; you
may want to build a portfolio that draws on the specific talents of these
various companies. Although you can buy directly through each
individual fund company, there eventually comes a point where the
hassle and clutter are just not worth it. The one-stop shopping of a
discount broker may well be worth the occasional transaction fee.

1+ You hate paperwork. Perhaps this is just a restatement of the above
point, but it’s worthy of reiteration for those of you out there whose
hatred of paperwork is so fierce that it keeps you from doing things
that you're supposed to do.

1+ You want easy access to your money. Some discount brokerage
accounts offer such bells and whistles as debit cards and unlimited
check writing privileges, making it as easy as a bank checking account
to tap into your money. ( That’s not necessarily a good thing; after all,
you're supposed to be investing the money, not spending it!)

1+ You want to buy into a high-minimum fund. One unique feature
available through some discount broker’s mutual fund services is the
ability to purchase some funds not normally available to smaller
investors (PIMCO is one of these funds).

+* You want to buy funds on margin. Another interesting but rarely used
feature that comes with a brokerage account is that you can borrow on
margin (take out a loan from the brokerage firm) against mutual funds
and other securities held in a non-retirement account, which are then
used as collateral. Borrowing against your funds is generally lower-cost
than your other loan options, and it’s potentially tax-deductible.
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There is a way to buy and sell your funds and use a discounter but reduce
the total transaction fees that you pay: Purchase your funds initially from
the mutual fund company and then transfer the shares at no charge into a
discount brokerage account. Conversely, when you're ready to sell shares,
you can transfer shares from the discounter to the mutual fund company
before you're ready to sell (see Chapter 11 for details about transfer forms).

“No Transaction Fee” funds — free funds?

After several years of distributing funds for all of these different fund
companies, it was just a matter of time before the discount brokers came up
with another innovation. Discount brokers were doing a lot for mutual fund
companies (for instance, handling the purchase and sale of funds, as well as
the ongoing account recordkeeping and reporting), but they were not being
paid for all their work. In 1992, Charles Schwab & Company changed all that
with its Mutual Fund OneSource program.

Under OneSource, Schwab negotiated with some mutual fund companies to
pay his firm an ongoing fee to service and handle customer accounts.
Initially, this was a hard sell because the fund companies were used to
receiving this shareholder servicing for free. Eventually, however, Schwab
succeeded in charging fund companies fees.

Today, through Schwab and other discount brokers who copied this service,
you can purchase several hundred funds without paying any transaction
fees (that is, you pay the same cost as if you had bought the funds through
the mutual fund company itself). These are called No Transaction Fee (NTF)
funds.

On the surface, this certainly sounds like a great deal for you, the mutual
fund investor wanting to buy funds from various companies through a
discount brokerage account: You get access to many funds and one account
statement without paying transaction fees.

This is a case of something sounding much better than it really is. Although
some discount brokers will say or imply that NTF funds are “free,” they're
hardly free. Discount brokers are able to waive the transaction costs only
because the participating fund companies have agreed to foot the bill. In a
typical arrangement, the participating fund company shares a small percent-
age of its annual operating expense ratio with the discount broker handling
the account. But as you know: if you read Chapter 4, annual operating
expenses are drawn from the shareholders’ investment dollars. So in the
end, you're still the one paying the transaction costs.
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As a group, NTF funds are inferior to the best no-load funds that you pay the
discounters a transaction fee to purchase:

+” Because they have to cut a share to the discount broker, NTF funds
tend to have higher operating expenses than non-NTF funds.

v NTF funds also tend to be offered by smaller, less-experienced fund
companies who may be struggling to compete in the saturated mutual
fund market. You’ll notice that big, well-established fund companies
(including the ones discussed earlier in this chapter, such as Vanguard,
Fidelity, and T. Rowe Price) don’t participate in NTF programs. They
don’t have to; there’s plenty of demand for their funds even with
transaction costs.

Also be aware that, in their rush to sign up more NTF funds, some discount-
ers have ignored the quality of the NTF funds they offer. In addition, some
financial publications encourage and effectively endorse this lack of quality
control by giving higher ratings to those discounters offering more “free”
funds to customers. As with food, more isn’t always better — quality counts
as well!

Whenever you make a mutual fund investment decision through a discount
broker, try not to be influenced by the prospect, or lack thereof, of a transac-
tion fee. In your efforts to avoid paying a small fee today, you could end up
buying a fund with high ongoing fees and subpar performance. If you're so
concerned about paying additional fees, you’re better off dealing directly
with mutual fund companies and bypassing the discount brokers and their
transaction fees.

The best discount brokers
for fund shopping

More discount brokers open shop all the time. Here is a short list of the
best firms for mutual fund investors wanting one-stop fund shopping.
Decide which firm is best for you based on your needs and what is impor-
tant to you.

Chavles Schwab & Company

Charles Schwab was the pioneer in offering no-load mutual funds in the
discount brokerage field. Among discounters, Schwab is one of the most
expensive firms when it comes to the transaction fees charged to buy and
sell no-load mutual funds. So why would you want to do business with this
pricier firm?
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v Schwab offers an extensive array of quality no-load mutual funds.
(That’s not to say that all the funds they sell are good.)

v Schwab has a bunch of branch offices (more than 200) if you want to
deal face-to-face with a real person instead of calling an 800 number or
sending stuff in the mail.

v+ Schwab is always open when you have free time to think about your
investments. At 10 p.m. on Sunday night or at 8 a.m. on New Year’s Day,
Schwab is open — in fact, it’s open 24 hours a day, 365 days a year.

v~ If you like using technology, you'll love Schwab. You can access your
account and place trades through Schwab’s proprietary software, over
its Web site, or with a touch-tone telephone (see Chapter 16 for details
on using your computer for fund investing).

If you're fee-sensitive and don’t need fancy technology or a firm with branch
offices, don’t use Schwab. Read on to find other choices.

Jack White & Company

Jack White & Company is a deep discount broker: Its fees are discounted
from even the other discount brokers’ charges. For example, White’s mutual
fund transaction fees on typical size trades are 50 to 70 percent less than
what the larger discounters (such as Schwab, Fidelity, Quick & Reilly, and
Waterhouse) charge. On really large trades ($100,000+), White’s fees can be
up to 90 percent less than the competition’s!

You know that you usually don’t get something for nothing. So you may be
asking if White has telephones and computers, and whether it will be in
business tomorrow. You may also be wondering who the heck Jack White
is — he’s not exactly a household name.

Jack White really does exist. He is, in my opinion, a nice, ethical fellow, like -
Chuck Schwab. His firm does a terrific job doing what it does, but White’s
firm isn’t a giant like Schwab’s. The main difference between these two firms
is the level of hand-holding and service options each offers. White offers
little; Schwab offers quite a bit. For example, White doesn’t have branch
offices (although you're welcome to visit the firm’s headquarters if you're in
the San Diego area).

White is not the low-cost leader in all areas. Self-employed folks who estab-
lish a Keogh plan (discussed in Chapter 3) with White should know that the
annual fee charged can be substantially higher than at the competition.
White’s money market funds also generally have sub-par yields.
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White also offers a service, called Connect, which pays you to sell your load
funds and allows you to buy some load funds (the selection is limited)
without the load. Connect allows holders of load mutual funds to sell their
shares to another buyer. The buyer pays a flat $200 fee instead of the normal
4 to 8.5 percent commission that an investment salesperson earns. For
purchases of $5,000 or more, this service can save a buyer hundreds or
thousands of dollars. The seller benefits, too — getting paid $100 to sell a
load fund through White's service.

Fund companies turned discounters

The world of mutual funds is one of increasingly fuzzy borders. Although
I've spoken of mutual fund companies and discount brokers as separate
entities, the line between them has blurred in recent years. You may already
have heard me talk about Schwab, which started as a discount broker but
later began selling its own mutual funds. Other companies started selling
mutual funds but have now moved into the discount brokerage business.

The biggest and most obvious example is Fidelity, which offers discount
brokerage services through which you can trade individual securities or buy
many non-Fidelity mutual funds.

Vanguard and T. Rowe Price have also launched discount brokerage divi-
sions. Although these firms don’t offer nearly as many funds from other fund
companies as Fidelity, the funds that they do offer are generally of higher
quality. Most of the best funds I recommend in this book can be bought
through Vanguard’s and T. Rowe Price’s services.

Keep in mind that the brokerage services of a fund company, if rigorously
compared to those of a discounting specialist such as Schwab or White, will
fall short in certain areas. After all, these are fund companies first, discount-
ers second.

The discount brokerage services of Fidelity, Vanguard, or T. Rowe Price
make a lot of sense if you plan on doing the bulk of your fund investing
through Fidelity, Vanguard, or T. Rowe Price funds. Remember, you only
have to pay brokerage transaction fees on funds offered by other fund
companies; buying a Fidelity fund from Fidelity, or a Vanguard fund from
Vanguard, or a T. Rowe Price fund from T. Rowe Price is always free of
brokerage fees.

For example, if you're planning on building a portfolio of mostly aggressive
U.S. stock funds from Fidelity, but you also recognize the importance of
investing internationally and know that Fidelity’s foreign stock funds are less
than stellar, you can complement your portfolio with one or two good interna-
tional funds from T. Rowe Price or Vanguard. In this case, it makes absolute
sense for you to open up an account with Fidelity rather than a discount
broker such as Schwab. With Fidelity, you only pay transaction costs on the

T. Rowe Price funds; with Schwab, you pay transaction fees on them all.
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Other discounters

More and more discount brokers are adding mutual fund services to their
repertoires. Muriel Siebert & Company, for example, offers a significant
number of funds as well as low transaction fees (although not as low as Jack
White’s).

Another discounter to keep an eye on, especially if you’re comfortable on
the computer, is E-Trade, a pioneer in the online-only discount brokerage
business. By limiting its business to trades placed over the Internet, E-Trade
has eliminated the need for branch offices and armies of customer service
reps. With such low overhead, E-Trade can afford to charge transaction fees
that vastly undercut other discount brokers. This online broker got its start
dealing in individual securities but has since applied its business model to
the mutual fund market. E-Trade’s fund selection is fairly good, but the
company has many load funds and doesn’t offer some of the better no-load
fund families, such as Fidelity and USAA.

Should Vou Hive an Advisor?

You may decide that it’s too much trouble to research mutual funds and plan
the rest of your finances. So you'll be tempted to find a financial advisor to
relieve you of the burden. Dealing directly with various fund companies or
simply selecting funds from among the many offered through a discount
brokerage service may seem overwhelming to you.

Don’t hire an advisor until you’ve explored the real reasons why you want to
hire help. If you're like many people, you may hire an advisor for the wrong
reason. Or you'll hire the wrong type of advisor, an incompetent one, or one
with major conflicts of interest.

The wrong reason to hire an advisor

Don’t hire an advisor because of what I call the crystal ball phenomenon.
Although you know that you're not a dummy, you may feel that you can’t
possibly make informed and intelligent investing decisions because you
don’t closely follow or even understand the financial markets and what
makes them move.

No one that you're going to hire has a crystal ball. No one can predict future
movements in the financial markets to know which investments will do well,
and which ones won’t. Besides, the financial markets are pretty darn effi-
cient — meaning that lots of smart folks are following the markets, so it’s
highly unlikely that you or an advisor could predict what’s going to happen
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next. Investing intelligently in mutual funds isn’t that complicated. You
bought this book. Read it, and you'll learn what you need to know to invest
intelligently in funds.

The right reasons to hire an advisor

Consider hiring an advisor if

B+~ You are too busy to do your investing yourself.
| 1 You always put off investing because you don’t enjoy doing it.
+» You are uncomfortable making investing decisions on your own.

{ 1+~ You want a second opinion.

| v~ You need help establishing and prioritizing financial goals.

Beware of conflicts of interest

In Chapter 3, [ review important things to do before investing. If you're
thinking about hiring a financial planner to help plan your financial future
as well as make mutual fund investing decisions, read on to learn how to
avoid another big mistake made by Justine and Max (our friends from -
Chapter 3) — listening to the wrong advisor.

The field of investment and financial planning is pockmarked with land
mines awaiting the naive investor. A particularly dangerous one is the
enormous conflict of interest that is created when “advisors” sell products
that bring them commissions.

The vast majority of financial planners and financial consultants sell products
and work on commission. If a planner sells products and works on commis-
sion, he’s a salesperson, not a planner. There’s nothing wrong with sales-
people — you just don’t want one spouting suggestions when you’re looking
for objective investment and financial planning advice.

The Consumer Federation of America said it best in its review of the invest-
ment industry: “Today’s investors go up against a deadly combination of
abusive securities industry practices and regulatory inattentiveness when
investing their money.”
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Here are some of the problems created by commission-based advice:

»” Products that carry commissions can pit your interests against those
of the broker selling them. The bigger the commission on a particular
investment product, the greater the incentive the broker/planner/
advisor has to sell it to you, even if it’s not an investment that’s in your
best interest.

»” Products that carry commissions mean that you have fewer dollars
working in the investments you buy. Commissions are immediately
siphoned out of your investment dollars. When it comes to returns,
non-commission investments have a head start over commission ones.

»” Products that carry the highest commissions also tend to be among
the costliest and riskiest financial products available. They're inferior
products; that’s why they need high commissions to motivate sales-
people to sell them.

»” Planners who work on commission have an incentive to churn your
investments. Commissions are paid out whenever you buy or sell an
investment — in other words, every time you make a trade. So some
commission-greedy brokers/planners encourage you to trade fre-
quently, attributing the need to changes in the economy or the compa-
nies in which you've invested. Not only does heavy trading fatten the
broker’s/advisor’s wallet at your expense, but it’s also a proven loser as
an investment strategy (see Chapter 6 for more about investment
strategies and your portfolio).

Here are problems and conflicts of interest that both planners working on
commission and those deriving ongoing fees from managing your money
have:

1 Not keeping your overall financial needs in mind. It may well make
sense for you to fund your employer-sponsored retirement plan or pay
off your mortgage or credit card debt before you start investing. The
commission-based and money managing planner have no incentive to
recommend such strategies for you; that would give you less money to
invest through them.

»* Creating dependency. Planners may try to make things seem so
complicated that you believe you can’t possibly manage your finances
or make major financial decisions without them.

Your best options for help

You must do your homework before hiring any financial advisor. The first
step is to learn as much as you can about what you're seeking help with.
That way, if you do hire someone to help you make investment and other
financial decisions, you’ll be in a better position to evaluate his or her
capabilities and expertise.

131
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Realizing that you need to hire someone to help you make and implement
financial decisions can be a valuable insight. Even if you have a modest
income or modest assets, spending a few hours of your time and a few
hundred dollars to hire a professional can be a good investment. The
services that advisors and planners offer, their fees, and their competence,
however, vary tremendously.

Financial advisors make money in one of three ways: from commissions
based on sales of financial products, from fees based on a percentage of
your assets that they are investing, or from hourly consultation charges. You
already know why the first option is the least preferred choice (if you really
want to or are forced to work with an investment broker who works on
commission, be sure to read the last section in this chapter).

A better choice than a commission-based planner is one who works on a fee
basis. In other words, the planner is paid by fees from clients such as
yourself rather than from the investments and other financial products that
he or she recommends that you buy. This compensation system removes
the incentive to sell you products with high commissions and churn your
investments through lots of transactions to generate more commissions.
However, as | discussed earlier in this chapter, this compensation system
still has potentially significant conflicts of interest.

The most cost-effective method is to hire an advisor who charges an hourly
fee and doesn’t sell investment and other financial products. Because he
doesn’t sell any financial products, his objectivity is maintained. He doesn’t
perform money management, so he can help you get your financial house in
order and make comprehensive financial decisions, including selecting good
mutual funds.

Your primary risk in selecting a planner, hourly-based or otherwise, is hiring
one who is competent. You can address this by checking references and
learning enough yourself to discern between good and bad financial advice.

You have further risk if you and the advisor don’t clearly define the work to
be done and the approximate total cost before you begin. Don't forget to set
your parameters up front.

A drawback of an entirely different kind occurs when you don’t follow
through on your advisor’s recommendations. You paid for this work but
didn’t act on it; the potential benefit is lost. If part of the reason that you're
hiring an advisor in the first place is that you're too busy or not interested
enough to make changes to your financial situation, then you should look
for this support in the services you buy from the planner.

If you just need someone as a sounding board for ideas or to recommend
some specific no-load mutual funds, hire an hourly-based planner for only
one or two sessions of advice. You save money doing the legwork and
implementation on your own. Just make sure that the planner is willing to
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give you specific enough advice that you can implement it on your own.
Some planners will intentionally withhold specific advice and recommenda-
tions to create the need for you to hire them to do more, perhaps even to
manage your money.

If you have a lot of money that you want managed among a variety of mutual
fund investments, you can hire a financial advisor who charges a percentage
of your assets under management. Some of these advisors also offer finan-
cial planning services. Some just manage money in mutual funds and other
investments.

In the chapters ahead, I give you enough information for you to make wise
mutual fund investing decisions. You owe it to yourself to read the rest of
the book before deciding whether to hire some financial help. Also, be sure to
pay extra close attention to Chapter 20, which covers the ten issues to
consider and questions to ask when hiring an advisor to help with mutual
fund investing.

If you must have a salesperson

Despite the additional (and hence, avoidable) sales charges that apply when
you purchase a load fund instead of a no-load fund, you may be forced to, or
actually want to, buy a load fund through a salesperson working on commis-
sion. Perhaps you work for an employer that set up a retirement plan with
only load funds as the investment option. Or your Uncle Ernie, who's a
stockbroker, will put you in the family doghouse if you transfer your money
out of his firm and into no-load funds. Maybe you really trust your broker
because of a long-standing and productive investment relationship (but ask
yourself, is it because of the broker or the financial markets?).

Protect yourself

If you’re comfortable and willing to pay commissions from 4 percent up to as
much as 8.5 percent to invest in mutual funds, there are a number of ways
that you can protect your money and well-being when working with brokers:

|V~ First, be aware that you're working with a broker. Unlike the real estate
| profession in which an employee’s title — real estate broker or agent —
clearly conveys how she makes her money, many investment sales-
people today have appellations that obscure what they do and how
they make money. A common misnomer: financial planner, financial
consultant, or financial advisor as a name for salespeople who used to
be called stock, securities, or insurance brokers.

»* Make sure that you've already decided what money you want to invest
and how it fits into your overall financial plans. This is one of the most
important things to do if you're going to invest through a commission-
based investment salesperson. Guard against being pushed into dollar
amounts and/or investments that are not part of your financial plan.
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Make sure you get the best funds

If you've optimized the structuring of your finances and you have a chunk of
money that you're willing to pay as a sales charge to invest in load funds,
make sure that you're getting the best funds for your investment dollars.
The criteria to use in selecting those load funds are no different from those
used to select no-load funds:

v Invest in funds managed by mutual fund companies and portfolio
managers that have track records of expertise, that take a level of risk
that fits your needs, and that charge reasonable annual operating
expenses.

1~ Pay attention to the annual operating expenses that both load and no-
load funds charge. These fees are deducted from your funds’ investment
returns in much the same way that IRS taxes are deducted from your
paycheck, with one critical difference: Your pay stub shows how much
you pay in taxes, whereas your mutual fund account statement will
never show the fund’s operating expense charges. You need the
prospectus for that.

1 Never invest in a mutual fund without knowing all the charges — sales
charges, annual operating expenses, and any annual maintenance or
account fees. You can find all these in a fund’s prospectus (discussed in
Chapter 4) or by calling the fund company’s toll-free number.
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In this part . . .

ow you're ready to start building a portfolio of

funds to help you meet your goals. First, I explain
the fundamentals of putting a portfolio together. Then |
recommend the best money market, bond, and stock
funds for the job. And just to make sure that I don’t leave
you hanging, 1 pull it all together for you in a chapter that
shows you how real, live people fit funds into their overall
financial plans. The last chapter of this part walks you
through the paperwork you need to fill out to build your
fund portfolio.




Chapter 6
Constructing a Portfolio

SO GPOO0RIO0SEOOREQOLO0EOCLEOTOYHOOREOR00BSO0CEST

In This Chapter

b Creating the right mix of funds for your situation

p Finding out why taxes matter when selecting funds
p Recognizing wise and unwise investing strategies
p Executing your investment plan
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0 nce you understand how to construct a portfolio of funds to
accomplish your specific needs, all you need to know to finish the
job are the particular mutual funds you’'ll invest in. In the three chapters
that follow this one, I get specific about which money market, bond, and
stock funds you should consider.

Although “portfolio” usually describes a group of funds, it doesn’t have to.
For certain goals, one or two funds is all that you may need (for example, a
short-term bond fund and a money market fund for a home down-payment).
Even for a long-term goal such as retirement, you may choose to have a
portfolio of just one fund; some mutual fund companies offer funds of funds,
which, as the name suggests, are mutual funds comprised of other mutual
funds. (I cover funds of funds in Chapter 9.)

And although a portfolio is sometimes held inside one account, it doesn’t
have to be. The funds that make up your retirement portfolio, for example,
could be scattered across various accounts from different investment
companies.
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In this chapter, I show you how to draw up a blueprint for your investing
goals. Consider three main issues when settling upon a portfolio design:

Bl 1~ Asset allocation. How you divvy up your portfolio among different

| types of investments — stocks, bonds, international securities, and so
on — depends mostly on the time horizon of the portfolio’s goal. But
asset allocation also depends on your personality: How much risk are
you willing to take without feeling the need to track the financial
market’s minute-by-minute movements every business day?

| 1 Tax implications. For portfolios held outside of tax-sheltered retire-
ment accounts, you must pay attention to how much of your returns
you lose to federal and state income taxes. By choosing certain kinds of
funds, you can reduce the damage taxes cause to your portfolio’s
performance.

| v Investing strategy. You may be concerned that stock prices appear

' high, and therefore you may want to hold back on investing much of
your money in the market just now. Or you may have heard about index
funds and are wondering how they differ from actively managed mutual
funds, and which one is best for your situation. I discuss how to deal
with these concerns in this chapter as well.

The sections that follow provide a closer look at each part of portfolio design.

Asset Allocation: An Investment Recipe

Don’t let the six syllables fool you; asset allocation is a simple concept that
you're probably already familiar with. Have you ever ordered a pizza fora
group of friends, and to please everybody, you got pepperoni on one half
and mushrooms on the other, with extra cheese on half of the mushroom
half? Divvying up the pizza pie and selecting appropriate toppings for each
portion is similar to selecting different types of funds in particular portions
to complete a fund portfolio. When it comes to your money, instead of
pizza toppings, you're dealing with different kinds of investments: stocks,
bonds, international investments, and so on. (I define and describe these in
Chapter 1.)

‘Asset allocation simply describes the proportion of different investment
types that make up your mutual fund portfolio. So if someone asks, “What’s
your asset allocation?” a typical response may be, “I have 60 percent in
stocks, a third of which is in foreign stocks, and 40 percent in bonds.”
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You may hear a mutual fund nerd spout off about his allocation between
“large-cap” and “small-cap™ stocks, or between “growth funds” and “value
funds.” Don’t worry about these terms for now (for the nerd in you, you'll be
happy to know that I cover these other fund subcategories in Chapter 9).
Even after you finish reading this book and become a mutual fund hotshot,
you should be mostly concerned with the general asset allocation decisions:
namely, allocating between stocks and bonds, and between U.S. stocks and
international stocks.

Why should you allocate assets?

You wouldn’t have to worry about asset allocation if it weren’t for a simple
investment truth: The greater an investment’s potential return, generally the
greater the chance of a short-term loss.

If there were no chance of loss, you could throw asset allocation out the
window. No matter what your savings goal, you could put all your money
into stocks. After all, as I discuss in Chapter 1, in comparison to bonds and
money market investments, stocks should give you the biggest returns. If
you had no chance of loss investing in stocks, every dollar you save would
go to creating wealth in stocks. Your net worth would balloon.

In the real world, however, stocks are a volatile investment. Although
providing the highest long-term gains, stocks also carry the greatest risk of
short-term loss.

Asset allocation, then, is all about striking the right balance between your
desire for high returns and your ability to withstand a short-term loss. All
things being equal, all of us prefer higher returns. And, although each of us
has a different personality and temperament about accepting risk, your
realistic ability to withstand a loss depends primarily on your time horizon.

VYour time horizon

The time horizon of a financial goal is the length of time between now and
when you'll need the money to accomplish that goal. If you're 30 years old
and want to retire by age 60, then the time horizon of your retirement
investments is 30+ years. (Even though you’ll begin to use some of your
retirement money at age 60, some of it won’t be spent until later in your
retirement.) If you're saving to buy a home by the time you're 35 years old,
then the time horizon of that goal is five years.
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The longer your time horizon, the better able you are to withstand the risk
of a short-term loss. If you have a 30-year time horizon for retirement
investments, then a short-term loss is not a big deal — your investments
have plenty of time to recover. Thus, you probably want more of your
retirement dollars in growth investments such as stocks. On the other hand,
if you're investing money that you’ll need in a year, a short-term'loss, such
as those suffered by the stock market, could be devastating to your plans. A
money market fund or other short-term investment would be better suited
to your needs.

Allocating assets for short-term goals
Asset allocation for goals with short time horizons is quite simple:

B 1~ Less than two years: If you have less than two years, you're generally
best off sticking to money market funds. Stocks and bonds are volatile,
and although you have the potential for earning higher returns in
stocks and bonds, a money market fund offers a great combination of
safety and decent returns. See Chapter 7 for more on money market
funds and a list of the best ones available.

| 1~ Between three and seven years: If your time horizon is between three

| and seven years, then consider using shorter-term bond funds. (If you
have between two and three years, you can use both money market and
bond funds.) When you're able to keep your money in an investment for
at least several years, then the extra potential returns for bonds begin
to outweigh the risk of short-term loss from possible bond market
fluctuations. See Chapter 8 for the specifics on bond funds.

» Seven or more: If your time horizon is seven years or more, then I think
that you have a long enough time horizon to start investing in stocks as
well as bonds.

Long-term goals such as retirement and college tuition require more com-
plex asset allocation decisions, which I discuss in the following sections.

Allocating assets for retivement and other long-term goals

If you're like most people and retire in your mid 60s, your retirement portfo-
lio will need to fund your living expenses for 20 or more years. That’s a tall
order. Unless you have vast wealth in comparison to your spending desires,
the money you've earmarked for retirement will need to work hard for you.
That’s why a retirement portfolio, particularly during your earlier working
years, should be heavily weighted toward growth investments like stocks.

Your current age and the number of years you must wait until you retire
should be the biggest factors in your retirement asset allocation decision.
The younger you are and the more years you have before retirement, the
more comfortable you should be with growth-oriented (and more volatile)
investments, such as stock funds.
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As you approach retirement age, however, you should gradually scale back
the risk and volatility of your portfolio. That’s why, as you get older, bonds
should become an increasingly bigger piece of your portfolio pie. Although
their returns are generally lower, bonds are less likely to suffer a sharp
downswing in value that could derail your retirement plans.

Table 6-1 in the next section lists some guidelines for allocating money
you've earmarked for long-term purposes such as retirement. All you need
to figure out is how old you are (I told you investing was easier than you
thought!) and the level of risk you're comfortable with.

Factoring your investment personality

In Table 6-1, you see a new variable to the asset allocation decision: your
investment personality or tolerance for risk. Even if you and another investor
are the same age, and you both have the same time horizon for your invest-
ments, you could very well have different tolerances or desires to accept
and deal with risk. Some people are more apt to lose sleep over their

“investments, just as some people are scared by roller coasters whereas
other people get a thrill from them.

Table 6-1 Asset Allocation for the Long Haul
Your Investment Attitude Bond Allocation (%) Stock Allocation (%)
“Play it safe” Age 100 - age
“Middle of the road” Age—-10 110 - age
“Aggressive” Age—-20 120 — age

Be honest with yourself and invest accordingly. If you're able to accept who
you are instead of fighting it, you'll be a happier and more successful
investor. Here's my advice for how to categorize yourself:

E 1”7 “Play it safe.” Indicators of this investment personality include little or
no experience or success investing in stocks or other growth invest-
ments, fear of the financial markets, and risk-averse behavior in other
aspects of life. You may desire to be conservative with your invest-
ments if you have enough saved already to afford a lower rate of return
on your investments.

I~ “Middle of the road.” Indicators of this investment personality include
some experience and success investing in stocks or other growth
investments, and some comfort with risk-taking behavior in other
aspects of one’s life.
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B 1~ “Aggressive.” Indicators of this investment personality include past

¥ experience and success investing in stocks or other growth invest-
ments, and a healthy desire and comfort with risk-taking behavior in
other aspects of one’s life. You may also want to be more aggressive if
you’re behind in saving for retirement and you want your money to
work as hard as possible for you.

What does it all mean, you ask? Consider this example. According to Table 6-1,
if you're 35 years old, don’t like a lot of risk but recognize the value of
striving for some growth to make your money work harder (a middle-of-the-
road type), you should put 25 percent (35 - 10) into bonds and 75 percent
(110 - 35) into stocks.

Divvying up your stock between home and abroad

Your next major asset allocation decision is to divvy up your stock invest-
ment money between U.S. and international funds. This is an important step
for keeping your portfolio properly diversified. Although some consider
international markets risky, what’s even riskier is putting all your stock
market money into just one country, even a relatively large and familiar one
such as the United States. When the U.S. market slumps, some markets
overseas continue to do well. Moreover, developing countries have the
potential for greater economic growth and stock market returns than the
U.S. market. Here’s the portion of your stock allocation I recommend
investing overseas:

20 percent for play it safe

33 percent for middle-of-the-road

40-50 percent for aggressive
So if you're a 35-year-old, middle-of-the-road type who is investing 75
percent of your portfolio in stocks, you would then put 33 percent of that

stock money into international stock funds. Multiplying 33 percent by 75
percent works out to be about 25 percent of the entire portfolio.

So here's what a 35-year-old, middle-of-the-road investor’s asset allocation
would look like:

Bonds 25%
U.S. stocks 50 %
International stocks 25%

That isn’t so complicated, is it?
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Gradual change is better than abrupt change. If you've had little or no
experience or success investing in stocks, it’s better to start with the “play it
safe” allocation and then work your way to more aggressive allocations as
you develop more comfort and knowledge.

Allocating for college

As I discuss in Chapter 3, be careful if you're saving money for your child’s
college education. Doing so the wrong way can harm your child’s chances of
getting needed financial aid and can increase your tax burden.

The strategy for developing a college savings portfolio can be similar to
allocating for retirement. Assuming that your child is young, the goal is
relatively long-term, so the portfolio should emphasize growth investments
such as stocks. However, as the time horizon decreases, bonds should play
a bigger role.

The big difference, of course, between investing for your retirement and
investing for your child’s college costs is that the time horizon for college
depends not on your age but on the age of the child for whom you are
investing.

Here’s my rule for investing college money for your kids: Take the following
number:

50 to 60 for play-it-safe

40 to 50 for middle-of-the-road

30 to 40 for aggressive

and add that number to your child’s age. That’s the percentage you should
put in bonds; the rest should go into stocks (with at least a third of those
stocks overseas). Using this rule, adjust the mix as your child gets older.

Taxes: It's What You Keep That Matters

For mutual funds held in non-retirement accounts, Uncle Sam gets to grab a
share of your returns. Part of what makes up a mutual fund’s returns are
dividend distributions and capital gains, which are subject to taxation.

For this reason, when you're investing outside of tax-sheltered retirement
accounts, you must distinguish between pre-tax and post-tax returns. Think
of it as the business world difference between revenue and profit. Revenue
is what a business makes from selling products and services; profit is what a
business gets to keep after paying all of its expenses, and in the end, that’s
what really matters to a business. Likewise, what should matter most to you
when investing your money is not your pre-tax return but your after-tax
return.
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Unfortunately, all too many investors (and often their advisors) ignore the
tax consequences and invest in ways that increase their tax burdens and
lower their effective returns. For example, when comparing two similar
mutual funds, most people would prefer a fund earning returns of 14 percent
per year to a fund earning 12 percent. But what if the 14 percent per year
fund causes you to pay a lot more in taxes? What if, after factoring in taxes,
the 14 percent per year fund nets you just 9 percent, while the 12 percent
per year fund nets you an effective 10 percent return?

When you're constructing a mutual fund portfolio outside of a tax-sheltered
retirement account, pay attention to tax implications. Like asset allocation,
taxes are a fundamental part of portfolio construction.

Fitting funds to your tax bracket

How much of your investment returns you have to pay to the federal and
state taxing authorities depends in part on your income tax bracket. The
higher your bracket, the bigger the government’s cut of your dividends and
capital gains, and the lower your overall returns.

Fortunately, you can pick your funds in such a way as to minimize the
federal and state government’s share of your returns. Some funds, for
example, are managed to minimize distributions, and certain government
bond funds focus on investments not subject to specified taxes.

But to choose the right funds for your investment purposes, you must know
your marginal tax rate, which is the rate you pay on the last dollar you earn.
For example, if you earned $35,000 last year, the marginal rate is the rate you
paid on the dollar that brought you from $34,999 to $35,000. The government
charges you different tax rates for different parts of your annual income.

You pay less tax on your first dollars of earnings and more tax on your last
dollars of earnings. For example, if you're single and your taxable income
totaled $30,000 during 1998, you paid federal tax at the rate of 15 percent
on the first $25,350 of taxable income and 28 percent on income above
$25,350 up to $30,000.The rate you pay on those last dollars of income —
28 percent — is your marginal rate.

Your marginal tax rate allows you to quickly calculate how much tax you’'ll
owe on certain additional non-salary income, such as investment income.
Suppose that on top or your $30,000 salary you have a couple of mutual
funds in a non-retirement account that distributed $1,000 of dividends
during the year. Because you know your marginal tax rate — 28 percent —
you know that Uncle Sam gets $280 of that $1,000 distribution ($1,000 x 28
percent). Note that states generally also levy income taxes.

Table 6-2 shows federal tax rates for singles and for married households filing
jointly.
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Table 6-2 1998 Federal Income Tax Brackets and Rates

Singles Taxable Married-Filing-Jointly Federal Tax Rate
Income Taxable Income

Less than $25,350 Less than $42,350 15%

$25,350 to $61,400 $42,350 to $102,300 28%

$61,400 to $128,100 $102,300 to $155,950 31%

$128,100 to $278,450 $155,950 to $278,450 36%

More than $278,450 More than $278,450 39.6%

Minimizing taxes on funds

Armed with knowledge about your tax bracket, the following sections
explain how to select tax-friendly mutual funds when investing outside of
retirement accounts:

Use tax-free money market and bond funds

Certain kinds of money market and bond funds invest only in bonds issued
by governments, and depending on the type of government they invest in,
their dividends may not be subject to state and/or federal tax.

Such funds are typically identified by the word “Treasury” or “municipal” in
their fund titles. A Treasury fund buys federal government-issued Treasury
bonds (also called Treasuries), and its dividends — although federally
taxable — are free of state taxes. The dividends of a municipal bond fund,
which invests in local and state governments, are free of federal tax, and if
the fund’s investments are limited to one state and you live in that state, the
dividends are free of state taxes as well.

The catch (you knew there’d be one): Because everybody knows that
Treasuries and municipal bonds are not subject to complete taxation, the
governments issuing these bonds can pay a lower rate of interest than, say,
comparable corporate bonds (the dividends on which are fully taxable to
bondholders). Therefore, before taxes are taken into account, tax-free bond
and money market funds appear to yield less than their taxable equivalents.

However, after taxes are taken into account, you may find that with tax-free
money market or bond funds, you come out ahead of comparable taxable
funds if your tax bracket is high enough. Because of the difference in taxes,
the earnings from tax-free investments can end up being greater than what
you're left with from comparable taxable investments. If you're in the 28
percent federal bracket or higher, see Chapters 7 and 8 for details on tax-free
money market and bond funds.
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Don’t buy tax-free funds inside retirement accounts. Your returns inside a
retirement account are already sheltered from taxation. You can ignore the
taxability of funds and go for the highest yields.

Invest in tax-friendly stock mutual funds

Unfortunately, stock mutual funds don’t have a tax-free version like bond
and money market funds do. Unless they’re held inside a retirement ac-
count, stock fund distributions are always taxable, period. If you're in a high
enough tax bracket, these stock distributions can be a significant tax
burden. Unfortunately, with stock funds more than any other type of fund,
investors often focus exclusively on the pre-tax historical return, ignoring
the tax implications of their fund picks.

Although there are no tax-free stock funds, you can invest in stock funds
that are “tax-friendly” — in other words, funds whose investing style keeps
distributions to a minimum. Here's how stock funds can minimize taxable
distributions:

1~ Buy and hold investing. There are two types of stock fund distribu-

¥ tions: dividends and capital gains. Capital gains distributions are
generated when a fund manager sells a stock for a profit; that profit
must then be given out to the shareholders annually. Some fund
managers are always tinkering with their portfolios, and, because of
their frequent trading, their funds tend to produce more distributions —
each time the fund is sold for a gain, you pay tax on it. But other

fund managers are buy and hold investors. These managers produce
fewer capital gains distributions than their peers who make frequent
trades.

Index mutual funds, which maintain more stable investment portfolios,
tend to produce fewer capital gains distributions because they hold
their securities longer. (For more on indexing, see the index funds
section later in this chapter, as well as Chapter 9 for more details on
stock index funds.)

¢ 1~ Focusing on growth stocks. Some corporations that issue stock,
especially older, larger, more established companies, typically distrib-
ute a portion of their annual profits in the form of dividends to their
shareholders. Companies can also choose not to issue dividends. In
fact, rather than issuing dividends, many fast-growing companies
(especially smaller ones) reinvest profits back into the company to fuel
further growth. When done successfully, what you as an investor in
such a company “lose” in dividends can be more than made up by
appreciation in the stock price, which reflects the growth of the com-
pany. By focusing on stocks of such companies — known as growth
stocks — mutual funds can minimize taxable dividend distributions.
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f§ 1~ Offsetting gains with losses. If a fund manager sells some stock for a
gain of $10,000 but sells other stock for a loss of $10,000, then capital
gains net out to zero. Some funds, managed specifically to minimize
distributions, employ this offsetting technique to lower their capital
gains. [ identify the best of these tax-managed stock funds in Chapter 9.

For investments inside a retirement account, you don’t have to worry about
the tax friendliness of your mutual fund selections. They can generate all the
distributions they want; the federal and state governments get none of your
annual returns (at least, not until you withdraw the money).

Watch the time of year

When purchasing stock mutual funds outside of tax-sheltered retirement
accounts, consider the time of year at which you purchase shares in funds.
December is the most common month in which mutual funds make capital
gains distributions. '

You don’t want to jump into a fund just before it makes a large distribution.
You’re not reaping any gains from the capital gains distribution because,
right after such a distribution, the fund’s share price decreases to reflect the
size of the payout. You are, however, effectively making yourself liable for
taxes on gains you did not share in.

When making purchases late in the year, find out whether and when the fund
may make a significant capital gains distribution. A large December payout
generally happens when a fund has had a good performance year. For funds
I recommend, the month of distribution is listed in the Appendix.

Invest in tax-sheltered retirement accounts

Of course, the easiest way to avoid a tax bite on your mutual funds is to
purchase them inside tax-sheltered retirement accounts. Then you don’t
have to worry about capital gains distributions or at what time of year
you’re making a fund purchase. Inside a retirement account, funds distribu-
tions are simply not taxed. Your money is able to grow tax-deferred until
withdrawal.

Fund Investing Strategies

In this chapter, I cover asset allocation — how to divvy up your money
among stocks and bonds and foreign and domestic securities — and how to
choose funds that fit your tax situation. Here, I discuss some of the different
investing strategies and philosophies that you can use to direct a mutual
fund portfolio, and I also explain which are best for you and which are best
avoided.
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Market timing versus buy
and hold investing

Over the past two centuries, stocks have produced an average return of
about 10 percent per year. Some individual years are better, with stocks
returning up to 20 or even 30 percent or more; other years are worse, with
stocks losing 20 percent or more in value. But when taken over a period of
decades, the good years and the bad years historically net out to returns of
about 10 percent per year.

Despite the long-term healthy returns stocks generally produce, it’s discon-
certing to some people to invest their money into something that can drop
far and fast. Many newsletters, advisors, and the like purport to predict the
future movement of the financial markets. On the basis of such predictions,
these folks advocate timing the purchase and sale of securities such as
stocks to maximize returns and minimize risks.

Although market timing sounds good in theory, a wealth of studies and
evidence show that market timing simply doesn’t work in practice. (In
Chapter 15, I discuss the poor track record of investment newsletters that
attempt market timing.) In fact, those who try to time the markets inevitably
do worse than those simply buying and holding because they miss the right
times to buy and sell.

Market timing is based on that age-old investment mantra, “Buy low, sell
high.” It sounds so simple and logical; perhaps that’s what makes it such an
attractive concept. One fundamental problem, however, collapses the logic:
Recognizing a low or a high comes only with hindsight; market movements,
especially in the short-term, are unpredictable. Telling someone to buy low
and sell high is no different than telling someone that it’s okay to drive his
car if he expects not to have an accident and that he should stay out of his
car if he expects to have an accident.

If buying and holding had an investment mantra, it would be “Buy now, sell a lot
later.” Rather than betting on short-term market movements, buy and hold
investors bank on long-term trends and are not so concerned with when to get
in and out of the market as much as how long they are actually in there. Buy and
hold investors know that if they hang in there through the inevitable tough
times, the good years will outnumber the bad, and they’ll come out ahead.

Unfortunately, too many mutual fund investors engage in market timing. I
know this from all the studies I've seen showing that the typical mutual fund
investor ends up earning less from his investments than the funds he’s
invested in earn. A study by Dalbar Inc., a leading provider of analytical
information for the financial services industry, found that over a 12-year
period, a strategy of simply buying and holding funds outperformed the
average fund investor’s returns (which were diminished by trading and
market timing) by more than 3 to 1.



Don’t trade in and out of funds. Stay invested. Once you've bought into a
decent fund, there are few good reasons to move out of it (see Chapter 12).
Not only does buy and hold investing offer better returns, but it’s also

less work.

Active versus index (passive)
fund managers

Unlike other mutual funds, in which the portfolio manager and a team of
analysts scour the market for the best securities, an index fund manager
passively invests to match the performance of an index. Index funds are
funds that can be (and, for the most part, are) managed by a computer.
Managers invest an index fund’s assets so as to replicate an underlying
index, such as Standard & Poor’s 500 Index — the 500 companies with the
greatest market value of stock outstanding in the United States. In fact, an
S&P 500 Index fund buys and holds exactly the same 500 stocks, and in
exactly the same amounts, that comprise the S&P 500 Index.

Index funds are perhaps the most underrated stock funds in existence. Like
the offensive linemen in football or people who do a lot of good and don’t
seek or receive publicity, index funds don’t get the credit they deserve.
Index funds are a little bit like Jaime Escalante, that Garfield High School
math teacher of poor Hispanic children in the ghettos of Los Angeles. In a
school where kids often dropped out and were lucky to learn some algebra,
Escalante got his kids to learn calculus. In fact, he got entire classes to work
hard and pass the college advanced placement exam for calculus. (The
College Board that administers the AP test couldn’t believe so many kids
from this school could pass this exam, so the kids were investigated for
cheating — that’s how Escalante’s story was learned and he finally got credit
for all the great work that he did. Rent the movie, Stand and Deliver, to see
Escalante’s facianating story.)

Index funds work hard by keeping expenses to the minimum, staying in-
vested, and not trying to jump around. So, like Escalante’s kids, index funds
are virtually guaranteed to be at the top of their class. Over long periods
(ten years or more), index funds outperform about three-quarters of their
peers! Most other so-called actively managed funds cannot overcome the
handicap of high operating expenses that pulls down their funds’ rates of
return. Because significant ongoing research need not be conducted to
identify companies to invest in, index funds can be run with far lower
operating expenses.

