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INTRODUCTION

When you hear the word “investing,” you probably think first of stocks, bonds, or
mutual funds. These are certainly among the most common forms that investments
take, but there’s more to investing than that.

Investing is about getting your money to make more money. That’s the simplest
definition of it. And there are all kinds of ways to do that. They include:

Stocks
Bonds
Mutual funds
Precious metals
Exchange-traded funds
Real estate
Commodities
Currency trading

In this book, you’ll learn about all these things and more. We’ll examine different
investing strategies and get advice from some famous investors such as the
Nebraska genius Warren Buffett and billionaire Peter Lynch. We’ll unlock the
mysteries behind those terms you hear sometimes on television or see online: short
selling, penny stocks, and economic indicators. You’ll learn about the various
exchanges such as the New York Stock Exchange and the NASDAQ, as well as
institutions such as the Federal Reserve and the Securities and Exchange
Commission and how they impact investing choices.

You’ll get advice on investing for education and for retirement. You’ll learn how
to evaluate your risk tolerance. And you’ll learn some basics from the best investors
out there.

Investing is a way of helping you reach your goals, whether those are paying for
your education or that of your children; traveling and having new and exciting
experiences; or financing a secure retirement. By investing wisely and well, you can
expand your savings and make your financial dreams come true. There’s an exciting
world filled with money-making opportunities out there, and it’s waiting for you to
take advantage of it.

Welcome to Investing 101.



CHAPTER 1
BASIC ECONOMICS

Investing is about making your money grow. That can’t happen unless the securities
you invest in grow and pay out earnings. And that is directly tied in to the health of
the economy.

The most basic premise of the economy is this: If consumers spend money, the
economy can grow; if they don’t, it can’t. When the economy is sluggish, consumer
spending lags, overall corporate growth stagnates, and investors see poor returns.
When the economy is booming, people spend money, corporations prosper, and
investments grow. In fact, consumer spending makes up most of our gross domestic
product (GDP), and that keeps the economy flowing.

Understanding how the economy works, the cycles it goes through, and the
impact changes have on the markets can help make you a more successful investor.
In fact, investors who pay attention to the economy can be more successful because
they can take advantage of impending changes. While everyone else is focused on
what’s happening right now, economically savvy investors can focus on what’s
coming—and profitable investing is all about future growth.



BUYING AND SELLING
The Lifeblood of the Economy

It’s certainly the case that the economy today is a very complicated, fast-moving
mechanism. How could it be otherwise? We live in a world inhabited by nearly
seven and a half billion people who are engaged in a never-ending interaction with
one another. Some are buying; some are selling; some are manufacturing; some are
consuming. Economics as a system allocates the things we need to live.

Broadly speaking, if you’re going to get involved in investing your money, you
don’t need to know a lot about how the economy works or the finer points of its
more obscure corners. You do, however, need to understand some basic things
about it.

“The intelligent investor is a realist who sells to optimists and buys from
pessimists.”

—Jason Zweig

Value and Price
Humans buy and sell things because those things have value. This value is partly

what you use them for (for instance, you use food to survive, you use a car for
transportation, and you use movie tickets for entertainment) and partly the
monetary value that we assign to them (price).

Value isn’t constant, though. The value of some things changes quickly. For
example, you probably have noticed that the price of gasoline isn’t nearly as high as
it was several years ago. That’s partly because humans are generally using less
gasoline for driving our cars. This means there’s a lower demand for gasoline, and
the price, correspondingly, drops. It’s also because many oil-producing countries
have stepped up their production, which means there’s overproduction, causing the
price to drop. Gasoline prices fluctuate depending on demand and supply. If supply
increases, prices fall. If demand increases, prices rise.

Here are some other basic concepts you need to keep in mind.

Income



Income is money you receive from different sources—your job, gifts, inheritances,
investments—to buy what you need. Knowing your income is important, since this
allows you to live within your means and not spend more than you have coming in.
Economists consider various kinds of income, including national income, per capita
income (that is, the average income a person has), and disposable income (the
amount of money you and your family can spend after you pay your taxes).

Big changes in your life usually affect your income. One of the largest will come
when you retire from your job (or jobs). At that point, you’ll lose a major source of
your income, and you’ll need to replace all or some of it. Social Security will help,
but this is also where your investments can play a key role in letting you maintain
your lifestyle.

Consumption
This is what you and your family consume; that is, it’s how much you spend on

goods and services. Again, this is a very important thing for you to keep track of. If
your consumption is going up but your income is remaining the same or declining,
you’ve got a problem. On the other hand, if your consumption holds steady, more or
less, and is in line with your income, you’re sitting pretty.



Personal Consumption Expenditure
Economists track personal consumption expenditures (PCE). The
Bureau of Economic Analysis (www.bea.gov) monitors and publishes
PCE reports regularly. You can also find information at the Bureau of
Labor Statistics (www.bls.gov).

Saving and Investment
Finally, we come to those things that families should do and don’t: save and

invest.
Americans used to be quite good at saving—during the 1960s, the average

American saved 6–10 percent of her or his income. That declined in the 1990s, and
today it hovers around zero. Obviously it’s not in our interest to live paycheck to
paycheck, but too many of us struggle to find ways to save and to increase those
savings. This is the importance of investments. It’s not enough to save part of your
income; you’ve got to get that money working for you.

http://www.bea.gov
http://www.bls.gov


INTEREST RATES
Borrowing and Lending

Interest rates are the prices borrowers of money pay to the lenders. From stocks to
bonds to real estate, every investment is somehow affected by interest rates, albeit
to a different extent. To understand that impact, you first have to understand how
interest rates work. For most of us, interest is just something we earn on our
savings accounts, or (more often) more money we have to pay to credit card
companies. For some, it’s the mysterious number connected with mortgage
payments. And that’s where it ends for us; that’s the direct impact of interest rates
on our lives.

It begins, though, with the Federal Reserve.



The Fed
The Federal Reserve System was created in 1913 with the
responsibility of creating and maintaining interest rates and
administering U.S. monetary policy. Today, in addition to these things,
it supervises and regulates banks and acts as a financial servicer for
the U.S. government and various lending institutions.

The Federal Reserve has the power to manipulate the federal funds rate, which is
the interest rate that Federal Reserve banks charge other banks like yours to borrow
money. That rate sets the tone for all other interest rates, like the ones on your car
loan, mortgage, and credit cards. The Federal Reserve uses this rate to control
inflation. To keep inflation from spiraling out of control, the Fed raises its rate,
which has the effect of limiting the amount of money available for consumer
spending. Higher interest rates mean that more money goes to interest payments
and less to shopping.

When people and businesses have to pay more in interest, which leaves them less
to spend, investors can take a hit. So while a change in the federal funds rate doesn’t
immediately impact the markets, it does affect them indirectly, through both
consumer spending and corporate bottom lines. When corporations have to pay
more to borrow money, that’s less money for the dividend pool and less money to
put toward future growth. Plus, corporations with diminishing profits usually see
their share prices drop right alongside the disappearing earnings. So even if nothing
else changes, an interest rate increase can push stock prices down.



The Effect of Lower Rates
When the Fed lowers interest rates, the money supply increases. That
often signals investors to buy stocks, as lower interest rates make
stocks appear more attractive on the risk/return scale. Lower rates
also aid economic expansion, which leads to corporate growth, which
increases the value of corporate shares.

There’s a flip side to this, though. A higher federal funds rate also means higher
interest rates paid out on newly issued Treasury securities. These risk-free
investments guarantee you steady returns, and when rates go up, you’re guaranteed
bigger interest payments on these government securities. This also has the effect of
higher interest rates on newly issued municipal and corporate bonds.



ECONOMIC INDICATORS
Signposts in the Marketplace

Whether the economy is poised to take a turn or remains on course, there are
special economic statistics that give us clues to what’s about to happen. These clues
are called leading indicators, and, as their name suggests, they take the lead in
predicting which way the economy is headed. Then their cousins, coincident and
lagging indicators, are used to confirm economic trends, illustrating where the
economy stands now and where it’s been.

“The idea that a bell rings to signal when investors should get into or out of the
market is simply not credible. After nearly fifty years in this business, I do not
know of anybody who has done it successfully and consistently. I don’t even

know anybody who knows anybody who has done it successfully and
consistently.”

—John C. Bogle

Economic indicators are often tied with inflation. One reason for this is that
inflation strongly influences the level of interest rates, which impact the stability of
the economy. Some are also linked with production or foreign trade, both of which
eventually impact consumer goods prices.

Indicators and You
While you don’t need a degree in economics to be a good investor, you need to

understand how and when the economy can impact your portfolio. It makes sense
for investors to have a thorough understanding of how the economy works and how
economic activity is measured.



Leading Indicators
Though economists also look at coincident and lagging indicators,
investors typically focus on leading indicators. For an investor, profits
often come from future events and expectations. Knowing where the
economy is headed can help investors (especially traders) make more
profitable investment choices at the most opportune times.

Eight of the most important economic indicators are discussed here. You’ve
probably heard of some of them, like the GDP, the consumer price index (CPI), the
unemployment index, job growth, and housing starts. Others, such as the producer
price index, consumer confidence index, and business inventories, are less widely
known but are important all the same.

Gross Domestic Product
The GDP is the most important economic indicator published. Providing the

broadest measure of economic activity, the GDP is considered the nation’s report
card. The four major components of the GDP are consumption, investment,
government purchases, and net exports. This lagging index takes months to
compute and even longer to finalize. The GDP lets us know if the economy is
growing or shrinking.

Consumer Price Index
The CPI, released by the Bureau of Labor Statistics (BLS), is directly linked with

the inflation rate. This index tracks retail-level price changes by comparing prices
for a specific basket of goods and services to base-period prices. Unlike some other
inflation measures, the CPI covers both domestically produced and imported goods.
Some critics say the CPI, and therefore the measured inflation rate, is purposely
understated, as the CPI is the factor used to increase Social Security payments.

Consumer Confidence
The consumer confidence index monitors consumer sentiment based on monthly

interviews with thousands of households. The consumer confidence index dropped
drastically after the terrorist attacks of September 11, 2001. Then, for several years,



the index remained fairly steady; consumers were maintaining buying patterns
despite rising gasoline prices and interest rates. In fall 2008, the index dropped
again, as news of home foreclosures, the credit crisis, struggling markets, and
government bailouts frightened consumers into saving their money. In bad times or
good, consumer confidence serves as a reflection of the nation’s financial health.
This index is particularly important to the financial markets during times of
national crisis or panic. If consumers aren’t confident, they aren’t spending money,
and the markets may slump further.

Job Growth
Second only to the GDP, the government’s employment report is one of the most

important economic indicators. Job growth statistics include employment
information such as the length of the average workweek, hourly earnings, and the
current unemployment rate. As such, this indicator sets the tone for the upcoming
investing month. When job growth is up, consumers feel more at ease and tend to
spend more. But when job growth shrinks, people get nervous—a strong indicator
that the economy could be entering a downturn.

Unemployment Index
The unemployment index is a subset of the government’s employment report.

Unlike the total jobs data, which is considered a coincident indicator, the
unemployment index is a lagging indicator; it changes following a change in the
economy as a whole. Essentially, this makes the unemployment index less
significant to investors, who are looking toward the economic future. However,
several months of low unemployment rates can signal that higher inflation is right
around the corner.

Housing Starts
The housing starts indicator measures the new construction of single-family

homes or buildings each month. For the purposes of this survey, each individual
house and every single apartment count as one housing start; a building with 150
apartments counts as 150 housing starts.



LEI Index
There’s an index for everything, including one that measures the
leading economic indicators (called the LEI), which purports to predict
future economic activity. Basically, when the LEI moves in the same
direction for three consecutive months, that suggests an economic
turning point. For example, three positive readings in a row would
indicate an impending recovery.

Why are housing starts important? The housing industry represents more than 25
percent of total investment dollars and about 5 percent of the total economy, as per
the U.S. Census Bureau. Declining housing starts indicate a slumping economy, and
increases in housing activity can help turn the tide and put the economy on the road
to recovery.

Business Inventories
As a monthly running total of how well companies are selling their products,

business inventories are like a big neon sign to economists and investors alike. The
business inventory data are collected from three sources:

Manufacturing
Merchant wholesalers
Retail reports

Retail inventories are the most volatile component of inventories and can cause
major swings. A sudden fall in inventories may show the onset of expansion, and a
sudden accumulation of inventories may signify falling demand and hence the onset
of recession.

Producer Price Index
The producer price index (PPI), also put out by the BLS, tracks wholesale price

changes. It includes breakdowns on raw materials (a.k.a. commodities),
intermediate goods (items that are in production), and finished goods (ready to hit
the shelves). Every month, nearly 100,000 prices are collected from approximately
30,000 manufacturing and production companies and manufacturing businesses.
This coincident indicator is often a good predictor of the direction of the CPI.



SECTORS
Sorting Out Industries

Anyone beginning to learn about investing will soon hear the phrase “sector
rotation.” Different types of industries perform better during specific stages in the
economic cycle. For example, some industries take off when the economy is
expanding, while others actually profit more when the economy is in a slump. That
means that investors can always find a way to profit in the markets, as long as they
know where to look.

To capitalize on sector rotation, you first need to get a handle on the sectors
themselves. Essentially, a sector is a unique industry group. A lot of people—
including financial professionals—use the terms sector and industry
interchangeably, but they aren’t really the same. Industry describes a specific set of
businesses, while sector is a broader term. In fact, a sector is technically a broad
section of the overall economy and can include more than one industry. For
example, the financial sector includes banking, investment banking, mortgages,
accounting, insurance, and asset management—six distinct industries.

Where in the Cycle Are We?
Next you’ll need to know at which point in the cycle the economy currently

stands: downturn, recession, upturn, or recovery. You can find current economic
analyses in most of the big financial newspapers, such as the Wall Street Journal.
You can also find detailed information on the state of the U.S. economy from the
Bureau of Economic Analysis at www.bea.gov. Once you know where the economy
is, you can better predict where it’s going to go from there, even if you can’t predict
the timing. That’s because the economic cycle follows a very definite pattern. For
example, when the economy is in a deep recession, the next phase of the cycle will
be an upturn, a very good time to begin investing more actively. That knowledge,
combined with a grasp of sector rotation, can help you profit regardless of the
prevailing economic state.

http://www.bea.gov


Invest in Sector Funds
You can diversify your portfolio and take advantage of sector rotation
by investing in sector funds. These mutual funds invest in single
economic sectors (like technology or healthcare), and sometimes
even more focused sector subsets (like electronics or
pharmaceuticals). While sector funds expose investors to more risk
than more broad-based mutual funds, they can also bring higher
returns. We’ll discuss this more in the section on mutual funds.

Sector rotation describes the movement of profitability through different sectors
as the economy goes through its cycles. Different sectors thrive in different portions
of the cycle. The basic sectors are highly predictable, following the economic cycle
like clockwork. For example, the utilities and services sectors tend to perform well
during an economic downturn; and as that downturn segues into a full recession,
the technology, cyclicals, and industrial sectors will start to flourish. As the
economy begins to turn toward recovery, basic materials and energy perform best.
In a full thriving economy, the consumer staples sector will really take off. So if you
know what stage the economy is in now, you know where in the cycle it will be
going next, and you can reasonably predict which sectors will prosper.

An Index for Everything
Financial professionals look to benchmarks to measure just how well (or how

poorly) their investments are doing. These benchmarks are known as indexes, and
they cover every sector of the financial markets, from small-cap stocks to emerging
nation bonds. Most of these indexes consist of a group or sample of representative
investments that indicate how the overall market or a segment of the market is
performing. Some widely used indexes track thousands of individual securities,
while others look at fewer than fifty.

The Dow Jones Industrial Average (DJIA, also called the Dow) is the most
prominent stock index in the world. It was named after Charles H. Dow, the first
editor of the Wall Street Journal, and his one-time partner Edward Jones, although
Jones was not instrumental in creating the index. Dow’s creation revolutionized
investing, as it was the first publicly published gauge of the market. The thirty
stocks on the Dow, which are all part of the New York Stock Exchange (NYSE), are
all those of established blue-chip companies like McDonald’s, Coca-Cola, DuPont,



and Eastman Kodak. The Dow was created to mimic the U.S. stock market as a
whole, and its companies represent a variety of market segments such as
entertainment, automotive, healthcare products, and financial services.



GE and DJ
General Electric is the only company that was included in the original
Dow Jones Industrial Average, created in 1896, that is still part of its
makeup today. However, it hasn’t been there the entire time. General
Electric was dropped in 1898, restored in 1899, taken out again in
1901, and then put back on the list in 1907.

The thirty stocks of the Dow Jones Industrial Average companies are weighted by
stock price, rather than market capitalization, which is how most indexes are
weighted. Basically, the Dow number is calculated by adding up the prices of all the
stocks, then dividing by the number of stocks included in the index, adjusted for
stock splits. The important point to remember is that each company carries equal
weight.

Some indexes are capitalization weighted, giving greater weight to stocks with
greater market value. For example, consider Standard & Poor’s (S&P) Composite
Index of 500 stocks. The Standard & Poor’s 500 Index, commonly known as the S&P
500, is a benchmark that is widely used by professional stock investors. The S&P
500 represents 500 stocks—400 industrial stocks, twenty transportation stocks,
forty utility stocks, and forty financial stocks. This index consists primarily of stocks
listed on the NYSE, although it also features some over-the-counter (OTC) stocks.

The Russell 2000 index covers the small-cap equities market, so it tracks
corporations that fall into the small-cap segment of the market, those with market
capitalization falling between $300 million and $2 billion. The Russell 2000 is a
subset of the Russell 3000 index, following the performance of only the 2,000
smallest companies in the Russell 3000.

Other indexes treat each stock equally. The Value Line Index tracks 1,700 equally
weighted stocks from the NYSE, the National Association of Securities Dealers
Automated Quotations (NASDAQ), and OTC markets. It acts as a market barometer,
widely held to be the best measure of the overall market and a crucial monitoring
tool for any investor.



THE SEC
Watchdogs of the Market

If you become seriously involved in investing, one organization you’re sure to hear
about is the Securities and Exchange Commission (SEC). The SEC is part of the
government regulatory apparatus that keeps an eye on the stock market.

During the Great Depression, Congress passed the Securities Exchange Act of
1934, creating the U.S. Securities and Exchange Commission. The 1934 Act was
designed to restore confidence in capital markets, setting clear rules and giving the
SEC power to regulate the securities industry. Basically, the SEC watches over the
securities industry to make sure no illegal activity takes place. To help with that
enormous task, the agency sets strict standards for brokers, investors, and publicly
traded corporations. Every corporation whose stock trades on a U.S. exchange must
be registered with the SEC.

The agency’s main goal is to protect investors by making sure the securities
markets remain honest and fair. One way the SEC meets this goal is by making sure
publicly traded companies disclose enough accurate information for investors to
make informed decisions. There’s a slew of ongoing paperwork required of all
companies whose stocks trade on the public markets, including annual audited
financial statements. In addition to keeping close tabs on publicly traded
companies, the SEC also regulates any companies involved with trading and any
professionals who offer investment advice.

Insider trading is one of the most widely known issues covered by the SEC.
Insider trading, or insider information, refers to buying and selling publicly traded
securities based on confidential information that has not been released to the
general public. Because such information is not available to everyone, those insiders
have an unfair advantage. And though it makes for splashy headlines—think Martha
Stewart, Enron, and WorldCom—a good story does nothing to help investors recoup
their losses.

SEC Division of Enforcement
The SEC’s Division of Enforcement does just what the name suggests; it makes

sure federal securities laws are followed to the letter. This division investigates



possible legal violations, and when it finds that laws haven’t been followed, it
recommends ways to remedy the situation.

Most important, though, the SEC is all about you: protecting you from swindles,
providing reliable information, and keeping your broker in line. On its website, you
can visit a special section called EDGAR (Electronic Data Gathering, Analysis, and
Retrieval), a complete database of all corporate reports (such as 10-Ks and 10-Qs)
filed by public companies—all the way back to 1994! It’s very easy to search EDGAR
for information on any company you plan to invest in, so make this your first stop.



For More Information . . .
On its website (www.sec.gov), the SEC offers everyone the
opportunity to investigate any questionable activities. They also make
available a wide range of public services, including free investment
information, up-to-date complaint tracking, and a toll-free
information line at 1-800-SEC-0330.

http://www.sec.gov


GLOBAL ECONOMICS
The Market on a Grand Scale

During the past twenty or thirty years, one of the most important things that’s
happened has been the information revolution. The speed at which information
now circles the world has meant that international boundaries have virtually been
erased. As Thomas Friedman wrote in his well-known book, “The world is flat.”

All this affects investments and the investment climate in which you operate.
Investments don’t exist in a vacuum. What happens on the U.S. stock markets has
global consequences. Changes in the interest rates on U.S. Treasury securities can
impact bond markets across the ocean. A downturn in the U.S. economy hits the
rest of the world almost immediately. And the reverse is also true. Major shakeups
around the world affect stock prices, bond prices, commodities, and currencies.

Global Profits
At the same time, the breadth of the world markets practically ensures that

there’s always a profit to be made somewhere. When major economies are tanking,
emerging economies may begin to thrive. A natural disaster in one part of the world
can cause the economies in other parts of the world to go into overdrive—or it can
cause shortages and slowdowns, depending on the type and extent of damage.

In addition, the Internet has made the world a much smaller place. We now know
instantly when something happens in the farthest corners of the earth. We know
the second a stock exchange in Asia or Europe goes up or down a few points.
Extensive international trade means the dollar can be affected when another
country’s currency strengthens or weakens.

All of this affects investors. Whether you invest in individual stocks, fixed-income
securities, mutual funds, real estate, or more exotic financial instruments, your
investments will feel the impact of world events—sometimes immediately, other
times slowly. It used to be that only investors in foreign securities had to pay close
attention to foreign and global economies. Now every investor needs to know and
understand what’s going on around the world, because every investor is impacted by
what goes on in the rest of the world.



Foreign Owned or American Owned?
One of the questions to investigate when buying stock in a company
is, is the company owned in the United States or abroad? There’s
nothing wrong with investing in a foreign-owned company, but
generally that can increase the level of risk to your investment,
depending on who owns the company and where they’re located.



COMPANY FUNDAMENTALS
Looking at the ABCs

When you buy stock in a company, you’re buying a part of that company. Just as
you would do if you were making any other purchase, you have to know what you’re
buying and why. This means doing research. Many people don’t like this aspect of
investing; it sounds too much like work. But it’s an essential and rewarding aspect
of building your investment portfolio.

Most educators will tell you that 75 percent of all learning is gained by doing
homework; this is true of investing as well. When you are interested in investing,
it’s important that you do your homework, including research, analysis, and
investigation. Look up the stock you own on the Internet and find any company
news listings. Read the company newsletter, its annual or semiannual reports, and
ask your broker for any updated news about the company. An educated investor is
more likely to be a patient and relaxed investor.

Know What You’re Buying, Buy What You Know
One of the benefits of being a consumer is that you are called on to evaluate

products and services every day. You have learned that you can get the best results
by thoroughly researching your options before you make a purchasing decision.
Maybe you’ve recently purchased some new electronics that you just can’t put
down, switched cereal brands to cut some of the sugar out of your kids’ diet, or
started a new medication that actually made you feel better without any side effects.
These are experiences you can put to work when you’re making your investment
decisions.

Your observations are another way to gain valuable insight. During your recent
trip to Japan, did you notice people consuming huge quantities of a new Coca-Cola
product? While waiting to pay for dinner at your favorite restaurant, did you notice
that many of the patrons pulled out American Express cards? Part of doing your
homework as an investor is noticing the companies whose products and services are
prominently displayed and used by the people around you.



Avoid Hot Tips
Putting serious thought into your investments early on will most
likely pay off in the long run. Unfortunately, many people are
introduced to the world of investing through a hot stock tip from their
barber, buddy, or bellman. There’s really no way to make an easy
buck, and by jumping into a stock because of a random tip, you’ll
probably end up losing money.

Whichever style of investing you choose, you need a place to get the information
on which you can base your decision. These days, there’s no better starting point
than the Internet. On the web, you can easily find the best investment information
in real time, mostly for free. More and more, investors both young and old are
turning to websites to limit their reliance on expensive financial advisors. In
addition to the prospect company’s web page, there are dozens of sites that provide
in-depth company data and even more that offer real-time stock quotes.

There is no shortage of good market research available to you as an investor. Part
of your job is to determine which sources work best for your needs.

Read the Annual Report
When it comes to reading financial documents, most people would rather walk

over hot coals then peruse endless rows of numbers. Corporations count on that
and fill their annual reports with glossy color photos and colorful commentary; a lot
of people assume that a heavy, glossy report means a successful year. The numbers
inside, though, may tell a completely different story. It’s up to you to get
comfortable with the numbers; when you do, you’ll find a wealth of information
about the company’s current success.



Make an Investment Checklist
Every investor should use a research checklist to evaluate stock
under consideration. Look for annual reports, financial statements,
industry comparisons, and current news items. Analyze your findings
before making investment decisions. Once you become a shareholder,
you will find that your main information needs are filled with press
releases, ongoing financial statements, and judicious stock price
monitoring.

If you’re already a shareholder, you’ll automatically get a copy of the annual
report every year; if you’re not yet invested in the company, you can simply call and
ask for one or look at it online. Every company’s report looks different, and they
may be assembled in different orders. However, every publicly traded company’s
annual report contains the same basic items:

Letter from the chairman of the board (expect a big pile of spin here)
A description of the company’s products and services (more spin)
Financial statements (read the footnotes carefully; they contain some of the
meat)
Management discussion (sort of a big-picture look at the company, with a little
spin)
CPA opinion letter (read this to make sure the company’s financial position is
accurately represented)
Company information (locations, officer names, and contact information)
Historical stock data (including dividend history and dividend reinvestment
plan program information)

Two Proven Ways to Analyze Stocks
Investors generally favor one of two stock-picking techniques: technical analysis

or fundamental analysis. Technical analysis is all about stock prices and how they
move, and it relies on charts and graphs to determine patterns. Fundamental
analysis, more common among beginning investors, involves studying the company
itself, with a focus on financial statements and performance. For optimum results,
many savvy investors combine both techniques when making trade decisions. For



example, a stock with great fundamentals and sagging price trends could indicate
trouble on the horizon.

Technical analysis focuses on charts and graphs showing past stock price and
volume patterns. There are a number of patterns technical analysts recognize to be
historically recurring. The trick is to identify the pattern before it is completed, then
buy or sell according to where the pattern indicates the stock is headed. Those who
use this technique believe you can forecast future stock prices by studying past price
trends. They make trades based primarily on stock price movements. Technical
analysts tend to do much more buying and selling than fundamental analysts.

Fundamental analysis is a long-used, common way to review stocks. The
technique involves an analysis of the company’s ability to generate earnings and an
examination of the value of the company’s total assets. Value investing and growth
investing are two subdivisions of fundamental analysis. Proponents of fundamental
analysis believe that stock prices will rise as a result of growth. Earnings, dividends,
and book values are all examined, and a buy-and-hold approach is usually followed.
Fundamental analysis advocates maintain that stock in well-run, high-quality
companies will become more valuable over time.

Five Characteristics of Great Companies
Once you’ve narrowed your focus to a handful of companies, you need to fine-

tune your research even more. One of the primary reasons to buy a particular stock
is because of its future outlook. It’s wise to buy and hold onto a stock for the long
term, so quality is an important part of your investment strategy. Among other
factors, you want to purchase stock in a company that you believe has the following
traits:

1. Sound business model. You want to single out a company that has a solid
business plan and a good grasp of where it wants to be in the years ahead,
and a plan to get there. A company with a clear focus has a better chance of
reaching its goals and succeeding than a company that just rolls along
without a concrete plan.

2. Superior management. An experienced, innovative, and progressive
management team has the best chance of leading a company into the future.
Star managers have had a major impact on their prospective companies, and
a company will often witness dramatic changes when a new management
team comes onboard. When key management leaves an organization, you
will often see major changes in the way a company operates.



3. Significant market share. When a majority of individuals rely upon the
products and/or services of a designated company, odds are the company has
good insight into consumer preferences. Industry market leaders usually
have a well-thought-out vision. However, the strongest company
performance doesn’t always indicate the best stock to buy. Be careful and
look more closely at markets with a glut of competitors; sometimes the
second-best company makes the best stock investment.

4. Competitive advantages. A company that is ahead of the pack will often be
on top of cutting-edge trends and industry changes in areas like marketing
and technology. You want to single out those companies that are—and are
likely to stay—one step ahead of the competition.

5. New developments. If a company places a high priority on research and
development, it’s likely to roll out successful introductions. If the product or
service takes off, the stock price may very well follow.

If the future outlook for a particular company appears promising—that is, as long
as a company continues to exhibit these traits and act upon them—owning a portion
of that company might make good business sense.



CHAPTER 2
WHAT ARE STOCKS?

It’s time to learn all about stocks, from what they are to all the different types
available to what they can mean for your portfolio. Buy-and-hold investors invest in
companies that have stood the test of time. Traders take a more active approach to
investing, placing more emphasis on stock price movement than on the real value of
the company. Regardless of which strategy you apply to your holdings, the same
underlying rule applies: Know what and why you’re buying (or selling) before you
make any trade.



BUYING STOCK IN A COMPANY
Getting a Piece of the Action

Purchasing shares of stock is like buying a business. That’s the way Warren Buffett,
one of the world’s most successful investors, views it—and his philosophy is
certainly worth noting. When you buy stock, you’re actually buying a portion of a
corporation. If you wouldn’t want to own the entire company, you should think
twice before you consider buying even a piece of it. If you think of investing in these
terms, you’ll probably be a lot more cautious when singling out a specific company.

It’s important to become acquainted with all of the details of the company you’re
considering. What products and services does the company offer? Which part of the
business accounts for the greatest revenue? Which part of the business accounts for
the least revenue? Is the company too diversified? Who are its competitors? Is there
a demand for the company’s offerings? Is the company an industry leader? Are any
mergers and acquisitions in the works? Until you understand exactly what the
company does and how well it does it, it would be wise to postpone your investment
decision.



The Altria Group
The Altria Group, formerly known as Philip Morris, is primarily
associated with tobacco products, but the company also profits from
its popular beer subsidiary. It holds 28.5 percent of SABMiller
Brewing, the home of Miller beers. In addition, the company holds
Philip Morris Capital Corporation, which is involved with the financing
and leasing of major assets.

Value the Company
Let’s say you want to buy a convenience store in your hometown. You’ve reviewed

such factors as inventory, the quality of the company’s employees, and customer
service programs. In addition to selling staple grocery items, the company also rents
videos and operates a gas pump. The grocery side of the business may only account
for a small percentage of the overall revenue. It would be in your best interest to
value each part of the business separately in order to get a complete and accurate
picture of the company’s profit potential. Many companies have traditionally been
associated with a specific business, yet may have expanded into totally new venues.

Disney, for example, has historically been associated with the Disneyland and
Disney World theme parks. The reality is that Disney is also involved in a host of
other ventures. Among other things, the multifaceted company has interests in
television and movie production, including Touchstone Pictures and Miramax
Films. Disney’s ABC, Inc. division includes the ABC television network, as well as
numerous television stations and shares in various cable channels like ESPN and
SOAPnet.

It should be increasingly clear that making money through investing requires
work. The more research and thought you put into your strategy, the more likely
you are to reap rewards. Although there are no guarantees in the world of investing,
the odds will be more in your favor if you make educated and well-informed
investment decisions. When you make an investment, you are putting your money
into a public company, which allows you—as part of the public—to become an owner
or to have equity in the company. That’s why stocks are often referred to as equities.



Types of Stocks
Common stocks are equity securities that are sold to the public, and
each share constitutes ownership in a corporation; when people talk
about trading shares, they’re talking about common stocks. Preferred
stocks are somewhat different; while they still denote ownership in a
corporation, they also have some characteristics more in common
with bonds than with common stocks.

Corporations come in all sizes. You can invest in a wildly successful mega-
company or a micro-cap company that is just beginning to show signs of growth
potential. Some people prefer to buy the common stock of well-established
companies, while other investors would rather invest in smaller, growth-oriented
companies.

No matter what type of company fits in with your overall strategy, it’s important
to research every potential stock you buy. Just because a company has been around
for decades doesn’t mean it’s the best investment vehicle for you. Furthermore,
companies are always changing, and it’s important to make sure that the
information you are reviewing is current. Mergers and acquisitions have become
commonplace, and it’s essential to know if a company you are considering buying is
undergoing, or is planning to undergo, such a transaction.

Find out about a company’s market capitalization, or the market value of all of
the company’s outstanding shares. To calculate the market capitalization, multiply
the current market price of a stock by the number of outstanding shares. The
number of outstanding shares refers to the number of shares that have been sold to
the public.



STOCK EXCHANGES
The Nexus of Trade

Back in the 1990s, it became clear that individual investors were becoming serious
players in the world of Wall Street. With the advent of online investing and an
aggressive play for smaller investors by the two leading stock markets in the United
States (the NYSE and the NASDAQ), buying and selling investments has gotten
easier and less expensive.



Exchanges
The markets that make up what is known in general as the stock
market are the New York Stock Exchange (NYSE) and the National
Association of Securities Dealers Automated Quotations (NASDAQ).
Other cities like Boston, Chicago, Philadelphia, Denver, San Francisco,
and Los Angeles have exchanges, as do major international centers
like London and Tokyo.

Competition, both domestic and global, continues to make stock transactions
more transparent and more accessible to all investors. By understanding how the
different stock markets work and compete for your business, you’ll be better
equipped to succeed in the investing world.

The NYSE
The NYSE (known to insiders as “the Big Board”), now formally known as NYSE

Euronext, is home to prominent industry players like Walmart, General Electric,
and McDonald’s. The Big Board is not for little-league players. Among other
requirements for inclusion on the NYSE, a company must have at least 1.1 million
publicly traded shares of stock outstanding, with a market value of at least $100
million. It must show pre-tax income of at least $10 million over the three most
recent fiscal years, and have had earnings of at least $2 million in the two most
recent years. And seats on the exchange don’t come cheap, either. The lowest
amount paid for a seat, way back in 1871, was $2,750; the highest price paid for a
single seat was $4 million, paid in December 2005.

