Personal Finance: Another Perspective

Investing §:

Selecting Financial Assets

Updated 2019-10-29




Objectives

A. Understand why you should wait to pick stocks
(until your assets have grown substantially)

B. Understand where to find important information on
mutual funds and stocks and taxes on financial assets

C. Understand what makes a good mutual fund and
the big deal about index funds

D. Understand how to pick the mutual/index funds for
your portfolio

E. Understand plans and strategies for picking
financial assets




A. Understand why you shouldn’t be
picking stocks until later
 Why have we not yet talked about picking
stocks?

* There are five major reasons why we have not talked
about picking stocks. Picking single stocks initially
violates the following investing principles:

e 1. Prnciple 3: Stay Diversified

 Picking single stocks violates the principle of
diversification, especially when you are just
beginning to build your portfolio
« With a small portfolio, 1t 1s difficult to achieve
acceptable diversification with limited numbers
of stocks
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Stock Selection Strategies (continued

e 2. Principle 4: Invest Low-cost and tax-efficiently

 Investing in stocks when you have a small portfolio
(Iess than $500,000) is very expensive.

« Transactions costs for purchasing stocks are
among the highest of any major asset class

3. Principle 6: Know What You Invest In

» Picking stocks when you have not developed the
knowledge and skill base necessary to evaluate
stocks 1s very risky, bordering on speculation or
gambling

* Most (and this includes Finance students) have
not yet developed the skills needed to make
good stock selection decisions for a portfolio




Stock Selection Strategies (continued

4. Principle 8: Don’t spend too much time trying to
“Beat the Market”

 Picking stocks 1s very difficult and challenging task

e There 1s so much more to be learned about
valuation that can’t be taught 1n a single class.

[ have given only the very basics in this course

5. Stock selection 1s not required to have a successful
investment portfolio

 While 1t 1s intellectually challenging to select
stocks, you can generally improve returns and
reduce risk more by properly selecting asset classes.

* You may never need to buy an individual stock 5



Questions

* Any questions on why you shouldn't be
picking stocks until later?

* (Remember, since analyzing companies 1s not
likely going to be many of your daytime jobs, it
will be 1n most of your best interests to develop a
“sleep-well portfolio” plan and follow 1it.)
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*nderstand where to find Information
on Financial Assets and Taxes

* Where do you find mutual fund, bond and
stock information?

Stockbrokers
Mutual Fund Supermarkets
« Schwab, Fidelity, TD Waterhouse
Mutual Fund Monitoring companies
« Morningstar, Lipper
Financial Websites and the Financial Press
* Yahoo, MSN Money, CNN Money
 Kiplinger’s, Smart Money, AOL Finance
BYU Libraries
» HBLL has ereat information — See TT10



Mutual Fund Information (continued)

 What is the best format for the information?

 In a database of consistent, pertinent information
that 1s updated on a regular basis

e The database must be directly searchable with a
consistent framework and structure

e One example:
* Morningstar

 Note that this 1s just one of the many available
databases. By choosing this database, I am
neither implying or endorsing Morningstar
(although I think they are pretty good). It is just
that 1t 1s available free in the library




Taxes on Financial Assets

« All investment earnings are not created equal.

» There are different taxes and tax rates on different
types of financial assets. Some have preferential
federal, and others preferential state tax rates

« Taxes fall under three main headings: a. Stocks, b.
Bonds and Savings vehicles, and ¢. Mutual funds
(which include index funds and exchange traded funds)

» Note that each of these assets are taxed at the federal
level and may be taxed at the state and local level as
well, depending on your state of residence.

« Many are taxed at your marginal tax rate (MTR),
which 1s your highest tax rate, the tax on each
additional dollar of income



Taxes on Financial Assets (continued)

* A. Stocks (or Equities)

» There are two main types of taxes on stocks

« 1. Capital gains are earnings from selling a stock.
 Short-term are from stocks held < 366 days
e Long-term are from stocks held >= 366 days

« 2. Stock dividends are qualified or ordinary

 Qualified dividends are held > 60 days during
the 121-day period beginning 60 days before the
ex-dividend date (see

(LT32)

* Ordinary dividends are dividends that are not
qualified



https://www.dropbox.com/s/1grg0tjgwm5bwyv/TT32%20-%20Taxes%20on%20Security%20Earnings%20including%20Qualified%20Dividends.xlsx?dl=0

Taxes on Financial Assets (continued)

* B. Bonds and Savings Vehicles

* Bond taxes are mainly two types: capital gains
taxes and taxes on interest/coupon payments

1. Capital gains include both short-term and
long-term capital gains, and are the gains
received from the realized sale of the bonds that
are related to price appreciation

2. Interest/coupon payments are payments
received as part of the contractual agreement to
receive interest payments

* Bonds which have preferential interest tax
treatment, 1.e., muni’s and Treasuries, must
still pay capital gains taxes




Taxes on Financial Assets (continued)

e (C. Mutual Funds

« Mutual funds are pass through vehicles, which
means that taxes are not paid at the Fund level but
are passed through to the individual shareholders
who must pay the taxes.

e Mutual fund taxes are mainly capital gains,
stock dividends and interest/coupon payments.
They are handled the exact same way as the
taxes for stocks and bonds discussed earlier




Taxes on Different Types of Earnings - 2019 (LT32)

for Stocks, Bonds, and M utual Funds
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Chart 12019 Tax Brackets, Capital Gains and Dividends, and Medicare Tax Rates (000s)
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Married Cap. Gains Total Cap
Filng ~ Filing  Headof  Ordinary & Dividends ~ Medicare Tax Rate Gains &
Snde  Jointly Houschold  Income  TaxRate FamedInc* Invest.Inc. Medicare