Chapter 6: Constructing a Portfolio ’ 4 9
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The average U.S. stock fund has an operating expense ratio of 1.4 percent
per year (some funds charge expenses as high as 2 percent or more per
year). That being the case, a U.S. stock index fund with an expense ratio of
just 0.2 percent per year has an average advantage of 1.2 percent per year. A
1.2 percent difference may not seem like much, but in fact, it is a significant
difference. Because stocks tend to return about 10 percent per year, you're
throwing away about 12 percent of your expected stock fund returns. If you
factor in the taxes you pay on your fund profits, these higher expenses
gobble perhaps a quarter of your after-tax profits.

Another overlooked drawback to actively managed stock funds: Your fund
manager can make costly mistakes, such as not being invested when the
market goes up, being too aggressive when the market plummets, or just
being in the wrong stocks. An actively managed fund can easily under-
perform the overall market index that it is competing against. An index fund,
by definition, can’t.

Table 6-3 lists the worst-performing U.S. Stock Funds over the past decade.
Note how much worse these bowser funds performed versus the major U.S.
stock market indexes (the performance of which one could replicate by
investing in an index fund).

Table 6-3 Worst Performing U.S. Stock Funds
~ Over the Past Decade

Annualized Total Return (load adjusted)

Steadman Technology Growth -18.1% per year
Steadman American Industry ‘ -11.2% per year
Centurion TA.A. -3.8% per year
Steadman Investment -3.8% per year
Comstock Partners Capital Value -1.3% per year
Stock market indexes

Standard & Poor’s 500 Index+ 18.0% per year
Wilshire 5000 Index+ 17.6% per year

When you invest in index funds, you’ll never see your funds in the list of the
top ten funds — but then you'll never see your funds in the list of the
bottom ten funds, either. Don’t overestimate your ability to pick in advance
the few elite money managers who manage to beat the market averages bya
few percentage points per year in the long run. And then don’t overestimate
the pros’ ability to consistently pick the right stocks.
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Index funds make sense for a portion of your investments, especially when
investing in bonds and larger, more conservative stocks, where it’s very
difficult for portfolio managers to beat the market. Index funds also make
sense for investors who are terrified that fund managers may make big
mistakes and greatly underperform the market.

As for how much you should use index versus actively managed funds, it’s
really a matter of personal taste. If you're happy as a clam knowing that you'll
get the market rate of return and knowing that you can’t underperform the
market, there’s no reason you can'’t index your entire portfolio. On the other
hand, if you enjoy the game of trying to pick the better managers and want
the potential to earn better than the market level of returns, don’t use index
funds at all. A happy medium is to do some of both. (You may be interested
to know that John Bogle, founder of the Vanguard Group of mutual funds
and pioneer of index funds, has about 40 percent of his money invested in
index funds.)

Putting Your Plans into Action

Constructing a mutual fund portfolio is a bit like constructing a house:
‘There’s a world of difference between drawing up a plan and executing it. If
you're the architect drawing up the plan, your world is all clean lines on
white paper. But if you're the general contractor responsible for executing
the plan, things are generally messier; you may face such challenges as
inclement weather, unsuitable soil, and tired construction workers.
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Like the contractor, you're bound to meet challenges in the execution of the
plan — in your case, constructing a mutual fund portfolio rather than a
house. Some of these challenges come from the funds themselves; your
personal circumstances are the source of others. With patience and persis-
tence and a healthy helping of my advice, all are surmountable. Investing in
funds is much, much easier than building a house — which is why you can
do this yourself if you so desire.

How many funds and families?

Suppose that you've nailed down an asset allocation for your retirement
portfolio: 25 percent in bonds, 50 percent in domestic stocks, and 25 percent
in international stocks. That’s all very specific, except for the fact that these
percentages tell you nothing about how many funds and how many fund
families you should use to meet these percentages.

Let me start with the family issue. Given the sheer number and quality of
funds that the larger and better fund companies such as Vanguard, T. Rowe
Price, and Fidelity offer, you could do all of your investing through one
family of funds. Centralizing your investments in one family saves on
administrative hassles by cutting down on the number of applications to
complete, envelopes to open, statements to file, tax statements to deal with,
and so forth. Plus, you're more likely to learn your way around better at a
company that you spend more of your time interacting with.

There’s a good argument against doing this, though: Even the best mutual
fund companies don’t handle every type of fund the best way. By not
spreading out your funds over different fund families to take advantage of
their particular strengths, you may be sacrificing a little bit of return.

Discount brokerage firms offer some of the best of both approaches. You get
one-stop shopping and one statement for all of your holdings, but you also
have access to funds from many families. The downside: You pay small
transaction fees to purchase many of the better funds through discounters.
(I discuss discount brokerage services in detail in Chapter 5.)

You’ll find no one right answer as to how many fund families to work with
and whether to use a discount brokerage account. Choose the approach that
works best for your needs. I use a combination of these approaches by
maintaining accounts through a giant mutual fund company while also using
discount brokers to buy funds from some of the smaller fund families that
are more of a hassle to work with. This strategy allows me to maximize
centralization while minimizing the extra transaction fees I have to pay.
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As for the number of individual funds to hold in your portfolio, again, there’s
no one right answer. The typical mutual fund is quite diversified to begin
with, so you needn’t invest in too many. In fact, because some funds invest
across different types of investments (known as hybrid funds) or even
across other funds (known as funds of funds), you can achieve your desired
asset allocation by investing in just one fund.

So the answer to the question, “How many funds?” is based less on science
than it is on what’s practical for you and how much money you have to
invest. At a minimum, own enough funds so that you're able to diversify not
only across the general investment types (stocks, bonds) you've targeted
but also across different types of securities within those larger categories —
bonds of various maturity lengths, stocks of various sized companies (I
explain these in Chapters 8 and 9).

As your savings allow, I generally recommend that you invest at least $3,000
to $5,000 per fund. If you're investing outside of a retirement account, most
of the better mutual funds require an initial investment of this magnitude
anyway. Inside a retirement account, you may invest far less — typically
only $500 per fund — to get going. However, because most retirement
accounts annually ding you about $10 per fund as an account maintenance
fee, you should aim to invest the higher amounts so that you don’t have
your small investment devoured by high relative fees. (A $10-per-year fee
diminishes a $500 investment by 2 percent per year.) Some fund companies
will waive this fee if you keep more than a certain amount — $5,000, for
example — in their funds.

As you have larger sums to invest, it makes sense to use more funds.
Suppose that you have $300,000 and want to divide it equally, putting a third
each into bonds, U.S. stocks, and international stocks. You could put
$100,000 into each of three funds: one bond fund, one U.S. stock fund, and
one international stock fund. But with that much money to invest, why not
use at least two of each of the different types of funds? That way, if the one
international stock fund you've chosen does poorly, all of your money
earmarked for overseas investing is not doing poorly in that fund. There’s no
reason that you can’t use three different funds within each category. The
more money you have, the more sense this strategy makes.

- And one more point: Don’t invest in more funds than you've got time to

track. If you can’t find the time to read your funds’ semi-annual and annual
reports, that'’s a sign that you have too many funds. Extra diversification
does not make up for a lack of monitoring,
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Matching fund allocation
to your asset allocation

One thing that can trip up your asset allocation plans is the fact that mutual
funds have their own asset allocations. For example, a hybrid fund may
invest 60 percent in stocks and 40 percent in bonds. Perhaps you, on the
other hand, want to invest 75 percent in stocks and 25 percent in bonds.
How the heck do you fit that kind of fund into your portfolio?

One option is to forget it. Take Thoreau’s advice to simplify your (investing)
life: Avoid funds that invest in different investment types. Buy purebreds —
stock funds that are 100 percent (or close to 100 percent) invested in stocks,
bond funds that invest only in bonds, and international stock funds that are
entirely invested overseas.

That way, your asset allocation calculations stay simple. Take the desired
mix of our hypothetical 35 year old from earlier in this chapter: 25 percent in
bonds, 50 percent in U.S. stocks, and 25 percent in international stocks. If
she has $10,000 to invest and sticks to purebred funds, then figuring out
how much money to put into each kind of fund is a simple matter of multi-
plying the desired allocation percentage by the $10,000 total to invest. In
this case, she should put $2,500 in a pure bond fund (25% x $10,000), $5,000
in a U.S. stock fund, and $2,500 in an international stock fund.

If that seems a little too easy, you're right. Even if they label themselves as
purebreds, plenty of mutual funds are given leeway in their charters to
dabble in other investment types. Read the annual report of a so-called U.S.
stocks fund and you may find that up to 20 percent of its assets are invested
in bonds or international stocks. (Fidelity stock funds are notorious for
this.)

Some hybrid funds are excellent funds, and it seems a bit silly to eliminate
them simply to avoid a math problem with an extra step. Although I encour-
age you to focus on purebred funds, it will occasionally make sense to fit a
hybrid fund, or a hybrid disguised as a purebred, into your portfolio.

Let me get back to the example of the 35-year-old investor, the one who
wants a portfolio of 25 percent bonds, 50 percent U.S. stocks, and 25 percent
international stocks. Suppose that she has picked out three funds she wants
to buy: a U.S. stock fund (100 percent stocks), an international stock fund
(100 percent international stocks), and a hybrid fund (60 percent U.S.
stocks, 40 percent bonds).
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Because the hybrid fund is the only one with bonds, our investor needs to
figure out how much to put into the hybrid fund so that she’ll end up with

about 25 percent (overall) in bonds. Because 40 percent of the hybrid fund
is invested in bonds, the arithmetic looks like this:

.40 x Amount to be invested in fund = .25
Amount to be invested in fund = .25 + .4
Amount to be invested in fund = .625 or 62.5 percent

I like nice round numbers, so I rounded 62.5 off to 60. Here’s how much
money she should put into each fund to get her desired investment mix:

60 % Hybrid fund (60 percent in U.S. stocks, 40 percent in bonds)
15 % U.S. stock fund (100 percent in stocks)

25 % International stock fund (100 percent in international stocks)

Allocating when there’s
not much to allocate

What a drag. If you’re just starting out, there’s not a lot to allocate. Here
you’'ve invested all this time exploring how to design a terrific portfolio.
Then, thanks to minimum initial investment requirements, you may realize
that you only have enough money to buy one of the five funds you’ve

N\ selected!

Fear not. You have several ways around this problem:

+»* Buy a hybrid fund or a fund of funds whose asset allocation is similar to
your desired mix. Don’t sweat the fact that you can’t find a fund with
the exact mix you want. For now, getting close is good enough. When
you're able to afford it, you can, if you so desire, move out of the hybrid
fund and into the funds you originally chose.

v Buy your desired funds one at a time as you’re able to afford them. [ call
this little trick diversifying over time, and it’s a perfectly legitimate way
to go.

One twist on this strategy that will test and perhaps improve your
mutual fund investing habits is to start by investing in the type of fund
(for example, bond or international stock) that is currently doing the
most poorly — that is, buy when things are “on sale.” Then, the next
year, add the fund type that is doing the most poorly at that time.
(Make sure to buy the better funds within the type that is doing

poorly!)

(For more ideas, see Chapter 10 for sample portfolios for beginning
investors.)
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Lumping or averaging large amounts?

Most people invest money as they save it. If you're saving through a com-
pany retirement plan, such as a 401(k), this option is ideal: It happens
automatically, and you're buying at different points in time, so even the
world’s unluckiest person gets to buy some funds at or near market bottoms.

But what if you have what to you seems like a whole lof of money that’s
lolligagging around in a savings or money market fund awaiting further
instructions and direction? Maybe it’s just piled up because you're thrifty, or
maybe you recently inherited money or received a windfall from work that
you've done. You're discovering more about how to invest this money, but
once you decide what types of investments you'd like to purchase, you may
be terrified at the thought of actually buying them.

Some people in this situation feel a sense of loss, failure, or even guilt for not
making better use of the money than just letting it sit in a savings or money
market account. Always remember one important thing: At least you're
earning a positive return in the bank or money fund, and it beats the heck
out of rushing into an investment that you don’t understand and in which
you may lose 20 percent or more. Of course, there’s no reason to not find
the best parking spot that you can for your money (see Chapter 7 for
recommendations of the best money market funds).

So how do you invest your lump? One approach is to dollar-cost average it
into the investments you've chosen. All this means is that you invest your
money in equal chunks on a regular basis, such as once a month or per
quarter. For example, if you have $50,000 to invest, and you want to invest it
once a quarter over a year, you would invest $12,500 per quarter until it’s all
invested. Meanwhile, the money that’s awaiting future investment happily
continues accumulating interest in a good money market fund.

The attraction of dollar-cost averaging is that it allows you to ease into
riskier investments instead of jumping in all at once. The benefit may be
that, if the price of the investment drops after some of your initial pur-
chases, you can buy some later at a lower price. If you had dumped all your
money at once and then the financial markets get walloped, it’s human to
think, “Why didn’t I wait?”

History has proven that dollar-cost averaging is a great risk-reducing
investment strategy. If you had used dollar-cost averaging during the worst
decade for stock investors this century (1928 to 1938), you still would have
averaged 7 percent per year in returns despite the Great Depression and a
sagging stock market.
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The flip side of dollar-cost averaging is that if your investments do what
they're supposed to and increase in value, you may wish that you had
invested your money faster. Another possible drawback of dollar-cost
averaging is that you may get cold feet continuing to invest money in an
investment that’s dropping in value. Some who are attracted to dollar-cost
averaging are afraid to continue boarding a sinking ship.

Dollar-cost averaging also can cause headaches with your taxes when it’s
time to sell investments held outside of retirement accounts. If you buy an
investment at many different times and prices, the accounting is muddied as
you sell blocks of the investment. Also, try not to purchase funds, particu-
larly stock funds that have had a good year, late in the year because most of
these funds distribute capital gains in December.

In my opinion, dollar-cost averaging is most valuable when the money you
want to invest represents a large portion of your total assets and you can
stick to a schedule. It’s best to make it automatic so that you're less likely to
chicken out and discontinue investing if your initial investment purchases
have declined in value from when you bought them.

Most mutual fund companies offer automatic exchange services. Pick a time
period that makes sense for you. I like to do dollar-cost averaging once per
quarter early in the quarter (the first of January, April, July, and October). If
you feel comfortable investing and want to get on with the program, “averag-
ing” your money in over one year is fine, but it’s riskier. If you have big
bucks to invest and you're cautious, there’s no reason you can’t average the
money over two to five years (you can use some CDs or Treasury bills as
holding places in this case to get a better return than on the money fund).

What to do with your existing investments

A final question that I'm frequently asked by people who want to start a
comprehensive mutual fund investment program, but who also have existing
portfolios, is what to do with their existing investments. Here are my
thoughts:

1+ Keep the good non-fund investments. Although I'm a fan of mutual
funds, there’s no compelling reason for you to invest all your spare
dollars in funds. If you enjoy investing in real estate or securities of
your own choosing, go right ahead. You can account for these other
investments when you tally up your asset allocation. As for evaluating
the mutual funds you may already own, see Chapter 12.

v Get rid of high fee, poorly performing investments. As you under-
stand more about the best mutual fund investments, you may come to
realize by comparison how lousy some of your existing investments
are. | won't stand in your way of dumping them!
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1~ Pay attention to tax consequences. When you're considering selling a
non-retirement account investment, especially one that has appreciated
considerably since its original purchase, be mindful of taxes. Assets
held for at least 18 months now are eligible for the more favorable
capital gains tax rates (see Chapter 13).



Chapter 7

Funds That Beat the Bank —
Money Market Funds
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In This Chapter

p What are money market funds?

p How do money market funds invest your money?
p- How do you choose the right fund for you?
- Which money market funds are best?
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ust over a generation ago, people had hundreds of alternatives for safely
investing their spare cash — they could schlep around town and shop
among banks, banks, and still more banks. Although it may seem that safe
money investors had many alternatives, they really didn’t. As a result, yields
weren't all that great compared with what a large institutional investor with
millions of dollars to invest could obtain by purchasing ultra-safe short-term
securities.

Back in the early 1970s, money market mutual funds were born. The concept
was fairly simple. The money market mutual fund would invest in the same
safe, higher-yielding financial instruments (which I discuss in the section,
“Securities your money fund invests in,” later in this chapter) that only
those with big bucks could buy. The money fund would then sell shares to
investors who didn’t have the big bucks to invest. By pooling together the
money from thousands of investors, the money fund could offer investors a
decent yield (after charging a reasonable fee to cover the fund’s operational
expenses and make a profit).

In their first years of operation, these “people’s” money funds had little cash
flowing in. By 1977, less than $4 billion were in money market funds. But
then interest rates rose precipitously as inflation took hold. Soon, bank
depositors found that the rates of interest they could earn could rise no
more, because banks were limited by federal regulations to paying 5 percent
interest.
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As interest rates skyrocketed in the late 1970s and investors learned that
they could earn higher yields by switching from bank accounts to money
market funds, money flooded into money market mutual funds. Within just
four years, money market fund assets mushroomed more than 50-fold to
$200 billion.

Money Market Funds Defined

Money market funds are a type of mutual fund. This fact often gets lost in
financial discussions and writings in which many people equate mutual
funds with stocks.

Money market mutual funds are a large and unique part of the mutual fund
industry’s offering. Money market funds are the only type of mutual fund
whose share price does not fluctuate in value. The share prices of stock and
bond mutual funds fluctuate from day to day depending on how the stock
and bond markets are doing. Money market funds, in stark contrast, are
locked in at a $1 per share.

So how do you make money with money market funds, you ask? By earning
dividends, similar to the interest you earn on bank savings accounts.
However, money market mutual funds offer several significant benefits over
bank savings accounts:

1+ Higher yields. What first attracted investors to money market funds
(back when interest rates zoomed up in the late 1970s and early 1980s)
still holds true today. The best money market mutual funds pay a
higher yield than equivalent bank accounts, despite the deregulation of
the banking industry.

How and why do banks continue to pay less interest than most money
funds? Two reasons:

» Banks have a lot of overhead due to all of the branch offices they
operate.

¢ Banks know that they can get away with paying lower yields
because many of their depositors, perhaps including you, believe
that the FDIC insurance that comes with a bank savings account
makes it safer than a money market mutual fund. 1 dispel this
myth in the section, “Money market funds lack FDIC insurance,”
later in the chapter.
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+# Multiple tax flavors. Besides the lower rate of return, another problem
with bank savings accounts is that they come in one — and only one —
tax flavor: taxable. There is no such thing as a bank savings account
that pays you tax-free interest. Money market funds, however, come in a
variety of tax-free versions, paying dividends free of federal or state tax
or both. So, if you're in a high federal or state (or both) income tax
bracket, money funds offer you advantages that a bank savings account
simply can’t.

v Check-writing privileges. Another useful feature that comes with
money market mutual funds is the ability to write checks, without
charge, against your account. Most mutual fund companies require that
the checks be written for larger amounts — typically at least $250. They
don’t want you using these accounts to pay all of your small household
bills because checks cost money to process.

+ Convenient access to other mutual funds. After you've established a
money market mutual fund at a particular fund company, investing in
other funds offered by that company becomes a simple toll-free phone
call. (And, as I discuss in Chapter 5, if your chosen fund company has a
discount brokerage division, you may also be able to invest in mutual
funds from other parent companies.) One centralized account elimi-
nates the need to complete additional application forms every time you
want to invest in a new fund and reduces the ongoing paperwork
involved in tracking your funds. Paperwork nirvana!

+~ No lines and traffic jams. Because you can invest and transact in
mutual funds over the phone and through the mail, you can save
yourself considerable hassle. No more wasting gas driving to the bank
branch; no more waiting in long lines after you get there.

Sometimes, you'll get stuck on hold for a short time when you call a
mutual fund company. The better companies (recommended in this
book) generally won’t leave you hanging for more than 15 to 30 sec-
onds. If they do, please write me in care of the publisher and let me
know so that together we can hassle them or delete them from the next
edition of this book.

Banks have developed their own money market deposit accounts (MMDAs)
that are money fund wannabees. Unlike normal money funds, the interest
rate on MMDAs is set at the discretion of the bank and is generally lower
than what you could get from one of the better money market mutual funds.
Check writing on MMDAEs, if it’s available, is usually restricted to just a few
checks per month.
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Scrambling now as late-comers in the mutual fund business, some banks are
offering real money market mutual funds, including tax-free funds. Again, the
better money market mutual funds offered by mutual fund companies are
generally superior (see recommendations in the section, “Finding the best
money market funds” later in this chapter) to those offered by banks. The
reason: Most bank money market funds have higher operating expenses and
hence lower yields than the best money funds offered by mutual fund
companies.

Uses for money funds

The best money market funds are the ideal substitute for a bank savings
account; they offer all the safety of a bank, but a much better yield. Here are
some of the purposes for which a money market fund is well-suited:

# 1 Your emergency cash reserve. Money market funds are a good place to
| keep your emergency cash reserve (see Chapter 3). Because you don’t
know what the future holds in store, it’s wise to prepare for the unex-
pected — events such as job loss, unanticipated medical bills, or a
leaky roof. Six months worth of living expenses is a good emergency
reserve target for most people (for example, if you spend $2,000 in an
average month, keep $12,000 reserved).

You may be able to skinny by with just three months’ living expenses if
you have other accounts such as a 401(k) or family members and close
friends that you could tap for a loan. Consider keeping up to one year’s
expenses handy if your income fluctuates wildly. If your profession
involves a high risk of job loss and if finding another job could take a
long while, you also need a significant cash safety net.

| L7 Short-term savings goals. If you're saving money for a big-ticket item
| that you hope to purchase within the next couple of years — whether
it’s a fishing boat or a down payment on a home — a money market
fund is a terrific place to accumulate and grow the money. With such a
short time horizon, you cannot afford to expose your money to the
gyrations of stocks or longer-term bonds. A money market fund offers
not only a safe haven for your principal but also a yield that should
keep you a step ahead of the inflation rate.

|| 1~ A parking spot for money awaiting investment. Suppose that you have
| a chunk of money you want to invest for longer-term purposes, but you
don’t want to invest all at once for fear that you may buy into stocks
and bonds just before a big drop. A money market fund can be a
friendly home to the money awaiting investment as you purchase into
your chosen investment gradually over time. (This technique is known
as dollar-cost averaging, which I explain in Chapter 6.)
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1 Personal checking accounts. Money market funds with no restrictions
on check writing can be established and used for household checking
purposes. The discount brokerage firms that offer accounts with a
check-writing option downplay the fact that an investor is allowed to
write an unlimited number of checks (in any amounts) on his or her
account. You can leave your bank altogether — some money funds even
come with debit cards that can be used at bank ATMs for a nominal fee!
Later in this chapter (in the section, “Finding the best money market
funds”), I point out which funds offer unlimited checking.

+” Business accounts. Just as you can use a money market fund for your
personal purposes, you can open a money market fund for your busi-
ness. You can use this account for depositing checks received from
customers and holding excess funds, as well as for paying bills via the
check-writing feature. Some money funds allow checks to be written for
any amount, and these funds can completely replace a bank checking
account. My business checking account has been in a money market
mutual fund for years.

You can also establish direct deposit with most money market funds. You
can have your paycheck, monthly Social Security benefit check, or most
other regular payments you receive from larger organizations zapped
electronically into your money market mutual fund account.

Common concerns about money
market funds

Investors new to money market mutual funds sometimes worry about what
they’re getting themselves into. It’s good to be concerned and educated
before you move your money into securities you’ve never invested in.

Most people don’t worry about the money they keep in the bank. They
should — well, at least a tiny bit. First of all, banks get burglarized and
defrauded more than mutual funds! (A thief created a bogus ID card and
visited five branches of my local bank, posing as me, and succeeded in
withdrawing $400 from my bank checking account. The bank covered the
loss, but I chose to take my business elsewhere.)

~ The biggest risk of keeping extra money in a bank savings account is that
the purchasing power of your money will be eroded by inflation because of
the paltry interest you're getting. And, remember that the FDIC insurance
system is a government insurance system — that’s hardly an ironclad, 100
percent safety guarantee.

The following sections present the concerns that I hear from people like you
about money market funds, and the reasons I think that you shouldn’t worry
about them.



’ 64 Part lI: Establishing a Great Fund Portfolio

Money market funds lack FDIC insurance

Some people are nervous about money market mutual funds because they
are not insured. Bank accounts, on the other hand, come with insurance that
protects up to $100,000 you have deposited in a bank (assuming that your
bank participates in the FDIC system). So, if a bank fails because it lends too
much money to people and companies that go bankrupt or abscond with the
funds, you should get your money back.

But consider this: Part of the reason that money market funds are not
insured is that they don’t really need to be. Mutual fund companies can't fail
because they have a dollar invested in securities for every dollar you
deposited in their money fund. Banks, on the other hand, are required to
have available just 12 cents for every dollar you hand over to them; no
wonder they need insurance.

One money market fund did “break the buck.” A newspaper article dramati-
cally headlined, “Investors Stunned as a Money Fund Folds,” went on to say,
“The fund’s collapse is the latest blunder to shake investors’ confidence in
the nation’s mutual fund industry.” Although such hype may help to fill
readers with anxiety (and perhaps sell more newspapers), it obscured
several important facts. This particular fund didn’t collapse but was liqui-
dated because its investors, who were all small banks, owned the fund, and
they decided to disband it. The fund did not hold money from retail inves-
tors like you and me. If it had, the fund company surely would have bailed it
out, as other fund companies have done. You should also know that only 6
percent of the investing banks’ money was lost. Hardly a collapse — and |
doubt that anyone was stunned!

It's possible that a money market fund’s investments may decline slightly in
value — thus reducing the share price of the money market fund below a
dollar. In a few cases, money market funds bought some bad investments.
However, in each and every case except one, the money market fund was
bailed out — that is, cash was infused into the money fund by the mutual
fund company, thus enabling the fund to maintain a price of $1 per share.

If you have more than $100,000 in one bank and that bank fails, you can lose
the money over the $100,000 insurance limit. I've seen more than a few cases
where people had several hundred thousand — in one case, a person who
came to me for advice had nearly $2 million - sitting in a bank account!
Now that’s risk! Since 1980, more than 1,000 banks have failed. In recent
years, because the government has taken a hard line on not going beyond
the $100,000 insurance limit, bank depositors have lost hundreds of millions
of dollars.
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Stick with larger mutual fund companies if you're worried about the lack of
FDIC insurance. They have the financial wherewithal and the most incentive
to save a floundering money fund. Fortunately, the larger fund companies
have the best money funds anyway.

The check may get lost or stolen

If you have the kind of mail delivery that I had when I lived in San Francisco
(in a typical year, | had about a dozen different mail carriers and every
month I seemed to have a problem with the mail), I can understand your
concerns. However, if you're worried about a deposit being lost in the mail,
don't. If it does happen (which is rare), all you do is have the check(s)
reissued and stop payment (which, unlike banks, most money funds don’t
charge you to do) on the first check.

No one can legally cash a check made payable to you. Don’t mistakenly think
that going to your local bank in person is any safer — you could slip on
some dog droppings or get carjacked.
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If you're really concerned about the mail, use a fund company or discount
broker with branch offices. I would not recommend spending the extra
money and time required to send your check via registered or certified mail.
You'll know if your check got there when you get the statement from the
fund company processing the deposit. If you're depositing a check made
payable to you, just be sure to endorse the check with the notation “for
deposit only” under your signature.

I may have trouble accessing my money

Although it may appear that you can’t easily and quickly access your money
market fund holdings, you can, in fact, efficiently tap your money market
fund in a variety of ways. (Note: You can use these methods at most fund
companies, particularly the larger ones.)

B 1~ Write a check. The most efficient way to access your money market

' fund is to write a check. Suppose that you have an unexpectedly large
expense that you can’t afford to pay out of your bank checking account.
Just write a check on your money market mutual fund.

| 1~ Telephone redemption. Another handy way to access your money
(which may be useful if your money fund checkbook is hidden under a
mountain of papers somewhere in the vicinity of your desk) is to call
the fund company and ask them to mail you a check for whatever
amount you'd like from your money fund. Many money funds also allow
you to call in to have money sent electronically from the money market
fund to your bank account or vice versa.

| L~ Automatic withdrawal plans. If you need money regularly sent from

| your money market fund to, say, your local bank checking account, you
can set up an automatic withdrawal plan. On a designated day of the
month, money will be sent electronically from your money market fund
to your checking account. These transfers can also be done on an as-
needed basis.

| v~ Wiring. If you need cash in a flash, many money market funds offer the
" option of wiring money to and from your bank. Both the money market
fund and the bank usually assess a small charge for this service. Most
companies will also send you money via an overnight express carrier,
such as Federal Express, if you provide them with an account number.

1~ Debit cards. Brokerage account money funds that offer debit cards
‘ allow access to your money via bank ATMs, as [ discuss later in the
chapter.

Chapter 11 explains how to establish these account features. Unlike when
you visit a bank, you can’t simply drop by the branch office of a mutual fund
company and withdraw funds from your account. They don’t keep money in
branch offices because they're not banks. However, you can establish the
preceding account features through the fund’s branch office if you didn’t set
them up when you originally set up your account.
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Securities in which your money
fund invests

Under SEC regulations, money market funds can invest only in the most
credit-worthy securities, and their investments must have an average
maturity of less than 120 days. The short-term nature of these securities
effectively eliminates the risk of money funds being sensitive to changes in
interest rates.

The securities that money market funds use are extremely safe. General-
purpose money market funds invest in government-backed securities, bank
certificates of deposits (CDs), and short-term corporate debt issued by the
largest and most credit-worthy companies and the U.S. government (al-
though that may not be much comfort to some of you). The following
sections provide the rundown on the major types of securities that money
funds hold.

Commercial paper

Corporations, particularly large ones, often need to borrow money to help
make their businesses grow and prosper. In the past, most companies
needing a short-term loan had to borrow money from a bank. In recent
decades, it has become easier to issue short-term debt or I0Us — commer-
cial paper — directly to interested investors.

Money market funds buy high-quality commercial paper that matures
typically within 60 to 90 days and is issued by large companies (such as
AT&T, Hewlett-Packard, Intel, Sears, and Texaco), finance firms (such as Ford
Motor Credit), banks, and foreign governments.

If you had hundreds of thousands of dollars to invest, you could purchase
commercial paper yourself rather than buying it indirectly through a money
market fund. If you do have lots of money to invest, I don’t recommend this
approach. You incur fees when you purchase commercial paper yourself,
and you probably don’t have the expertise to know what’s a good purchase,
what'’s not, and what’s a fair price to pay. The best money funds charge a
very small fee to do all this analysis for you, plus offer perks such as check-
writing privileges.

Certificates of deposit

You can go to your local bank and invest some money in a certificate of
deposit (CD). A CD is nothing more than a specific-term loan that you make
to your banker - ranging anywhere from a month to some number of years.
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Money market funds can buy CDs as well. The only difference is that they
invest a lot more money — usually millions — in a bank’s CD. Thus, they can
command a higher interest rate than you can obtain on your own. Money
funds buy CDs that mature within one to three months. The money fund is
only insured up to $100,000 per bank CD, just like the bank insurance that
you and I receive. As with other money fund investments, the money fund
does research to determine the credit quality of banks and other institutions
that it invests in. Remember that money funds’ other investments are not
insured.

Money market funds may hold some other types of CDs. Yankee CDs are CDs
issued by U.S. branches of foreign banks. Eurodollar CDs are simply CDs
issued by foreign banks or the foreign branches of U.S. banks.

Government debt

McDonald’s, the burgermeisters, in many locations have signs saying
billions and billions served. Well, our federal government serves up billions
and billions — of debt, that is — in the form of Treasury securities. A
truckload of federal government debt is outstanding — about $5 trillion (a
trillion is a thousand billion, for those of you who missed that math class).

Most money market funds invest a small portion of their money in Treasur-
ies soon to mature. Money funds also invest in short-term debt issued by
government-run-and-sponsored agencies such as the Federal Home Loan
Bank, which provides funds to the nation’s savings and loans, and the
Federal National Mortgage Association, which packages and sells

ML 87y government-backed mortgages.
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Government agency debt, unlike Treasuries, is not backed by the “full faith
and credit of the U.S. government.” However, no federal agency has ever
defaulted on its debt. Although one should never say never, this situation is
unlikely to ever happen; the folks back in Washington are certain to avoid
the loss of faith in government-issued debt that would surely follow such a
default.

As I discuss in more detail later in the chapter, some money market funds
specialize in certain types of government securities which distribute tax-free
income to their investors. Treasury money market funds, for example, buy
Treasuries and pay dividends that are state tax-free, but federally taxable.
State-specific municipal money market funds invest in debt issued by state
and local governments in one state. The dividends on state money funds are
federal and state tax-free (if you're a resident of that state).

Other types of securities

Other types of securities typically make up small portions of a money fund’s
holdings. Repurchase agreements (repos) are overnight investments that
money funds send to dealers (banks and investment banks’ securities
divisions), and the money fund receives Treasury securities overnight as
collateral.

Bankers’ acceptances are more complex; they are issued by banks guarantee-
ing corporation debt incurred from trade. For example, if Sony sends
televisions to the U.S. by freight but doesn’t want to wait for its money until
the ship comes in and stores pay them for the televisions, Sony can get paid
right away by borrowing from a bank based on the expected delivery of the
televisions. The stores get the televisions and pay for them, and then Sony S
loan gets repaid.

Choosing a Great Money Fund

A money market is probably the easiest type of mutual fund to select. The
downside to not making a good choice is not horrendous: You may lose out
on some interest, be a little irritated by mediocre customer service, and
need to fill out more paperwork later to access better mutual funds through
other companies. To save you time and make you the most money, the
following sections describe the major issues to consider in selecting the
best money fund to meet your needs.



Understanding why yield and expenses
g0 hand-in-hand

Within a given category of money market fund (general, Treasury, munici-
pal), money fund managers are investing in the same basic securities. The
market for these securities is pretty darned efficient, so “superstar” money
fund managers may eke out an extra 0.1 percent of yield over their competi-
tors, but not much more.

However, money funds can differ significantly from one another in yield due
to expenses. For money market funds more than for any other kind of fund,
operating expenses are the single biggest determinant of return. All other
conditions being equal (which they usually are with money market funds),
lower operating expenses translate into higher yields for you.
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For money market funds, you should not tolerate annual operating expenses
greater than 0.5 percent. Top quality funds charge 0.25 percent or less annually.

Remember, lower expenses don’t mean that a fund company is cutting
corners or providing poor service. Lower expenses are possible in most
cases because a fund company has been successful in attracting so much
money to invest. As [ discuss in Chapter 8, fund companies with consistently
low expenses on their money funds also generally offer good bond funds.

Looking at your tax situation

You've probably heard the expression, “It’s not what you make, it’s what you
keep.” What you keep on your investment returns is what is left over after
the federal and state governments take their cut of your investment profits.
If you're investing money held outside of a retirement account and you're in
a high tax bracket (particularly the federal 31 percent or higher bracket),
you should come out ahead by investing in tax-free money market funds
instead of taxable ones. If you're in a high-tax state, a state-specific money
market fund, if a good one is available in your state, may be a sound move.
(See recommended funds in the “Funding the best money market funds”
section.)

Tax-free refers to the taxability of the dividends paid by the fund. Don’t
confuse term with the effective tax deductions you get on contributions to a
retirement account such as a 401(k).

Deciding where you want your home base

Convenience is another important factor in choosing where to establish a
money market fund. For example, if you're planning on investing in stock
and bond mutual funds at T. Rowe Price, then that may be the best place for
you to open up a money market fund as well. Although you may get a
slightly higher money market yield from another fund company, opening up
a separate account may not be worth the administrative hassle, especially if
you don’t plan on keeping much cash in the money fund.

If you don’t mind the extra paperwork, why not net the extra yield? Calcu-
late (based on the yield difference) the costs of keeping a lower-yielding
money fund. Every tenth (0.1) of a percent per $10,000 invested costs you
$10 in lost dividends annually.




Seeing eye to eye — keeping your
investments close to home

Most mutual fund companies don't have many local branch offices. Generally,
maintaining few offices helps fund companies keep their expenses low and their
yields high. You may open and maintain your money market mutual fund
through the fund’s tollHree phone line and the mail.

Except for psychological security, selecting a fund company with an office in
your area doesn't offer much benefit. But I don’t want to downplay the
importance of your emotional comfort level. Fund providers Fidelity and
Schwab have the largest branch networks. Depending on where you live, you
may be near one of the other fund companies I recommend (see the Appen-
dix for locations).




Considering other issues

Most, but not all, money market funds offer other useful services, such as
free check-writing privileges, fund exchange and redemption by telephone,
and automated, electronic exchange services with your bank account. The
fund companies [ recommend generally offer all these features, so these
shouldn’t be a deciding factor when debating among fund options.

As I mention earlier in this chapter, most money market funds require that
you write checks for at least $250 or $500. Some funds don’t have this
restriction, which may be important to you if you want to pay smaller bills
out of the account.

Another potentially important issue is the initial minimum investment
required to open an account. Most funds require a minimum investment of
$3,000 or so, although some require heftier amounts. If you drop below the
minimum at most money market funds, it’s no big deal and no charge is
assessed. Some money funds do, however, charge small fees for use of
certain features. [ discuss these fees in the next section.

Finding the best money market funds

Using the criteria I just discussed, in this section [ recommend the best
money market funds: those that offer competitive yields, check writing,
access to other excellent mutual funds, and other commonly needed money
market services. Vanguard funds predominate the list because they offer
rock-bottom expenses as well as most of the other goodies.

Taxable money market funds

Money market funds that pay taxable dividends are appropriate for retire-
ment account funds awaiting investment as well as non-retirement account
money when you’re not in a high federal tax bracket (less than 31 percent
federal) and not in a high state tax bracket (less than 5 percent). Here are
the best taxable money market funds to consider. (Call the fund companies
for current yields.)

Vanguard’s Money Market Reserves Prime Portfolio has a microscopic
operating expense ratio of 0.3 percent per year. Like most Vanguard funds,
it requires $3,000 to open for a non-retirement account ($1,000 for a retire-
ment account) and allows check writing in amounts greater than $250.

= 800-662-7447.
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Fidelity’s Spartan Money Market has a much higher initial investment
minimum than Vanguard’s: $20,000 for non-retirement accounts, $10,000 for
retirement accounts. Its expense ratio is 0.5 percent. Fidelity Spartan money
funds charge $2 per check written, $5 for a redemption, exchange, or closing
of the account. These fees are waived if your balance is greater than $50,000.
If you're seeking maximum money market returns and don’t keep big
balances, Vanguard’s a better choice. = 800-544-8888.

If you can’t afford Spartan’s high minimums, Fidelity has other taxable fund
options for the proletariat: only a $2,500 minimum initial investment for
Fidelity Cash Reserves and a $5,000 minimum for Fidelity Daily Income
Trust. Both funds have an operating expense ratio of 0.5 percent. The check
writing minimum for the Cash Reserves fund is $500. Daily Income Trust, on
the other hand, has no minimum check amount requirement, but it does
charge $1 per check for amounts under $500.

If you’re doing the bulk of your investing through a fund company other
than heavyweights Vanguard or Fidelity, it’s your call whether or not you
should do your money fund investing there as well. USAA offers competitive
yields. Its taxable money market fund, USAA Mutual Money Market, has an
annual operating expense ratio of 0.5 percent, a $3,000 minimum initial
investment for all types of accounts, and check writing for amounts above
$250. = 800-382-8722. T. Rowe Price Summit Cash Reserves has a minimum
initial investment of $25,000, an expense ratio of 0.5 percent per year, and
check writing for amounts of $500 or more. = 800-638-5660.

Looking at discount brokerage accounts, Schwab Value Advantage Money
Market also has a high minimum: $25,000 for non-retirement accounts,
$15,000 for retirement accounts. Its expense ratio is 0.4 percent. A $5 fee is
assessed in any month in which the balance drops below $20,000 for non-
retirement accounts and $15,000 for retirement accounts. = 800-435-4000.

If you want to use Schwab but don’t have big bucks, consider the Schwab
Money Market. It has a minimum initial investment amount of $1,000 for
non-retirement accounts, but it weighs in with a hefty 0.8 percent annual
operating expense ratio. If you're using Schwab for discount brokerage
services, this is your main option for money awaiting investment; given its
high expenses, I'd keep as little money in this fund as possible.

If you use Jack White for your discount brokerage services, be advised that

its money market fund offerings are terrible. The taxable Alliance Capital

Reserves has an outrageous 1.00 percent annual operating fee. If you use

White to take advantage of the lower transaction fees its mutual fund

service offers (which I describe in Chapter 5), keep your money market
"balance to the absolute minimum.
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U.S. Treasury money market funds

U.S. Treasury money market funds are appropriate if you're not in a high
federal tax bracket (less than 31 percent) but are in a high state tax bracket

(5 percent or higher).

Vanguard Money Market Reserves U.S. Treasury Portfolio has a $3,000
minimum and 0.3 percent operating expense ratio. For big-balance investors
who can handle the $50,000 minimum initial investment requirement,
Vanguard’s Admiral U.S. Treasury Money Market Portfolio offers a higher
yield, thanks to this fund’s 0.15 percent annual expense ratio. = 800-662-7447.
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The American Century fund family has two U.S. government money market
funds — American Century Benham Capital Preservation, with an expense
ratio of 0.5 percent, and Benham Government Agency, with an expense
ratio of 0.5 percent. You need a $2,500 minimum initial investment for both
funds. = 800-345-2021.

USAA’s Treasury Money Market has a 0.4 percent operating cost and a
$3,000 minimum initial investment. = 800-345-2021.

Fidelity’s Spartan U.S. Treasury Money Market has an expense ratio of 0.5
percent. This fund’s minimum initial investment is $20,000 for non-retirement
accounts. Fidelity Spartan money funds charge $2 per check written and $5
for a redemption, exchange, or closing of the account. These fees are waived
if your balance is greater than $50,000. So if you're seeking maximum money
market returns and don’t keep big balances, use Vanguard. = 800-

544-8888.

You can bypass Treasury money market funds and their operating fees by
purchasing Treasury bills directly from your local Federal Reserve bank for
no fee. Although you save yourself expenses by going this route, you lose
convenient access to your money. You have no check writing privileges; if
you need to tap the Treasuries before they mature, it's a bit of an adminis-
trative hassle and will cost you a brokerage fee. With Vanguard’s expense

ratios on their Treasury money funds, it’s “costing” you $30 per year with a
$10,000 balance; $75 per year with a $50,000 balance in Admiral.

Municipal tax-free money market funds

Municipal (also known as muni) money market funds invest in short-term
debt issued by state and local governments. All municipal money funds are
free of federal taxes. Those investors who limit their investing to just one
state are free of state taxes as well (provided you live in that state). So if
you live in New York and buy a New York municipal bond fund, you
shouldn’t have to pay any tax, state or federal, on your dividends.

Obviously, you're saying to yourself, state-specific muni funds are the way to
go. Well, not for everybody. You may not have to worry about shielding your
dividends from state taxes if you live in a state that meets any of the follow-
ing criteria:

B 1+~ Doesn’t impose any income tax, such as Florida (you lucky dog)

v Charges a lower income tax (less than 5 percent), such as Indiana

I 1~ Has a higher income tax but no decent state-specific money market
# funds to invest in

If you live in any of those states and if you're in a high federal tax bracket
(31 percent and up), you're likely best off with one of the following national
money market funds, whose dividends are free of federal but not state tax.
(Call the fund companies for current yields.)
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Vanguard Municipal Money Market has a 0.2 percent annual expense ratio
and requires a $3,000 minimum initial investment to open. = 800-662-7447.

Fidelity Spartan Municipal Money Market has a 0.5 percent annual expense
ratio and requires a $25,000 minimum initial investment to open. Fidelity
Spartan money funds charge $2 per check written and $5 for a redemption,
exchange, or closing of the account. These fees are waived if your balance is
greater than $50,000. (If you're seeking maximum money market returns and
don't keep big balances, use Vanguard.) = 800-544-8888.

USAA Tax-Exempt Money Market, has a 0.4 percent annual expense ratio
and requires a $3,000 minimum initial investment to open. & 800-382-8722,

The state-specific money market funds in Table 7-1, whose dividends are
free of both federal and state taxes if you live in the specified state, are
appropriate when you’re in a high federal (31 percent and up) and a high
state tax bracket (5 percent or higher). If none is listed for your state, or
you're only in a high federal tax bracket, remember that you need to use one
of the nationwide muni money markets just described.