The NYSE, with the distinction of being the oldest stock exchange in the United
States, is housed in a 36,000-square-foot facility in New York City’s financial
district. In 2007, the NYSE combined with the European stock exchange Euronext
to form NYSE Euronext, a global milestone for the trading community. This market
broke a new record, trading more than 5 billion shares in a single day: on August 15,
2007, trading volume hit an unprecedented 5,799,792,281 shares.

Not content to rest on its laurels, NYSE Euronext acquired the American Stock
Exchange (AMEX) in 2008, and fully integrated trading began in early 2009. Now
called NYSE MKT, this combined exchange offers expanded trading capabilities,
including stock options, exchange-traded funds, and other specialized securities.



The NASDAQ
When it first launched in February 1971, the NASDAQ hosted only 250

companies. Its first claim to fame: the NASDAQ opened as the first electronic stock
market in the world. The exchange hit a milestone in 1996, when its trading volume
finally exceeded 500 million shares per day. Now it has become a full-fledged stock
market, listing about 3,200 corporations, and it’s destined to grow; out of all the
U.S. stock markets, the NASDAQ (which is now officially known as the NASDAQ
OMX Group) hosts the most initial public offerings (IPOs).

The NASDAQ is attractive to new and growing companies primarily because the
listing requirements are less stringent than those of the NSYE, and the costs can be
considerably lower. Not surprisingly, you’ll find a lot of technology and biotech
stocks listed on this exchange, as these types of companies typically fall squarely in
the aggressive growth category. In fact, the NASDAQ boasts more than a $2 trillion
total market value in the IT sector.

Unlike the auction style of the NYSE, the NASDAQ works with more than 600
securities dealers called market makers. These market makers compete against one
another to offer the best bid/ask prices or quotes over the NASDAQ’s complex
network, joining buyers and sellers from all over the world. The NASDAQ dealers
help make it easier to buy and sell stocks by helping to ensure their liquidity
(making sure there’s a ready market).



Online Trading at NASDAQ
The NASDAQ is an OTC market, which means its securities are traded
through telephone and computer networks as opposed to an
exchange floor. NASDAQ is also the world’s largest stock market and,
on average, trades more shares in a day than any other exchange.



DIVIDENDS
Reaping the Profits

Dividends are payments to shareholders that are not based on the stock price but
are made simply because the company has reaped healthy profits and chooses to
reward shareholders. Depending on the company’s profits, the board of directors
will decide whether and how often to pay a dividend to shareholders. Dividends are
usually most important to investors looking for income, and stocks that pay
dividends are thus known as income stocks. Many companies pay dividends on a
quarterly basis, and special one-time dividends may also be paid under certain
circumstances.

The term shares outstanding refers to the number of shares a company has
issued to the general public, including its employees. It’s a good idea to start your
investing career by looking at companies with at least 5 million shares outstanding.
This indicates that the stock is heavily traded, which means there will be a ready
market for it should you decide to sell your shares. At the same time, more shares
outstanding can mean smaller dividends per shareholder (there’s only so much
money to go around, after all), so keep that in mind when you’re looking for steady
income.

Total Return
Most investors in stocks tend to think about their gains and losses in terms of

price changes, not dividends, whereas those who own bonds pay attention to
interest yields and seldom focus on price changes. Both approaches are incomplete.
Although dividend yields may be more important if you are seeking income, and
price changes take center stage for growth stocks, the total return on any stock
investment is extremely important. Knowing a stock’s total return makes it possible
for you to compare your stock investments with other types of investments, such as
corporate or municipal bonds, Treasuries, mutual funds, and unit investment trusts.

To calculate total returns, add the stock’s price change (or subtract it if the price
has gone down) and dividends for the past twelve months and then divide by the
price at the beginning of the twelve-month period. For example, suppose you buy a
stock at $45 per share and receive $1.50 in dividends for the next twelve-month



period. At the end of the period, the stock is selling for $48 per share. Your
calculations would look like this:

Dividend: $1.50
Price change: up $3.00 per share
$1.50 + $3.00 per share = $4.50
$4.50 divided by $45.00 = .10
Your total return is a 10 percent increase.
But suppose, instead, that the price had dropped to $44 per share by the end of

the period. Then your calculations would look like this:
Dividend: $1.50
Price change: down $1.00 per share
$1.50 – $1.00 per share = $0.50
$0.50 divided by $45.00 = .011
Your total return is only a 1.1 percent increase.



Analyze Dividends
To be entitled to dividends, you must actually own the shares on the
record date, which is the day the board of directors declares a
dividend. Compare the current dividend with the dividends paid over
the past five years. Shrinking dividends may indicate plans for
expansion; when a company’s primary goal is growth, dividends may
be small or nonexistent.



KINDS OF STOCKS
What You Can Buy

Blue chips are considered to be the most prestigious, well-established companies
that are publicly traded, many of which have practically become household names.
Included in this mostly large-cap mix are General Electric (which trades on the
NYSE under the symbol GE), McDonald’s (NYSE: MCD), and Walmart (NYSE:
WMT). A good number of blue-chip companies have been in existence for more
than twenty-five years and are still leading the pack in their respective industries.
Since most of these organizations have a solid track record, they are good
investment vehicles for individuals leaning to the conservative side in their stock
picks.

Growth Stocks
Growth stocks, as you can probably guess from the name, include companies that

have strong growth potential. Many companies in this category have sales, earnings,
and market share that are growing faster than the overall economy. Such stocks
usually represent companies that are big on research and development; for example,
pioneers in new technologies are often growth-stock companies. Earnings in these
companies are usually put right back into the business, rather than paid out to
shareholders as dividends.



Growth over Time
If you had purchased 100 shares of Walmart in January of 1990, you
would have paid $533. By January 1995, your investment would
have been worth $1,144—more than 100 percent profit. And by
January 2014, your investment would have been worth $8,140, more
than ten times your original purchase price.

Growth stocks may be riskier than their blue-chip counterparts, but in many
cases you may also reap greater rewards. Generally speaking, growth stocks perform
best during bull markets (that is, when stock prices are generally going up), while
value stocks perform best during bear markets (when stock prices are generally
going down), but that’s not guaranteed. A word of caution: Beware of stocks whose
price seems to be growing faster than would make sense. Sometimes momentum
traders will help run growth-stock prices to sky-scraping levels, then sell them off,
causing the stock to plummet.

“Even the amateur investor who lacks training and time to devote to
managing his investments can be reasonably successful by selecting the best-

managed companies in fertile fields for growth, buying their shares and
retaining them until it becomes obvious that they no longer meet the definition

of a growth stock.”

—T. Rowe Price

Income Stocks
Income stocks do just what the name suggests: They provide steady income

streams for investors. These shares come with regular dividend payments,
sometimes big enough that people can actually live off their dividend checks.
Though many income stocks fall into the blue-chip category, other types of stocks
(like value stocks) may offer consistent dividend payments as well. These stocks
make a good addition to fixed-income portfolios, as they also provide the
opportunity for share-price growth.

Preferred Stocks



Preferred stocks have almost as much in common with bonds as they do with
common stocks. Essentially, this type of stock comes with a redemption date and a
fixed dividend that gets paid regardless of the company’s earnings. If the
corporation has financial difficulties, holders of preferred stock have priority when
it comes to dividend payments. In times of prosperity, some preferred shares (called
participating preferred) may get a second dividend payout that is based on earnings.
As the owner of preferred stock, you normally don’t have the rights that come with
common stock ownership (like voting). However, preferred stock can be a good
portfolio addition for income-oriented investors.

Small-, Mid-, and Large-Cap Stocks
A publicly traded corporation that has 30 million shares outstanding that are

currently trading for $20 each would have a market capitalization of $600 million.
Although there are a few different groupings used to categorize stocks by their
capitalization, here’s a general rule of thumb you can follow:

Large cap: $10 billion and over
Mid cap: Between $2 billion and $10 billion
Small cap: Between $300 million and $2 billion
Micro cap: Under $300 million

The small-cap stock category includes many of the small, emerging companies
that have survived their initial growing pains and are now enjoying strong earning
gains, along with expanding sales and profits. Today’s small-cap stock may be
tomorrow’s leader—it can also be tomorrow’s loser. Overall, such stocks tend to be
very volatile and risky. A safe way of adding these to your portfolio can be through a
professionally managed small-cap fund. That way, you’ll have exposure to
potentially explosive profits without the added risk of investing in a particular
company.

Mid-cap stocks, as the name suggests, are bigger than small caps but smaller than
large caps. Large-cap stocks are the biggest players in the stock market.

A large-cap corporation typically has a more solidly established presence and
more reliable sales and profits than smaller corporations. Most of the time, larger
companies make less risky investments than smaller companies; the tradeoff,
though, can be slower growth rates. Most investors hold large-cap stocks for the
long term, and for good reason: more than fifty years of historical market returns
show that these corporate giants yield only slightly lower returns than short-term
investments, with much less volatility.



CYCLICAL, DEFENSIVE, VALUE,
AND PENNY STOCKS
More Stock Types

Companies with earnings that are strongly tied to the business cycle are considered
to be cyclical. When the economy picks up momentum, these stocks follow this
positive trend. When the economy slows down, these stocks slow down, too.
Cyclical stocks would include companies like United Airlines (NASDAQ: UAL).

Defensive stocks, on the other hand, are relatively stable under most economic
conditions, no matter how the market is faring. Stocks that fall into this category
include food companies, drug manufacturers, and utility companies. For the most
part, these companies produce things people can’t live without, no matter what the
economic climate is at any given time. The list of defensive stocks includes General
Mills (NYSE: GIS) and Johnson & Johnson (NYSE: JNJ).



Reading Stocks
Any stock receives a designation from the exchange on which it is
traded (this is easier than giving the entire name of the company on
a board or screen where space is limited). When referring to a stock,
it’s customary to give the initials of the exchange on which it’s traded,
followed by a colon and the stock’s symbol.

Value stocks appear inexpensive when compared to their corporate earnings,
dividends, sales, or other fundamental factors. Basically, you’re getting more than
what you pay for: a good value. When investors are high on growth stocks, value
stocks tend to be ignored, making them even better bargains for savvy investors.
Value investors believe that these stocks make the best buys given their reasonable
price in relation to many growth stocks. Of course, a good value is highly dependent
on current stock prices, so a good value today might not be a good value next
month. A good rule of thumb is to look for solid companies that are trading at less
than twice their book value per share. An example of a good value (at least as of
May 2009) is NYSE Euronext (yes, that’s the stock exchange itself), with a price-to-
book-value ratio of 0.94.



Socially Responsible Investing
Socially responsible investing has also been popular in recent years.
This strategy has people investing only in companies that embody
their personal values. Socially responsible investments are often
chosen for their “don’ts” as much as their “dos.” These corporations
don’t produce tobacco products, liquor, weapons, or environmentally
damaging products.

Penny Stocks
Penny stocks are stocks that sell for $5 or less, and in many cases you’re lucky if

they’re worth even that much. Most penny stocks usually have no substantial
income or revenue. You have a high potential for loss with penny stocks. If you have
a strong urge to invest in this type of company, take time out to follow the stock to
see if it has made any headway. Learn all you can about the company, and don’t be
tempted to act on a hot tip that may have been passed your way.



Pink Sheets
Penny stocks trade in either the pink sheets, a forum operated by the
National Quotation Bureau, or on the NASDAQ small-cap market.
Pink sheets, in brief, are listings and price information literally
printed on pink sheets of paper that go to select brokers.

The companies behind these stocks are thinly capitalized and are often not
required to file reports with the SEC. They trade over the counter, and there is a
limited amount of public information available. This in itself is reason for concern.
How many astute investors want to put their money into an investment offering
little or no information? Nonetheless, people do invest in these stocks.

One of the most interesting—and alarming—aspects of penny stock dealing is that
brokers are not always acting as a third party but instead set prices and act as the
principals in the transaction. Penny stocks most often do not have a single price but
a number of different prices at which they can be purchased or sold.



CHAPTER 3
BONDS, MUTUAL FUNDS, AND

ETFs

Individual stocks are not the only form of investing. There are many other things in
which you can invest, and three of the most popular are bonds, mutual funds, and
exchange-traded funds (ETFs). Where you put your money is both a matter of
personal style and your tolerance for risk. The advantage of mutual funds, for
example, is that essentially you’re hiring someone else to manage your money for
you. On the other hand, you may not think of that as an advantage, since you don’t
like ceding control over your investments to someone else. In this chapter, we’ll
look at these three types of investment—their advantages and disadvantages.



WHAT ARE BONDS?
Loaning Money for Interest

Bonds are part of a completely different asset class than stocks. Like the stock
market, the bond market is heavily influenced by global economic and political
trends—but to a much higher degree. In fact, the world bond market is considerably
larger and more influential than the stock market, and much of the world economy
depends on international bond trading.

The Definition of Bonds
Bonds are marketable securities that represent a loan to a company, a

municipality, the federal government, or a foreign government with the expectation
that the loan will be paid back at a set date in the future (that is to say, when the
bond matures). Like almost all loans, bonds also come with an interest component,
which can involve periodic payments over the life of the bond or single payments at
maturity. Bonds can be bought directly as new issues from the government, from a
municipality, or from a company. They can also be bought from bond traders,
brokers, or dealers on the secondary market. The bond market dictates how easily
you can buy or sell a bond, and at what price.



Why Sell Bonds?
Governments, whether municipal, state, or federal, sell bonds for a
very simple reason: to raise money. Usually the money is for a
specific project: building a bridge, repairing a road, and so on. During
the Second World War, the federal government sold bonds to raise
money for the war effort.

A big part of the bond picture is interest. For lending them the money, the
borrower (or issuer of the bond) agrees to pay the buyer a specific rate of interest at
predetermined intervals. Bonds are sold in discrete increments (typically multiples
of $1,000, with few exceptions), known as their par value or face value.

Bonds’ maturities and interest rates vary:

Short-term bonds mature in up to five years
Intermediate-term bonds mature generally at seven to ten years
Long-term bonds usually mature around twenty to thirty years

Longer-term bonds typically will pay higher interest rates—averaging higher than
6 percent over the last fifty years—than short-term bonds. Though the bond’s stated
interest rate is a known factor, over time its yield (or effective interest rate) will
fluctuate along with changes in prevailing interest rates; this matters primarily if
you are trying to sell a bond.



Use Bonds to Diversify
Because bond values often move in the opposite direction of the stock
market, bonds can help you diversify your portfolio, thus reducing
risk. They are also an important part of asset allocation strategies
essential for good portfolio management. While bonds typically don’t
function as a complete substitute for stocks, they do make a strong
complement, in addition to providing you with steady interest income.

A bond will have a date of final maturity, which is the date at which the bond will
return your principal, or initial, investment. Some types of bonds—known as
callable bonds—can be redeemed by the issuer earlier than that maturity date,
which means that the lender pays you back sooner than expected. A $5,000 bond is
worth $5,000 upon maturity (regardless of the price that bond would fetch on the
open market), as long as the issuer does not default on the payment. The interest
you receive while holding the bond is your perk, so to speak, for lending the money.
Interest is usually paid semiannually or annually, and it compounds at different
rates.

Bonds versus Stocks
Unlike a stockholder, a bondholder does not take part in the success or failure of

the company. Shares of stock will rise and fall in conjunction with the company’s
fortunes. In the case of bonds, you will receive interest on your loan and get your
principal back at the date of maturity regardless of how well a company fares—
unless, of course, it goes bankrupt. Bonds are therefore referred to as fixed-income
investments because you know how much you will earn—unless you sell before
maturity, in which case the market determines the price.

Corporate bond prices, like stock prices, can be affected by corporate earnings.
However, they are often affected to a much stronger degree by fluctuations in
interest rates. This is true even though the bond market itself often takes the lead in
setting those rates. And both types of securities are subject to influences like
terrorism, politics, and fraud.

Seven Features



When you’re considering a bond for your portfolio, remember to analyze these
seven key features:

1. Price
2. Stated interest rate
3. Current yield
4. Maturity
5. Redemption features
6. Credit rating
7. Income tax impact

Together, these factors can help you decide whether this bond fits into your
portfolio and meshes with your personal investment goals.

Bond Risks
As a general rule, bonds, particularly U.S. government bonds, are considered less

risky than stocks and are therefore considered a more conservative investment
(government bonds are very low risk because there’s little chance the government
will go bankrupt). Bonds also tend to provide a higher rate of interest than you can
get from a bank account or CD, and this, along with a steady flow of interest income,
usually makes them attractive, relatively safe investments.

There are drawbacks and risks inherent to bonds. The most basic risk is that an
issuer may default, meaning you will not get your money back. You can also lose
money in bonds if you are forced to sell when interest rates are high. And you may
not see the type of high returns from bond investments that you can realize from
more risky equity mutual funds or from a hot stock.



WHY BUY BONDS?
Reduce Risk

Adding some bonds or bond mutual funds to your investment portfolio is a good
idea, especially if you have a lower tolerance for risk. For investors of every kind,
bonds offer a wide variety of benefits.

Two are especially important:

1. Bonds can help stabilize a portfolio by offsetting the investor’s exposure to
the volatility of the stock market. Bonds inherently have a different risk and
return character than stocks, so they will necessarily behave differently when
the markets move.

2. Bonds generally provide a scheduled stream of interest payments (except
zero-coupon bonds, which pay their interest at maturity). This attractive
feature helps investors meet expected current income needs or specific
future monetary needs such as college tuition or retirement income.

Callable bonds and pass-through securities have less predictability, but investors
are compensated for the uncertainty in the form of higher yields.

Unlike stocks, bonds are designed to return the original investment, or principal,
to the investor at a future maturity date. This preservation of capital provides
stability to your portfolio and balances the growth/risk aspect of stocks. You can
still lose your principal investment if you sell your bonds before maturity at a price
lower than your purchase price, or if the borrower defaults on payment. By choosing
high-credit-quality bonds, you can limit your exposure to default risk.

Another noteworthy advantage: certain bonds provide unique tax benefits. For
example, you won’t be paying any state or local income tax on interest you’ve
earned on your U.S. Treasury bonds. Likewise, the interest on your municipal bonds
(usually) won’t be subject to a federal income tax bite, and in some cases, they’ll be
free of state or local income taxes, too. A good broker or tax advisor can help you
determine which bonds are best for you.

The Risks Unique to Bonds



As is the case with all investments, there is some degree of risk involved in bond
investing. There are several types of risks that pertain specifically to bonds. Here are
three of the most significant risks and how they affect the bond market.



Call Risk
Among the less common risks in bond investments is call risk, which
means the issuer can buy you out of your investment before
maturity. That can happen when rates drop and they want to call in
high-interest bonds so they can issue new ones at the new lower
rate. But situations like these are less common, especially in a period
of stable or rising interest rates.

Credit Risk
This is the risk of default by the company issuing the bond, resulting in the loss of

your principal investment. This is why bonds are rated, just like people looking for
credit. Government bonds—at least in theory—don’t have this risk and therefore
need not be graded; they are simply safe investments. As a potential investor, you
need to compare the risk and the yield, or return, you will get from different grades
of bonds. If, for example, you will do almost as well with a high-grade tax-exempt
municipal bond than you will do with a lower-grade taxable corporate bond, take the
safer route and buy the municipal bond. Buying riskier bonds, or lower-grade bonds,
is only worthwhile if you will potentially see returns big enough to merit taking that
credit risk.

Interest-Rate Risk
If you are holding a bond to maturity, interest-rate risk is not terribly significant,

since you will not be particularly affected by changing interest rates. However, if
you are selling a bond, you need to concern yourself with the rate of interest that
ties in with the yield of the bond. Essentially, the risk is that you will be stuck
holding a long-term bond that pays less than the current interest rate, making it
hard to sell and reinvest your capital.



Avoid Defensive Buying
Buy bonds based on your needs and financial situation. Plan to buy a
particular bond and hold it to maturity. Don’t be intimidated by a
broker who asks, “But what if you need to sell the bond?” Buying just
in case you need to sell is defensive buying, and you may regret it in
the long run.

The longer the maturity of the bond, the more a change in yield will affect the
price. You will better manage interest-rate risk by buying shorter maturities and
rolling them over. However, if you are looking for higher returns over a longer
period of time, you should go with the longer-term bond and hope you do not have
to sell it.

Many financial brokers talk a great deal about the interest fluctuations on bonds.
This is because they are in the business of buying and selling them. Many bond
owners, however, tuck bonds away for years and enjoy the income generated.
Therefore, before worrying greatly about the interest-rate fluctuations making your
bond more or less valuable in the secondary market, decide on your plan. Are you
buying bonds to sell them or to hold them to maturity? If you consider yourself
financially sound and are simply looking to purchase a long-term bond for a future
goal, then by all means go with your plan. Since the idea is to hold onto the bond
until it matures, you will enjoy the higher yield. Even if you are forced to sell a
fifteen-year bond twelve years toward maturity and you take a loss on the price, you
will have still enjoyed higher yields than you would have with short-term bonds.

Income Risk
This is a double risk: first that should you sell, you won’t get the full value (or

par), and second that inflation will surpass the rate of income you are receiving
from the bond (known as inflation risk). If you are reinvesting your interest income,
you also will see less immediate income. However, you will be building your
investments.

The best way to manage income risk is to stagger or ladder your bonds so that you
can pick up the higher interest rates along the way. Inflation risk can be combated
by simply re-evaluating your asset allocation and possibly moving to an investment
that is higher than the inflation rate until it drops. If you already have an income-
producing bond paying a rate of 3.9 percent, and inflation has gone up to 4.1



percent, you can reinvest the income in a higher-yield (perhaps slightly riskier)
vehicle. An equity fund will more likely beat the inflation rate.



BOND RATINGS AND YIELDS
How Good Is a Bond?

Corporate bonds and some municipal bonds are rated by financial analysts at
Standard & Poor’s (S&P) and Moody’s, among others. The ratings indicate the
creditworthiness of the bond issuer and are, therefore, a report card of sorts on the
company issuing the bond. Analysts look at the track record and financial situation
of the company, the rate of income, and the degree of risk associated with the bond.
All of this information is put together, and the bonds are graded. This is very similar
to a personal credit rating, where people who are more likely to pay their debts in
full and on time get higher scores than people who may not pay on time, or at all.

A rating or grade of AAA goes to the highest-quality bond. Bonds rated AAA, AA,
A, or BBB (Aaa, Aa, A, or Bbb in Moody’s system) are considered high quality.
BB or B bonds are more questionable.
Anything below B, such as C- or D-level bonds, are considered low-grade or
junk bonds.

However, if you pick the right rising company, a junk or high-yield bond can be
very successful. But the risks are high, especially the default risk.



How Do Bonds Pay Interest?
A fixed interest rate is the most common, although interest can be
paid at a floating rate, which changes based on economic conditions.
Zero-coupon bonds pay no ongoing interest. Rather, they are sold at a
deep discount and redeemed at full value, causing them to build up,
through compounding interest, to their face value.

If you own corporate bonds that used to be solidly rated but have fallen on hard
times, you have two choices: sell or hold. Part of your choice will be based on
whether you believe the company will turn itself around and get back in the black;
the other side of the decision is more immediately practical. If you don’t believe the
company will ever be able to pay its debts, get out while you can; if you believe the
company will pull through—and maybe even emerge stronger—consider keeping the
bonds. When the bond is in your portfolio primarily for income purposes (i.e.,
regular interest payouts that you count on as income), and that income stream is
still flowing, it can make sense to hold onto it. On the other hand, if the bond is
used as a hedge against riskier stocks or to give you a big lump of cash down the
line, consider selling right away, before the bond price drops so low that you won’t
recoup a sizeable chunk of your investment.

Bond ratings for an issuer can change over time. A company issuing BBB bonds
may become a much more stable fixture as a largely successful company, and their
bonds may be A-rated next time they are graded. The opposite can happen as well:
Highly rated corporations can fall on hard times and have their debt downgraded,
sometimes substantially. It’s a good idea to keep tabs on the grades of the bonds
you own for the purpose of potential resale, as the grade does affect the bond’s
marketability.

Bond Yields
When it comes to bond investing, you need to know about the two types of yields:

the yield to maturity and the current yield. They absolutely affect how much your
bonds are worth on the open market.

One of the most (if not the most) important factors in determining bond yields,
and therefore bond prices, is the prevailing interest rate. Essentially, the stated
interest rate on your bond will be compared to the current interest rate for



equivalent debt instruments. Whether this is higher or lower makes a big difference
in the amount for which you could sell that bond.

Current Yield
Current yield is the interest (expressed as a percentage) based on the amount you

paid for the bond (rather than on its face value). A $2,000 bond bought at par value
(at $2,000) receiving 6 percent interest would earn a current yield of 6 percent. The
current yield will differ if you buy the bond at a price that is higher or lower than
par. For example, if you bought a $2,000 bond with a rate of 6 percent for $1,800,
you have paid less than par and bought the bond at a discount. Your yield would be
higher than the straight interest rate: 6.67 percent instead of the stated 6 percent.
To calculate that yield, multiply the $2,000 face value by .06 (the stated interest
rate), and you get $120 (the annual interest payment). Now divide that by $1,800
(the amount you paid for the bond) to get .0667 or 6.67 percent current yield.



Average Return on Bonds
Historically, the average return on bonds, particularly on Treasury
bonds, is very low compared to the return on stocks. But this is not
always the case. According to an article entitled “The Death of the
Risk Premium: Consequences of the 1990s,” by Arnott and Ryan
(Journal of Portfolio Management, Spring 2001), stocks could
underperform bonds in the decades ahead by about 0.9 percent a
year.

Yield to Maturity
Generally considered the more meaningful number, yield to maturity is the total

amount earned on the bond from the time you buy it until it reaches maturity
(assuming that you hold it to maturity). This includes interest over the life of the
bond, plus any gain or loss you may incur based on whether you purchased the bond
above or below par, excluding taxes. Taking the term of the bond, the cost at which
you purchased it, and the yield into account, your broker will be able to calculate the
yield to maturity. (You need a computer to do this; the math is extremely
complicated.) Usually this calculation factors in the coupons or interest payments
being reinvested at the same rate.

Knowing the yield to maturity makes it easier to compare various bonds. Unlike
stocks, which are simply bought at a specific price per share, various factors will
come into play when buying a bond, including term of maturity, rate of interest,
price you paid for the bond, and so on. The idea here is to determine how well the
bond will perform for you.

Importance of Interest Rates to Yield
Interest rates vary based on a number of factors, including the inflation rate,

exchange rates, economic conditions, supply and demand of credit, actions of the
Federal Reserve, and the activity of the bond market itself. As interest rates move
up and down, bond prices adjust in the opposite direction; this causes the yield to
fall in line with the new prevailing interest rate. By affecting bond yields via trading,
the bond market thus impacts the current market interest rate.

The simplest rule of thumb to remember when dealing in the bond market is that
bond prices will react the opposite way to interest rates. Lower interest rates mean



higher bond prices, and higher interest rates mean lower bond prices. Here’s why:
Your bond paying 8 percent is in demand when interest rates drop and other bonds
are paying 6 percent. However, when interest rates rise and new bonds are paying 10
percent, suddenly your 8 percent bond will be less valuable and harder to sell.

The Yield Curve
The relationship between short-term and long-term interest rates is depicted by

the yield curve, a graph that illustrates the connection between bond yields and time
to maturity. The yield curve allows you to compare prices among bonds with
differing features (different coupon rates, different maturities, even different credit
ratings). Most of the time, the yield curve looks normal (or “steep”), meaning it
curves upward—short-term bonds have lower interest rates, and the rate climbs
steadily as the time to maturity lengthens. Occasionally, though, the yield curve is
flat or inverted. A flat yield curve, where rates are similar across the board, typically
signals an impending slowdown in the economy. Short-term rates increase as long-
term rates fall, equalizing the two. When short-term rates are higher than long-term
rates (which can signal a recession on the horizon), you get an inverted yield curve,
the opposite of the normal curve.

How Are Bonds Priced?
If you want to sell a bond or buy one on the bond market, you first need to know

the latest in bond prices. For this information you can go online to a financial
newspaper such as the Wall Street Journal or Barron’s, or to the financial section of
USA Today or your local paper. Bond prices do fluctuate, so the price you see quoted
may change several times throughout the next business day.

Since there are far too many bonds to list—1.5 million in just the municipal bond
market alone—there is no single complete listing. A single listing would not be
practical, as many bondholders hang onto their bonds until maturity. Therefore, the
listings you will see are benchmarks from which you can determine a fair price.
Interest rates impact bond prices in a broad sense. Fixed-income securities, as a
rule, will therefore be affected similarly.

In the bond listings you will find key information for Treasury, municipal,
corporate, and mortgage-backed bonds. The numbers you will see listed may vary in
format from paper to paper, but will include the following:

Rate 6.5 percent: This is the yield that the bond is paying.



Maturity March 2018: This is the date of final maturity—in this case, March
of 2018.
Bid 103:12: This means a buyer is offering a bid of $1,033.75 on a $1,000
bond, or a profit of just over 3 percent to the bondholder who bought the bond
at a par value of $1,000. The numbers before the colon represent the percent of
par value of the bond (in this case, 103 percent of $1,000 is $1,030). The
numbers after the colon are measured in 32nds of $10 (here, ⁄  gives you
$3.75 to add to that $1,030). This math works the same way for both the bid
and ask.
Ask 104:00: This is the seller’s lowest asking price, in this case $1,040.00.

You might also see an Ask/Yield entry, which gives the bond’s yield to maturity
based on the asking price. This shows how much the buyer will earn on the
investment based on interest rate and the cost of the bond. A buyer who bought the
bond at more than the face value will receive a lower yield-to-maturity value. The
opposite is true if the bond was purchased at a discount, which means it was
purchased for less than par.

12 32



Stocks or Bonds?
While the stock market sees consistent gains for long-term players,
its volatility can be too much for some investors. During particularly
volatile periods, more investors look to the bond market. Also, as
more people reinvest money from plans like 401(k)s and pension
plans, bonds become attractive places in which to invest. They offer
income as well as greater security than equities.

Bond trading is brisk, so the price you see in the paper is likely to change by the
time you make your decision to buy or sell. The price will also be affected by which
broker can get you the best price on a particular bond. Don’t forget that the dealers
set their prices to allow for a spread, their profit on the transaction.

How to Buy and Sell Bonds
Bonds are almost always purchased through brokers and brokerage houses. All

the major brokerage houses handle bonds and can get you the best bond rates. They
trade bonds that are already on the market and will inform you about new issues.
This is true for corporate and municipal bonds as well as certain types of
government bonds, such as Treasury bonds. Using a bond broker is a big
commitment, though, as most demand a minimum $5,000 investment to get you
started in the bond market.

If you’re more of a do-it-yourself investor, you can buy Treasury bonds directly
from the U.S. Treasury Department through the aptly named TreasuryDirect service
(www.treasurydirect.gov). Savings bonds can also be purchased from
TreasuryDirect and also through most banking institutions. Savings bonds are
inexpensive—you can invest as little as $25. You won’t pay any state or local income
taxes on the interest, and you can buy them without paying commissions.

http://www.treasurydirect.gov


TREASURY AND MUNICIPAL
BONDS
Lending Money to the Government

Diversification is as important to your investment portfolio as the money that you
invest in it. Stocks and mutual funds provide investors with a wide variety of
options to choose from, and the bond market is no different. Bonds offer yet
another means to bring diversity into your investment life. It’s important that you
understand the different types of bonds and their inherent risks and benefits.

Overview of Bond Categories
There are a variety of types of bonds, ranging from government issued to the

more speculative and even foreign company and government bonds. They have
different risk and investment characteristics, can create different tax situations, and
may be used in a variety of ways to hedge stock exposure in a portfolio or to create
an income stream for an investor. That’s why it’s so important to understand the
critical role that bonds can play in helping you create wealth.

Five Bonds
There are five basic types of bonds for investors to choose among:

1. U.S. government securities
2. Mortgage-backed securities
3. Municipal bonds
4. Corporate bonds
5. Junk bonds (a.k.a. high-yield bonds)

Each type has its own benefits and drawbacks, and some will fit into your
portfolio better than others.

Investors use bonds for two main purposes: to receive the steady income of
periodic interest payments or to protect and build up their capital stores. Bonds are
predictable: you know when you’re going to get your principal back, and you know
when to expect your next interest check. For investors looking for reliable current



income, the best choice may be bonds that have fixed interest rates until maturity
and that pay interest semiannually.

On the other hand, investors saving for the future may fare better investing in
zero-coupon bonds. You won’t get regular interest payments with these bonds.
Instead, you buy these bonds for a deep discount, a price that’s much lower than
their par value. Upon maturity, you’ll receive one lump payment, representing the
purchase price plus earned interest, compounded semiannually at the original
interest rate; basically, it’s the face value and the years of accumulated interest all
rolled into one big payment.

The types of bonds you select to help you balance your portfolio should be based
on your long-term investment goals. As you read on, you’ll be better able to figure
out which are the right bonds for your needs.

U.S. Treasury Securities
If the thought of watching a stock tumble in value makes you queasy, or if you

have the need to invest in safe cash equivalents, consider U.S. Treasury bonds.
Uncle Sam’s gift to U.S. investors, the Treasury market offers a safe haven to
battered stock investors looking for short- or long-term relief. Treasuries, as these
bonds are known, are predictable and lower yielding on average than stocks, but
they are also far more secure. Generally, federal taxes must be paid on the interest,
but the interest is free from state and local taxes. Treasuries are also backed by the
full faith and credit of the U.S. government.

What makes Treasuries so desirable, though, is that they are highly liquid
investments and can be sold quickly for cash. These securities are also easier to sell
than other bonds because the government bond market is enormous. In fact, the
Treasury market is the biggest securities market in the world, with an average
trading volume greater than $250 billion every day. Treasuries also make good
hedges against interest-rate fluctuations: Investors who buy them lock in a fixed,
annual rate of return that holds firm even if rates change during the life of the bond.
Treasuries come in three basic flavors:

1. Treasury bills (T-bills) are very short-term securities, with maturities
ranging from four weeks to one year. T-bills come in $100 increments with a
minimum $100 purchase and are sold at a discount from face value; the
discount represents the interest income on the security.