Types of Investment Earnings: Federal Tax Rate State Tax Rate **
Stocks:
Capital Gains
Short-term capital gains Marginal Tax Rate Marginal Tax Rate
Long-term capital gains * Preferential, 0%, 15% Marginal Tax Rate
Long-term capital gains (TI>$488MFJ) * 20% + Marginal Tax Rate
Dividends
Stock Dividends: Qualified *** Preferential, 0%, 15% Marginal Tax Rate
Stock Dividends: Ordinary/Not Qualified Marginal Tax Rate Marginal Tax Rate
Bonds and Savings Vehicles:
Capital Gains
Short-term capital gains Marginal Tax Rate Marginal Tax Rate
Long-term capital gains * Preferential, 0%, 15% Marginal Tax Rate
Long-term capital gains (TI>$488MFJ) * 20% + Marginal Tax Rate

Interest/Coupon Payments

Interest Payments
Treasury-bills/bond Interest
Muni-bond Interest (bonds fromyour state)

Muni-bond Interest (bonds fromanother state)

Marginal Tax Rate

Marginal Tax Rate

Mutual Funds (Pass Through Vehicles):
Distributions:
Capital Gains for Stocks/Bonds/Municipals

: - - 0%
070 1940 138 12%
048 WY 0| Wh
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8420 16840 80| Wh
16073 32145 16070 3%
410 40820 204101 3%
43455 48885 46170
51030 61235 51030 37w

(%
0%
0%

29%
29
29%
29%
29
29%
38
38

0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
38
38

29%
29
19
19
9%
19
21.6%
21.6%

I
I
I
I

Short-term capital gains
Long-term capital gains *
Long-term capital gains (TI>$488MFJ) *

* Combined rate = 1.45% employer contribution,

Stock Dividends

Stock: Dividends: Qualified ***
Stock Dividends: Not Qualified/Ordinary

Interest/Coupon Payments

Bond: Interest
Treasury-bills/bonds Interest
Muni-bond Interest (bonds fromyour state)

Marginal Tax Rate 0%
0% 0%
0% Marginal Tax Rate
Marginal Tax Rate Marginal Tax Rate
Preferential, 0%, 15% Marginal Tax Rate
20% + Marginal Tax Rate
Preferential, 0%, 15% Marginal Tax Rate
Marginal Tax Rate Marginal Tax Rate
Marginal Tax Rate Marginal Tax Rate
Marginal Tax Rate 0%
0% 0%
0% Marginal Tax Rate

Muni-bond Interest (bonds from another state)|

Definitions

Tax Notes

Short-term capital gains: Gains where shares/bonds that were sold were held for one year or less
Long-term capital gains: Gains where shares/bonds that were sold were held more than one year

* Capital gains taxes are taxed differently based on your taxable income and AGl (see Chart 1)
** State taxrates vary state to state, while some states do not have a state income tax
#+* Qualified dividends are dividends which are paid by a U.S. corporation and you held the stock for more
than 60 days during the 121-day period that begins 60 days before the ex-dividend date (see the Qualified

Dividends tab on this worksheet to see if your dividends qualify for the lower rate).
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Questions

* Any questions on taxes on where to find
information on financial assets and taxes on
financial assets?




* What are the criteria for a good mutual fund”
1. Good diversification
2. Low cost
3. Tax efficiency
4. Low turnover
5. Low un-invested Cash
6. No manager style drift
7. Small (or positive) tracking error

» Please note that these slides refer to Morningstar Pages for specific funds.
The first title is the Morningstar Button. The second is the tab (separated
by a colon if available), and the third is the heading (separated by a dash).
For example, Portfolio: Portfolio — Market Capitalization, refers to the
Market Capitalization heading from the Portfolio tab of the Portfolio

button




1. Good Diversification

« Daiversification 1s your key defense against
market risk

« Stay diversified at all times. Pick a fund with many
companies in their portfolios within each asset class

 Diversification your primary defense against
things that might go wrong in investing

 Remember where you are in the hourglass

» Avoid sector (industry) funds, individual stocks
or concentrated portfolios of any kind until you
have sufficient education, experience, and assets

« And even then, keep that percentage of these
assets small 1n relation to your overall assets 16




Where do you find Diversification?

» Daiversification by:
* Numbers (Portfolio: Holdings)

» Total: Number of Stock, Bond, and Other
Holdings

» Concentration: Assets 1n top 10 holdings
 Type (Portfolio: Summary)
* Type of holdings (stocks, bonds, cash)
* Location (Portfolio: Summary)
« World Regions: Location of companies invested
in by geographic area

« Sector Weightings (Portfolio: Summary)

 Sector (or industry) weightings
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Good Diversification
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Provided by BYLU - Harold B. Lee Library

Home Companies Funds ETFs Markets Articles & Videos Portfolio Help & Education Newsletters £ enter a Ticker or Name I'E'I

Schwab® S&P 500 Index SWPPX | % FF Fund Family Data [} PDF Report
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Annual Turnover Category Avg Turnowver Yield{TTM) Assets in Top 10 Holdings
1 %a 28%0

Summary Holdings Summary Detail

Stock Holdings{Long) Stock Holdings(Short) Bond Holdings(Long Other Holdings(Long) Other Holdings(Short)
05 — a 4 —

—
Equity Holdings Performance SWPPX

¥TD Returm %

%% Portfolic Weight - = = 1.76 1.18 0.59

Return 2= of 103/04/2019 Source: All Morningstar charts are from Morningstar

Circle size is determined by %% portfolio weight

Please note that only equity holdings with a YTD Return % are displayed on the graph. lerary Edltlon’ 2019_03_05




2. Low Cost

 Invest low cost

* In a world where investment returns are limited,
investment costs of any kind reduce your returns

e Invest in no-load mutual funds

* You should rarely (if ever) pay a sales load of
any kind (front end, level load, 12-bl, etc.).