Table 7-1 State and Federally Tax-Free Money Market Funds

Fund Operating Minimum
Expense to Open

Fidelity Spartan AZ Muni 0.5% $25,000

Money Market

USAA Tax-Exempt CA 0.4% $3,000

Money Market

Vanguard CA Tax-Free 0.2% $3,000

Money Market

Fidelity Spartan CA Muni 0.5% $25,000

Money Market

American Century—Benham 0.5% $2,500

CA Tax-Free Money Market

Fidelity Spartan FL Muni 0.5% $25,000

Money Market

USAA Tax-Exempt FL 0.5% $3,000

Money Market

Fidelity Spartan MA Muni 0.5% $25,000

Money Market

Fidelity Spartan NJ Muni 0.5% $25,000

Money Market

(continued)
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Table 7-1 (continued)

Fund Operating Minimum
Expense to Open

Vanguard NJ Tax-Free 0.2% $3,000

Money Market

Fidelity Spartan NY Muni 0.5% $25,000

Tax-Free Money Market

Vanguard NY 0.2% $ 3,000

Tax-Free Money Market

USAA Tax-Exempt NY 0.5% $ 3,000

Money Market

Vanguard OH Tax-Free 0.2% $3,000

Money Market

Vanguard PA Tax-Free 0.2% $3,000

Money Market

Fidelity Spartan PA Muni 0.5% $25,000

Money Market

USAA Tax Exempt TX 0.5% $ 3,000

Money Market

USAA Tax-Exempt VA 0.5% $3,000

Money Market

If you're filling out an application for any kind of municipal money market
fund, make sure that the application specifically states that you are invest-
ing in a money market fund. If you're doing an exchange over the phone, be
sure that you say money market (and that the telephone representative gets
it)! Otherwise, you may end up in a municipal bond fund (which I discuss in
the next chapter) that fluctuates in value and is intended as a longer-term
investment. See Chapter 11 for how to complete application forms correctly.
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Bond Funds — When Boring
s Beautiful
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In This Chapter

p Understanding how bond funds differ from one another

p Knowing when and why to invest in bond funds
p Selecting short-, intermediate-, and long-term bonds
p Considering CDs, GICs, and other alternatives to bond funds
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Many investors, both novice and expert, think that the “b” in bonds is
for boring. And they’re partly correct. No one gets excited by bonds —
unless they're an investment banker or broker who deals in and makes fat
paychecks from them.

But you should take the time to learn about bonds. They may seem boring,
but they offer higher yields than bank accounts without subjecting you to
the amount of volatility that stocks do.

So what the heck is a bond? Let me try to explain with an analogy. If a money
market fund is like a savings account, then a bond is similar to a certificate
of deposit (CD). With a five-year CD, for example, a bank agrees to pay you a
predetermined annual rate of interest — such as, say, 6 percent. If all goes
according to plan, at the end of five years of earning the 6 percent interest,
you get back the principal that you originally invested. (Actually, the bank
will likely send you a form letter just days before your CD is due to mature.
The letter will announce that if the bank doesn’t hear from you very soon,
it’ll roll your CD over “for your convenience”!)

Bonds work about the same way, only instead of being issued by banks,
they're issued by corporations or governments. For example, you can
purchase a bond, scheduled to mature five years from now, from a company
such as computer software giant Microsoft. A Microsoft five-year bond may
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pay you, oh, 7 percent. As long as Microsoft doesn’t have a financial catas-
trophe, after five years of receiving interest payments (also known as the
coupon rate) on the bond, Microsoft will return your original investment to
you. (Nete: Zero coupon bonds pay no interest but are sold at a discounted
price to make up for:it.)

The worst that can happen to your bond investment is that, if Microsoft’s
newest software were-to devour the hard drives in users’ computers,
causing Microsoft to suffocate under a class-action lawsuit and file bank-
ruptcy, then you may not get back any of your original investment, let alone
the remaining interest.

For several important reasons, though, you shouldn’t let this unlikely but
plausible scenario scare you away from bonds:

| » Bonds can be safer than you think — many companies need to
borrow money (issue bonds) and are good credit risks. If you own
bonds in enough companies — say, in several hundred of them — if one
or even a few of them unexpectedly take a fall, their default would
affect only a sliver of your portfolio and wouldn't be a financial catas-
trophe. This is what a bond mutual fund and its management team can
provide for you: a diversified portfolio of many bonds.

+»” You’'ll be rewarded with higher interest rates than comparable bank
investments. The financial markets and those who participate in

them — people like you and me — aren’t dumb. If you take extra risk
and forsake FDIC insurance, you should receive a higher rate of interest
investing in bonds. Guess what? All the Nervous Nellie savers who are
comforted by the executive desks, the vault, the guard in the lobby, and
the FDIC insurance logo at their local bank should remember that
they're being paid less interest at the bank because of all of those
“comforts.”

If you like the government backing afforded by the FDIC program, you
can replicate that protection in bond mutual funds that specialize in

government-backed securities. (See the section, “Recommended Bond
Funds,” later in this chapter.)

| 1” Bond alternatives aren’t as safe as you might like to believe, Any
investment that involves lending your money to someone else or to
some organization carries risk. That includes putting your money into a
bank or buying a Treasury bond issued by the federal government.
(Although I'm not a doomsayer, any student of history knows that
governments and civilizations fail. It’s not a matter of whether they will
fail; it’s a question of when.) In the last section of this chapter, I discuss
some potentially higher-yield alternatives to investing in bond funds.
You will see that with those higher yields comes far greater risk.
There’s no free lunch in the investing world.
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Sizing Up a Bond Fund'’s Personality

Bond funds aren’t as complicated and unique as people, but they're cer-
tainly more complex than money market funds. And, thanks to some shady
marketing practices by some mutual fund companies and some salespeople
who sell funds, you have your work cut out for you in getting a handle on
what many bond funds really are investing in and how they differ from their
peers. But don’t worry: I take the time to explain the good funds that [
recommend later in this chapter.

Maturity: Bonds act their age

In everyday conversation, maturity refers to that quiet, blessed state of
grace and wisdom that we all develop as we get older (ahem). But that’s not
the kind of maturity I'm talking about here. Maturity, as it applies to bonds,
simply means: When does the bond pay you back — next year, five years
from now, 30 years from now, or longer? Maturity is the most important
variable by which bond funds are differentiated and categorized.

You should care plenty about how long a bond takes to mature. Why?
Because a bond’s maturity gives you a good (although far from perfect)
sense of how volatile a bond will be if interest rates change (see Table 8-1). If
interest rates fall, bond prices rise. See Chapter 1 for an explanation of why
interest rates and bond prices move in opposite directions.

Table 8-1 Interest Rate Increases Depress Bond Prices
Price Changes of Bonds of If Rates Were to Suddenly
Differing Maturities Rise 1 Percent*

Short-term bond (2-year maturity) —2%

Intermediate-term bond (7-year maturity)  -5%

Long-term bond (20-year maturity) ~10%

*Assumes that bonds are yielding approximately 7 percent. If bonds were assumed to be yielding
more, then a 1 percent increase in interest rates would have less of an impact. For example, if
interest rates are at 10 percent and rise to 11 percent, the price change of the 20-year bond

is -8 percent.

Bond funds are portfolios of dozens — and in some cases hundreds —

of individual bonds. You won’t want to know the maturity of every bond in
a bond mutual fund. A useful summarizing statistic to know for a bond
fund is the average maturity of its bonds. In their marketing literature and
prospectuses, bond funds typically say something like, “The Turbocharged
Intermediate-Term Bond fund invests in high-quality bonds with an average
maturity of 7 to 12 years.”
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Bond funds usually lump themselves into one of these three maturity
categories:

1 Short-term bond funds concentrate their investments in bonds matur-
ing in the next few years.

v Intermediate-term bond funds generally hold bonds that typically
come due within seven to ten years.

1+~ Long-term bond funds usually hold bonds that typically mature in 15 to
20 years or so.

" These definitions are not hard and fast. One “long-term” bond fund may
have an average maturity of 14 years while another has an average of 25
years.

Now, you may be wondering why only three categories? Why not five? Or a
dozen? I'm suspicious that it’s a conspiracy on the part of all the bond fund
companies that have less-than-stellar bond funds; there are more than a few
of those! With so few maturity categories, potential fund investors may not
be sure that they’re comparing funds of the same type. For example, one
bond fund has an average maturity of seven years and another has a matu-
rity of 12 years, but both call themselves “intermediate-term.” However, a
five-year difference in maturity generally translates into a significant differ-
ence in interest rates and risk.

You run into problems when one “intermediate-term” fund starts bragging
that its returns are better than another’s. When you learn that the braggart
fund has an average maturity of 12 years and the other fund has a maturity
of 7, then you know that the 12-year fund is using the “intermediate-term”
label to make misleading comparisons. The fact is, a fund with bonds
maturing on average in 12 years should be generating higher returns than a
fund with bonds maturing on average in 7 years. As a tradeoff, the 12-year
fund is also more volatile when interest rates change.

So much for maturity and average maturities. If you're trying to determine
the sensitivity of bonds and bond funds to changes in interest rates, duration
may be a more useful statistic. A duration of ten years implies that if interest
rates rise by 1 percent, then the value of the bond fund should drop by 10
percent. (Conversely, if rates fall 1 percent, the fund should rise 10 percent.)

Trying to use average maturities to determine what impact a 1 percent rise
or fall in interest rates will have on bond prices forces you to slog through
all sorts of ugly calculations. Duration gives you no fuss, no muss — and it
gives you one big plus, too. Besides saving on number crunching, duration
enables you to compare funds of differing maturities. If a long-term bond
fund has a duration of, say, 12 years, and an intermediate fund has a dura-
tion of 6 years, then the long-term fund should be about twice as volatile to
changes in interest rates.
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Okay, if duration is easier to work with and a better indicator than average
maturity, why do so many financial types talk about average maturity so
much? Simply because average maturity is easier for most people to com-
prehend. A fund’s duration isn’t that easy to understand. Mathematically, it
represents the point at which a bondholder receives half (50 percent) of the
present value of her total expected payments (interest plus payoff of
principal at maturity) from a bond. Present value adjusts future payments to
reflect changes in the cost of living.

If you know a bond fund’s duration, you know almost all you need to know
about its sensitivity to interest rates. However, duration hasn’t been a
foolproof indicator; some funds have dropped more as interest rates have
risen than the funds’ durations predicted. But bear in mind that some heavy
investing in unusual securities (such as derivatives) was required to make
duration unreliable — so the duration values of the better funds, which I
recommend in this chapter, should work just fine as a guide. Also be aware
that other factors — such as changes in the credit quality of the bonds in a
fund — may affect the price changes of a bond fund over time.

Credit quality: Would you
lend them your money?

Bond funds also differ from one another in terms of the creditworthiness of
the bonds that they hold. That’s just a fancy way of saying, “Hey, are they
gonna stiff me or what?”

Every year, bondholders get left holding nothing but the bag for billions of
dollars when the bonds they own default. So what should you do? Common
sense suggests that you purchase bonds that are unlikely to default, other-
wise known as high-credit-quality bonds. Credit rating agencies exist —
Moody’s, Standard & Poor’s, Duff & Phelps, and so on — that do nothing
except rate bonds based on credit quality and likelihood of default.

The credit rating of a security depends on the company’s (or the govern-
ment entity’s) ability to pay back its debt. Bond credit ratings are usually
done on some sort of a letter-grade scale: AAA is the highest rating, with
ratings descending through AA and A, followed by BBB, BB, B, CCC, CC, C,
and so on.

Funds that mostly invest in

i » AAA and AA rated bonds are considered a high-grade or high-credit-
| quality bond fund; this type of fund’s bonds have little chance of
default.

+» A and BBB rated bonds are considered a general bond fund (moderate-
L credit-quality).
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* BB or lower rated bonds are known as junk bond funds (or by their
more marketable name, high-yield funds). These funds expect to suffer
more defaults — perhaps as many as a couple of percent of the total
value of the bonds per year.
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Lower-quality bonds are able to attract bond investors by paying them a
higher interest rate. The lower the credit quality of a fund’s holdings, the
higher the yield you can expect a fund to pay.

Issuer: Who's doing the borrowing?

In addition to their credit ratings, bonds differ from each other according to
which type of organization is issuing them — that is, according to which kind
of organization you're lending your money to. Here are the major options:

f 1~ Treasuries. These are IOUs from the biggest debtor of them all, the U.S.
federal government. Treasuries include Treasury bills (which mature
within a year), Treasury notes (which mature between one and ten
years), and Treasury bonds (which mature in more than ten years). All
Treasuries pay interest that is state tax-free but federally taxable.

| »~~ Municipals. Munis are state and local government bonds that pay

|| interest that's federally tax-free and state tax-free to those who reside in
the state of issue. The governments that issue municipal bonds know
that the investors who buy municipals don’t have to pay most or any of
the income tax that normally would be required on other bonds —
which means that the issuing governments can get away with paying a
lower rate of interest. Later in this chapter (in the section, “To muni or
not to muni?”), I explain how to determine if you're in a high enough tax
bracket to benefit from muni bonds.

. v~ Corporates. Issued by companies such as Microsoft and Toys"R“Us,
' corporate bonds pay interest that’s fully taxable.

| .~ Mortgages. You remember that mortgage you took out when you

¢  purchased a home? Well, you can actually get back some of the interest
you're paying on that mortgage by purchasing a bond fund that holds it!
Yes, some bonds funds specialize in buying mortgages and collecting
the interest payments. Strange concept isn't it, buying a mortgage? The
repayment of principal on these bonds is usually guaranteed at the
bond’s maturity by a government agency such as the Government
National Mortgage Association (GNMA, or Ginnie Mae — cute, huh?) or
the Federal National Mortgage Association (FNMA, or Fannie Mae —
what cuteness won’t our government think of next!).

| 1~ Convertibles. These are hybrid securities, bonds that you can convert
: into a preset number of shares of stock in the company that issued the
bond. Although these bonds do pay interest, their yield is lower than
non-convertible bonds because convertibles offer you the upside poten-
tial of being able to make more money if the underlying stock rises.
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+~ International bonds. Most of the preceding bonds can be bought from
foreign issuers as well. In fact, international corporate and government
bonds are the primary bonds that foreign bond mutual funds may hold.
International bonds are riskier because their interest payments can be
offset by currency price changes.

So now you know four very important facts about bond funds: You know
about maturity, credit rating, and the different entities that issue bonds
(and, therefore, the tax consequences on those bonds). Now you can put
the four together to understand how mutual fund outfits came up with so
many different types of bond funds. For example, you can buy a corporate
intermediate-term high yield (junk) bond fund, or a long-term municipal
bond fund. As you can see, the combinations are endless.

Management: Passive or active?

Some bond funds are managed like an airplane on autopilot. They stick to
investing in a particular type of bond (such as high-grade corporate), with a
‘target maturity (for example, an average of ten years). Index funds that
invest in a relatively fixed basket of bonds — so as to track a market index of
bond prices — are a good example of this passive approach.

At the other end of the spectrum are aggressively managed funds. Managers
of these funds have significant freedom to purchase bonds that they think
will perform best in the future. For example, if a fund manager thinks that
interest rates will rise, he’ll buy shorter-term bonds (remember that shorter-
term bonds are less sensitive to interest rate changes than longer-term
bonds) and keep more of a fund’s assets in cash. The fund manager may be
willing to invest more in lower-credit-quality bonds if he thinks that the
economy is going to improve and that more companies will prosper and
improve their credit standing.

Aggressively managed funds gamble. If interest rates fall instead of rise, the
fund manager who moved into shorter-term bonds and cash suffers worse
performance. If interest rates fall because the economy sinks into recession,
lower-credit-quality bonds will suffer from a higher default rate and depress
the fund’s performance even further.

Some people think that it’s fairly easy to predict which direction interest
rates or the economy is heading. The truth is that economic predictions are
difficult. In fact, over long periods of time (10+ years), meaningful predic-
tions are almost impossible. In 1993, for example, few investors expected
interest rates to plummet as far as they did. On the highest-quality bonds,
short-term interest rates plunged to 3 percent, long-term rates to under 6
percent. A few figured that this was the bottom. But then almost no one
expected rates to rise as high as they did over the next year as short-term
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and long-term rates grew about 3 percent by late 1994. The few who figured
that this rise was going to happen were largely a different group than those
who guessed right in 1993.

Investing some of your bond fund money in funds that try to be well posi-
tioned for changes in the economy and interest rates may be a good move.
But remember that, if these fund managers are wrong, you can lose more
money. Over the long-term, you'll do best in efficiently managed funds that
stick with an investment objective — such as holding intermediate-term,
high-quality bonds — and that don’t try to time and predict the bond
market. If you or a bond fund manager consistently knew which way interest
rates were headed, you could make a fortune trading interest-rate futures
that leverage your investment. But none of us can know — so don’t even try!

Trying to beat the market can lead to getting beaten. In recent years,
increasing numbers of bond funds have fallen on their faces after risky
investing strategies backfired (see Chapter 4). Interestingly, bond funds that
charge sales commissions (loads) and higher ongoing operating fees are the
ones more likely to have blow-ups. This trend may be because these fund
managers are under more pressure to try and pump up returns to make up
for these higher fees.

Investing in Bond Funds

Now that you know a fair amount about bonds and bond funds and how they
differ, it’s time to get down to how and why you might use bonds. Bonds
may be boring, but they can be more profitable for you than super-boring
bank savings accounts and money market funds. Bonds pay more than these
investments because they involve more risk: You're purchasing an invest-
ment that is meant to be held for a longer period of time relative to savings
accounts and money market funds.

That doesn’t mean that you have to hold a bond until it matures, because
there is an active market for them — the bond market — where you can sell
your bond to someone else (which is exactly what a bond fund manager
does for you if you want out of your bond fund). You may receive more — or
less — for the bond than you paid for it depending on what has happened in
the financial markets since then.

As [ discuss earlier in this chapter (in the section, “Maturity: Bonds act their
age”), bond funds are riskier than money market funds and savings accounts
because their value can fall if interest rates rise. However, bonds tend to be
more stable in value than stocks (see Chapter 1).
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Bond fund uses and abuses

Investing in bonds is a time-honored way to earn a better rate of return on
money that you don’t plan to use within the next couple of years. As with
other mutual funds, bond funds are completely liquid on a day’s notice, but I

~ advise you to view them as longer-term investments. Because their value

fluctuates, you're more likely to lose money if you are forced to sell the bond
fund sooner rather than later. In the short-term, the bond market can
bounce every which way; in the longer-term, you're more likely to receive
your money back with interest.

Don’t invest your emergency money in bond funds — that’s what a money
fund is for (see Chapter 7). You will get less money from a bond fund (and
could even lose money) if you need it in an emergency. Avoid using the
check-writing option that comes with many bond funds. Every time you sell
shares (which is what you’re doing when you write a check) in a bond fund,
this transaction must be reported on your annual income tax return. When
you write a check on a money market fund, by contrast, that is not a so-
called faxable event because a money fund has a fixed share price, so you're
not considered to be adding to or subtracting from your income.

You also shouldn’t put too much of your longer-term investment money in
bond funds. With the exception of those rare periods when interest rates
drop significantly, bond funds won’t produce the high returns that growth-
oriented investments such as stocks, real estate, and your own business can.

Here are some common financial goals to which bond funds are well-suited:

+ A major purchase that won’t happen for at least two years, such as the
purchase of a home. Short-term bond funds should offer a higher yield
than money market funds. However, bond funds are a bit riskier, which
is why you should have at least two years until you need the money to
allow time for recovery from a dip in your bond fund account value.

1~ Part of a long-term, diversified portfolio. Because stocks and bonds
don’t move in tandem, bonds are a great way to hedge against down-
swings in the stock market. In fact, in a terrible economic environment
such as the Great Depression, bonds may appreciate in value if inflation
is declining. In Chapter 6, where I talk about asset allocation, I explain
how to incorporate bonds into long-term portfolios for goals such as
retirement.

1+ Generating current income, If you're retired or not working, bonds are
better than most other investments for producing a current income
stream.
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l'm gonna make how much?

When comparing bonds funds of a given type (for example, high-quality,
short-term corporate bond funds), most people want to pick the one that’s
going to make the most money for them. But be careful; your desire for high
returns is easily exploited by mutual fund companies. They love to lure you
into a bond fund by emphasizing high past performance and current yield,
deflecting your attention away from the best predictor of bond fund perfor-
mance: operating expenses.

Don’t overemphasize past performance

The first mistake novice bond fund investors make is to look at recent
performance and assume that those are the returns they’re going to get in the
future. Investing in bond funds based only on recent performance is tempt-
ing right after a period when interest rates have declined, because declines
in interest rates pump up bond fund total returns. Remember that an equal
but opposite force is waiting to counteract pumped-up bond returns — bond
prices fall when interest rates rise, which they eventually will.

Don’t get me wrong: Past performance is an important issue to consider. But
in order for performance numbers to be meaningful and useful, you must
compare the same type of bond funds to each other (such as intermediate-
term funds that invest exclusively in high-grade corporate bonds) and
against the correct bond market index or benchmark (which I discuss in
Chapter 12).

Be careful with “current yield” quotes

A fund’s yield measures how much the fund is currently paying in dividends;
it is quoted as a percentage of the fund’s share price: say, 6.4 percent. This
statistic certainly seems like a valid one for comparing funds. Unfortunately,
it has been abusively exploited by some fund companies.

Don’t confuse a bond fund’s yield with its return. Dividends are just one part
of a fund’s return, which includes capital gain distributions as well as
changes in the bond fund’s share price. Over a given period of time, a bond
fund could have a positive yield but a negative overall return.

Some unscrupulous fund companies try to obscure the difference between
yield and return. Forbes magazine once reported on an advertisement sent
out by the Fundamental U.S. Government Strategic Income Fund. In huge
type on the cover of this brochure, the fund boasted of its 11.66 percent
yield, an impressive number because the 30-year Treasury bonds were
yielding less than 8 percent at the time. One can only assume that the
designers of this promo piece hoped that you wouldn’t check out the back
cover, where the small print stated that the fund’s overall return for the
previous year was negative 15.7 percent.
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Bond funds and the mutual fund companies that sell them can play more
than a few games of creative accounting to fatten a fund’s yield. Such sleight
of hand makes a fund’s marketing and advertising departments happy
because higher yields make hawking the bond funds easier for the sales-
people. But always remember that yield-enhancing shenanigans can leave
you poorer. Here’s what to watch out for:

2 1 Lower quality. You may compare one short-term bond fund to another
and discover that one pays 0.5 percent more and therefore looks better.
However, if you look a little further, you discover that the higher-
yielding fund invests 20 percent of its assets in junk bonds (a BB or less
credit-quality rating), whereas the other fund is fully invested in high-
quality bonds (AAA and AA rated). In other words, the junk bond fund
is not necessarily better; given the risk it’s taking, it should be yielding
more.

| 1 Lengthened maturities. Bond funds can usually increase their yield just
by increasing maturity a bit. (Insiders call this gambit going further out
on the yield curve.) So when comparing yields on different bond funds,
be sure that you're comparing them for funds of similar maturity. Even
if they both call themselves “intermediate-term,” if one bond fund
invests in bonds maturing on average in seven years, while another
fund is at ten years for its average maturity, comparing the two is a
classic case of comparing apples to oranges. Because longer-term
bonds usually have higher yields (due to increased risk), the ten year
average maturity fund should yield more than the seven year average
maturity fund. '

1~ Giving your money back without your knowledge. Some funds return
. aportion of your principal in the form of dividends. This move artificially
pumps up a fund’s yield but depresses its total return. Investors in this
type of bond fund are rudely awakened when, after enjoying a healthy
yield for a period of time, they examine the share price of their bond
fund shares and find that they are worth less than they paid for them.

When you compare bond funds to each other by using the information
in the prospectuses, make sure that you compare their total return over
time (in addition to making sure that the funds have comparable
portfolios of bonds and durations).

i .~ Waiving of expenses. Some bond funds, particularly newer ones, waive
a portion or even all their operating expenses to temporarily inflate the
fund’s yield. Yes, you can invest in a fund that is having a sale on its
operating fees, but you also buy yourself the bother of having to
monitor the fund to determine when the sale is over. Bond funds
engaging in this practice often end sales quietly when the bond market
is doing well. Don't forget that if you sell a bond fund (held outside of a
retirement account) that has appreciated in value, you owe taxes on
your profits.



Do focus on costs

Like money market funds, bond fund returns are extremely sensitive to
costs. After you've identified a particular type of bond fund to invest in,
expenses should be your number one criterion for comparing funds.

For bond funds, do not tolerate operating expenses higher than 0.5 percent.
Amazingly, about half of the thousands of bond funds charge more than 1
percent annually.

Like money market investments, the market for bonds is very efficient. For
any two bond managers investing in a particular bond type — say long-term
municipal bonds — picking bonds that outperform the other’s over time is
difficult. But if one of those bond funds charges lower fees than the other,
that difference provides the low fee fund with a big head start in the perfor-
marnce race.

You can earn a higher yield from a bond fund in one of three major ways: by
investing in funds that

v Hold longer-term bonds

v Hold lower-credit-quality bonds

v Have lower operating expenses
After you've settled on the type of bonds you want, a bond fund’s costs —

its sales commissions and annual operating fees — are a huge consideration.
Stick with no-load funds that have lower annual operating expenses.

Chapter 8: Bond Funds — When Boring Is Beautiful ’ 9 ’ |
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Where does a bond fall on the yield curve?

Higher yields compensate you for taking more risk. Earlier in the chapter, I
show you the greater risk of longer-term bonds, which suffer price declines
greater than do short-term bonds when rates rise.

Most of the time, longer-term bonds pay higher yields than do short-term
bonds. You can look at a chart of the current yield of bonds plotted against
when they mature. This type of chart is known as a yield curve. Most of the
time, this curve slopes upward (see Figure 8-1). Most financial newspapers
and magazines carry a current chart of the yield curve.

Hypothetical Treasury Yield Curve
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To muni or not to muni?

Just as money market funds can produce taxable or tax-free dividends, so
too can bond funds. In order to produce tax-free income, a bond fund must
invest in municipal bonds (also called muni bonds or munis) issued by state
or local governments.

As long as you live in the United States, municipal bond funds are federally
tax-free to you. Funds that specialize in muni bonds issued just in your state
pay dividend income that'’s free of your state’s taxes as well.
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If you're in a high tax bracket (31 percent or higher for federal tax) and you
want to invest in bonds outside of tax-sheltered retirement accounts, you'll
probably do better in a muni fund than in a bond fund that pays taxable
dividends (see Chapter 6 to determine your tax bracket). If you're in the 28
percent federal bracket, you may or may not come out ahead with munis;
you are on the borderline. At less than 28 percent, don’t muni.

(continued)
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(continued)

Recommended Bond Funds

If you've read through this chapter, you now know more about bond funds
than you probably ever imagined possible; so now it’s time to get down to
brass tacks: selecting bond funds for a variety of investing needs.

Using the logic laid out earlier in this chapter, I present you with a menu of
choices. Although thousands of bond funds are available — an overwhelming
number of choices — not that many are left to consider after you eliminate
high-cost funds (those with loads and ongoing fees), low-performance
funds (which are often the just mentioned high-cost funds), and funds
managed by fund companies and fund managers with minimal experience
investing in bonds.

I've done the winnowing out for you, and the funds I present in the sections
that follow are the best of the best for meeting specific needs. I've organized
the funds by the average maturity and duration of the bonds that they
invest in, as well as by the taxability of the dividends that they pay. If you're
investing in bonds inside retirement accounts, then you want taxable bonds.
If you're investing in bonds outside retirement accounts, as I discuss in the
previous section, the choice between taxable versus tax-free depends on
your tax bracket.
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Use the following funds only if you have sufficient money in your emergency
reserve (see Chapter 3). If you're investing money for longer-term purposes,
particularly retirement, come up with an overall plan for allocating your
money among a variety of different funds, including stock and bond funds.
For more on allocating your money, be sure to read Chapter 6.

Short-term bond funds

Short-term bond funds, if they live up to their name, invest in short-term
bonds (which mature in a few years or less). Of all bond funds, these are the
least sensitive to interest rate fluctuations. Their stability makes them the
most appropriate bond funds for money on which you want to earn a better
rate of return than a money market fund could produce for you. But, with
short-term bond funds, you also have to tolerate the risk of losing a percent
or two in principal value if overall interest rates rise.

Short-term bonds work well for investing money to afford major purchases
that you expect to make in a few years, such as a home, a car, or a portion of
your retirement account investments that you expect to tap in the near
future.

Taxable short-term bond funds

Bond funds that pay taxable dividends are appropriate if you're not in a high
tax bracket (less than 28 percent federal) and for investing inside retire-
ment accounts. (Call the fund companies for current yields.)

Vanguard Short-Term Corporate Portfolio invests about 85 percent of its
portfolio in high- and moderate-quality, short-term corporate bonds (the
average credit rating is A to AA). Typically, it keeps the rest of its portfolio in
U.S. Treasuries. It may even stray a bit overseas and invest several percent
of the fund’s assets in promising foreign bonds. This fund maintains an
average maturity of two to three years, and duration currently is 2 years.

Ian MacKinnon and Robert Auwaerter have co-managed Vanguard’s Short-
Term Corporate fund since the early 1980s (between them, MacKinnon and
Auwaerter boast four decades of bond investing experience). All told, this
fund invests in about 200 bonds (imagine having to keep track of all of them
by your poor little old lonesome!). This fund maintains a wafer-thin 0.3
percent operating expense ratio and has a $3,000 minimum initial invest-
ment ($1,000 for retirement accounts). = 800-662-7447.

PIMCO Low Duration is a more aggressive short-term bond fund than
Vanguard’s Short-Term Corporate. The fund invests mostly in corporate
bonds, as well as in mortgage bonds with maturities that typically range
from one to five years depending on fund manager William Gross’s outlook
for inflation and the economy.

195
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Gross, who has managed this fund since 1987, has two decades of experi-
ence managing money in the bond market. He makes relatively wide swings
in strategy and has had periods during which the fund has concentrated its
investments in money market securities (more than 40 percent at times)
when Gross saw interest rates rising and wanted to protect principal.

Gross has also ventured up to 20 percent into foreign bonds, some junk
bonds (around 10 percent), and even a sprinkling of derivatives, such as
futures and options, to slightly leverage returns. Despite this aggressive-
ness, the fund has had low volatility. The fund’s duration is between 2 and 3
years. PIMCO Low Duration maintains a low 0.4 percent annual operating
expense ratio. Although this fund may seem intended for heavy hitters,
given its normally stratospheric $1,000,000 minimum initial investment,
select discount brokers such as Jack White (see Chapter 5) offer this fund’s
purchase for $25,000. :

U.S. Treasury short-term bond funds

U.S. Treasury bond funds are appropriate if you prefer a bond fund that
invests in U.S. Treasuries (which have the safety of government backing) or
if you're not in a high federal tax bracket (less than 28 percent), but you are
in a high state tax bracket (5 percent or higher).

I don’t recommend Treasuries for retirement accounts because they pay less
interest than fully taxable bond funds. (Call the fund companies for current
yields.)

Vanguard Short-Term Treasury invests in U.S. Treasuries maturing within
two to three years — you can’t get much safer than that. Duration currently
is 2 years. Like Vanguard’s Short-Term Corporate, this fund is managed by
the bond dynamic duo of MacKinnon and Auwaerter. Although the fund has
that lean Vanguard expense ratio of 0.3 percent annually, don’t forget that
you can buy Treasuries direct from your local Federal Reserve bank if you
don’t need liquidity. $3,000 is the minimum initial investment.

Vanguard Admiral Short-Term U.S. Treasury does what the Short-Term
Treasury fund does, except that it does it even cheaper. Its annual expense
ratio is 0.15 percent. But — and, yes, this is a big but — you need a $50,000
minimum initial investment to get in the door. = 800-662-7447.

Municipal tax-free short-term bond funds

Unfortunately, short-term bond funds that are free of both federal and state
taxes are scarce. However, some good short-term funds are free of federal
but not state taxes. These are appropriate if you're in a high federal bracket
(28 percent and up) but in a low state bracket (less than 5 percent).



If you live in a state with high taxes, consider a state money market fund,
which I cover in Chapter 7. (Call the fund companies for current yields.)

Vanguard Municipal Short-Term Portfolio invests in the creme de la créme
of the federally tax-free muni bonds issued by state and local governments
around the country (its average credit rating is AAA). The fund’s average
maturity ranges from one to two years and duration currently is about 1 year.

Vanguard Municipal Limited-Term does just what the short-term fund does
(and has the same manager), except that it does it a while longer. This fund’s
average muni bond matures in two to five years, although its average credit
rating is a respectable AA. Both the short-term and limited-term funds have
a parsimonious annual operating expense ratio of 0.2 percent and require a
$3,000 minimum initial investment. = 800-662-7447.

Intermediate-term bond funds

Intermediate-term bond funds hold bonds that typically mature in a decade
or so. They are more volatile than shorter-term bonds but should be more
rewarding. The longer you can own an intermediate-term bond fund, the
more likely you are to earn a higher return on it than on a short-term fund,
unless interest rates keep rising over many years.

You should not purchase an intermediate-term fund unless you expect to
hold it for a minimum of three to five years — or even longer, if you can.
Therefore, the money you put into this type of fund should be money that
you don’t expect to use during that period. Also, if you invest in these funds
in a non-retirement account, be sure that you're not in a high tax bracket —
28 percent or more federal. (Call the fund companies for current yields.)

Taxable intermediate-term bond funds

Vanguard Index Total Bond Market is an index fund that tracks the index of
the entire bond market, the Lehman Brothers Aggregate Bond Index. The
fund is managed by Jan MacKinnon, Kenneth Volpert, and a computer. The
index that this fund seeks to replicate has about 5,000 bonds, but this fund
typically holds only about 10 percent of those bonds by using a sampling to
mirror the index. Investment-grade corporate bonds and mortgages make up
half of the investments, although the other half are U.S. government and
agency securities. Annual operating expenses are a paltry 0.2 percent. To
encourage longer-term investors and discourage trading, the fund charges a
$10 annual account maintenance fee for balances under $10,000. You need a
$3,000 minimum initial investment to open ($1,000 for retirement accounts).
= 800-662-7447.
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PIMCO Total Return is managed in much the same way as the PIMCO Low
Duration fund (which I describe in the section, “Taxable short-term bond
funds™), and the two funds even share the same fund manager, William
Gross. The Total Return fund’s main distinction is that it invests in bonds
that mature in roughly ten years (plus or minus a few years). The annual-
operating expense ratio is 0.4 percent. See my description of PIMCO Low
Duration earlier in the chapter (in the section “Taxable short-term bond
funds”) for more details on PIMCO Total Return and how to purchase it.

PIMCO Total Return III is almost identical to Total Return, except that it
invests in bonds issued by companies deemed to be socially responsible (a
class of funds that I cover in Chapter 9).

Vanguard GNMA invests in residential mortgages that people just like you
take out when they purchase a home and borrow money from a bank. Like
other GNMA funds, this one has very low credit risk (its average credit
rating is AAA). Why? Because the principal and interest on GNMAs is
guaranteed by the federal government (which makes most people — Ameri-
cans, anyway — feel warm and fuzzy). All GNMA funds have prepayment risk
(if interest rates fall, mortgage holders refinance). But this GNMA fund has
less risk than most because it minimizes the purchase of mortgage bonds
that were issued at higher interest rates — and are therefore more likely to
be refinanced and paid back early.

This fund is managed by Paul Kaplan at Wellington Management, a private
money management firm that Vanguard uses for many of its other funds.
GNMA doesn’t invest in some of the more exotic mortgage securities and
derivatives abused by other firms’ bond funds. Like all other bond funds,
this one has interest rate risk, though it’s comparable to other intermediate-
term bond funds despite the longer maturity of most of this fund’s holdings.
Duration is currently around 5 years and the fund’s yearly operating ex-
pense ratio is 0.3 percent. $3,000 is the minimum initial investment, $1,000
for retirement accounts. = 800-662-7447.

Other noteworthy GNMA bond funds include these delectable morsels:

» American Century-Benham GNMA. Boasts an excellent track record
back to 1985, although it has suffered numerous manager changes in
recent years. It has a 0.6 percent annual operating expense ratio. $2,500
is the minimum initial investment for non-retirement accounts, $1,000
for retirement accounts. Often, it can be purchased through discount
brokers without additional fees. = 800-345-2021.

1 USAA GNMA. One of the many solid funds offered by USAA. Its track
record, however, dates back only to 1991. Annual operating expense
ratio is 0.3 percent. $3,000 is the minimum initial investment, $250 for
retirement accounts. = 800-382-8722.
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U.S. Treasury intermediate-term bond funds

U.S. Treasury bond funds are appropriate if you prefer a bond fund that
invests in U.S. Treasuries (which have the safety of government backing)
and if you're not in a high federal tax bracket (less than 28 percent), but you
are in a high state tax bracket (5 percent or higher). I don’t recommend
Treasuries for retirement accounts because they pay less interest than fully
taxable bond funds. (Call the fund company for current yields.)

Vanguard Intermediate-Term Treasury invests in U.S. Treasuries maturing
in five to ten years. Vanguard Admiral Intermediate-Term U.S. Treasury
is for higher balance customers (see the descriptions for the short-term
U.S. treasury funds for minimum initial investments and expense ratios).

= 800-662-7447.

Municipal tax-free intermediate-term bond funds

Consider federally tax-free bond funds if you're in a high federal bracket (28
percent and up) but a relatively low state bracket (less than 5 percent). If
you're in a high federal and state tax bracket, see the state and federally tax-
free bonds later in this section. (Call the fund company for current yields.)

Vanguard Municipal Intermediate-Term does what Vanguard’s short-term
muni funds do, except that it invests in slightly longer-term muni bonds (the
average credit rating is AA). The annual operating expense ratio is 0.2
percent. $3,000 is the minimum initial investment. & 800-662-7447.

The state and federally tax-free bond funds listed in Table 8-2 may be
appropriate if you're in high federal (28 percent and up) and high state (5
percent or higher) tax brackets. (If one is not listed for your state or if
you're only in a high federal tax bracket, remember to use the nationwide
Vanguard municipal bond fund that I describe in the preceding paragraph.)

Table 8-2 State and Federally Tax-Free Intermediate-
‘ Term Bond Funds
Fund Operating Expense  Minimum to Open
American Century-Benham 0.5% $5,000
CA Tax-Free Intermediate-Term
Schwab CA Short-Intermediate  0.5% $1,000
Tax-Free
Vanguard CA Tax-Free Insured 0.2% $3,000

Intermediate Term
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Long-term bond funds

Long-term bond funds are the most aggressive and volatile bond funds
around. If interest rates on long-term bonds increase substantially, you can
easily see the principal value of your investment decline 10 percent or more.

Long-term bond funds generally are used for retirement investing in one of
two situations:

# 1~ For investors not expecting to tap their investment money — ideally —
for a decade or more

v For investors wanting to maximize current dividend income and who
are willing to tolerate volatility

Definitely don’t use these funds for investing money you plan to use within
the next five years, because a bond market drop could leave your portfolio
with a bit of a hangover (use intermediate-term and short-term bond funds
instead). And don’t use these funds in a non-retirement account if you're in a
high tax bracket — 28 percent or more federal. (Call the fund companies for
current yields.)

Taxable {0n4-term bond funds

Dodge and Cox Income is run by a conservative management team at an old
San Francisco investment firm that has been managing money for private
accounts since 1930 and running mutual funds since 1931. This fund, which
focuses on government securities and high grade corporate debt, is less
volatile than most long-term bond funds. The operating expense ratio is 0.5
percent. $2,500 is the minimum initial investment ($1,000 for retirement
accounts). = 800-621-3979.

Vanguard Long-Term Corporate is comprised mostly of high-grade corporate
bonds, but it sometimes holds around 10 percent in Treasuries and foreign
and convertible bonds. Long-term bonds such as these can produce wide
swings in volatility. For example, this fund lost more than 9 percent of its
principal value in 1987, its worst year in a decade. The dividends of 9.2
percent paid that year brought the fund back to produce a total return of
0.2 percent. The fund is managed by Wellington Management’s Earl McEvoy,
who was new to the fund in 1994, but Wellington itself has managed this
fund since its inception in 1973. It has an annual operating expense ratio
of 0.3 percent, with a $3,000 minimum initial investment ($1,000 for retire-
ment accounts). P

pd
Vanguard High Yield Corporate invests in lower-quality (also known as
junk) corporate bonds. These pay more and are for more aggressive inves-
tors stretching for greater yield. Remember that long-term junk bonds are
among the most volatile available: They not only are interest-rate-sensitive,
but they're also susceptible to changes in the economy. For example, this



Chapter 8: Bond Funds — When Boring Is Beautiful 2 0 ’

fund lost nearly 18 percent of its principal value in 1990. Unlike other high-
yield funds, this fund invests little (if any) of its funds in lower-rated junk
bonds; it invests in the best of the junk! This fund has been managed since
1984 by Earl McEvoy at Wellington Management. The fund has been around
since 1978, a degree of longevity that makes it one of the longest- and best-
performing junk bond funds. Yearly operating expenses are 0.3 percent.
$3,000 is the minimum initial investment ($1,000 for retirement accounts).
= 800-662-7447.

PIMCO High Yield has turned in an impressive performance since its
inception in 1992. This is due to both the fund’s low operating expenses (0.5
percent) and manager Benjamin Trosky'’s willingness to take calculated risks
with a small portion of the portfolio — for example, investing in emerging-
markets debt. However, Trosky manages to keep the overall fund relatively
conservative for a junk bond fund: Average credit quality is BB and duration
hovers around 4. See “PIMCO Low Duration” in the section “Taxable short-
term bond funds” for information on how to buy into PIMCO funds.

U.S. Treasury long-term bond funds

U.S. Treasury bond funds are appropriate if you prefer a bond fund that
invests in U.S. Treasuries (which have the safety of government backing)
and if you're not in a high federal tax bracket (less than 28 percent), but you
are in a high state tax bracket (5 percent or higher). I don’t recommend
Treasuries for retirement accounts because they pay less interest than fully
taxable bond funds. (Call the fund companies for current yields.)

Vanguard Long-Term Treasury invests in U.S. Treasuries with average
maturities around 20 years. Currently, duration is about 10 years. Vanguard
Admiral Long-Term U.S. Treasury is for higher balance customers. (See the
descriptions in the section, “U.S. Treasury short-term bond funds,” for
minimum initial investments and expense ratios.) = 800-662-7447.

Municipal tax-free long-term bond funds

Vanguard Municipal Long-Term does what Vanguard’s short-term muni
funds do, except that it invests in long-term muni bonds (the average credit
rating is AA). Another twist on Vanguard’s Long-Term muni fund is the
Vanguard Municipal Insured Long-Term fund, which also buys long-term
munis, but only those that are insured (the average credit rating is AAA).
Both of these funds have annual operating expense ratios of 0.2 percent and
a $3,000 minimum initial investment. = 800-662-7447.

The state and federally tax-free bond funds listed in Table 8-3 may be
appropriate if you're in a high federal (28 percent and up) and high state (5
percent or higher) tax brackets. (If Table 83 doesn't list a fund for your
state or if you're only in a high federal tax bracket, use the nationwide
Vanguard Municipal bond funds I describe in this section.) (Call the fund
companies for current yields.)




Free Insured
Long-Term

Table 8-3 State and Federally Tax-Free
Long-Term Bond Funds

Fund Types of Operating Minimum
Muni Bonds Expenses to Open

American Century- CA 0.5% $5,000

Benham CA Tax-

Free Long-Term

Vanguard CA Tax- ~ Insured CA 0.2% $3,000

Free Insured

Long-Term

Fidelity Spartan CT  Lower-quality CT 0.5% $10,000

Muni Income .