2. Treasury notes come with intermediate-term maturities of two, five, and
ten years. These notes are sold in $100 increments with a minimum $100



investment. They come with fixed interest rates and pay interest
semiannually.

3. Treasury bonds are strictly long-term securities, with maturities of thirty
years. They can be purchased for as little as $100. These bonds come with
fixed coupon rates and pay interest every six months until maturity.

Municipal Bonds
Munis, as they’re called, are very popular for their tax-free advantages. States,

cities, towns, municipalities, and government entities issue them to build schools,
parks, and numerous other important aspects of our communities. In exchange for
your willingness to lend money to help with such worthy ventures, you not only
receive interest on your loan, but your bond is usually exempt from federal—and
often state—taxes. That last part is what catches people’s attention, since most other
investments have Uncle Sam camped on your doorstep waiting to take a bite.



Not Too Bad
The yields on municipal bonds generally won’t pay as much as those
on their corporate counterparts. However, when you consider the
yield after taxes are paid from corporate bond earnings, the munis
often don’t look too bad, particularly in states with high taxes. You do
need to report tax-exempt interest on tax returns for record-keeping
purposes.

Not unlike corporate bonds, many municipal bonds are also rated, and those with
the highest ratings rival only the government bonds in their low degree of risk.
Companies such as Standard & Poor’s, Moody’s, and other investment services
grade the bonds in the same way they grade corporate bonds. AAA (S&P) or Aaa
(Moody’s) are the top grades. Look for bonds with a grade of at least BBB or Bbb. As
with corporate bonds, the lower the grade, the higher the risk. To ensure safety, you
can get your investment secured, or in this case insured, so that you cannot lose
your principal and interest due.

Municipal bonds cost $5,000 or a multiple of $5,000. Yields vary, like other
bonds, based on the interest rates. Actual prices for traded bonds will be listed in the
financial pages. Prices will vary based on the size of the order of bonds traded and
the market. Like other bonds, you can sell a muni on the secondary market and,
depending on the current rate, receive a higher price than what you paid for the
bond. However, if you sell a municipal bond and show a capital gain, the taxman
will cometh.

If you are interested in munis, you should get to know the options available to
you. Municipal bonds come in a few different types, including the following:

Revenue bonds. These bonds are usually issued to fund a specific project,
such as a bridge, an airport, or a highway. The revenue collected from tolls,
charges, or in some manner from the project will be used to pay interest to
bondholders.
Moral obligation bonds. These are essentially revenue bonds offered by a
state but with a unique twist. These bonds are typically issued when a state may
not be able to meet the bond obligation through its normal revenue stream,
which includes taxes and licenses. Just in case, the state forms a special reserve
fund that can be used to pay the bond obligation, but there’s no legal obligation
for them to use that reserve fund; just a moral obligation. In most cases, this



moral obligation—on which a state has staked its good reputation—can be even
more powerful than a legal one.
General obligation bonds. The issuer backs up the interest payments on
these bonds by taxation. Known as GOs, these bonds are voter approved, and
the principal is backed by the full faith and credit of the issuer.
Taxable municipal bonds. Why would anyone want a taxable muni if
nontaxables exist? Simple: They have a higher yield more comparable to
corporate bonds, generally without much risk. Such bonds can be issued to help
fund an underfunded pension plan for a municipality or to help build a ballpark
for the local baseball or football team.
Private activity bonds. If a bond is used for both public and private activities,
it is called a private activity bond.
Put bonds. These bonds allow you to redeem the bond at par value on a
specific date (or dates) prior to its stated maturity. Put bonds typically come
with lower-than-average yields in exchange for this flexibility, but they can
make a good strategic purchase for active bond traders who expect a jump in
interest rates. When rates rise sufficiently, they can cash in the put bonds
(usually at par value) and reinvest in higher-yielding instruments.
Floating and variable-rate municipal bonds. If it appears that the rate of
interest will rise, then these are good investments because they will—as the
name implies—vary the interest rates accordingly. Naturally, there’s a greater
interest risk involved with such bonds.

You can usually find prices of municipal bonds being traded in the financial
section of a major paper or in a financial publication. Municipal brokers can then
give you their own price quotes. The current market price will vary often, so if you
want to buy (or sell), you need to stay on top of the current market price.

Zero-Coupon Bonds
Zero-coupon bonds can be issued by companies, government agencies, or

municipalities. Known as zeros, these bonds do not pay interest periodically as most
bonds do. Instead, they are purchased at a discount and pay a higher rate (both
interest and principal) when they reach maturity.



No Zeros for Liquidity
Don’t buy zeros (or zero-coupon bonds) for liquidity in your portfolio.
As for taxes, despite the fact that you do not receive any interest
payments, you need to report the amount the bond increases each
year.

The interest rate is locked in when you buy the zero-coupon bond at a discount
rate. For example, if you wanted to buy a five-year $10,000 zero in a municipal
bond, it might cost you $7,500, and in five years you would get the full $10,000. The
longer the bond has until it reaches maturity, the deeper the discount will be. Zeros
are the best example of compound interest. For example, a twenty-year zero-coupon
bond with a face value of $20,000 could be purchased at a discount, for around
$7,000. Since the bond is not paying out annual or semiannual dividends, the
interest continues to compound, and your initial investment will earn the other
$13,000. The interest rate will determine how much you will need to pay to
purchase such a bond, but the compounding is what makes the discount so deep.



CORPORATE BONDS
Lending Money to a Company

When you buy shares of stock, you own a piece of a company; when you buy
corporate bonds (or corporates, as they’re also known), you are lending the
company money for a specified amount of time and at a specific rate of interest.
While corporate bonds are more risky than government or municipal bonds, long-
term corporate bonds have outperformed their government and municipal
counterparts over the past fifty years.

Unlike the U.S. government, however, companies can—and do—go bankrupt,
which can turn your bond certificates into wallpaper. Kmart, Blockbuster, and
Enron are all examples of large companies that have declared bankruptcy.
Therefore, the risk of default comes into play with corporate bonds.

Corporates are generally issued in multiples of either $1,000 or $5,000. While
your money is put to use for anything from new office facilities to new technology
and equipment, you are paid interest annually or semiannually. Corporate bonds
pay higher yields at maturity than various other bonds—though the income you
receive is taxable at both the federal and state level.

If you plan to hold onto the bond until it reaches maturity and you are receiving a
good rate of return for doing so, you should not worry about selling in the secondary
market. The only ways in which you will not see your principal returned upon
maturity is if the bond is called, has a sinking-fund provision, or the company
defaults.

Bond Calls
A call will redeem the bonds before their stated maturity. This usually occurs

when the issuer wants to issue a new bond series at a lower interest rate. A bond
that can be called will have what is known as a call provision, stating exactly when
the issuer can call in their bond if they so choose. A fifteen-year bond might
stipulate that it can be called after eight years. Reinvesting in a bond that has been
called will usually involve lower rates. Since the call will change the mathematics,
your yield to maturity won’t be the same.



Sinking-Fund Provision
A sinking-fund provision means that earnings within the company are being used

to retire a certain number of bonds annually. The bond provisions will indicate
clearly that they have such a feature. Each year enough cash is available, a portion
of the bonds will be retired, which are usually chosen by lottery. Whether the bonds
you’re holding are selected is merely the luck of the draw. Unlike a call provision,
you may not see anything above the face value when the issuer retires the bond. On
the other hand, since the company uses money to repay debts, these bonds likely
won’t default, making them a lower-risk investment.

There are a few other reasons why bonds can be called early, and those are
written into the bond provisions when you purchase them. As is the case when you
buy any investment, you need to read everything carefully when buying bonds.
There are numerous possibilities when it comes to bonds and bond provisions.
Again, read all bond provisions very carefully before purchasing.

High-Yield Bonds
Known in the financial world by their official name, high-yield bonds, but known

to many investors as junk bonds, these bonds can provide a higher rate of return or
higher yield than most other bonds. Junk bonds are risky investments, as investors
saw in the 1980s debacle involving Ivan Boesky and Michael Milken. These two
infamous financiers brought an awareness of junk bonds to the mainstream when
their use of this risky debt to finance other endeavors came crashing down. The
“junk bond kings” issued debt with nothing backing it up. When it came time to pay
up, the money just wasn’t there, and investors were left holding worthless pieces of
paper—hence the term junk bonds.

High-yield bonds are bonds that didn’t make the grade. They are issued by
companies that are growing, reorganizing, or are considered at greater risk of
defaulting on the bond, for whatever reason. These bonds are often issued when
companies are merging and have debts to pay in such a transaction. They are used
as a method of financing such acquisitions.

High-yield or junk bonds include a risk of default and a risk that their market
value will drop quickly. Since the companies that issue these bonds are not as
secure as those issuing high-grade bonds, their stock prices may drop, bringing the
market value of the bond down with it. This will mean that trading such a bond will
become very difficult, therefore eliminating their liquidity.



Fallen Angels
Before the 1980s, most junk bonds resulted when investment-grade
issuers experienced a decline in credit quality, brought on by big
changes in business conditions or when they took on too much
financial risk. These issuers were known as fallen angels.

Sometimes a company begins by issuing lower-grade high-yield bonds and does
well, with their sales numbers going up. Eventually this company reaches a level at
which they can issue higher-grade bonds. This means that in the short term, you
can receive high yields from their original low-grade bonds. It also means that they
will call the bonds as soon as they are able to issue bonds at a lower yield.

If you see a company with great potential that has not yet hit its stride, perhaps
you will want to take a shot at a high-yield bond from that company. If you are not
that daring, you might opt for a high-yield bond mutual fund, which diversifies your
investment so that you are not tossing all your eggs into one high-risk basket. In
this manner, if one company defaults, you are still invested in others in the fund,
some of which may prosper.

Mortgage-Backed Securities
A popular bond category since the 1980s, mortgage-backed securities (MBS) can

be a highly profitable, extremely complicated, and highly risky investment option.
The key word here, though, is complicated, and the intricacies of some of these
securities (particularly the CMO, or collateralized mortgage obligation, variety)
make them inappropriate for novice investors. In fact, they were largely implicated
in the big financial meltdown of 2008. But the most basic form of these bonds, the
MBS, can make a good addition to an income-focused portfolio.

Financial institutions help create mortgage-backed securities by selling part of
their residential mortgage portfolios to investors. Investors basically buy a piece of a
pool of mortgages. An investor in a mortgage-backed security sees profit from the
cash flow (people’s mortgage payments) generated from the pool of residential
mortgages. As mortgage payments come in, interest and principal payments are
made to the investors.

There are several types of mortgage-related securities available today. One of the
most common is the pass-through Ginnie Mae, issued by the Government National
Mortgage Association (GNMA), an agency of the federal government. The GNMA



guarantees that investors will receive timely interest and principal payments.
Investors receive potentially high interest payments, consisting of both principal
and interest. The rate of principal repayment varies with current interest rates.

Choosing Bonds for Your Portfolio
One of the keys to successful bond investing is diversification. Holding a range of

maturities—a strategy commonly called laddering—helps ensure your portfolio
won’t take too big a hit when interest rates go wild. Your bond ladder should have
an average maturity that meshes with your overall financial plan—and that helps
diversify your portfolio as a whole. In addition, holding bonds with different risk
characteristics can increase your returns with a margin of safety.

As you’re deciding which bonds to buy, there are several more personal issues
you’ll need to consider. Taxes are first on the list. Some bonds, mainly government
bonds, offer some tax advantages that may be very attractive to someone in a higher
tax bracket. At the same time, though, holding tax-exempt bonds could cause the
alternative minimum tax rules to kick in, increasing your tax bill. Another factor to
consider is your inflation situation: If the rest of your income is relatively safe from
the negative effects of inflation, you may not have to make risky bond choices to
stay ahead.

Generally speaking, most people do best when the bulk of their bond investments
are high quality, meaning treasuries, munis, and high-grade corporate bonds.
Mixing these three types together is better than focusing on only one. These types
of debt securities balance out the risk of the stock portion of your portfolio in a way
that junk bonds cannot. And investors looking for big returns may be better off
allocating a little more to the stock market than investing in high-risk, high-yield
bonds.



MUTUAL FUNDS
The Easy Road to Investing

Mutual fund investing can be much easier than investing in individual stocks,
especially for beginners. For starters, you’ll get the services of a top-notch mutual
fund manager at just a small fraction of the cost of a personal investment advisor.
This person is usually an expert in the field or sector you are investing in, which
means you don’t have to be.

Then there is the “getting in” factor. In short, investing in mutual funds is cheap—
quite often you can invest in a fund for as little as $25 or $50. Add to the mix
flexibility, choice, ease of management, and generally positive performance from
stock mutual funds over the years, and you begin to see why these are so popular.

Though Americans generally get credit for creating the mutual fund, the idea was
generated in Europe back in the mid-1800s. When the idea finally hit the States,
some Harvard University staffers created the first American pooled fund in 1893.
About thirty years later, the first official mutual fund was created. Called the
Massachusetts Investors Trust, it was heckled by the investment community at the
time. Little did they know how popular mutual funds would become. Currently,
trillions of dollars are invested in mutual funds in the United States alone.

What Is a Mutual Fund?
A mutual fund provides an opportunity for a group of investors to work toward a

common investment objective more effectively by combining their monies to
leverage better results. Mutual funds are managed by financial professionals
responsible for investing the money pooled by the fund’s investors into specific
securities, usually stocks or bonds. By investing in a mutual fund, you become a
shareholder in the fund.



The Sum of Its Parts
Mutual funds can provide a steady flow of income or can be
engineered for growth in the short or long term. The success of the
fund depends on the sum of its parts, which are the individual stocks
or bonds within the fund’s portfolio.

Just as carpooling saves money for each member of the pool by decreasing travel
costs for everyone, mutual funds decrease transaction costs for individual investors.
As part of a group of investors, individuals are able to make investment purchases
with much lower trading costs than if they did it on their own. The biggest single
advantage to mutual funds, however, is diversification. Diversification, the easy
accessibility of funds, and having a skilled professional money manager working to
make your investment grow are the three most prominent reasons that mutual
funds have become so popular.

The History of Mutual Funds
Currently, the number of mutual funds exceeds 10,000, but as recently as 1991

the number was just over 3,000, and at the end of 1996 it was listed at 6,000. Stock
funds are growing as a way to play the market because they don’t require the
investor to make purchasing and timing decisions.

Bond funds are also growing, partly because of the complexities associated with
understanding individual bonds. Bond funds are also a way to hold more bonds than
the average investor could afford by buying them on an individual basis. Money
market funds offer a safe alternative to bank accounts (though they are not FDIC-
insured) and provide higher interest rates.

As late as the early 1950s, fewer than 1 percent of Americans owned mutual
funds. The popularity of funds grew marginally in the 1960s, but possibly the largest
factor in the growth of the mutual fund was the individual retirement account
(IRA). Legal changes made in 1981 let individuals, including people who already
participated in corporate pension plans, contribute up to $2,000 a year into a tax-
advantaged retirement account, which could be invested in (among other things)
mutual funds. Mutual funds are now mainstays in retirement accounts like 401(k)s,
IRAs, and Roth IRAs (which you can read more about in Chapter 7).



The First Index Funds
The first index funds were offered by Vanguard. And the first one
they offered, created by Vanguard founder John Bogle in 1976 and
originally called the First Index Investment Trust, is today’s Vanguard
500 Index Fund. In November 2000, it became the largest mutual
fund, holding approximately $100 billion in assets.

By the end of the 1980s, money market mutual funds had become a bit of a cult.
They offered decent returns, liquidity, and check-writing privileges. But would-be
investors wanted more. Then, with computers and technology making information
more readily available, the 1990s ushered in the age of the mutual fund. The
Internet allowed financial institutions to provide a great deal more information
than they could on television commercials or in print ads. They reached out to
everyone, not simply those Wall Streeters who read the financial papers. People saw
how easily they could play the market and have their money spread out in various
stocks as well as bonds.

Mutual Funds Today
Every financial institution worth its weight in earnings has a wide variety of funds

to choose from. In fact, in 2014, 43 percent of U.S. households owned at least one
mutual fund. That makes for about 90 million mutual fund shareholders in this
country. Among these 51 million households, the median fund investment is
$103,000. And worldwide, there’s over $26 trillion invested in mutual funds.

Purchasing funds today is as easy as making a phone call or sitting down at your
computer. Fund families (large investment firms or brokerage houses with many
funds) noted the surge in popularity of electronic trading. To make funds easily
accessible to all investors, they created toll-free numbers and websites that make it
easy for you to buy and sell mutual funds. Transactions can also be made by the old-
fashioned method of snail mail.



Greater Liquidity
Another benefit of mutual funds is their liquidity, allowing you to
convert shares to cash. A phone call allows you to sell your shares in
the fund at its current net asset value (NAV, or posted rate per
share). You should have your money in three or four business days.

Electronic trading has allowed investors to trade at all hours from the comfort of
their own homes. It’s not hard to find the top ten, twenty, or fifty funds, as rated by
some leading financial source, and then buy them online. It is also not hard to get
addicted to trading and find yourself overdoing a good thing. The accessibility and
ease of trading online and through toll-free numbers has landed many overzealous
investors in deep trouble. Many new investors, eager to see quick profits, need to
develop the patience and research skills necessary for successful long-term
investing.

Diversification
Investing in a mutual fund is less risky than owning a single stock. That’s because

the fund is managed professionally and is diversified. Mutual funds offer you
diversification without making you do all the work. Funds can hold anywhere from
a few select stocks to more than 100 stocks, bonds, and money market instruments.
While some funds own as few as twenty or twenty-five stocks, others (like the aptly
named Schwab 1000) own 1,000 stocks.

This diversity minimizes much of your risk. If you invest everything in a single
stock, your investment is at the total mercy of that stock price. If you buy six stocks,
you assume less risk, as it is less likely that all six will go down at once. If three go
down and three go up, you would be even.

Mutual funds work on the same principle of safety in numbers. Although there
are funds with various levels of risk, many mutual funds offer the investor limited
risk by balancing higher-risk investments with lower-risk and thus safer
investments. Diversity acts to your advantage as it protects you against greater
swings in the market, be it the stock or bond market.

Further diversification can also come from buying more than one fund. You can
allocate your assets into different types of funds. If you buy into a few funds in
different categories, you’ll have that much more diversification and that much less
technical risk. For example, your portfolio might include the following:



A more conservative bond fund
A tech fund to cash in on a hot industry
A higher-risk international fund
A low-risk blue-chip fund
A growth fund

However, keep in mind that it’s usually not advisable to have more than six or
seven mutual funds at a given time, or you can start to counterbalance your efforts
to construct a strong portfolio.

The idea is to balance your portfolio between more and less conservative, or
higher- and lower-risk investments. Your needs will guide how you diversify. One
investor might have 10 percent in bond funds, 20 percent in growth, 30 percent in
tech, and so on, while another has 5 percent in tech and 40 percent in blue chip.
That’s why there is no one stock investment strategy that’s suitable for all.

It seems odd to need to diversify your mutual funds since the job of the fund is to
diversify the stocks, but it’s all part of building a solid investment portfolio. Your
mutual fund is the sum of many parts. Therefore, you may want another fund in
your portfolio. Another significant reason for diversifying your mutual fund
investments is to spread your assets out across sectors, industries, and asset classes.
A fund manager, no matter how skilled, is limited by the goals and the direction set
forth by the fund.

The Importance of Fund Managers
As the rock stars of the financial world, successful managers of the hottest funds

appear on financial talk shows. They write books and are the talk of the financial
community—that is, until their hot streaks end. In the mutual fund boom of the late
1990s, the successes and failures of fund managers were a phenomenon not only in
the financial world but also in the mainstream media, which began to focus its
attention on these people who made (or lost) investors so much money.



No Bankruptcy
Here’s an impressive tidbit about mutual funds: Not a single one has
gone bankrupt since 1940. This certainly can’t be said for banks and
other savings institutions. It’s just one more reason for the popularity
of these funds. No bankruptcy in more than seventy-five years—not
bad, huh?

Professional fund managers are another reason for the popularity of mutual
funds in the United States. Fund managers are well versed in the intricacies of the
national and international fund markets.

To assess a good fund manager, look at his background over several years to
determine if he’s been consistent in management of the fund or previous funds. You
also want to see that the fund manager is holding true to his fund’s financial goals.
For example, if you are looking at a more conservative growth and income fund, you
don’t want to find out that the fund manager is making high-risk investments and
taking the fund in a different direction (known in the industry as “style drift”).
Unfortunately, fund managers with roving eyes who look at and buy stocks that
don’t fit the fund’s stated objective are more common than you might think. On the
other hand, if a fund is struggling, you may appreciate a fund manager who starts
drifting for the sake of keeping your investment afloat.

You should also look closely at a mutual fund’s portfolio. While you may not be
familiar with each and every purchase, you can ascertain whether they are following
the latest trends or are bucking the system. If you have heard, for example, that a
certain market, such as automobiles, is taking a downturn, and the fund manager is
buying heavily in that area, it will mean one of two things. Either he is buying now
for an anticipated turnaround (value investing), or he is not keeping up with market
news.

You also need to check out changes in fund management. A new fund manager
needs to show that she can work within the structure of the particular fund, holding
true to the goal of that fund. Fund size and assets can matter as well. A manager
who has handled a $2 billion fund successfully may not be as comfortable when
dealing with $20 billion. You might also want to know whether this fund manager is
working closely with a team of analysts or doing it all on her own. If the latter is the
case, you could be in trouble when the manager moves to another fund and takes
along her secrets.



Check the Records
Check the fund manager’s reactions to the down market of 2001 and
the recession of 2008. See how quickly their funds rebounded. Did
she panic and make drastic moves or hold on tight and ride out the
storm? Naturally, your assessment of the manager’s actions should
depend on the type of fund and the particular holdings.

Magazines such as Forbes, Kiplinger’s, and Money and online sources such as
Morningstar.com rate mutual funds and often give you the lowdown or profile on
the fund manager. It’s important to look for consistency. A fund manager who has
bounced from one fund to another is not a good sign if you want to hold the fund
for a long time. It is also not to your advantage to have a fund with a different
manager at the helm every year.

http://www.Morningstar.com


HOW FUNDS OPERATE
Fund Families and Investment Styles

Fund families are a large group of mutual funds housed at a single company. You’ll
often pay lower fees for a fund family than you would if you had one fund at each
company; the firm’s higher overall investment usually comes with reduced
expenses. However, if a fund family starts failing, your eggs are all in that single
failing basket.

Each fund’s investment style should be specific. You should know exactly what
types of securities the fund will hold, the approximate proportions for each security
type, and how actively the fund will be managed. Index funds, for example, are not
actively managed, and hold essentially the same securities as the named index.
Aggressive growth funds, on the other hand, are very actively managed and may
change their holdings very regularly.

When you’re investing in more than one mutual fund, it’s important to make sure
that their styles (and holdings) don’t overlap. There’s no point in holding a stock
fund, a bond fund, and a balanced fund, for example, when the balanced fund
already holds stocks and bonds. In addition, you want to make sure that any mutual
funds you choose fit in with your overall portfolio strategy and that you’re still
maintaining your optimal asset allocation.

Load or No-Load?
A loaded fund charges a commission or fee. A no-load fund means you have

bought the fund on your own.
There is certainly enough information available to support the choice of buying a

no-load fund. However, if searching for the right fund is taking hours out of your
potential income-earning time, you may be better off paying a commission with a
load fund and using your time in other ways.

As is the case with everything these days, you have more than two choices. While
no-loads have gained an edge on loaded funds, many companies have started
offering loaded no-loads. Basically, this means you will be paying a fee somewhere
down the line for the privilege of not paying a fee. Whether the costs are for some
types of special benefits, a personal finance report, or some other accompanying



service, the bottom line is that loaded no-loads are not commission-free funds.
There are numerous ways that companies have found to slip fees and payments into
their fund business, so read the prospectus carefully. If hidden costs start popping
up, you might be better off looking elsewhere. In short, no-loads by any other name
are essentially loaded funds. It’s to your advantage as a new investor to stick with
the basics, either loads or no-loads.

Fees, Expenses, and Operating Costs
While mutual funds certainly decrease the cost of investing for the individual,

there are all sorts of fees and expenses attached to becoming a shareholder in any
kind of fund, even a no-load fund. These fees can vary significantly, so it’s important
that you understand how to find and understand them.

Generally listed as the expense ratio, there are several costs that shareholders will
pay for services and management of the fund. While the SEC closely monitors funds
to make sure they make shareholders aware of all related expenses, it’s important
that you understand the basics behind these fees and have a sense of what to look
for on your own. After all, there are thousands of funds. While some have devised
new and inventive ways to bill you, the vast majority are fairly straightforward
about where the expenses are going. International funds often have higher expense
ratios than domestic funds because they are dealing with companies overseas.



Save on Commissions
One advantage of having funds in the same family is that you can
save on commissions if you want to sell your shares of one fund and
move your money into another in the same fund family. You can also
avoid paperwork this way, and that alone can save you lots of time.

A mutual fund operates like a smaller business within the structure of the larger
fund family. They share printed materials and costs, such as advertising the
financial group, but from the perspective of the fund family, each fund is handled
separately. In other words, the expense ratio you’re paying for Fund A will not spill
over to pay the manager of Fund B.

Typical fees include:

Service fees. These fees are used for financial compensation of the planners,
analysts, and brokers who assist customers with fund-related questions and
provide information and advice regarding the fund. Accounting and legal
services may also be included.
Administrative fees. These are the fees associated with office staff, office
space, and other fundamentals of running a business, including equipment.
Sometimes these fees are absorbed into management fees. Office expenses
incurred by a fund also include online support and information, check
processing, auditing, record keeping, shareholders’ reports, and printed matter.
Management fees. This is the percentage that goes to the fund manager. This
can be a flat percentage or one set up to coincide with the growth of the fund
based on returns. Generally, the bigger the fund’s assets, the lower the
percentage.
12b-1 fee. This fee (usually between 0.25 and 1.00 percent of annual assets) is
used primarily for marketing or advertising the fund. Your fee is not just a
contribution to the fund’s advertising budget but will hopefully help the fund to
grow. In fact, some funds report that because of advertising, their overall
expense ratios have gone down as the funds have grown.

Operating costs are also part of mutual funds. This is the money spent to keep the
fund afloat. Along with administrative expenses, this includes advisory fees for the
fund’s analysts and manager. Expense ratios range from less than 0.25 percent to
more than 2.5 percent. It is important to take note of the operating costs to



determine how much of a bite they are taking out of your profits. This is an area
that more savvy investors are taking note of as they compare mutual funds. In their
favor, mutual funds buy in vast amounts and save you on broker fees, which would
be accumulating if you were buying stocks individually.

Decoding Fund Reports
Your mutual fund’s annual or semiannual report is a tool used to measure how

the fund is performing. Among the most significant information within the report is
the fund-holdings section. Look over this list carefully to determine whether the
fund manager is “style drifting.” In other words, a fund that is supposed to be
buying small-cap stocks may suddenly be investing in larger companies; or a
corporate bond fund may suddenly be stocking up on Treasuries.

Some questions may arise: Is the fund satisfying my level of risk, or is it
becoming too aggressive or too conservative for me? Is the fund becoming less
diversified by moving more strongly into similar stocks? Does their current asset
allocation negatively impact my asset allocation plan? The holdings will also tell you
which companies the fund believes are strong. Look them over, and see if you agree.
You may not know all of the companies held, but you should investigate a few.

When looking at the portfolio holdings, you want to find out this important data:

1. Familiar names. A household name like Coca-Cola won’t show up in a
small-cap fund, but you are looking for smaller companies that belong in that
fund. Just because you own a fund doesn’t mean you no longer have to
follow the activities of companies and their stocks. If you see holdings in
your fund that you don’t like, you can look at other funds that have shares of
stocks that you feel are more promising.

2. Portfolio concentration. Besides showing what is in the portfolio, the
report will tell you how much, or what percentage, the fund is investing in
each area.

3. Performance. Not surprisingly for funds that perform well, this
information sometimes jumps off the page. It can be harder to decipher in a
fund that is not performing well.

You should know how the fund has performed in both the short and long term.
How well the fund has performed compared to a specific (and relevant) index
should also be included for analysis purposes. There should also be an explanation
of why the fund has performed well or poorly. Which factors have made an impact



on the fund? The report should describe what management has been doing and
should include some indication of future plans.

After reading the annual report, you should feel either confident in holding onto
the fund or determined to sell your shares. If you are left feeling unsettled as to
what you should do—because you do not feel you have adequate information or the
report is not easily discernible—you should consult print or online sources such as
Morningstar.com, Kiplinger’s, or the Wall Street Journal for a discussion of your
fund. Check your fund’s performance online as often as you like; if you feel
dissatisfied, you can sell at any time. You should also call the fund or fund family
and let them know you have some questions; after all, you are paying an operating
fee that includes service charges, so let them serve you by providing some answers.
If a fund does not help you feel comfortable, then it’s not the right investment for
you. Remember, it’s your money!

Trading Mutual Fund Shares
Now that you’re better acquainted with the pros and cons of mutual fund

investing, you can take the next step. There are many factors to evaluate in light of
each investor’s goals. But as with all investment opportunities, there’s one very
important question you need to address: How will you make money in mutual
funds?



Mutual Funds for Growth
Despite common complaints about high operating costs and
commissions, mutual funds have shown some tremendous results in
recent years. How long the trend will continue depends on a wide
variety of factors, including—among others—the economy, the stock
market, and the number of successful fund managers.

You can profit from investing in mutual funds the same way you profit from stock
investing: If you sell shares of your mutual fund at a higher net asset value (NAV)
than you paid for them, you’ve made a profit. The fund acts as a single unit, and its
total return is based on the performance of all the stocks, bonds, and other
securities held. So if some stocks within the portfolio aren’t performing very well,
you can’t simply get rid of those losers. The same goes for high performers within
the fund; you can’t sell them off to cash in on a strong market price. What you can
do is sell off your shares of the fund as a whole, and hope that its current value is
more than what you paid at the outset. You may also profit from the fund’s
performance, and strong performance increases the NAV.

To get started, you can buy and sell mutual fund shares directly from a mutual
fund company. All you have to do is call (or e-mail) the fund company, and request
an application kit. You fill out a few forms, write out a check, and mail the whole
package off to the company. When you’re ready to sell, you call or write to the
company to let them know exactly which fund and how many shares you want to
sell; then you just wait for the check (or direct deposit) to come.

For people who plan to invest in several different funds—especially if they’re in
different fund families—it may be easier to go through a discount broker. Yes, you’ll
pay a fee (usually a fairly small fee), but you won’t have to slog through reams of
paperwork on your own. Rather, you’ll fill out a single account application. Another
benefit: instead of getting several account statements from all the different fund
companies, you’ll get an all-in-one statement from your broker, which is very handy
at tax time.

Dollar-Cost Averaging
One strategy that can work well with mutual funds is dollar-cost averaging.

Essentially, you invest a fixed sum of money into the mutual fund on a regular basis
regardless of where the market stands. Retirement plans and 401(k) plans are



generally built on this principle, except they have restrictions on the withdrawal
end.

Frequently, an investor will decide to have the same amount of money
automatically withdrawn from her account and invested into the mutual fund on a
consistent weekly, or monthly, basis—not unlike a 401(k) or retirement plan. Over
time, a fixed amount invested regularly, as opposed to buying a fixed number of
shares, will reduce the average cost per share. By putting in the same amount, you
are buying more shares when the prices are low and fewer shares when the prices
are high.

Dollar-cost averaging also eliminates the problems of “timing the market,” which
can devastate a portfolio. The volatility of the market in recent years has made this
method particularly difficult. Fund managers, however, spend a great deal of time
trying to time the market—with varying results. And market timing is definitely not
advised for novice investors.

Dollar-cost averaging can be emotionally difficult at times, though. By investing
on a regular basis, you will also be investing during bear markets. But that can be a
good thing, especially when you know that effective fund managers will be filling
the portfolio with securities that will best weather a market downturn.



FUND TYPES
Finding Out What You Want

The most commonly discussed mutual funds on the market are stock (or equity)
funds, but they are certainly not the only funds available. They’re not even
necessarily the best funds. Regardless of the primary fund asset, your profit
potential often comes from a successful fund manager, one who has accumulated
more winners than losers in the funds—and more shares of the winners. And, as
with any investing, your job is to understand what you’re investing in, even when
you have a fund manager to do the heavy lifting for you.

In an age when there are numerous types of Coca-Cola—Classic, Diet, Cherry,
Caffeine-Free, Caffeine-Free Diet, Zero, and so on—it should not be surprising that
there is also a wealth of mutual fund categories. As the market continues to grow,
more and more types of funds are created, which adds further confusion. This
chapter will help you clear this up.

When choosing a stock fund, you first want to know its overall goal. For example,
does it aim for conservative long-term growth or aggressive short-term growth?
Before purchasing a fund, you should ask to look at a listing of the stocks currently
owned so you can see if the fund managers are indeed following the plan of action
they have listed as their goal. Whether you’re interested in index investing, current
income, capital growth, good value, or superstar sectors, you can find it in the world
of stock mutual funds.

Index Funds
Index funds strive to match a specific index, and they do that by holding the same

securities as the one the named index tracks. These funds are passively managed,
meaning that there’s not a lot of trading going on, and that translates to lower
expenses for you. The investment objective of this fund type is to mirror an index,
the most popular of which is the S&P 500. From 1987 through 1997, the S&P 500
performed better than 81 percent of general equity funds. Then from 2001 through
2007, the S&P 500 trailed about half of actively managed funds. Index funds proved
their worth during the down markets of 2008 as well, disproving the commonly
held belief that active management does better in bear markets. In fact, S&P indexes



outperformed managed funds in all categories but one (large-value stocks) during
the 2008 bear market. That includes the gold standard itself: The S&P 500 Index
outperformed 54.3 percent of all large-cap funds in 2008.



Index Funds versus Managed Funds
Vanguard founder and indexing guru John Bogle claims that index
funds will beat 70 percent of managed funds over time. If this claim is
true, that means there are plenty of funds out there that can
outperform the index.

