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Asset allocation.  This is the process of managing risk in your investment portfolio.  Asset allocation is the process of allocating assets between various asset classes.  It determines the risk of the portfolio and is the percentage allocated to each of the different asset classes.

Asset classes.  Asset classes are broad categories of investments with specific (and similar) risk and return characteristics.  Asset classes are distinguished by characteristics specific to particular groups of securities, such as type of financial instrument, market capitalization, maturity, geographic location, etc.  The major asset classes are cash and cash equivalents, fixed income, and equities.

Blend stocks.  These are stock that are a part of both value and growth.

Cash and Cash Equivalents.  Cash and cash equivalents is an asset class whose major goal is liquidity and to preserve capital.  Cash includes CDs, money market funds, T-bills, and commercial paper, etc.  It also includes short-term interest-bearing investments such as treasury bills and savings bonds, loans to the U.S. government, commercial paper, and loans to corporations.  It is a good investment asset class for money you plan to use in less than 3-5 years and don’t want to take risks.  It is less attractive as medium-to-long-term investments (> 5 years) as returns on cash and cash equivalents are unlikely to keep up with inflation.

DALBAR.  DALBAR is a private company that does research on investor returns.  It puts out an annual survey in a book titles “Quantitative Analysis of Investor Behavior.”  It discusses how average equity fund investors have done versus benchmarks over the past 20 years in the equity, fixed income, and balanced categories.

Day trading.  The process where someone with limited experience and minimal investment tools in the market trades on a daily basis with an expectation to outperform institutions with significant experience and very expensive tools.  It is generally not investing, rather it is speculating.

Diversification.  Diversification is the process of allocating your assets so they are not concentrated in a single asset class.  It is “not putting all your eggs in one basket”.  Having a diversified portfolio in many different asset classes is your key defense against risk

Emerging Market stocks and emerging market mutual funds.  These are stocks or mutual funds of companies that trade in the countries not considered develop by the IMF.  These are often smaller companies in smaller markets.   International investments involve additional risks, which include differences in financial accounting standards, currency fluctuations, political instability, foreign taxes and regulations, and the potential for illiquid markets.

Equities (or Stocks).  Equities are an asset class that provides growth and earns returns in excess of inflation.  Over longer periods of time, the stock market historically has been the only major asset class to consistently outpace inflation.  Equity ownership is ownership in a businesses’ earnings and assets.  Equity asset classes are delineated by market capitalization (which is shares outstanding multiplied by the stock's current market price), type of company (growth versus value), and geographic area.  The benchmarks for equity asset classes can be generally defined as capitalization:  Large, mid, and small; type:  Growth, blend, and value; or geographic area:  US, international, global and emerging markets.  Equities have offered the highest return of the major asset classes historically and have been a good investment for long-term investing—they have consistently beat inflation over the long-term.  However, they offer less stability of principal than other asset classes, and subject to short-term price fluctuations (so very risky for short-term investments).

Financial assets/instruments.  These are different types of securities that are sold in financial markets.

Financial markets.  Markets in which financial securities or assets are bought and sold.

Fixed Income.  Fixed income is an asset class  that attempts to provide income and to earn returns in excess of inflation.  There are two different types of fixed income assets:  Taxable bonds.  Taxable bonds include U.S. Treasuries, corporate bonds and agency issues (bonds issued by U.S. government agencies, like Ginnie Mae).  Tax-free bonds include revenue or general obligation bonds issued by local or state governments and agencies. Such bonds are generally free from federal and state taxes.  Fixed income includes short-term bonds/bond funds, intermediate-term bonds/bond funds, and long-term bonds/junk bonds/bond funds issued by governments or corporations.  Fixed income offers greater returns than cash, but with greater risk.  It offers good diversification tool when holding a long-term stock portfolio, as bonds move differently than stocks.  However, returns have been historically lower than stocks, they are very susceptible to interest rate and other risks, and generally, fixed income assets alone are not good long-term investments because they don’t provide enough growth to beat inflation over long periods of time. 

Global stocks and global stock mutual funds.  These are stocks or mutual funds of companies that contain a mixture of U.S. and foreign or international holdings.  International investments involve additional risks, which include differences in financial accounting standards, currency fluctuations, political instability, foreign taxes and regulations, and the potential for illiquid markets. 

Growth stocks.  These are fast-track companies whose earnings are expected to grow very rapidly.  Frequently these are companies developing new technologies or new ways of doing things.

International stocks and international mutual funds.  These are stocks or mutual funds of companies based entirely outside the U.S. These can be of any size (small-cap, large-cap), any type (value, growth) and from any part of the world outside the US. International investments involve additional risks, which include differences in financial accounting standards, currency fluctuations, political instability, foreign taxes and regulations, and the potential for illiquid markets. 

Large-cap (capitalization) stocks.  Large caps are stocks with a market capitalization greater than roughly $10 billion in the US, and smaller capitalizations for international companies.  These are the generally the largest, most well established companies in the US, with a history of sales and earnings as well as notable market share.  These are generally mature corporations with a long track record of steady growth and dividends.

Market capitalization.  It is one measure of the size of a company.  It is calculated by multiplying the market price of the stock by the number of shares (i.e. ownership pieces) outstanding.  The greater the capitalization, the larger the company.  Market capitalization is used to weight companies in various benchmarks and to determine certain classes of companies, i.e. large-cap, mid-cap, small-cap, etc.

Mid-cap or mid-capitalization stocks.  These are stocks with capitalization between roughly $2 billion and $10 billion.  These stocks tend to grow faster than big cap companies, and are generally less volatile than small cap companies.  Mid-caps generally perform similar to the small-cap asset class. For asset-allocation purposes, mid-caps are generally not considered a major asset class. 

Risk.  Risk is the possibility of having a return different from what was expected, whether it is losing all your money, losing principle, or not achieving a specific rate of return.  There are many different types of risk including: inflation, business, interest rate, financial, market, political and regulatory, exchange rate, call, and liquidity risk.

Small-cap or small capitalization stocks.  Small-cap stocks are companies with a market capitalization less than $2 billion.  These are smaller, sometimes newer, US and global companies that are still developing and may have a smaller market share than their large-cap counterparts.

Taxable bonds.  Taxable bonds include U.S. Treasuries, corporate bonds and agency issues (bonds issued by U.S. government agencies, like Ginnie Mae).  

Tax-free bonds.  Tax-free bonds include revenue or general obligation bonds issued by local or state governments and agencies. Such bonds are generally free from federal and state taxes.  

Value stocks.  These are inexpensive (in terms of low PE and low P/BV ratios), companies that have potential for good long-term return through both appreciation and dividends.
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