Fidelity Spartan FL  Lower Quality FL 0.5% $10,000

Muni income

USAA FL Tax- FL 0.5% $3,000

Free Income

Vanguard FL FL 0.2% $3,000

Insured Tax-Free

Fidelity Spartan Lower-quality MA 0.6% $10,000

MA Muni Income

Fidelity Spartan Lower Quality MD 0.5% $10,000

MD Muni Income

Fidelity Spartan Ml Lower-quality Mi 0.6% $10,000

Muni Income

Fidelity Spartan MN 0.6% $10,000

MN Muni Income

Fidelity Spartan NJ  Lower Quality NJ 0.5% $10,000

Muni Income

Vanguard NJ Insured NJ 0.2% $3,000

Tax-Free Insured

Long-Term

Vanguard NY insured NY 0.2% $3,000

Insured Tax-Free

USAA NY Bond NY 0.5% $3,000

Vanguard OH Tax-  Insured OH 0.2% $3,000
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Fund Types of Operating Minimum
Mumi Bonds Expenses to Open

Vanguard PA Tax-  Insured PA 0.2% $3,000

Free Insured

Long-Term

USAA TX Tax- > 05% $3,000

Free Income

USAA VA Bond VA 0.5% $3,000

Exploring Alternatives to Bond Funds

Bond mutual funds are hardly the only way to “lend” your money and get
paid a decent yield. In the following sections, I talk you through the pros and
cons of other alternatives, some of which have acronyms you can impress
your friends and family with — or confirm that you're an investments geek.
Regardless of which investment type(s) you end up purchasing, remember
to do your big-picture thinking first: What do you plan to use the money for
down the road? How much risk can you take — and how much are you
willing to take? What'’s your tax situation?

Most of these bond fund alternatives have one thing in common: They offer
psychological solace to those who can’t stomach fluctuations in the value of
their investments. After I tell you more about these alternatives (including
information that you’re not likely to hear in a marketing pitch from the
company or person who's trying to sell you on them), those low-cost bond
funds will probably look more attractive.

Certificates of deposit

For many decades, bank certificates of deposit (CDs) have been the invest-
ment of choice for folks with some extra cash that is not needed in the near-
term. The attraction is that you get a higher rate of return on a CD than on a
bank savings account or money market fund. And unlike a bond fund, a CD’s
principal value does not fluctuate. Of course, you also enjoy the peace of
mind afforded by the government’s FDIC insurance program.

All these advantages of CDs are not nearly as attractive as they may seem on
the surface. I start with the FDIC insurance issue. Bonds and bond mutual
funds are not FDIC-insured. The lack of this insurance, however, shouldn’t
trouble you on high-quality bonds because these bonds rarely default.

Even if a fund held a bond that defaulted, it probably would be a tiny
fraction (less than 1 percent) of the value of the fund, so it would have little
overall impact.
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You may believe that’s there’s no chance you’ll lose money on a CD — but
banks have failed and will continue to fail. Although you're insured for
$100,000 in a bank, if the bank crashes, you'll likely wait quite a while to get
your money back — and you’ll probably settle for less interest than you
expected, too.

Here’s another myth about CDs: The principal value of your CD does not
fluctuate. Sure it does; you just don’t see the fluctuations! Just as the market
value of a bond drops when interest rates rise, so too does the “market
value” of a CD and for the same reasons. At higher interest rates, investors
expect a discounted price on fixed-interest-rate CDs because they always
have the alternative of purchasing a new CD at the higher prevailing rates.
Some CDs are actually bought and sold among investors — on what’s known
as a secondary market — and they trade and behave just like bonds.

So a lot of those advantages CDs seem to have aren’t as impressive as some
may believe. In fact, compared to bonds, CDs have a number of drawbacks:

v~ Early withdrawal penalties. Money in a CD is not accessible unless you
cough up a fairly big penalty — typically, six months’ interest. With a
no-load (commission-free) bond fund, if you need some or all of your
money next month, next week, or even tomorrow, you can access it
without penalty.

1 Restricted tax options. Another seldom-noted drawback of CDs is that
they come in only one tax flavor — taxable. Bonds, on the other hand,
come both in tax-free (federal and/or state) and taxable flavors. So if
you're a higher-tax bracket investor, bonds offer you a tax-friendly
option that CDs can’t.

v Lower yield. For a comparable maturity, CDs yield less than a high-
quality bond. Often, the yield difference is 1 percent or more. If you
don’t shop around — if you lazily purchase CDs from the bank that you
use for your checking account, for example — you may be sacrificing 2
percent or more in yield.

Don’t forget about the unfriendly forces of inflation and taxes. They
may gobble up all the yield that your CD is paying, thus leaving you no
real growth on your investment. An extra percentage point or two from
a bond can make a big difference in the long-term.

In the long run, you'll earn more and have better access to your money in
bond funds than in CDs. And bond funds make particular sense if you're in a
higher tax bracket and would benefit from tax-free income on your investments.
If you're not in a high tax bracket (a federal rate of less than 28 percent) and
you get gloomy whenever your bond fund’s value dips, then consider CDs.

CDs may make the most sense if you know, for example, that you can invest
your money for one year, after which you’ll need the money for some
purchase you expect to make. Just make sure that you shop around to get
the best interest rate.



If what attracts you to CDs is the U.S. government backing that comes with
FDIC insurance, then you might consider Treasuries, which are government-
backed bonds. Treasuries often pay more interest than the better CDs
available.

Individual bonds

“Why buy a bond fund and pay all those ongoing management fees, year after
year, when you can buy high-rated bonds that pay a higher yield than that fund
you're looking at?”

“You can create your own portfolio of bonds and purchase bonds with different
maturities. That way, you're not gambling on where interest rates are headed,
and you won't lose principal as you may in a bond fund.”

Maybe you’ve had thoughts like these. More likely, you've listened to a
broker — who was trying to sell individual bonds to you — make these sorts
of comments. Does the purchase of individual bonds make sense for you?
Although the decision depends on several factors, I can safely say that most
types of individual bonds probably are not for you. (Treasuries that you can
buy directly from a local Federal Reserve bank without charge are notable
exceptions to the comments that follow.) Here are some strong reasons why
you’re probably better off with a good bond mutual fund instead:

i »# Diversification. You don’t want to put all your investment money into a
| small number of bonds that are issued by companies in the same
industry or that mature at the same time. Building a diversified bond
portfolio with individual issues is difficult unless you have a hefty
chunk (at least several hundred thousand dollars) that you desire to
invest in bonds.

| »” Commissions. If you purchase individual bonds through a broker,

| you're going to pay a commission. In most cases, it’s hidden; the broker
quotes you a bond price that includes the commission. Even if you go
through a discount broker, transaction fees take a healthy bite out of
your investment. The smaller the amount invested, the bigger the bite.
On a $1,000 bond, the fee can equal up to 5 percent.

. 1~ Life’s too short. Do you really want to research bonds and go bond
shopping? You have better things to do with your time. Bonds and the
companies that stand behind them aren’t that simple to understand.
For example, did you know that some bonds can be “called” before
their maturity date? Companies often do this to save money if interest
rates drop significantly. After you purchase a bond, you need to do the
same things that a good portfolio manager would need to do, such as
tracking the issuer’s creditworthiness and monitoring other important
financial developments.
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In terms of costs, you can purchase terrific bond funds with yearly operating
expense ratios of just 0.2 percent. And remember, a bond mutual fund buys
you tons of diversification and professional management so that you can
spend your time doing activities you're good at and enjoy. You can increase
your diversification by purchasing bond funds with different maturity
objectives (short, intermediate, and long) or an index bond fund that covers
the range.

If you already own individual bonds and they fit your financial objectives
and tax situation, you can hold them until maturity because you've already
incurred a commission when they were purchased; selling them now would
just create an additional fee. When the bond(s) mature(s), think about
moving the proceeds into bond funds if you want to continue owning bonds.

Don’t mistakenly think that your current individual bonds are paying the
same yield as when they were originally issued (that yield is the number
listed on your brokerage account statement in the name of the bond). As the
market level of interest rates changes, the yield that’s on your bonds
fluctuates to rise and fall with the market level of rates. So if rates have fallen
since you bought your bonds, the value of those bonds has increased —
which in turn reduces the effective yield that you're currently earning.

Guaranteed-investment c(mtmcts

Guaranteed-investment contracts (GICs) are sold and backed by an insurance
company. Typically, they quote you a rate of return projected one or a few
years forward. So, like that of a CD, a GIC's return is always positive and
certain. With a GIC, you experience none of the uncertainty that you nor-
mally face with a bond fund that fluctuates with changes in interest rates
and other economic upheavals.

The attraction of GICs is that your account value does not fluctuate (at least,
not that you can see). For people who would panic the moment a bond
fund’s value slips, GICs soothe the nerves. And they usually provide.a higher
yield than a money market or savings account.

As a rule, the insurance company invests GIC money mostly in bonds and
maybe a bit in stocks. The difference between the amount these investments
generate for the insurer and the amount they pay in interest is profit to the
insurer. The yield is usually comparable to that of a bond fund. Typically,
once a year, you'll receive a new statement showing that your GIC is worth
more — thanks to the newly added interest.

Some employers offer GICs in their retirement savings plans as a butt-
covering option or because an insurance company is involved in the
company’s retirement plan. More and more companies are eliminating GICs
as investment options because of the greater awareness about GICs’ draw-
backs. First, insurance companies (like banks) have failed and will continue
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to fail. Although failed insurers almost always get bailed out — usually
through a merger into a healthy company — you can take a haircut on the
promised interest rate if your GIC is with a failed insurance company.
Second, by having a return guaranteed in advance, you pay for the peace of
mind in the form of lower long-term returns.

Mortgages

Another way that you can invest your money for greater dividend income is
to lend your money via mortgages and second mortgages. These “deals” are
often arranged by mortgage brokers. They appeal to investors who don’t
like the volatility of the stock and bond markets. With a mortgage, you don’t
have to look up the value every day in the newspaper; a mortgage seems
safer because you can’t watch your principal fluctuate in value.

What’s amazing is that people who invest in these types of mortgages don't
realize that they're getting a relatively high interest rate only because they
are accepting relatively high risk. The risk is that the borrower can default —
which would leave you holding the bag. More specifically, you could get
stuck with a property that you may need to foreclose on. And if you don’t
hold the first mortgage, you're not first in line with a claim on the property.

If a property buyer could obtain a mortgage through a conventional bank, he
would. Banks offer the lowest interest rates. So if a mortgage broker is
offering you a deal to lend your money at 12 percent when the going bank
rate is 9 percent, that means you’ll be lending money to people that the
bank considers high risk. If a bank, with its millions of dollars of assets on
hand, is not willing to lend money to somebody, ask yourself whether you
should. Your mortgage investment also carries interest rate risk: If you need
to “sell” it early, you'd probably have to discount it, perhaps substantially if
interest rates have increased since you purchased it.

If you're willing to lend your money to borrowers who carry a relatively high
risk of defaulting, check out the high-yield bond fund I discuss earlier in the
chapter (under “Taxable long-term bond funds™). With this fund, you at least
diversify your money across many borrowers, and you benefit from the
professional review and due diligence of the fund management team. If the
normal volatility of a bond fund’s principal value makes you queasy, then
don’t follow your investments so closely!

If you're selling some real estate and are willing to act as the bank and
provide the financing to the buyer in the form of a first mortgage, that can
be a viable investment. Be careful to check the borrower’s credit, employ-
ment, and income situation; get a large down payment (at least 20 percent);
and try not to lend so much money that it represents more than, say, 10
percent of your total investments.
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Chapter 9

Funds for Longer-Term Needs:
Stock Funds
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In This Chapter

» How, when, and why to invest in stock funds

p The different types of stock funds

p Recommended hybrid, index, and U.S. funds

p Recommended international funds

p- Specialty funds — real estate, precious metals, and the like
» Socially responsible funds
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' o some, the stock market is nothing more than legalized gambling. To
others, it’s a ticket to great wealth if they can figure out what makes
it tick.

As you enter this perhaps most important of investing chapters, I may need
you to revise your expectations of the stock market so that you and I can
see eye to eye. [ don’t want you to be wounded by the stock market, which
can be punishing and unrelenting during bad times. Nor do I want you to
fear the market, because (as FDR once said under slightly different circum-
stances) there’s nothing to fear but fear itself.

Here'’s what you and I need to agree on:

”* People who make money in the stock market make money not because
they're smarter, luckier, or more clairvoyant than anyone else. They
make money by simply being more patient and using three simple
investment methods available to people of varying economic means
and intellectual abilities:

e Invest in a diversified portfolio of stocks.
¢ Continue to save money and add to your investments.

e Don’t try to time the market. In other words, save, invest, and sit
on your hands!



About 1 percent of professional investors appear to be “smarter” than
the rest of us. They make a couple of percent more per year on average
(some say that they're just lucky or statistical aberrations). You (and I)
aren’t going to be part of this 1 percent. If you were, you wouldn’t need
this book!

| ¥ People who get soaked in the stock market are those who make easily
|| avoidable mistakes. I define investment mistake as a bad decision that
you could or should have avoided, either because better options were
available, or because the odds were heavily stacked against your
making money. Investment mistakes result from not understanding risk
and how to minimize it, ignoring taxes and how your investments fit
into your overall financial plans, paying unnecessary and exorbitant
commissions and fees to buy and hold your investments, surrendering
to a sales pitch (or salesperson), and trading in and out of the market.
Give up the search for a secret code — there isn’t one. Focus on
avoiding major gaffes.

v The stock market is not the place to invest money that you’ll need to
tap in the near future (certainly not money you’ll need to use within the
next five years). If your stock holdings take a dive, you don’t want to be
forced to sell when your investments have lost value. So come along for
the ride — but only if you can stay for a while!

If you’re looking for magic ways to build a vast fortune without peril, you’ve
come to the wrong book. But, gentle readery, if you want insights for how you
can tap into one of the best investment funds to make your money grow,
read on.

Stock Funds: A Place
to Grow Your Money

As I explain in Chapter 1, stocks represent a share of ownership in a com-
pany and its profits. As companies (and economies in general) grow and
expand, stocks represent a way for investors to share in that growth and
success.

Over the last two centuries, investors holding diversified stock portfolios
earned a rate of return averaging about 10 percent per year, which ended up
being about 7 percent higher than the rate of inflation. Earning 7 percent per
year more than the rate of inflation may not seem like much (especially in a
world with gurus and brokers telling you that they can make you 20 percent,
50 percent, or more per year). But don’t forget the power of compounding:
At 7 percent per year, the purchasing power of your invested money doubles
about every ten years.
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Contrast this return with bond and money market investments, which have
historically returned just a percent or two per year over the rate of inflation.
At these rates of return, the purchasing power of your invested money takes
several decades or more to double.

Your investment’s return relative to the rate of inflation determines the
growth in purchasing power of your portfolio. What’s called the real growth
rate on your investments is the rate of return your investments earn per
year minus the yearly rate of inflation. If the cost of living is increasing

at 3 percent per year and your money is invested in a bank savings account
paying you 3 percent per year, you're treading water — your real rate of
return is zero. (On top of inflation, when you invest money outside of a tax-
sheltered retirement account, you end up paying taxes on your returns,
which could lead to a negative real “growth” in your money’s purchasing
power!)

Be patient . . .

Disclaimer: The 10 percent historic return in stocks that I quote is not
guaranteed to be the same in the future. Consider some of these unexpected
storms that hammered the stock market over the past century (see

Table 9-1).
Table 9-1 Great Plunges (20 Percent or More) in the
Dow Jones Industrial Average Index
of Large Company Stocks
Years Percent Decline* Years Percent Decline*
18901896 47% 1946-1949 24%
18991900 32% 1961-1962 27%
1901-1903 46% 1966 25%
1906-1907 49% 1968~1970 36%
1909-1914 29% 1973-1974 45%
1916-1917 40% 1976-1978 27%
1919-1921 47% 1981-1982 24%
1929-1932 89% 1987 36%
1937-1942 52%

* Please note that the returns that stock market investors earned during these periods would
differ slightly from the above figures, which ignore dividends paid by stocks. The returns also
ignore changes in the cost of living, which normally increases over time and thus makes
these drops seem even worse. The Great Depression is the exception to that rule: The cost of
living dropped then.
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As you see in Table 9-1, the stock market can take a beating. But before you
let the chart convince you to avoid the stock market at all costs for the rest
of your life, look at the time periods during which those great plunges
occurred. Notice how short most of those periods are. During the last
century, major stock market declines have lasted less than two years on
average. Some of the 20 percent-plus declines lasted less than one year. The
longest declines (1890-1896, 1909-1914, 1929-1932, 1937-1942, and 1946-
1949) lasted six, five, three, five, and three years, respectively.

Table 9-1 tells less than half the story. True, the stock market can suffer
major losses. But over the long haul, stocks make more money than they
lose. That’s how they end up with that 10 percent average annual long-term
return I've been telling you about.

Stock market crashes may be dramatic, but consider the powerful advances
(see Table 9-2) that have happened after big market declines.

Table 9-2 Great Surges in the Dow Jones Industrial Average
after Major Market Declines

Years Percent Increase
18961899 173%

1914-1916 114%

1932-1937 372%

19421946 129%

1949-1956 222%

1962—1966 86%

1970-1973 67%

1974-1976 76%

1987-1998 420%

These stock market increases more than made up for the previous declines.
In other words, wait long enough, and time will bail you out! This is why I
emphasize that stocks are for long-term investors and long-term goals. If
you're going to invest in stocks, you must have the time on your side to wait
out a major market decline. If you don'’t, you face the risk that you’ll have to
sell your stocks for a loss. Don't keep your emergency money in stocks. Only
invest money that you don’t plan on using for at least five years, preferably
ten or more.
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Add regularly to your stock investments

Although the stock market may be able to double the purchasing power of
your money on average every ten years, the real key to creating wealth with
stocks is investing in them regularly. Put $1,000 into stocks, and ten years
later, you'll probably have $2,000. But if you put $1,000 into stocks every
year for ten years, you end up with $14,000 — that’s 700 percent more.
Remember the power of combining these two simple but powerful financial
concepts: Regular savings and investing in growth-oriented investments lead to
simply amazing long-term results.

Another advantage of buying in regular chunks (some call this strategy
dollar-cost averaging, a subject I cover in Chapter 6) is that it softens the
blow of a major decline. Why? Because you’ll make some of your stock
investments as the market is heading south; perhaps you'll even buy at or
near the very bottom. After the market rebounds, you'll show a profit on
some of those last purchases you made, which will help to soothe the rest of
your portfolio — as well as your bad feelings about the stock market. If you
had used-dollar cost averaging during the worst decade for stock investors
this century (1928-38), you still would have averaged 7 percent per year in
returns despite the Great Depression and a sagging stock market.

Stocks and Funds

Mutual funds are the way to go when you want to invest in stocks. Stock
funds offer you tons of diversification and a low-cost way to hire a profes-
sional money manager. In Chapter 2, [ discuss at length why purchasing
individual stocks on your own doesn’t make good financial sense. (If you
haven’t read Chapter 2 yet and you believe that buying individual stocks is
the best route for you to take, please read it.)

Stock funds reduce risk
and increase returns

There’s really no way around it: Invest in stocks, and you expose yourself to
risk. But that doesn’t mean that you can’t work to minimize unnecessary
risk. One of the most effective risk-reduction techniques is diversification —
owning lots of different stocks to minimize the damage of any one stock’s
decline. Diversification is why mutual funds are such a great way to own
stocks.
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Unless you have a lot of money to invest, you can only cost effectively afford
to buy a handful of individual stocks. If you end up with a lemon in your
portfolio, it could devastate the returns of your better performing stocks.
Companies are quite capable of going bankrupt. Even those that survive a
rough period can see their stock prices plummet by huge amounts — 50
percent or more — and sometimes in a matter of weeks or months.

Even with the extended bull market in recent years (a bull market is one in
which stock prices are rising; its opposite is a bear market), certain indi-
vidual stocks have taken it on the chin. A good example is the technology
stock ATC Communications, which was widely touted on Internet message
boards in late 1996 after a seven-fold rise in price over the prior year. After
peaking in the mid- 20s in October 1996, the stock plunged more than 90
percent in a matter of months and didn’t rebound. Problems can take many
years to develop as well. IBM was once considered to be among the more
reliable and safe blue chip stocks. After trading as high as 175 in the early
1980s, it plunged 77 percent to a low of almost 40 in 1993. As of this writing,
it’s up to about 115.

Of course, owning any stock in a company that goes bankrupt and stays that
way means that you lose 100 percent of your investment. If this stock repre-
sents, say, 20 percent of your holdings, the rest of your stock selections must
increase about 25 percent in value just to get your portfolio back to even.

Stock mutual funds reduce your risk by investing in many stocks, often 50 or
more. If a fund holds 50 stocks and one drops to zero, you lose only 2
percent of the value of the fund if the stock was an average holding. If the
fund holds 100 stocks, you lose 1 percent, and a 200-stock fund loses only
0.5 percent if one stock goes. And don’t forget another advantage of stock
mutual funds: A good fund manager is more likely to sidestep investment
disasters than you are.

Another way that stock funds reduce risk (and thus their volatility) is by
investing in different types of stocks across various industries. Some funds
also invest in U.S. and international stocks (even though the fund names
may hide this fact).

Different types of stocks don’t always move in tandem. So if smaller-
company stocks are being beaten up, larger-company stocks may be faring
better. If growth companies are sluggish, value companies may be in vogue.
If U.S. stocks are in the tank, international ones may not be. (I discuss these
different types of stocks later in this chapter.)
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You can diversify into different types of stocks by purchasing several stock
funds, each of which focuses on different types of stocks. There are two
potential advantages to this diversification. First, not all of your money is
riding in one stock fund and with one fund manager. Second, each of the
different fund managers can focus on and track particular stock investing
possibilities.

How stock funds make money

When you invest in stock mutual funds, you can make money in three —
count 'em — three ways! They are:

v~ Dividends. Some stocks pay dividends. Most companies make profits
and pay out some of these profits to shareholders in the form of
dividends. Some high-growth companies reinvest most or all of their
profits right back into the business. As a mutual fund investor, you can
choose to receive your fund’s dividends as cash or reinvest them by
purchasing more shares in the mutual fund.

Unless you need the income to live on (if, for example, you're retired),
reinvest your dividends into buying more shares in the fund. If you do
this outside of a retirement account, keep a record of those reinvest-
ments because those additional purchases should be factored into the
tax calculations you'll make when you sell the shares. (Find the
lowdown on the relationship between fund investments and taxes in
Chapter 13.)

v~ Capital gains distributions. When a fund manager sells stocks for more
than he or she paid for them, the resulting profits, known as capital
gains, must be netted against losses and paid out to the fund’s share-
holders. As with dividends, your capital gains distributions can be
reinvested back into the fund.

1 Appreciation. The fund manager isn’t going to sell all the stocks that
have gone up in value. Thus, the price per share of the fund should
increase (unless the fund manager made poor picks or the market as a
whole is doing poorly) to reflect the gains in unsold stocks. For you,
these profits are on paper until you sell the fund and lock them in. Of
course, if a fund’s stocks decline in value, the share price will depreciate.

If you add together dividends, capital gains distributions, and appreciation,
you arrive at the fotal refurn of a fund. Stocks (and the funds that invest in
them) differ in the proportions that make up their total returns, particularly
with respect to dividends. Utility companies, for example, tend to pay out
more of their profits as dividends. But don’t buy funds that concentrate on
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utility stocks thinking that you’ll make more money because of the heftier
dividends. Utilities and other companies paying high dividends tend not to
appreciate as much over time because they aren’t reinvesting as much in
their businesses and growing.

Stock fund choices

Stock mutual funds, as their name implies, invest in stocks. These funds are
often referred to as equity funds. Equity (not to be confused with equity in
real estate) is another word for stocks.

Stock funds and the stocks that they invest in usually are pigeonholed into
particular categories based on the types of stocks they focus on. Categoriz-
ing stock funds often is tidier in theory than in practice, though, because
some funds invest in an eclectic mix of stocks. Here are the major ways that
funds and the stocks that they hold differ from one another:

® 1~ Size of company. Just as you can purchase shirts or sweaters in small,
medium, and large sizes, you can purchase stock in small, medium, and
large companies. The size of a company is defined by the total market
value (capitalization) of its outstanding stock. Small companies are
generally defined as those that have total market capitalization of less
than $1 billion. Medium-sized companies have market values between
$1 billion and $5 billion. Large-capitalization companies have market
values greater than $5 billion. These dollar amounts are somewhat
arbitrary. (Note: The term “capitalization” is routinely shortened to
“cap,” as in small-cap company or large-cap stock.)

Why care what size of companies a fund holds? Smaller companies
typically pay smaller dividends but appreciate more. They have more
volatile share prices but tend to produce greater total returns. Larger
companies’ stocks tend to pay greater dividends and on average are
less volatile but produce slightly lower total returns than small com-
pany stocks. Medium-sized companies, as you may suspect, fall be-
tween the two.

¢ 1 Growth or value? Stock fund managers and their funds are further

| categorized by whether investments are made in growth or value
stocks. Growth stocks are public companies that are experiencing
rapidly expanding revenues and profits. These companies tend to
reinvest most of their earnings in the company to fuel future expansion;
thus, these stocks pay low dividends. For example, IDG Books World-
wide, Inc. (the company that published this book) reinvests much of its
profits back into publishing more good books. (You can’t buy stock in
IDG though, because the company is private.)

Value stocks are public companies priced cheaply in relation to the
company’s assets, profits, and potential profits. It’s possible that such a
company is a growth company, but that’s unlikely because growth
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company stocks tend to sell at a premium compared to what the
company’s assets are worth.

v Geography. Stocks and the companies that issue them are further
categorized by the location of their main operations and headquarters.
Is a company based in the United States or overseas? Funds that
specialize in U.S. stocks are (surprise, surprise) called U.S. stock funds;
those focusing internationally are typically called “international” or
“overseas” funds.
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By putting together two or three of these major classifications, you can start
to appreciate all of those silly and lengthy names that mutual fund compa-
nies give to their stock funds. You can have funds that focus on large-
company value stocks or small-company growth stocks. These categories
can be further subdivided into more fund types by adding in U.S., interna-
tional, and worldwide funds. For example, you can have international stock
funds focusing on small company stocks or growth stocks.

The Best Stock Funds

A\

Using the selection criteria outlined in Chapter 4, the following sections
describe the best stock funds worthy of your consideration. The funds differ
from one another primarily in terms of the types of stocks they invest in.
Keep in mind as you read through these funds that they also differ from
each other in their “tax-friendliness” (see Chapter 6). If you're investing
inside a retirement account, you don’t need to care about this issue.

Because stock funds are used for longer-term purposes, the subject of stock

funds usually raises another important issue: How do you divvy up your loot
into the different types of investments for purposes of diversification and to

make your money grow? Chapter 6 answers that very question.

Mixing it up: Recommended hybrid funds

Hybrid funds invest in a mixture of different types of securities. Most
commonly, they invest in both bonds and stocks. These funds are usually
less risky and less volatile than funds that invest exclusively in stocks; in an
economic downturn, bonds usually hold up better in value than stocks do.

Hybrid funds make it easier for investors who are skittish about investing in
stocks to hold stocks while they avoid the high volatility that normally
comes with pure stock funds. Oh, you could place 60 percent of your invest-
ment moneys into a pure stock fund and the other 40 percent into a pure
bond fund — but you can do just that by investing in one hybrid fund that
has the same overall 60/40 mix. Because bonds and stocks often don’t
fluctuate in unison, movements of one can offset those of the other. Hybrid
funds are excellent choices for retirement account investing, particularly
where an investor doesn’t have much money to start with.

The two main types of hybrid mutual funds are balanced funds and asset
allocation funds. Balanced funds try to maintain a fairly constant percentage
of investment in stocks and bonds. For example, a balanced fund may state
that its objective is to have 60 percent of its investments in stocks and 40
percent in bonds. (Some balanced funds are exceptions to this rule and will,
like asset allocation funds, adjust their mix over time.)
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Asset allocation funds adjust the mix of different investments according to
the portfolio manager’s expectations. Essentially, the fund manager keeps an
eye on the big picture — watching both the stock and bond markets — and
moves money between them in an attempt to get the best value. The
manager’s efforts mean that you don’t have to worry about whether to move
some money from your bond mutual fund to your stock fund, or vice versa.
You can spend more time in your garden.

You should note, however, that most managers have done a dismal job in
beating the market averages by shifting money around rather than staying
put in sensible investments (see the next section on the Rodney Dangerfield
of mutual funds: index funds).

One of the brighter spots on the mutual fund landscape is the increasing
number of mutual funds that invest in a variety of different funds offered by
their parent companies. They're known as “funds of funds,” and they’re the
ultimate couch-potato way to invest! Each of the Vanguard LifeStrategy
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funds, for example, (which I describe in more detail in the upcoming section
“Vanguard’s Funds of Funds”) invests portions of its assets in various
Vanguard stock and bond funds that focus on different types of securities.

Without further ado, the following sections describe some stupendous
hybrid funds. They're loosely ordered from those that generally take less risk
to those that take more. Higher-risk hybrid funds tend to hold greater
positions in stocks and/or make wider swings and changes in their invest-
ments and strategies over time.

Vanguard Wellesley lncome

This is among the most conservative and income-oriented of the hybrids.
This fund typically has about two-thirds of its assets in high-quality bonds,
with the other third in high-yielding, large-company stocks. Since its incep-
tion in 1970, the majority of this fund’s returns have come from dividends.
Like many of the other conservative Vanguard funds, this one is managed by
Wellington Management and the dynamic duo of Earl McEvoy and John
Ryan, who have about 50 years of investment experience between them.

This fund is ideal for people who have either retired or are on the verge of
retiring — or anyone else who wants a high rate of current income but also
some potential for growth from their investments. The main drawback of
this fund is that it is somewhat interest rate-sensitive because it tends to
hold intermediate to longer-term bonds and higher-yielding stocks. Its
stocks, however, are more value-oriented large-company stocks and are
among the more stable of stocks. Its high-quality bonds also don’t go
through the gyrations that junk bonds do. Expense ratio is 0.3 percent.
$3,000 initial minimum, $1,000 for retirement accounts.= 800-662-7447.

Vanguard’s Funds of Funds

A fund of funds is simply a mutual fund that invests in other individual mutual
funds. Although the concept is not new, it has become increasingly attractive
to investors who are overwhelmed by the number of fund choices out there
or who want to diversify. Vanguard offers some excellent funds of funds.

Begun in 1985 — and thus the oldest of the funds of funds — the Vanguard
Star fund is diversified across nine different Vanguard funds: six stock, two
bond, and one money market fund. Its targeted asset allocation is 63% in stocks,
25% in bonds, and 12% in the money market fund. This fund emphasizes value
more than growth. It is also very U.S.-focused, seldom holding more than a few
percent in foreign stocks. The Star fund’s diversification comes cheap: The
average expense ratio of the underlying funds is 0.4 percent (there’s no
additional charge for packaging them together). The initial investment
requirement is just $1,000 for both retirement and non-retirement accounts.

Realizing that in the case of asset allocation, one size does not fit all, Van-
guard introduced the LifeStrategy series of funds in 1994. Although each of
the four LifeStrategy funds draws from numerous Vanguard stock and bond
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funds, they differentiate themselves by their target asset allocations. The
LifeStrategy Income portfolio, the most conservative of the bunch, has 80
percent in bonds and 20 percent in stocks whereas the LifeStrategy Growth
portfolio, at the other end of the risk spectrum, invests 80 percent in stocks
and 20 percent in bonds. The asset allocations of the other two portfolios —
Conservative Growth and Moderate Growth — fall in between these extremes.

Unlike the Star fund, the more aggressive LifeStrategy funds allow more
exposure to international markets: up to 15 percent for the Growth portfolio.
In addition, by relying more heavily on index funds than the Star fund does,
the LifeStrategy funds come through with an even lower average expense
ratio of 0.3 percent. Minimum initial investment is $3,000 ($1,000 for retire-
ment accounts).= 800-662-7447.

Dodge & Cox Balanced

This particular fund is one of the older balanced funds, having started in
1931. It wasn't until the 1980s that Dodge & Cox started marketing and
registering the fund for sale in states throughout the United States. The
company has never been all that aggressive or interested in building a huge
mutual fund (the fund is available in about half the states, mostly larger
ones). Although never at the top of the fund heap, this fund has not had a
down year since 1981.

Like Dodge & Cox itself, this fund is conservatively run, investing primarily
in large-company value stocks and high-quality, intermediate-term bonds.
Typically, it invests 60 percent in stocks and the rest in bonds. A small
portion of the fund (less than 10 percent) may be invested overseas and
less than 5 percent may be invested in junk bonds.

This fund has always been managed using a team approach, so if you like to
be able to rattle off the name of a star fund manager who’s investing your
money, this is not the fund for you (although you can impress others by
saying that the minimum account size that Dodge & Cox normally accepts is
several million dollars). This fund has an almost Vanguard-like 0.6 percent
expense ratio. Minimum initial investment is $2,500 ($1,000 for retirement
accounts). = 800-621-3979.

Vanguard Wellington

Wellington is the oldest hybrid fund: It dates back to the summer of 1929
(which means that it even survived the Great Depression!). This fund
typically invests about two-thirds in large-company stocks, with the other
third in high-quality, intermediate- to longer-term bonds.

This fund is co-managed by Wellington Management’s Ernst H. von Metzsch
and Paul Kaplan, who together have five plus decades of investment man-
agement experience. Up to 10 percent of this fund’s assets can be and often
are invested internationally. Its expense ratio is 0.3 percent. Minimum initial
investment is $3,000 ($1,000 for retirement accounts). = 800-662-7447.
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Fidelity Asset Manager

Fidelity offers a number of hybrid funds that invest overseas as well as in
the United States. They differ from Vanguard’s offerings by making more
radical shifts in strategies and investments held. Fidelity is one of the few
companies that has the research capabilities to allow a fund manager to
invest intelligently in many different markets.

Managed by a team, Asset Manager typically has about one-half of its assets
in stocks, with a healthy portion of those overseas. Most of the rest of the
fund is invested in bonds (with a healthy helping of the bonds being junk).

The expense ratio is 0.8 percent annually. Minimum initial investment is
$2,500 ($500 for retirement accounts). = 800-544-8888.

Fidelity Puritan

One of Fidelity’s oldest funds (it began in 1947), this fund is managed by
Bettina Doulton. Like Fidelity’s Asset Manager fund, Puritan is a worldwide
hybrid fund. Puritan typically has about 50 to 60 percent in stocks that tend
to be value-oriented. The fund historically has invested a fair amount in
foreign stocks.

The bonds in this fund are similar to those in Asset Manager in that 20 to 25
percent of them are junk bonds. Most of the bonds are intermediate-term.
The expense ratio is 0.7 percent. Minimum initial investment is $2,500 ($500
for retirement accounts).= 800-544-8888.

Other noteworthy hybrids

Lindner Dividend most closely resembles Vanguard Wellesley in that it
focuses on maximizing income. Lindner does this by investing in higher-
yielding stocks (including international) and bonds (including convertibles).
The expense ratio is 0.6 percent. Minimum initial investment is $2,000 ($250
for retirement accounts). & 800-995-7777.

T. Rowe Price Balanced is a decent fund if you're investing through that
company. It’s sort of like a conservative version of Fidelity’s hybrid funds,
because it invests about 20 percent of its stocks overseas and 20 percent of
its bonds in junk. The expense ratio is 0.9 percent. Minimum initial invest-
ment is $2,500 ($1,000 for retirement accounts). = 800-638-5660.

Computers amok: Recommended
index funds

Index funds, which I discuss in detail in Chapter 6, are passively managed —
that means an index fund’s money is invested, using computer modeling, to
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simply track the performance of a particular market index, such as the
Standard & Poor’s 500. When you buy into an index fund, you give up the
possibility of outperforming the market, but you also guarantee that you
won't underperform the market either.

“Beating the market” is extremely difficult; most actively managed funds are
unable to do it. The best index funds, however, have an unfair advantage —
they have the lowest operating expenses in the business. In Chapter 6, I talk
more about the virtues of index funds and what kind of role they should play
in your portfolio. The following sections cover the best stock index funds
available.

Vanguard’s index funds

John C. Bogle, Vanguard’s founder and former CEQ, was the first person to
take the idea of indexing to the mutual fund investing public; he has been a
tireless crusader for index funds ever since. Today, Vanguard continues to
be the index fund leader with the lowest operating expenses (which directly
translates into higher index fund returns) and the biggest index fund selec-
tion around.

Vanguard’s less aggressive index fund is a hybrid fund, Vanguard Balanced
Index. Sixty percent of this fund’s assets are invested in stocks according to
the Wilshire 5000 Index; the other 40 percent are invested in bonds to
replicate the performance of the Lehman Brothers Aggregate Bond Index.
The fund has a 0.2 percent annual operating expense ratio.

The flagship of Vanguard’s index fleet, the Vanguard Index 500 fund invests
to replicate the performance of the popular stock market index — the
Standard & Poor’s 500 Index — which tracks the stocks of 500 large compa-
nies in the United States. These 500 stocks typically account for about three-
quarters of the total value of stocks outstanding in the U.S. market. [ don’t
enthusiastically recommend this to those wanting to index some or even all
of their U.S. stock fund investments. The reason: You miss out on medium
and smaller size companies, and the larger stocks in this fund tend to pay
higher dividends than their smaller brethren, thus making this fund a bit tax
unfriendly for non-retirement account investors. The expense ratio on this
fund is a razor thin 0.19 percent (that’s right — less than two-tenths of one
percent!).

A more diversified and tax-friendlier fund than Vanguard’s Index 500 is the
Vanguard Index Total Stock Market, which replicates the performance of
the Wilshire 5000 Index. This index comprises the entire U.S. market of
large-, medium-, and small-company stocks. Smaller companies tend to pay
lower dividends so this fund pays lower taxable dividends than the Standard
& Poor’s 500 fund. This fund also has a wafer thin expense ratio of 2 percent.



The Vanguard Total International Fund seeks to replicate a combination of
two international indexes: the Morgan Stanley Capital International Index
(which is comprised of established economies) and the Select Emerging
Markets Index. At 0.4 percent, this fund’s expense ratio is higher than other
Vanguard index funds but still a pittance compared to actively managed
international funds. Be aware that there is a one-time, 0.5 percent transac-
tion fee charge when you buy into this fund. This fee is not a load (commis-
sion): Rather than going into the pockets of a salesperson, the fee is paid
back into the fund itself to offset operating costs. For certain funds, Van-
guard charges these transaction fees to discourage short-term trading.

The manager behind the computers who directs the investments in all of
Vanguard’s index funds is Gus Sauter, Vanguard’s indexing guru, who has
been with the company since 1987. For non-retirement accounts, the mini-
mum initial purchase for Vanguard index funds is $3,000; for retirement
accounts, it's $1,000. Vanguard’s index funds assess nominal annual account
fees ($10 per year) for account balances of less than $10,000 to discourage
short-term trading. These fees do increase the costs of owning these funds,
but total index fund fees still run far lower than those of actively managed
funds. = 800-662-7447

Schwab’s index funds

Although their expenses are higher than Vanguard’s, Schwab’s index funds
are worth mentioning for their tax-friendliness and low initial minimum
requirements ($1,000 for non-retirement accounts, $500 for retirement
accounts).

The Schwab 1000 fund invests in a Schwab-created index of the 1,000 largest
publicly traded U.S. companies. Its expense ratio is 0.5 percent. The Schwab
International Index invests in another Schwab-created index of 350 large-
company stocks outside the United States. The expense ratio is 0.6 percent.

Both of these funds are tax-friendly: Whenever they need to sell securities
because of changes in the index or shareholder redemptions, they make
sure to offset capital gains with losses. To achieve this result, these funds
have been given the flexibility to deviate occasionally from index weightings
by small amounts.

“Tax-friendliness” is only a concern for non-retirement account investing.
For retirement accounts, Vanguard’s lower expenses give it the definite edge.
= 800-435-4000.

Recommended U.S.‘focused stock funds

This section focuses on the better actively managed funds that invest
primarily in the U.S. stock market. | say primarily because some “U.S.” funds
venture into overseas investments.
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Of all the different types of funds offered, U.S. stock funds are the largest
category. To see the forest amidst the trees, remember the classifications |
cover earlier in the chapter. Stock funds differ mainly in terms of the size of
the companies they focus on and whether those companies are considered
“growth” or “value” companies.

Some of these funds may invest a little overseas. The only way to know for
sure where a fund is currently invested (or where the fund may invest in the
future) is to ask. You can start by calling the 800 number of the mutual fund
company that you're interested in. You can also read the fund’s annual
report (which [ explain how to do in Chapter 4). A prospectus, unfortu-
nately, won’t give you anything beyond general parameters that guide the
range of investments; it won't tell you what the fund is currently investing in
or has invested in.

I've tried to order these funds from those that are more conservative to
those that are more aggressive.

Dodge & Cox Stock

Another of the fine but few funds offered by Dodge & Cox, this fund focuses
on large-company value stocks. Unlike most U.S. stock funds today, it does
little trading, often less than 10 percent of its portfolio annually. Like the
Dodge & Cox Balanced Fund, this fund is managed by a team and does not
try to time the markets. Its annual expense ratio is a low 0.6 percent.

Initial minimum investment is $2,500 ($1,000 for retirement accounts).

= 800-621-3979.

T. Rowe Price Spectrum Growth

T. Rowe Price offers a number of good stock funds, both U.S. and interna-
tional, and this fund of funds offers a simplified way to invest in them. The
U.S. stock funds in this fund cover the spectrum of company sizes. The fund
also offers an international stock fund and the New Era fund, which invests
in natural resource stocks and provides a good inflation hedge. Typically,
international stocks comprise about 30 percent of this fund’s holdings.

This fund of funds is managed by regular meetings of a committee made up
of fund managers within the company. Slight changes in allocations among
the different funds are made based on expectations of how a particular
sector will fare in the future. The expense ratio of the funds in this fund
generally averages out to 0.9 percent, and there’s no additional fee charged
for the fund’s packaging. Minimum initial investment is $2,500 ($1,000 for
retirement accounts). = 800-638-5660.



Fidelity's overabundance of funds

Although Vanguard is closing the gap, Fidelity is still the largest mutual fund
company in America. Fidelity’s success and reputation were built on U.S.
stock fund management. Peter Lynch, who managed the Fidelity Magellan
fund during the 1980s, is the manager who really got Fidelity noticed. In
addition to Magellan, Fidelity had numerous U.S. stock funds that were
beating the market averages. As the company grew explosively, Fidelity’s
ability to produce market-beating returns began to wane during the 1990s
for three reasons. First, a number of the star managers left. Second, some of
the stellar fund managers struggled to find good places to invest all the new
money. Third, the cost savings in managing an increasingly larger mountain
of money (in the form of a lower operating expense ratio) was not being
shared with Fidelity’s customers.

I still like a number of Fidelity funds, but one does need to choose funds
carefully at Fidelity. Fidelity is the Procter & Gamble of mutual funds. Just as
P&G comes up with scores of different brands of laundry detergent that are
pretty much the same, Fidelity offers a maddening array of more-or-less
similar funds. In selecting among these better offerings within the Fidelity
family, pay close attention to fees, both ongoing and up-front sales charges.
On all of the following funds that have sales charges, those charges can be
avoided by purchasing the fund inside a tax-sheltered retirement account.
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If you're investing outside of a tax-sheltered retirement account, avoid the
funds with sales charges. They ain’t worth it — you have plenty of good
alternatives available. Also be aware that Fidelity funds do lots of trading, so
they tend to produce high rates of capital gains distributions — which
increases the tax burden for non-retirement account investors.

For investors looking for stock funds that pay modest dividends, Fidelity
offers several good choices. Fidelity Equity-Income Fund invests in larger
company value stocks and tends to pay a decent dividend, currently in the
range of 2 percent. One of the ways that this fund gooses its dividend is
through investing part of its portfolio in bonds, including convertibles. The
fund also invests overseas and lately has had about 15 percent of its stock
investments there. '

This fund is managed by Stephen Petersen. Petersen has managed this fund
only since 1993, but before he came to this fund, he had managed a similar
fund plus another for large institutions in Fidelity’s mstltutlonal division
since 1987. Annual expenses equal 0.7 percent.

