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TABLE 1–1
The Financial Markets (December 31, 1871, to December 31, 1992)

Annual rate Final value of $1
of return initial investment

Common stocks +8.8% $27,710
Long-term bonds +4.6 240
Cash reserves +4.2 140

70%. A further 4.2 percentage point increase, to 8.8% in stocks, causes
the final value to increase an additional 115 times. This is the magic
of compounding writ large. Figure 1–1 presents the cumulative returns
since December 31, 1871, for each of the three basic asset classes.

I have used this dramatic example to get your attention and to show
you that time and rate of return, inextricably linked, are a powerful com-
bination. However, we all have time horizons that are somewhat shorter

CAVEAT EMPTOR: How Now the Dow?

When they ask, “How’s the market?” many investors are thinking about
the Dow Jones Industrial Average of 30 stocks, weighted by their current
share prices. The Dow Jones Average, because of its high numeric value
(3300 at the end of 1992), is fun. It magnifies market moves to heroic
dimensions, with but a 3% market increase or decrease reflecting a
100-point leap (or plunge). The fact is a 3% move in a typical stock
selling at $30 per share is only 90 cents. Despite the Dow’s popularity,
I chose the Standard & Poor’s 500 Index as my market standard. Since
it is weighted by each corporation’s total market capitalization, it is
a much more reliable indicator of the actual experience of aggregate
investors as a group at any given point in time. That said, over long time
periods the records of the two indicators have been quite similar. From
December 31, 1970, to December 31,1992, for example, the annual rates
of returns were Dow Jones Average, +12.6%; Standard & Poor’s 500
Index, +12.2%.
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FIGURE 1–1
Cumulative Returns on U.S. Financial Assets (December 31, 1871, to December
31, 1992)
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than 120 years. But even if the sizes of the ultimate capital wealth cre-
ated are quite different, the principles remain intact whatever the holding
period. For example, the value of $1 invested in each of the three asset
classes after 25 years would be $2.80 for bills, $3.10 for bonds, and $8.30
for stocks. Hence, the final value of the stock investment would be two
and one-half times that of bonds, and nearly three times that of reserves.
A detailed tabulation showing the crucial relationship between rate of
return and length of holding period is presented later in this chapter (see
Table 1–7).

While compound rates of return determine the ultimate success of any
investment program, they are a simplistic way of measuring performance.
For it is not enough to know what aggregate rates of return have been;
we must also know how consistent these returns have been over time
and what contributing forces have driven them. Reliable data needed to



JWBT1529-c01 JWBT1529-Bogle March 12, 2015 15:55 Printer Name: Yet to Come Trim: 6in × 9in

8 Part I/Building Blocks

FIGURE 1–2
Common Stock Returns (Decades Ended 1935–92)
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While the second expectation suggests that dividends need not always
be a critical determinant of the returns on stocks, even when a company
does not pay a dividend, investors implicitly value the firm’s stock based
on the presumption of future dividends. When the earnings of a business
are retained each year, investors expect that the earnings will increase over
time, resulting in future dividends that will be higher than if they had been
distributed currently. In sum, while the consideration of stock returns
may encompass any number of qualitative and quantitative factors, any
valuation judgment must ultimately rely on dividends and earnings.

Since 1926, the average annual total return (taking into account both
capital appreciation and dividends) on common stocks has been +10.3%.
While it is important to know what to expect from the stock market in the
long run, you should also consider how stock returns have varied over
different periods. Since this book is addressed to the long-term investor, I
use a decade as my standard for analysis. Figure 1–2 shows the annualized
total return on common stocks for the average decade during the 67-
year period ended December 31, 1992, and for each of the 58 “moving
decades” within it (1925–35, 1926–36, continuing through 1982–92).
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CAVEAT EMPTOR: The Price-Dividend Multiple