Index funds offer an easy way to stick with a successful benchmark that everyone
uses—and they are not limited to popular benchmarks. There’s an index to track
virtually every kind of investment there is, from micro-cap stocks to South
American stocks to natural-resource stocks. They allow you to be in specific sectors
and to invest in both growth and value stocks, giving you maximum diversification.
If the benchmark is the standard, after all, why not go with it?

Growth and Income Funds
You’ve entered the investing world to make money, and there are two primary

ways to do that: growth and income. Growth securities you buy today will be worth
more tomorrow. Income securities will pay you interest or dividends at regular
intervals right now. And there are funds designed for each, even for both.

Growth funds don’t focus on the current price of a stock; rather, their concerns
center on the sales and earnings of the company and the expectation that both will
grow, which will cause the stock price to rise. The idea is not the traditional “buy
low, sell high” principle; rather, it is “buy at whatever price and watch the company
build momentum, get on a roll, and grow.” Growth investors seek out companies
that have tremendous potential, based perhaps on new products, unique services, or
excellent management. Long-term growth funds seek to capitalize on larger, steadily
growing companies like Microsoft. Aggressive growth funds involve smaller
companies that are taking off fast like Amazon.com.

Aggressive Growth Funds
Sometimes called capital appreciation funds, these are the funds that generate the

most press. When they go well, they go very well. Some of these have produced
tremendous results—but the opposite is also true. Investors should know that this
volatile category can turn around very fast. Aggressive growth funds look for

http://Amazon.com


companies poised to grow in the short term, which is why they are riskier
investments.

Income Funds
Income funds are best for investors who want to see results right away, in the

form of steady income. These funds hold dividend-producing stocks and pass those
dividends along to fund shareholders. Some of these funds may also hold interest-
paying securities, like bonds; these earnings are also passed on to the fundholders.
Even though that income is yours right away, you can choose to reinvest it rather
than receiving a regular check. Be aware, though, that these earnings are taxed
whether you take the cash payment or reinvest it.

Straight income funds are considered conservative by nature, seeking as their
primary objective to pay you dividends from consistently well-performing
companies. One of the nicest aspects of an income fund is that the companies that
pay dividends, hence those in the portfolio, are usually not affected greatly by
downturns in the market.

Combination Growth and Income Funds
You might also choose to go with a fund that specifically seeks out companies

whose stock is not only expected to grow but also pays dividends. Such a fund
provides steady income, which is attractive to anyone who likes to maintain cash
flow even during major dips in the market. A growth and income fund can also work
very well for an individual who may be retiring but still wants to have money in the
market. Such a fund will provide cash toward living expenses while allowing the
investor to maintain some capital.

Value and Sector Funds
A value mutual fund invests in stocks that are undervalued. These are companies

that—for one reason or another—are struggling, and while the stock prices are low,
the actual value of the company may be much higher. Sometimes it’s a matter of too
much market competition; in other cases a company may be lagging behind in the
latest technology or has not made a major impact of late. However, if the P/E ratio
and book value of the stocks in the portfolio are good, the fund can be worthwhile.
Although in recent years value funds have been outperformed by growth funds, they
adhere to the old adage “buy low, sell high.” A stock that is valued at $40 but selling



at $20 allows you more room for error. Even at $30 per share you would still come
out ahead.

Sector funds concentrate their holdings in one industry. Rather than spreading
your investment around among various types of industries, they choose stocks from
one particular industry, such as oil, health, utilities, or technology.

Like market timing, the idea behind buying a sector fund is to select an industry
that you foresee taking off in the next few years. For example, new health-related
technologies have people looking at stock in companies doing new and innovative
things in medicine. Internet sector funds may also generate more attention, but be
careful that an overabundance of Internet providers doesn’t bring prices back down
to earth. A sector fund can give you a bumpy ride if you are planning to stay there
for the long haul.

International and Global Funds
Many investors assume international and global funds are the same. They’re not.

While global funds include securities from the whole world, international funds do
not include securities from the home country of the investor. So, to an American, an
international fund would not include U.S. securities, but a global fund might.

Many international funds spread your investment around, buying into markets
worldwide, while others look at the economic potential of one country.
International specialized funds have not fared well over the past three or even five
years. Recent returns are also down, largely as a result of the worldwide financial
crisis that started in 2008.



Regional and Country Funds
International funds can be further focused as regional or single-
country funds. Regional funds put your investing dollars in a specific
geographical area, such as Asia or South America, offering you broad
access to a small region. Single-country funds, as the name clearly
states, buy up securities issued in a single country. Mexico, Japan,
and Germany are among the most common.

Usually not the place for a beginning investor, international specialized funds can
be risky because of the high volatility of many overseas markets. For that reason, it
may be best to strictly limit your holdings in these funds to a small portion of your
total portfolio. Remember, other funds you hold may already be investing a small
portion into overseas investments, thus dabbling in the arena and letting you have
some foreign diversification. Changes in currency and politics make it hard to
assess, even for fund managers, what the future investing climate will be on a global
basis.

Balanced Funds and Asset Allocation
Balanced funds are characterized by their balanced approach to investing, just as

the name suggests. They derive capital gains from a mixed bag of investments,
primarily consisting of stocks and bonds. This is ideal for those investors who do
not want to allocate their own portfolios. Balanced funds provide maximum
diversity and allow their managers to balance more volatile investments with safer,
low-risk investments such as government bonds. Naturally, since this type of fund
can have a wide range of investments, it is important to look over the fund’s
portfolio and get an idea of what makes up the balance in your balanced fund. The
combination of good returns and nice yields makes these funds worthy of your
attention.

Like a balanced fund, an asset allocation fund maximizes diversification. The fund
is managed to encompass a broad range of investment vehicles and asset classes. If
managed correctly, an asset allocation fund will include a mix of stocks, bonds, and
short-term instruments and distribute the percentage of holdings in those areas
providing better returns.

Whereas a balanced fund tries to maintain a balance between stocks and bonds,
an asset allocation fund can be 75 percent stocks one year and 75 percent bonds the



next. This is largely dependent on the market. If the economy slides into a bear
market, the percentage of bonds will rise; in a bull market, the percentage of stocks
will be higher. Factoring in each type of investment, the fund manager has a wide
range of choices across asset groups. In a broad sense, this is a matter of market
timing. These fund managers have more leeway, as they are not locked in to a set
percentage allocated to one type of investment.

Large-Cap, Mid-Cap, and Small-Cap Funds
In the world of mutual funds, “cap” means “capital,” and it indicates the size of

the companies the fund invests in. Large-cap funds invest in the major
corporations; small-cap funds seek out smaller, often growing companies; and the
investments of mid-cap funds are somewhere in between. The larger, more
established companies usually present less risk, and therefore large-cap funds tend
to make safer investments. Small-cap stocks can take off and have often fared
better, but present a greater risk since these companies are trying to establish
themselves. While some small-cap companies have become huge quickly, others
have moved along slowly or vanished into oblivion.

Small-cap funds can sometimes be deceiving. A company that starts out small and
continues to grow is ultimately no longer a small-cap company. Yet it still may
remain in the fund. After all, why throw out your ace pitcher even though he’s no
longer playing in Little League? E*TRADE was a small-cap company found in many
small-cap funds, but as it grew and brought the funds high returns, fund managers
and investors enjoyed reaping the rewards, so it stayed.



Use Cap Funds to Diversify
Investing in different types of cap funds primarily serves to diversify
your investments. You don’t want companies that are all the same
size because success does go in cycles. In 1998, large-cap funds
sitting with Coca-Cola, General Electric, IBM, and other giant
companies performed better than the small-cap mutual funds. One of
the possible reasons is the tremendous growth in investing by a much
wider sector of the population. As more and more people get into the
stock market and buy into funds from their home computers, they
tend to be more comfortable—at least in the beginning—buying stock
in larger, more familiar companies. There’s nothing wrong with this.
After all, unless you’ve taken the time to sufficiently study some new,
small-but-growing plumbing-supply company, you too might lean
toward the more familiar Walmart or Disney.

Some small-cap companies, such as those in the technical sector, are also very
well known to the computer-friendly population, which is why companies like Intel
or Dell Computer can also shine. As the newer online investors become savvier,
they too will branch out from safer, more familiar territory and explore the many
growing companies.



What Is a Mega Fund?
This is a fund that buys into other funds. Like a big fish eating
smaller fish, it looks at the smaller funds and lets you diversify your
diversification. As the number of mutual funds grows, you may see
more mega funds buying mutual funds much the way mutual funds
select from the thousands of stocks at their disposal.

Bond Funds
Bond mutual funds are generally less risky than stock mutual funds, but they

generally do not yield the same high rates of return as stock mutual funds. When
you purchase a single bond, your money is tied into the bond until maturity. You
can sell the bond, but sometimes bonds can be more difficult to sell because they
trade in the bond market. Buying and selling the bonds is the job of the fund
manager. A bond fund, thanks to interest, can provide a monthly check, which can
also be reinvested into the fund.

Remember that your principal is not secured in a bond fund. Should the fund
price drop, you could lose some of your initial investment. The price of the fund
dictates the worth of your investment rather than the underlying bond holdings.
The value of the bonds in the portfolio will fluctuate until they reach maturity,
based inversely on the interest rate.

While looking through bond funds, you will notice the three primary types of
bonds represented: municipal, government, and corporate. International bond funds
also exist. As is the case with stock funds, there are different levels of risk
associated with different types of bond funds. The greater the risk (when dealing
with junk bonds, for example), the greater the potential returns, and vice versa.
When dealing with low-risk government bond funds, the rate of return is relatively
low.

Municipal Bond Funds
These are bond funds that invest in either intermediate or long-term municipal

bonds. Such money is often allocated to worthwhile projects, such as building new
roads, repairing older ones, upgrading sewer systems, or other projects that both
produce revenue and add to the community. An incentive of such munis, as they’re
often called, is that they generally offer you income that is not taxed. The tax-free



bond funds, while paying lower yields, are often paying as much or more than many
taxable bond funds because you are not paying those ugly federal—and, in many
cases, state—taxes. Municipal bond funds can be national, investing in
municipalities nationwide; statewide, investing in specific state municipalities; or
local, investing in local municipalities. If you are in a state with high taxes, you may
find these funds to be appealing because you avoid such taxes. Crossing state lines,
however, may require you to pay taxes. In other words, you may be taxed in your
home state if you buy a municipal bond from another state.

U.S. Government Bond Funds
You want low risk? Invest in the government. Despite high deficits and

outstanding loans to countries that no longer exist, the U.S. government has never
defaulted, and there is no risk in the securities in a government bond fund. These
funds hold Treasury securities, bonds, and notes, as opposed to savings bonds.
There is some volatility because the fund managers do trade on the market, but for
the most part this is a very safe route, and many people will use a government bond
fund to balance out other funds they hold. Since there are not as many choices in
regard to government bonds, and since the risks are significantly lower, many
investors do not bother looking for such a fund. Instead, they simply purchase their
own government investment vehicles from the government directly, since it is so
easy to do.

Corporate Bond Funds
The majority of the holdings in this type of fund are, as the name implies, in

corporations. Like equity funds, there are a variety of types of corporate bond funds,
and they differ depending on the corporations from which they are purchasing
bonds and the length of the holdings. Bond funds that buy high-grade (or highly
rated) bonds from major corporations are safer on the fundamental risk scale than
other corporate bond funds. They also tend to produce slightly better returns than
government bond funds over time.



Specialty Funds
Specialty funds describe funds that don’t quite fit into any other
category. These funds often hold more unusual investments, like
precious metals, currencies, commodities, and stock options. These
funds come with a higher risk, but they also carry potentially higher
rewards.

However, some of these funds cheat a little, albeit legally, by owning a small
percentage of lower-grade bonds to balance out their portfolio and—if they pick the
right ones—enhance the numbers slightly. As is the case with most funds, there is
some flexibility beyond the category in which the fund falls.

Beware of bond funds that buy from corporations issuing bonds that are below
investment grade. These junk bonds produce a high-yield fund that can be more
volatile than many equity funds. The risk of the company backing this bond is
higher, and therefore, the yield is also higher to compensate. In short, junk bond
funds mirror junk bonds (which are high-risk bonds), only the fund contains more
of them.

Choosing Bond Funds That Work for You
Just as you would consider the track record of a mutual fund before buying, you

need to examine a bond fund’s history before making your investment decision. In
addition to learning the fund’s track record, you need to ask some key questions
when it comes to picking bond funds:

Is the fund picking bonds with long or short maturities?
What quality bonds is it selecting?
Am I in the market for taxable or nontaxable bonds?
Who is doing the picking?
What do interest rates look like today?
How will the current interest rate environment impact my investment?

Bonds with longer maturities and bonds of a lower grade, or lesser quality, are
more risky, which taps into your risk/tolerance equation. Risk tolerance is always a
key factor in your investment selection process. Although bonds are generally
perceived as a less risky alternative to equity investments, there are risks in the
bond market and in bond funds. Since bond funds do not hold onto most of their



bonds until maturity, longer-term bonds will have more time to fluctuate and may
therefore be more risky. If the bonds were held until their final maturity, these
changing rates would not matter.



Balancing with Bonds
Many people select bond funds to round out an equity fund portfolio,
with perhaps two stock funds and two bond funds, or one balanced
fund and one bond fund. The inclusion of a bond fund is often meant
as a conservative safeguard in the portfolio.

The taxable/nontaxable question reflects primarily on municipal bonds. Why in
the world would you want a taxable bond if you could own one and pay no taxes?
Well, a 12 percent yield on a junkier bond, after taxes, still earns you more than a 5
percent yield on a tax-free bond. Also, if you are buying the bond fund in a tax-free
vehicle, such as your IRA, why purchase a tax-free fund? You are already not paying
taxes on your IRA investment, so it’s a useless advantage. Depending on your
current investment strategy and the amount of time you have remaining until
retirement, consider holding taxable bonds (to preserve principal) or a bond fund
(to balance out an equity-laden portfolio) in your tax-free retirement vehicle.

As for management, you must once again evaluate how the fund is run. Bond
funds generally have fewer operating costs than equity funds. However, they
generally have fewer high payoffs.

Just like the equity fund player, however, someone who is primarily investing in
bond funds may allocate a certain amount to safer funds while putting the rest in
lower-grade or riskier funds. The higher-yield funds do have their share of
successes, and with the right fund manager, they, like a good equity fund, can be
profitable. Unlike owning one junk bond, a high-yield fund will consist of a carefully
balanced portfolio. If one or two of the issuers default, you will still be fine due to
the great deal of diversification in that area.

Like all other areas of investing, bond funds offer higher rewards for higher risk.
While there are many funds to choose from, it’s also to your advantage to
understand more about bonds in general.



EXCHANGE-TRADED FUNDS
(ETFs)

With the popularity of index mutual funds, it was just a matter of time before a
spinoff investment appeared. Back in the early 1990s, the first exchange-traded fund
(ETF) was created and sold. Since then, this innovative investment vehicle has
grown by the billions (though they still pale in comparison to mutual funds held),
more often becoming the security of choice around which to build a portfolio.
Strong performance and flexibility keep these securities among investors’ favorites
—and more new ETFs are being introduced all the time.

What Are ETFs?
ETFs are exactly what they sound like: funds that trade on open exchanges. Just

like buying stock, you’ll need to place a brokerage order to buy ETF shares over an
exchange. The very first ETF, which tracked the S&P 500 Index, was traded in 1993
on the AMEX. Though at first investors were confused by these new securities, they
soon caught on among investors and brokers alike.

Today, ETFs claim more than 500 billion of investing dollars. Sounds huge, but
it’s not when compared with the total mutual fund market, which starts counting in
the trillions. Given the very real advantages of ETFs, though, they may eventually
outpace mutual funds as the diversified investment of choice.

Each ETF tracks a specific index (like the Dow Jones Industrial Average or the
Russell 2000, for example), meaning that it holds the same basket of securities as
the index. Some ETFs represent stock indexes; other represent bond indexes. There
are also more specialized ETFs that allow you to invest in real estate, commodities
(like gold), or international securities.



Why Buy an ETF?
Why would anyone buy an ETF matching an index when a mutual
fund can beat the index? Managed mutual funds offer hit-or-miss
performances. They do sometimes outperform their relevant index,
but they also underperform; there’s no guarantee either way. On top
of that, managed mutual funds usually charge hefty fees, and that
always eats into profits.

ETFs are virtually the same as index mutual funds, but with some very important
differences, the most important of which is that they trade like stocks on the
secondary markets while mutual fund shares have to be bought from and redeemed
with mutual fund companies. Other differences include trading choices, tax
treatment, fees, and transparency.

ETFs versus Mutual Funds
The first big difference between ETFs and mutual funds is how they are traded.

ETFs are bought and sold over exchanges, like stocks, at any time during the trading
day. Mutual fund shares can only be bought from or sold to the mutual fund
company, and only at that day’s closing price. On top of that, there are no minimum
ETF purchases, as there are with many mutual funds. But—and it’s a big but—every
time you buy or sell shares in an ETF, you will incur brokerage fees, and that can
cut deeply into your investing dollars.

Another difference is the fees and how they work. Sometimes you’ll fare better
with an ETF, and other times you’ll have lower expenses with an index mutual fund.
ETFs will often have lower expense ratios because they’re designed to incur
minimal operating costs. That doesn’t mean they will always post lower expenses.
While the lowest-expense ETFs charge about 0.07 percent fees, there are plenty that
charge much more. In fact, some charge as much as 0.50 percent, which is higher
than the average index mutual fund charges. As with mutual funds, though, you
need to read through the ETF’s fund information to find out exactly what fees are
charged to shareholders. And while many mutual funds come with no load
(meaning no sales commission), ETFs must be bought through a broker, and that
means a commission of some sort.



Invest Bigger Money in ETFs
Because of the high trading cost, ETF investing makes more sense
when you’re making bigger purchases. If you have a $7 trading fee,
and you buy $50 worth of ETF shares, you’re losing 14 percent of
your investing dollars. If you invest $700 in ETF shares, that $7
takes up only 1 percent of your investment, for a lower effective fee.

Income tax impact is another big difference between ETFs and index funds.
Because of the way they’re set up, ETFs don’t have the internal capital gains issues
that index funds do. When index mutual funds rebalance their portfolios, investors
get tagged with the capital gains resulting from the sale of holdings. ETFs, on the
other hand, use a different process to rebalance called “creation/redemption in
kind,” which means that you won’t be hit with a tax bill as no security sale has
occurred. Bottom line: ETFs create fewer taxable events than mutual funds, and
that means you get to keep more of your money. (Of course, whichever type of
investment you hold, when you sell your shares for a gain, you will be hit with the
capital gains tax.)

Transparency is another area where ETFs hold the advantage over mutual funds.
Investors can always see exactly which stocks are being held by their ETF. This is in
stark contrast to mutual funds, which are only required to report their holdings
twice a year. Why does this matter? Knowing exactly which securities your funds
are holding makes it much easier for you to avoid fund (or portfolio) overlap,
meaning you won’t be holding the same securities in two different funds (or in a
fund and singly in your portfolio).

Covering Every Corner of the Market
Like mutual funds, ETFs encompass virtually every type of investment you’d

want for your portfolio. From equities to debt instruments, from rapid growth to
stable income, you can find what you’re looking for in an ETF.



Aggressive Investing
More adventurous investors can tap into their risk-loving sides with
leveraged ETFs. Leveraged ETFs track U.S. market indexes, but with
added volatility, as they hold options and futures on the underlying
securities rather than the securities themselves. These funds can help
aggressive investors tap in to short-term market movements.

Equity ETFs cover the stock markets from every conceivable angle. There are
broad-based, total U.S. market ETFs, such as those tracking the S&P 500, the Dow
Jones Industrial Average, and the Russell 3000. You can also find global (with or
without U.S. stocks included) ETFs, such as those tracking the MSCI All Country
World Index (ACWI). More targeted international ETFs track more focused indexes,
like the MSCI EAFE (Europe, Australia, Far East) Index or the MSCI Emerging
Markets Index. If you want to keep your money in U.S. securities with a more
narrow focus, you can look into sector ETFs, which track niche portions of the stock
market (like utilities or technology). If value investing is your passion, there are
ETFs for that, such as those tracking the S&P 500 Value Index (a subset of the
whole market index). Same goes for growth investing, where you can get an ETF
that tracks, for example, the Russell 3000 Growth Index.

Fixed-income ETFs allow investors to capitalize on the benefits of bonds with the
convenience of stocks and the inherent diversification of bond mutual funds. These
ETFs are a little different than the equity variety, as they hold portions of bonds that
are included in their tracking index (whereas equity ETFs hold whole stocks).
Investors get their bond interest as dividends (though it still usually counts as
interest for tax purposes). You can invest in total bond market ETFs, which hold
corporate and government bonds of varying maturities. You can also invest in more
specialized bond ETFs, such as those that focus on specific maturities (like only
tracking bonds with maturities of less than three years), or inflation-indexed bonds.

Finally, there are highly specialized, alternative-investment ETFs available. These
allow investors to dabble in commodities and currencies, or to take a more risky
investing approach. Commodities ETFs will hold either the goods themselves (like
gold) or futures on the goods. They may track single commodities, a basket of
several commodities, or shares in companies that produce commodities. Currency
ETFs track money movement, holding either foreign currencies themselves or
future contracts. You’ll find single currency ETFs (such as those focusing on the
Japanese yen or the euro) as well as currency-basket ETFs (which hold several



different currencies). Inverse ETFs allow investors to bet against the market—these
funds move opposite to a major market index, basically by short selling the index
components. For example, an inverse S&P 500 ETF would go up 1 percent for every
1 percent the index itself went down, and of course, the ETF would drop every time
the real index increased.

Spiders, Diamonds, Vipers, iShares, and Cubes
SPDRs, the very first U.S. ETFs, were created by State Street Global Advisors.

These funds tracked the S&P 500 and gained the nickname spiders, which comes
from SPDR (Standard & Poor’s Depositary Receipts). SPDRs trade on the NYSE,
with SPY for their ticker symbol. Along with the broad index ETF, you’ll also find
SPDRs that track specific market sectors, aptly named Select Sector SPDRs.

When you buy a share of Diamonds (NYSE: DIA), you are buying a fraction of
each of the stocks in the Dow Jones Industrial Average. Like SPDRs, Diamonds are
exchange-traded funds bought and sold on the NYSE, and sponsored by State Street
Global Advisors.

VIPERs are ETFs issued by Vanguard, a leading mutual fund provider. VIPERs
(which are formally known as Vanguard Index Participation Equity Receipts) cover
the U.S. stock and bond markets, as well as some international equity markets.

Barclays Global Investors (now BlackRock) launched their own version of ETFs
under the iShares name. BlackRock is currently the world’s largest ETF source.
Investing in the iShares family gives investors immense diversification
opportunities, as these ETFs cover everything from currencies to emerging markets
to fixed-income securities.

Cubes, which trades under the QQQ symbol, track the very popular NASDAQ-100
Index. They are brought to you by PowerShares, a relatively new player on the ETF
block. This company offers investors the opportunity to invest in more than straight
indexes. Rather, they focus on “dynamic indexing,” which allows them to hone in on
the best-performing securities within an index.

Fitting ETFs Into Your Portfolio
ETFs can be used to enhance diversification in your portfolio. With just a few

strategically selected ETFs, you can create a well-diversified set of core holdings,
covering virtually every corner of the market. For far less than the cost of holding
individual stocks, your ETF can give you exposure to all the major equity classes:
every size of market capitalization and every market sector.



You can round out your holdings with one or two fixed-income ETFs. These offer
you the benefit of steady income, just like you’d get by holding individual bonds or
bond funds, with the flexibility of stock trading; bond ETFs trade over exchanges,
whereas bonds can only be bought through brokers or TreasuryDirect.

For more portfolio protection, you can branch out into foreign ETFs. These offer
you a hedge against problems in the U.S. markets, as other countries may be doing
well when the U.S. markets are down. Global ETFs let you stick your toe in
international securities, so you don’t have to figure out which securities—or which
countries—to invest in.

Holding ETFs does not mean you can’t also hold mutual funds. Managed mutual
funds are designed to outperform the markets, while ETFs aim mainly to match the
markets. A combination of core ETFs and some more aggressive mutual funds can
keep your portfolio profitable without risking too much stability.

Choosing the Right ETFs
When it comes to figuring out which ETFs make sense for your portfolio, the

process is very similar to mutual fund selection. The first thing you need to do is
revisit your financial plan. Your immediate and long-term goals, your current
holdings, and your feelings about risk will all inform your ETF choices.

You’ll also want to consider the expense situation. If you choose a broad-based
ETF that holds basically the same securities as an index mutual fund, carefully
measure which one will cost you the least to own, remembering to take trading
costs into account. There’s no reason to buy the ETF if a no-load mutual fund will
offer you the same returns at a lower cost. You’ll also want to check the current
trading prices; while mutual funds are bought and sold at their net asset value, ETFs
often trade at premiums or discounts to the NAV, based on the day’s market activity.

Also consider the different fees charged by different ETF families. Competition
among ETFs is increasing as more players come into the market, and one way to
draw new business is to lower fees. Compare like ETFs to see which offers the best
expense ratio, especially if you plan to add only one of these securities to your
portfolio.



Asset Allocation ETFs
Asset allocation ETFs can take all the guesswork out of investing. Just
like their mutual fund cousins, these relatively new ETFs hold more
than one class of securities, such as stocks and bonds. That allows
investors to hold a single ETF for a fully diversified portfolio.

As you’re looking into different ETFs, you’ll also want to make sure that you’re
putting your investing dollars into good hands; not all ETF sponsors are alike. Make
sure the ETF you’re considering holds at least $10 million in assets, as smaller
offerings may not be as liquid (meaning you may have trouble selling when you
want to). Also, look into the trading volume of the fund you’re interested in, as that
will also tell you how easy it will be to sell when you’re ready. Popular ETFs see
volume in the millions every day (meaning more than 1 million shares exchange
hands daily), while others may see virtually no trading activity at all.



How to Buy and Sell ETFs
Trading ETFs is just like trading stocks—literally. You place a buy or
sell order with your broker, and he fills the order for you, adding the
securities to your account when the transaction is closed. Whenever
the market is open, you can make a trade. And just like stock orders,
you can add conditions to your ETF trading orders. For example, you
can place a limit order for an ETF, just like you would for a stock. In
fact, everything you can do to order a stock trade, you can do to
order an ETF trade, from time-sensitive to price-driven orders.

Many investors take an active approach to ETF trading, which is much less
common with mutual fund holders. Though the ETFs themselves take a passive
investment approach, simply tracking an existing index, traders can buy and sell
ETF shares in the same way they would with individual stocks. People who do this
are typically trying to beat an index, but their profits can be eaten up in trading
commissions—and their strategy may turn out to be less profitable than simply
following the index.



Tracking Your ETFs
Keeping track of your ETF holdings is as easy as—you guessed it—
keeping track of stocks. Every financial reporting service, from the
Wall Street Journal to Reuters to the ETF sponsor, maintains current
pricing and yield (for income ETFs) information for the ETFs on the
market.

To track your ETFs, you’ll need to know their trading symbols. Then all you have
to do is look at a current price table, whether in the newspaper or online, to find out
everything you need to know. Most ETF price tables contain data like closing price,
the dollar and percent change from the previous trading day’s closing price, and
trading volume. Some also include the year-to-date price change, the day’s high and
low prices, and the annual high and low.



MANAGING YOUR FUNDS
Selecting What’s Right for You

There’s an old joke about the key to success: Put aside eight hours a day for work
and eight hours a day for sleep, but make sure they’re not the same hours. This is
especially true with your investments. Investment gurus agree that finding the right
mix of funds is a combination of feeling comfortable with your investment goals
and tolerance for risk, and finding funds that meet those objectives and limitations.
If you’re losing sleep over your investments, something isn’t right.

Risk Tolerance and Your Fund Portfolio
In Chapter 9 you’ll find an easy way to assess your tolerance for risk in investing.

Knowing your own risk tolerance is critical in determining the best investing
strategy for you and which mutual funds suit your style. Your risk tolerance informs
your overall portfolio, each investment you choose, and your asset allocation plan.
Even though mutual funds are by nature less risky than individual securities, they
still come with their own forms of risk, and you can still sustain losses.

Risk in mutual funds usually refers to the fluctuations in the price of a fund, as
opposed to the dividend risk and market risk associated with stocks, or the default
and interest-rate risk that comes with bonds. As risk increases, both price volatility
and total return potential increase proportionately. On the other side, risk declines
along with decreases in price volatility and total return.



Conservative or Aggressive Investor?
If you’ve decided that you have a conservative level of risk tolerance,
you will accept lower returns on your investments in order to
minimize price volatility. If you’re an aggressive investor, you’ll seek
out the highest returns regardless of price volatility.

Regardless of your risk tolerance level, you can achieve your investment goals
with mutual funds—whether they’re categorized as growth, balanced, or income—as
long as you keep your money invested over the long term. The shorter your
investment horizon, the fewer options you have in the mutual fund market to
achieve your end goals.

Risk tolerance can be the most important element in determining mutual fund
selections. Two investors with the exact same investment objectives and investment
capital will enter into two dramatically different portfolio scenarios if they have
different tolerances for risk.

Using Diversification to Minimize Risk
Diversification in an investment portfolio is absolutely necessary to achieve a

well-rounded investment strategy. The point of diversification is to hold enough
distinct funds to achieve your objectives while minimizing your overall investment
risk. Though a fund innately offers diversification, owning disproportionate
amounts of single asset categories—even in fund form—still opens you up to a lot of
risk.



Check the Fee Schedule
Most fund families let you exchange shares in one fund for the shares
of another fund managed by the same advisor without charging a fee.
You can find out more about this in the company’s fee schedule; look
to see if there’s an exchange fee. You might be able to make a move
that would benefit your portfolio without spending any money.

Different fund types (growth stock, municipal bond, value stocks, balanced, etc.)
provide different risk/return objectives. As the number of risk/return combinations
in your portfolio increases, so does your overall diversification. Sounds good, but
you need an action plan to help you really achieve this critical goal. These guidelines
can help you hit the right diversification target:

1. Set clear investment goals. Your time horizon, risk tolerance level,
earnings needs, and portfolio size all matter when it comes to your
investment strategy. When the funds you choose match your goals, your
investment plan is more effective.

2. Opt for quality, not quantity. The important point here is how diverse
your fund choices are and how well they fit your investment strategy, not
how many funds you own. Don’t think of diversification as a challenge to buy
as many funds as possible or you’ll end up with a portfolio that does not
match your strategy.

3. Value fund category above fund style. A fund category defines its
objectives; the fund’s style is the method used to pursue those objectives.

4. Avoid duplication. It is a waste of your investment monies to own
multiple funds with identical objectives. It’s best to own just one fund in any
particular fund category.

5. Fewer is better. When it comes to mutual funds, less is more. Use as few
funds as you can to achieve the diversification you desire. Since most mutual
funds hold between fifty and 150 individual securities, you can meet your
diversification objectives with a small number of funds.

No matter how many funds you hold in your portfolio, the key to real
diversification is to make sure that each fund contributes a unique means to secure
your investment goals.



Reading the Prospectus
Obtaining a prospectus should be as easy as calling the fund’s toll-free number.

Examining a mutual fund’s prospectus will most likely not be the highlight of your
week, however, even if returns are spectacularly high. A prospectus can be dense
and wordy, even hard to decipher. The average investor’s information needs are not
considered in the organization or the wording. Important information is in there
somewhere, but it can be hard to find in the midst of the legal jargon. In this highly
competitive market, however, some funds are actually trying to soften the legalese
in which the fund’s prospectus is written. In fact, many now publish easy-to-read
newsletters to supplement the information in the prospectus—or at least translate
some of it. However you get it done, it’s to your advantage to read the prospectus
with an eye for specific areas of importance.

The Fund’s Objective
The fund should have a clear statement of the objective. Is it aggressive growth?

Current income? While it may be clear-cut in bond funds, a fund’s objective is not
always as obvious when reading the prospectus of a stock fund. If the objective is
unclear, the mutual fund manager has more leeway. It also means your intentions
in choosing that particular fund may not be carried out. If the fund’s objective is not
clear, you can seek out a fund that is more clearly defined, ask someone in the
fund’s investment information department, or follow the old rule of thumb and do
your homework. Look up the fund’s current holdings.

The Investment Risks
The mutual fund prospectus should discuss the level of risks the fund will take in

conjunction with its objective. Stock funds should discuss the types of stocks they
are buying. Are they talking about speculation? Are they telling you about the
volatility of particular stocks? Look at the warnings they’re giving you. Are they
telling you about the currency and political risks involved with their international
holdings?



Buy at the Right Time
One of the most common errors investors make when buying mutual
funds is simply buying at the wrong time. Don’t put your money into
a mutual fund right before its yearly capital gains distribution. Even if
you buy the fund one day before gains are distributed, you’ll owe
taxes as if you owned the fund all year.

The prospectus should specify the risks associated with its portfolio. As an
investor, you should be aware of the risks of investing and how those risks mesh
with your risk tolerance. To make the best possible investment choices, it’s
important to understand how different investments perform under different
economic scenarios. For example, aggressive growth stock funds typically perform
best as the market is emerging from a long downward trend. Bond funds, on the
other hand, often do well during periods of slow growth, as interest rates fall and
bond prices climb. By combining your knowledge with the information in the
prospectus, you’ll be able to make better, and better-informed, investment choices.

Investment Breakdown
The fund should clearly lay out the percentage of holdings they are committed to

in each asset group. The prospectus should state, for example, that the management
is required to hold at least 70 percent in U.S. bonds, or 80 percent in common
stocks, or no more than 20 percent in international investments. The breakdown
and parameters of the fund give you an idea of where your money will be invested.
Other types of investments, such as cash instruments, may also be included.

A fee table should outline all the fees associated with that fund. Read them
carefully, and make sure you are left with no surprises. Operating costs, loads, and
any other fees should all be included.

Financial History
A prospectus will also give you the history of that mutual fund. The financial

information should provide the per-share results for the life of the fund—or at least
the past ten years if your fund has been around for a long time. You can use this to
gauge the total return of the fund on an annual basis. You can also look at the year-
end net asset values, the fund’s expense ratio, and any other information that will



help you gauge how the fund has performed over time. You can check on dividend
payments if it is an income fund, or see the types of holdings the fund has sold and
purchased.