Fidelity is Fidelity’s original fund, dating back to the Depression years —
1930. This is not “the Fidelity fund without a name,” although if you say “I
want to invest in the Fidelity fund,” most people will say something like,
“That’s great . . . which one?” This fund pays a modest dividend of around
1.5 percent, invests less than 10 percent in bonds, and invests a small
portion overseas.

This fund is managed by one of the few but increasing number of women in
the mutual fund field, Beth Terrana, who has more than a decade of experi-
ence managing similar funds (Growth & Income and Equity-Income funds) at
Fidelity. Until the Reagan years, investors had to pay a whopping 8.5 percent
load to get into this fund, but today it’s load-free and charges a 0.6 percent
per year operating fee.

Fidelity Disciplined Equity is one of the few Fidelity U.S. stock funds that
actually stays focused on U.S. stocks. It invests in a mixture of mostly large-
but also medium- and small-company stocks. These stocks are selected
largely by a computer model developed by fund manager Brad Lewis for the
specific purpose of selecting stocks that seem underpriced in relationship to
a company’s overall financial picture.

Lewis has managed this fund since 1988. The fund’s operating expenses are
a reasonable 0.7 percent. If you like this fund’s and Lewis’s approach and
want some foreign stock exposure, you're in luck: Since 1990, Lewis has
managed a near-clone of this fund called Fidelity Stock Selector, which has
some investments overseas.



Fidelity Low Priced Stock specializes in investing in small-company, value
stocks. As you may guess from its name, it buys stocks that have low share
prices. At least two-thirds of the fund’s investments are in these stocks.
Lower-priced stocks tend to coincide with smaller companies, but not
always: The price per share of a stock may bear little resemblance to the
size of the issuing company because companies can “split” their stock and
issue more shares, which cuts the price per share.

This fund has been managed since its inception in 1989 by Joel Tillinghast,
who also worked as an analyst and assistant on several other Fidelity funds
beginning in 1986. Avoid this fund’s 3 percent sales charge by purchasing
this fund inside of a retirement account. Annual operating expenses are 1.0
percent. For all the Fidelity funds mentioned in this section the minimum
initial investment requirement is $2,500 for non-retirement accounts and
$500 for retirement accounts. = 800-544-8888,
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Other noteworthy U.S.-focused stock funds

Warburg Pincus Emerging Growth focuses on smaller company stocks and
makes some investments overseas. It's managed by Elizabeth Dater, who has
been managing this fund since its inception in 1988; and Stephen Lurito, who
joined Dater in 1993 as co-manager. The Warburg Pincus company was in the
private money management business first and then jumped into the mutual
fund fray in the mid-80s. Expense ratio on this fund is a bit high — 1.2
percent. If you go through discount brokers, normally you can purchase this
fund without transaction fees. Minimum initial investment is $2,500 (8500 for
retirement accounts).= 800-927-2874.

Neuberger & Berman: Guardian, Partners, and Focus are three stock funds
run by Neuberger & Berman, a New York-based private money manager
that’s also been in the mutual fund business for decades. These three funds
are similar in that they invest in a mixture of small- to large-cap stocks. The
Focus and Partners funds tend to focus more on small- and medium-size
company stocks, whereas Guardian holds more large-company stocks.
Annual operating expense ratio on all three is a very competitive 0.8 per-
cent, and they can be purchased through discount brokers, normally
without a transaction fee. Note the low $1,000 initial investment minimums,
($250 for retirement accounts).= 800-877-9700.
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Vanguard Primecap is one of the few growth-oriented stock funds that
doesn't trade its portfolio heavily, trading typically 10 percent of its fund per
year. It invests in companies of all sizes and even invests a bit overseas. This
fund has been managed since its inception by Howard Schow and Theo
Kolokotrones (say that name five times real fast!) of Primecap Management,
a Southern California investment management company. Schow and
Kolokotrones have more than six decades of investment experience between
them. The expense ratio for this reasonably tax-friendly fund is a competi-
tive 0.6 percent. Minimum initial investment is $3,000 ($1,000 for retirement
accounts). = 800-662-7447.

Columbia Growth and Columbia Special, like some of the other solid
mutual funds offered by companies such as Dodge & Cox and Warburg
Pincus, are managed by a firm that got into the mutual fund business after
managing money for the already-rich-and-famous. Both of these funds are
fairly aggressive and tend to take their lumps in down markets. Columbia
Growth invests in a broad array of primarily larger- and medium-size U.S.
stocks. Columbia Special focuses more on smaller- to medium-size company
growth stocks that have low to no dividends; it is the more volatile and
aggressive of the two funds. Both may invest small amounts overseas,
typically less than 10 percent. Both funds are team-managed. Growth’s
annual operating expenses total about 0.7 percent per year; Special’s total
about 0.9 percent. Growth’s initial minimum investment is $1,000 for all
accounts; Special’s is $2,000.z 800-547-1707.

Brandywine invests in high-growth companies of all sizes and has done
very well over the years — a moot point, however, if you can't afford its high
initial minimum of $25,000. The fund is head-managed by Foster Friess, who
oversees about two dozen researchers divided into 8 teams, each of which
is responsible for a portion of the portfolio. Be aware that the fund can be
volatile. Annual operating fees are 1.0 percent. = 800-656-3017.

Recommended international funds

For diversification and growth potential, funds that invest overseas should
be part of an investor’s stock fund holdings. Normally, you can tell you're
looking at a fund that focuses its investments overseas if its name contains
words such as international, global, worldwide, or world.

As a general rule, you should avoid foreign funds that invest in just one
country, such as India or Indonesia or Italy. As with investing in a sector
fund that specializes in a particular industry, this lack of diversification
defeats the whole purpose of investing in funds. Funds that focus on specific
regions, such as Southeast Asia, are better but still problematic because of
poor diversification and higher expenses than other, more-diversified
international funds.
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If you want to invest in more geographically limiting international funds,
take a look at T. Rowe Price’s and Vanguard’s offerings, which include funds
‘that focus on broader regions such as Europe, Asia, and the volatile but
higher-growth emerging markets in Southeast Asia and Latin America.
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In addition to the risks normally inherent in stock-fund investing, interna-~
tional securities and funds are also influenced by changes in the value of
foreign currencies relative to the U.S. dollar. If the dollar declines in value,
that helps the value of foreign stock funds. Some foreign stock funds hedge
against currency changes. Although hedging helps to reduce volatility a bit,
it costs money to do, so I wouldn’t worry about it if I were you. Remember,
you're investing in stock funds for the long haul. And in the long haul, your
international stock funds’ performance will largely be driven by the returns
generated on foreign stock exchanges, not currency price changes.

The following sections offer my picks for diversified international funds that
may meet your needs. Compared to U.S. funds, there are fewer established
international funds, and they tend to have higher annual expense ratios. So
I've listed fewer options for you (don’t forget the two foreign stock index
funds, Vanguard Total International fund and Schwab International Index
fund, which I discuss in the index section in this chapter). Beware of un-
proven managers and fund companies that are advertising the heck out of
newly developed international funds. Newer funds in this area also tend to
have high expenses, which will depress your returns.

T. Rowe Price International Stock

The international stock fund of T. Rowe Price, a pioneer in international
investing, has performed well since its inception in 1980. It invests primarily
in larger companies in larger, established economies, but it also invests
modest amounts (10 to 20 percent) in emerging international stock markets.

This fund is team-managed by the firm of Rowe Price-Fleming (a joint
venture with Fleming, a London-headquartered private money management
firm). The team is led by Martin Wade, who has three decades of experience
in international stock investing. The fund uses numerous managers around
the globe, each of whom is responsible for researching stocks in specific
countries. The annual operating fee is an internationally reasonable 0.9
percent. Initial minimum investment is $2,500 ($1,000 for retirement ac-
counts). = 800-638-5660.

Vanguard International Growth

Like T. Rowe Price International Stock, Vanguard International Growth
invests primarily in large companies with growth potential, mainly in
established countries. It also invests about 10 to 20 percent in emerging
markets.

International Growth is managed by London-headquartered Schroder Capital
Management, which has research offices around the world focused on
specific countries. The team is led by Richard Foulkes, who has managed
this fund since its inception in 1981. This fund has a Vanguard-thin expense
ratio of 0.6 percent and has been reasonably tax-friendly. Initial minimum
investment is $3,000 ($1,000 for retirement accounts). = 800-662-7447.
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Warburg Pincus International Equity

This fund invests in an eclectic mix of small-, medium-, and large-company
value stocks in both established economies and emerging markets (which
often make up a third or so of the fund).

This fund is managed by Richard King, who has three decades of interna-
tional investment experience and has managed this fund since it began in
1989. At 1.3 percent, annual operating expenses are slightly higher than
those for some of the fund’s peers, but expenses have continued to fall as
the fund’s assets have grown. This tax-friendly fund is available through
most discount brokers without transaction fees. Initial minimum investment
is $2,500 ($500 for retirement accounts). = 800-257-5614.

USAA International is well-diversified internationally and focuses on larger
company stocks. This fund has been managed since its inception in 1988 by
David Peebles. Expenses for this tax-friendly fund are a tad high at 1.1
percent, but they’re coming down as assets grow. Initial minimum invest-
ment is $3,000 ($250 for retirement accounts). = 800-382-8722.

Tweedy Browne Global Value invests mainly in smaller- and medium-size
value stocks worldwide, primarily in established countries. Although it can
invest in the United States, its U.S. holdings are expected to be small (less
than 20 percent of the fund). The parent company has an excellent reputa-
tion, managing money privately since the 1920s; this fund itself has been in
existence only since 1993 but has done well. Operating expenses, consis-
tently lowering as the fund grows in size, are still a bit on the high side at
1.4 percent. Initial minimum investment is $2,500 ($500 for retirement
accounts). = 800-432-4789.

One of a kind: Recommended
specialty funds

Specialty funds don’t fit neatly into the other categories I discuss in this
chapter. These funds are often known as sector funds because they tend to
invest in securities in specific industries.

Specialty or sector funds should be avoided in most cases. Investing in
stocks of a single industry defeats a major purpose of investing in mutual
funds — you give up the benefits of diversification. Also, just because the
fund may from time to time be dedicated to a “hot” sector (a sector fund or
two is often at the top of short-term performance charts), you can’t assume
that the fund will pick the right stocks and/or bonds within that sector.
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Another good reason to avoid sector funds is that they tend to carry much
higher fees than other mutual funds do. Many sector funds also tend to have
high rates of trading or turnover of their investment holdings. Investors
holding these funds outside of retirement accounts may have to turn over a
tidy portion of their returns to the IRS.

The only types of specialty funds that may make sense for a small portion
(10 percent or less) of your investment portfolio are funds that invest in real
estate or precious metals. These types of funds can help diversify your
portfolio because they can do better during times of higher inflation —
which often depresses general bond and stock prices. Don’t feel obligated to
invest in these sector funds, however, because diversified stock funds tend
to hold some of these specialty investments.

Utility funds are popular with investors who want more conservative stock
investments, and I discuss these funds in this section, too.

Real estate investment trust funds

Do you want to invest in real estate without the hassle of being a landlord?
Invest in real estate investment trusts (REITSs), which are stocks of compa-
nies that invest in real estate. These funds typically invest in properties
such as apartment buildings, shopping centers, and other rental properties.
Of course, it’s a hassle to evaluate REIT stocks, but you can always (you
guessed it) invest in a mutual fund of REITs!

REITs are small-company stocks and usually pay decent dividends. As such,
they are not appropriate for higher-tax-bracket investors investing money
outside of retirement accounts. Most of the larger, diversified U.S. stock
funds that I recommend earlier in this chapter have a small portion of their
fund’s assets invested in REITs, so you'll have some exposure to this sector
with investing in a REIT focused fund.

Fidelity Real Estate, the oldest REIT fund, has been managed by Barry
Greenfield since its inception in 1986. Greenfield is an investing veteran who
has been with Fidelity since 1968. This fund has expenses of 0.9 percent per
year. Initial minimum investment is $2,500 ($500 for retirement accounts).

= 800-544-8888.

Cohen & Steers Realty Shares has been managed by Martin Cohen and
Robert Steers since the fund began in 1991. This fund is best purchased

. through most discount brokers, where the minimum initial investment is

much lower (typically $2,000) instead of the normal $10,000. Discounters
also offer it without transaction charges. Annual expenses are 1.1 percent.
= 800-437-9912.



Chapter 9: Funds for Longer-Term Needs: Stock Funds 23 5

Utility funds

Utility funds tend to attract older folks who want to earn good dividends and
not have the risk of most stock investments. And that’s what utility funds
are good for. But this once-staid industry is being shaken up by increased
competition.

In a sense, these funds are superfluous. Most diversified stock funds contain
some utilities, and those investors who want income can focus on better
income-producing funds such as Wellesley Income in the hybrid group.

But if you want a pure play on this relatively stable industry, consider
Fidelity Utilities, which has been around since 1987 and sports a good track
record investing in utilities of all shapes and sizes, including some overseas
stocks. Since 1992, this fund has been managed by John Muresianu, who has
been with Fidelity since 1986. Its expense ratio is a 0.8 percent annually.
Initial minimum investment is $2,500 initial minimum ($500 for retirement
accounts).= 800-544-8888.

Gold & silver — precious metals funds

Over the millennia, gold and silver have served as mediums of exchange or

currency because these metals have intrinsic value and cannot be debased.
These precious metals are used not only in jewelry but also in less-frivolous
applications such as manufacturing.

As investments, gold and silver do well during bouts of inflation. For ex-
ample, during the1970’s, when inflation zoomed up in the U.S. and stocks
and bonds went into the tank, gold and silver company stocks skyrocketed.
People were concerned that our government was going on a money-printing
binge.

Over a very long term, precious metals are lousy investments. They don’t
pay any dividends, and their price increases just keep you up with, but not
ahead of, increases in the cost of living. Although this is better than keeping
cash in a piggy bank or stuffed in a mattress, it’s historically not been as
good as bonds, stocks, and real estate.

If you want to invest in precious metals, don’t buy the bullion itself; storage
costs and the concerns over whether you're dealing with a reputable
company make buying bullion a pain. Also avoid futures and options (see
Chapter 1), which are gambles on short-term price movements.

Among the better funds are the Vanguard Gold & Precious Metals Fund,
which, like most gold funds, invests in mining companies’ stocks worldwide,
because many are outside the U.S. in countries such as South Africa and
Australia. This fund has one of the best track records among precious
metals funds and has been around since 1984. Annual operating expenses
for this tax-friendly fund are 0.5 percent. Minimum initial investment is
$3,000 (81,000 for retirement accounts).= 800-662-7447.
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American Century Global Gold invests only in gold companies in North
America. Around since 1988, this fund has been managed by Bill Martin
since 1992. Annual expenses are a reasonable 0.6 percent. This fund can

be purchased through most discount brokers without a transaction charge.
Initial minimum investment is $2,500 ($1,000 for retirement accounts).

= 800-345-2021.

If you expect high inflation, or if you just want an inflation hedge in case you
expect the end of civilization as we know it, stick with a gold fund. But these
funds have wild swings and are not for the faint of heart or for the majority
of your portfolio. To illustrate why, consider this: In 1993, the Vanguard Gold
fund rocketed up 93 percent, whereas in both 1992 and 1990, it lost almost
20 percent.

“Socially Responsible” Funds

Socially responsible mutual funds appeal to investors who want to marry
their investments to their social principles and avoid supporting causes that
they feel are harmful. These funds attempt to look at more than a company’s
bottom line before deciding to commit their investors’ capital. Many of
these funds consider such factors as environmental protection, equal
employment opportunity, the manner in which a company’s employees are
treated, and the level of honesty a company displays in its advertising.

I can certainly understand the desire to put your money where your mouth
is; unfortunately, however, socially responsible funds have failed to bridge
the gap between theory and practice. If you blindly plunk down your money
on such a fund, you may be disappointed with what you're actually getting.
Bear with me as | explain.

The problems with socially
responsible funds

The biggest problem is that the term socially responsible means different
things to different people. Sure, there are some industries that most socially
conscious investors can agree on as “bad.” The tobacco industry, associated
with hundreds of thousands of deaths and billions of dollars of health-care
costs, is an obvious example, and socially responsible funds avoid them. But
most industries aren’t so easy to agree on.

For example, McDonald’s is the world’s largest fast-food (hamburger)
company as well as a stock that is held by the Domini Social Equity Index,
one of the more popular of the socially responsible funds. Domini considers
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McDonald’s socially responsible because of its support for children’s
charities, participation in recycling programs, hiring and promotion of
women and minorities, and purchase of hundreds of millions of dollars in
goods and services from woman- and minority-owned businesses.

But how socially responsible is a company whose business depends on
beef? It’s certainly not the best for people’s health, and cattle raising is
tremendously land- and water-intensive. Moreovet, some may also question
the screening and awarding of contracts based on gender and ethnicity.
Others may blame McDonald’s for running small local restaurants out of
business and contributing to the sterile “strip-mall culture” of our communities.

Or consider Toys "R* Us, the giant toy retailer and another stock that is
widely held by socially responsible funds for many of the same reasons that
McDonald’s is. But this company sells widely criticized video games that are
quite violent and keep kids away from homework. Gun control supporters
argue that selling toy guns encourages Kkids to use the real thing. Investors
who agree should consider Toys "R“ Us a socially irresponsible company —
and that’s before we consider the heaps of plastic (made from petroleum)
and the drive toward overconsumption that the toy industry generates.

Pick any company, put it under a magnifying glass, and you can find prac-
tices that are objectionable to somebody’s ( perhaps yours) moral con-
sciousness. Of course, that’s a poor argument for throwing in the towel. I'm
simply warning you that you may be hard-pressed to find a mutual fund
manager whose definition of social responsibility is closely enough aligned
to yours. Keep in mind that a mutual fund, by its very nature, is trying to
please thousands of individual investors. That'’s a tall order when you throw
moral consciousness into the picture.

It's a small world after all

Even if you can agree on what'’s socially irresponsible (such as selling
tobacco products), funds aren’t always as clean as you would think or hope.
We live in a global economy where it’s increasingly difficult to define a
company’s sphere of influence. Although a fund may avoid tobacco manufac-
turers, it may invest in retailers that sell tobacco products, or the paper
supplier to the tobacco manufacturer, or the advertising agency that helps
pitch tobacco to consumers. ( These kinds of definitional problems have
caused the major mutual fund companies to steer clear of offering socially
responsible funds. Neither Vanguard nor Fidelity offers these funds.)

To top if off, lagging performance

Socially conscious funds, which have been around since the early 1970s,
have developed a relatively small following despite the continued boom in
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mutual funds. Today there are a few dozen of these mutual funds, but their
total assets under management are less than 1 percent of all fund assets.

Because of the small sizes of these funds, they're forced to charge relatively
high operating expenses. Not surprisingly, socially responsible funds have
generally underperformed their morally neutral peers.

Ways to express your social concerns

Some funds that are not labeled “socially responsible” still meet many
investors’ definitions of socially responsible. These other funds usually
carry lower fees and produce better returns. For example, GNMA bond
funds invest in mortgages that allow people to purchase their own homes.
Municipal bond funds buy bonds issued by local governments to fund
projects that most would consider good — such as building public transpor-
tation, libraries, and schools. See Chapter 8 for my specific bond fund
recommendations.

Among the funds that label themselves as socially responsible, the pickings
are slim. Here are two that are worth your time if you really want to try to be
socially responsible in your investing:

B 1 PIMCO Total Return Ill invests mainly in U.S. bonds using the same
# philosophy as PIMCO Total Return (which I describe in Chapter 8).
Annual expense ratio is 0.5 percent. This fund must be purchased
through discount brokers.

. 1+ Domini Social Equity Index is a quasi-index fund that invests in

@ Standard & Poor’s 500 stocks that meet its definition of socially respon-
sible. Annual expense ratio is rather high for an index fund at 1.0
percent partly because of the small amount of money under manage-
ment. = 800-762-6814.

If you consider investing in socially responsible funds, make sure that you
look well beyond a fund’s marketing materials. If you find a socially respon-
sible fund that interests you, call the mutual fund company and ask it to
send you a recent report that lists the specific investments that the fund
owns. Otherwise, you may be blissfully ignorant, but not as socially respon-
sible as you may like to believe.

You can always consider alternative methods of effecting social change,
such as through volunteer work and donations to causes that you support.
You can also exercise a means of change that people the world over are
dying for, a means that is guaranteed to all American citizens by the Consti-
tution and is exercised today by only a minority of American adults — the
right to vote!
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In This Chapter

p- Establishing your financial goals

p Handling life changes
p Investing in retirement
P Managing a windfall
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Fis is the chapter where the rubber hits the road. If you read Chapters 7,
8, and 9 where I discuss the details of money market, bond, and stock
funds and everything in between, the concepts and individual funds may be
swirling around your brain like random pieces of paper in a city alley during
a windstorm. (Chapter 6 covers several important investment selection
topics as well, including asset allocation. If you haven’t read that chapter,
please do so now — otherwise, you'll be less able to make use of the guid-
ance in this chapter.)

In this chapter, I talk through some real live cases. (Of course, the names
and details have been changed to protect the innocent!) This chapter
should bring a lot of things together for you; at least I hope that it calms the
whirlwind.

My goal in going through these cases is to illustrate useful ways to think
about investing in funds and to provide you with ideas and specific solu-
tions to investment situations. You may think that you'll benefit most from
reading only those cases that seem closest to your current situation, but I
encourage you to read as many cases as your time allows — perhaps even
all of them. Each case raises somewhat different issues, and your life and
your investing needs will change in the years ahead.

Don’t worry if your situation doesn’t perfectly match one of these cases; in
fact, it probably won’t be a perfect match. After all, you're uniquely you.
However, I do think that the principles illustrated here are general enough to
be tailored to just about anyone’s specific situation.
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Throughout these cases, | hope to show

[ .~ How your investing decisions fit within the context of your overall

"‘ finances (that’s one of the constant themes of this book, you know)
v How to consider the important tax impact of your investing decisions

v How to recognize situations in which you may need to make other
financial moves prior to (and maybe even instead of) investing in
mutual funds

Remember, you must first determine where you stand with regard to your
own important financial goals, such as retirement planning (the fund-related
ins and outs of which I cover in Chapter 3), as you put together your invest-
ment portfolio.

The examples that follow are arranged somewhat by level of difficulty, from
the simpler cases to the more complex.

Starting Out

If you're just starting to get your financial goals together, you're hardly
alone. If you're still in school or otherwise young and new to the working
world, good for you if you want to get on the right investing road now!
Regardless of your age, though, remember that it’s never too late. Just get
started.

Beginning at ground zero: Melinda

Melinda is in her 20s, works as an architect, earns decent money, lives in
New Jersey, and has no debt and no savings yet because she just started
her first job. Financially speaking, she’s a blank slate, but because she
made a New Year’s resolution to get her finances in order, she wants to do
something.

Her employer offers her health and disability insurance and a profit-sharing
retirement plan, which only her firm may contribute to, but to which small
contributions have been made in the past. She wants to invest in mutual
funds but doesn’t want hassle in either paperwork or complications on an
ongoing basis.

On a monthly basis, she figures that she can save $600. She wants to invest
for growth. With her money earmarked for long-term future needs such as
retirement, she sees no need to invest conservatively (even though she does
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want some of her investments more conservatively invested). She’s in the 28
percent federal tax bracket now, but as her experience in her field increases,
she expects to earn more and soon will edge into the 31 percent federal tax
bracket.

Recommendations: Melinda should consider investing $2,000 annually in a
Roth IRA (see Chapter 3). In her case, a regular IRA contribution won't be
tax-deductible because her employer offers a retirement plan under which
she is considered covered and because she earns more than is allowed to
make a tax-deductible contribution to a regular IRA.

She’s willing to be aggressive, so she could invest her first two years’ IRA
contributions in a couple of good funds that invest exclusively in stocks at
Fidelity — maybe, for example, Fidelity Disciplined Equity or Stock Selector
and Fidelity Low Priced Stock.

Melinda could establish her IRA account through Fidelity’s discount broker-
age division, which allows purchasing Fidelity and non-Fidelity funds
through one account. Because Fidelity assesses a $12 fee if an IRA fund
balance is less than $2,500, sticking with two funds over a few years so as to
build each fund’s balance above $2,500 would be a wise move. Warburg
Pincus International Equity or USAA International would be a good foreign
fund to add.

Like everyone else, Melinda should have an emergency source of cash.
Although the mutual funds that she’s investing in outside her retirement
account are liquid and can be sold any day, she runs a risk that an unex-
pected emergency could force her to sell when the markets are hungover.

With family to borrow from if needed, she could make do with, say, a cush-
ion equal to three months’ living expenses. She could even postpone
building an emergency fund until after she funds her IRA. (Normally I would
recommend establishing the emergency fund first but since she has family
she could borrow from, I believe that it’s okay to go for the long-term tax
benefits of funding the IRA account.) Because she won’t keep a large emer-
gency balance, she could keep her emergency fund in her local bank ac-
count, especially if the balance helps keep her checking account fees down.
Otherwise, she could invest in Vanguard’s New Jersey Tax-Free Money
Market Fund.

If Melinda lived in a state without a good state-specific money market fund
(see Table 7-1 in Chapter 7), she could simply use the Vanguard Municipal
Money Market fund, which is federally tax-free.
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For longer-term growth, Melinda could invest her monthly savings as follows
(the following funds are reasonably tax-friendly, which is important because
she’s investing outside a retirement account and is in a reasonably high tax
bracket):

50%-~70% in Vanguard Index Total Stock Market

30%-50% in Vanguard International Growth or Total International Index

These two funds pay very low dividends and, historically, have made
modest capital gains distributions. They require a $3,000 minimum initial
investment so Melinda needs to save the minimum before she can invest.
After the minimum is met and invested in each fund, she can have money
deducted electronically from her bank checking account and invested in
these mutual funds.

Silencing student loans:
Stacey the student

Stacey is a 25-year-old graduate student in psychology with three years to
go before she gets her well-deserved degree. She’s hoping that all this
education will fetch her a decent income when she finally gets out of school.

Her current income amounts to about $16,000 per year. She’s also sitting
under $15,000 of student debt from her undergraduate days. Both of her
loans are in deferment so she’s not obligated to make payments until she
finishes graduate school: One is incurring interest at 8.75 percent per year;
the other is subsidized, meaning that the government is paying the interest
until she gets out of school.

Fortunately, Stacey has the starving-student-thing down cold. She’s so savvy
at living cheap that despite her low income she has an extra $150 to play
with at the end of every month. (Stacey has an emergency reserve already in
place.)

Stacey would like to be debt-free sooner rather than later, so her first
instinct is to use that money to start paying down those student loans. But
Stacey is also excited about investing for her future. Because half of her
student loan interest is subsidized, she’s wondering if she’d come out ahead
by using her extra money to open and invest in an IRA account.

Recommendations: Stacey should be proud of herself. Living below her
means on such a small income, as well as thinking about her financial future,
is commendable. She is asking good questions.



Before 1998, tax considerations would have tilted the balance in favor of
funding the IRA because the contributions are tax deductible. But now,
thanks to the tax bill passed by Congress in 1997, student loan interest
payments are also tax-deductible, just like IRA contributions. So either way,
whether she funds the IRA or the student loans, she gets a comparable tax
break.

With taxes out of the picture, her decision comes down to a comparison of
the student loan interest rate to the potential return of her IRA investments.
Because she’ll be investing for retirement, which is decades away for a 25-
year-old, Stacey’s time horizon is long enough to focus largely or almost
entirely on stocks. As I discuss in Chapter 1, stocks historically have re-
turned about 10 percent per year. Measured against the 8.75 percent interest
she is accruing on her unsubsidized student loan, Stacey can perhaps come
out a little ahead by holding off on student loan payments and investing in
stocks through an IRA account.

I say that it’s really Stacey’s call as to which option — paying down the 8.75
interest student loan or investing in good stock mutual funds through an
IRA — makes her feel more comfortable. Financially, the choice is a toss-up.
It’s worth noting, however, that the annual savings of 8.75 percent that
comes from paying down the student loan is a sure thing, whereas the stock
market annual average returns of 10 percent are an expectation and in no
way guaranteed.
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If Stacey decides to go the IRA route, because she has such a long time
horizon, her fund(s) should focus almost entirely on stocks. Ideally, her
fund(s) should be diversified across large-, medium-, and small-company
stocks as well as international investments. Stacey’s situation is ideally
suited for a fund of funds. Here are two sufficiently diversified funds with
low enough initial minimum requirements:

1 T. Rowe Price Spectrum Growth: $50 minimum with automatic invest-
ment plan

v Fidelity Freedom 2030: $500 minimum with automatic investment plan

Living month to month with debt:
Mobile Mark

Mark is a 42-year-old renter who says that he has no desire to own a home.
He doesn’t want the feeling of being tied down in case he ever wants to
move, something he’s done a lot of over the years. Currently, he lives in
California. Feeling that he has “hit middle age,” Mark wants to start socking
away money regularly into investments. He has a large folder filled with
mutual fund ads and prospectuses but found most of the material confusing
and intimidating. He has about $5,000 in a bank IRA invested in a certificate
of deposit.

Mark feels insecure living month-to-month and being so dependent on his
paycheck. One of the reasons he’s feeling some financial pressure is that, in
addition to his monthly rent, he has an auto loan payment of about $300 per
month and total credit card debt of $6,000. He also doesn’t have any family
he can depend on for money in an emergency.

Recommendations: Although Mark has the best of intentions, he’s a good
example of someone who has managed to get his financial priorities out of
order. Mark’s best and most appropriate investment now is to pay off his
credit card and auto loan debt and forget about fund investing for a while.
These debts have interest rates ranging from 10 to 15 percent, and paying
them off is actually his best investment.

Like millions of others, Mark got into these debts because credit is so easily
available and encouraged in our society. Such easy access to borrowing has

.encouraged Mark to spend more than he has been earning. Thus, one of the

first things he should do is figure just where his money goes in a typical
month. By using his credit card statement, checkbook register, and memory
of items he has bought with cash, Mark can determine how much he is
spending on food, clothing, transportation, and so on. He needs to make
some tough decisions about which expenditures he'll cut so that he can
“save” money to pay off his debts.
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Like Melinda (the 20-something architect in the first example), Mark should
also build an emergency reserve. If he ever loses his job, becomes disabled,
or whatever, he'd be in real financial trouble. Mark has no family to help him
in a financial pinch, and he’s close to the limits of debt allowed on his credit
cards. Because he often draws his checking account balance down to a few
hundred dollars when he pays his monthly bills, building up his reserve in
his checking or savings account to minimize monthly service charges makes
the most sense for him now. Recently, Mark eliminated about $100 per year
in service charges by switching to a bank that waives these fees if he direct-
deposits his paycheck.

Mainly by going on a financial austerity program — which included sacri-
fices such as dumping his expensive new car and moving so that he could
walk or bike to work — within three years, Mark became debt-free and had
accumulated several thousand dollars in his local bank. Now he’s ready to
invest in mutual funds.

Recommendations: Because his employer offers no retirement savings
programs, the first investment Mark should make is to fund a $2,000 indi-
vidual retirement account (IRA). Mark does not want investments that can
get clobbered: He thinks that he has been late to the saving game and
doesn’t want to add insult to injury by losing his shirt in his first invest-
ments. Being a conservative sort, Mark thinks that Vanguard makes sense
for him. For his IRA, he can divide his money between a hybrid fund such as
Vanguard Wellington (70 percent) and an international stock fund such as
Vanguard International Growth (30 percent). In addition to his new $2,000
contribution, Mark also should transfer his $5,000 bank CD IRA into these
funds.

Now debt-free, Mark thinks that he can invest about $400 per month in
addition to his annual IRA contribution. His income is moderate, so he’s in
the 28 percent federal tax bracket. He wants diversification, but he doesn’t
have a lot of money to start his investing program. He has set up automatic
investment plans whereby each month the $400 is invested as follows (note
that many of these funds have a minimum initial investment requirement of
$1,000 and that some of them waive that minimum if you invest via elec-
tronic funds transfer):

30% in American Century-Benham CA Tax-Free Intermediate or
Long-Term Bond fund

30% in T. Rowe Price Spectrum Growth

20% in Neuberger & Berman Focus

20% in Warburg Pincus International Equity or Vanguard International
Growth
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Competing goals: Gina and George

George works as a software engineer and his wife Gina works as a paralegal.
They live in Virginia, are in their 30s, and have about $20,000 in a savings
account, to which they currently add about $1,000 per month. This money is
tentatively earmarked for a home purchase that they expect to make in the
next three to five years. They figure that they will need a total of $30,000 for
a down payment and closing costs; they are in no hurry to buy because they
plan to relocate after they have children in order to be closer to family (the
allure of free baby-sitting is just too powerful a draw!).

Justifiably, they’'re pleased with their ability to save money — but they’re
also disappointed with themselves for leaving so much money earning so
little interest in a bank. They figure that they need to be serious about
investments because they want to retire by age 60, and they recognize that
kids will cost money.

George’s company, although growing rapidly, does not offer a pension plan.
In fact, the only benefits his company does offer are health insurance and a
401(k) plan that George is not contributing to because plan participants
cannot borrow against their balances. Gina's employer offers health insur-
ance, $50,000 of life insurance, and disability insurance — but, like George’s
‘employer, Gina’s employer does not offer a retirement savings plan.

Recommendations: Deciding between saving for a home or funding a
retirement account and immediately reducing one’s taxes is often a difficult
choice. In George and Gina’s case, however, they can and should do some of
both. At a minimum, George can save 10 percent of his income in his
company’s 401(k) plan. Wanting to be somewhat aggressive and considering
his age, George could invest about 80 percent in stock funds with the
balance in bonds among his 401(k) plan’s mutual fund investment options.

Here are his 401(k) plan options and how he should invest:

0% in the money market fund option
20% in Vanguard Bond Index Total Bond Market

0% in T. Rowe Price New Income (another bond fund that has much
higher management fees than Vanguard’s and mediocre investment
returns)

15% in Fidelity Magellan (available without its normal sales charge)
15% in Janus

15% in Vanguard Equity Income



Chapter 10: Working It Out — Sample Portfolios 2 4 7

35% in Harbor International (an excellent international fund that’s
currently closed to new investors but still available through some
401(k) plans such as this one)

0% in a so-called guaranteed investment contract (GIC) which is not a
mutual fund but a fixed-return insurance contract (See the sidebar on
“Investing money in company-sponsored retirement plans” for a
discussion of these investment options.)

If George contributes the maximum amount through his employer’s 401(k)
and he and Gina still want to invest more in retirement accounts, they can
“invest $2,000 each, per year, into an IRA.

‘Gina shouldn’t worry that, if she and George divorce, George would get all
the money in his 401(k) plan. As with non-retirement account assets, these
assets can be split between a divorcing husband and wife. A more significant
concern would occur if, say, George is an isolated dunce and refuses to talk
to Gina about the investment of this money for their retirement and makes
some not-so-smart moves such as frequently jumping from one fund to
another. (Try talking about this issue with your spouse. If you don’t get
anywhere with your spouse, pay a visit to your local marital counselor.)

What about their $20,000 that’s sitting in a bank savings account? They
should move it, especially because George is a fan of USAA, having benefited
from their terrific insurance programs as a member of a military family.
Initially, he and Gina can establish a tax-free money market fund such as the
USAA Tax-Exempt VA money market fund as an emergency reserve.

Because they don’t plan to need the down-payment money for the home for
another three to five years, they can invest some of their savings — perhaps
as much as half — in the USAA Tax-Exempt Intermediate-Term Bond fund.
Even though they will pick up a little more yield, they need to know that the
bond fund share price declines if interest rates rise (for that weighty sub-
ject, see Chapter 8).

George should get some disability insurance to protect his income (it turns
out that his employer offers a cost-effective group coverage plan). Before
Gina becomes pregnant, George and Gina should also purchase some term
life insurance.

If George and Gina had little or no money saved and couldn’t both save for
the home and get the tax benefits of their retirement account contributions,
they'd have a tougher choice. They should make their decision based on
how important the home purchase is to them. Doing some of both (saving
for the home and in the retirement accounts) is good, but the option of not
using the retirement account and putting all their savings into the home
down-payment “account” is fine, too.
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Wanting lots and lotsa money:
Pat and Chris

Pat and Chris earn good money, are in their 40s, and live in South Dakota.
Pat is self-employed and warnts to sock away as much as possible in a
retirement savings plan. He figures that he can invest at least 10 percent of
his income. Chris works for the government, which offers a retirement plan
with the following options: a money market fund, a government (big sur-
prise!) bond fund, and a stock fund that invests in larger-company U.S.
stocks only.

Pat and Chris want diversification and are willing to invest aggressively.
They want convenience, and they're willing to pay for it. In addition to Pat’s
retirement plan, they want and are able to save additional money to invest
for other purposes such as Chris’s dreams of buying a small business and
investing in real estate. They currently own a home that has a mortgage that
could easily be supported by one of their incomes. Neither depends on the
other’s income.

Pat also has an $8,000 IRA account, which is currently divided between the
Prudential Growth Opportunity Fund (Class B) and the Prudential GNMA
(Class A). Pat has not contributed to the IRA for six years now. He also owns
a universal life insurance plan, which he bought from Prudential as well. He
bought the life insurance plan five years ago when he no longer could make
tax-deductible contributions to his IRA; the life insurance plan is better than
an IRA, according to Pat’s broker, because he can borrow from it. The broker
told Pat last week that his life insurance plan is “paid up” (he need not put
any more money into the plan to pay for the $20,000 of life insurance
coverage) and has a cash value of $3,300, although he would lose $1,200
(due to surrender charges) if he cashed it in now.

Recommendations: First, Pat should get rid of Prudential and his current
broker. The broker has sold Pat crummy mutual funds. The Prudential funds
have high fees and dismal performance relative to their peers. He could
transfer his Prudential fund monies into Vanguard Star or Wellington.
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Pat doesn’t need life insurance because no one depends on Pat’s income.

Besides, it’s a lousy investment (for the compelling reasons why you’re

better off not using life insurance for investing, see Chapter 1). Pat should

dump the life insurance and either take the proceeds or roll them over into a
. variable annuity (which [ explain later in this chapter).

Pat can establish a Keogh retirement savings plan and stash away up to 20
percent of his net self-employment income per year. A paired plan that offers
a high degree of flexibility from year to year in the required contribution is
his best bet (see Chapter 3 for more on Keoghs). He could establish his
Keogh plan through a discount brokerage account that offers him access to
a variety of funds from many firms. Over the years, he could divide up his
Keogh money as follows:

15% in PIMCO Total Return

15% in Vanguard Bond Index Total Bond Market

10% in Vanguard Index Total Stock Market

10% in Warburg Pincus Emerging Growth

20% in T. Rowe Price Spectrum Growth

15% in Vanguard International Growth

15% in Warburg Pincus International Equity or USAA International
Because Chris doesn’t have international stock funds as an investment
option, Pat can invest more in these than he normally should if he were
investing on his own. In Chris’s retirement plan, contributions could be

allocated this way: approximately a third into the bond fund and the balance
in the stock fund.

As for accumulating money for Chris to purchase a small business or to
‘invest in real estate, Pat and Chris should establish a tax-free money market
fund, such as the Vanguard Municipal Tax-Free Money Market fund, for this
purpose. As could George and Gina earlier this chapter, Pat and Chris can
invest in a short- to intermediate-term tax-free bond fund if they anticipate
not using this money for at least several years and want potential higher
returns.

Changing Goals and Starting Over

Life changes, so your investing needs may need to change as well. If you
have existing investments, some may no longer make sense for your present
situation. Perhaps your investment mix is too conservative, too aggressive,
too taxing, or too cumbersome given your new responsibilities. Or maybe
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you’ve been through a major life change that’s causing you to reevaluate or
begin to take charge of your investments. The following sections offer some
examples sure to stimulate your thinking about an investing makeover.

Funding education: The Waltons

One of the biggest life changes that makes many adults think more about
investing is the arrival of a child or two. And after considering all the fear-
mongering ads and articles about how they’re going to need a gazillion
dollars to send their little bundles of joy off to college in 18 years, many a
parent goes about investing in the wrong way.

The Waltons — Bill, 36, and Carol, 40, along with their two children, Ted, 1,
and Alice, 3 — live in the suburbs of Chicago in a home with a white picket
fence and a dog and cat. They own a home with a mortgage of $100,000
outstanding. Their household income is modest because they both teach.

The Waltons have $40,000 in five individual securities in a Shearson broker-
age account they inherited two years ago. They also have $20,000 in two
Shearson limited partnerships, now worth less than half of what they paid
for them five years ago. Bill and Carol prefer safer investments that don't
fluctuate violently in value.

They have $25,000 invested in IRAs within a load domestic stock fund and
$10,000 in a load foreign stock fund outside an IRA. Bill has not been pleased
with the foreign fund, and Carol is concerned about supporting foreign
countries when so many Americans are without jobs. Both like conservative,
easy-to-understand investments and hate paperwork. They also have
$10,000 apiece in custodial accounts for each of the kids, which Bill’s dad
has contributed for their educational expenses. Bill's dad would like to
continue contributing money for the kids’ college expenses.

Bill just took a new job with a university that offers a 403(b) retirement
savings plan, which he can get with many of the major mutual fund compa-
nies. He was not saving through his old employer’s 403(b) plan because,
with the kids, they spend all their incomes. Carol’s employer does not have
a retirement savings plan.

Recommendations: First, Bill should be taking advantage of his employer’s
403(b) plan. Though he may think that he can’t afford to, he really can. If
need be, he should dump the individual securities and use that money to
help meet living expenses while he has money deducted from his paycheck
for the tax-deductible 403(b) account. (Always consider the tax conse-
quences if you consider selling securities held outside of a retirement
account. In the Waltons’ case, these securities have only been held for a
couple of years and were worth approximately the amount of their tax cost
basis — see Chapter 13 for more on tax basis.)
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Fidelity would be a fine choice for Bill’'s 403(b) because he can purchase
their solid stock funds without those pesky and costly sales charges he'd get
if he were investing in a non-retirement account. He could allocate his
money as follows:

25% in Fidelity Puritan

25% in Fidelity Asset Manager
25% in Fidelity Equity-Income
25% in Fidelity Stock Selector

Bill and Carol could hold onto their load domestic stock fund investment
that they have in their IRAs: This fund has a solid track record and reason-
able annual fees of 0.7 percent. Its only drawback is its sales load of 5.75
percent, which is water under the bridge for Bill and Carol because it was
deducted when they first bought this fund.

Their foreign stock fund is not a good fund and has high ongoing manage-
ment fees. They should dump this fund and invest the proceeds in some
better and more diversified international stock funds, such as Vanguard
International Growth. And regarding Carol’s concerns about supporting
foreign companies, any companies today have operations worldwide. If she’s
strongly against investing overseas, I suppose that she can choose not to
invest her IRA money overseas, but her portfolio will likely be more volatile
and less profitable in the long run. Foreign stocks don’t always move in
lockstep with domestic ones, and some foreign economies are growing at a

. much faster rate than our economy.

Regarding custodial accounts, Bill and Carol need to remember that the
amount of money their kids will qualify for in financial aid decreases as more
money is saved in their names. Bill’s dad should hold onto the money
himself or give it to Bill and Carol. (This latter option has the added benefit
of increasing Bill’s ability to fund his 403(b) account and take advantage of
the tax breaks it offers.) Bill and Carol (and you as well, if you have children)
should read Chapter 3, which has important information you should know
before you invest in funds for college.

The limited partnerships are bad news. Bill and Carol should wait them out
until they are liquidated and then transfer the money into some good no-
load mutual funds.
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Rolling over (but not playing dead):
Cathy

It’s a surprise to her as much as it is to her friends and family: Cathy has a
new job. Although she was happily employed for many years with a re-
spected software company, she got smitten with the entrepreneurial bug
and signed on with a well-funded start-up software company. Her 401(k)
plan investment of about $100,000 is invested in the stock of her previous
employer. The company is waiting for Cathy’s instructions for dealing with
the money. It’s been nine months since she got sucked into the vortex of the
insane hours of a start-up company.