* Rear-end loads are OK, since you are long-

term 1nvestor, as long as the loads are less
than 180 days

» Keep management fees to the lowest possible
within the sector

« Remember: A dollar saved 1s a dollar you can earn
more money with (and that has alreadv been taxed




Where do you find costs?

» Costs (Expense)
» Expense Relative to Category
 This 1s a key ratio: Total Expense Ratio
» Compare that to your category average
e Maximum Sales Fees (or Loads)
e Initial
* Deferred
* Redemption
e Other Fees/Expenses
« Administrative costs

* Management fees
e 12b-1 Fees
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Schwa b® S&P 500 Index SWFPPX **** FF Fund Family Data [} PDF Report

Quote Chart Fund Analysis  Performance Rating & Risk Management Stewardship Portfolio | gxpense | Tax Purchase Filings

Fee Lewvel Comparison Group Fee Level

Large Cap Mo Load Low

Expense Relative to Category SWFPPX

L dLEYUry \Ldlye DIeriug = rEC LEVED OISO Sl Uup mieuian

History 2015 2016 2017 2018
Expense Ratio 0.09 0.09 0.05 0.03

Morningstar Category

1.03 1.01 0.99 0.98
Lwerage

Fee Level Comparison

Group Median 0.52 0.50 0.8%9 0.88

Maximum Sales Fees Total Cost Projections SWFPPX

Initial 2b Per 10K

Deferred 2c 3 Years -1
Redemption 5 Years i1
10 Years

Other Fees/Expenses SWPPX

Met Expense Ratio: Annual Report 10/31/2018
Met Expense Ratio: Prospectus 02/28/2018
Management Actual

Management Maximum

12b-1 Maximum

Administrative Maximum

Source: Morningstar 2019
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3. Tax Efficiency

 Invest in taxable funds with an eye to obtaining
high returns while keeping taxes low

» Taxes reduce the amount of money you can use for
your personal and family goals

« Watch the historical impact of taxes, for it will
likely continue
 Remember: It is not what you earn, but what
you keep after taxes that makes you wealthy




Where do you find Tax Efficiency?

e Tax analysis
» Pretax Return: Return before taxes
« Tax-adjusted Return: Return after taxes

e Tax Cost Ratio: The percent of nominal Fund
return attributable to taxes, assuming the fund 1s
taxed at the highest rate. If a fund had an 8.0%
return, and the tax cost ratio was 2.0%, the fund

took home (1 + return) * (1 — tax cost ratio) -1 or
(1.08*.98)-1 or 5.84%

« Potential Cap Gains Exposure: An estimate of the
percent of a funds asset’s that represent gains. If
this 1s high, the probability is high that these may 2
come to the investor as capital gains
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Tax Efficiency

Schwab® S&P 500 Index SWPPX | Y% % FF Fund Family Data [} PDF Report

Quote Chart Fund Analysis  Performance Rating & Risk Management Stewardship Portfolio Expense Purchase Filings

Compare

Tax Analysis

R
Since
YTD 1-Yr 15-¥r Inception

Pretax Return
SWPPX - - 11,46 4.63 8.26 7.61
Tax-adjusted Return *

SWPPX 11.45 3.56

% Rank in Category 48 I 27

3b is the average of 1 yr -15 yr rank in category
Tax Cost Ratio

SWPPX

Potential Cap Gains
Ex| ure

SWPPX

(02/28/2018)

Currency is displayed in USD,
* Post tax returns are load adjusted.

Source: Morningstar 2019



4. Low Turnover

» Keep turnover low, as it’s a proxy for fund
expenses and taxes

* The costs associated with turnover are hard to
quantify and may not be disclosed in the
prospectus. These costs include commissions,
bid-ask spreads, and market impact

« Each transaction generates a taxable event for you,
and these cumulative costs can be very expensive.

 Stick to funds with the low turnover (and low
management fees), as they generally have lower
costs and are more tax efficient as well




Where do you find Turnover?

 Turnover
* Annual Turnover (Portfolio: Holdings, Quote)
e This is the Fund turnover
« Category Average Turnover (Portfolio: Holdings)

e This 1s the turnover of Fund’s in the same asset
class or category




BYU

MARRIOTT SCHOOL
OF MANAGEMENT

Low Turnover
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5. Low Un-invested Cash

« High cash levels are drags on performance.
Keep un-invested cash low

* Many funds hold cash to fund potential
redemptions, or as part of their investment
policy, which are drags on performance

e Choose funds that are fully invested (95%-99%
depending on the asset class and fund size) in the
market segment that you are targeting

* Do not pay others to manage cash

» Please note that some frictional cash 1s OK
though for open-end mutual funds




Where do you find Un-invested Cash?

e Un-invested Cash (or cash drag)

« Percent of cash in the fund (Snapshot - Asset
Allocation)
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Summary Holdings Summary Detail
Benchmark

[ Russell 1000 TR USD

Morningstar Category

ation SWPPX
Type
Cash
Us Stock
MNon US Stock
Bond
Other

As of 01/321/2019

Style Details SWPPX

Avg Market Cap USD

99,282 Mil 78,367 Mil

Market Capitalization

%o of Portfolio

Benchmark Market Cap USD

Banchmark

o.oo0
98.97
1.01
o.oo0
0.0z

Source: Morningstar 2019
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6. No Manager Style Drift

* Make sure the managers investment style
remains constant

 Investment fund managers have no authority to
change the asset class

e If you purchase a small cap fund, the
manager should purchase small cap shares

e The fund's prospectus should clearly define the
market, size company, and portfolio style tilt

* If you are looking for a domestic small value
fund, screen for funds with the all of their assets
invested 1n the U.S., the smallest average
company size, and the highest book-to-market
(or lowest price-book) ratios

31
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Where do you find Manager Style drift?