Look at (but Don’t Rely on) Past Performance
Judging past performance of a fund can be trickier than it might seem by glancing

at five- and ten-year returns. Sectors or industries that are in vogue during one
period may not be during the next. One spectacular year of 90 percent growth
followed by four years of 10 percent growth will average 26 percent growth per year.
This average would not be a good indicator of how that fund is performing at the
end of the fifth year, when you are thinking about buying. Also, a sector that has not
fared well over a stretch of time may be on the upswing due to new products,
consumer needs, or public awareness (for example, socially responsible stocks).
This won’t show up in past performance.

The same holds true for the large- and small-cap companies. A fund that invests
in small companies will not see large returns when the trend leans toward the large
corporations, as it did in the late 1990s. The best you can do is look at each measure
of past performance, read up on future expectations, and try to make an informed
decision. Remember this: long-term five- and ten-year returns are important, but
they are only part of the larger picture.



Don’t Focus on Past Performance
A mutual fund’s past performance is less important than you might
think. Sales materials—like ads, rankings, and ratings—almost always
highlight just how well a fund has performed in the past. But studies
show that future performance has no tie to the past. Last year’s top
fund can easily become this year’s loser.

The long-term success of your mutual fund investments is partially dependent on
several factors, including:

Each fund’s operating expenses, fees, and sales charges
Any taxes due based on the fund’s distributions
The size of the fund
The age of the fund
Any changes in fund management or operations
The fund’s volatility and risk profile

When selecting a fund family, it is often suggested that you look for one that has
been around a while. The one exception concerns emerging industries, such as tech
stocks, an area in which all of the newer fund families have been around for about
the same length of time. The better-established fund families can show you ten-year
returns, which you can compare against funds in other fund families. They can also
give you an indication of how the fund has fared during the bear markets and how
long it took them to recover. Naturally, some of this will depend on the fund
manager, but you have a better chance of finding a fund manager with ten years of
experience at the helm of a fund at an older, more established company. Look at the
ten-year returns and see if the same fund manager was there over that time period.
If you look at ten-year returns and see that the current manager has only been
onboard for three years, those ten-year returns won’t mean as much. It’s like
looking at the last ten years of a baseball team that only acquired its superstars in
the past three years; management experience makes a big difference.

Additionally, you should compare the mutual fund that interests you with other
comparable funds. If the fund you like had a 10 percent return last year and other
similar funds were also around 10 percent, then the fund is performing as expected.
However, if the fund is bringing in 10 percent and comparable funds in the same
category are bringing in 12 and 15 percent, you can do better without changing your



goals or choosing a more (or less) risky fund. All you have to do is find another fund
in the same category.



Liquidity and Funds
Liquidity is a key benefit of mutual funds. You can sell a fund on any
business day, and you’ll get that day’s closing price—unless, of
course, your order comes after the closing bell (4:00 P.M. ET), which
counts as placing the order on the following day.

Once you finally make a decision, expect to be in the fund for at least one year,
usually five or more. Mutual funds are not generally thought of as a short-term
investment, but sometimes market conditions can dictate change earlier than you
had planned. If you’ve invested in a fund that was on the upswing and now it’s
heading back down (or “correcting”), you may be better off selling before share
prices drop lower. You’ll almost always have the opportunity to revisit the fund after
it stabilizes, when you’ll have a chance to benefit from the next round of growth.

Six Fund Investment Strategies You Can Swear
By
As you head into the world of mutual funds, here are six strategies that will help

steer you through the murky depths of what can sometimes be a confusing
investment genre. Don’t let yourself become overwhelmed; simply take your time
and cover your bases.

1. Start now. Nothing will build your nest egg like time, and it’s never too
early (or too late) to start taking care of your financial future. Every study in
this area shows that the sooner you start investing, the more money you’ll
have later, thanks to the power of compound interest.

2. Max out. The more money you invest, the faster you’ll become a successful
investor. Put as much money as you can possibly afford into your investment
plan, even if it means sacrificing some of life’s luxuries.

3. Learning is earning. When you know enough about the holdings in your
portfolio to make all the decisions that impact them, you’ve seized control of
your financial future. Read everything you can about investing and finance,
and make sure you understand all the ins and outs of every mutual fund
prospectus you read. The reward for all that hard work will be a nest egg you
can draw from for a more financially comfortable life.



4. Be aggressive. Caution is a good approach when you’re at or very near
retirement, but it’s a disadvantage for other investors. Time and again it’s
been proven that to grow your money faster, a hefty portion of your portfolio
should be earmarked for high-performance stock funds. If you only buy
conservative investments like bond or money market funds, your chance of
seeing inflation-beating returns is virtually nonexistent.

5. Keep the money working. Don’t be tempted to take money out of your
investments or borrow against them in order to meet short-term financial
crises at home. It’s important that the money you’ve invested be allowed to
do its job over time so that you can meet your long-term financial objectives.
If you hit a financial stumbling block, try to find other ways to get over it
before you even think about tapping your investment monies.

6. Keep an eye on the market. Don’t ignore market trends as you’re
evaluating your holdings or making new investment choices. No matter how
well a fund is managed or how well it’s performed in the past, changes in the
overall geopolitical and economic climate can turn the markets upside down.
Wise investors keep an eye on the overall trend of the markets and adjust
their investments accordingly.

Tracking Your Funds’ Performance
Tracking your investments starts with the orders you place. Every time you buy or

sell mutual fund shares, you’ll get a confirmation slip from the fund or from your
broker (depending on how you placed the order). Make sure each trade was
completed according to your instructions and at the quoted price. And make sure
the commissions or fees are what your broker (or the fund’s customer service
associate) said they would be.



Unauthorized Trades
Beware of unauthorized trades in your portfolio account. If you
receive a confirmation slip for a transaction you didn’t authorize,
contact your broker immediately. The trade could have been made in
your account in error. If this occurs repeatedly or if your broker won’t
correct the problem, call the SEC or your state securities regulator.

The longer your time commitment to your investment portfolio and the broader
the range of your investments, the less active you’ll have to be in monitoring them.
If you’ve decided (against the best recommendations of this book) to place all your
investment eggs in one basket (even if it’s one mutual fund), you’ll have to watch
that basket very closely. At the minimum, mutual fund investors should check
performance, costs, and fees once or twice a year and re-examine their contribution
schedule.

Tracking fund performance isn’t enough, though. To make sure your money
continues to work as hard as it should, compare your funds’ performance against
appropriate indexes and against similar investments for the same time period. It
also makes sense to compare the fees and commissions that you’re currently paying
to those available through other options, like different fund families or different
brokers.



Keeping Track
To help keep track of your investments and trends in the market, you
can subscribe to the Wall Street Journal or Barron’s. Both are
available in print and on the Internet (at www.wsj.com and
www.barrons.com). These publications will provide you with specific
data related to your investments and keep you on top of news that
might affect your portfolio.

Monitoring your mutual fund holdings is critical to your overall investment
success. When you keep an eye on your funds, you’ll be able to prevent minor
snafus from evolving into portfolio-busting problems. The following ten
investment-tracking tips will help you make sure your money is invested in the best
places and bringing in the best returns:

1. Verify every document you get pertaining to your investments. If you find an
error, contact the sender (be it the mutual fund company, stockbroker, or
investment advisor) immediately, and request a written correction
confirmation.

2. When you talk with your financial advisor, either in person or over the
phone, make some notes of your discussion. Be sure to jot down any actions
you’ve authorized so you’ll have a record of the conversation in case
problems crop up.

3. Make sure that all account paperwork, especially trade-related
documentation, is sent directly to you and not first to your financial advisor.
If the paper trail is too cumbersome for you to follow, have the papers sent to
someone you trust who is not connected with the account: your accountant, a
competent relative, or your family attorney, for example.

4. If you don’t receive transaction confirmations or account statements, follow
up right away. You have every right to receive this information regularly and
promptly. And if you don’t get these documents regularly, it could be a
warning sign.

5. When something unexpected shows up on your investment account, address
it right away. If there’s a transaction that doesn’t make sense, call your
advisor and ask about it at once.

6. Even if you don’t trade online, consider getting online account access.
Internet access to your account lets you look at your account at any time,

http://www.wsj.com
http://www.barrons.com


whenever the impulse strikes. You can also immediately verify trade
information and account statements. And to cut down on the mountains of
paperwork that need filing, you can ask for confirmations and account
statements to be sent to you via e-mail.

7. Never make checks (or other payment forms) for investment purchases
payable to an individual. Rather, payments should be sent only to the
brokerage firm or another financial institution.

8. If you decide to use a broker, meet with him in person, in his firm offices.
Investing is a huge financial undertaking, and you should exercise the same
degree of skepticism and caution as you would with any other major
purchase.

9. Know your investments. Don’t rely on canned information from someone
else—do your own research. The materials are out there and are easily
available; all you have to do is read them. Before you make a trading decision,
check out the following documents: annual reports (Form 10-K), quarterly
reports (Form 10-Q), prospectuses, independent research reports, and even
the company website.

10. Periodically review your portfolio. Make sure the pieces that constitute your
portfolio still meet your investment objectives. Also make sure you
understand and are comfortable with the risks, costs, and liquidity of your
investments. As part of this review, you may want to check the information
that is on file at your brokerage firm regarding your accounts. You have a
right to know what is on file about you.

Know When to Sell
The best reason to sell a fund is the same best reason for buying it—your

investment plans. Even the best-performing fund can and should end up on the
selling block if it does not meet your investment needs any longer. Just as you
should make your buying decisions based on how the fund in question can
contribute to your long-term financial goals, your selling decisions should be made
with the same ideas in mind.



Watch Your Timing
Timing matters. Someone nearing retirement might want to get rid of
more aggressive funds and stock up on more conservative, cash-
preserving investments. Sometimes you’ll need to sell a fund because
you need the money for something else: a new house, a new car, or
your daughter’s college tuition.

In addition to the main driving factor—your overall financial plan—many other
factors can tell you that it’s time to sell a fund. Sell reasons can include a fund’s
unsuitability for your portfolio (which can happen due to style drift of the fund, for
example), poor performance, a change in the fund’s holdings, a change in fund
management, or inefficient service from the fund family. Taxes can provide another
motive for selling a fund: Taking a loss on a fund and switching to another may
allow the government to share in your loss through an income tax deduction.

You should also sell a fund that is performing poorly because it isn’t sticking to
any real style. Keep your eyes open when you look at your funds. Are they still doing
what they said they would do? If not, you should sell, and you should also question
whether the investment concept you bought into is worth buying into again.

And, equally important, there’s the ulcer factor. You may want or need to get rid
of a fund when you just can’t take its ups and downs anymore. The aim of investing
is to hit your key financial goals, not develop ulcers. If a fund in your portfolio is so
volatile that not even the prospect of spending your profits on a dream vacation in
Hawaii can keep you from reaching for the antacids, it’s time to sell. Be positive you
will never again buy that particular fund.



CHAPTER 4
STYLES OF INVESTING

Fifty years ago, there was a very limited set of philosophies of investment. In fact,
the basic advice brokers gave their clients was, buy when a stock is going up and sell
when it’s going down. That was about it.

Over the past half century, thanks to prescient thinking by some very smart
people, there has evolved a range of investment styles. In this chapter we’ll examine
some of the most important ones.



VALUE INVESTING
The Buffett Road to Wealth

Value investing focuses on companies rather than stock prices. As Warren Buffett,
the leading practitioner of value investing, says, “The dumbest reason in the world
to buy a stock is because it’s going up.” The movement of stock prices is largely
irrelevant save for this important precept: Over time, the stock price tends to reflect
the real value of the company.

Value investors are on the prowl for bargains, and they’re more inclined than
growth investors to analyze companies using such data as sales volume, earnings,
and cash flow. The philosophy here is that value companies are actually
undervalued, so their stock price doesn’t really represent how much they’re worth.
Value investors are often willing to ride out stock price fluctuations because of the
extensive research they have done prior to committing to a particular stock.

“It’s far better to buy a wonderful company at a fair price than a fair company
at a wonderful price.”

—Warren Buffett

Typically, value investors don’t glue themselves to computer screens, watching
every flicker of the market as it rises and falls during the day. Instead, they
concentrate on analyzing companies, determining—or attempting to determine—
their intrinsic value.

Disagreements about Intrinsic Value
This is difficult, since there’s no agreed-upon method for doing this. For instance,

does “value” include both current assets and debts or does it also include projected
future growth? And if the latter, how do we accurately estimate that future growth?
It’s these disagreements that lead to a variety of different formulas for calculating a
company’s value. (After all, if there were a single “right” formula, all value investors
would invest in exactly the same companies.)

One number that many value investors look at closely is the company’s price-to-
earnings ratio. This is the ratio between share price and per-share earnings,
generally calculated over a year. For example, if Company A is trading at $30.00 per



share and its per-share earnings during the past year were $1.35 per share, the
company’s P/E ratio would be $30.00 divided by $1.35, or $22.22.

Fundamental Analysis
Value investors (and others) spend a lot of time on what is called fundamental

analysis (as opposed to technical analysis, which is a very different kettle of fish).
Fundamental analysis looks at such things about a company as:

Revenue—is it growing and where is it coming from?
Profits—are they growing?
Debt—growing or shrinking?
Who are the company’s competitors?

Analysts look at such questions both from the point of view of quantifiable
numbers as well as the harder-to-calculate intangibles. For value investors, these
questions all come down to the issue of valuing the company to determine if that
value is in line with its stock price.

As mentioned previously, one number analysts study is a company’s P/E ratio.
Others include:

Stock price highs and lows
Dividends
Revenues
Market share
Earnings per share

More intangible values include market leadership and how steady that leadership
is; quality of the company’s leadership; its vision for the future; and how wide is the
recognition of its brand.

Coke and Apple
We can see how this plays out in two iconic companies: Coca-Cola and Apple.
Coke is among the world’s most important brands, with dominant market share

in the area of soft drinks. More than that, it dominates the soft drink market in a
way no other brand can come close to. Warren Buffett, who bought Coca-Cola stock
beginning in 1986 and whose company, Berkshire Hathaway, currently owns
approximately 400 million shares of Coca-Cola, famously said, “If you gave me $100



billion and said take away the soft drink leadership of Coca-Cola in the world, I’d
give it back to you and say it can’t be done.”

Market dominance, in this case, is a pretty tangible intangible.
On the other hand, we have Apple. The biggest intangible to hit the computer

company was the death of Steve Jobs in 2011. It was not clear—and still isn’t—what
long-term impact that will have on the company. Jobs’s role as CEO, visionary, and,
some would argue, aesthetic genius, is difficult if not impossible to replace. Investor
confidence in the company has been wobbly since Jobs’s death. It remains to be
seen whether CEO Tim Cook can strengthen that confidence through his leadership.
This is another instance of an intangible having a direct impact on stock price.

Assumptions of Value Investing
Value investing is based on two important assumptions:

1. The intrinsic value of a company is not the same as the total value of its
stock.

2. Stock always, in the long run, will adjust to the intrinsic value of the
company.

These come with two unknowns:

1. You don’t know if your assessment of the company’s intrinsic value is right.
2. You don’t know how long “the long run” is.

If you’re confident of your ability to rationally determine a number for the
intrinsic value of a company (through fundamental analysis) and you’re willing to
hold the stock until you see it adjust to the company’s value, you have the makings
of a good value investor.



GROWTH INVESTING AND
TECHNICAL INVESTING
Looking for Price Movements

Essentially, growth investors want to own a piece of the fastest-growing companies
around, even if it means paying a hefty price for this privilege. Growth companies
are organizations that have experienced rapid growth, such as Microsoft. They may
have outstanding management teams, highly rated developments, or plans for
aggressive expansion into foreign markets. Growth-company stocks rarely pay
significant dividends, and growth investors don’t expect them to. Instead, growth
companies plow their earnings right back into the business to promote even more
growth. Among other things, growth investors pay close attention to company
earnings. If growth investing fits in with your overall investment strategy, look for
companies that have demonstrated strong growth over the past several years.

Technical investors, on the other hand, so called because they rely on technical
analysis for their stock picks, are concerned with immediate movements of stock
prices rather than any long-term trends. In some respects this makes them akin to
day traders and short-term traders.

Young Companies
Growth investors look for younger companies, which are often possessed of

cutting-edge technology and developing niche markets. In the past several decades,
growth investors have looked carefully at high-tech companies.

Since growing young companies tend to plough their profits back into themselves,
investors rely on capital gains for their money rather than dividends. In their
fundamental analysis, growth investors watch for indicators of future performance,
especially how it compares to past performance.



National Association of Investors
Corporation
The NAIC is among the most important proponents of growth
investing. Now generally called BetterInvesting, it was founded in
1951 as a national investment club. It aims to spread the gospel of
growth investing while providing information and services for its
members. Find out more at its website: www.betterinvesting.org.

Because of its emphasis on the future, growth investment looks at different
issues than value investing:

What are the company’s projected earnings during the next five years? During
the next ten?
Is management controlling costs?
Are there areas into which the company can expand to enhance revenue?
Is the consumer audience for the company’s products growing? At what rate?
What is the company’s market share compared to five years ago?
Is the stock price trending upward? Can it double in five years?

Although growth investing seems simple, there is often no clear agreement on
what constitutes a growth stock. Still, there is a lot of room for investors who are
excited by seeing companies moving outward and upward.

Technical Investing
Unlike value investors and growth investors, investors who rely on technical

analysis for their picks are almost entirely unconcerned about the companies in
which they’re buying stock. Instead, they make their decisions based on the
movement of stock as a result of market activity. They are concerned with issues
such as price highs and lows, volume of trading, and short-term trends in the
market.

This is the basic thing to understand about this form of investing: The technical
investor doesn’t care about what the stock represents. That is, a technical investor
approaches stock in a high-tech company in exactly the same spirit as he approaches
stock in a company that makes baby food. The intrinsic value of the company and
the stock is irrelevant. What matters is what the stock is doing in the stock market.

http://www.betterinvesting.org/


Bonds and Analysis
We’ve been talking about stocks, but there’s no reason why bonds (or
any other financial instrument) can’t be subject to the same kinds of
analyses—fundamental and technical—as stocks. In fact, there are
people who do nothing all day but analyze bonds, either based on
their movement in the bond market or based on the institutions and
organizations that are selling them.

One type of technical analysis that is very common is the use of candlestick
charts. These are charts in which each entry (or “candlestick”) on the chart
represents a day’s trading of a particular stock. The chart indicates what the stock
opened and closed at and what its high and low prices were. Based on a study of
these charts, technical analysts can determine whether a stock is trending up or
down and make a decision as to whether to buy or sell.



DAY TRADING AND SHORT-TERM
TRADING
Making Money in the Short Run

Although many people are fascinated by day trading, it is not an endeavor for the
weak at heart. Toni Turner, author of A Beginner’s Guide to Day Trading Online,
estimates that 80 percent of those who try day trading quit—usually having lost
money. That said, it’s possible to make a lot of money day trading, and there are
plenty of people who’ve done it.

Day Trading versus Short-Term Trading
Day trading is just what it sounds like—your purchase and sale of a stock takes

place within twenty-four hours. Sometimes it takes place within minutes. Short-
term trading, on the other hand, is slightly slower paced. The purchase and sale of
stock takes place over several days, but generally occurs within a week.

Day traders usually rely on very fast computers, since speed is a key asset in day
trading. Day traders also need access to the trading desk; sources of news; and an
understanding of technical analysis and the software necessary to perform it.



Stock Exchange and Forex
Day trading can occur anywhere, but it most frequently happens on
the stock exchanges (particularly the NASDAQ) and the foreign
exchange, also known as the forex.

This technical analysis software is key to effective day trading because one of the
things such software does is to recognize patterns in the movement of stocks. These
patterns signal to the experienced day trader a buy or sell decision.

Pattern Traders
If you buy and sell the same stock (or other financial instrument) at least four

times in one day over a five-day period, you qualify to be considered a pattern trader
by the SEC. In addition, you must have at least $25,000 in equity in your trading
account.

Such traders look for patterns in their technical analysis, relying heavily on
candlestick charts. These patterns can have names like:

Consolidation
Cup-with-a-handle
Evening doji star
Hanging man
Pennant
Wedge

Day traders and short-term traders, like technical investors, rely on trends rather
than performing fundamental analyses on companies whose stock they trade (the
deliberate nature of fundamental analysis is incompatible with the immediate,
highly charged world of day trading and short-term trading).



Time Frames
Day traders and short-term traders work within four basic time
frames:

Short-term: Trades take place over one to two weeks
Swing: Trades occur within two to five days
Day: Stocks are bought and sold within a day
Scalping: Stocks are bought and sold within seconds or minutes

Day trading works best, for obvious reasons, in a bull market, but experienced
traders can also profit from a bear market if they know when to sell and are ruthless
about executing trades. What day traders often look for are small bumps in an
otherwise down market when a stock begins rising, peaks, and then quickly falls. All
such patterns offer opportunity for profit.

If the day trader is working through a broker, there are various means of
specifying orders:

Market orders—the broker has the trader’s permission to set the buying and
selling price.
Limit orders—the trader sets upper and lower limits beyond which the stock
cannot be bought or sold.
Buy stops—the trader specifies a particular number of shares that can be
bought when the stock reaches an agreed-upon price.
Stop losses—the trader specifies a lower limit. If the stock reaches that limit,
the stop loss becomes a market order and the position is lost.

All of these are in place to both maximize profits for the day trader and prevent
losses. They’re also intended to keep up with the speed with which transactions on
the exchanges occur. This is the aspect of day trading that—rightly—intimidates new
traders: that everything in day trading happens fast. If you can’t deal with fast
trading, day trading is probably not for you.



CHAPTER 5
INVESTING IN REAL ESTATE

The details of real estate investment can be overwhelming. There’s a whole new
language to learn: closing costs, resale value, liquidity, and inspections. But if you’re
willing to overcome your apprehensions, you’ll find that real estate can be a wise
investment. If you are considering investing in real estate, it’s important that you do
your research so that your investment will turn into a profitable venture. It’s harder
to get out of real estate than a stock or bond purchase, so educate yourself and make
sure you understand exactly what you’re doing.

A real estate investment is generally tangible—you buy land or property that you
can actually see. Think about how stocks and bonds work. You invest your money in
a company you do not physically own. By buying shares, you are in essence lending
the company your money and hoping for a profit. With real estate, you own the
“company,” so you need to sell “shares” of it to see a profit—by selling or renting the
property.



LEVERAGING
The Power of Debt

Leverage, plain and simple, is debt; it’s using other people’s money to buy what you
want, which actually allows you to use less of your own money to get more property.
In real estate investing, leverage can make or break your portfolio. With the right
amount of debt taken out on the right lucrative properties, you can make a killing in
real estate using very little of your own money. But there’s a downside: too much
debt or unaffordable debt coupled with shrinking property values can spell financial
disaster. There’s a pretty fine line between the two, and as long as you stand firmly
on the profitable side, real estate investing can provide solid returns—but it will take
a lot of legwork on your part to pull this off.



Inflation
You must consider inflation when investing in real estate. Believe it
or not, a real estate investor can reap profits from inflation alone.
Check out this example. An investor has $30,000 worth of equity in a
$100,000 property. With a 3 percent inflationary increase in property
values, her holdings are now worth $103,000—a $3,000 increase.
That $3,000 increase on her $30,000 investment translates into a 10
percent return—due solely to inflation.

Here’s the key to success: You have to be smart about your borrowing. Never
borrow more than you can afford to pay back. Always understand all the terms of
your loan contract, particularly if you take on an adjustable interest rate (also called
a variable interest rate). Don’t let anyone talk you into a loan that doesn’t make
sense.



Bubbles and Scams
A big part of the Great Recession of 2008–09 was an overinflated real
estate market. Urged on by brokers, many people purchased homes
beyond what they could afford. Particularly dangerous were
adjustable-rate mortgages, in which the mortgage premium suddenly
—often dramatically—increased after several years. Many of these
homes went into foreclosure.

Be alert as well for scams. If someone tells you that you can buy
property with “no money down,” ask yourself if this offer sounds too
good to be true. If it does, it probably is.

When you borrow wisely, you can use the bank’s money to acquire and improve
investment properties. At the same time, you can invest your own money in other
ways. This means more money is going to work for you, which increases your
portfolio’s profit potential. When everything goes your way—you quickly flip a
property for a profit or immediately land a golden tenant who always pays the rent
on time—you can pay back the loan with your investment cash flow and keep a tidy
profit for yourself.

Of course, there’s a downside. When circumstances are less favorable, as they
usually are, you may end up struggling to pay the investment property loan. That’s
why it’s critically important to only get a loan you can afford to pay back even if you
don’t get a tenant or can’t sell the property right away.



FLIPPING HOUSES
Speculation in Real Estate

Real estate is a risky business, and there are no guarantees on every piece of land or
property. Be careful and educate yourself before dropping a big chunk of change on
any property. First, you need to know the difference between speculators and
investors.

Real estate speculators aren’t the same as investors. Speculators buy and sell
quickly in order to make a fast profit. Investors seek out long-term gains and look
for what they can afford to keep for the long haul. You must consider your finances
carefully to determine which option is right for you. If real estate investing is new to
you, hold off on speculation until you’re more familiar with the market. And
consider consulting a property specialist to help you get your feet wet without
getting soaked.

For the novice real estate investor who wants to own physical property, there are
two good options: small rental properties (like single- or two-family homes, or four-
apartment buildings), or a house that requires some fixing up. Of all the ways you
can invest in real estate, single-family houses may offer the clearest opportunities
for new investors, mainly because they’re very easy to acquire and usually easy to
sell.



Hiring Professionals
If you take a day to paint instead of hiring a painter, do you really
save that much? If you hire a painter, you can spend the day finding
another bargain property—perhaps one with a $20,000 profit margin.
If it takes you 100 hours to find, fix, and sell this property, you have,
in essence, paid yourself $200 an hour!

You may be able to reap big profits by buying older, run-down homes and
restoring them for resale. This is a very common way for investors to approach real
estate, and while it can bring in some tidy profits for some, it’s not for everyone.
Here are some factors that you’ll need to consider before making the decision to
invest in a fixer-upper:

Expertise. You’ll need to know at least something about building design and
construction in order to have an idea of how much work (and money) it will
take to get the house into good shape. Figure out what you can do yourself and
also how much it will cost you to hire someone else to do it. Remember to
factor costs for building materials, contractors, and your time into the
property’s purchase price.
Staying power. Do you have the patience to withstand the problems that are
bound to crop up as you restore the property? Real estate can be a bigger
commitment than many people expect. Plus, in down markets, property—even
fixed up, premium property—can be difficult to sell for a profit, and you may
have to wait for prices to go up again.
Inspection. Hire a professional home inspector to do a comprehensive
inspection of any property before you agree to purchase it. It’s critical to be
fully informed of all the potential pitfalls you might encounter once you start
rehabbing the property, but keep in mind that no inspector will be able to spot
all the problems.
Location. The location of the property is the most important factor to
consider. Study the neighborhood, shopping, and transportation facilities.
Think about how the property can be used based on its location and zoning.
Residential rental property in a good school district will attract young families.
Property with easy highway access could be very valuable for commercial
purposes.



Location Tip
Seasoned house flippers suggest that one way to look at location is
this: Buy the worst house in the best neighborhood. Through your
hard work, you can improve the house and sell it at a profit. Bringing
back a neighborhood is a much longer, more expensive process and
involves many more people.

If you want to invest in commercial property or executive rentals, look for
property within thirty miles of a city. If you are willing to look outside the cities, you
can usually find inexpensive land. If you discover a tract of land that appeals to you
but is not listed for sale, you might be able to track down the owner by visiting the
county register or calling the county appraiser’s office. You can always try to contact
the owner with an offer—she just might be willing to sell.



Get Rental Insurance
If you decide to rent your investment property, be prepared to get
rental insurance and property insurance. Your homeowner’s policy
most likely won’t cover renters, and you need protection against any
damage done by your tenants. This also covers you if tenants try to
blame injuries on you.

Most real estate professionals will tell you to stay conventional in your real estate
investment strategies and not to buy white elephants. Of course, you must also look
for hidden defects in the property before you buy. If you find any problems after the
purchase, you will be the one who has to fix them, especially if you’re trying to
make the property attractive for resale. Pay attention to what’s going on locally, and
be sure your planned purchase makes sense. Will there be a demand for this kind of
property in five or ten years? Always be on the lookout for things that make a sale
easier, like a bargain property or extraordinary features.

Potentially profitable real estate opportunities exist during good economic times
and bad, but it is critical to make wise decisions and pick carefully to get the best
deals. This can be a tricky proposition for any investor, especially when property
values are at their peak, or when a tight credit market makes securing a loan seem
harder than winning the lottery. The following example illustrates why you should
take demand and location into account in purchasing a property. After watching
their children grow up and go off to college, a couple decided they did not need such
a big house any longer, so they bought a beautiful place in upstate New York that
needed some work. They made improvements and additions, and after just two
years the house had increased in its appraised value. However, the house next door
was empty. The bank had foreclosed on it, and the structure sat empty and
unkempt. Furthermore, an important local industry was laying off workers. To
make a long story short, the couple saw that if they wanted to sell, they would have
to drop their asking price substantially.

A house with an empty property next door in an economically depressed area is
not desirable enough to sell for its appraised value. Any property is only worth what
the buyer is willing to pay for it.



RENTAL PROPERTIES
Long-Term Investments

If you are considering making a real estate purchase for rental purposes, you will
choose between commercial and residential property. You need to assess your own
financial situation first, as this is not the most liquid investment. It’s important to
determine how much money you will need up front, how much money you can
borrow, and what the terms of the loan will be. Investment capital is the first item
on your agenda. If you do not have it, you’ll need to borrow it. New investors are
usually advised not to borrow for the purpose of buying real estate. Unlike stocks or
bonds, you cannot start out with a $100 investment.



Tax Benefits
Real estate investing can come with a big tax benefit. Special tax
incentives for real estate investors can make a big difference in your
ultimate tax liability. Rental property deductions may be used to
offset other income. In fact, tax breaks can transform real estate
losses into profits.

Make sure you do all your homework about a property’s location even if you think
it’s a once-in-a-lifetime deal. A house that seems like a steal today may not seem
like such a great deal in a few months when a major highway construction project
comes through its front lawn. Find out from the local municipality what building
projects are slated nearby—particularly projects like schools, highways, shopping
centers, and industrial or commercial centers. All of these developments can impact
traffic issues and property values. Sometimes a great property offered at a great
price means the seller knows something you don’t about an upcoming event that
will impact the resale value of the property. If you are purchasing a commercial or
residential property with the idea of renting it out or selling it in the future, you
need to consider the following:

Is this a prime location? Remember, location still means everything in real
estate.
Has this property been rented successfully before?
How old is the property?
Has it been thoroughly inspected and given a clean bill of health? You may
need to arrange for this yourself, thoroughly inspecting and fixing electricity,
plumbing, and the foundation and roof. Everything must comply with local
safety ordinances.
How much renovation and work needs to be put into this property? This will
follow, in part, from the inspections. Changing the interior to fit your business
or rental needs is an important cost factor.
How much will it cost to maintain the property? Do you need gardeners? Will a
janitor be needed on the premises at all times? Upkeep is important in
evaluating the potential resale or rental value of the property.
What are the zoning laws in the area? This is particularly important if you are
opening a new type of business in a commercial property.



What is the accessibility to and from the property? You may find the perfect
little hideaway for a summer rental, but a business property will need to be
accessible.
What plans are being made for the future of the area? Is a new highway coming
through that would help your business by providing high visibility, or will it
ruin the vacation value of your secluded villa?
How much insurance will you need? What are the rates for that property in
conjunction with the purposes of your investment?
What property taxes are applicable? What can be deducted?

If this list hasn’t scared you off, you might be the ideal real estate investor. Not
unlike investing in stocks, there is an issue of timing when it comes to investing in
real estate. The stock market, over time, tends to end up ahead. Real estate should
as well. However, the economic climate can change, so real estate, like any other
investment, can be risky.

Managing Your Rental Properties
In addition to the money, there are other complex aspects of buying real estate for

the purpose of renting or selling. It’s important that you have good management
skills and an eye for detail, as there are numerous details involved with any
property. You need to be able to maintain the property, which means proper upkeep.
You have to factor that into your costs. Unless you are very handy, you will need to
know how and where to find the right electricians, plumbers, and contractors.
Maintaining a property is a major responsibility; unlike stocks or bonds, you are
responsible for keeping this investment in good condition.

If you decide to make the leap and purchase a rental property, you will be
entering the world of the landlord. If you have been a renter, you know a good
landlord can make life easy, while a bad landlord can make life miserable. How you
act as a landlord will have a great impact on the well-being of your investment.



Check Renter History
Always check a renter’s credit history, background, and references. If
you don’t screen your tenants and select them carefully, you could
encounter numerous problems later: a tenant who’s always late with
the rent, damages your property, moves in objectionable friends, or
worse.

Problems will arise in any rental situation, and the way you handle them is
important to maintaining the property at a reasonable cost. It’s far easier to make
the effort to maintain a property when it’s your own residence. However, you’ll have
to do as much work—if not more—to protect your investment. If the investment is
taking up too much of your time, you are basically losing income. That’s time you
could be spending earning money somewhere else. If you are spending hours
maintaining a property, you are cutting into your income-earning time and losing
money in the process. People choose stocks, bonds, and mutual funds as
investments partly because they require little work to maintain.

Good communication with your tenants is crucial to your ability to be a good
landlord and to protect your valuable investment. Tenants need to understand your
expectations, as well as your rules and regulations, in advance of entering into an
agreement to lease your property. Any changes in the rules need to be expressed and
explained in writing with sufficient notice to tenants. Make sure all
communications with tenants are done in writing and that you can prove the
communication was delivered to the tenant.