My shift from the customary concept of price-earnings multiple
to the less familiar price-dividend multiple is based largely on the
fact that, especially in recent years, wide gaps have opened up
between reported corporate earnings and operating corporate earnings.
The difference between the two is accounted for by write-offs of
discontinued operations, write-downs of assets such as real estate,
and changes in generally accepted accounting principles. As a result,
reported price-earnings multiples have soared and, I would argue,
have lost touch with reality. This chart reflects the sharp divergence of
price-earnings and price-dividend multiples over the past 15 years. If
reported earnings are less than operating earnings in any given year,
there are two consequences: (1) the current price-earnings ratio rises
and (2) the rate of past earnings growth declines. In 1991, for example,
reported earnings on the S&P 500 totaled $15.97 per share, compared
with operating earnings of $21.61 per share. Thus, the price-earnings
ratio was 26.1 times, the highest in the entire period illustrated. If
operating earnings were used, a more realistic ratio of 19.3 times
would result. Using the reported earnings number results in an annual
earnings growth rate of only +0.4% during the decade ended December
31,1991, while operating earnings grew at a rate of +3.5% annually and
dividends grew at +6.3% annually. If 1991 were unique, the problem
might be ignored, but there were substantial write-offs again in 1992. In
the long run, earnings must be generated for dividends to be paid, but the
durability of dividends makes them a more solid baseline for analysis.
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FIGURE 1–3
Price of $1 of Dividends (1926–92)
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It is very important to understand that changes in the price-dividend
multiple have a huge impact on stock returns. A decline in the price of
$1 of dividends from $30 to $20 would result in a decline of −33% in
stock prices. If this decline took place over a decade, the reduction in
return would be −4.0% a year.

To some degree, the level of the price-dividend ratio is affected by
the general level of interest rates, because stocks must compete with
fixed-income securities for investor favor. Thus, when bond yields are
relatively low, the price of $1 of dividends tends to be high (that is,
the dividend yield tends to be low). When bond yields are high, the price
of $1 of dividends tends to be low. Figure 1–3 traces the level of the
price-dividend ratio during the 1926–92 period.

By way of contrast, the fundamental factors for the long-term investor
are dividends and dividend growth. Taken together, these two basic ele-
ments account for about 90% of the average ten-year return on stocks dur-
ing the 1926–92 era. Specifically, the average decade return of +10.5%
annually included an average initial yield of 4.7% and an average ten-
year dividend growth rate of+4.8%. A rise in the price-dividend multiple,
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TABLE 1–2
Components of Stock Returns

Golden decade Tin decade Average decade
1981–91 1968–78 1926–92

Initial dividend yield +5.4% +3.0% +4.7%
Dividend growth rate +6.3 +5.1 +4.8
Impact of multiple change +6.3 −5.6 +1.0

Average annual total return +18.0% +2.5% +10.5%

from 20 times at the start of the period to 35 times at its conclusion (i.e.,
a yield decline from 5.1% to 3.8%), accounted for the remaining +1.0%.

What is true in the very long run, however, is anything but true in the
shorter run, even over a decade. Table 1–2 contrasts the components of
total return in the recent golden decade with an earlier tin decade and the
historical decade norms. These examples make an elementary point: large
swings in the price-dividend ratio often make the difference between a
golden decade and a tin decade. During the former decade, the price that
investors were willing to pay for $1 of dividends jumped from $19 to $34,
engendering a +85% increase in valuation, for a positive contribution to
return of +6.3% annually. During the latter decade, the price of $1 of
dividends fell from $34 to $19, a −44% decrease in valuation, for a
negative contribution to return of −5.6% annually.

One of the ironies of this comparison is that the dividend growth
rate—the second component of total return—was almost as large in the
tin decade (+5.1% per year) as in the golden decade (+6.3% per year).
While both of these ten-year growth rates are higher than the long-term
decade average of +4.8%, even if you had known the dividend growth
rates in advance, it would not have been much help to you in deciding
whether or not to invest in stocks.

The first component of stock returns—the dividend yield at the start
of each decade—should be of special importance to the investor, because
it alone is known in advance. Long-term investors would be wise to give
the current dividend yield significant weight in their appraisal of the total
returns they expect from stocks since, in the long run, it has comprised
nearly one-half of the average total return on stocks (average initial yield
of 4.7%; average decade return of +10.5%).
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FIGURE 1–4
Long-Term Government Bond Returns (Decades Ended 1935–92)
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As in the case of stocks, the total return on bonds comprises three
principal elements:

1. Initial yield.

2. Reinvestment rate.

3. Impact of rate change.

The first of these three factors is the ultimate fundamental. The initial
interest rate consistently has been by far the major determinant of the
future returns on bonds. It is reasonable, for example, to assume that a
U.S. government bond with an 8% coupon will achieve an annual total
return of +8% if held to its 20-year maturity.

This observation, however, is not always correct. Only if the semian-
nual interest coupon is reinvested at the same interest rate of 8% will
the cumulative return equate to +8% annually. If the reinvestment rate is
much higher over the term of the investment, the return will be commen-
surately enhanced; if it is much lower, the return will be commensurately
reduced. Table 1–3 shows the importance of this reinvestment factor. It
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TABLE 1–3
20-Year Government Bond (8% coupon, $10,000 Initial Investment)

Reinvestment Rate

6% 8% 10%

Value at maturity $10,000 $10,000 $10,000
Cumulative interest coupon 16,000 16,000 16,000
Reinvestment effect 14,200 22,000 32,300

Total value $40,200 $48,000 $58,300

considers a $10,000 initial investment in a long-term bond with a matu-
rity of 20 years, assuming a lower reinvestment rate (6%), an unchanged
reinvestment rate (8%), and a higher reinvestment rate (10%).