Style Details SWPPX

Avg Market Cap USD
102,803 Mil

Market Capitalization
Size

Giant

Large

Medium

small

Micro
Value & Growth Measures

Price/Prospective Earnings™
Price/Book™
Price/Sales™
Price/Cash Flow™
Dividend Yield %™
Long-Term Earnings %
Historical Earnings %&
Sales Growth %%
Cash-Flow Growth %
Book-Value Growth %
As of 05/31/2019

Benchmark Market Cap USD
85,073 Mil

% of Portfolio
56.38

33.68
9.93
0.01
0.00

Stock Portfolio
16.52

2.92
1.97
8.54
2.15
10.76
12.26
7.23
13.41
4.16

Category Avg Market Cap USD
175,574 Mil

Ownership Zone

I

Giant

Large

Benchmark Madium
50.57

Category Avg
75.20

Small

31.93 8.43

Micro

16.54 14.03

DeepCore Core Cora High

0.95 1.63 Val  val Grw Grw

0.00 0.01

@® Weighted Average of
holdings

75% of fund's stock

Benchmark holdings

Category Avg
17.13 —

2.87
1.97
8.67
2.03
10.75
11.28
7.01
12.81
4.57

Investment Style History

Year
2019*

2018
2017
2016
2015
*As of 05/31/2019

any).

6a

Holdings Style

29 30

Value Blend Growth

Portfolio Weight%o
® > 5U%

® 25-50%
10-25%

0-109%

Source: Morningstar 2019

% Equity
99.91

99.50
99.36
98.68
99.20

Style Box Detail calculations ddesheessisdesdhc fund's short positions (if




7. Low (or positive) Tracking Error

* Tracking error should be small

» Tracking error 1s the historical difference
between the return of a fund (1.e. a mutual fund)
and 1ts specific market/sector benchmark or
index.

« The smaller the tracking error, the better the
performance of the Index fund relative to the
benchmark

 However, you won’t complain if the tracking
error 1s positive (1.e., your fund had higher
returns than the index or benchmark)




Where do you find Tracking Error?
 Tracking Error (Performance: Growth of $10k)

e Returns. Fund annual returns

e +/- S&P 500 TR. This 1s tracking error versus the
S&P 500 Index (+/- Index). Note that
Morningstar’s choice of index is sometimes very
poor, 1.¢€., using MSCI EAFE for emerging markets

« +/- Category. Tracking Error versus the Category.
In this case 1t 1s large cap blend. This 1s a better
check on performance—versus all funds 1n a similar
category

* % Rank 1n Category (Number 1s in top %--the lower
the number the better)
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Tracking Error

MCORNINGSTAR™  nvestment Research Center”

Home Companies Funds ETFs Markets Articles & WVideos Portfolio Help & Education Mewsletters X Enter a Ticker or Mame I'E‘l
Schwab® S&P 500 Index SWPPX kS kS FF Fund Family Data [} PDF Report
Quote Chart Fund Analysis | performance | Rating & Risk Management Stewardship Portfolio Expense Ta:SOHEC@;asMOmHgStaT 2019
Total Returns Inwvestor Returns

Compare

Growth of 10,000 Customize Interactive Chart »»
- SWPPX = Category: LB ® S&P 500 TR UsSD
5K
37.5K

Mb’/
30K [ 1
22.5K
p e
Performance Quartile = = = = = = = = = = =
History (02/28/201%9) 2009 2010 2011 2012 20132 2013 2015 2016 2017 2018 TD
SWPPX 26.25 14.97 2.07 15.91 32.27 13.57 1.29 11.82 21.79 -4.42 11.45
S&P 500 TR UsSD 26.45 15.06 2.11 16.00 32.39 13.69 1.38 11.96 21.83 -4.38 11.48
Category (LB} 28.17 14,01 -1.27 14.96 31.50 1 = =
+/- S&P 500 TR USD -0.21 -0.09 -0.05 -0.09 -0.11 7a -g.12 -0.10 0.1 -0, 03 -0, 03 -0.02
+/- Category {LB) -1.92 D.95 3.34 0D.95 0.77F 2.51 2.36 1.45 1.36 1.85 -0.00
Income USD o.24 0D.36 .40 .49 .48 0D.58 0.68 .69 0.72 .54
Capital Gains UsSD 0D.32 0.19 0.02 0.18
Met Assets USD Mil 2,382 10,683 10,994 12,827 18,101 20,969 21,367 24,018 31,658 32,125 36,117
annual Report Net Expense Ratio 0.13 0.09 0.09 0.09 0.09 0.09 0.09 0.09 0.05 0.03 —
Turnower Ratio 3 2 3 2 1 2 2 2 2 2 —
Rank in Category 56 30 17 37 4= 19 21 29 29 26 53

Ono o= egory
F Cat LE LE LE LE LE LE LE LE LE LE LE
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Mutual Fund Information (continued)