No matter what shape it’s in, you cannot expect to buy a rental property,
immediately find tenants, and then just walk away and let the monthly rental
checks roll in. If you aren’t prepared to manage your rental property, or if you just
don’t have the time, hire a professional property manager. Property managers take
care of daily repair and upkeep issues, landscaping needs, tenant concerns and
complaints, and collecting rent. Fees vary based on the level of work required and
size of building involved. You can hire an individual to do this work or contract with
a management company. If you think you’re going to need a professional manager
to handle your rental property, make sure you factor that cost into your decision to
buy the property and the rental costs you pass on to your tenants.



REAL ESTATE INVESTMENT
TRUSTS
Another Real Estate Option

If you’re not quite ready to jump into a real estate investment as an owner or
landlord, there is another option that allows you to reap the benefits of real estate
investing without all of the negatives of property ownership. A real estate
investment trust (or REIT, pronounced “reet”) offers investors a way to invest in
commercial real estate in much the same way they would invest in the stock
market. In short, a REIT lets you invest in real estate without having to actually buy
property or land. There are more than 200 REITs to choose from, and shares of
REITs are traded much like shares of stock. In fact, you can find REITs listed on the
stock exchanges.

Less popular than stocks, funds, and even bonds, REITs are not new. They were
established more than fifty years ago as a safe way to get into the real estate market.
They are more liquid, and therefore more attractive, than direct investments in real
estate; selling shares of a REIT is as easy as selling a mutual fund or stock. Since
you don’t actually own the real estate, you don’t suffer the hassles that come with
property ownership. On the other hand, a REIT gives you none of the rights that
come with property ownership, either.

REITs share the characteristics of both stocks and mutual funds. A REIT is a
publicly traded company, so owning shares is similar to owning shares of stocks. On
the other hand, REITs were created to follow the paradigm of the investment
companies, or mutual funds. Since most small investors cannot invest directly in
income-producing real estate, a REIT allows them to pool their investment
resources and is, therefore, like a mutual fund. This investment type is called a
pass-through security, passing through the income from the property to the
shareholders. The income is not taxed at the corporate level but at the investor
level.

What’s in the REIT?
Unlike mutual funds, which purchase stock in companies, REITs focus on all

types of real estate investments. These investments usually take one of two forms.



An equity REIT buys actual property (with the property’s equity representing the
investment). A mortgage REIT invests in mortgages that provide financing for the
purchase of properties. In the latter, the income comes from the interest on those
mortgages. Of course, like everything else, there’s always one option that fits in the
gray area in between. In this case that’s known as a hybrid REIT, which does a little
of each.

When comparing REITs and deciding which is best for you, you need to consider
several factors. Here are some important areas to look at when you start comparing
different REITs:

1. Dividend yield. Review how much the REIT offers when paying dividends
and how that compares to the price of the stock. Dividend yield is the
dividend paid per share divided by the price of the stock. So if the price goes
down, the dividend yield goes up. Dividends in 2014 averaged 6.9 percent for
REITs—compared with 1.9 percent for S&P 500 companies.

2. Earnings growth. With REITs, the magic earnings number is called funds
from operations, or FFO. The FFO indicates the true performance of the
REIT, which can’t really be seen with the same kind of net income
calculation used by standard corporations. A REIT’s FFO equals its regular
net income (for accounting purposes) excluding gains or losses from property
sales and debt restructuring, and adding back real estate depreciation.

3. Types of investments held. Identify what properties the REIT invests in.
REITs can invest in office buildings, shopping malls, and retail locations;
residential property, including apartment complexes, hotels, and resorts;
healthcare facilities; and various other forms of real estate.

4. Geographic locations. Check out where the REIT invests. Some REITs
invest on a national level and others specialize in regions of the country.

5. Diversification. There’s that word again. Whether you choose a REIT that
diversifies across state borders or buy several REITs with the idea of
investing in everything from small motels to massive office complexes, you
should always favor diversification when investing, and that includes
investing in REITs.

6. Management. Much like buying shares in a mutual fund, you are
purchasing an investment run by professional management. You should look
at the background of the manager. In this case, you’ll be looking for someone
with a real estate background. REIT managers often have extensive
experience that may have begun in a private company that later went public
as the person continued on with the company.



Just as you investigate a company issuing shares of stock, you have to investigate
the company behind your REIT. You must also look at the real estate market and
the economic conditions in the area or areas where your REIT is doing business.



REITs Compared with S&P 500
Over the thirty-year span ending December 31, 2013, the compound
annual total return for equity REITs was approximately 11.7 percent.
Compare that with the S&P 500 return during the same stretch of
time, which came in lower at 10.8 percent (data from
www.nareit.com).

Tracking Your REITs
You’ll see share prices for your REIT quoted daily, so you can follow your

investment pretty much the same way you would track a mutual fund. The best
measure of your REIT’s performance is its FFO, which is often referred to simply as
earnings. The FFO differs from corporate earnings mainly in the area of
depreciation. For corporations that have assets like computers and tractors, all
physical assets (except land) depreciate, meaning they record a decline in value.
That makes sense because they really do lose value over time. However, real estate
typically maintains or increases its value. A company whose main holding is real
estate calculates its earnings, or FFO, by starting with the standard net income
number, adding back depreciation on real estate and other noncash items, and
removing the effect of some capital transactions. This way, you can see a clearer
picture of what kind of cash the REIT is really generating.

All in all, if you are a beginning investor who believes the time is right to invest in
real estate, the best choice is a REIT. This form of investment provides a cost-
effective way to invest in income-producing properties that you otherwise would not
have the opportunity (or the capital) to become involved in. Regardless of how you
get into real estate, whether through a REIT or as a property owner, it can be a
lucrative and worthwhile investment strategy.

http://www.nareit.com


CHAPTER 6
CURRENCY AND COMMODITY

TRADING

Currency trading is pretty much just what it sounds like. It occurs on the foreign
exchange (forex). Although the forex is the largest financial market in the world,
many fewer people have heard of it than, say, the New York Stock Exchange. Forex
is also one of the least structured markets, which gives the trades made on it a kind
of fluidity not found in other exchanges.

Commodity trading refers to the trading of agricultural products, something that
has gone on around the world throughout history. It can have a tremendous impact
on our daily lives. To take the most obvious example, changes in the price of oil
impact you daily at the gas pump.

In this chapter, we’ll look at both of these forms of investing and how to make
money from them.



TRADING CURRENCIES AND
DERIVATIVES
Betting on Money

The idea that trading money can earn you money seems counterintuitive, but
there’s a lot of money to be made in currency trading. Lots of people engage in this
trade without even realizing it, as a matter of fact. Every time you visit another
country and swap your dollars for the local coin, you’re involved in currency trading.
In investing terms, currency trading is known as foreign exchange, or forex (FX).
And, believe it or not, the forex market currently sees more than $5 trillion worth of
trading every day.

The bulk of trading involves the currency of eight major players, those with the
most robust and sophisticated financial markets:

1. United States (U.S. dollar, also called the greenback)
2. United Kingdom (pound, also called Sterling)
3. Japan (yen)
4. Europe (euro)
5. Canada (Canadian dollar, also known as the Loonie)
6. Switzerland (Swiss franc, also called the Swissie)
7. Australia (Australian dollar, sometimes called the Aussie)
8. New Zealand (New Zealand dollar, nicknamed the Kiwi)

Of course, other currencies trade as well. But those listed are the most liquid and
the easiest to trade profitably. The most important thing to remember is that
currencies have relative value. For example, trading U.S. dollars for Japanese yen
will get you a very different result than trading U.S. dollars for euros. That’s because
the currency pair you’re trading is based on each currency’s worth in relation to the
other.

Currency Trading Is Different
Many of the investments we’ve discussed until now trade on formal exchanges.

Not so with currency trading. Unlike virtually all stocks, ETFs, and options,



currencies don’t trade in a regulated forum. There’s no central governing body (like
the SEC). There’s no official body to guarantee or verify trades.

This often seems crazy to novice forex investors, but the system (or, rather,
nonsystem) works. Because it’s a free market system, the forex market is self-
regulating, thanks to competition and cooperation among traders. However, if
you’re planning on testing the waters of currency trading in the United States, make
sure you use an FX dealer that’s registered with the National Futures Association,
as those dealers agree to engage in binding arbitration in the case of a dispute.

Another notable forex difference: you can trade currencies twenty-four hours a
day during the week. From 5:00 P.M. on Sunday to 4:00 P.M. on Friday, trading is
continuous.

Rates Drive Return
If there’s one golden rule in the currencies markets, it’s that rates drive return.

This concept is simpler than it seems. When you buy and sell currencies, they
always trade with an interest rate attached: buyers earn interest; sellers pay interest.
That seems like the opposite of what you’d expect, but it’s how the system works.

From a procedural point of view, you are first selling one currency, then using the
proceeds to buy another (though the transactions happen simultaneously). When
you sell a currency, you have to pay interest on it (sort of like a bond issuer pays
interest); when you buy a currency, you earn interest along with it.

Each currency has a unique interest rate attached to it, computed in basis points.
Your net return is the difference, in basis points, between the currency you’re
selling and the currency you’re buying. So if you were selling a currency with a rate
of 400 basis points and buying a currency at 600 basis points, your net return would
be 200 basis points (or 2 percent).

Deciphering Derivatives
Derivatives are investments that derive their value from something else. On their

own, they really aren’t worth anything. Their value comes from an underlying asset
and changes in its value. For that reason, every derivative is the same thing as a bet.
Derivative traders are gambling, usually on minute movements affecting the assets
that lie beneath them.

Every derivative is a contract agreement between two parties. The most common
derivative contracts are options, futures, swaps, and forward contracts. And these
contracts aren’t written only on other investment securities, although that’s the
norm. Derivative contracts can be written on things like weather data (will it rain in



Florida in August?), holiday retail sales, or interest rates. But most derivatives are
written on investment-related items: stocks, bonds, currencies, commodities, and
even on market indexes.



COMMODITIES AND PRECIOUS
METALS
Going for the Gold

When investors want to go straight to the source, they can invest in commodities or
precious metals. These raw materials feed the production supply for every industry
in the world, from basic needs like food to high-tech needs like virtual-reality
games. While these goods are plentiful and replaceable, their prices may remain
low. Scarcity, though, drives prices higher. Even fear of scarcity (like we’ve seen
with oil) can drive prices up. Savvy investors look at the growing resource demands
of the world, and put their money into those commodities that they expect the
world to consume at the greatest rates.

This market has come leaps and bounds from where it started, while hardly
changing at all. Hundreds of years ago, farmers would drag their corn and wheat to
the markets, selling them to the highest bidder. While no one lugs commodities into
the marketplace anymore, their producers may still hold out for the highest price
they can get.



Commodityspeak
The commodities market has its own unique lingo. The commodities
themselves are called “actuals.” “In sight” means the actuals
underlying a commodity futures contract are about to be physically
delivered. And a “break” refers to a natural occurrence (like a
tornado or an unseasonal frost) that negatively affects the
commodities underlying a futures contract.

Though this class of investment is riskier than other classes, holding
commodities in some form (even in a mutual fund) adds diversification and some
inflation protection to a portfolio.

Commodities
Some investors prefer to go straight to the base of the production chain, buying

resources directly rather than investing in the companies that use these resources—
or commodities, as they’re called in the investing world—to make consumer
products. Commodities are natural resources, the raw materials used in all means of
production. Examples of commodities include:

Lumber, which is for much more than building houses.
Oil, which impacts more than just transportation costs.
Cotton, which is used in many items, from clothing to coffee filters.
Wheat, the main ingredient in hundreds of foods.
Corn, which can be found in foods, building materials, and biofuels.
Gold, a precious metal used for much more than making jewelry.

While commodities themselves can be bought and sold directly, they are often the
underlying investment for futures contracts. And while most individual investors
don’t buy bulk commodities, they can invest in commodities through mutual funds
and ETFs.

Precious Metals
Precious metals, gold in particular, are exceptions to that individual investing

rule. Millions of investors throughout the world buy and sell gold, though many
more invest in this commodity through stocks (in mining companies, for example)



and precious metals funds. Investors who buy and hold gold, believing that the
metal will maintain good value over time, are called “goldbugs.”



The Golden Way
Gold is a lot more than a beautiful shiny metal that looks good
around a neckline or surrounding precious gems. Gold is also used in
many other types of products, from medical machinery to aerospace
equipment to glass. And, of course, it’s been used as currency for
more than 3,000 years.

Investing in straight gold can take a few different forms, such as buying gold bars
or bullion coins. Gold bullion is pure, raw gold, before it’s ever been shaped into a
bar or a coin; very few (if any) individual investors hold straight bullion. Gold bars
are what most people think of when they think of gold: stacks of gold bricks. Gold
bars must be made of at least 99.5 percent pure gold bullion, as measured in karats.
Most gold bars weigh a uniform 400 troy ounces (which is the standard used to
weigh gold), though you can find them as small as a single standard ounce. Gold
coins, or bullion coins, are real currency made out of solid gold. Though they’re
rarely used as currency anymore, these coins have definite value, usually more than
just their worth in gold. Most investors choose to own gold coins, often taking great
pride in their collections.

People can invest in other precious metals as well. Silver, platinum, and copper
(just to name a few) are also bought and sold by investors, often in coin form. These
metals don’t have the same trading value as gold, though they are much sought
after by industry for production purposes.



OPTIONS
Investing in the Future

An option is a marketable security that gives the holder the right, but not the
obligation, to buy or sell another security at a specific price by a certain date. The
essence of the option is that it’s a bet; if you’re an option holder, you are betting
that the price of the underlying security will move as you expect (up or down), and
as much as you expect. They don’t necessarily care which way the price moves, as
long as it moves. And though most people associate options with stocks (i.e., stock
options), options can be written for virtually any kind of security that exists.
However, since stock options are by far the most common, this chapter will focus on
them.



Listed Options
Listed options are those that trade on the Chicago Board Options
Exchange (CBOE) or another national options exchange. These
options all come with fixed expiration dates and strike prices. In
addition, every listed option represents a contract to buy or sell 100
shares of stock.

Before we get to the ins and outs, you need to learn the basic language of options.
The two most important terms are put and call. A put option is for selling. A call
option is for buying. Both types of transactions are carried out on the asset
underlying the option. When you decide to buy or sell, you’ll be exercising your
option. The security price specified on the option is called the strike price. Long-
term options are called LEAPS.

Stock Options
A stock option comes with a specific stock as the underlying asset. Stock options

give you the right to buy or sell (depending on the type of option) a specific number
of shares of named stock for a preset price within a preset time period. For example,
you could buy a call option that would allow you to buy 300 shares of ABC Corp. for
$50 one month from today. If the market price of ABC is $60 in a month, you would
exercise your option and buy 300 shares of ABC at $50 (then turn around and sell
them at $60 for a nifty $3,000 profit, $10 times 300 shares). On the other hand, if
the stock price is only $45 next month, you would let your option expire. After all,
why would you pay $50 for shares you could snap up for $45?



Creating Options
Investors can also create, or write, options, as opposed to buying
them. In that case, the option writer offers someone else the
opportunity to buy or sell an underlying security at a named strike
price. If the option holder chooses to exercise the option, the writer is
obligated to fulfill the options contract.

If you have an option, you have virtually unlimited profit potential, and your
losses are limited to what you paid for the option. A stock option’s value is
determined by five principal factors: the current price of the stock, the strike price,
the cumulative cost required to hold a position in the stock (including interest and
dividends), the time to expiration (usually within two years), and an estimate of the
future volatility of the stock price.

LEAPS
Some investors prefer a long-term view, and they may purchase longer-term

options known as LEAPS (Long-Term Equity Anticipation Securities). LEAPS
typically don’t expire for two to three years, sometimes as long as five or ten years.
Other than that key distinction, LEAPS trade like regular options.

Though they trade just like standard options, they are not as widely available. You
can get them on most heavily traded stocks, but they are not written on as many
different stocks as short-term options are.

Employee Stock Options
You may have heard about—or even received—employee stock options. These

stock options are given by a company to its employees (usually top-level employees
as part of their overall compensation packages) based on the company’s own stock.
In some industries, even lower-level employees may be offered stock options,
especially in the fast-growing sectors like biotech. These options give employees the
incentive to work harder and help make the company even more profitable. They
are often used as an incentive to lure quality employees to the corporation.



Stabilizing Crops
The U.S. futures markets came about to help farmers stabilize grain
prices, both in times of surplus and times of shortfall. That way, when
crops are scarce (during the winter, for example), prices won’t get
prohibitively high. And when crops are plentiful, farmers won’t have
to sell their produce so low they can’t buy supplies for the next year.

Employee stock options are different from regular options in that there’s no third
party writing the contract. Instead, it’s a direct agreement between the issuing
corporation and the option holder. In addition, employee stock options are often
tax-advantaged, an added benefit for both the company and the employee. Another
key difference is in the time frame under which these options can be exercised:
Employee stock options usually must be held for a minimum time period (often
more than a year) and can be exercised over long time periods, even as long as ten
years.

Trading Futures
Futures contracts are among the riskiest investments in existence. While buying

futures is (in practice) as easy as buying stock—you just call your broker, place an
order, and pay a very hefty commission—the potential consequences are nowhere
near the same. Unlike options, when you purchase a futures contract, you become
obligated to buy or sell the asset (usually a commodity) named in the contract, by a
predetermined time for a set price. Futures contracts are most often written on
agricultural products (like pork bellies and corn), energy products (like oil),
precious metals (like silver and gold), or currencies.

Futures traders stand to make piles of money when things go their way. But the
downside can be financially devastating. If you guess wrong on which way prices are
heading, you could end up on the hook for much more money than you invested in
the futures contract. Remember, you will be contractually obligated to fulfill the
terms of the agreement. For this reason, even the most risk-loving individual
investors should stay away from the futures market unless they are confident that
they have a comprehensive understanding of the underlying commodity, its market,
and the way its market moves.



SHORT SELLING
Betting on the Downside

When it comes to investing, you can divide the whole pie into two pieces: long and
short. Long investing means you’re expecting the price of a security (usually a
stock) to go up. Short investing means you’re betting the market price of a security
will go down. Most people go long, but risk lovers often go short, knowing that they
may reap spectacular returns when a corporation falls.

Short selling is the practice of selling a stock (usually a borrowed stock) before
you’ve bought it, and hoping the share price will drop so you can replace the
borrowed shares with shares that cost less than the ones you sold. It sounds tricky
because it is tricky, but an example with numbers will make it clearer.



Suspending Shorting
When the stock market experiences a sudden, sharp decline, the
government may put the kibosh on short selling. Since short
investors want share prices to drop, their activity can actually cause
further declines in an already falling market. To stop a market crash
(and to boost investor confidence), short selling may be temporarily
suspended until market equilibrium can be restored.

Let’s say Joe thinks shares of ExxonMobile will go down very soon, and he wants
to profit from it. Joe borrows 100 shares of Exxon from his broker and sells them
for the current market price of $100. That means Joe just brought in $10,000. But
he still owes his broker 100 shares of Exxon. If he’s lucky, Exxon shares will drop. If
they do drop, let’s say to $90 per share, Joe can pick up the 100 shares for just
$9,000, scoring a quick $1,000 gain. (We’re also assuming there are no transaction
fees here, to keep the numbers simple.) If the price doesn’t go down, Joe buys the
shares at $100, hands them over to his broker and breaks even. But if Exxon rallies,
and the shares climb to $101 per share, Joe’s out of luck. Now he has to pay $10,100
for those same shares, netting an instant loss that comes directly out of his pocket,
and directly out of his portfolio.

Margin Buying
Margin buying is related in the sense that it involves borrowing, and can also

cause devastating losses that deplete an investor’s portfolio. The investor who buys
on margin buys stock using a little of his own money and a lot of his brokerage
firm’s money. To buy on margin, you first have to have a margin account set up with
your broker. Once you make a buy, the shares remain in the account as collateral on
the loan. Sounds like a good deal, right? You get to buy more shares than you ever
could on your own, and the shares themselves count as collateral for your loan.

If everything goes your way, and the stock price goes up, it is a great deal. But if
the price drops, you’re in a lot of hot water. Not only did you lose money on your
investment, but you still owe the brokerage firm the money you borrowed to buy
the stock, plus interest. Of course, the stock could rebound, but that doesn’t fix the
current situation. You see, to maintain a margin account, you’re required by law to
have what’s called a maintenance margin. Federal law requires a maintenance



margin of at least 25 percent; the balance of your margin account has to be equal to
at least 25 percent of the value of the stocks you borrowed.



Margin Calls
If there’s anything an investor dreads, it’s a margin call from his
broker. Those come when a stock the investor has bought on margin
drops in price. The shares in the margin account are no longer worth
enough to cover the account’s collateral requirements, and the
investor has to scramble to make up the difference.

An example with numbers will clarify. Suppose Jane wants to buy $10,000 worth
of shares in IBM and wants to use only $5,000 of her own money. She buys the
shares through her margin account, using $5,000 of the broker’s money, and the
IBM shares are held in the account. The next week, IBM has dropped in value, and
Jane’s shares are only worth $7,000. The balance in her margin account has now
fallen to $2,000 (the current share price of $7,000 less the $5,000 loan), which is
$500 less than the 25 percent maintenance margin. Jane either has to pony up
$500 (which she’ll do if she thinks the shares will rebound) or sell the shares for a
loss and pay off the loan.

Initial Public Offerings
Initial public offerings (IPOs) are exciting and frightening propositions, both for

those involved in managing a company as it enters an IPO and for those who choose
to invest in one. A company launches an IPO when it chooses to go public as a way
to raise money, which means it will be issuing stocks to the public for the first time.
By selling shares of its stock, a growing company can raise capital without taking on
debt. Investors, in turn, expect to earn profits by purchasing stock in a company
they hope will grow, eventually making the stock worth a lot more than they paid
for it.

An investment bank—Deutsche Bank, for example—usually handles the detailed
process of issuing stock. A company works with the investment bank to determine
how much capital is needed, the price of the stock, how much it will cost to issue
such equities, and so forth. The company must file a registration statement with the
SEC, which then investigates the company to ensure that it has made full disclosure
in compliance with the Securities Act of 1933. The SEC then determines whether the
company has met all the criteria to issue common stock and go public.



How to Get In on an IPO
The best way to find out about an IPO is to have a broker who is in on all breaking

financial news. The NASDAQ website lists all recent IPOs as well as upcoming ones
(www.nasdaq.com/markets/ipos). Companies awaiting an IPO often call the
leading brokerage houses and/or brokers they are familiar with, who will inform
their clients about such an offering. As is the case with anything new, these stocks
can be very risky due to their potentially volatile nature. It’s a good idea to wait until
the stock settles before you determine whether it would be a viable investment. The
vast majority of stocks that you will be researching have probably already been
actively trading.

http://www.nasdaq.com/markets/ipos/


Red Herrings
Before the company has its initial public offering (IPO) and its stock
goes public, the SEC must make sure that everything is in order.
Meanwhile, a red herring is usually issued, informing the public about
the company and the impending stock offering. When the stock is
ready to go public, a stock price is issued in accordance with the
current market.



CHAPTER 7
EDUCATION AND RETIREMENT

PLANNING

Two of the biggest concerns people have in life are planning the costs of their
children’s education and saving for retirement.

Education costs continue to spiral; as of 2015, the average cost of a four-year
education at a private school was a staggering $169,676. Student debt has increased
at an alarming rate. The average student of the class of 2015 will be paying off
$35,000 in student loans—for certain fields such as medicine and law the amounts
are considerably higher.

Although many strategies for coping with these costs have been suggested, one
that many people are considering is strategic financial investing. Wisely invested, a
small monetary stake can be parlayed into an education nest egg.

This is just as true of the costs of retirement. Most potential retirees have not
saved enough to cover the gap between their living expenses and the money they
will receive from Social Security. In a time when pensions are rapidly becoming a
thing of the past, investing for retirement is an attractive alternative.



INVESTING FOR EDUCATION
Preparing Your Child’s Future

College costs are rising at an alarming pace. In order to make sure your kids will
have the benefit of higher education, you need to start saving right now. Luckily,
there are several investment options that can help you send your kids to college—
without sacrificing your retirement. You can invest in state-sponsored plans, like a
529 plan, or you can set up your own plan, similar to an IRA. In fact, you can even
do both. Whatever you decide, though, your best bet is to start right away.

Start Planning for College Tuition Now
If you take nothing else away from this chapter, remember this: Start saving now

for your children’s college tuition or a lot of choices could fall off the table. If you
don’t have children yet, start saving as soon as you begin thinking about having
them. By starting earlier, you have more opportunity to let the power of
compounding work for you, building your savings faster. Complete college costs
today can run close to $14,000 a year for state schools and a whopping $41,000 and
up for private schools.

Let’s take a step back, though. How can you figure out how much to put away for
a college education that won’t begin for ten or twenty years? Quick and easy answer:
online calculators. These can help you figure out the whole cost of college: tuition,
books, room and board, and even living expenses. Depending on your unique
situation, you may also need to figure in transportation expenses if your child goes
to school far from home.

One of the best websites for this calculation comes courtesy of Sallie Mae
(www.salliemae.com). Their free planning tool, College Planning Calculator
(www.salliemae.com/plan-for-college/college-planning-toolbox/college-planning-
calculator), walks you through college costs and lets you compare costs among
thousands of schools (both public and private). The site even helps parents look
into the many different ways they can pay for college: savings, scholarships, grants,
and student loans.

http://www.salliemae.com
http://www.salliemae.com/plan-for-college/college-planning-toolbox/college-planning-calculator


Calculate Financial Aid
Just because one college costs more than another doesn’t necessarily
mean you’ll pay more out of pocket to send your child there. More
expensive schools often offer more financial aid. That aid can
translate into a lower cost than if you sent your child to a school with
a lower tuition.

To use the Sallie Mae site for long-term planning, you’ll be asked to fill in some
basic information:

The current cost of attending the college of choice
The number of years left until your child will be starting college
How much money you already have saved and earmarked for college costs
The expected rate of return on your investments

Once you’ve come up with a projected bottom line, the site offers suggestions to
help you create a savings plan to help you cope with the rising costs. Their first step:
directing you toward all the potential sources of free money, in the form of
scholarships.

Tax-Sheltered Education Savings
Regular investments inevitably lead to tax bills, and that eats into your

investment dollars. Until fairly recently, that was the only way to save money for
college. Now, though, you have tax-advantaged choices, options that let your money
grow tax-deferred, and (in some cases) let you use the money with no tax bill
attached.



Ask an Accountant
The tax code offers breaks in the form of education tax credits and
deductions. Ask your tax accountant if you’re eligible to claim either
the Hope credit or the Lifetime Learning credit. You may also be able
to take advantage of special deductions for tuition and fees or student
loan interest that you’ve paid.

Why is tax-deferred growth so important? It lets you keep more of your money
working for you, and lets your nest egg grow faster than it would if you had to keep
depleting it to pay taxes on your earnings. This works in the same way as retirement
savings. The more taxes you can avoid, the better.

There are three kinds of tax advantages you can look for. First, the money you put
away now isn’t taxed or becomes temporarily tax-deductible. Second, the earnings
aren’t taxable now. Third, the money doesn’t get taxed when you withdraw it to pay
for college. Not all college investments offer this triple play; some of them don’t
offer any tax advantages at all. As you look for the savings vehicles that work best
for your family situation, remember to consider the current and future impact that
taxes will have on your hard-earned money.

All about 529 Plans
Qualified tuition plans, also known as 529 plans, have changed the college savings

playing ground. These state-sponsored plans serve up big tax advantages, making it
easier than ever to save for a college education. There are two main types of 529
plans: college savings plans (the type most people think of when they hear 529) and
prepaid tuition plans.



Only for College
If you use the money from a college savings plan on expenses that
don’t qualify, you’ll be subject to a hefty tax penalty on your
earnings: an extra 10 percent on top of the normal taxes that will be
due. For example, transportation to the school and dorm room
decorating items do not qualify as education expenses.

College savings plans allow an account holder (usually a parent or grandparent)
to set up an account for a future student (formally called the beneficiary). As the
account holder, you make decisions about the account, which can include
investment choices, though these may be limited depending on the state sponsoring
the plan. When it’s college time, you can use the funds in this 529 plan to pay for all
“qualified higher education costs,” which include fees, books, and computers along
with tuition and room and board. And as long as you use the money for such
qualified expenses, you won’t have to pay federal income taxes; in most cases, the
funds will be exempt from state income taxes, too. In fact, many states give their
residents a current tax deduction for contributions to the home state 529 plan;
some states even give you a deduction if you contribute to any state’s plan.

Another huge advantage of these plans is the enormous contribution limit. You
can get these tax-advantaged savings on contributions as large as $300,000 in some
states. Plus, there are no income limitations, meaning you can’t get phased out of
the tax benefits on these plans. Of course, there’s still a little tax catch (there always
is): The contributions could be subject to federal (and possibly state) gift taxes. As
of the date of this printing, gifts larger than $14,000 (or $28,000 from a couple or
$70,000 over five years) are typically subject to gift-tax reporting. Luckily, there’s a
special exception that specifically addresses 529 plan contributions: A couple can
put up to $100,000 into a qualified state tuition plan and it will count as $20,000
over five years, nullifying the whole gift-tax issue. But they can’t make any more
gift-tax-free contributions until that five years is up.

It all sounds good, but there are some disadvantages. For example, you have
limited control over where your money gets invested. Typically, the state invests the
funds for you from a very limited menu. In some states, you may have as few as two
investment choices, up to thirty in others. Plus, you can only change your choices
once a year. Also, funds in a 529 plan account do reduce the amount of financial aid
available to the student.



Coverdell Education Savings Accounts
A Coverdell education savings account (ESA) is a tax-advantaged way to save for

college with a unique, beneficial twist: The money can be used for any education
expenses, including primary and secondary school. And while the contributions to
the ESA are not tax-deductible, the earnings on the account are tax-free when you
use them to pay for qualified education expenses.



Limiting Aid
An ESA can severely limit (or even completely eliminate) the amount
of financial aid your child would be otherwise eligible for. That’s
because the account is considered to be the child’s asset, which is
given extra weight when financial aid calculations are made.

To get started, you open an ESA at your bank (or other financial institution, like
your brokerage firm) for each child who will benefit; three children would mean
three separate ESAs. While each ESA can only be opened for one child, one child can
have more than one ESA opened in his name.

Every year, you can contribute up to $2,000 into ESAs for a single beneficiary; if
one child has more than one ESA, the total annual contribution among them is
limited to $2,000. If more is contributed for a single child (even if the money comes
from different taxpayers), the consequence is a tax penalty on the excess. You can,
though, make multiple $2,000 contributions if you have more than one child.
Contributions can only be made until the child turns eighteen, with one exception:
You can contribute any amount in the same year you use funds to pay for tuition.

As you probably expect by now, there are other hurdles to cross. Let’s start with
the income limitations; how much money you earn limits the amount of money you
can put into the ESA. Single taxpayers earning less than $95,000 or joint taxpayers
earning less than $190,000 can contribute the full amount. Earn more than that,
though, and your maximum contribution drops until it’s fully phased out when
single earnings hit $110,000 and joint earnings hit $220,000. In addition, the funds
have to be used by the time the beneficiary turns thirty.

Let’s not overlook the very real advantages of the ESA, though. Unlike other
college savings vehicles, you have complete control over the investments. You can
invest the ESA funds in virtually anything: mutual funds, stocks, bonds, or whatever
you think will work. You can open the account wherever you want. And the ability to
use these for any level of education makes them very flexible: You can send your
child to private kindergarten with this money if you want to. Finally, you can
contribute to both an ESA and a 529 (in most cases), allowing you more control of
your child’s future.

Prepaid Tuition Plans



State-sponsored prepaid tuition plans fall under the 529 umbrella, but they are
quite different than standard college savings plans. Though the details vary from
state to state, the basic idea is standard. Parents pay money now to purchase future
college tuition.

There are a lot of benefits here. To start, you pay today’s tuition cost regardless of
when your child will be attending. That payment secures you a guarantee that your
child will be entitled to go to college in the future, no matter how much it costs
then. Though most of these plans are designed for state schools, a lot of states
include built-in flexibility that allows the funds to be used toward out-of-state or
private colleges. If you don’t end up using the account to send your child to college,
you can transfer the account to another relative, hold onto it for grandchildren, or
even get a full or partial refund. One big downside, though: These plans reduce your
child’s eligibility for financial aid dollar-for-dollar. So if your child wants to go to a
private school and the prepaid plan doesn’t cover the whole cost, you probably won’t
be able to turn to financial aid.



Which Plan to Choose?
Each state’s plan is different. But there’s a single website that
includes detailed information about all of them: the College Savings
Plans Network (www.collegesavings.org). There you can find out
individual plan characteristics and follow links to state websites to
learn even more.

Exactly what the plan offers depends on the state sponsoring it. While all states
offer full prepaid tuition for four-year colleges, many also let you prepay room and
board costs. If you find a state plan that you like better than the one offered by your
home state, you may be able to choose a different plan.

Now that you know the basics, it’s time to answer the question: Does a prepaid
tuition plan make sense for your family? This type of plan may be right for you if:

You don’t like risk and uncertainty
You’ll sleep better at night knowing that college tuition is guaranteed
You don’t expect to be eligible for financial aid
The school your child wants to attend is covered by a prepaid plan

Remember, you’ve always got the option of investing in both a prepaid tuition
plan and an ESA. So any costs not covered by the prepaid plan can be picked up by
funds you’ve accumulated in the ESA, without affecting either’s tax advantages.

Education Bonds and CDs
For the past ten years or so, anxious parents have had the option to invest in safe,

guaranteed college investment vehicles—specifically education bonds and college
CDs—and they’ve largely passed them by. After all, when the stock market was
going higher every day, it was easy to ignore options that simply plodded along
without bringing back super-high returns. Now that the markets have seen big dips
and the credit crunch has hit home, safe (but boring) investments suddenly have a
lot more appeal.

They should, and not just because other investments have lost their allure. These
college savings vehicles deserve a place in your college savings portfolio in every
market. They serve as a safety net for your college savings, and they do provide
returns—not exciting returns, but guaranteed steady returns. What you see is what
you get.

http://www.collegesavings.org


Education Bonds
The U.S. Treasury wants your children to go to college, and to help you along they

created an Education Savings Bond Program, which is very similar to their plain old
savings bond program. It’s not just the name that sets these bonds apart, though;
it’s their tax treatment.