Nearing 40, tired but invigorated from those long days at her new company,
Cathy has resolved to make some decisions about where to invest this
money. She is comfortable investing the money fairly quickly after she
thinks she has a plan. Cathy wants to invest somewhat aggressively; al-
though she enjoys working hard, she happily imagines a time when she
doesn’t need to work at all. She likes the idea of diversifying her investments
across a few different fund families. She also wants to minimize her paper-
work by setting up as few accounts as possible while at the same time
minimizing transaction fees.

Recommendations: Cathy should sell her stock through her old employer
and transfer cash. This sale will save on brokerage commissions. Having her
retirement money in one company’s stock like this is risky.

For the best of both worlds, Cathy can establish an IRA through Vanguard’s
brokerage divisions, which would give her access to all the great Vanguard
funds, plus access for a small fee to non-Vanguard funds. She could invest
the money as follows:

25% in Vanguard Bond Index Total Bond Market

25% in Vanguard Index Total Stock Market

10% in Vanguard Total International

10% in Dodge & Cox Stock

10% in Fidelity Disciplined Equity or Stock Selector

10% in Vanguard International Growth

10% in Warburg Pincus International Equity
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Wishing for higher interest rates:
Nell, the near retiree

Nell is a social worker. Now 59 and single, she wants to plan for a comfort-
able retirement. In addition to owning her home without a mortgage, she has
$150,000 currently invested as follows:

$40,000 in a bank money market account
$75,000 in Treasury bills that will mature this month

$35,000 in an insurance annuity that’s invested in a “guaranteed invest-
ment contract and” yielded 6.75 percent last year through her
employer’s non-profit retirement savings 403(b) plan.

Nell currently earns $30,000 per year and has received pay increases over
the years that keep pace with inflation. She has $250 per month deducted
from her paycheck for the annuity plan. Her employer allows investments in
the retirement plan through almost any insurance company or mutual fund
company she chooses. She’s also saving about $800 per month in her bank
account. She hates to waste money on anything, and she doesn’t mind some
paperwork.

Nell is concerned about outliving her money; she does not plan to work past
age 65. She is terrified of investments that can decrease in value, and she
knows a friend who lost thousands of dollars when the stock market
crashed in 1987. She says that her CDs and Treasuries were terrific in the
early 1980s when she was earning 10 percent or more on her money. She’s
concerned now, though. She keeps reading and hearing that many large,
reputable companies (such as IBM and Sears) are laying off thousands of
workers, but the stock market seems to be rising to ever-higher levels. She
wishes that interest rates would rise again.

Recommendations: First, Nell should stop wishing for higher interest rates.
Interest rates are primarily driven by inflation, and high inflation erodes the
purchasing power of one’s money (see Chapter 8). The problem here is that
Nell’s portfolio is poorly diversified. All of her money is in fixed-income
(lending) investments that offer no real potential for growth and no real
protection against further increases in the cost of living.

Even though she’s planning to retire in six years, she’s certainly not going to
use or need all of her savings in the first few years of retirement. She won't
use some of her money until her 70s and 80s. Thus, she should invest some
money in investments that have growth potential.
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Nell also could and should invest more through her employer’s retirement
savings plan because she is saving so much outside that plan and already
has a large emergency reserve. In fact, she should invest the maximum, 20
percent of her salary. She also can do better to invest in no-load funds for
her 403(b) plan instead of through an insurance annuity, which carries
higher fees. Vanguard and its hybrid funds (which are far less volatile
because they invest in many different types of securities) are logical choices
for her to use for her 403(b). I'd recommend the following investment mix
for Nell’s 403(b):

25% in Vanguard Wellesley Income
25% in Vanguard Star

25% in Vanguard Wellington

25% in Vanguard LifeStrategy Growth

In addition to putting future money into these mutual funds, Nell should also
decide whether she wants to transfer her existing annuity money into these
funds as well. First, she should check her annuity account statement to see
whether the insurance company would assess a penalty for transferring her
balance. (Many insurance companies charge these penalties to make up for
the commissions they have to pay to insurance agents for selling the
annuities.)

If the penalty is high, she might delay the transfer a few years; these penal-
ties tend to dissipate over time (because the insurer has use of your money
long enough to earn enough to compensate for the agent’s commission). If,
however, the annuity is a subpar performer (a likelihood given its high fees),
she may want to go ahead with the transfer despite a current penalty. (See
Chapter 11 for how to do proper transfers.)

With the $115,000 in money outside of her retirement accounts, Nell can
gradually invest ( perhaps once per quarter over two years) a good portion
of this money into a mix of funds that, overall, is more conservative than the
mix she’s using for her 403(b). She can be more conservative because she
would likely tap the non-retirement money first in the future. She should
reserve $25,000 in Vanguard’s U.S. Treasury money market fund, which pays
1.5 percent more than her bank account; Nell would like to have her emer-
gency reserve in an investment that’s government-backed.

Nell can use taxable funds for the other $90,000 because

v She’s in a low-to-moderate tax bracket.
»” She is nearing retirement.

v~ Investing solely in tax-friendly funds wouldn’t meet her needs (the
stock funds would have to be growth-oriented — increasing the risk
beyond Nell’s comfort level). ‘
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I recommend that she invest the money as follows:

15% in Vanguard Bond Index Total Bond Market

20% in Dodge & Cox Balanced

15% in Lindner Dividend

10% in American Century-Benham GNMA

20% in T. Rowe Price Balanced

20% in Fidelity Puritan
If you're older than Nell, you can use a similar but more conservative mix of
funds. For example, if you're in your 70s, for the 403(b), you could substi-
tute the Vanguard Life Strategy Income fund in place of the LifeStrategy

Growth fund. For the non-retirement money, you could shift the Fidelity
Puritan money to the Vanguard Bond Index fund.

Lovin’ retirement: Noel and Patricia

Noel and Patricia, age 65, are retired, healthy, and enjoying their long days
unfettered by the obligations of work. They take long road trips together to
pursue their hobbies. Noel is an avid fisherman, and Patricia is a wildlife
photographer.

Together, they want about $4,500 per month to live on. Social Security
provides $1,500 per month, and Noel’s pension plan kicks in another $1,500
per month. That leaves an extra $1,500 per month that must come from their
$400,000 nest egg, currently comprised of

$260,000 in bank CDs
$40,000 in a money market
$100,000 in IRAs, most of it in hybrid funds and bonds

They’re earning about 6 percent per year on these investments and are in a
low tax bracket.

“ Noel and Patricia have an outstanding $50,000 mortgage at 8 percent
interest.

Recommendations: A good portfolio for a retiree must not only provide an
income for today’s expenses but also protect income for the years down the
road. Noel and Patricia are managing to get by on the current income from
their investments, but with only 20 percent of their nest egg invested for
growth in stocks, they have left themselves quite exposed to the ravages of

" inflation. Their retirement could easily last another 25 plus years. Unless
they allocate their assets more aggressively, their nest egg may not last
that long.
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They can accomplish all their goals if they are able to boost their returns
from 6 percent to 8 percent (you have to crunch some numbers to figure out
where you stand in terms of retirement planning; see Chapter 3). Averaging 8
percent annual returns shouldn’t prove difficult; Noel and Patricia can boost
their stock allocation to about 50 percent.

- First, however, when the CDs mature, Noel and Patricia should go ahead and
pay off the remaining $50,000 of their mortgage. Even if they invested a
bigger portion of their portfolio in potentially higher returning investments
such as stocks, they can’t expect to get an overall return much better than 8
percent, the interest rate they are currently paying on the mortgage. True,
the tax deductibility of mortgage interest effectively reduces that interest
rate a bit, but don’t forget that they must pay income tax on investment
dividends and profits as well as on retirement account withdrawals, which
effectively reduces the rate of return on their investments.

As evidenced by their current investment choices, Noel and Patricia are
conservative; safety-minded investors. And although they could be more
aggressive, Noel and Patricia can’t be too aggressive, given their ages. Thus,
paying off their mortgage, which carries an 8 percent interest rate, makes
good sense. In addition to the psychological satisfaction of owning their
home free and clear, by eliminating their monthly mortgage payment, Noel
and Patricia will reduce their cost of living, taking pressure off their need to
generate current investment income.

They can also afford to move quite a bit of money out of their money market
fund into higher yielding bonds funds; $9,000 in the money market, enough
to cover six months of expenses together with their Social Security and
pension checks, is plenty.

So, after paying off the mortgage and withdrawing cash from the money
market, they’ll have $141,000 to invest in funds in a non-retirement account.
They could invest it as follows:

20% in PIMCO Total Return or Vanguard Bond Index Total Bond Market

20% in Vanguard Wellesley or Lindner Dividend

20% in Dodge & Cox Balanced

30% in Vanguard Balanced Index

10% in T. Rowe Price International Stock

With their IRAs, they could keep their financial affairs réally simple and use
a fund of funds such as Vanguard’s LifeStrategy Moderate Growth.
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Dealing with a Mountain

Sometimes the financial forces are with you and money pours your way.
Hopefully, this windfall will happen for good reasons rather than due to a
negative event. Regardless, a pile of money may overwhelm you. The good
news is that a lump sum gives you more financial options. The following
sections describe the way a couple of people handled their sudden wealth.

| got money, lots and lotsa
money: Cash-rich Chuck

Chuck is a successful Pennsylvania entrepreneur in his late 30s. Starting
from scratch, he opened a restaurant eight years ago. Today, he’s reaping
the fruits of his labor. After several relocations and remodels, Chuck has
built himself quite an operation, with 40 employees on the payroll. It’s
difficult for him to believe, but his restaurant’s profit is now running at
around $500,000 per year. Not surprisingly, money has been piling up at a
fast rate. He now has about $800,000 resting in his business bank checking
account paying next to no interest.
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He owns a home with a mortgage of about $250,000 but has no money in-
retirement savings plans. Chuck doesn’t want to set up a retirement savings
plan at his company because he would have to make contributions for all of
his employees in a plan such as a SEP-IRA or a Keogh (which I cover in
Chapter 3).

Chuck has been planning to open another location. He figures that a second
location will cost around $400,000, but, as he says, “You just never know
with construction work what the total tab may be.”

Recommendations: The first thing Chuck should do is get his pile of money
out of the bank and into a safer investment. Bank accounts are federally
insured only up to $100,000 — so if his bank fails (and banks have and will
continue to fail), he’ll have a lot to cry over. Besides, money funds pay much
better interest than his checking account does.

Chuck has several options for investing his excess money. The first is to pay
for the cost of a second location; with his savings, he can likely buy a
second location with cash. But he faces a couple of drawbacks to using too
much or all of his cash on a second location:

v The issue of liquidity: You can’t write checks on a piece of real estate
(unless you establish a home equity line of credit).

v The issue of diversification: One advantage to not using all of his
savings on a second location is that he can invest some of his savings in
investments other than his business.

Another option for Chuck is to pay off his home mortgage. Yes, he gets a
decent tax-deduction for his mortgage interest on Schedule A of his Form
1040 — although some of the tax write-off is lost because of his high income.
However, because Chuck has all this extra cash, paying off the mortgage
saves interest dollars. That would leave $550,000 in his money fund.

If he paid down his mortgage and didn’t want to pay all cash for his second
restaurant location, he could take out a business loan — but that loan would
likely be at a higher interest rate than the rate he pays on a mortgage for his
home (because banks consider small business loans riskier). However,
because some of the home mortgage interest is not tax-deductible, the
options are close to a financial wash in Chuck’s case. So he could pay off the
mortgage and perhaps use some of his remaining money to pay for part of
the second location, and the rest could be financed with a business loan.

He should keep a good cushion — say, around $200,000 — for operating
purposes for his business. Some entrepreneurs, including those who have
gone on to achieve great success, have violated these principles and more
by not only pouring all their savings into their business but also borrowing
heavily. I say: to each his own. There’s nothing wrong with going for it if
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you're willing and able to accept the financial consequences. However, if the
going gets tough and you don’t have a safety net (such as family members
who could help with a small short-term loan), be careful.

Because Chuck uses his current bank account for keeping his excess cash as
well as for check writing, he could establish a tax-free money market fund
with check-writing privileges (some brokerage accounts, such as those
offered by Fidelity and Schwab, offer unlimited check writing — see Chapter 7
for more on money funds). Beyond the money market fund, Chuck could
begin to invest some money ($100,000 to $200,000) in reasonably tax-friendly
mutual funds through Vanguard’s brokerage division:

20% in Vanguard PA Tax-Free Insured Long-Term

50% in Vanguard Tax-Managed Capital Appreciation

10% in Warburg Pincus International Equity or USAA International
10% in Schwab International Index

10% in Vanguard International Growth

Inheritances: Loaded Liz

About a year ago, Liz, who is in her 40s, came into a significant inheritance
when her mother passed away. She received about $600,000; $150,000 of this
sum was a portfolio of individual large-company, higher-yielding stocks, and
the balance came as cash. The stock portfolio is being managed by an out-
of-state advisor, who charges 1.5 percent per year as an advisory fee and
places trades through a brokerage firm. Despite the fact that the portfolio
usually has only about eight stocks in it, trade confirmations come in about
once per month.

Liz currently is a college professor and makes about $50,000 per year. She
has approximately $40,000 invested in the TIAA-CREF retirement plan, with
80 percent in the plan’s bond fund and 20 percent in its stock fund. She’s
saving and investing about $400 per month in the plan because that’s the
amount she can afford. Liz also has $110,000 in a bank IRA that will mature
soon.

Liz currently owns a home and is happy with it. It has a mortgage of about
$90,000 at a fixed rate of 9 percent. She would like to retire early, perhaps
before 60, so that she can travel and see the world. She’s wary of risk and
gets queasy over volatile investments, but she’s open to different types of
funds. She likes to use many different companies but doesn’t want the
headache of tons of paperwork. Liz prefers doing business over the phone
and through the mail because she’s too busy to go to an office.
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Recommendations: First, Liz should maximize her retirement contributions
even though she thinks that she’s saving all that she can afford. She has all
this extra money now that she could draw upon and use to supplement her
reduced take-home pay if maximizing her retirement contributions doesn’t
leave enough to live on.

This extra cash also affords Liz another good move — getting rid of the
mortgage. It’s costing her 9 percent interest pre-tax (around 6 percent after
tax write-offs) and she’d have to take a fair amount of risk with her invest-
ments to better this rate of return.

Liz also needs to invest her money more aggressively, particularly inside her
retirement accounts. All of her IRA and 80 percent of her employer’s retire-
ment plan money are in fixed-income investments. In the TIAA-CREF pian,
she can invest 30 percent in the bond fund, 40 percent in its stock fund, and
30 percent in its global equities fund. She could transfer her IRA account to a
discount broker and invest it as follows:

40% in Vanguard Star

20% in Fidelity Asset Manager

20% in T. Rowe Price Spectrum Growth
10% in Neuberger & Berman Guardian

10% in Warburg Pincus International Equity

After paying down the mortgage and keeping an emergency reserve of
$40,000, as well as another $70,000 for remodeling, Liz would have $250,000
in cash plus the stocks. She should sell the stocks because their dividend
income is taxable and she’s paying 1.5 percent per year ( plus commissions)
to have her account managed. The account has underperformed the S&P
500 by an average of 3 percent per year over the past five years. She could
transfer these shares to Vanguard’s discount brokerage division and then
sell them there to save on commissions as well as to have money at Van-
guard to invest in their funds. Then Liz could invest the remaining $400,000
once per quarter over the next three years as follows:

20% Vanguard Muni Intermediate-Term Bond fund

20% Vanguard Tax-Managed Balanced
Liz might do well to invest the remaining 60 percent in a variable annuity. As
I explain in Chapter 3, these tax-sheltered investments are beneficial to folks
like Liz who have excess money to invest and have many years over which
they’d like the money to compound tax-deferred. Within the annuity, she
could invest the remaining 60 percent as follows:

20% Vanguard Balanced

25% Vanguard Equity Index

15% Vanguard International
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Chapter 11

Application, Transfer,
and Other Neat Forms
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In This Chapter

» Explaining application basics

p Opening multiple accounts

» Applying for checks and debit cards

p Understanding retirement account forms

p Establishing an automatic investment program
b Asking for help
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ou’re human — so odds are good that you absolutely, positively don’t
like paperwork. Unfortunately, when you invest money, paperwork is
required. But don’t despair. In this chapter, | show you how to do the
fund application and transfer forms.

Although the subject of this chapter may seem dreary, I explain some extra-
nifty things that perhaps you didn’t know you could do with fund investing.
And, unlike dealing with IRS tax forms year after year, fund paperwork is not
unpleasant to deal with. You won’t have much (if any) ongoing paperwork to
do, except for filing the taxes owed on mutual fund distributions held
outside of retirement accounts -— but that’s the subject of Chapter 13.

The examples I've chosen for this chapter use some of the better firms
recommended in this book. Because particular types of applications are so
similar from firm to firm, you should know how to fill out a Dodge & Cox IRA
application, for example, if | show you how to complete the same type of
application for T. Rowe Price, or any other such firm.
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Non-Retirement Accounts

As I discuss in Chapter 5, you can purchase most of the excellent mutual
funds I recommend in this book either directly from the mutual fund com-
pany that is selling them or through a discount brokerage firm. Though
you’ll see many similarities among the applications in this section, you'll
also see that brokerage account applications are a different type of animal
than mutual fund company applications. Don’t worry, though — I show you
how to handle them both.

Application basics

Suppose that you've read the chapters in Part Il of this book and you've
decided that you want to open a Vanguard Municipal Money Market fund to
hold your emergency fund reserves. You call them up on their 800 number
(= 800-662-7447) and ask them to “Please send me your account application
materials for the Vanguard Municipal Money Market fund.”

Several days later, you get a wad of materials in your mailbox; the envelope
has enough density and heft to make a great fly swatter! But don’t be
intimidated. Most of the stuff in the package is marketing propaganda — the
fund company wants to convince you to send them gobs of your money,
although some of the material may be educational. Hunt around until you
find the document that says something like “Account Registration Form” or
“New Account Application” or “Application.” It should look something like
Figure 11-1.

Here’s how to complete a new account application for a non-retirement
account:

1. Your Account Registration. Choose an appropriate box, and enter the
name of the individual or organization who is registering the account.

" v~ Individual or Joint Account. Most people choose this box, which is the
option whether you're opening the account for yourself or for yourself
and someone else jointly. “Joint tenants with rights of survivorship” is
the default classification for jointly registered accounts. A joint tenancy
with rights of survivorship establishes the following conditions:

¢ The person you've jointly registered the account with can do
everything that you can do on the account, such as calling and
inquiring about account balances, performing transactions, and
writing checks. Neither party needs the other’s permission
(although it’s possible to establish the account so that both
signatures are required for check writing).

¢ Fach account holder has an equal interest in the account.
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Completing
an account
application.
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¢ If you should die, the entire account balance goes to the other
person registered on the account without the hassles and expense
of going through probate.

A rarely used option is to register the account as “tenants in common.”
To arrange a tenancy in common, you can have a legal document drawn
up specifying that each tenant owns a certain percentage of the ac-
count. Unlike shares of ownership for joint tenants with rights of
survivorship, the shares for tenants in common need not be equal. If
you die, the account is restricted; your share of the account is distrib-
uted to the person whom you selected to receive it, and the surviving
account holder is required to set up a new account for his or her share.

If you go to the trouble of setting up the account registration as tenants
in common, just write in the margin in this section of the form that you
want the account set up this way, or attach a short letter that presents
the same request. The fund company doesn’t want or need to see the
legal document which you should keep with your will or other impor-
tant personal financial documents.

i 1~ Gift or Transfer to Minor. If you want to open an account in your

< child’s name, check the second box. As the parent, you are the custo-
dian; your child is the minor. Your state’s name is necessary because
two different sets of laws govern custodial accounts: the Uniform Gift to
Minors Act (UGMA) and the Uniform Transfer to Minors Act (UTMA).
Each state allows one or the other. The hitch: Your child is legally
entitled to the money in the account when he or she reaches the so-
called age of majority (which is, depending on the state, between the
ages of 18 and 21). Please read the college investing section in Chapter 3
before putting money into your child’s name.

| 1~ Trust. Generally, you know if you have a trust because you're either the
¢ one who sets it up or you are the recipient of assets that are part of a
trust. There are many types of trusts. For example, some folks, by the
time they get older, have set up a living frust that allows their assets to
pass directly to heirs without going through probate. If you have a trust
agreement, provide the pertinent details at this point in the form.

4 .~ Corporation, Partnership, or Other Entity. If you want to open a

?  mutual fund account for your corporation, local rotary club, or what-
ever, use this registration section. You need a taxpayer ID number. If
your organization doesn’t have one, call the IRS at % 800-TAX-FORM and
request Form SS5+4.

2. Your Address. This part’s EZ. You may be wondering why they ask for
your phone numbers, the name of your employer, and your occupation. The
fund company wants your phone numbers so that it can call you if needed
regarding an account issue. The rest of this information is partly required by
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fund regulators and partly just desired by the fund company for their own
“market research”; they want to know about the people who invest in each
of their specific types of funds. If you wish to maintain your privacy, you can
skip this stuff and the fund company will still happily open your account.
(Note: The fund company does not share this information with the IRS.)

3. Your Investment. Here’s where you tell ’em which fund you want. But be
careful here. In the example at the beginning of this section, the person was
interested in the money market fund, which is the first line in the left
column. On the line, simply write the amount you want to deposit.

To ensure that the money is deposited into the correct fund, check the
account statement that you receive when you open your account. Although
it doesn’t happen often, fund companies (and you!) occasionally make
mistakes.

4. Your Method of Payment. Generally, you need to send a check to open
your account. Make it payable to the fund (include the fund number if the
company numbers its funds as Vanguard does). Don’t worry about someone
stealing the check or a mail thief cashing it (remember that you make the
check payable to the fund). Alternatively, you could open this account by
exchanging money from another account that you already have at the
company, in this case, at Vanguard.

After you have an account open, you can do exchanges by telephone into
other accounts. Exchanges save you the hassle of filling out more application
forms every time you open new funds at the same company (although different
account types, such as IRAs, do require separate account applications).

Make sure that you have another source of cash during the time it takes for
the fund company to open your money fund and send your first check.
Sometimes people send in almost all their money and then, in a few days,
they wish that they had kept some back.

5. Dividend and Capital Gains Payment Options. Most mutual funds make
dividend and capital gains payments. If you're not living off this income, it’s
usually best to reinvest these payments by purchasing more shares in the
fund. To reinvest, just check the first box. This strategy eliminates the hassle
of receiving and cashing checks often and then figuring out where to invest
the money (but it does not change the taxability of a fund’s distributions).

On the other hand, if you’re retired, for example, you may want the distribu-
tions on your fund sent to you so that you can spend it on whoopee cush-
ions and sports cars. On this form, you can choose to have the money sent
to you as a check through the mail. Or, even better, the fund can electroni-
cally transfer the money to your bank account. This method gets you the
money quicker and requires less mail to open and fewer checks to sign and
schlep to the bank.
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6. Wiring and Fund Express Options. This section allows you to establish
some other options. Wire redemption, if established, allows you to request
that money be wired to your bank account. Use this feature if you unexpect-
edly need money fast. Your mutual fund and your bank may charge for
wiring services, though, so don’t use wiring as your regular way to move
money back and forth to your bank.

If you want to make regular deposits into one of your fund accounts, you can
select the automatic investment plan. This choice authorizes the fund to
instruct your bank to send a fixed amount on a particular day of the month
(or some other time period). You can do the same in reverse by withdrawing
money on a regular schedule, too. The minimum is $50 (the amount is stated
on the other side of this application — it should be stated here to make your
life easier). If you want to establish this service for multiple funds, simply
attach a letter with your added instructions.

Special purchases and redemptions is an electronic funds transfer — it’s like
a paperless, electronic check that allows you to move money back and
forth between your bank and mutual fund accounts. This process usually
takes a full two days to complete because, like a check, the transaction is
cleared through the Automated Clearing House (wiring can typically be done
same day or next day). The mutual fund and the bank should not charge for
this service because it’s just like a check (which means that it costs less
than wiring).

To establish these additional services, remember to attach a preprinted
deposit slip or blank check (write “VOID” in large letters across the front of
the check so that no one else can use it).

7. Signature. Don’t forget to sign the form. A missing signature delays the
opening of your account. ( The fund company will mail the application back
to you!) Attach your check to the application with a paper clip or staple, and
pop everything into the postage-paid envelope that should have come with
the application. If you can’t find the envelope, the addresses and phone
numbers for the funds in this book are in the Appendix.

8. Check-writing option. This is a useful feature to sign up for on a money
market fund. Most money funds limit check writing to amounts of $250 or
more.

I don’t recommend establishing check writing for bond funds because it
creates tax headaches. Every time you write a check on a bond fund, the
transaction must be reported on your annual tax return ( because the price
of the bond fund fluctuates, you'll be selling at different prices than you
bought) — yuck! Keep enough cash in your money fund and just write your
checks from there.
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Discount brokerage accounts

As I discuss in Chapter 5, discount brokerage firms offer you the opportu-
nity, through a single account, to invest in hundreds of funds from many
fund companies. Brokerage firms are different from mutual fund companies.
The first difference is that brokerage accounts allow you to hold and trade
individual securities, such as stocks and bonds. This feature is handy if you
hold individual securities and want them in the same account as your
mutual fund.

Another difference is that, in addition to offering mutual funds, brokerage
accounts allow you to invest in riskier types of securities and engage in
riskier investing strategies. Many brokerage firms, for example, allow
investing in options (see Chapter 1), which are volatile, short-term,
gambling-type instruments. Keep your distance.
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Most of the sections on a typical brokerage application are the same as
those on a mutual fund application as I describe in the “Application basics”
section earlier in the chapter. The following sections explain the main
differences that may give you cause for pause.

Margin what?

Brokers offer (and sometimes encourage) margin trading. Just as you can
purchase a home and borrow some money to finance the purchase when
you can't afford to pay all cash, you can do the same with your investments.
When you buy a home, most banks require that you make a 10 to 20 percent
down payment on the purchase price. When you invest in a brokerage
account, you need to make a 50 percent down payment.

Buying investments on margin, which may only be done for non-retirement
accounts, is not something I recommend. First, you pay interest. Although
the rate is competitive — nothing approaching the worst credit cards — it
still ain’t cheap. Typically, the rate is a bit less than you would pay on a
fixed-rate mortgage on your home.

Also, if your investments fall significantly in value (25 to 30 percent), you get
a margin call, which means that you’ll need to add more cash to your
account. If you can’t or don’t, you'll be forced to sell some investments to
raise the cash. Of course, if your securities’ prices increase in value, you'll
earn money not only on the “down payment” you invested, but also on the
borrowed money invested. ( That’s called leverage.) Margin borrowing can’t
be done in retirement accounts, which is where you should be doing most of
your investing ( because of the tax benefits).

Excessive margin buying and borrowing was one of the reasons that the
stock market crashed so precipitously during the Great Depression. Back
then, stocks could be purchased with just 10 percent down.

Borrowing on margin can be useful as a short-term source of money. Sup-
pose that you need more short-term cash than you have in a money fund.
What te do? Rather than sell your investments, just borrow against them
with a margin loan. This move makes sense especially if you'd have to pay a
lot of tax on profits were you to sell appreciated investments.

Getting too personal?

You'll notice in Figure 11-2 in sections 1 and 2 of the brokerage application
that several questions ask for financial information that most people con-
sider to be confidential: driver’s license number, income, net worth. “Why,”
you may rightfully ask, “are they being so nosey? Do they really need to
know this stuff?”

All brokerage firms ask for this kind of information because of the so-called
“Know your customer rule” imposed by regulators. Because brokerage
accounts allow you to do some risky stuff, regulators believe that brokerage
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firms should make at least a modest effort to determine whether their
clients know enough and have a sufficient financial cushion to make riskier
financial investments.

Make your paperwork go faster and your investing less dangerous and skip
this stuff! If you're not signing up for the risky account features such as
margin and options trading, the brokerage firm doesn’t need to know this
personal information.

Neat brokerage account options — checks and debit cards

Some brokerage accounts offer additional features, such as check writing
and a VISA debit card (see Figure 11-3), that allow more convenient ways for
you to access the money in your account. The only challenge is that you
have to request the application for the special type of brokerage account
that offers these features. At Fidelity, for example, its souped-up brokerage
account is called a Cash Management Ultra Service Account; Schwab’s is
called a SchwabOne account.

Debit cards look just like credit cards and are accepted by retailers the same
way as credit cards. There’s one important difference, however. When you
make a purchase with your debit card, the money is generally sucked out of
your brokerage account money fund within a day or two. You may also use
your VISA debit card to obtain cash from ATMs (which usually costs you a
buck or so).

You can use debit cards instead of credit cards. Doing so may simplify your
financial life by saving you from writing a check every month to pay your
credit card bill. On the other hand, you give up the float — the free use, until
the credit card bill is due, of the money that you owe — because debit cards
quickly deduct the money owed from your account.

As with a money market mutual fund account, you may obtain checks to
write against the money market fund balance in your brokerage account.
Don’t forget to complete the signature card for check writing.

Some brokerage accounts come with even more features that make organiz-
ing your finances easier, such as unlimited check writing and a bill payment
service. These services cost more money; at Fidelity, for example, you must
put more money into your account ($10,000 instead of $5,000), pay a $5
monthly service fee, and also pay an annual account fee of $24 if you don’t
place at least one trade per year.

Discount brokerage account transfers

You may have cash, securities, and most mutual funds transferred into a
new brokerage account that you establish. (If you haven’t opened an
account yet, you also need to complete an account application form.) All
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Figure 11-3:
Extra
services
give you
more ways
to access
your funds.
|

Source: Fidelity Investments

you need is an account transfer form (see Figure 11-4) for the brokerage firm
into which you’re transferring the assets. Using one of these forms saves
you the hassle of contacting brokerage firms, banks, and other mutual fund
companies from which you want to move your money. Using this form also
saves you the bother and risk of taking possession of these assets yourself.

Here's the information you need to know to complete a transfer form like the
one in Figure 11-4.

A. Information about your (new) brokerage account. Fill in your name as
you have on your account application or as it’s currently listed on your
account if it’s already open. If you're sending in your account application
with this transfer form, you won’t have an account number yet, so just write
“NEW” in the space for your account number.

B. Information about the account you are transferring. Write the name of
the brokerage, bank, or fund company that holds the assets you want to
transfer; also enter the account number of your account there. Title of
account simply means your name as it appears on the account you are
transferring.

Complete one of the following. Complete the relevant section for the
brokerage account, mutual fund, or bank account you are moving.

\° C. Brokerage Account Transfer. Here, you have to decide whether you want
to transfer your entire account — which makes your administrative life
easier by eliminating an account — or only a part of it. (Another advantage
of closing accounts at firms such as Prudential, Merrill Lynch, Dean Witter,
Smith Barney Shearson, and Paine Webber is that many of them charge an
annual account fee.)
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Figure 11-4:
Brokerage
account
transfer
form.
|
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2 Non-ACAT Full

Account Transfer Form  seiwas Clearing Number: 0164 | o Konguualitied Person Pan_ 3 e P

A. Information about your Schwab account. I opening an sccount, please attach an account application to this form.
Name i

Your Schwab Account Number Your Social Security or Tax [D Number

B, Information about the account ,Xg“ are n‘ansfemng (Plexse refer to your statement for the following information and
attach a complete copy of your O Check here if| lhese a.mm come fram & Qualified Pian.
Nawme of Firm or Fund Company Broker Cle:

Your Account Number (Scheraly ”mm“"-"

Name(s) and the title of the account as shown on your
I“ todian or trustee of this account (Schwab completes) . l

Piease select only gne of the following: section G, D or E. Non-ACAT transfers ondy {Sctwab completes.)
(Please use a separate form for each account you transfer,) Q Deliver all securlties in kirul and unbivested credi¢ balarce. |
{0 C. Brokerage or Trust Account Transfer. (Flease cheek approprinte box.) | poeacetineate fordlwhale e, luidatoal

0O 1 wish to transfer my entire account. (Please skip to signature section.)

Q1 wish to transfer only the following assets from my account, (Please do not comptete the following infarmation if you are transferring your
entire account. Section to be used for partial transfers only. Please atach additional forms if necessary.)

Description of Asset Quandty Deseription of Asset (&"M”lﬁymf
(Punisl transfers anly. XATTO BE USKLS F02 MITCAL STS08) sisoes o0 A1) (Partialteansters aaly. 5OT T BE1'SE2 0t Me1AL 1Y) e 2L

1 D. Mutual Fund Transfer. (Please use one form for each mutual fund company.)
Indicate below how you would liks your shares transferred and your dividends and capital gains credited. I vou do nat atherwise indicate betaw, Schwab will
transfer all shares and reinvest your dividends and capital gains.

Name of Fund Pundpcer g | Qe | vmim@eeons) | SESTSARREIS | onnlbus sccount
shatesop ANy [ TrARLer Y Sty shares, Relmested Cmh (Scinah completes.)
*Requests to sell mutual fund positions are ton th firm receivi p ing the request and may take several weeks to comiplete.
0 E. Bank, Savings & Loan or Credit Union Transfer. (Check one)
{1 1 am only transferring cash. E3 Thave a CD that I want to transfer, Please:
Please transfer: Q Liguidate it IMMEDIATELY. ] am aware of and acknowledge the penalfy I will incur frura any early withdrawal.
3 All cash in account. Q Liquidate it AT MATURITY. MaturityDate____/____ / (Flease vatimit 245 warlo efore ey e
2 Only$ X Touh e  Vear
F. Please s1gn this sectmn.
*f s account ol in
Scmleb & Co. Inc. a5 successor custodian, § nulsunnhn m: dre you nuthanm you to liquidate the assetsin my account 10 i exient necessasy 10 nhs'y

to Chatles. linstrugt you to
Sehwab & Cn IR, | understand that to the exient anyasseu m my aecount are not readily: lnns!m: e.owlh  iranster them ln good delive:: anb: mm\ including afning an', nmssaly ax waivels, 10 eneble e SUCCCssos
or wathoul peaaities. such 26sals may not be frames required by NYSE Aute 412
of stiar ule of the WASID or other designaied examiniog avl rezeiviig a cogy of Vs franster mstruct

o,
Wnless atherwise indicaled in the instructions betaw, | Aumanu you to homd-le any nontransierable laﬁmn {hat (have destrayed or remed to you credivideit cards anmu unum md; lswnﬂ lnmnh
proprittary money partof my tothe wlth my

Please b ¢ 10t mpleie copy of th 1 statement. of the aegount

Your Signatnre Dute
Joint Aceount Holder Signature Date

Deliverlng Agents: Please refer to the reverse stde of this form for delivery instructions.

Letter of Authorization (Schwab completes.)
To Lhe prior trustee or custodian: Please be advised that Ch &Co, Inc. wil pt the aby i account as suceessor custodian,
‘Successor Gusluaian Avinorzed Sigratwe i [ Tite ’ lm o hnk

Source: Charles Schwab & Company, Inc.
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If you're doing a partial transfer, simply list the assets you want to
transfer — for example, IBM stock — and list the number of shares,
such as 50 or All. With partial transfers that include the transfer of
mutual funds, you have to go through the hassle of completing one of
these silly forms for each company whose funds you're moving. These
funds get listed in the next section, D.

You won’t be able to transfer (into your new brokerage account) mutual
funds that are unique (or proprietary) to the brokerage firm you're
leaving. Funds that cannot be transferred include funds such as Pruden-
tial, Merrill Lynch, Dean Witter, Smith Barney Shearson, Paine Webber,
and so on. If there are no adverse tax consequences, you're better off
selling these funds and transferring the cash proceeds. Check out
Chapter 12, which walks you through the issues to consider if you're
debating whether to hold or sell a fund.

If you were sold some of those awful limited partnerships, check with
the discount brokerage to which you’re transferring your account to
see if they will be able to hold them. Discounters will likely charge you
a fee ($25 to $50) to hold LPs, but many of the lousy firms that sold
them to you in the first place also charge you for the privilege of
keeping your account open with them. If the costs are about the same,
I'd move the LPs to your new account to cut down on account clutter.
Another alternative is to speak with the branch manager of the firm
that sold them to you and ask that they waive the annual account fee
for continuing to hold your LPs there.

D. Mutual Fund Transfer. As | explain in the last section, only certain
companies’ funds may be transferred into a brokerage account. You
need to complete one of these forms for each company’s funds you're
transferring. For each fund you're transferring, list the fund name, your
account number, and the amount of shares you want transferred or sold.

If you are transferring the fund “as is” instead of selling it, you need to
tell the new firm whether you want the fund’s dividends and capital
gains distributions reinvested. Unless you need this money to live on,
I'd reinvest it.

E. Bank, Savings & Loan, or Credit Union Transfer. Use this section on
the form to move money from banks and the like. A potential complica-
tion occurs when the money is coming from a certificate of deposit. In
that case, send in this form several weeks before the CD is set to mature.

If you’re like most people and do things at the last minute, you may not
think about transferring a CD until the bank notifies you by mail days
before it’s due to mature. Here’s a simple way around your inability to
get the transfer paperwork in on time: Instruct your bank to place the
proceeds from the CD into a money market or savings account when
the CD matures. Then you can have the proceeds from the CD trans-
ferred whenever you like.

275
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F. Please sign this section. Sign it and don’t forget to attach a copy of a
recent statement of the account you're transferring, as well as your account
application if you haven't previously opened an account. At this point . . .

. you’re done! Mail the completed application in the company’s postage-paid
envelope and the transfer will hopefully go smoothly. If you have problems,
see Chapter 14 for solutions.

Retirement Account Paperwork

The applications for retirement accounts pose new challenges. The first part
of these applications is just like a non-retirement account application,
except that it’s easier to fill out. Retirement accounts are only registered in
one person’s name: You can’t have jointly registered mutual fund accounts.

Because mutual fund company retirement account forms are so similar to
brokerage account retirement forms, I just use the mutual fund company
forms as examples in this section.

Retirement account applications

Individual Retirement Accounts (IRAs) are among the most common ac-
counts you might use at a mutual fund company. This section explains what

-you need to know to complete an IRA application (SEP-IRAs for the self-
employed are quite similar). I use the T. Rowe Price mutual fund IRA applica-
tion as an example (see Figure 11-5).

If you plan to transfer money from a retirement account held elsewhere
into the one you're opening, you need to be careful about two details before
“you start:

1* Make sure that the retirement account type you're opening (such as an
IRA or SEP-IRA) matches the type you're transferring (unless you're
moving money from a 401(k) plan, in which case you would be sending
that money into an IRA account because you can’t open a 401(k) as an
individual).

v If you want to transfer individual securities from a brokerage account,
you need a brokerage account application for whatever type of retire-
ment account you're opening, not a mutual fund account application.

1. IRA Registration. An easy section — but make sure, especially if you're
going to be transferring IRA money from another firm into your mutual fund
IRA, that you list your name exactly as it appears on the account you're
transferring. Otherwise, the firm that has your IRA may make the transfer
problematic by causing delays and making you complete yet more forms.
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2. Provide Your Address. See, this isn’t so hard. Enter your mailing address
and phone numbers. ~

3. Provide Employer Information. You don’t have to provide this informa-
tion if you don’t want to.

4. Choose Your Investment Method. Choose one of three methods, each one
corresponding to a little check box along the left side of the column. Here's
what each of these little boxes allows:

# .~ Annual Contribution. This is the box you check if you're opening up a

' new IRA account with money previously held outside any kind of
retirement account. You must specify which kind of fund(s) you want to
buy, how much you’ll be contributing (up to $2,000), which kind of IRA
you want to open (traditional or Roth), and which tax year you're
making your contributions for. You have until the time you file your tax
return (the deadline is April 15) to make a contribution for the previous
year. (I explain the various types of retirement accounts, including
IRAs, in Chapter 3.)

| 1 Transfer (from an existing IRA). If you want to move an IRA from

o another investment firm or bank into your new mutual fund IRA, check
this box. You also need to complete an IRA transfer form (which
explain in the “stuff to do before transferring retirement accounts”
section). This is the best way to move an existing IRA because it
presents the least hassle and the fewest possibilities of a tax screw-up.

| ~ Rollover. Withdrawing the money yourself from another IRA and

. sending it yourself to the new account is not a good way to transfer
your IRA. The big danger is that if you don’t get the funds back into the
new account within 60 days, you'll owe mega-taxes (current income tax
plus penalties).

If you're rolling over money from an employer-sponsored plan such as a
401(k), you can check the small box labeled “Traditional Rollover IRA.”
Tax advisors usually recommend that money coming from your
employer’s plan should go into a rollover account. This choice allows
you to someday transfer the money back into another employer’s plan.
Of course, you can choose investments in your own IRA, so this may
sound like a silly reason to use a “Rollover IRA.” An advantage to
establishing a contributory IRA, instead, is that you can add to it with
future IRA contributions. You can also merge it with other IRA accounts.

Don’t request that your employer issue you a check because your
employer must withhold 20 percent for taxes. If you want to roll the full
amount over — a wise move — you must come up with the missing 20
percent when you deposit the money into your IRA. Otherwise, you
owe tax and penalties on it. Establish your IRA and then instruct your
employer to send your money directly to that account.
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5. Select Your Account Service Options (see Figure 11-6). Here, you can pick
and choose from the various service options that come with your IRA
account. Some of them, such as telephone/computer exchange, are auto-
matically available with your account unless you specify otherwise. In this
section, you can also set up an automatic investment plan; contributions to
your IRA can be regularly deducted from either your bank checking account
or your paycheck itself.

6. Designate Your Beneficiaries. Here’s where you specify who gets all of
this retirement money if you work yourself into an early grave or haven’t
spent all of it by the time you go. In most cases, people name their spouses,
kids, parents, and siblings. You may also list organizations such as charities
that you want to receive some of your money; providing their tax identifica-
tion number and address is a good idea (just include this information on a
separate piece of paper).

If your children are under 18, they don’t have access to the money. The
money is controlled by a guardian that you identify through your will. If you
die without a will, a guardian will be assigned by the courts.

Your primary beneficiaries are first in line for the money, but if they’ve all
crossed the finish line by the time that you do, your contingent beneficiaries
receive the money.

7. Provide Your Signature. Don’t forget to sign and attach any checks.

Stuff to do before transferring
retirement accounts

If you have money in a retirement account in a bank, brokerage firm, other
mutual fund company, or in a previous employer’s retirement plan, you can
transfer it to the mutual fund(s) of your choice. Here’s a list of steps for
transferring a retirement account. Note: If you're doing a rollover from an
employer plan, please heed the differences indicated:

1. Decide where you want to move the account. Check out Chapter 5
and Part II.

2. Obtain an account application and asset transfer form. Call the toll-
free number of the firm you’re transferring the money to and ask for an
account application and asset transfer form for the type of account
you're transferring to — for example, an IRA, SEP-IRA, Keogh, or 403 (b).
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Figure 11-6:
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Select Your Acconnt Scrvice Options
Services selected here will apply only ta the account(s} established with this
form.

A. To Exchange Fund Shares

Unless you check the box below, you can use the telcphone/computer to
make exchanges between tdcndu%y registered T. Rowe Price IRA acoounts.
Anyone who can properly identify your accounts can make telephone/
computer exchanges on your behall.

3 1 do not want telephone/computer exchange privileges.
8. To Redeem Fund Shares.

Unless you check the box below, you can use the ielephone 1 redeem IRA
fund shares. Anyone who can properly identily your accounts can mal
telephone redemptions on your behall. The proceeds of any distribution
will be made payable and mailed to the name and address in which your
account is regisiered or may be transferred to another identically registered
T. Rowe Price actount. Distributions from your IRA tmay be treated as
taxable {ncome. You have the option 1o accept or decline federal tax
withholding upon esch telephone i}

6  Designate Your Benefi

Complete this section to designate your
o i dy if no primary

The following beneficiaries will replace any beneficlaries you may currently

‘have on file with T. Rowe Price for the same type of IRA.