As you can see, an instantaneous increase in rates to 10% raises the
final value of the 8% coupon bond from $48,000 to $58,300. More than
half of this final value is accounted for solely by the reinvestment effect,
a factor so often ignored in the calculation of bond returns. At a 6%
reinvestment rate, the accumulation total of $40,200 is only 85% of the
accumulation achieved at the 8% reinvestment level.

Even these figures are invalid unless the bond is held until its maturity.
The third component of bond returns is the impact of a change in interest
rates on a bond’s market price when it is valued prior to its maturity. An
instantaneous increase in rates from 8% to 10% would reduce the market
value of a 20-year bond with an 8% coupon from $10,000 to $8,300 (a
17% decline). An instantaneous drop from 8% to 6% would increase
the bond’s value from $10,000 to $12,300 (a 23% increase). Barring a
default, such a paper loss or gain would be gradually reduced and finally
eliminated as the bond approached its maturity date.

Changes of these dimensions in interest rates do not take place
overnight. And the rate at which interest coupons are reinvested varies
over a large number of intervals (i.e., 40 semiannual reinvestment dates
for a 20-year bond). With all of this averaging, the combined impact of
reinvestment rates and changes in the general level of interest rates has
only rarely been the dominant force in explaining bond returns over any
ten-year period.

Table 1–4 presents the components of return on long-term U.S.
government bonds in the average decade during the 1926–92 period and
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TABLE 1–4
Components of Bond Returns

Golden decade Tin decade Average decade
1981–91 1971–81 1926–92

Initial yield +13.3% +6.0% +4.5%
Reinvestment rate −2.6 +2.4 +0.6
Impact of change in rates +4.9 −5.6 −0.8

Average annual total return +15.6% +2.8% +4.3%

in two dramatically contrasting interim decades. Note that our golden
decade of 1981–91 is the same for bonds as for stocks. However, for
contrast we have selected as the tin decade the ten years ending in 1981,
when interest rates rose to their highest levels in U.S. history.

These three examples reinforce the elementary nature of bond invest-
ing: the initial yield is the primary determinant of long-term bond returns.
In fact, on average it has explained more than 80% of the total return in
each of the 58 individual decades and virtually the entire return of the
decade average. During the tin decade, the initial yield was pulled down
by the sharp rise in rates from 6.0% to 13.3%, with some of the resultant
principal loss offset by rising investment rates. In the golden decade,
the reverse was true. A high initial yield gave way to a sharply lower
yield at the end of the period, resulting in a dramatic increase in prin-
cipal. This increase was only partially offset by declining reinvestment
rates.

To express it in the same terms as in the previous section on stocks,
the price paid for $1 of interest is the critical factor in bond returns.
Figure 1–5 shows the price paid for $1 of interest on a long-term U.S.
government bond during the 1926–92 period. The wide swings in the
price paid for $1 of interest are simply a manifestation of wide swings
in interest rates. The $50 price is equivalent to a 2.0% yield; the $8 price
is equivalent to a 12.5% yield. The long-run annual average is $26, or
a yield of 3.8%, a bit below the 4.5% average yield at the beginning of
each decade.

The price-interest ratio shown in Figure 1–5 is for a long-term bond.
The ratio is often very different for bonds of shorter maturities. (This
factor is known as the term structure of interest rates.) In 1988, for
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FIGURE 1–5
Price of $1 of Interest (1926–92)
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TABLE 1–5
A Shifting Yield Curve

December 1988 December 1992

Price of Price of
Interest $1 of Interest $1 of

Government bond rate interest rate interest

Short-term 9.2% $11 5.1% $20
Intermediate-term 9.2 11 6.1 16
Long-term 9.2 11 7.3 14

example, the yield curve was virtually flat; by the end of 1992 it had
become the steepest in U.S. history. Table 1–5 illustrates the shift and
shows how quickly the yield curve can change. As it does, your decisions
about the composition of your bond portfolio may change as well.

Since 1926 the average return of +4.8% annually on long-term U.S.
government bonds has fallen far short of the average return on stocks
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FIGURE 1–6
U.S. Treasury Bill Returns (Decades Ended 1935–92)
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TABLE 1–6
U.S. Treasury Bill Returns

Golden decade Tin decade Average decade
1977–87 1932–42 1926–92

Average annual total return +9.2% +0.1% +3.6%

Again, the variations in return over the decades are substantial, with
yields running in the 1% range during most of the decades ending in the
late 1930s through the mid-1950s (when inflation was not a significant
factor), only to spring up to the 6% to 9% level in the 1970s and 1980s
(when inflation was considerably more prevalent). Table 1–6 shows the
returns for a golden decade and a tin decade as well as the long-term
decade average.