When you specifically buy an education savings bond (Series EE or Series I, as
long as they were issued after 1989), your interest earnings will be at least partially
(but usually completely) exempt from federal income tax. To be eligible for that
favored tax treatment, which effectively ramps up your earnings, you have to jump
through a few hoops:

You have to pay for qualified education expenses with all of the bond proceeds
(principal and interest) in the same year that you redeem the bonds.
You have to be at least twenty-four years old when you buy the bond.
You have to register the securities in your name if you plan to use them for
yourself.
You have to register them in your name or your spouse’s name if you plan to
use them for your children.
If you’re married, you have to file a joint tax return to get the tax break.
You cannot list your child as a co-owner of the bond, only as a beneficiary.

On top of all that, the tax benefit is subject to income caps—if you make too much
money, no tax-free interest. Your income is evaluated in the year you redeem the
bonds, not the year you purchase them. For 2014, the tax break disappears for single
taxpayers earning at least $84,950 and joint taxpayers earning at least $134,900.
Only single taxpayers earning less than $69,950 and joint taxpayers earning less
than $104,900 qualify for the full benefit. These income thresholds are adjusted
every year, so the levels by the time you pay for college expenses will likely look
substantially different.

College Certificates of Deposit
You already know about regular bank certificates of deposit (CDs), but what you

might not know is that there are special CDs whose sole purpose is education
investing. Almost thirty years ago, the College Savings Bank created and introduced
these targeted accounts called CollegeSure CDs. In some ways, they work just like
regular CDs: For example, you deposit a lump sum of money for a specific long term
and you can’t take that money out early without paying a penalty. However,



CollegeSure CDs have something you won’t find in plain old bank CDs—a college-
oriented interest rate.



CollegeSure Guarantees
Unlike other types of college investments, CollegeSure CDs are
guaranteed in two ways. First, these CDs are covered by FDIC
insurance, so your money won’t disappear. Second, your rate of
return is guaranteed, so you don’t have to worry that your returns
will decline or disappear.

Interest on CollegeSure CDs is based on the Independent College 500 Index
(created by the College Board). The index, as its name implies, tracks the average
cost of 500 private schools. And the CollegeSure interest rate equals the average
cost increase in those colleges. In fact, the rate is guaranteed to be no lower than
that average, but it can be higher.

Here’s how college CDs work as a college-savings vehicle. The big lump sum you
deposit is the amount you would need to pay to send your kid to college now. Each
“unit” (these CDs are measured in units) equals one year of all-inclusive college
costs. Of course, you don’t have to deposit the full amount all in one shot—you can
buy pieces of units. The minimum deposit to open a unit is $500, and you can add
to it in increments of $250 or more ($100 increments if you use an automatic
monthly savings plan). Then, thanks to the index-based interest rate, that deposit
will grow at the same rate as college costs.



RETIREMENT PLANNING
Your Golden Years

Think you’re too young to start thinking about your retirement? Think again. People
are living longer, which means you’ll likely have quite a few golden years to enjoy.
Get the most out of them by planning your future goals now. Numerous investment
options will help you attain your goals. You can invest in employer-based plans, like
a 401(k), or you can set up your own plan, like an IRA. Don’t plan to rely on Social
Security as your sole source of income for retirement.

Tax-Deferred Investing
Taxable investments require that you pay taxes on annual interest or dividends

and on any profit on investments you sell. For instance, if you have a savings
account, you’ll be taxed on the interest it earns. Tax-deferred investments, on the
other hand, offer you a way to avoid paying taxes on your current earnings, at least
until you reach a certain age or meet other qualifications.



Tax-Exempt Investments
A tax-exempt (or tax-free) investment is one where current income
earned on the investment is not taxed—for instance, most municipal
bonds. Keep in mind that even tax-exempt investments aren’t
necessarily free of all taxes. Depending on the investment, you may
be exempt only from certain taxes, like federal income tax or state
and local taxes.

When you hold investments outside special tax-deferred accounts, you will likely
be required to pay taxes on their earnings, both regular income (like interest and
dividends) and capital gains. Virtually every type of investment is taxable on some
level, from stocks to bonds to funds. Even real estate investments, businesses you
own a piece of, and collectibles—basically, any investment you make where you can
enjoy the profits (or suffer the losses) immediately (and not have to wait until some
time in the future)—can impact your current taxes.

If you have a tax-deferred investment and don’t withdraw any money from the
account, you don’t pay taxes on it. Most of the time, the money you place into tax-
deferred accounts will be at least partially, if not completely, tax-deductible right
now. Of course, some exceptions apply, like Roth IRA contributions or
contributions whose deductibility gets phased out based on your income level. Keep
in mind that these accounts are meant to be used for large and specific financial
goals, like education or retirement. If you withdraw money from these accounts too
soon, or use the money for other purposes, you can expect to pay some stiff
penalties.

A big plus of tax-deferred investing is the ability to put pre-tax dollars into
retirement accounts. For instance, with a 401(k) plan, your contribution to a tax-
deferred retirement plan is deducted from your taxable income. This lets you invest
money for the future that you would have otherwise paid to Uncle Sam. Let’s say
your income puts you in the 27 percent marginal income tax bracket, and your
annual contribution to your tax-deferred retirement plan is $1,000. Your federal
income taxes will drop by $270, or 27 percent of your retirement contribution. Your
marginal tax rate (which is the rate you pay on your highest dollar of earnings)
determines your savings. To find your marginal tax rate, visit the IRS website at
www.irs.gov.

http://www.irs.gov


Invest Early and Often
The earlier you begin investing, the more money you’ll have for retirement. That’s

because you’re giving your money more time to grow. On top of that, you have more
time to ride out market downturns. With more time on your side, your retirement
savings will have more time to rebound if the markets take a dive.

Consider the story of two twenty-five-year-olds, Madison and Cooper.

1. Madison invests $2,000 annually over ten years, stashing the money away in
her company’s 401(k) plan. Then she stops at age thirty-five, never adding
another penny into her plan. Madison can expect an average 10 percent
annual growth rate on her investments. Because she started early and gave
her money time to grow before taking it out at retirement, she can cash out at
age sixty-five with $556,197.

2. Starting at age thirty-four, Cooper socks $2,000 away in his 401(k) plan every
year for the next thirty years. Cooper ends up putting away three times as
much money as Madison. But his retirement stash—which has earned the
same rate of return over the years—is just $328,988. That’s much less—more
than $225,000 less—than Madison’s.

Both Madison and Cooper had the power of compound interest on their side.
Madison harnessed it earlier and thus reaped higher gains. Here’s the moral of the
story: If you can afford to live without those tens or even hundreds of thousands of
dollars in retirement, then by all means procrastinate. The easiest way to figure out
the compounding effect on the money you’re putting away is with an online
retirement calculator (try the one at www.bankrate.com/calculators.aspx).

The 401(k) Plan
For nearly twenty years, one of the most significant retirement investing tools has

been the 401(k) plan. The 401(k) is set up by your employer and is designed to help
you save (and build) money for retirement. The money you contribute to your
401(k) is pooled and invested in stocks, bonds, mutual funds, or other types of
investments. You choose the type of investment from your company’s list of
options. Usually your contribution is deducted from your paycheck before taxes and
goes directly into your 401(k) account.

If such a plan is offered where you work, there is no reason not to jump at the
opportunity. Putting the money in a plan earmarks it for your retirement, and you
don’t have to pay taxes on it as the money grows. In addition, employers generally

http://www.bankrate.com/calculators.aspx


make a matching contribution, which can be as much as 10, 25, or even 50 percent
of the amount you contribute.



Contributions to 401(k)
A 401(k) plan can be set up by an employer in a number of different
manners, with some going into effect immediately and others kicking
in after you’ve worked in the company for a certain length of time. As
of 2015, you can contribute up to $18,000 of your salary to your
401(k) plan in a given year.

There is a big difference between investing in a 401(k) and in a mutual fund that
you can buy or sell at will. The IRS will not tax your 401(k) earnings as long as they
remain invested in your 401(k). As soon as the money starts coming out, you’ll start
paying taxes on it. And if you withdraw money before a set date (usually when you
reach fifty-nine and a half years of age), you may have to pay a penalty. With a
current mutual fund investment, you’ll pay taxes annually on the dividends and
capital gains your fund earns, whether you take the money out or let it continue to
work for you.

If your employer is making a matching contribution to your 401(k) of, say, 10
percent of what you put in, you are already seeing a 10 percent growth on your
investment, plus whatever gains the total investment accrues over time. It is a
simple solution to retirement planning that you do not have to set up yourself. You
do, however, need to keep tabs on where your 401(k) money is being invested. Too
many people just make a choice and let it ride.

If you work in a nonprofit organization, you may be able to choose a 403(b) plan,
which works similarly to a 401(k). Such plans generally have fewer investment
options, but they are also tax-deferred. Government workers may be offered a 457
plan, which is also similar in principle to a 401(k) or 403(b), with some additional
restrictions.

Your 401(k) Investing Strategy
Since you are in a retirement plan for the long haul, you need not worry too much

about the days, weeks, or even months when the stock market is down. In fact,
drops in the market can be in your favor as you continue to put money into the plan
through payroll deductions. This concept, called dollar-cost averaging, enables you
to buy more shares of a stock or mutual fund when the rate is lower. In the long
term, of course, the market will go up, and all those inexpensive shares will increase
in value.



Since a 401(k) plan is a long-term retirement vehicle, it’s important that you
remember your long-term goals and stick to them. Focus on the long term, and as
you approach retirement, maintain a solid assessment of how much money you will
have when you retire and what your income will be. Besides Social Security benefits,
you may have a pension plan and other savings.

All in all, the 401(k) plan is an excellent opportunity to build for your retirement
and do so at the level you feel most comfortable. As one financial analyst puts it,
“No matter what I say or suggest, the bottom line is that the individual has to be
able to sleep comfortably at night.” It all goes back to risk tolerance. First, be
proactive and don’t just forget about the money in your retirement plan; second,
determine what level of risk is okay for your 401(k).

Keeping Your 401(k) Through Job Changes
Regardless of when, why, or how often you change jobs, your 401(k) investment

can retain its tax-deferred status. If your new employer offers a 401(k), you can
have your existing investment directly transferred, or rolled over, to a new account.

In a rollover, the money in your 401(k) is never in your possession, and you can
thus avoid paying taxes on it (at least for the time being). It goes from your old
employer to your new one; in industry lingo, from direct trustee to direct trustee.

By law, employers have to allow you to roll over your 401(k). If you take
possession of the money yourself, the company will issue you a check for your
investment less 20 percent, the amount they’re required to withhold and send to the
IRS (where they treat it like an estimated tax payment) in case you don’t roll the
money over into another 401(k). You have to roll the money over within sixty days
or you’ll be hit with taxes and penalties, and you have to deposit the full amount of
your rollover—including replacing the 20 percent your company withheld to avoid
having that amount considered an early (and taxable) distribution. If you are not
starting a new job or are joining a company that does not have a 401(k) plan, roll
over the money into an IRA.

Taking Money Out of a 401(k)
As soon as you hit age fifty-nine and a half, you’re eligible to start taking money

(called distributions) out of your 401(k), whether you’re formally retired or not.
Once you hit age seventy and a half, you have to take out at least the minimum
required distribution.

Sometimes people need to tap into their retirement funds early due to financial
hardship, such as buying a primary residence, preventing foreclosure on your home,



paying college tuition due in the next twelve months, or paying unreimbursed
medical expenses. These withdrawals will cost you the full tax bill on the
distribution plus a 10 percent penalty. You can escape the penalty under really
extreme circumstances, but you’ll always be stuck with the taxes. A better choice
when you really need the money? A loan from your plan; many 401(k) plans allow
loans, and there are no taxes or penalties at stake. The only caveat: the loan has to
be repaid in full before you stop working for the employer who maintains the plan.

Individual Retirement Accounts (IRAs)
The most popular retirement plan of the last decade has certainly been the

individual retirement account, or IRA. Now available in two varieties—traditional
and Roth—IRAs offer you a safe, tax-favored way for your money to grow for your
retirement years. And now they’re even safer: In April 2005, the U.S. Supreme Court
unanimously ruled that IRAs are fully protected should you need to file for personal
bankruptcy.

Traditional IRAs
You are allowed to contribute up to $5,500 per year to a traditional IRA (as of

2015). If you are married, you and your spouse may each contribute up to $4,000
into your own separate IRA accounts. If you are receiving alimony, you also qualify
to contribute to an IRA. All or a portion of the contributions you make may be tax-
deductible, but that depends on other factors like your adjusted gross income and
other retirement contributions (if you participate in a qualified retirement plan
through your job, for example). You’ll have to look over the tax tables closely to
determine the tax advantages a traditional IRA offers. For an easy-to-use online IRA
advantage calculator, check out www.bankrate.com/calculators.aspx.

Once you are past fifty-nine and a half years of age, you can withdraw the money;
when you reach seventy and a half, the government starts putting minimums on
how much you need to withdraw annually. You pay income taxes on the investment
earnings when making withdrawals, but the long period of tax-deferred income still
outweighs this taxation. Also, it is very often the case that the income level for
someone in her sixties, perhaps semiretired, is lower than it was in her forties, so
she will fall into a lower tax bracket. Some experts feel that it makes sound financial
sense to defer tax payment for another twenty years.

You can choose to start an IRA through a bank, brokerage house, or mutual fund.
Traditionally, banks offer fewer options than brokerage houses, usually sticking
with the safer options such as CDs. Brokerage houses offer a wider range of options

http://www.bankrate.com/calculators.aspx


should you choose to be savvier with your IRA investment, or you can play it safe
with a money market fund. Mutual funds are, by definition, supposed to be riskier
than a CD or money market account. The long time frame of an IRA makes equities
or equity funds more attractive for some investors. Like other investments, you can
move your investments around within the IRA to suit your level of comfort in
regard to risk.

Too many people put money into an IRA and don’t do anything with it. There is
often a feeling that because you cannot take it out until age fifty-nine and a half,
you can’t touch the money once it is in an IRA. That is not the case. There’s nothing
wrong with being proactive with the money you are investing within the IRA. In
fact, you should be.

Roth IRAs
With this relatively new IRA, you are still limited to the same $5,500 annual

investment ceiling. Your contributions to a Roth IRA are not tax-deductible; you pay
taxes on every dollar that goes into one of these retirement accounts. When it
comes time to take money out of this account, however, you will not be subject to
any more taxes—ever!

In fact, there are very few regulations when it comes to withdrawing the money
from a Roth IRA. The money must be in the plan until you are at least fifty-nine and
a half. However, you can withdraw up to $10,000 after five years, penalty-free, if
you are using the money for qualifying first-time home-buying expenses, if you
become disabled, or if the distribution is to a beneficiary upon the death of the
original account owner.



Who Was Roth?
Roth IRAs are named for its creator, the late senator William Roth.
Roth, a Republican from Delaware, sponsored legislation that would
allow investors to pay taxes on their retirement savings up front and
withdraw them without paying additional taxes. It was part of the
Taxpayer Relief Act of 1997, which went into effect on January 1,
1998.

Whereas the government eventually requires you to make minimum withdrawals
from a traditional IRA, you can leave your money in a Roth IRA with no minimum
distribution requirements. This can even allow for a large tax-free benefit to pass
directly to your heirs, if you so choose.

Your income determines your eligibility to contribute to a Roth IRA. This income
structuring is subject to change at any time, so ask about your eligibility. As of 2015
the Roth option is phased out as adjusted gross income reaches between $116,000
and $131,000 for single filers and between $183,000 and $193,000 for joint filers.

It is possible to roll money over from a traditional to a Roth IRA. The
determination of whether to invest or roll over your money is based on your own
financial situation. For current contributions, if you can’t deduct a traditional IRA
but still want to put some money away, go for the Roth (if you’re eligible). Also, if
you think your retirement tax rate will be higher or that you may need some of the
money before retirement, a Roth IRA could be a better choice. As for the future,
many experts agree that taking the tax hit now, if you can afford it, is far better than
taking it on the much larger sum later on. Right now, the tax hit is a known
quantity: the amount of your rollover times your marginal tax rate. The future tax
hit is a question mark, as both the tax rates and income are unknown factors;
almost certainly, though, that future tax hit will be bigger.



Health Savings Account
A health savings account (HSA) allows you to put money aside for
medical expenses, tax-free. You must have a special form of qualified
health coverage called a high-deductible health plan—basically
emergency health insurance that comes with a very high minimum
deductible. The higher the deductible of your HDHP, the more you’re
allowed to save. The money you put into your HSA and all of the
compounded earnings are yours until you die.

If you choose to roll over an existing IRA, simply call the company that holds your
account and tell them. They’ll talk with you about your unique tax situation and
send you all the required paperwork to make the switch. Your accountant will be
able to provide you with the most accurate tax information, including the possible
need to adjust your withholding taxes or make some estimated tax payments.

Which Is Better?
Assuming you are eligible for both traditional and Roth IRAs, the biggest

determining factor is whether it is to your benefit to take a deduction now and pay
taxes later when you withdraw the money, or to pay taxes on your contribution now
and never worry about them again.

You must look at your own personal financial situation to determine which IRA is
right for you. Nonetheless, websites have calculators and fancy ten-page sections
devoted to figuring out the answer to this question. It shouldn’t be all that
complicated. And a good accountant should be able to help you figure it all out in
less time than it takes to download and evaluate the calculation methods.



Investment Black Holes
In the late 1980s, the term “investment black holes” referred to the
virtually complete disappearance of investment capital due to sudden
heavy market losses. Since then, the market has seen the rise and
fall of several of these market-shaking phenomena that rapidly cause
enormous losses for investors. The 2008 markets saw similar
shakeups and threw millions of investors into a massive panic.

The bottom line is that no matter how much you calculate, you cannot know for
sure what the next thirty years have in store in terms of taxes, the rate of inflation,
the cost of living, your own health, and the stability of your job. While it is to your
advantage to put money away for your retirement years, the decision to choose the
traditional or the Roth IRA is not as tough as it is made out to be. Either way, you
will have saved money for your retirement years. If you qualify for both plans, the
simple equation is whether it’s to your benefit to take tax deductions now or
whether you can afford not to and have benefits later on. Figure out basic,
approximate numbers with your accountant, consider other factors in your life,
make an overall assessment of your future as you’d like it to be, and pick one. Since
your future is not a certainty, go with your best assumption.

Stay Focused
There’s no rule that says you can’t invest in both a 401(k) plan and an IRA. The

most important point is to take advantage of all the tax-deferred investment
opportunities you can. Start as early as you can and keep filling them up with
money, come rain or shine.

The future of Social Security looks uncertain at best—the shrinking number of
younger workers means fewer workers are supporting each Social Security retiree.
Compare the numbers: In 1950, sixteen workers were supporting each retiree, as
opposed to three workers per retiree in 2000. The number continues to decrease. If
you instead focus on tax-deferred investing, you’ll be taking a crucial step toward
building a safe, secure, and sustainable financial future.



CHAPTER 8
SOCIALLY RESPONSIBLE

INVESTING

The identity of funds termed “socially responsible” depends largely on the fund
manager’s definition of these words. Some funds steer clear of products that use
animal testing; many do not invest in companies involved with the defense
industry, guns, or tobacco; others concern themselves with child labor issues. Some
funds use all of the above or other criteria. You need to match those investing
criteria with what you consider to be socially responsible and find funds that are
earning money. They are out there, but they require that you take time to look
beyond the marketing and the numbers of the fund management.

Dreyfus Third Century Fund and Pax World are two of the most successful, best-
known funds in this area. They look for protection of the environment and natural
resources, occupational health and safety, life supportive goods and services, and
companies that do not sell liquor, firearms, or tobacco products.



GREEN INVESTING
Saving the Planet for the Future

Everyone is jumping on the green bandwagon, and corporate America is leading the
way. Even the blackest companies—the ones with the worst environmental records
and practices—are looking for ways to paint themselves green. That’s where the
money is, after all, as green investing is attracting more green (dollars) than ever
before.

True green investments are those that put money into companies that are truly
helping the environment. It’s not only the negatives that count here, though those
are important: no pollution, no toxic waste dumping, no resource gluttony. True
green companies actively strive to make the environment better than it was before.



Use Your Brains
Investing is an area in which you will benefit significantly from using
your intelligence. Investors often cite a gut feeling, and that feeling is
usually based on something they know but either consciously or
unconsciously don’t want to divulge. Emotions alone should not guide
your investments, but a message from your gut is always worth
listening to.

It’s not enough for a company to simply limit negative environmental and social
practices. Social investors notice and move their money to companies that make
conscious efforts to improve their performance. Mainstream investors want to do
good in the world and for their portfolios, and corporate leaders are learning how to
coordinate socially responsible practices with long-term profits. More and more,
corporations that pair social and environmental responsibility with good stock value
are attracting more long-term investors. Indexes and actively managed mutual
funds—as well as several ETFs—track these kinds of stocks, as well. And both
municipalities and green corporations may issue bonds to raise money for
environmentally sound projects.



Look at the Big Picture
When it comes to socially responsible funds, the intentions are good
and the funds are profitable. However, exactly how closely any of
these funds stick to their overall criteria is hard to judge, even with a
concerted effort. While a company may clearly not be manufacturing
weapons, it may be inadvertently polluting the environment.

While money is the bottom line in any investment, green investors emphasize the
importance of supporting their personal values in the process. As you educate
yourself about green investing, you’ll find plenty of options you can choose from
that will support your values and put money in your pocket, from mutual funds to
individual corporations to community projects. This will also help you make
decisions as a consumer as well as an investor.

Green Stocks
Green stocks allow you to be part of the solution. As part owners of corporations

that are working to better the planet, you can both contribute to and profit from a
healthier world. It’s not all about global warming, either, but also about preserving
and protecting our natural resources, keeping our water clean, making sure the rain
forests aren’t completely razed, and that millions of species don’t die out.
Companies can help achieve this change in positive ways by developing safer,
cleaner technologies, or by providing alternatives to environmentally destructive
products. They can also impact the environment in less negative ways, like cutting
back on toxic waste dumping and emissions or creating products out of recycled or
recyclable materials.



Use the Internet
When it comes to detective work, the Internet is a great source of
information to aid your green investigation. For example, you can
search the EPA website (www.epa.gov) to learn whether the company
you’re considering is being investigated or has existing black marks
against it.

Many of these pure-play (singly focused) corporations trade on the major
exchanges. While some of these cutting-edge companies are considered start-ups,
they need to have substantial funds and plenty of outstanding shares to be listed.

In addition to the standard information you should gather about any security you
want to invest in, green investments call for a bit more scrutiny. This is especially
true of companies claiming to have new planet-saving technologies in their
pipelines. Before you put your money into any so-called green corporation, consider
the following questions:

1. Does the corporation have an actual product or is everything still in the
conceptual stages?

2. Is there a reasonable time frame set for development and testing?
3. Is there a defined niche market that the company plans to penetrate?
4. Does the company talk about how it expects its product to evolve?
5. Does the corporation talk in specifics (target markets, real-world

applications) or generalities?
6. How do the corporation’s ideas and technologies stack up against others in

the industry?

If the materials you’re privy to don’t spell out the answers to most of these
questions, you may want to consider putting your greenbacks somewhere else.

Green Bonds
Bonds are simply ways to borrow money without getting a bank loan. Instead of

borrowing from just a single institution, the borrower asks for money from the
general public. The borrower can be a municipality (a city or a town) or a company.
And when that money will be used for environmentally sustaining projects, the
bond turns into a green bond.

http://www.epa.gov


Community Investing
This can be a great way to get involved and grow your nest egg.
Community investing means lending money locally, and it’s practiced
in large part through four main types of institutions: community
banks, community credit unions, community loan funds, and
microenterprise lenders.

From a corporate bond standpoint, you have two issues to deal with: default risk
(as you would with any bond) and your green meter. Once a corporation has passed
your green test (which can be done using the same criteria listed in the previous
Green Stocks section), you still need to make sure that investing your money with
them makes good financial sense.

Official green bonds (actually called qualified green building and sustainable
design project bonds) are tax-exempt securities issued by companies or
municipalities for projects that come with the qualifying federal stamp of approval.
To qualify for the moniker, the funds must be used to develop brownfield sites,
which are land parcels that are underdeveloped, underutilized, or hold abandoned
buildings. The often polluted or contaminated land is reclaimed and made healthier.

Green Funds
Green funds include both traditional mutual funds and ETFs. While both types of

funds cover this fast-growing sector, ETFs may hold a slight advantage for diehard
green investors: You will always know exactly which stocks are held by the fund. In
contrast, mutual fund holdings are only published occasionally, meaning you won’t
know if they add in (or fail to sell off) a company that you don’t consider green.
Green funds come in three basic flavors: eco-friendly, alternative energy, and
sustainable resource funds.

Eco-Friendly Funds
Mutual funds that focus on eco-friendly corporations have a broader range of

investment options than more targeted green funds. These funds can include
companies that strive to improve the environment, produce environmentally
friendly products, or take steps to minimize their negative impact on the
environment.



One such mutual fund is the Calvert Large Cap fund, which invests in less risky
large-cap stocks but still screens for green. The fund actively seeks out corporations
that have environmentally conscious reputations and bring in decent returns.

When looking into eco-friendly funds, be extra diligent in your screening.
Corporations may paint themselves green to look better to investors, and some
mutual fund companies may be more interested in posting big returns than truly
vetting their holdings. Make sure you read the most recent list of holdings, then
decide for yourself whether those holdings match the stated philosophy of the fund.

Alternative Energy Funds
Alternative energy funds hold baskets of securities of corporations that are

actively involved in researching or producing alternative energy sources. They
search out corporations that are involved with technologies like solar and wind
power, biofuels, hydropower, and other sustainable and renewable energy sources.
Right now, these alternative energy sources supply only about 20 percent of global
energy. But as the most popular forms (oil, coal, and natural gas) are neither
renewable nor sustainable, that balance will have to shift in the future. In addition,
as oil prices climb higher and higher, alternative energy funds grow in value.



Find Out Companies’ Backgrounds
Eco-friendly funds may hold shares of companies that are making
minimal changes in order to qualify as green investments, but may
still be less than green in reality. For example, Exxon is working to
ensure its oil transport is safer. However, it spent nearly twenty years
in court fighting against paying damages for the infamous 1989
Exxon Valdez spill.



SUSTAINABLE RESOURCE FUNDS
Preserving the World

Sustainable resource funds invest in companies that strive to maximize returns
while ensuring the survival of natural resources. Examples include sustainable
water, which includes everything from water distribution to treatment to
consumption, and sustainable climate, which looks at companies that try to delay or
moderate global climate change.

There are actually a few indexes that track the water industry, which is, in fact, a
huge industry. After all, even though water covers about 70 percent of the earth’s
surface, only 1 percent of that is considered drinkable. And as the global population
grows, that resource gets ever more precious—and precious resources tend to
generate big profits. You can invest in sustainable water with an index fund, such as
one that tracks the Dow Jones U.S. Water Index (which includes fewer than twenty-
five companies) or the S&P 1500 Water Utilities Index (which includes just two
companies).



Double Bottom Line
When you are socially responsible in your investing, you have a
double bottom line. You want your money to support your morals and
values at the same time it brings you financial profit. This additional
bottom line is generally rooted in strong moral and ethical beliefs or
in personal principles that you apply to other areas of your life.

There are also nonindex funds specifically devoted to sustainable resource
investing, like the RobecoSAM Sustainable Water Fund. This fund seeks long-term
capital growth for its investors, and it carefully selects investments related to a
sustainable world water supply.

Lean Toward Green
In addition to specifically green funds, many socially responsible funds hold

investments in green companies. These funds hold both environmentally friendly
investments and those that proffer socially important values. Examples of other
types of socially responsible investments that may be held by these funds include
organic farming and food companies, companies that offer aid to impoverished
areas, and companies that treat their employees and communities exceptionally
well. Socially responsible funds may also screen out undesirable companies, such as
those involved in weaponry, tobacco, alcohol, or other destructive products or
services.

You can find a comprehensive list of green funds in the National Green Pages, a
service of Green America (www.greenamerica.org). And you can find more
information about funds you are considering by searching through the archives of
the GreenMoney Journal (www.greenmoneyjournal.com). You can also check out
the investment options at companies like Green Century Funds, which has been
focused on environmentally responsible investing since 1991.

Avoid Scams
You’ve seen the TV commercials: A man wearing jeans walking through a field or

a forest, taking in the sights and sounds of nature. The scene is full of green, and the
man seems to be protecting the land. But then you find out he works for a big oil

http://www.greenamerica.org
http://greenmoneyjournal.com


company, a company that’s trying to help save the planet by making vague changes.
You know it doesn’t make sense—but it does all look convincing.

Listen to your inner skeptic. Just because a company has wrapped itself in green
doesn’t mean it’s really green. They’re just greenwashing the ugly truth and trying
to convince you that they care about the environment.



Beware Greenwashing
The practice is widespread, and the term is so widely used that it
actually made it into the Oxford English Dictionary. You’d be hard-
pressed to find a company that isn’t trying to green up its image. So
take off your green-colored glasses and take greenwashing with a
grain of organic sea salt.

Greenwashing comes to us courtesy of Madison Avenue, whose goal it is to make
their clients appear benevolent and kind and environmentally friendly. These days,
going green brings in more green (money, that is). Consumers and investors alike
are attracted to companies who claim to be effecting environmental change. So
being thought of as green makes a company seem better and better poised for future
success. The problem is that the changes themselves are often created out of thin
air or out of marketing spin.

How can you tell what’s real? Start with the sniff test. If something smells fishy
(like an environmentally friendly oil corporation), it probably is. Take British
Petroleum, a corporation that even changed its logo (now a green and yellow sun) to
make it look like a friend of the environment. Its corporate website also spouts
green ideals and talks about a cleaner future, but it doesn’t highlight the fact that in
2007 the company won a hard-fought battle to gain a permit to dump even more
toxic waste into Lake Michigan. Or consider Archer Daniels Midland, a company
that prides itself on creating biofuels but skims over the fact that creating biofuels
actually produces so much pollution that it effectively erases any environmental
savings. It also doesn’t mention that planting all the palm and corn needed to make
biofuels involves clearing land (often by setting fire to it), which emits more than a
billion tons of greenhouse gases into our air.

Bottom line: Expect greenwashing, and look past the spin. Do a basic Internet
search on any green company you’re looking to invest in and focus on the news
stories. It’s easy to make your corporate website look like an environmental sit-in,
but it’s a lot harder to greenwash the Internet. You can also search dedicated not-
for-profit websites that call out offenders, like CorpWatch (www.corpwatch.org),
Corporate Accountability International (www.stopcorporateabuse.org) and
Multinational Monitor (www.multinationalmonitor.org).

Building a Profitable Green Portfolio

http://www.corpwatch.org
http://www.stopcorporateabuse.org
http://multinationalmonitor.org


Green is good for the environment—but that doesn’t necessarily mean that a
green company is good for your portfolio’s earnings and growth. Luckily, you can
marry the two concepts, environmentally friendly and profitable, with some careful
research and planning. Many traditional investors (i.e., those investing solely based
on profit potential) used to turn their noses up at all forms of socially responsible
investing, but they’re looking much more closely at it now. Turns out that a lot of
people care about the world as much as they care about the bottom line—and that
translates to a boon for green investors. The more money that pours into green, the
more profits will be taken by environmentally conscious investors.

On top of that, truly green corporations have as much profit motive as any other
corporation. These companies are in business to make money, pure and simple.
Sure, they’re doing it in a way that helps the world, but the bottom line is the
bottom line. And as the industry takes off, green companies are poised for
substantial growth—which means capital gains for savvy investors.

Should you decide to dedicate your entire portfolio to green investing, you will
still need to follow basic investing principles to ensure success. Assessing your
current personal financial situation, time horizon, and risk tolerance comes first;
this directs every investment decision you will eventually make. Next, you must
determine the optimal asset allocation for your portfolio, allotting your investment
dollars toward stocks, bonds, funds, and other assets. And within each allocation
category, you want to make sure to diversify your holdings.



Green Resources
There are plenty of resources available to help you build an
environmentally conscious (and profitable) portfolio. Helpful websites
to visit include Good Money (www.goodmoney.com), the Forum for
Sustainable and Responsible Investment (www.ussif.org), and Social
Funds (www.socialfunds.com).

A successful green portfolio will hold some stock, some bonds, and some other
investments, such as precious metals or real estate. You will need to monitor your
green portfolio in the same way that you would a standard portfolio, weeding out
losing investments and seeking out more profitable ones. By following these
essential investing principles, your green portfolio will provide you with a nest egg
that can make you both wealthy and proud that you’ve contributed to a cleaner,
safer planet.

http://www.goodmoney.com
http://www.ussif.org
http://www.socialfunds.com


CHAPTER 9
YOUR INVESTMENT PORTFOLIO

Now that you’ve got a good idea of the kinds of investments you can make and some
of the various investing strategies you can employ, it’s time to create your portfolio.
A lot of this will depend on what kind of a person you are: your goals, your dreams,
and your personality. An investment portfolio is a very personal thing. In this
chapter, you’ll explore what you have to do to create a portfolio that both reflects
you and will make money for you.



INVESTING GOALS
Planning Your Future

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

First, make your goals specific and measurable. Don’t say you want to save more;
say you want to save $1,000 over the next twelve months. Instead of dreaming
about some far-off retirement on a tropical island, set a goal to retire with $6
million when you’re sixty-five. With goals like these, you can mark your progress
and make adjustments as necessary to help you hit your targets.



Remember Inflation
When you set your financial goals, remember to take inflation into
account. Historically, inflation has averaged about 3 percent annually.

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

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

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

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



Some independent research will be necessary. This includes due diligence on
companies where you’re considering parking some of your investment dollars, as
well as portfolio tracking and performance monitoring.

Your Investment Choices
Having all the ingredients for success is a good start, but you won’t get too far

without the recipe. If you take all the ingredients for a delicious pastry and throw
them together in equal parts, you’ll end up with an inedible brick. Developing the
art of measuring and mixing your ingredients so they work together to create
investment perfection requires patience and diligence on your part.