1f you are opening more than one type of IRA, this beneficiary designation

willapply to both,

Primary Beneficiaries

1. Name

survive you,

p] request. An addl
penalty tax of 10% for IRA distributions received prior to age 59% may
also spply,

2 1 6o not want telaphone redemption privileges.

C. To Make Electronic Transfers Between Your Bank and

T. Rowe Price
To authorize electronic telcphone/computer transfers, write *VOID” across
the face of a blank check from the bank accouut you will be using and
attach the. check to this form.

Anyone who can properly {dentify your accounts can make telephone/
mxz;puur purchases on your b:lul{

I£ theze is 2 co-owner of your bank account, he or she must authorize this
service by signing below,

Secondary Beneficiaries

Co-owner's Signature.

D, To Set Up Automatic Asset Bullder

By chiecking either or both of these boxes. you can authorize T. Rowe Price
10 transfer money automatically from your bank account or paycheck into
your FRA account (minimum of $50 per account).

Be sure investments do not exceed your annwal contribution limic. If you
avercontribute, the IRS may charge you a substantial penalty, See “IRA
Summary & Agreement” for complete details.

Bank Account Deduction. Check this box to invest from your
bank account.

Conuributions will be designated for the current calendar year. However,
you may have your January, Februaty, March, and/or Apri contributions
designated for the prior dar year by checking the following hox(es).
Contributions to a Roth IRA caunot be made for years prior to 1998.
Credit my tnvestments for the month(s) indicaed as prior-year contsibusions.

January March
February 3 April

Note: April contributions must be credited to your IRA on or before your
wx fling deadline, not including extensions.

Be sure to review the information on electronic transfers, attach your
volded check, and, if necessary, complete the co-owner’s information in
Section 5C. Then fill in the infonnaion below.

Fund Name :

i H

Dollar Amount

s LI

£} Payrolt Deduction. Check this box fo invest through payroll
deduction. Contributions will be designated tor the
calendar yeos In which they are received.
Fill in the information below, and we will mail you instructions to forward
0 your payroll depariment.

Furd Name

ilinninn

L-This sclection may be changed at any time by written instruction from you.

Totat = 100%

By signing this form, I certify that:
W} have received, read, and agree to the tesms of the prospectus for each fund

in which | am in 1 have the authority and Iegal capacity to purchase
mutusl fund shares and establish this custodial IRA, am of legal age in my
state, and believe each fnvestment is a suitable one for me.

M 1 received, read, and agree to the T. Rowe Price IRA Disclosure
Staterent and Custodial Agreement for the type of IRA (iraditionat or
Roth) 1 have sclected in Sectdon 4 at Teast scven days prior 1o the date

1 signed this application.

W Tiuthoiizé T: Rowe Price Funds, theiv afillites, and'theit ageils 10'act
any instructions believed to be genuine for any service authorized on this
form. The Funds use ble p (including sh iden-
thy verification) to confirm that given by telep P
are genuine and are not tishle for acting on these instuctions. (However,
if these procedures are not followed, it is the opinion of certaln regula-
tory agencies that the Funds may be liable for any Josses that may result
from acting on given.) All servi subject 1 ditic
set forth i each fund's prospectus.

W By completing Section 5, 1 authorize T. Rawe Price 1o intiate debit entries
10 my sccount 2t the financlal institution indicated and for the financial insu-
wtion (o debit the same to such account through the Automated Clearing
House (ACH) System, subject 10 the rules of the financinl instisuion, ACKH,
and the Fund. T. Rowe Price may wsrect any transaction ervor with 2 debit
or credit to my financis] tnstitation account andfor Fund aceount.
authorization, including any credit or debit entries initiated thereunder, is
in full force and effecr until t notify T. Rowe Price of its revocation by tele-
phone or in writing and T. Rowe Price has had sufficient time to acton i

Please Sign Here:

Owner's Signature Date

Spouse’s Signature Date

i Any restdent of s community property state {AZ, CA, ID, LA, NV, NM, TX,
£ WA, or W) who is marsicd should obtain bis or her spouse's consent to

: esiablish this account.

i zecrive & confirmation stasemtens shortly

gos2 |

Thank you for your kavestment.

Source: T. Rowe Price
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You can tell which account type you currently have by looking at a
recent account statement; the account type is given near the top of the
form or in the section with your name and address. If you can't figure it
out on a cryptic statement, call the firm that currently holds the
account and ask a representative which type of account you have (just
be sure to have your account number handy when you call).

3. Figure out which securities you want to transfer and which you need
to liquidate. Transferring existing investments in your account to a new
investment firm can cause glitches because not all securities may be
transferable. If you're transferring cash (money market assets) or
securities that trade on any of the major stock exchanges, transferring
isn’t a problem.

If you own publicly traded securities, it’s often better to transfer them
as is to your new investment firm, especially if the new firm offers
discount brokerage services. (The alternative is to sell them through
the firm you're leaving, which may be more expensive.)

If you own mutual funds unique to the institution you're leaving, check
with your new firm to see if it can accept them. If not, you need to
contact the firm that currently holds them to sell them.

4. (Optional) Let the firm from which you’re transferring the money
know that you’re doing so. (You don’t need to worry about this step if
you're rolling money out of an employer plan.) If the place you're
transferring from does not assign a specific person to your account,
you definitely should skip this step. If you're moving your investments
from a brokerage firm where you've dealt with a particular broker,
though, the decision is more difficult. Most people feel obligated to let
their representative know that they are moving their money.

In my experience, calling to tell your representative the “bad news” is
usually a mistake. Brokers or others who have a direct financial stake in
your decision to move your money will try to sell you on staying. Some
may try to make you feel guilty for leaving, and some may even try to

. bully you. What to do? I say write a letter if you want to let them know
you’re moving your account. It may seem the coward’s way out, but
writing usually makes your departure easier on both sides. With a
letter, you can polish your explanation, and you don'’t run as much risk
of putting the broker on the defensive. Just say that you've chosen to
self-direct your investments.

But then again, telling an investment firm that its charges are too
high or that it sold you a bunch of lousy investments that it misrep-
resented to you may help the firm to improve in the future. Don’t fret
this decision too much. Do what’s best for you and what you’re com-
fortable with. Brokers are not your friends — even though they may
know your kids’ names, your favorite hobbies, and your birthday — it
is a business relationship.
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Retirement account transfer forms

Transferring retirement accounts generally isn’t too much trouble. In most
cases, all you need to do is complete a transfer form. You can use a mutual
fund transfer form to move money that’s in a bank account, in another mutual
fund, or in a brokerage account. You may only use this form to move invest-
ment money that you want liquidated and converted to cash prior to transfer.
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Figure 11-7 shows the form used for transferring money into a mutual fund
IRA. Use one of these forms for each investment company or bank you are
transferring IRA money out of. If you're transferring individual securities (for
example, stocks or bonds) or want brokerage account features, you need a
brokerage account transfer form (and brokerage application forms).

1. Account Ownership. List your name as it appears on the account you're
transferring (look at a recent statement for that account). Write in your
Social Security number and the date you entered this here world.

2. Address. List the address as it appears on the account you're transferring.
Add your phone numbers in case the mutual fund firm needs to get in touch
with you if questions arise.

3. Type of IRA. Look at a statement for the account you're transferring and
see which type of IRA you have. If you can't figure it out, either call that
company and ask them which of the three types you have or just leave it
blank, send it to the mutual fund, and let them figure it out!

4. Where IRA Will Be Invested. Here'’s where you tell the fund company which
fund you want the money invested in. If you are opening a new IRA, check
the first box. If you already have an IRA at Fidelity, check the second box.

In Part B of the form, list the funds that you want the transferred money
invested in and the percentage of the money that is to go into each (the
percentages must total 100 percent). If you want to divvy up the money into
more than two funds, list the additional funds on a separate piece of paper
and attach that sheet to the form.

5. IRA Being Transferred. Here, you tell the fund where your IRA is currently
held. If it’s in another fund, list the name of the fund (if you're transferring
more than one fund from the same company, just squeeze those names into
the space). If it’s money in a CD that you're moving, try to send this form
several weeks before the CD is scheduled to mature. If you don’t get around
to sending the form until right before your CD matures, buy yourself more
time by directing your bank to place the CD proceeds into a money market
or savings type account from which you then can do the transfer.

List the firm where the IRA is currently being held. Custodian is simply the
term for the company holding your IRA — for example, First Low Interest
Bank & Trust or Prune Your Assets Brokerage. You probably won’t have a
clue as to which person or department handles transfers. If you don’t, you
can call the company and try to find out. But my advice is: Don’t bother.
Most funds don’t burden you with having to find this information out — the
funds should know from other transfers they’ve done with that firm. If they
don’t, let them do the work to find out.
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® TheFidelity Mutual Fund IRA Transfer Form % Invostments:

Use this form to authorize Fidellty to transfer your IRA direcly from another TRA Custodian and invest it in a Fidelity ',;ﬁ,,,’s’f’ é,ﬁ‘,’;ﬁ_ms
mutual fund IRA, Please read the instructions on the back of this form before completing the Transfer
Form. Mail your completed form in the enclosed envelope or to Fidelily Retirement Services, P.0. Box 660446,
Dallas, TX 75266-0446. if you have any questions, call 1-800-544-4774,
All sections must be completed. Plaase type or print clearly.
o Account Ownership Toak @ IRA Being Transferred
Name (firs1, middle fnitial, last): How your iRA [s currently invested:
r I D Mutual Fond Name: I . I
Social Security Number (used for tax reporting): :]
OO0-00-0000 O oty oty
Transfer the proceeds 10 my Fidefity IRA at maturity unless
Date of Birth (month, day, year): indicated by checking the box at right for immediate liquidation [
- DD 1 you liquldaie 2 D prior to matudlty, you may incur a penalty, Sead us this
Transfer Form at least three weeks prior to maturity, If the CD matures
in less than three weeks, call 1-800-544-4774 for procedures.
9 Address [ otherrspectty l |
" Where your IRA is currently located: Please call current custodian
et Address and Aparument or Box Number: for correct address. If this information is not provided, it could
I I significantly delay your teansfer,
Gy Name of Transferor Custodian
State: Zip: Name of individual or department responsible for ransfers
DZDWNQOHG D D D D D Address of Transferor Custodian

O0O00-000-0000 ' '

Fvening Phone: Cly

O00-000-0000 L— !
© woe or1ma 00 00000

D D D Telephone Number of Transferor Custodian
osems [l s OO0-O00- 0000
'ch‘ed(t!ﬁs bo:;;ﬁy ;W“::W ferrt  money orlg,&nalil')" ived as Account Number: Please attach 2 copy of your most recent statement,

i - LOOOOO0OO0O0000O0

e Where IRA Will Be Invested . .
Authorize Your Other Custodian

Ulﬂachuk one of th following: to Transfer Your IRA
1am opening a new mutual fund IRA. Attached is my
Please transfer all of the IRA account isted ta
completed IRA application. Section 5 in cash unless 2 partial amount is indicated: §

O 1 already own s Fidelity mutual fund IRA. Thave received and read the prospectus for the fund(s) in which 1am making
B. Please lstthe name(s) of the Fidelity muraal fund(s) into which the e ]m“ 7o# Lttt moncof e amouns o ";.,;';,“m"" ed
transfer proceeds are to be deposited. Section 401(2)(5) of the Internal Revenue Code. If in Section 3 above, Y have indi-
1. Fidelity Fund Name: Percent of Proceeds cated an 1RA which is different than the IRA ) curcently maintain (e.g., RegulzrlRA

vensusRnHmulRA),lhembymhlEhanewmmemnsofMﬂdv

| : l DDD% identical to the ferms for the Fidelity IRA 3§ ,

Fund Account Number {if existing) l I
OO0-OO0O000000 —— =

2. Fidelity Fund Name: Percent of Proceeds Signature Gumntee: Please call the cusodhn orother mmmkw':m m:c ml(:lans
lund Account Number (if existing): l l " " l * ' l

LI - e e e et | ‘ ]

Ifyou do not indicate a mutual fand, your transfer proceeds will be invested in Name of Bank or Firm Providing Signature Guarantee and
Fidelity Cash Reserves, 2 money market fund, Signature of Officer and Title (Be sure to stamp Signature Guarantce)

Letter of Acceptance and Instruction$ for Transfer to a Fidelity Mutual Fund IRA Account

- To Transferor Gustodian: Fidelity Trust Company (and/or any successor custodtan appointed pursuant to the terms of the Fidelity IRA) will accept the transfer
Flgure 11-7: described above. Please transfer on a Bduciary-to-fiduclary basis all or part of the designated account as instructed in Section 6, and make check payable to the
custodian, Fidelity Trust Company.

Form to Please mail check to Fidelity Retirement Services, P.0. Box 650364, Dallss, TX 75265-0364. Also include the following information on the check:

transfer ||ememms 5 - Tilhoned P
your IRA
into mutual 2400243 .
funds.
———

Date

Source: Fidelity Investments
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List the mailing address and phone number of the company where your IRA
is currently held, and also list your account number there. Attach a copy of
the statement for the account you want to move. If you don’t know the
phone number, don’t worry — it ain’t critical.

6. Authorize Your Other Custodian to Transfer Your IRA. Sign the form. If
you only want to transfer some of the cash from the account, fill that amount
in the little box. If you want to transfer everything, leave the box empty.

It’s a pain in the posterior, but some firms that you're transferring out of
may require that you burn a chunk of your day to go get your signature
guaranteed at your local bank (this is not done by a notary). Fortunately,
most companies don’t require this effort — but the only way to know for
certain is to call and ask.

Stuff this transfer form (along with an application form if you're opening a
new IRA) in the envelope and send it off.

Automatic Investing Forms

You may have noticed earlier in this chapter that some mutual fund applica-
tions include sections that allow you to establish an automatic investment
program. This program allows the fund to electronically transfer money
from your bank account at pre-determined times. You'll probably need to
complete a separate form to establish this service if your fund company
doesn’t have this option listed on its original application, you didn't fill out
that part when you opened the account, or you're investing through a
discount brokerage firm. Figure 11-8 is an example (see the explanation in
“Application basics,” earlier in this chapter, for how to complete this process).

If you have a pile of money sitting in a money market fund and you want to
ease it (some call it dollar-cost averaging) into mutual funds, you can use
the services most fund companies and discount brokers offer for this
purpose. They may have separate forms to fill out or, even better, compa-
nies such as Fidelity allow you to establish this service by phone after your
money fund account is open (see Chapter 6 for a discussion of the pros and
cons of dollar-cost averaging).

If you're investing outside a retirement account into fund(s) at different
points in time, here’s a hint: For tax record-keeping purposes, save your
statements that detail all the purchases in your accounts. (Most mutual
fund companies also provide year-end summary statements that show all
the transactions you made throughout the year.)
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Figure 11-8:
Investing on

auto-pilot.
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thguard .
FUND 2 2 sEss,

| Please print, preferably with black ink.

1. YOUR NAME AND ADDRESS (Please provide the information exactly as listed on your Vanguard Fund account. )

Name

Street

City State. 2ip
Daytime Teleph Number, Evening Telephone Number

2. YOUR BANK INFORMATION (Piease be sure that your bank is a member of the Automated Clearing House (ACH) network.)
Bank or Credit Union
Branch Branch Tel Number

Please indfcate the bank account to be used with your Fund Express transactions:

Checking account #
OR
Statement savings account #
OrR
NOW account #
IMPORTANT: Please attach a voided I check. A 1led check Is not

3. YOUR FUND EXPRESS SERVICE
Vanguard Fund Express may be used lor the following:

* Automatic Investment Plan (AlP)—transfers money from your bank account to your Vanguard account on a monthly,

d, or annual basis. (Maximum: 5100 ,000; minimum: $50)

. Antomallc Withdrawal Plan (AWP)—transters money from your ‘Vanguard account to your bank account on a monthly,
1 I, or annual basis. (Maximum: $100,600; minimum: $50)

* Special Purchases and Redempdons {SPR)—enables you to transfer money between your Vanguard account and your
bank account by tolifree $100 p and $1,600 (over, please)

- Please indicate below the Vangunrd accounts for whick Fund Express is belng established, the of service (AIP; AWP, or SPR), the
~dollar amount o be transferved Jor antomatic plans only), the transfer schedule (for automatic plans only), and the date you wish the
transfers to begin (for automatic pians oniy).

. Account Service** Dollar Transfer Start Datett

Fund Name Number* (please circle) Amount Schedule} {month/day)
Al AWP SPR  §
AP AWP SPR
AP AWP SPR §
AP AWP SPR $

* It the Vanguard account segistrations do not exactly mateh the bank account Tudl i and
initfals), alt of the must have their signatures guaranteed in Section § below by an author~

ized officer of a bank tha! isa member of the Federal Deposit Insurance Corporation (FDIC), a trust company, or a member of a
domestic stock exch
** AIP and AWP cannot be stabllshed ccncurremly.
t A monthly, bimonthly (every other month}, i i, or annual schedule may be selected. If no schedule is Indicated,
assets will be transfexred on a monthly basis. .
1t The Fund Express service will not begin until firee weeks afier your appiication has been pracessed by Vanguard, E the start date you
selected falls within this processing period, the transfers will not begin unti the next date in your designated schedute.

4, SHAREHOLDER SIGNATURE(S) All vegistered shareholders must sign exactly as registered.)

1/We auth request, to pay amounts representing redemption(s) made by me/us or to secure payments of

amounts invested by me/us by initiating credit or debit entries to my/our account at the bank I/we have indicated. I/We authorize the

bark to accept any such credits or deblts to my/our account without responsibility for the correctness thereof. IfWe further agree that
will not be held’ le for any loss, liability, cost, or expense for acting upon myjour telephonic instructions.

Itis th may be by mefus at any time by written notification to Vanguard and to the bank, The
termination request will be eﬂectlve as soon as Vanguard has had a reazonable amount of time to act upon it.

Account Owner's Signature / Date Joint Owner's Signature / Date

5. SIGNATURE GUARANTEE (¥ applicable)

As smed in Section 3 above, if your bank account registration does not exactly
match the of all of the you have Ilsted above,
all reglslemd shareholders must have thetr signatures guaranleed fow.

Authorized Officer to place stamp here

Authorized Signature of Reg d Vi d Sharehold

Guarantor's Signature

Authorized of R d Vanguard Sharehold Title

Source: The Vanguard Group
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If you don't save your statements, it won’t be the end of the world — if
you're investing through most of the larger and better fund companies,
which now are able to tell you your average cost per share when you need
to sell your shares.

Other Safety Nets

<WBEp
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If you get stuck or just can’t deal with filling out forms on your own — not
even with the comfort and solace you get from this book — you have two
safety nets:

B 1~ Call the fund company’s or discount broker’s toll-free number and

@  ask for help. (The number is usually listed at the top of the first page
of the application.) Providing assistance is one of the many tasks those
phone representatives are paid to do. If you get someone who’s impa-
tient or incompetent, simply call back and you’ll get someone else. (If
this happens with the companies recommended in this book, please
write and let me know!)

If you're dealing with a problem that can’t be solved during the first
phone call and you're working with a representative on it, jot down the
person’s name and extension number. And don’t forget to ask which
office location they're in. Some of the larger fund companies route their
toll-free calls to various offices, so you never know where your call has
ended up unless you ask.

1 Visit a branch office. After all, accessibility is one of the reasons that
!  branch offices exist. Not all companies have them — see Chapter 5 for
more details.
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In this part . . .

' his part covers stuff that other mutual fund books
leave you to figure out for yourself, including how to
maintain a fund portfolio after it’s up and running. Here

you discover how to evaluate the performance of your
funds, how to decide when to sell, how to understand tax
forms that your mutual fund companies send you, and
how to fix the rare but downright aggravating technical
glitches and problems that pop up in any investing
program.




Chapter 12

Evaluating Your Funds:
Sell, Hold, or Buy More?
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In This Chapter

# How to read (and understand) the finer points of fund statements

P Which figures tell you whether your funds are winning or losing
g How to compare the performance of your fund to the real competition
» How to decide whether to sell, to hold, or to buy more of a fund

@QOBGOVEDERDOEGORO 0RO DOSECORDPIEOOOEBYLEOOEE 0BG

After you've explored different funds, filled out the application forms,
and mailed in your money, the hard part is over. Congratulations!
You've accomplished what millions of people are still thinking about but
haven’t gotten off their blessed keisters to do (probably because they
haven’t read this book yet!).

Now that you've started investing in funds (or even if you've been doing so
for years), of course, you want to know how you’re doing — specifically, you
want to know how much money you’re making. It’s not that you're greedy;
after all, a desire to make money spurred you to invest in funds in the first
place. You’d just like some feedback about how your funds are doing.

You may also be interested in evaluating funds you already owned before
you and I “met.” You may be wondering if your prior holdings are grey-
hounds, basset hounds, or mongrels.

In this chapter, | explain how to evaluate the performance of your funds and
decide what to do with them over time. I also explain why most of the
statements you get from fund companies make your head spin and leave you
clueless as to how you're doing. I start with the first thing that you receive
after you invest money in a fund: an account statement.
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Understanding Your Fund Statement

L]
Figure 12-1:
. Atypical
statement.
———

Every mutual fund company has its own unique statement design. But they
all report the same types of information, usually in columns. The following
sections present the type of entries you find on your statement, along with
my short explanations of what they all mean (see Figure 12-1).

Trade date or date of transaction

The trade date (or date of transaction) is the date that the mutual fund
company processed your transaction. For example, if you mailed a check as
an initial deposit with your account application, you can see which date
they actually received and processed your check. If the fund company
receives your deposit by 4:00 p.m. EST, it will purchase shares that same day

December 31, 1997, year-to-date Page 17of 21
Vanguard Selected Value Portfolio

(800) 662-2739 - Client Services
Fund number: 934

Account number: 9850839956
Statement number: 001158511

ACCOUNT VALUE On 12/31/1996 On 12/31/1897
$0.00 $2,001.08
'l?ade.date Transaction Dollar amount Share price Shares transacted  Total shares owned
Balance on 12/31/19896 $10.91 . 000
I Exchange from MM-PRIME $ 1,000.00 10.68 93.633 93.633
8/17 Check purchase 765.00 12.22 62.602 156.235
12/19 Income dividend .05 781 11.88 £59 156.894
12/19 ST cap gain 225 35.15 11.86 2.964 159.858
12/19 LTcapgain .235 36,72 11.86 3.006 162.954
Balance on 12/31/1997 $t1228 162.954
Income dividends $7.81 The current Fund distribution was payabie on
Short-term gains 35.15 December 24, 1997.
Long-term gains 36.72
Total income year-to-date $70.68
Purchases year-lo-date $ 1,765.00
{MPORTANT TAX NOTE

Because of changes in federal tax law, long-term capital gains distributed in 1997 may be taxed at different
rates, depending on how long the fund held an asset and when it was sold. Vanguard will mail Form 1089-DIV by
January 31, 1998, providing inf ion for properly reporting capital gain distributions.

Source: The Vanguard Group
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in the bond and/or stock funds that you intended the check for. Money
market funds work a little differently than bond and stock funds. Money
market fund deposits don’t start earning interest until the day after the
company receives your money. Why the wait? Because the fund company
must convert your money into federal funds.

Transaction description

In the transaction description column, you find a brief blurb about what was
actually done or transacted. For example, if you mailed in a deposit, this
item may simply say something like purchase, or purchase by check. If you
moved money into a fund from your U.S. Treasury money market fund by
phone, this item may say phone exchange from U.S.T. money fund.

For retirement accounts, companies use slightly different lingo in the
transaction column. Often, new purchases are referred to as a contribution
(such as 1998 IRA contribution). A transfer of money into your retirement
account from another investment company or bank is typically called an
asset transfer. You may also see an entry for an annual maintenance fee
charge (try to pay these fees outside the account so that more of your
money continues compounding inside the retirement account).

During the year, you may also see entries labeled dividend reinvestment,
which simply means that the fund paid a dividend that you reinvested by
purchasing more shares of that same fund in your account (see details in the
section, “Dividends,” later in the chapter if you're not sure what a dividend
is). Dividends also may be paid out as cash — the fund company can send a
check to you or it can electronically deposit the money into your bank
checking account. In either case, the transaction description says something
like income dividend cash.

Funds pay capital gains, too, so in this column you also see phrases such as
capital gains reinvest. In order to please the IRS, capital gains are specified,
for example, as short-term capital gains or long-term capital gains, for which
different tax rates apply. (See Chapter 13 for the reasons the IRS cares, and
the consequences for your tax return.)

On the statement for a money market fund, you may see entries such as
check writing redemption to show the deduction of a check that has cleared
your account.
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Dollar amount

The dollar amount column simply shows the actual dollar value of the
transaction. If you sent in a $5,000 deposit, look to make sure that the
correct amount was credited to your account. Fund companies calculate and
credit the appropriate amount of dividends and capital gains to your
account. There’s no way — and really no need — to check these distribu-
tions. At any rate, 'm not aware of a fund company making a mistake with
these, other than possibly a delay (a few days beyond the promised dead-
line) in crediting shareholder accounts.

Share price or price per share

The share price (or price per share) column shows the price per share that
the transaction was conducted at. When you're dealing with a no-load
(commission-free) fund such as those that I recommend in this book, you
get the same price that everyone else who bought or sold shares that day
received. Money market funds always maintain a level price of $1 per share.

If you're concerned that a load was charged, check with the company to see
the buy (bid) price and sell (asked) price on the day you did a purchase
transaction. If a load was not charged, these two prices should be identical.
If a load was charged, the buy price is higher than the sell price, and the
purchase on your statement was done at the buy price.

Share amount or shares transacted

The share amount (or shares transacted) column simply shows the number
of shares purchased or sold in the particular transaction. The number of
shares is arrived at by default: The fund company takes the dollar amount of
the transaction and divides it by the price per share on the date of the
transaction. For example, a $5,000 investment in a bond fund at $20 per
share gets you 250 shares. You detail-oriented types will be happy to know

. that fund companies usually go out to three decimal places in figuring
shares.

Shares owned or share balance

If money was added to or subtracted from your account, the share balance
changes by the amount of shares purchased or redeemed and listed in the
prior section, “Share amount or shares transacted.”
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In one unusual instance, the number of shares in an account changes even
though no transactions have occurred: when a fund splits. If it splits 2 for 1,
for example, you receive two shares for every one that you own. This split
doesn’t increase the worth of the investments you own; the price per share
in a 2-for-1 split is cut by 50 percent.

Why do funds split? It’s a gimmick. In the world of individual securities,
stock splits are often associated with successful, growing companies;
likewise, mutual fund splits are usually trying to cash in on positive connota-
tions. The fund company wants potential buyers to think that the fund has
done so well that the company has split its shares in order to reduce the
price; that way, new investors won't think that they’re paying a high price.
But the high price doesn’t matter because fund minimum investment
requirements determine whether you can afford to invest in a fund, not the
share price. (Reverse splits can be done as well to boost the price per share.)

Account value

Typically, on a different part of the account statement separate from the
line-by-line listing of your transactions, fund companies show the total
account value or market value of your fund shares as of a particular day —
usually at the end of a given month. This value results from multiplying the
price per share by the total number of shares that you own.

Four out of five fund investors care about total account value more than the
other totals (at least according to my scientific surveys of fund investors
that I work with!). So you’d think that the fund companies would list on your
statement how this value has changed over time. Well, they don’t, and that’s
one of the reasons why examining your account statement is a lousy way to
track your fund’s performance over time. Some companies, such as Fidelity,
show how your current account value compares to the value when your last
statement was issued. This comparison sheds some useful light on your
account’s performance, but it still doesn’t tell you how you've done since
you originally invested. See the later section, “Am I Winning or Losing?,” for
how to determine your funds’ performance.

Interpreting Discount Brokerage
Firm Statements

Discount brokerage statements look a bit different than those produced by
mutual fund companies. In a discount brokerage statement, the portfolio
overview and the transaction details are usually listed in separate sections
(see Figure 12-2):
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LUOTE LATEST
CATEGORY YMBOL | QUANTITY INVESTMENT DESCRIPTION PRICE MARKET VALUE
N .7 v’ .
MUTUAL FUNDS & tS"S L '313:88 SHESRWIETGRETHENAN  02.2888 $,588:3%
C Long T8GVX 873.288 EAL VA NE G¥§BAL VAL 12.0100 $11,688.56
EE—
cL CUIEX .4 RPCS TL EQTY 19.84 12,499 .61
" MONEY FUNDS C ngg uIEX 639.221 gc B‘AJBGMON VUMARKET FUND ?OOgg $ $37.2.
Figure 12-2: |yt portforio vatue 560,315.70
Discount
brokerage
Lt 0 h Bal
BCCOUN 111781 gaunyemcgs, shages s.ose PHERICH RN U o-om ai®
statement. |11/71 Reinvested Sares 10.569  SIE ROE ' TOTAL. RETURN 25.0200 ($264244)
11/11 Dtv For Reinvest 8§ ROE TOTAL RETURN $264 .44
ame— £ ash Balance $:00

Source: Charles Schwab & Co., Inc.

# 1 The Portfolio Position Detail section lists funds from different compa-
nies. As on a mutual fund statement, the number of shares (quantity),
price per share (latest price), and market value of the funds held as of
the statement date are listed.

Long simply means that you bought shares and you're holding those
shares. (You may — although I don’t recommend it — actually short
shares held in brokerage accounts. Shorting shares simply means that
you sell the shares first, hope that they decline in value, and then buy
them back.) The C in this example means that this is a cash holding (as
opposed to one purchased with borrowed money).

. +” The Account Transaction Detail section confuses most people because
i each transaction seems to be repeated. The apparent repetition occurs
because of the silly accounting system of debits and credits that
brokerage firms use. Note that this account shows that 5.953 shares of
PIMCO Total Return were purchased at $9.80 per share for a total
purchase of $58.34. Where did this odd amount of money come from for
the purchase? The next line tells you — the fund paid a dividend of
$58.34. It would be logical and more understandable if these two lines
were reversed, wouldn’t it? First the money comes in and then it's
reinvested into purchasing more shares!

Am | Winning or Losing?

Now that you know how to read your statement, it’s time for a more impor-
tant and interesting issue: determining how much money you're making.
Probably the single most important issue that fund investors care about —
how much or little they're making on their investments — is not easy to
figure from those blasted statements that fund companies send you. That is,
it isn’t easy to figure unless you know the tricks regarding what to look for
and what to ignore.
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The misleading share price

You probably know someone who's always got his head buried in the
financial section of a newspaper, the part that reports on share prices of
individual stocks and how much they have gone up or down since the day
before. He’s always checking on how his stocks are doing, and he’s either
cheering or groaning depending on the size of the numbers after the plus
or minus sign.

Unfortunately, mutual fund share prices are also reported in many newspa-
pers. | say “unfortunately” because all too many fund investors, perhaps
taking a cue from individual stock owners, lock to daily or other short-term-
oriented sources of fund pricing information.

If you follow the price changes in your fund(s) every day, week, month, or
other time period, you won’t know how your fund is doing. And you won'’t
know because mutual funds make distributions. When a fund makes a distri-
bution to you, you get more shares of the fund. But distributions create an
accounting problem because they reduce the share price of a fund by the exact
amount of the distribution. Therefore, over time, following just the share price
of your fund doesn’t tell you how much money you've made or lost.

The only way to figure out exactly how much you’ve made or lost on your
investment is to compare the fotal value of your fund holdings today to the
total dollar amount you originally invested. If you’ve invested chunks of
money at various points in time, this exercise becomes much more compli-
cated. (Some of the investment software I recommend in Chapter 16 will
help if you want your computer to crunch the numbers. Frankly, though, you
have easier, less time-consuming ways to get a sense of how you're doing —
and I get to those ways soon.)

Total return nuts and bolts

The total return of a fund is the percentage change in the overall value of
your investment over a specified period. For example, a fund may tell you
that its total return during the year that ended December 31st was 15
percent. Therefore, if you invested $10,000 in the fund on the last day of
December of the prior year, your investment is worth $11,500 after the year
just ended.

The following sections explain the three components that make up the total
return on a fund: dividends, capital gains, and share price changes.
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Dividends

Dividends are income paid by investments. Both bonds and stocks can pay
dividends. As I explain in Chapter 8, bond dividends tend to be higher. When
a dividend distribution is made, you can receive it as cash (which is good if
you need money to live on) or reinvest it into more shares in the fund. In
either case, the share price of the fund drops by an amount that exactly
offsets the payout. So if you're hoping to strike it rich by buying into a
bunch of funds just before their dividends are paid, don’t bother.

If you hold your mutual fund outside a retirement account, the dividend
distributions are taxable income (unless they come from a tax-free munici-
pal bond fund). If you're ready to buy into a fund outside of a retirement
account that pays a decent dividend, you may want to check to see when
the fund is next scheduled to pay a dividend. For funds that pay quarterly
taxable dividends, you may want to avoid buying in the weeks just prior
to a distribution. (See the Appendix of this book for funds’ historic distribu-
tion schedules.)

Capital gains

When a stock or bond mutual fund manager sells a security in the fund, any
gain realized from that sale (the difference between the sale price and the
purchase price) must be distributed to fund shareholders as a capital gain.
Typically, funds make one annual capital gains distribution in December.
Some funds make two per year, typically making the other one around
mid-year.

As with a dividend distribution, you can receive your capital gains distribu-
tion as cash or as more shares in the fund. In either case, the share price of
the fund drops by an amount to exactly offset the distribution.

For funds held outside retirement accounts, all capital gains distributions
are taxable. As with dividends, capital gains are taxable whether or not you
reinvest them in additional shares in the fund.

Sometimes you invest in bond and stock funds outside retirement accounts.
When you do, determine when capital gains are distributed if you want to
avoid investing in a fund that is about to make a capital gains distribution.
(Stock funds that appreciated greatly during the year are most likely to
make larger capital gains distributions. Money funds don’t ever make these
distributions.) Investing in a fund that is soon to make a distribution increases
your current-year tax liability for investments made outside retirement
accounts. About a month before the distribution, fund companies should be
able to estimate the size of the distribution. (Also, see the Appendix.)
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Share price changes

You also make money with a mutual fund when the share price increases.
This occurrence is just like investing in a stock or piece of real estate. If your
fund is worth more today than when you bought it, you have made a profit
(on paper, at least). To realize — or lock in — this profit, you need to sell
your shares in the fund. A fund’s share price increases if the securities that
the fund has invested in have appreciated in value.

The total return

After you’ve seen all the different components of total return, you're ready
to add them all up. For each of the major types of funds that I discuss in this
book, Table 12-1 presents a simple summary of where you can expect most
of your returns to come from over the long term. The funds are ordered in
the table from those with the lowest expected total returns and share price
volatility to those with the highest.

Table 121 Components of a Fund's Returns
.. Capital Share Price
Dividends + Gains + Changes =Total Return
Money market All returns come None None Lowest expected
funds from dividends funds return but
principal risk is nil
Shorter-term  Maderate Low Low Expect better
bond funds than money funds
but more volatility
Longer-term  High Low to Low to Expect better
bond funds moderate moderate  than short-term
bonds but with
greater volatility
Stock funds None Low to high Low Highest expected
to moderate dependingon  to high returns but most
dependingon  trading patterns volatile
stock types of fund manager

Easiest ways to figure total return

As | explain in the section, “How to Read Your Fund Statement,” earlier in
the chapter, fund companies make it almost impossible for you to determine
your total return from the information they provide on their statements.
Fund companies would make everyone’s life easier if they reported not only
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the current value of each fund held but also the amount originally invested,
the percentage difference would be the total return. Most fund companies
say that their computer systems aren’t set up to allow for this type of

report — but tell us something we don'’t already know! In this age of technol-
ogy, there’s no reason why fund companies can’t make the appropriate
changes to their computer systems. Eventually, you'll probably start to see
some companies do what I'm suggesting — even though I don’t predict
financial market movements, I do predict fund industry practices!

Regardless of the time period over which you’re trying to determine your
funds’ total return, here are the simplest ways to figure total return without
getting a headache:

v Call the fund company’s toll-free number. The telephone representa-
tives can provide you with the total return for your funds for various
lengths of time (such as for the last three months, the last six months,
the last year, the last three years, and so on).

1 Examine the fund’s annual and semi-annual reports. These provide
total return numbers.

1 Keep a file folder with your investment statements. That way, you can
look up the amount you originally invested in a fund and compare it to
updated market values on new statements you receive. You can make a
handwritten table or enter the figures in the software I describe in
Chapter 16.

+* Check fund information services and periodicals. Fund information
services and financial magazines and newspapers carry total return
data at particular times during the year. Some, such as The Wall Street
<P Journal, carry this information daily.




If you've made numerous purchases in a fund, you may want to know your
effective rate of return when you also factor in the timing and size of each
purchase. The only way to make this calculation is with software. However,
you don’t need to know the exact rate of return for your overall purchases in
order to successfully evaluate your fund investments. Comparing your
funds’ performance over various time periods to relevant performance
benchmarks is sufficient. (Benchmarks? See the next section.)

If you've just started investing in funds — or even if you've held funds a long
time — you need to realize that what happens to the value of your stock and
bond funds in the short term is largely a matter of luck. Don’t get depressed
if your fund or funds drop in value the day after you buy them or even over
the first three or six months. When you invest in bond and stock funds, you
should focus on returns produced over longer periods — periods of at least
one year, and preferably longer.

Chapter 12: Evaluating Your Funds: Sell, Hold, or Buy More? 30 ’
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Vour funds’ performance

Whenever you examine your funds’ returns, compare those returns to appro-
priate benchmark indexes. Although many stock market investors may have
been happy to earn about 10 percent per year with their investments during
the 1980s and early 1990s, they really shouldn’t have been because the market
averages or benchmark indexes were generating about 15 percent per year.

Each mutual fund should be compared to the benchmark that is most
appropriate given the types of securities that a fund invests in; for the bond
and stock funds that | recommend in Chapters 8 and 9, I provide descrip-
tions of the types of securities that each fund invests in. The following
sections offer a brief rundown of the benchmark indexes you'll find useful. (1
provide benchmarks for the types of funds most people use for longer-term
purposes such as retirement account investing.)

Bond benchmarks

A number of bond indexes exist (see Table 12-2) that differ from one another
mainly in the maturity of the bonds that they invest in, for example, short-
term, intermediate-term, and long-term indexes.

Table 12-2 Bond Indexes
Lehman First Boston
Lehman Intermediate- Lehman Lehman  High Yield
Short-Term  Term Long-Term GNMA  (Junk Bond)
Year Bond Index  Bond Index Bond Index Index Index
1988 6.3% 1.5% 9.7% 8.8% 13.6%
1989 11.7% 14.9% 17.5% 15.7% 0.4%
1990 9.7% 8.2% 6.5% 10.6% -6.4%
1991 13.2% 17.7% 19.5% 16.0% 43.7%
1992 6.8% 7.9% 8.5% 14% 16.7%
1993 7.1% 12.2% 16.2% 6.6% 18.9%
1994 -0.7% -45% -1.1% -1.5% -1.0%
1995 12.9% 21.4% 29.9% 17.1% 17.4%
1996 4.7% 2.7% 0.1% 5.5% 12.4%
1997 7.1% 7.9% 14.5% 9.5% 12.6%
5-year
average 6.1% 6.7% 10.0% 1.3% 11.8%
10-year

average 7.8% 8.3% 1M.1% 9.4% 11.9%
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There are also many more specialized indexes than those listed here, for
example, indexes for municipal bonds, Treasury bonds, and so on. So if
you're looking at these different types of funds, take a look in the fund’s
annual report to see which index they compare the fund’s performance to.
Don’t assume that they are using the most comparable index.

U.S. stock benchmarks

The major U.S. stock indexes (see Table 12-3) are distinguished by the size
of the companies (large, small, all sizes, and so on) whose stock they are
tracking. The Standard & Poor’s 500 Index tracks the stock prices of 500
large-company stocks on the U.S. stock exchanges. These 500 stocks ac-
count for about 70 percent of the total market value of all stocks traded in
the U.S. The Russell 2000 Index tracks 2,000 smaller-company U.S. stocks. All
stocks of all sizes on the major U.S. stock exchanges are tracked by the
Wilshire 5000 Index. ( Trivia fact: Actually, more than 5,000 stocks are in the
Wilshire 5000 Index, which had 5,000 stocks in it when it was created more
than 20 years ago — now more than 6,000 stocks are in the index.)

Table 12-3 U.S. Stock Indexes

Year Standard & Poor’s 500 Russell 2000 Wilshire 5000
1988 16.5% 24.9% 17.9%
1989 31.6% 16.2% 29.2%
1990 -3.1% -19.5% -6.2%
1991 30.4% 46.1% 34.2%
1992 7.6% 18.4% 9.0%
1993 10.1% 18.9% 11.3%
1994 1.3% -1.8% -0.1%
1995 376% 28.4% 36.4%
1996 23% 16.5% 21.2%
1997 33.4% 22.4% 314%
5-year average 20.3% 16.4% 19.3%
10-year average  18.0% 15.8% 17.6%

If you're evaluating the performance of a fund that invests solely in U.S.
stocks, make sure to choose the index that comes closest to representing
the types of stocks that the fund invests in. Also, remember to examine a
stock fund’s international holdings. Suppose, for example, that a particular
stock fund typically invests 80 percent in U.S. stocks of all sizes and 20
percent in the larger, established countries overseas. You can create your
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own benchmark index by multiplying the returns of the Wilshire 5000 index
by 80 percent and the Morgan Stanley EAFE international index (which I
discuss in the next section) by 20 percent, and then adding them together.

International stock benchmarks

When you invest in funds that invest overseas, you gotta use a comparative
index that tracks the performance of international stock markets. The
Morgan Stanley EAFF, (which stands for Europe, Australia, and Far East)
index tracks the performance of the more established countries’ stock
markets. Morgan Stanley also has an index that tracks the performance of
the emerging markets in Southeast Asia and Latin America (see Table 12-4).

Table 12-4 International Stock Indexes
Year Morgan Stanley Morgan Stanley
EAFE : Emerging Markets

1988 28.6% 40.4%

1989 10.8% 65.0%

1990 : -23.2% -10.6%

1991 12.5% 59.9%

1992 -11.8% 11.4%

1993 33.0% 74.9%

1994 8.1% -1.3%

1995 11.2% 0.2%

1996 6.4% 15.2%

1997 2.1% -16.4%

5-year average 11.7% 9.4%

10-year average 6.6% 19.2%

You should know that emerging markets are volatile and risky. As I discuss
in Chapter 9, diversified international funds that invest in both established
and emerging markets offer a smoother ride for investors who want some
exposure to emerging markets. More-diversified funds also aren’t as con-
straining on a fund manager who believes, for example, that emerging
markets are overpriced.

If you do invest in the more diversified international funds that place some
of their assets in emerging markets, remember that it’s not fair to compare
the performance of those funds solely to the EAFE index. So how do you
fairly compare the performance of this type of fund?
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Well, if an international fund typically invests about 20 percent in emerging
markets, then multiply the EAFE return in the table by 80 percent and add to
that 20 percent of the Emerging Markets index return. For 1993, for example:
33.0% (*.8) + 74.9% (*.2) = 41.4%. With this computation formula, you can
see how any international fund that invested in emerging markets in 1993
couldn’t help but look good in comparison to the EAFE index. ( The numbers
in Table 124 also tell you not to be too impressed with an emerging markets
fund that boasted of a 70 percent return in 1993 — if it did, it was below
average!)

The hard part is finding out the percentage of assets a fund typically has
invested in emerging markets. Most international funds don’t report the
total of their investments in emerging markets. For the international funds I
recommend in Chapter 9, | provide some general idea of the portion they
have invested in emerging markets. Also, you can peek at a fund’s recent
annual or semi-annual report, in which the fund managers detail invest-
ments held for each country.

Don’t get too focused on performance comparisons. Indexes don’t incur
expenses that an actual mutual fund does although, as you may know,
expenses among funds vary tremendously. Remember all the other criteria —
such as the fees and expenses and the fund company’s and manager’s
expertise — that you should evaluate when you consider a fund’s chances
for generating healthy returns in the years ahead (see Chapter 4).

Deciding Whether to Sell,
Hold, or Buy More

¥

I am often asked, “How do I know when I should sell a fund?”