* For help with how to select funds, see
(LTO7) using the HBL Library or the Internet. Record
what you have found with each candidate and select the funds using

(LTO7B) (note: the “Filled In” tab gives
some work previous students have done on specific funds)

MARRIOTT SCHOOL ‘,,-’[ )

NI utunl Fund Selection Worksheet (T TO7E)
WVWhat M akes a Good Mutual Fund?
2019

Fund Ticker: M omingstar Tal»:

Fund Family: Quote:

Category: Quote:

Asset Size: Quote:

Index Fund: ODuote:

Mlindrmiomn Puarchase: OQuote:
1. Tow Un-invested Cash

Cash Percentage: Cuocte: |
2. WNo Manager Styvle IDrift

Styvle Drift: Portfolico: Surmuanary’ |
3. Broad Diversification

Total Holdings: Portfolio: Holdings
2o Assets top 10 holdir Portfolio: Holdings

. Low Turmove
Tuwnover: Portfolio: Holdings
Category Ave Portfolio: Holdings
S. Low Cost
™No-load Fund: Expense
Initial (font) Load: Expense
Deferred Load: Expense
Redemption (back): Expense
MManagement Fee: Expense
MF Category Aveg. s Expense
12-t1 Feas: Expense
6. Tax Efficie nt

Tax-adj Retuan: Tax
Ave rank in Category: Tax
7. Small (or positive) Tracking Ertor

Ave, Tracking Error: FPerformance: +/- Cat_
B. Good Feirformmance

Fank in Cat - Performance: B in Cat.
o Other Factors

Closed to TNew Irmv. Purchase

Starting Y ear: Management

Manager Termre: Management

Date Added:



https://www.dropbox.com/s/jcz6phkdyf4umzl/TT07%20-%20Using%20Morningstar%20to%20Select%20Funds.docx?dl=0
https://www.dropbox.com/s/05j0x9ojuyfotlc/TT7B%20-%20Mutual%20Fund%20Selection%20Worksheet.xlsx?dl=0
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What 1s the Big Deal About Index Funds?

 What are index funds?

e Mutual funds or ETFs which hold specific shares in
proportion to those held by an index

* Their goal 1s to match the benchmark
performance

 Why have they come about?

* Investors are concerned that most actively
managed funds have not been able to beat their
benchmarks after all fees, taxes and costs.

* So instead of trying to beat an index,
investors accept the index return and risk

* Interestingly, index funds have tended to
outperform most actively managed funds




Index Funds (continued)

 Why have index funds and ETFs grown so
quickly?
« There 1s no correlation between last year’s winners
and this year’s winners for actively managed funds

* Actively managed funds tend to reduce
performance through excessive trading, which also
generates taxes for the investor

* Actively managed funds generally have higher
management fees which must be overcome through
higher returns (18 basis points for an index fund
versus 80-250 basis points for an actively fund)

« It 1s very difficult to beat these funds on a consistent
basis after all fees and taxes

38




Index Funds (continued)

« Jason Zweig, a senior writer for Money
Magazine commented:

* With an index fund, you're on permanent auto-
pilot: you will always get what the market 1s
willing to give, no more and no less. By enabling
me to say "I don't know, and I don't care," my
index fund has liberated me from the feeling that I
need to forecast what the market 1s about to do.
That gives me more time and mental energy for the
important things in life, like playing with my kids
and working in my garden (Jason Zweig, “Indexing
Let’s You Say Those Magic Words,” CNN Money,
August 29, 2001). ”




Index Funds (continued)

« Warren Buffet commented:

* By periodically investing in an index fund, the
know-nothing investor can actually outperform
most investment professionals. Paradoxically, when
'dumb' money acknowledges its limitations, 1t
ceases to be dumb (Warren Buffett, Letter to Berkshire
Hathaway Shareholders, 1993).

Doing reasonably well investing in stocks is very,
very easy. Buy an index fund, preferably over time,
so you end up owning good businesses at a
reasonable average price. If you own a cross-
section of American businesses, you are going to do

well (“Warren Buffet: Top 3 Investment mistakes to avoid,”
USA Today, October 26, 2013).




Index Funds (continued)

Insights on Indexing

Most actively managed funds will under-perform index
funds 1n the long run after all taxes, costs and fees
(according to research)

Competition in stock-market research 1s intense and
will get more competitive going forward, making
markets more efficient and indexing more attractive

Indexing or “passive investing” 1s a free-ride on the
competition

Indexing 1s a time-efficient and cost-effective way to
invest due to eliminating the need to evaluate
individual securities and low turnover and distributions

41




Questions:

* Any questions on what makes a good mutual
fund and the big deal of index funds?
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D. Understand How to Pick Mutual Funds
* The process to pick YOUR mutual funds is:

1. Determine the asset classes needed for your Plan
and choose the appropriate benchmarks - Done

2. Determine what makes a good mutual fund and
which asset classes you need exposure

3. Using a database program, set those principles and
evaluate each of the potential mutual funds

4. Select the best mutual funds using
(LTO7) and
(LT7B) (with hints on the “Filled
in” tab)

5. Now put your Investment Plan together N



https://www.dropbox.com/s/jcz6phkdyf4umzl/TT07%20-%20Using%20Morningstar%20to%20Select%20Funds.docx?dl=0
https://www.dropbox.com/s/05j0x9ojuyfotlc/TT7B%20-%20Mutual%20Fund%20Selection%20Worksheet.xlsx?dl=0

Picking Your Mutual Funds (continued)

Assume your asset class was Large Cap, and
you choose SWPPX for your fund. What next?