Components of a Portfolio
Most investment portfolios consist of several components. Usually,
they include some combination of the following:

Liquid assets (cash and equivalents)
Fixed-income securities (bonds and annuities)
Equities (stocks)
Real estate
Commodities (precious metals)
Other investments

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



RISK ASSESSMENT
Every Choice Means Risk

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

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

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

Stock-Specific Risk
Any single stock carries a specific amount of risk for the investor. You can

minimize this risk by making sure your portfolio is diversified. An investor dabbling
in one or two stocks can see his investment wiped out; although it is still possible,
the chances of that happening in a well-diversified portfolio are much more slender.
(One example would be the event of an overall bear market, as was seen in 2008–
09.) By adding a component of trend analysis to your decision-making process and
by keeping an eye on the big picture (global economics and politics, for example),
you are better equipped to prevent the kinds of devastating losses that come with an
unexpected sharp turn in the markets.



Risk of Passivity
People who don’t trust the financial markets and who feel more comfortable

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

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

Market Risk
Market risk is pretty much what it sounds like. Every time you invest money in

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

Credit Risk
Usually associated with bond investments, credit risk is the possibility that a

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



Currency Risk
Although most commonly considered in international or emerging-market

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

Interest-Rate Risk
When bond interest rates rise, the price of the bond falls (and vice versa).

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

Economic Risk
When the economy slows, corporate profits—and thus stocks—could be hurt. For

example, political instability in the Middle East makes investing there a dicey deal
at best. This is true even though much of the region is flush with oil, arguably the
commodity in greatest demand all over the planet.

What’s Your Tolerance for Risk?
Your risk level as an investor depends on many factors, including your age,

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

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



1. If someone made you an offer to invest 15 percent of your net worth in a deal
she said had an 80 percent chance of being profitable, you’d say:
A. No level of profit would be worth that kind of risk.
B. The level of profit would have to be seven times the amount I invested.
C. The level of profit would have to be three times the amount I invested.
D. The level of profit would have to be at least as much as my original

investment.

2. How comfortable would you be assuming a $10,000 debt in the hope of
achieving a $20,000 gain over the next few months?
A. Totally uncomfortable. I’d never do it.
B. Somewhat uncomfortable. I’d probably never do it.
C. Somewhat uncomfortable. But I might do it.
D. Very comfortable. I’d definitely do it.

3. You are holding a lottery ticket that’s gotten you to the finals, where you have
a 25 percent chance of winning the $100,000 jackpot. You’d be willing to sell
your ticket before the drawing, but for nothing less than:
A. $15,000
B. $20,000
C. $35,000
D. $60,000

4. How often do you bet more than $150 on one or more of these activities:
professional sports gambling, casino gambling, or lottery tickets?
A. Never.
B. Only a few times in my life.
C. Just in one of these activities in the past year.
D. In two or more of these activities in the past year.

5. If a stock you bought doubled in the year after you bought it, what would you
do?
A. Sell all my shares.
B. Sell half my shares.
C. Not sell any shares.
D. Buy more shares.

6. You have a high-yielding certificate of deposit that is about to mature, and
interest rates have dropped so much that you feel compelled to invest in



something with a higher yield. The most likely place you’d invest the money
is:
A. U.S. savings bonds.
B. A short-term bond fund.
C. A long-term bond fund.
D. A stock fund.

7. What do you do when you have to decide where to invest a large amount of
money?
A. Delay the decision.
B. Get someone else, like my broker, to decide for me.
C. Share the decision with my advisors.
D. Decide on my own.

8. Which of the following describes how you make your investment decisions?
A. Never on my own.
B. Sometimes on my own.
C. Often on my own.
D. Totally on my own.

9. How is your luck in investing?
A. Terrible.
B. Average.
C. Better than average.
D. Fantastic.

10. Finish the following sentence: My investments are successful mainly
because:
A. Fate is always on my side.
B. I was in the right place at the right time.
C. When opportunities arose, I took advantage of them.
D. I carefully planned them to work out that way.

Give yourself one point for each A answer, two points for each B answer, three
points for each C answer, and four points for each D answer.

If you scored nineteen points or fewer, you’re a conservative investor who
feels uncomfortable taking risks. You probably realize you will have to take some
calculated risks to attain your financial goals, but this doesn’t mean you will be
comfortable doing so.



If you scored between twenty and twenty-nine points, you’re a moderate
investor who feels comfortable taking moderate risks. You are probably willing to
take reasonable risks without a great deal of discomfort.

If you scored thirty or more points, you’re an aggressive investor who is
willing to take high risks in search of high returns. You are not greatly stressed by
taking significant risks.

Typical behavior indicates that most investors either don’t understand risk or
choose to ignore it. When the market is rising, money floods into stocks and mutual
funds, even as each upward move in price increases risk and reduces potential
returns. In a bear market, many investors engage in near-panic selling, even though
each drop in price decreases risk and increases potential returns. For most
investors, the two most effective ways to manage risk are to limit your aggressive
exposure to a small part of the whole portfolio and to stick with your program once
you have embarked on it.

The Power of Time
Time is one of the most important factors when it comes to growing your nest

egg: The sooner you start, the more time your money has to work for you. In the
business of finances, it’s called the time value of money, and successful investors
take full advantage of it. Part of the time value comes from your saving and
investing; with more time, you’ll be able to put away more money. A bigger part,
though, comes from the magic of compounding.

Compounding sounds confusing, but it’s really quite straightforward.
Compounding refers to the money generated by your investments earning money.
For example, you deposit $1,000 into your bank account and earn $100 in interest
on that deposit the first year. The second year, you earn interest on the entire
amount in your account—$1,100—not just your initial investment. By reinvesting
your earnings, you can fully capture the power of compounding and watch your
wealth grow more quickly.



DIVERSIFICATION 
Reducing Risk

Diversification simply means dividing your investments among a variety of types.
It’s one of the best ways to protect your portfolio from the pendulum swings of the
economy and the financial markets. Since your portfolio will hold many different
securities, a decline in the value of one security may be offset by the rise in value of
another. For example, bonds often perform well when stocks are performing poorly.



You Can Never Eliminate Risk
No matter how diversified your portfolio, you can never completely
eliminate risk. You can reduce the risk associated with individual
stocks, but general market risks affect nearly every stock, so it is
important to also diversify among different assets. The key is to find
a medium between risk and return.

Diversification takes different forms. For example, you can diversify your
common stock holdings by purchasing stocks representing many different
industries. That would be safer than concentrating in a single sector, such as
holding only technology stocks. You can diversify your bond holdings by buying a
mixture of high-quality bonds and some lower-rated bonds. The high-quality bonds
tend to reduce the overall risk associated with the bond portfolio, while the lower-
rated bonds may increase your overall returns (as they typically pay more interest).

You can also diversify with time. For example, your portfolio could include thirty-
year corporate bonds and five-year Treasury notes. Long-term bonds typically offer
higher interest rates than short-term ones, but short-term investments give you
more flexibility to take advantage of fluctuating interest rates.



Preferred Stock
Preferred stock is often considered a fixed-income investment, even
though it’s technically an equity investment. That’s because preferred
stock shares typically come with fixed, guaranteed dividend
payments, a form of steady income. In fact, preferred stock is
sometimes referred to as “the stock that acts like a bond.”

Another important form of diversification is obtained when you invest in
different types of securities—stocks, bonds, real estate, and money market
instruments, to name the major investment types or asset classes. Diversifying your
holdings over several asset classes, particularly among those that tend to perform
differently under the same economic circumstances, adds an extra layer of
protection to your portfolio.

Asset Allocation
Investors often find the concept of asset allocation confusing or intimidating—at

least initially. But it’s actually quite simple. Asset allocation is nothing more than
determining in which types of assets your investment capital should be placed. This
determination is based on variables like net worth, time frame, risk acceptance, and
other assets the investor owns. Generally, properly allocating your investment
dollars means assembling a portfolio primarily from the three major asset
categories: cash, fixed income, and equities. Cash includes money in the bank and
short-term investments such as U.S. Treasury bills and money market mutual
funds, both of which are considered “cash equivalents,” meaning they can be very
quickly converted to cash. Fixed-income investments include bonds, guaranteed
investment certificates, and other interest-generating securities. Equities are stock
market investments. Equities can be further subdivided into more specific
categories, such as value and growth.



How Long Are You In For?
When establishing an asset allocation strategy, first determine how
long you’ll be investing. Decide how much risk you can take. Next,
pick a target mix that’s right for you, and select investments that will
help you achieve that mix. Adjust your investments gradually. Start
with your future deferrals to match your asset mix and redirect
existing balances to fit into your overall plan.

It is a tricky business to achieve the right mix of stock types (small, mid, and large
caps, as well as internationals, just to name a few) and bonds (short-, medium-, and
long-term, corporate and government) for maximum return. To complicate matters,
you must take into account your volatility tolerance and the diversity of your
investments. For that reason, considering whether to consult a qualified financial
planner or advisor to help you during this critical planning stage should be at the
top of your investment to-do list.

Time and Asset Allocation
Many financial advisors say, quite sensibly, that your asset allocation plan

depends on where you are in life. If you’re just starting out, a long-term strategy
that emphasizes stocks is advised. This strategy tends to emphasize growth of assets
by investing in more aggressive stocks. In order to moderate risk, it may also
include a commitment to income investments, such as bonds. An example of a
portfolio that employs a long-term strategy may include 70 percent equities, 25
percent bonds, and 5 percent short-term instruments or cash.

If you’re nearing or are in retirement, advisors often advocate a short-term
strategy that relies more heavily on bonds to place more emphasis on capital
preservation. This strategy is designed to emphasize current income, capital
preservation, and liquidity while maintaining a smaller portion of the portfolio in
stocks for growth potential. An example of a portfolio that employs a short-term
strategy may include 50 percent bonds, 20 percent equities, and 30 percent short-
term instruments or cash.

Two Ways to Allocate Assets



There are two primary ways of allocating assets. The first method is to use a
stable policy over time. Based on your income needs and risk tolerance, you might
pursue a balanced strategy. This might require putting 25 percent of your dollars in
each class of assets, such as stocks, bonds, cash, and real estate. Each quarter or
year, rebalance those dollars to maintain your original allocation of 25 percent in
each class. This forces you to sell off some of the best-performing assets while
buying more of the weakest performers. This allocation system eliminates the need
to make decisions on the expected return for each class and instead allows for more
stable returns over long periods of time.

The alternative is an active strategy. Use your tolerance for risk and your long-
term goals as the basis for your allocations to each class. Thus, if you need a good
mix of growth and income, you might allow your investment in stocks to range from
35 percent to 65 percent of your portfolio, based on the market. You would develop
these ranges for each asset class.

Obviously, an active strategy requires a lot of homework and a good knowledge of
the financial markets and what impacts them. You’ll have to track your investments
at least weekly and adjust your holdings based on your revised expectations—as well
as on their actual performance. You’ll also have to take into account greater market
forces and trends, changes in the global political and economic scene, and even
seasonal differences in sector performance. If you consistently make the right calls
(an outcome that becomes more frequent as you gain experience and insight), you
can make substantially higher returns.

Organizing your asset allocation campaign is a fairly straightforward process once
you get the hang of it. Keep in mind, though, that your asset allocation plan is
subject to change over time; what’s right for you today may not be five years from
now. Your asset allocation strategy can be changed to accommodate your life
changes.

A Lifelong Investing Strategy
Your investing needs and strategies will change over time, depending on both

your age and the stage of life you’re in. The portfolio of a thirty-year-old with very
young children will be vastly different than that of a thirty-year-old with no children
or a forty-year-old with very young children.



Where Does Asset Allocation Start?
The simplest way to get started is through the old rule of thumb: 100
minus your age, where the result is your stock allocation percentage,
with the rest of your portfolio allocated to fixed-income investments
and cash. This oversimplified method won’t deliver the perfect
allocation ratio, but it makes a good starting point.

With that in mind, there are several lifestyle factors to take into account as you
design your portfolio. Along with your age, you will want to consider factors like:

Your current and future family situation
Your current and future employment prospects (especially if you plan to open
your own business)
Your current and expected debt levels

As these factors change, so will your investing strategies and asset allocation
choices. For example, as your life progresses or as your time horizons shorten, your
asset allocation strategy may shift away from growth and toward wealth
preservation.

Another thing to keep in mind as you’re mapping out your investment strategy:
You can make adjustments when necessary. Life throws up challenges (like finding
out you’re having twins) and delivers surprises (like inheriting $500,000 from a
long-lost relative). Though your overall strategy will not (and should not) change
frequently, there is enough flexibility to make changes when the need arises.



YOUR INVESTOR PROFILE
Personalizing Your Investments

Managing your own expectations is a big part of your investment planning process,
and it starts with figuring out exactly what kind of investor you are. Once you know
that, the rest of your investment planning will fall into place much more easily.
Though there are many subtle variations in investor profiles, the two main types are
buy-and-hold and market timing. Where you are along the time horizon, your risk
tolerance, and your personal style all factor in to the type of investor you will be.

Here are some good questions to ask yourself to determine your investor profile:

1. Do market fluctuations keep me awake at night?
2. Am I unfamiliar with investing?
3. Do I consider myself more a saver than an investor?
4. Am I fearful of losing 25 percent of my assets in a few days or weeks?
5. Am I comfortable with the ups and downs of the securities markets?
6. Am I knowledgeable about investing and the securities markets?
7. Am I investing for a long-term goal?
8. Can I withstand considerable short-term losses?

If you answered yes to the first four questions, you are most likely a conservative
investor. If you answered yes to the last four questions, you are more likely an
aggressive investor. If you fall somewhere in between, you could call yourself a
moderate investor. Conservative investors typically follow the buy-and-hold
strategy, whereas aggressive investors are often market timers. As you might expect,
moderate investors tend to mix the two types into one blended profile.

Buy-and-Hold Investing
When it comes to buy-and-hold investing, you may have heard that it doesn’t

really matter what the market is doing when you get in, as long as you stay in.
There’s a great deal of truth in that line of thinking. Studies show that stocks can
grow on average up to 10 to 12 percent annually, and long-term U.S. Treasury
instruments can grow at a rate of up to 6 to 8 percent per year. Combined with the
miracle of compounding, a long-term outlook coupled with a solid, disciplined



investment strategy can yield big bucks over twenty, thirty, and especially forty-plus
years.

The trick is in staying in the markets and not missing their sharp upturns. People
who engage in market timing—market timers, those Wall Street daredevils who try
to get in and out of the stock market at the most optimal moments—risk missing
those market spikes. And that money is hard to make back.

The Downside of Market Timing
Market timers also generally experience higher transaction costs compared to

those of a buy-and-hold strategy. Every time an investor sells or buys securities, a
transaction fee is incurred. Even if the market timer achieves above-average
returns, the transaction costs could negate the superior performance. Plus, trying to
time the market can create additional risk. Consider the time period from 1962 to
1991. An investor who bought common stocks in 1962 would have realized a return
of 10.3 percent with a buy-and-hold strategy. If that same investor tried to time the
market and missed just twelve of the best-performing months (out of a total of 348
months), the return would have been only 5.4 percent. It must be admitted that
there’s a flip side to this theory. If the investor had jumped out of the market during
its worst periods (like the 1987 crash and several subsequent bear markets), returns
would have been even higher than if he’d stayed invested during the downturns.

One additional negative aspect of using market-timing techniques is tax reporting
complications. Going in and out of the market several times in one tax year
(sometimes several times in a month) generates numerous taxable gain and loss
transactions, all of which must be accounted for on your income tax return.



STOCKBROKERS
Your Investment Advisers

As an investor, you have multiple options for choosing a stockbroker. Before you
make your selection, you need to evaluate your needs, comfort level, personal
commitment, and available time for research, as well as your desire to be personally
involved in your investment portfolio. Also be sure you are aware of any fees
associated with your choice.

Discount Brokers
If you are ready, willing, and able to investigate potential companies on your own,

then a discount broker may fit the bill. Many individuals find that taking charge of
their investments is an empowering experience. Once they become acquainted with
all of the available information, many investors feel like they are in the best
position to handle their own investments, and are happy to be in the driver’s seat.

Commissions charged by brokerage houses were deregulated in 1975, and this
decision was truly the beginning of the ascent of the discount broker. Trades could
be conducted for far less money than investors were used to paying at full-service
brokerage firms like Morgan Stanley Wealth Management. Discount brokers are
now offering more services than ever before. Combine that with today’s newer and
faster technology, and investors have all of the investment information they need
right at their disposal.

With the explosive development of the Internet, the opportunity for self-
education is virtually limitless. Beginning investors now have access to many of the
same resources as full-service brokers. With this access to data, the demand for full-
service brokers is diminishing. A little enthusiasm and determination on your part
can pay off. With the wealth of online information, you can stay informed on
everything from a company’s new introduction to the ten most highly traded stocks
on any given day.



Online Brokers
TD Ameritrade and other online brokers are available only on the
Internet; there is no option to walk into a traditional broker’s office
and talk with someone face-to-face. Online brokers are expanding the
range of services they offer over the Internet and are starting to
catch up with full-service brokers in areas like float allocation and
research distribution.

Some of the best Internet sites were created by financial institutions, and
investors have access to everything with just the click of a mouse—from real-time
quotes to analyst reports to stock market basics. You can even communicate with
other investors, who may offer you some great investment ideas. The proliferation
of online discount brokers has made it possible to trade around the clock for a
nominal fee. In some cases, you can make trades for under $10. Trading online is
ideal if you have done your homework and know exactly which stock you want to
own.

Full-Service Brokers
If you want someone else to do most of the legwork, you might opt for a full-

service broker. Of course, full-service brokers charge a premium for their input.
There is no guarantee that a full-service broker will steer you in the direction of
massive capital gains. It is also true that many such brokers tend to pay more
attention to their large accounts (clients investing more than $250,000, for
example) than the smaller ones.

Some experts believe that if you have investments totaling more than $100,000,
you may want to explore the possibility of using a full-service broker. Find a broker
who both shares your basic investment philosophy and gives you several
investment options to choose from. Choose a broker with a minimum of five years
of investment experience. You want someone who has traded in both bull and bear
markets.



Get Recommendations
If you want to work with a full-service broker, get a reference from
someone you know and trust. Be on the lookout for brokers who
engage in churning, a term for trades conducted purely to generate
commissions. Churning is especially beneficial to brokers who work
on commission—the more trades they make, the more pay they take
home.

It’s perfectly acceptable (and advisable) to interview potential brokers. Ask how
long they have been in this business and about their formal education, their
investment philosophy, and what sources they use to get the majority of their
information. You may want to find out which investment publications they read
regularly and which they find most helpful and why. Find out if they rely only on
their brokerage firm’s reports when making stock recommendations. You can also
ask more pointed questions, like how their clients fared during the 2007–09 bear
market, or what strategies they use to protect their clients from downturns. Also
make sure the broker provides you with a written list of upfront fees you’ll be
charged, along with an explanation of when charges will be incurred. If the broker
gives you the runaround or refuses to answer your questions, find someone else to
work with.

Monitoring the Brokers
Becoming acquainted with the broker fee structure is crucial. In many cases, you

may be charged for services you didn’t know you were getting—and wouldn’t use
even if you knew you could. You also want to inquire about the fees associated with
opening, maintaining, and closing an account; getting checks; participating in
investment profiles; buying and selling securities; and attending various seminars.
To circumvent potential discrepancies, it’s important that you obtain this
information in writing and in advance—and not after the fact.

The Financial Industry Regulatory Authority (FINRA) can answer your questions
about the practices of a particular broker by looking up his past record regarding any
disciplinary actions taken or complaints that have been registered against him. They
can also confirm whether the broker is licensed to conduct business in your state.



Origins of FINRA
FINRA was created in July 2007 when the National Association of
Securities Dealers (NASD) merged with the regulation committee of
the NYSE. Before that, the NASD took the lead with consumer-broker
issues. The NASD also had primary responsibility for the running of
the NASDAQ exchange and other over-the-counter markets, as well
as administering licensing exams for financial professionals.

In addition to being the primary nongovernmental agency dedicated to protecting
the investing public, FINRA also regulates every securities firm that operates in the
United States—more than 4,000 firms. To get the job done, FINRA employs about
3,500 professionals throughout the United States, with its main offices in New York
City and Washington DC.

Financial Planners
Another stock-trading option is to hire a professional financial planner. These

people go beyond handling just your investments—they can aid you in matters
relating to insurance, taxes, trusts, and real estate. The cost of doing business with a
financial planner can vary considerably. If you opt for a financial planner, it may be
better to pay a set fee rather than commissions. If the planner works on
commission alone, it may be in her best interest to encourage heavy trading. While
some planners charge a flat hourly rate, others may charge a fee that is based on
your total assets and trading activity. In this type of arrangement, you are
responsible for paying the financial planner even if you do not follow any of her
suggestions. Other planners operate with a combination of fee-based charges and
commission. Here, you may pay less per trade, but you are also responsible for
paying additional fees.

Working with an Investment Club
When a group of people get together, pool their money, and use it to make

investments, you’ve got an investment club. Technically speaking, investment clubs
are usually set up as partnerships. Each member plays his part by studying a specific
investment (or two), then presenting his findings to the group. Then, the group
votes to decide which investments to buy and which to sell. Generally, each club



member actively participates in investment decisions. Club meetings are often fun
as well as educational.



Does BetterInvesting Host Any
Events?
The group’s many chapters hold a variety of learning events for
members. The events include investors’ fairs to give groups the
opportunity to see presentations from corporations like Home Depot,
General Electric, and Intel. Visit www.betterinvesting.org to see a
schedule of events.

Some of the most successful clubs witness the best results when members
develop a cohesive investment strategy and stick with it. In most instances, a long-
term strategy of buying and holding stocks is the best approach. Such an
undertaking is a great way for new investors to get acquainted with basic investing
techniques and for experienced investors to sharpen their skills. Members can share
ideas and learn from each other’s mistakes.

Investment clubs tend to invest in individual stocks. It is suggested that members
invest a set amount on an ongoing basis, reinvest dividends along with capital gains,
and invest in a variety of different types of growth stocks. Such clubs make good use
of dollar-cost averaging, investing a predetermined sum of money on an ongoing
basis as opposed to making an investment in one lump sum. When a stock’s price
goes down, each investor gets more shares for his fixed investment amount.
Conversely, the investor receives fewer shares for that fixed amount when the
stock’s price increases.

http://www.betterinvesting.org/


CHAPTER 10
ADVICE FROM THE PROS

Investing isn’t a high-profile profession. Very often, the hard-working people who
work on Wall Street and elsewhere make money for themselves and their clients
without getting covered on the evening entertainment news shows. Nonetheless,
there are some investors who’ve become well known and whose thoughts on
investing have guided many others in the market. Almost all of them have written
books (or had books written about them), which you can read to get a better feeling
for their investing philosophies.



BENJAMIN GRAHAM (1894–
1976)
The Father of Value Investing

If there’s someone who’s considered the guru of modern stock investing, Benjamin
Graham is probably as close as we can get. The father of value investing, he was a
direct inspiration on Warren Buffett, one of today’s most successful investors.

Graham was born in England but moved to New York at a very early age. He grew
up in the city, graduated from Columbia University, and took a job on Wall Street.
(Ironically, in light of his later revered status as an analyst, he lost most of his
money in the market crash in 1929.) He wrote Security Analysis with David Dodd in
1934 and The Intelligent Investor in 1949. The latter is often regarded as one of the
most important texts in the history of modern investing.

Investing versus Speculation
Graham’s philosophy of investing is spelled out in a distinction he made in

Security Analysis between investment and speculation. Investment, he believed,
was based on detailed analysis, one that ensured you a reasonable amount of risk
and a good return on investment. Everything else—that is to say, putting your
money into stocks or bonds without analysis—was speculation.

Careful analysis is at the heart of Graham’s method. He rejected technical
analysis and the temporary fluctuations of the market and individual stock prices in
favor of a study of company fundamentals and long-term trends.



The Passive Investor and the Active
Investor
Graham distinguished between the defensive investor, who buys for
the long haul and lets his stocks ride without putting much effort into
analyzing them, and the active investor (such as himself) who studies
the market and looks for investment opportunities.

Graham’s losses in the stock market during the Depression convinced him that it
was possible to find bargains in a declining market. Careful study would reveal
those companies whose shares were trading on the market at a level below the
companies’ assessed value. This is the heart of value investing—the notion that the
price of a stock will, sooner or later, reflect its company’s true value.

Mr. Market
Graham assumed that the market is like a partner, whom he called Mr. Market.

This imaginary figure is constantly offering to sell stocks to you or buy stocks from
you. You’re free to listen to these offers with the understanding that not all of them
are worthy of consideration. If you don’t like the offer, you can walk away, because
Mr. Market will be there tomorrow with a different offer. Graham believed that the
average investor had the ability to ignore the market rather than take a bad deal.
This is far better than a constant participation in the market, which forces the
investor to assume all of the market’s volatility and silly ups and downs.

“A stock is not just a ticker symbol or an electronic blip; it is an ownership
interest in an actual business, with an underlying value that does not depend

on its share price.”

—Jason Zweig



Securities Analysis
It’s been said, rightly, that Graham essentially invented the
profession of securities analysis. He also played an important role in
the Securities Act of 1933, which forced companies to make accurate
financial disclosures. Graham had, of course, a direct interest in
seeing the release of accurate financial data, given the nature of his
analysis.

The Teacher and the Trader
Graham taught a class in securities analysis at Columbia and was widely praised

(by Buffett, among others) for being generous with his time and advice. He spent
much of the last part of his life working out formulas to help novice investors make
money in the market.

Prominent Investors Influenced by Graham

Warren Buffett
Charlie Munger
Peter Lynch
John Templeton
Jerome Chazen



WARREN BUFFETT (1930–)
The Wizard of Omaha

Whenever list makers tally up the richest men in America, you can be sure to find
Warren Buffett at or near the top of the list. Buffett, often referred to as the Wizard
of Omaha, is conservatively estimated to be worth in the region of $64 billion.

Value Investing Devotee
Buffett bought his first stocks (three shares of an oil and gas company; he also

bought three for his sister) when he was eleven. He concentrated on accumulating
money, saving $1,000 from his paper route. He used this money to create other
businesses, and eventually saved $2,000, with which he bought a farm near his
home in Omaha, Nebraska. That farm paid his way through the University of
Pennsylvania. Searching for a place to do his graduate studies, he hit on Columbia,
where he studied under Benjamin Graham and absorbed the older man’s theories
about investing. He and Graham became lifelong friends, and Graham was the
major influence on Buffett’s style of investing.

Buffett is famous as well for a kind of common-sense approach to investing. He
believes in the adage, “Buy what you know,” and disdains the kind of fancy
maneuvering in the upper circles of the financial world characteristic of George
Soros.

Although he is one of the world’s richest people, Buffett lives modestly and
spends a great deal of his spare time playing bridge with his wife and friends.

“Price is what you pay. Value is what you get.”

—Warren Buffett



Philanthropy
Buffett has been highly critical of the inequality of wealth in the
United States and has stated on a number of occasions that he
doesn’t believe in the concept of inherited wealth. He has given large
sums to various charities and projects (often partnering with
billionaire Bill Gates) and has indicated that he intends to give away
virtually his entire fortune before he dies.

Berkshire Hathaway
In 1962 Buffett began buying stock in the textile firm Berkshire Hathaway. By

1964 he owned a majority of the company and gradually began expanding its
holdings. Currently the company has diversified across a wide range of businesses,
and its stock is one of the highest valued on the New York Stock Exchange. Buffett’s
leadership of the company has been widely hailed, and he is considered to provide
an important example of corporate vision as well as a strong measure of social
responsibility.



PETER LYNCH (1944–)
Own What You Know

Born in 1944, Lynch is primarily hailed as the extraordinarily successful manager of
the Magellan Fund at Fidelity Investments. Under his stewardship, the fund, valued
at approximately $18 million when he took over its management in 1977, was
valued at $14 billion thirteen years later when he retired.

Unlike Graham and Buffett, who had (and have, in Buffett’s case) distinct
investment styles, Lynch moved from philosophy to philosophy without adopting
any one in particular. At the same time, he grew famous for certain aphorisms, the
most well known of which is: Invest in what you know.

Eight Rules of Investing
Lynch became an intern at Fidelity (after caddying for Fidelity’s president D.

George Sullivan at a swank Massachusetts country club). He gradually moved up
the corporate ladder to become the company’s director of research. In this position,
he was in a unique spot from which he could observe the firm’s investments and
what worked and didn’t.

Lynch’s principles have been summed up in the following eight mantras:

1. Own what you know.
2. Don’t try to predict what the economy and interest rates will do.
3. Learn from your mistakes.
4. Buy good, well-managed businesses.
5. Don’t rush in identifying the right companies to buy.
6. You should always be able to explain a purchase.
7. Avoid long shots.
8. Don’t take your eye off the ball.

Number four is particularly important from his standpoint. He famously said, “Go
for a business that any idiot can run—because sooner or later, any idiot is probably
going to run it.” Like Graham and Buffett, he believed in analysis, although he
argued strongly that this analysis should be applied to companies more than to



markets. “If you spend more than thirteen minutes analyzing economic and market
forecasts,” he remarked, “you’ve wasted ten minutes.”



Ten Baggers
While in college, through caddying and other means, Lynch acquired
a $1,000 investing stake. With it, he bought stock in an airplane
company called Flying Tiger. “I thought this air cargo was going to be
a thing of the future,” he said in an interview. “And I bought it and it
got really lucky because it went up for another reason. The Vietnam
War started and they basically hauled a lot of troops to Vietnam in
airplanes and the stock went up, I think, nine- or ten-fold and I had
my first ten bagger.” The term “ten bagger,” which Lynch invented,
refers to a stock that grows in value to ten times its purchase price.

Lynch has argued that a good portfolio doesn’t need all its stocks to perform in an
outstanding way. What you need, he claims, is one or two ten baggers, against other
stocks that are merely good to mediocre in performance. “In this business,” he says,
“if you’re good, you’re right six times out of ten. You’re never going to be right nine
times out of ten. This is not like pure science where you go, ‘Aha,’ and you’ve got the
answer.”



JACK BOGLE (1929–)
Mutual Fund Guru

Thanks to his 1999 book Common Sense on Mutual Funds, John Clifton “Jack”
Bogle is known to many investors as the guru of mutual fund investing. After
graduating from Princeton, Bogle worked for Wellington Management Company. In
1974 he founded the Vanguard Group, which has become a widely respected mutual
fund investor.



Predicting the Future
In his 1951 Princeton thesis on mutual funds, Bogle argued against
the prevailing wisdom (mainly that of noted economist John Maynard
Keynes) that mutual funds managers would focus on short-term gains
rather than long-term trends. “Alas,” he writes, “the sophisticated and
analytic focus on enterprise that I had predicted from the industry’s
expert professional investors has failed to materialize . . . Call the
score, Keynes 1, Bogle 0.”

Bogle has consistently recommended investing in low-cost index funds that are
passively managed. His recommendations include:

Keep it simple.
Minimize investment costs such as fees.
Invest with an eye to the long term rather than focusing on short-term gain.
Use fundamental analysis rather than emotion to make investment decisions.
Concentrate investments on index funds.

Among those who have hailed Bogle’s strategies is television’s money man, Jim
Cramer, who on several occasions indicated his agreement with the idea of
concentrating investments on index funds.

“Financial markets are far too complex to isolate any single variable with ease,
as if conducting a scientific experiment. The record is utterly bereft of evidence

that definitive predictions of short-term fluctuations in stock prices can be
made with consistent accuracy.”

—John C. Bogle

Hold for the Long Run
Bogle is strongly opposed to constant manipulation of a fund-based portfolio and

instead recommends buying and holding for a long time. He is an advocate of
passive management of mutual funds. He also suggests that past performance
should be used as a guide to future performance (generally a tenet of fundamental
analysis), but cautions against overrating past fund performance.

All in all, Bogle’s guide to investing is probably more oriented to the kind of
investments held by most Americans than the principles of Graham, Buffett, or



Lynch. But all of these investment gurus offer valuable lessons if you want to use
your money to make more money.



Investing is all about helping your money make more money. Stocks and
bonds are important ways of doing this, but they are not the only ways.
You can build a portfolio of commodities, precious metals, currency, and

other investments.
Photo credit: © aoo3771/123RF

Wall Street, in the heart of New York’s financial district, is where billions
of dollars’ worth of stocks, bonds, commodities, and other investments

are bought and sold.
Photo credit: © Songquan Deng/123RF



Inside the stock exchanges, boards indicate to traders the high and low
prices of stocks and bonds. Based on this, traders make determinations

about what to sell and what to buy, making profits for their clients.
Photo credit: © Nakit Jaroonsrirak/123RF

On the trading floor of the Chicago Board of Trade, brokers buy and sell
commodities as futures contracts—that is, the contracts will be fulfilled in
the future at the price negotiated now. Such contracts can be a valuable

investment.
Photo credit: © Visions Of America LLC/123RF



Currency trading can be an important element of your portfolio. The
success of currency trading depends on correctly anticipating changes in

the exchange rate between different currencies.
Photo credit: © iStockphoto.com/Jaap2

In 2008–09, the economy faltered, the housing market collapsed, and
many businesses were shuttered. Investors learned the importance of

protecting their portfolios through diversity and through shifting rapidly
into less risky areas, such as bonds and cash.

http://www.iStockphoto.com/Jaap2


Photo credit: © iStockphoto.com/Joseph Clemson

Real estate has recovered from its collapse during the 2008 recession and
is once more beginning to be an important avenue for investment.

Photo credit: © iStockphoto.com/kickstand

Day traders and short-term traders make extensive use of candlestick
charts, which show the stock’s open, close, high, and low for one day.

Study of such charts is part of what is called “technical analysis.”
Photo credit: © iStockphoto.com/baianliang
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Gold and other precious metals can be an important and highly profitable
investment. Those who buy and hold gold for an extensive period are

called “goldbugs.”
Photo credit: © iStockphoto.com/Stiggdriver

The Federal Reserve in Washington DC sets interest rates, which can play
a big role in determining how the economy functions and how your

investments will build your wealth.
Photo credit: © WANGKUN JIA/123RF
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