The answer is relatively simple: Sell only if a fund is no longer meeting the
common-sense criteria (which I outline in Chapter 4) for picking a good fund in
the first place. Stick by your fund like a loyal friend as long as it is

1 Generating decent returns relative to appropriate benchmarks and the
competition (even one or two year’s of slight underperformance are
okay if the fund’s five- and ten-year numbers are still comparatively good)

»” Not raising the fees that it charges and not charging more than the best
of the competition

v~ Still managed by a competent fund manager

305
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The only other reason to sell a fund is if your circumstances change. For
example, suppose that you're 50 years old and you inherit a big pot of
money. You hadn’t been planning to retire early, but with oodles of money
suddenly at your disposal, maybe now you’re thinking that early retirement
ain’t such a bad idea after all. This change in circumstances may cause you
to tweak your portfolio so that you have more income-producing invest-
ments and fewer growth investments.

Tweaking Your Portfolio

Over longer periods of time, you may need to occasionally tweak your
portfolio to keep your investment mix in line with your desires (see the
asset allocation discussion in Chapter 6).

Suppose that at the age of 40 you invest about 80 percent of your retirement
money in stock funds with the balance in bonds. By the age of 45, you find
that the stock funds now comprise an even larger percentage (maybe 85
percent) of your investments because they have appreciated more than the
bond funds have. You are also appreciating (in age that is) and should in fact
be reducing your stock allocation as you get older.

Using the asset allocation guidelines in Chapter 6, you decide that at the age
of 45, you now wish to have about 75 percent of your money in stock funds.
The solution is simple: Sell enough of your stock funds to reduce your stock
holdings to 75 percent of the total and invest the proceeds in the bond
funds. Don't forget to factor the tax consequences into your decisions when
you contemplate the sale of funds held outside retirement accounts (see
Chapter 13).

Trying to time and trade the markets to buy at lows and sell at highs rarely
works in the short-term and never works in the long-term. If you do a decent
job up front of picking good fund companies and funds to invest in, you
should have fewer changes to make over the long haul.

If you have a good set of funds, keep feeding money into them as your
savings allows. But, over time, there’s no reason to use just a few funds. So,
as your portfolio value grows, add a new fund or two to broaden your
overall mix. Holding a couple (or several) of each different type of fund
makes a lot of sense. (I cover the common sense of fund diversification in
much depth in Chapter 6.)
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Tax Forms for Mutual Funds
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In This Chapter
b Form 1099-DIV and distributions from mutual funds
p Tax forms and issues to understand when selling funds

P Form 1099-R and good stuff to know about retirement fund withdrawals
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! et’s face it: You invested in a mutual fund to make some money. But
guess who starts licking his chops when he hears about money being
made? That’s right: good ol’ Uncle Sam. And state governments, too.

In Chapter 12, I explain the different ways that mutual funds can make you
money: either through distributions (capital gains and dividends) or
through appreciation. Either way, if the fund that made the money is being
held outside a tax-shielded retirement account, then federal and state
governments will demand a portion of your fund’s distributions and of your
profits when you sell shares in a fund for more than you paid for them.

Whether you make money through distributions or appreciation, once each
year you'll get one or more tax forms that tell you how much money you
made on your mutual funds held outside of retirement accounts. (Remem-
"ber, you don’t need to file anything with funds held inside retirement
accounts.) These forms are sent to you from the mutual fund companies or
brokerage firms where you're holding these funds. Come April (or whenever
you get around to completing your tax returns), you must transfer the
information on these fund-provided tax forms to your income tax return,
where you calculate how much tax you actually owe on the money you made
from your mutual funds.

If you cringed when you read the words “tax forms,” then you've obviously
battled these ugly beasts before. | sometimes wonder if the people who
write tax forms come from another planet; that would perhaps explain their
use of what appears to be a non-human form of communication. But don’t
despair. I devote this entire chapter to helping you interpret the hieroglyph-
ics on these sometimes intimidating documents.
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There are rewards for toughing out this chapter. I show you how to use a
fund’s tax forms to help you discover whether your mutual fund money is
being invested in the most tax-friendly way. I also give you some tips on
reducing your tax bill if you have to sell some mutual funds.

If the subject of taxes hasn’t put you to sleep, perhaps you’ve noted my
repeated use of the qualifying phrase, for funds held outside retirement accounts.
The easiest and most effective way to avoid paying tax on money you've
made with a mutual fund is simply to-hold that fund inside rather than
outside a retirement account (see Chapter 3). Not only do you avoid the tax,
you also avoid having tax forms arrive in your mailbox. (After you retire, you
do have to pay tax on money you withdraw from a retirement account. That
payment involves another tax form, which I discuss in this chapter.)

Mutual Fund Distributions Form:
1099-DIV

If you're an employee of a company, you’re probably familiar with the IRS
Form W-2, that little piece of paper that comes in late January or early
February and sums up the amount of money your employer paid you over
the previous year. You are required to report this income on your income
tax return.

Form 1099-DIV is similar to a W-2, but instead of reporting income from an
employet, it reports income from mutual funds you hold outside of retire-
ment accounts. By income, I mean capital gains and dividend distributions,
which [ explain in Chapter 12.

Like the W-2, Form 1099-DIV should arrive in your mailbox in late January or
early February. You should get one for every non-retirement account you
held money in during the tax year. Call the responsible company if you don’t
get one for an account you think that you should. (And if you're tired of
receiving these forms from so many fund companies, take a peek at Chapter 5,
where I explain the paperwork-friendly benefits of consolidating your mutual
fund holdings into a discount brokerage account.)

Also like the W-2, a copy of each of your 1099-DIVs is sent to the IRS and
your state authorities, so don’t get any ideas about fudging the information
on your tax return.

Figure 13-1 is a sample Form 1099-DIV, which I'll use to walk you through the
form. First, notice that the distributions are divided into various boxes.
(Actually, most mutual fund companies display this information in columns,
but they're still called boxes.) This division is done because different parts
of your distributions are taxed at different rates, and the IRS wants to know
what is what.
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[ CORRECTED {if checked)
PAYER'S name, street address, city, state, 2iP code, and telephone no. 1 Ordinary dividends OMB No. 1545-0110
$ Dividends and
2a Total capttal gain distr. ﬂ@gs Distributions
$ Fom 1099-DIV
I PAYER'S Federal identification number | RECIPIENT'S Identification number | 2b 289% rate gain 2¢ Unrecap. sec. 1250 galn Copy B
Figure 13-1: REGCIPIENT'S name 2d Section 1202 gain 3 Nontaxable distributions Th:;:po r;;;mx
Form 1099- s s be;,ﬂg':ﬁ,",:;“,]’;‘;g andle
o levenue
DIV reports Street addross (including apt. no.) 4 Federal income tax withheld] 5 Investment expenses Service. If you are
d_ . d d $ required to flle a retum,
a penalty or
an:’v::ai;;tasl | city. state, and ZIP code 8 Foreign tax pald 7 Forelgn country or U.S. possession }:W:{":EE&E
gains your ‘Account number (optiona ; Cash fiquidation distr. ; Noncash iquidation diatr, | T IR getern Mpoﬂbse‘:
e
funds pa id. Form 1089-DIV (Keap for your records.) Department of the Treasury - Intemal Revenue Service
|
Jump into these boxes and see what you find.
: Ordi dividend
Box 1: Ordinary dividends
True to its name, ordinary dividends includes all the money you made from
dividend distributions (see Chapter 12). All types of mutual funds pay
dividends, which account for all of a money market’s return, most of a bond
fund’s return, and part of a stock fund’s return.
Untrue to its name, however, ordinary dividends also includes short-term
capital gains distributions — profits from securities that the mutual fund
bought and sold within a year. Why are these short-term capital gains
lumped together with your dividend income? Because they're both taxed at
your ordinary income tax rate.
<\® The distributions reported as ordinary dividends are taxed at your highest

possible rate, up to 39.6 percent on your federal income tax return depend-
ing on your annual income. If you're in a higher tax bracket, you don’t want
to see big ordinary dividends. You’d be better off with investments that do
not produce so much taxable income (Chapters 7 and 8 explain how to
select tax-friendly money market and bond funds). For stock mutual funds, if
you’re seeing big ordinary dividends, your fund may be making lots of
trades. Outside of retirement accounts, regardless of your tax bracket,
there’s no reason to own mutual funds that generate lots of short-term
capital gains. Chapter 9 gives recommendations for tax-friendly stock funds.
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Box 2a: Total capital gains distributions

Long-term capital gains distributions are profits from securities sold over

12 months after their purchase. Long-term capital gains are taxed at a lower
rate than regular income, dividends, and short-term capital gains. Thanks to
the 1997 tax law changes, the federal tax rate on the longest of the long-term
gains (that is from securities held more than 18 months) is capped at 20
percent for those in a tax bracket of 28 percent or higher, and 10 percent for
those in the 15 percent tax bracket.

You can count the lower tax rate on long-term capital gains as one more
benefit of the buy-and-hold investing strategy. Not only does this strategy
typically generate higher returns than short-term trading, but for invest-
ments held outside of retirement accounts, it’s gentler on your tax bill as
well (see Chapter 6). The tax relief and the potential for higher returns are
why mutual funds that tend to buy-and-hold their securities are preferable
for non-retirement accounts.

Box 2b: 28 % rate gain

If you've been paying close attention, you may have noticed a gap in the
capital gains timeline. Short-term capital gains (which are captured in Box 1
for ordinary dividends) are profits from securities held one year or less.
Long-term capital gains are profits from securities held longer than 18
months. So what about profits from securities held between 12 months and
18 months?

Good question. Too bad Congress didn’t think harder about it when they
drafted the new tax laws. There used to be two capital gains tax categories,
but Congress has added a third. Profits on the sale of securities that are held
between 12 and 18 months are taxed at your normal income tax rate up to a
maximum of 28 percent. For lack of an official term, I call these mid-term
capital gains.

These mid-term gains are reported on the 1099-DIV in Box 2. The number
here represents that portion of the number in Box 2a that is a mid-term
rather than a long-term gain. To figure out the amount of long-term gain,
subtract the second number from the first number.

Starting in the year 2006, another capital gains tax bracket will join the
party. For securities acquired after the year 2000 and held longer than five
years, the long-term federal capital gains rate will drop to 18 percent for
those in the 28 percent tax bracket and higher. Beginning in the year 2001,
for those in the 15 percent tax bracket, the capital gains rate drops to

8 percent. Good news for long-term investors, I suppose, but bad news for
tax return filers trying to make sense of their tax forms.
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Box 3: Nontaxable distributions

You rarely see numbers in the “nontaxable distributions” section of Form
1099-DIV. (You may think that this is where funds report tax-free divi-
dends, for example, that are paid on municipal bond funds — but they’re not
reported on Form 1099-DIV because they’re not taxable!) This box is where
funds report if they made distributions during the year that repaid a
shareholder’s original investment. Like the principal returned to you if a
bond or CD you've invested in matures, this chunk of money is not taxable —
hence the term here, nontaxable distributions.

For shares held outside of retirement accounts, these nontaxable distribu-
tions factor into your computation of the gain or loss when the shares are
sold. For purposes of calculating any gain, if and when you sell these shares,
you must subtract the money returned to you from the amount you origi-
nally paid for these shares.
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Box 4: Federal income tax withheld

It’s bad news if your funds report that federal income tax was withheld. It
means that you're being subjected to the dreaded backup withholding. If you
don’t report all your mutual fund dividend income (or don’t furnish the fund
company with your Social Security number), your future mutual fund
dividend income is subject to backup withholding of 31 percent! To add
insult to injury, in the not-too-distant future, you will receive a nasty notice
from the IRS listing the dividends you didn’t report. You end up owing
interest and penalties.

Find out right away what’s going on here. It’s possible that either you or the
IRS made a mistake. It’s possible that you didn’t provide a correct Social
Security number or that you have been negligent in reporting to the IRS your
previously earned taxable income. Fix this problem as soon as you can. Call
the IRS at = 800-829-1040.

Don't despair about the tax that was withheld by your fund. The withholding
wasn't for naught — you’ll receive credit for it when you complete your
Form 1040 on the line “Federal income tax withheld.”

Box 6: Foreign tax paid

When 1 first recommended to my parents that they invest in international
mutual funds, they actually took my advice — which goes to show you that
there really is a first time for everything! Come the following April, dear old
Dad turned into a tax-preparing grump. Why? He got a Form 1099-DIV for the
international stock fund they invested in, and the form had an amount in the
foreign tax paid section.

If you invest in an international mutual fund, the fund may end up paying
foreign taxes on some of its dividends. The foreign taxes paid by:the fund
are listed on Form 1099-DIV because the IRS allows you two ways to get
some of this money back. You can choose one of the following:

E 1+ Deduct the foreign tax you paid on Schedule A (the “Other taxes” line).
1 Claim a credit on Form 1040 (“Foreign Tax Credit” line).
The latter move may be more tax-beneficial, but it is also more of a head-

ache because you need to complete another IRS Form, Form 1116, which is a
bona-fide doozie.
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When VYou Sell Vour Mutual Fund Shares

Besides distributions, the other way to make money with a mutual fund is
through appreciation. If the price of your shares moves higher than the
price at which you bought them, then your investment has appreciated.
Your profit is the difference between the amount you paid for the investment
and the amount the investment is currently worth. For investments held
outside of retirement accounts, that profit is taxable.

However, you don't actually owe any tax on the appreciation until you sell
the shares and lock up your profit. Then you must report that profit on that
year’s tax return and pay capital gains tax on it. Conversely, when you sell a
fund investment at a loss, it is tax deductible. You should understand the tax
consequences of selling your fund shares and always factor taxes into your
selling decisions.

What's confusing to some people about this talk of capital gains and losses
is that each year your fund(s) may have been paying you capital gains
distributions (see the last section) which you also owed tax on. So you may
rightfully be thinking, “Hey! I'm being taxed twice!”

It’s true that you are being taxed twice, but not on the same profits. You see,
the profits the fund distributed, which resulted from the fund manager
selling securities in his fund at a profit, are different than those profits that
you've realized by selling your shares.
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You have no control over fund distributions. They happen at regular inter-
vals — at least once a year — whether you like it or not, and you must pay
taxes on them when they occur from non-retirement account holdings.
Taxes on fund appreciation, on the other hand, can be indefinitely delayed if
you choose. As long as you hold the investment and don'’t sell it, the federal
and state governments can’t get their hands on the profit — one more
advantage of buy-and-hold investing. In fact, if you hold an appreciated asset
outside of retirement accounts, that asset can be transferred at your death
to your heirs and the capital gain is eliminated for tax purposes.

Of course, the other way to avoid taxes on appreéiated mutual funds is to
hold them inside retirement accounts; then you don’t have to worry about
capital gains taxes at all.

Your fund’s “basis”

Suppose that you sell a fund. In order to compute the taxable capital gain or
the deductible capital loss, you have to compute your fund’s tax basis. Basis
is the tax system’s way of measuring the amount you originally paid for your
investment(s) in a mutual fund. I say investments (plural) because you may
not have made all your purchases in a fund at once; you may have rein-
vested your dividends or capital gains or bought shares at different times.

For example, if you purchase 100 shares of the Its Gotta Rise Mutual Fund at
$20 per share, your cost basis is $2,000, or $20 per share. Simple enough.

But now suppose that this fund pays a dividend of $1 per share (so that you
get $100 in dividends for your 100 shares), and suppose further that you
choose to reinvest this dividend into purchasing more shares of the mutual
fund. The price of shares has gone up to $25 per share since your original
purchase, so the reinvested $100 buys you four new shares. You now own
104 shares which, at $25 per share, are worth $2,600.

But what’s your basis now? Your basis is your original investment ($2,000)
plus subsequent investments ($100) for a total of $2,100. Thus, if you sold all
your shares at $25 per share, you'd have a taxable profit of $500 (current
value of $2,600 less $2,100 — the total amount invested or basis).

For recordkeeping purposes, save your statements detailing the purchases
in your accounts. Most mutual fund companies provide year-end summary
statements that show all transactions throughout the year. For purchases
made now and in the future, fund companies also should be able to tell you
your average cost per share when you need to sell your shares.
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Mutual fund accounting 101

If you understand the concept of basis for your fund investments, it’s time to
put that understanding to work. Here I'm going to walk you through the
different ways commonly used by taxpayers and approved by the IRS to
calculate your basis when you sell your non-retirement account mutual fund
investments.

If you sell all your shares of a particular mutual fund that you hold outside a
retirement account at once, you can ignore this issue. (After reading through
the accounting options that the IRS offers, you have more incentive to sell
all your shares in a fund at oncel)

Be aware that after you elect one of the following tax accounting methods for
selling shares in a particular fund, you can’t change to another method for
the sale of the remaining shares. If you plan to sell only some of your fund
shares — and it would be advantageous for you to, for example, specify that
you're selling the newer shares first — then choose that method. But,
regardless of the method you choose, your mutual fund capital gains and
capital losses are recorded on Schedule D of IRS Form 1040.

Specific identification method

The first fund basis option that the IRS allows you to use when you sell a
portion of the shares of a fund is the so-called specific identification method.
Here’s how it works. Suppose that you own 200 shares of Global Interactive
Couch Potato fund (you laugh — but there really is a fund with a name
similar to this!), and you want to sell 100 shares. Suppose further that you
bought 100 of these shares ten years ago at $10 per share, and then
another 100 shares two years ago for $40 per share. (I'm assuming that you
didn’t make any other purchases from reinvestment of capital gains or
dividends — more on this issue later.) Today, the fund is worth $50 per
share. Being a couch potato has its rewards!

Which 100 shares should you sell? The IRS gives you a choice. You can
identify the specific shares that you sell. With your Global Interactive Couch
Potato shares, you may opt to sell the last or most recent 100 shares you
bought. Selling the most recent shares will minimize your tax bill because
these shares were purchased at a higher price. If you sell this way, you must
identify the specific shares you want the fund company (or broker holding
the shares) to sell. Use either or both of the following ways to identify the
100 shares to be sold:

f .~ Original date of purchase

§ 1~ Cost when you bought the shares
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You may wonder how the IRS knows whether you specified shares before
you sold them. Get this: The IRS doesn’t know. But if you are audited, the IRS
will ask for proof that you identified the shares to be sold before you sold
them. It’s best to put your sales request to the fund company in writing and
keep a copy for your tax files.

The “first-in-first-out” method

Another method of accounting for which shares are sold is the method the
IRS forces you to use if you don’t specify before the sale which shares are to
be sold: the first-in-first-out (FIFO) method. FIFO means that the first shares
you sell are simply the first shares that you bought. Not surprisingly,
because most stock funds appreciate over time, the FIFO method leads to
paying more taxes sooner. In the case of the Global Interactive Couch Potato
fund, FIFO considers that the 100 shares sold are the 100 that you bought
ten years ago at the bargain-basement price of $10 per share.

Although you will save taxes today if you specify selling the shares that you
bought later at a higher price, don’t forget (the IRS won’t let you) that when
you finally sell the other shares, you'll owe taxes on the larger profit. The
longer you expect to hold these other shares, the greater the likely value
you’ll derive from postponing realizing the gain. Of course, you always run
the risk that the IRS will raise tax rates in the future or that your particular
tax rate will rise.

The average cost method

Had enough of fund accounting? Well, you're not done yet. The IRS, believe it
or not; allows you yet another fund accounting method: the average cost
method. If you bought shares in chunks over time and/or reinvested the fund
distributions (such as from dividends) into more shares of the fund, then
tracking and figuring which shares you're selling could be a real headache.
So the IRS allows you to take an average cost for all the shares you bought
over time.

If you sell all your shares of a fund at once, you can use the average cost
basis method. This method may also be preferred when you sell a portion of
a fund that you hold. Because many fund companies calculate this number
for you, you can save time and possible fees paid to a tax preparer to crunch
the numbers.

Regardless of which tax cost accounting method you choose for your fund
sales, be careful not to overpay your capital gains tax. Remember that the
maximum tax rate for long-term (investments held more than 18 months)
capital gains is 20 percent (10 percent if you're in the 15 percent federal tax
bracket).
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Fund sales reports Form 1099-8

When you sell shares in a mutual fund, you'll receive Form 1099-B early in
the following year. This document is fairly worthless because it doesn’t
calculate the cost basis of the shares that you sold. Its primary value to you
is that it nicely summarizes and reminds you of all the transactions that you
need to account for on your annual tax return. This form, which is also sent
to the IRS, serves to notify the tax authorities of which investments you sold
so that they can check your tax return to see if you report the transaction.

If some of the sales listed on your Form 1099-B are from check-writing
redemptions, stop writing checks on those funds! Keep enough stashed in a
money market fund and write checks only from that type of account. Money
market fund sales are not tax reportable because a money fund’s share price
doesn’t change. Thus, you get fewer tax headaches!
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What to do when you can’t find the
amount you paid for a fund

When you sell a mutual fund that you’ve owned for a long time (or that
someone gave you), you may have no idea of its original cost (also known as
its cost basis).

If you can’t find that original statement, start by calling the firm where the
investment was bought. Whether it’s a mutual fund company or brokerage
firm, they should be able to send you copies of old account statements.
You may have to pay a small fee for this service. Also, increasing numbers
of investment firms ( particularly mutual fund companies) automatically
calculate and report cost-basis information on investments you sell.
Generally, the cost basis they calculate is the average cost for the shares
that you purchased.
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Retirement Fund Withdrawals
and Form 1099-R

Someday, hopefully not before you retire, you’ll need or want to start
enjoying all the money that you will have socked away into great mutual
funds inside your tax-sheltered retirement accounts. The following sections
explain what you need to know and consider before taking money out of
your mutual fund retirement accounts.

Minimizing taxes and avoiding penalties

Although there are many different retirement account types (IRAs, SEP-IRAs,
Keoghs, 401(k)s, 403 (b)s, and so on), as well as many tax laws governing
each, the IRS declared one rule that makes understanding taxes on with-
drawals a little easier. All retirement accounts allow you to begin withdraw-
ing money, without penalty, after age 59!/.. (Why they didn’t use a round
number like 60 is beyond me.)

If you withdraw money from your retirement accounts prior to age 59'/2, in
addition to paying current income tax on the distribution, you also must pay
penalties — 10 percent of the amount of the taxable distribution at the
federal level and whatever penalties your state charges. ( The penalty is
computed on Form 5329 — Return for Additional Taxes Attributable to
Qualified Retirement Plans.)

There are exceptions to the early withdrawal penalty: For employer’s
retirement plans such as 401(k)s and 403(b)s, penalty-free withdrawals
before the age of 59'/2 are allowed if any of the following conditions apply:

E 1 You've stopped working after you reach age 55 (whether by retirement
or termination).

i 1 The withdrawal was mandated by a qualified domestic relations court
order.

" . You have deductible medical expenses in excess of 7.5 percent of your
adjusted gross income.

Early IRA distributions are also exempted from a penalty if they're paid
because of death or disability, paid over your life expectancy, or rolled over
to another IRA. Withdrawing money from an IRA for a first-time home
purchase (up to $10,000) or higher education expenses is also permitted.
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Of course, you'll pay current income taxes, both federal and state, when you
withdraw money that hasn’t previously been taxed from retirement ac-
counts. The one exception is for withdrawing money early from the new
Roth IRA accounts for a home purchase — in this case, you do not owe any
income tax on the withdrawn investment earnings.
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Making sense of Form 1099-R for IRAs

If you receive a distribution from your mutual fund IRA, the mutual fund
company or brokerage firm where you hold your funds will report the
distribution on Form 1099-R (see Figure 13-2). These distributions are
taxable unless you made nondeductible contributions to the IRA (a situation
I cover momentarily). Here’s a rundown of these boxes on your 1099-R:

# 1~ Box 1, Gross distribution: The amount of money that you withdrew

. from your IRA. Make sure that this figure is correct: Check to see if it
matches the amount withdrawn from your IRA account statement. This
amount is fully taxable if you’ve never made a nondeductible contribu-
tion to an IRA — that’s an IRA contribution in which you didn't take a
tax-deduction and therefore filed Form 8606 (Nondeductible IRA
Contributions, IRA Basis, and Nontaxable IRA Distributions).

¢ 1” Box 2a, Taxable amount: The taxable amount of the IRA distribution.

| However, the payer of an IRA distribution doesn’t have enough informa-
tion to compute whether your entire IRA distribution is completely
taxable or not. Therefore, if you simply enter this amount on your tax
return as being fully taxable, you overpay on your taxes if you have
made nondeductible contributions to your IRA. If you made nondeduct-
ible contributions, compute the nontaxable portion of your distribution
on Form 8606, which you need to attach to your annual tax return.

] GORRECTED (if checked)
PAYER'S name, street address, city, state, and 2IP code 1 Gross distribution OMB No. 1545-0119 Distributions From
Penslolr‘\s,ﬁ Annuities,
$ 98 etirement or
2a Taxable amount 19 P g
Insurance
$ Form 1099-R Contracts, etc.
2b Taxable amount Total Copy B
not [ distribution (] Report this
PAYER'S Federal Identification REGIPIENT'S identification 3 Capital gain (included | 4 Federal income tax income on your
number number In box 28) withheld Federal tax
retum. K this
form shows
$ $ Federal i
RECIPIENT'S name 5 6 Net unrea tax withheld in
or app in box 4, attach
employer's securities this copy to
your return.
$ $
Street address (including apt. no.) 7 Distribution IR/ | 8 Other
code Stite This Information is
$ % being furished to
the Intemal
City, state, and ZIP code 9a Your percentage of total 9; Total employee contributions Revenue Service.
hoefutn %
Account number (optional) 10 State tax withheld 11 State/Payer's state no.| 12 State distribution
$ $
13 Local tax withheld 14 Name of locality 15 Local distribution
$ $
$ $
Form 1099-R Department of the Treasury - Internal Revenue Service
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Making non-1RA account withdrawals

Retirement account withdrawals and benefits from non-IRA accounts —
such as 401(k), SEP-IRA, or Keogh plans — are taxed depending on whether
you receive them in the form of an annuity ( paid over your lifetime) or a
lump sum. The amount you fill in on your 1040 tax return is reported on a
1099-R that you receive from your employer or another custodian of your
plan, which may include an investment company such as a mutual fund
company or discount broker.

If you didn’t pay or contribute to your employer’s retirement plan, or if your
employer didn’t withhold part of the cost from your pay while you worked,
then the amount you receive each year is fully taxable. The amount that you
- contributed and for which you received a deduction — such as contribu-
tions to a 401(k), SEP-IRA, or Keogh — isn’t considered part of your cost.

If you made nondeductible contributions to your retirement plan or contri-
butions that were then added to your taxable income on your W-2, then you
are not taxed when withdrawing these contributions because you’'ve already
paid tax on that money. The rest of the amount you receive is taxable.

As they often do with our needlessly complicated tax laws, the IRS gives you
at least two ways to compute the amount that you owe tax on. These two
ways are known as the General Rule and the Simplified General Rule. The
details of these parts of the tax code are beyond the scope of this book — if
you're in this boat, pick up a copy of Taxes For Dummies ( published by IDG
Books Worldwide, Inc.), which I co-authored with David Silverman.

If you receive a total distribution from a retirement plan, you receive a Form
1099-R. If the distribution qualifies as a lump-sum distribution, Box 3 shows
the capital gain amount, and Box 2a minus Box 3 shows the ordinary income
amount. Code A is entered in Box 7 if the lump sum qualifies for special
averaging. If you don’t get a Form 1099-R, or if you have questions about the
form, contact your plan administrator.

Understanding form 1099-R for non-1RAs

" You report non-IRA retirement account distributions on Form 1099-R, which
is the same one used to report IRA distributions. Sometimes people panic
when they receive a 1099-R and they intend to rollover their retirement
account money into a fund from, say, their employer’s retirement plan after
they leave their job. Don't worry. As you’ll hopefully soon see, you received
this form because you did do a legal rollover and therefore won't be sub-
jected to the tax normally levied on distributions.
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The following highlights how some of the other boxes on distributions for
non-IRA retirement accounts come into play:

v Box 3: If the distribution is a lump-sum and you were a participant in
the plan before 1974, this amount qualifies for capital gain treatment.

v Box 4: This box indicates Federal Income tax withheld (you get credit
for this amount when you file your tax return).

v Box 5: Your after-tax contribution is entered here.

+ Box 6: Securities in your employer’s company that you received are
listed here. This amount is not taxable until the securities are sold.

v Box 7: If you are under 59'/> and your employer knows that you qualify
for one of the exceptions to the 10 percent penalty, the employer enters:

Code 2 — separation from service after 55

Code 3 — disability

Code4 — death

Code A — qualifies for lump-sum treatment

Code G — direct rollover to an IRA

Code H — direct rollover to another retirement plan

v Box 8: If you have an entry here, seek tax advice.

» Box 9a: This amount is your share of a distribution if there are several
beneficiaries.
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Chapter 14

Common Fund Problems
and How to Fix 'Em
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In This Chapter

P Dealing with telephone representatives

p Getting money into and out of funds
p Fixing paperwork and other problems
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5)oner or later, just as minor problems crop up with bank accounts, you
may have a little snafu that you need to get fixed with your mutual funds.
Who you gonna call? Usually the toll-free number of the company holding
the account, which you can call to talk with a telephone representative.

Established fund companies and discount brokerages have hundreds and, in
some cases, thousands of telephone representatives who field phone calls
and process stuff you send them in the mail. Most of the bigger and better
companies recommended in this book do a good job of training their
employees, so you should receive competent assistance. But keep in mind
that these people are human — that is, not perfect. Some are more compe-
tent than others at getting the job done right the first time.

When you call companies to ask a question or express a concern, you may
end up speaking with someone who doesn’t know how to fix your problem,
gives you the runaround, or worse — gives you incorrect information. Here’s
what you can and should do to ensure that you get accurate solutions
without investing a lot of your time:

s +* Know the representatives’ limitations. Fund company representatives
are there to provide information and assistance. Don’t depend on them
< G , for tax advice. (Most of the larger fund companies have retirement
account specialists who have more detailed knowledge about tax issues
T relating to those accounts.)
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§ 1~ Talk to someone else. If you don't get clear answers or answers that
you're satisfied with, don’t hesitate to ask for a supervisor. Or you can
simply call back on the toll-free line, and you're sure to get another
representative. This is a proven way to get a second opinion to make
sure that the first person knew what he or she was talking about.

? . Take names and notes for thorny problems. If you're dealing with a

’ problem that could cost you big bucks if not properly solved, make
sure to take notes of your conversation: Write down the name of the
representative you spoke to, the office he or she is located in, and his
or her telephone extension. That way, you have some proof of your
good efforts to fix things when you need to complain to or are summoned
by a higher authority (for example, a supervisor, the IRS, and so on).

Although I can’t guarantee that this chapter is a page-turner, it can help bail
you out and soothe your nerves when you just don’t know how to get a
problem fixed.

Messed-Up Deposits and Purchases

With all the sound-alike fund names, you can very well have your money
deposited into the wrong fund at some firms. That’s why it’s a good idea to
look at the statement that confirms your purchase to verify that the deposit
amount and the fund into which the money was deposited are both correct.

If the fund company makes a mistake, they should cheerfully fix the prob-
lem. (They may need to do a bit of research first.) They should credit the
correct amount to the fund you requested as of the date the money was
originally received.

If the bond or stock fund you intended to buy has declined in value since the
deposit should have been made, you get to invest with the benefit of hind-
sight. Ask that, when the deposit is corrected, it be done as of today. On the
other hand, if the fund has appreciated, then you can insist that the original
date of purchase be used!

If the screw-up was your fault, sometimes fund companies will gracefully
overlook this and give you what you had intended (having lots of money
with the company will help your chances of this happening). Because
companies are leery about people who may take advantage of this generos-
ity by jumping out of funds that declined in value, the company judges each
situation to determine whether or not it appears to be an honest mistake.
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Specifying Funds to Buy
at Discount Brokers

When you invest through most mutual fund companies, their account
application and other forms allow you to indicate what fund(s) you wish to
make your deposit into. Not so at discount brokerage firms.

N\ If you want your deposit to a discount brokerage to be immediately invested
into a particular fund or funds, write out your instructions and send them in
with your deposit. For example, if you mail in $2,000 for an IRA deposit to a
discount brokerage firm and you want the money divided between, say, the
Neuberger & Berman Guardian fund and the Warburg Pincus International
Equity fund, here’s how to word the letter:

Dear Sir or Madam:

Enclosed please find a check in the amount of $2,000 that I would
like invested in my IRA account as a 1998 contribution (reference
your account number or specify if new application is attached) as
follows:

$1,000 into Neuberger & Berman Guardian
(NGUAX)

$1,000 into Warburg Pincus International Equity
fund (CUIEX)

Please reinvest dividends and capital gains.

Thanks a million,

Note the reference about what to do with dividends and capital gains
distributions. Try to be as precise as possible with the fund names. The
ultimate in precision for a broker is the fund’s trading symbol. ( Trading
symbols for funds recommended in this book are listed in the Appendix.)

Making Deposits in a Flash

Maybe you have an account open and just need to feed it in a hurry. Most
often this happens when you need to fund a retirement account, but it may
also happen if you've overdrawn an account by writing a check.
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If you're dealing with a company that has a branch location near you, simply
write a check and deposit it at their office. If the fund company isn't in your
neighborhood, don’t despair. The next-best and fastest way to get money
into a fund account you previously established is by wiring it from your
bank account.

If you have already set up the wiring feature on your fund account, first call
your fund company to see what information you need to provide to your
bank in order for the wire to be correctly sent. This information usually
includes the name of the bank your fund uses for wires, that bank’s identifi-
cation number (the ABA #), the title and account number of the fund
company’s account at that bank, your name as it appears on your fund
account, the name of that fund, and your own account number. Wiring
usually costs money on both ends.

If you don’t have the wiring feature established on your account, establish-
ing this feature will take some time because you must request, fill out, and
mail a special form.

Another option that most fund accounts offer is electronic funds transfer —
like a paperless check. Electronic funds transfer usually takes a day longer
than a wire, but it is free. Simply call your fund company and tell them how
much money you want to move. As with wiring, if you don’t have this feature
set up, you can establish it by requesting and filling out a form from the fund
company.

Verifying Receipt of Deposits

When you send money to a fund company, how do you know if the fund
company received your money? Unlike when you use a bank ATM, you won't
get a deposit slip with your transaction — at least, not right away. Fund
companies mail you a statement, usually the day after the deposit is re-
ceived and processed, showing you the transaction. You can keep a log of
deposits on paper or with a computer program and check them off as
received, once a month, or quarterly.

If you can’t wait for the mail, you can call the fund company’s toll-free
number and verify receipt over the phone. Many of the larger fund companies
have automated phone systems that allow you to check on stuff like this
quickly, without waiting for a live person to talk to.
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Getting Money Out in a Hurry

For non-retirement accounts, if you have a money market fund with check-
writing privileges, writing a check to get money in a hurry is simple and
costs nothing. Another option, which can be used on all types of accounts,
is to call the fund company and request a telephone redemption. The day
after the next financial market close, a check should be cut and mailed to
you. If you need the check faster than the mail service can get it to you, you
can provide your express mail company (for example, FedEx) account
number. Some fund companies also allow you to pick up redemption checks
at their headquarters. Call to see if they provide this service.

Banks and other recipients of checks from your account may hassle you by
placing a hold for an unreasonable number of days on the funds from your
checks. For checks that you write yourself, the hold is understandable
because the check recipient has no way of knowing if the money will be in
the account when the check is ready to clear. But if the check was issued by
the fund company, then the money has already been taken from your
account, so the check is almost as good as cash to recipients — they just
need to wait a couple of days for receipt of the funds.

Banks normally place up to a five-day hold on out-of-state checks. (Odds are
that your fund company clears checks through an out-of-state bank.) If a
bank doesn’t make the money available to you quickly, ask to speak to the
branch manager or some other higher-up. Gently remind him or her that you
can move your bank accounts to a less bureaucratic bank.

Wiring and electronic funds transfers are other alternatives that you may
prefer because you don’t need to wait for a paper check to clear. If you just
realize that you need money to close on a home purchase tomorrow, these
are your best bets. See the section “Making Deposits in a Flash,” earlier in
this chapter, for how these services work.

For retirement account withdrawals, requests need to be made in writing.
Perhaps you need to withdraw money before the end of December to meet
the IRS’s mandatory withdrawal requirements after age 70'/2. The good news
here is that you don’t need to have received the funds before the end of the
year. As long as the distribution is made by the end of December, it doesn’t
matter to the IRS if the check takes several days to reach you.
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Checks Lost in the Mail

S

Checks and other stuff can get lost in the mail. If you wrote a check and
made it payable to the fund company, there’s no big need to stop payment. If
you're depositing checks with your fund company that someone else wrote
to you, they may want to stop payment when you report to them that the
check is lost, and you want it reissued if they are concerned that you might
cash it.

What's a bigger pain is having to redo account applications that you may
have sent with the check(s). If you do tons of applications and transfer
forms, you may want to keep copies.

Registered mail and certified mail don’t eliminate the problem of lost mail.
They just indicate whether or not the mail was received. | wouldn’t waste the
money or the time needed to go to the post office to use these mail services.

Changing Options After You
Open Your Account

Perhaps now you wish you had check writing on your money market fund.
Or you want to establish a regular monthly investment plan so that money is
sent electronically from your bank account to some funds. How do you add
these features after you've opened an account?
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Although you can add some features over the phone, most features, particu-
larly those that require your signature — such as check writing — can only
be set up through short forms that you request by phone. Previously
established options, such as reinvestment of dividends, can be changed
over the phone.

Changing the registration of your accounts is more of a pain. A letter is
generally required, for example, if you marry and change your name or want
to add your spouse to the account. A signature guarantee may be required —
these are provided by banks and brokerage firms. Don’t confuse this require-
ment with getting something notarized, which is different.

Making Sense of Your Statements
and Profits

Can’t understand your fund statement? Don’t know how much money your
fund is making for you? Welcome to a large and not very exclusive club. See
Chapter 12 for the full scoop.

If you want a tax, financial, or legal advisor — or a savvy relative — to help
you keep an eye on your investments, you can ask that he or she be listed
on your account as an inferested party to receive duplicate statements.
Simply write to the fund company and include the accounts you'd like the
interested party to receive statements for and provide that person’s name
and mailing address.

Changing Addresses

Normally fund companies require that you make a change of address in
writing, but over time more fund companies are establishing security
procedures that allow you to make a change of address by phone. The
safeguards include a requirement that you prove that you are who you say
you are on the phone (give your mother’s maiden name and all that); the
fund companies also mail confirmations of the changed address to both old
and new addresses.
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Finding Funds !/ou Forgot
to Move with You

Every year, people literally throw away hundreds of millions of dollars in
investments, including investments in mutual funds. You may have done this
if you've moved around a lot without systematically sending changes of

- address to fund companies and placing mail-forwarding orders with the post
office. After fund companies try for a long time to send mail to your old
address, they eventually throw in the towel, and your account becomes
dormant. No more statements are sent for a number of years, after which
time your account is considered abandoned!

By law, the mutual fund company must transfer your abandoned money to
the treasurer’s office (called escheatment, for you Scrabble and Trivial
Pursuit buffs) of the state in which the fund company does business or the
state in which the last registered address appeared on your account. This
transfer may happen from within a few years to more than a decade after the
fund company loses contact with you. If you don’t claim the money within a
certain number of years after that, the state gets to keep it.

If you vaguely recall that you had funds with a particular fund company way
back when, call the company. You don’t need to remember the specific funds
you invested in. By using your name, Social Security number, old mailing
addresses, and personal stuff like that, the fund company’s computer
system can find your accounts and determine whether they were turned
over to the state. You can also try contacting the state treasurer’s office in
the states in which you have lived to see if they have any of your abandoned
accounts. If you find your accounts, please write to me in care of the publisher
and let me know — these things make me feel all warm and fuzzy inside.

Account Transfer Snags

Transferring accounts from one investment firm or bank to another can be a
big pain. Even obtaining the correct transfer paperwork and completing it is
a challenge — that’s why I explain how to do it in Chapter 11.

Problems happen most often with retirement accounts and with brokerage
account transfers. Some firms are reluctant to give up your money and so
they drag their feet, doing everything they can to make your life and the
lives of employees who transfer accounts at your new investment company
a nightmare. The biggest culprits are the supposed “full service” brokerage
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firms (for instance, Prudential, Salomon Smith Barney, Dean Witter, and
Merrill Lynch) that employ commission-based brokers. They've lost a lot of
money flowing out to no-load and discount brokers’ mutual funds, and they
do what they can to hang on. The unfortunate reality is that they will
cheerfully set up a new account to accept your money on a moment’s notice,
but they will drag their feet, sometimes for months, when it comes time to
relinquish your money. :

Don’t let this foot-dragging on the part of brokerage firms deter you from
moving your money into a better investment firm. Remember that the
transfer should, under securities industry regulations, be done within 30
days. If it's not, hammer the villains! Should the transfer not be complete
within a month, get in touch with your new investment firm to determine
what the problem is. If your old company is not cooperating, a call to a
manager there may help to get the ball rolling. To light a fire under their
behinds, tell the manager at the old firm that you're sending letters to the
National Association of Securities Dealers (NASD) and the Securities and
Exchange Commission (SEC) if they don’t complete your transfer within the
next week. Then do it.

In addition to uncooperative brokers, certain assets present problems with
transfers. If you purchase any mutual funds at, say, Dean Witter that are
Dean Witter house mutual funds, in addition to buying into what I consider
to be a relatively crummy family of funds, you also can’t transfer their funds
as they are. You must first have them liquidated through Dean Witter so that
the cash proceeds can be transferred. Most annuities work the same way.

Transfer individual securities, such as stocks and bonds, to a discount
broker. That way, if you later decide to sell them, you save on commission
charges. Limited partnerships generally can’t be liquidated, and everybody
charges decent-sized fees to hold them — another reason not to buy them in
the first place. If you want less account clutter, transfer these to the dis-
count broker you're otherwise going to be using.

Eliminating Fund Marketing Solicitations

\\J

Some mutual fund companies fill your mailbox with tons of marketing
materials on all sorts of new funds, old funds, and everything but the
kitchen sink.

If you do business with many companies and their marketing folks are
driving you batty, call your fund companies and ask them to code your
account on their advanced computer systems so that you won'’t receive
anything other than statements. Fund companies are required under Securi-
ties and Exchange Commission regulations to honor such a request. Fund
companies are happy to oblige — they don’t want irritated customers.
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As for all the other junk mail you get thanks to firms that sell mailing lists,
fight back — and spare a couple of trees — by sending a request not to
receive junk mail to the Direct Marketing Association, Mail Preference
Service, P.O. Box 9008, Farmingdale, NY 11735-9008.

Some fund companies and brokers may call you at home soliciting your
purchase of investments. They tend to focus on people with large cash
balances sitting in their accounts. As former First Lady Nancy Reagan said
to kids about using drugs, “Just say no!” To stop fund sellers from calling
you in the future, you have the Telephone Consumer Act on your side. This
act allows you to request the fund company (or anyone else who solicits you
by phone, for that matter) to cease and desist! The fund company then
notes on its computers to stop calling you.

Digging Out from under All
Those Statements

If you’re being buried in paperwork from statements and transaction
confirmations from too many fund companies, consider consolidating your
fund holdings through a discount broker. There are tradeoffs involved — you
pay more in fees for the convenience these accounts offer (see Chapter 5).

Getting Statements from Older Accounts

Perhaps, for reasons of nostalgia or taxes, you need copies of a statement
that’s more than a year old. Most companies should have no problem
providing it. They may, however, charge you something like $10 per fund per
year requested. So be choosy. The main reason you'd request a statement is
to research how much you originally invested in a mutual fund held outside
of a retirement account. If you've sold or are thinking about selling shares of
the fund, you may have to figure out the fund’s cost basis for tax reporting
purposes (see Chapter 13). In the future, be sure to keep your statements so
you don’t need to ask for copies.

If you're going to sell all the shares that you hold in a fund, check to see if
your firm can report the average cost of the shares sold. If their accounting
system can do this, you're golden and you don’t need to bother with getting
the