* 1. Go to Morningstar, and type the ticker “SWPPX” in
upper right box

 Where 1t says PDF Report (if available), print off this
report. If there is no PDF Report, just print off the
entire “Quote” Page. Include these in your

Investment Plan as Exhibit IT1. Fund Qurmort
MmHNlNBBmH Investment Research Center

Home | Companies Funds ETFs | Markets  Articles & Videos | Portfolio | Help & Education | Newsletters

Schwab® S&P 500 Index SWPPX | k&%

FF Fun:
Quote | Chart Fund Analysis Performance Rating & Risk Management Stewardship Portfolic Expense Tax Purchase Filings
urn

NAV 1-Day Total Return
*41.14 T2.72*
USD | NAV as of 26 Mar 2018 | 1-Day Return as of 26 h

If you need help, see



https://www.dropbox.com/s/1trqqx06yhrnwtm/TT7B%20-%20Mutual%20Fund%20Selection%20Worksheet.xlsx?dl=0

Picking Your Mutual Funds (continued)

« 2. Download the

« For most, the first tab (4-10 assets) will be
sufficient.

e Put 1n your Salary and emergency fund goal and
percentage.

e It will automatically determine your target
portfolio fund size (your emergency fund
amount divided by your bonds/cash percentage).

» Assuming a salary of $60,000 and a 25%
allocation to bonds and cash. Your target

Annual Salary 60,000

3 months | 6 months | Initial Target Portfolio $ Goal:| 100,000
Emergency Fund (3-6 months of annual salary) 15000 30,000 | Current Portfolio Value 9.000

Emergency Fund Goal 25000 | (based on EF and AA Targets (or actual holdings)

45



https://www.dropbox.com/s/0d1kyjmg2caaorx/TT13%20-%20Investment%20Process%20Spreadsheet.xlsx?dl=0
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Picking Your Mutual Funds (continued)

3. Add data to the

« Put in your asset classes and benchmarks, and percentages in
Panel I. Use the dropdown boxes for asset classes and
benchmarks

* Then put in the tickers and Fund names

Panel I. Asset Allocation Targets 1. Target Allocations From your PFP (Note 1)
These are from Section IV.C. of your Investment Plan In Percent In Dollars

Asset Class / Investment Benchmark / | Taxable Retirement  Total | | Taxable Retirement  Total |
Phase Ticker Financial Assets
1. Emergency Fund: Bonds/Cash Barclay's Agpregrate

THIOPX | Thompson ST Bond fund 25% 25,000 25,000
0% - -

Large Cap S&P 500 Index
SWPPX Schwab 500 Index Fund 40% 20,000 20,000 40,000
0% = - -

1II. Diversify 1: Small Cap Russell 2000 Index - - -
NAESX Vanguard Small Cap 14% 7,000 7,000 14,000
[ 2. 0% - - -
Diversify 2: International MSCI EAFE Index
L NOINX Northern International 12% 6,000 6,000 12,000
2 0% - - -

Diversify 3: (opt) REIT S&P REIT Index
VGSIX Vanguard Real Estate Index Inv. 9% 5,000 4.000 9.000
[ 2 0% - - -

IV. Opportunistic (Optional)

1. 0%
i 2 0%

L

Total Target Allocations 100% | 37.000 | 100,000



https://www.dropbox.com/s/0d1kyjmg2caaorx/TT13%20-%20Investment%20Process%20Spreadsheet.xlsx?dl=0

Picking Your Mutual Funds (continued)

* 4. Print off all your Exhibits

 Print off your filled in Exhibit .
(LT27)

 Print off your filled in Exhibit II.
(LTI13)

e Print off Exhibit III. Mutual Fund Pages from
Morningstar. There should be a minimum of 4
funds from 4 different asset classes

* Include these with your completed and filled 1n
Investment Plan and you should be good



https://www.dropbox.com/s/1vb4fd6okc1h88f/TT27%20-%20Expected%20Return%20Simulation%20and%20Benchmarks.xlsx?dl=0
https://www.dropbox.com/s/0d1kyjmg2caaorx/TT13%20-%20Investment%20Process%20Spreadsheet.xlsx?dl=0
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Plans and Strategies for Selecting Financial
Assets

* Following are a few 1deas for plans and
strategies for picking financial assets

« Plans and Strategies

General
« Will you use mutual funds or individual stocks/bonds?

* [ recommend mutual/index funds as they give
immediate diversification and low cost

« With a broadly diversified fund, you get the
performance of the asset class and do not need to
know much about each individual stock

e Most students, including business students, have
not yet developed the skills necessary to

effectively analyze individual stocks and bonds

48




Selecting Financial Assets (continued)

General (continued)
« If you choose to invest passively:

* [ recommend index funds for diversification, low
cost, tax efficiency and returns

* Broadly diversified index funds eliminate most
of the required work to understand the individual
stocks and bonds 1n the portfolio

* If you choose to invest actively

* Monitor performance versus benchmarks over 24
and 36 months

« If you do both passive and active, that 1s also OK
» Determine your target asset allocation and follow it

* Ensure your chosen assets give exposure to the
asset classes you need




Review of Objectives

A. Do you understand why you shouldn’t be picking stocks
until the “deepen” phase when your assets and experience
have grown?

B. Do you understand where to find important information
on mutual funds?

C. Do you understand what makes a good mutual fund?

D. Do you understand index funds and why they are
attractive investment assets?

E. Do you understand taxes on financial assets?

F. Do you understand how to pick the mutual/index funds
for your portfolio?

F. Do you understand plans and strategies for picking
financial assets?




Case Study #1

Data

 Bill can only invest $50 per month and he already has
his Emergency Fund. He would like to find an index
fund that follows the large capitalization stocks, with
his chosen benchmark being the S&P 500 Index. He
has determined his criteria as large capitalization
stocks, index funds, minimum purchase of $2,500,
asset size > $750 million, a no load fund, with fees and
expenses =<.10% available to a retail investor.

Application
« Using Morningstar library and Learning Tool 7, how

many funds meet Bill’s criteria, and which would you
choose?




Case Study #1 Answers

Go to Morningstar Library Edition Online, and go to the
Fund Screeners (see ). Set up the problem with
the following critera:

* Fund Category = U.S. Equity and your category 1s
Large Blend

Special Fund Types, and Index Fund = Yes
Minimum Purchase, MIP <= a Value, $50
Fund Size (Total Assets), FS >= Value, $750
Fees and Expenses, No-Load Funds = Yes

Fees and Expenses, Expense Ratio <= Value, .10



https://www.dropbox.com/s/jcz6phkdyf4umzl/TT07%20-%20Using%20Morningstar%20to%20Select%20Funds.docx?dl=0

Case Study #1 Answers

As of 7/31/2019, there were 8 funds that passed.

You find this information under the purchase tab.

» Fidelity ZERO Large Cap Index
Fidelity ZERO Total Market Index
Fidelity SAI US Large Cap Index
Schwab 1000 Index
Schwab Total Stock Market Index
Schwab S&P 500 Index

* TIA-CREF Equity Index W

* Which fund you choose will depend on which factors
you consider most important, such as tenure of
managers, expense costs, asset size, and tax position.




Case Study #1 Answers

* Which fund you choose will depend on which factors
you consider most important, such as tenure of
managers, expense costs, asset size, and tax position.

Please note that after doing the analysis in
Morningstar, you need to call each fund family to
make sure the information 1s correct. Toll-free
numbers are available under the Purchase Info tab.
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Case Study #2

Most index funds are low cost. This was not one of the
chosen index funds. Why? What fees and loads does
it have?

DWS S&P 500 Index A SXPAX | %k kk

Quote Chart Fund Analysis Performance Rating & Risk Management Stewardship Portfolio

Minimum Investments SXPAX Contact Information SXPAX

usD Telephone 800-728-3337
Initial 1,000 Website dws.com
Additional 50
Initial IRA
Additional IRA
Initial AIP
Additional AIP

Review Other Classes SXPAX

Fund Name in. Init. §12b-1 urchase Shareclass
pctual (@nstraint Attributes

DWS S&P 500 Index A B 5 0.24 = =
DWS S&P 500 Index C d o 1.00 =
DWS S&P 500 Index R& 5 =
DWS S&P 300 Index 5

Purchase Constraint: Institutionf - — - @l to Mew/All
Shareclass Attributes: Available for 529 Only - N, Indirect Use Only - U.




Case Study #2 Answers

« This fund, depending on your class of share, has a
4.5% front end load, 1.0-4.0% deferred load, expense
ratios between .34 and 1.39%, and 12b-1 fees from O-
1.0%. This index fund will cost you a lot in expenses.

Deutsche S&P 500 Index A SXPAX | Y

Quote Chart Fund Analysis Performance Rating & Risk Management Stewardship Portfolio

Minimum Investments SXPAX Contact Information SXPAX

usD Telephone 800-728-3337
Initial 1,000 Website www.dws-
sdditional s0 Investments.com
Initial IRA s00
Additional IRA S0
Initial AIP 00

Additional AIP 50

Review Other Classes SXPAX

in. Init.] 12b-1 § Purchase Shareclass
onstraint Attributes

che S&P 500 Index
che S&P 500 Index
che S&P 500 Index

che S&P 500 Index

urchase Constraint: Institutional - T, Qualified Access - A, Closed to Mew/All 1
hareclass Attributes: Available for 529 Only - N, Indirect Use Qnly - L.
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Case Study #3

* Given the Morningstar report for VFINX
following, highlight the areas where you find
the critical information below (with the colors
listed): (report 1s from Morningstar, 9/30/18)

1. Diversification (orange)
2. Costs and Fees (orange)
3. Taxes (light green)
4. Turnover (red)
5. Un-1nvested cash (blue)
6. Style and style drift (green)
7. Tracking error and performance (blue)




Data through September 30, 20018 FIMARA members: For intemal or institutional use onby.
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Morningstar's Take by Adam McCullough 03-09-18

Vanguard S&F 50015 a compeliing option for exposure
to LS. large-cap stocks. This fund gains a leg up over
most of its category peers by efficiently tracking a
broadly diversified and representative benchmark at a
low cost. It earns a Momingstar Analyst Rating of Gold.

The fund tracks the S&P 500, a market-cap-
weighted index that includes large-cap stocks
representing about B0% of the LLS. stock market. A
committee selects the index’s holdings, which offers
more flexibility than indexes that adhere to rigid rules
but also reduces transparency. But the S&F h00's
performance has been, and should continue to be,
highly correlated with large-cap indexes that follow
mechanical rules.

Market-cap-weighting pulls the portfolio toward
the: largest LS. stocks and accurately reflects the
composition of the market. The fund's average market
capitalization of just under $100 billion is nearly double
the market capitalization of the average fund in the
category. Its top 10 holdings make up about 20% of its
portfolio and include househald names like Apple AAPL,
Microsoft MSFT, and Amazon com AMZN.

Low turmover is a key advantage of the fund’s
broad market-cap-weighted approach. Lower turnover
equates to lower transaction costs and a smaller
likelihood of taxable capital gains distributions. The
fund’s average tumover over the past decade was 5%
compared with an average figure of over 60% for its
category peers. Tax efficiency adds to the fund’s
appeal. It has not distributed any capital gains since its
inception.

The durable cost advantage has translated into
strong category-refative performance. During the past
decade through February 2018, its Admiral share class
outpaced the large-blend Momingstar Category by
1.6% annually. 1ts risk-adjusted returns, as measured by
its Sharpe ratio, landed in the category’s top guintile
over the same period. Because this index fund remains
fully invested, it suffered a larger drawdown than the
category average during the financial crisis. But its
smaller cash drag pays off during bull markets. Its
performance during the market recovery mare than
made up for its larger drawdown.

Addrazs: Vanguard Index Funds
Valley Forge, PA 19482
B0-6E2-7447

Wieh Address:  wiww vanguard.com

Incaption: (8-31-76

Addazar: Vanguard Group Inc

Suladvesar: Mone

Minirurn Purchaze: 83000 Add: $1 IRA: —
Min Auto I Plan:. — Add: —

Sabas Fees: No-boad

Maragement Fee:  0.12%

Actusal Fees: Mgt:012% Dist—

Expencs Progections:  3Yr$45  Svrednd 10¥r3179
Income Destrbubor:  Quartery

& Alal Inc Comm Svcs — 0
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i Intal Corp Technolagy -_ 091
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— N 1454 10
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gnnhvalue 483 1.18 Composition - Net
ales 375 107
Cash Flow 336 111 @Lash 04
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Profitatilty % D Other_ .00
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CE1E Momingstar. 41 Rights Reserved. The dota and analyses hesin does not constitue investment advice; & proaded salely for nformestionl
pposes; i not an offer to buyfsel a secunty; and i not waranted be be conect, complete or acourate. Momingstar is not nesponsible for amy
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Cast Study #3 Answers

e Morningstar Report Coding

* To help you in finding the information, we have
color coded a report in the following slides to show
you where the criteria discussed can be found

1. Diversification (orange)
2. Costs and Fees (orange)
3. Taxes (light green)
4. Turnover (red)
5. Un-1nvested cash (blue)
6. Style and style drift (green)

7. Tracking error and performance (blue)




Data through September 30, 2018 FIMARA members: For internal or institutional use onky.
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Morningstar's Take by Adam McCulough 03-09-18

Vanguard S&P 500 is a compelling aption for exposure
to U.S. large-cap stocks. This fund gains a leg up over
maost of its category peers by efficiently tracking a
broadly diversified and representative benchmark at a
low cost. It earns a Momingstar Analyst Rating of Gold.

The fund tracks the S&F 500, a market-cap-
weighted index that includes large-cap stocks
representing about B0% of the LS. stock market. &
committee selects the index's holdings, which offers
riore flexibility than indexes that adhere to rigid rules
but also reduces transparency. But the S&P 500's
perfarmance has been, and should continue to be,
highly correlated with large-cap indexes that follow
mechanical rules.

Market-cap-weighting pulls the portfolio toward
the largest LS. stocks and accurately reflects the
composition of the market. The fund’s average market
capitalization of just under $100 billion is nearly double
the market capitalization of the average fund in the
category. Its top 10 holdings make up about 20% of its
portfalio and include household names like Apple SAPL,
Microsoft MEFT, and Amazon com AMZN.

Low tumover is a key advantage of the fund’s
broad market-cap-weighted approach. Lower turnover
equates to lower transaction costs and a smaller
likelihood of taxable capital gains distributions. The
fund’s average tumover over the past decade was 5%
compared with an average figure of over 60% for its
category peers. Tax efficiency adds to the fund's
appeal. It has not distributed any capital gains since its
inception.

The durable cost advantage has translated into
strong category-relative performance. During the past
decade through February 2018, its Admiral share class
outpaced the large-blend Momingstar Category by
1.6% annually. Its risk-adjusted returns, as measured by
its Sharpe ratio, landed in the category’s top quintile
over the same period. Because this index fund remains
fully invested, it suffered a larger drawdown than the
category average during the financial crisis. But its
smaller cash drag pays off during bull markets. Its
performance during the market recovery more than
rmade up for its larger drawdown.
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Mutual Fund Selection Worksheet (TTO07B)
What M akes a Good Mutual Fund?

2019

Fund Ticker: Morningstar Tab:

Fund Family: Quote:

Category: Quote:

Asset Size: Quote:

Index Fund: Quote:

Minimum Purchase: Quote:
1. Low Un-invested Cash

Cash Percentage: Quote: | | | | | | | |
2. No M anager Style Drift

Style Drift: Portfolio: Summary | | | | | | | |
3. Broad Diversification

Total Holdings: Portfolio: Holdings

%26 Assets top 10 holdir Portfolio: Holdings
4. Low Turnover

Turnover: Portfolio: Holdings

Category Avg.: Portfolio: Holdings
S. Low Cost

No-load Fund: Expense

Initial (front) Load: Expense

Deferred Load: Expense

Redemption (back): Expense

Management Fee: Expense

MF Category Avg.: Expense

12-b1l Fee: Expense
6. Tax Efficient

Tax-adj Return: Tax

Avg. rank in Category: Tax

7. Small (or positive) Tracking Error
Avg. Tracking Error: Performance: +/- Cat. | | | | | | |
8. Good Performance

Rank in Cat.: Performance: R in Cat. | | | | | | |
9. Other Factors

Closed to New Inv. Purchase

Starting Year: Management

Manager Tenure: Management

Date Added:
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