It is ironic that the Treasury bill rate in 1992—which averaged about
3.5%—so closely reflects the long-term decade average that lies between
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TABLE 1–7
Capital Accumulations (Annual Rates of Return)

Initial Investment of $25,000

Years
invested 4% 6% 8% 10% 12%

1 $26,000 $26,500 $27,000 $27,500 $28,000
5 30,400 33,500 36,700 40,300 44,100

10 37,000 44,800 54,000 64,800 77,600
15 45,000 59,900 79,300 104,400 136,800
20 54,800 80,200 116,500 168,200 241,200
25 66,600 107,300 171,200 270,900 425,000

Annual Investment of $1,000

Years
invested 4% 6% 8% 10% 12%

1 $1,040 $1,060 $1,080 $1,100 $1,120
5 5,600 6,000 6,300 6,700 7,100

10 12,500 14,000 15,600 17,500 19,700
15 20,800 24,700 29,300 35,000 41,800
20 31,000 39,000 49,400 63,000 80,700
25 43,300 58,200 79,000 108,200 149,300

margin as the U.S. economy has grown and as corporate earnings and
dividends have grown apace. The evidence seems compelling that, if
maximum total return is your sole objective—irrespective of risk and
volatility—common stocks should be your investment of choice.

While we have been dealing with the magic of compounding over peri-
ods of awesome length, it is important to realize that the same principles
apply to shorter time frames that are more relevant to today’s investors
working to accumulate assets for their own financial futures. Table 1–7
provides a working range for considering potential capital accumulations
at various (fixed) rates of return over periods up to 25 years. The accu-
mulations are shown in two ways: (1) based on a capital investment of
$25,000 at the start of the period and (2) based on regular investments
of $1,000 at the start of each year during the 25-year period for a total
investment of $25,000.

In my view, the most compelling message of Table 1–7 is the extraor-
dinary difference in capital accumulation that occurs with seemingly
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TABLE 2–1
The Financial Markets—Average Annual Total Returns
(December 31, 1871, to December 31, 1992)

Nominal Inflation Real
return rate return

Common stocks +8.8% −2.3% +6.5%
Long-term bonds +4.6 −2.3 +2.3
Cash reserves +4.2 −2.3 +1.9

commensurately the nominal (or stated) returns earned on financial
assets. The term real return is used to describe the nominal rate of
return reduced by the rate of inflation.

Real return is more than just a statistic. It is central to your financial
security. If price inflation is at the 5% level, for example, and the annual
return on the capital in your savings account is +4%, you are actually
losing purchasing power at the rate of 1% per year. If the cost of attending
college is rising at the rate of 8% annually, your +10% nominal return
becomes but +2% in real terms. Such a real return translates into very
modest assistance in accumulating your child’s college fund.

To characterize the concept of inflation risk, I shall begin with a truly
long-term perspective. The studies of the returns on financial assets for
the period 1872–1992 include estimates of annual inflation, restating
in real terms the nominal returns presented in the previous chapter.
Table 2–1 presents the real returns on common stocks, long-term U.S.
government bonds, and short-term U.S. Treasury bills during this period.

As you can see, the average nominal return of each asset class is
reduced by the same 2.3 percentage points. But the relative rewards of
stocks are greatly enhanced since the impact of inflation on the returns
garnered by each class of assets is absolute. The result is that the return
on stocks rises from about twice as large as that of the other two asset
classes (+8.8% vs. +4.6% and +4.2%) to about three times as large
(+6.5% vs. +2.3% and +1.9%).

What these long-term aggregate statistics conceal, however, is that
substantial inflation is largely a modern phenomenon. While the average
annual inflation rate was 2.3% over the past 120 years, it averaged but
1.2% during the 1872–1925 period. Since 1925, it has averaged 3.1%
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TABLE 2–2
The Financial Markets—Average Annual Total Returns

Nominal Inflation Real
return rate return

1872–1925
Common stocks +7.0% −1.2% +5.8%
Long-term bonds +4.4 −1.2 +3.2
Cash reserves +4.7 −1.2 +3.5

1926–92
Common stocks +10.3% −3.1% +7.2
Long-term bonds +4.8 −3.1 +1.7
Cash reserves +3.7 −3.1 +0.6

(two and one-half times that level). Subdividing the full period reveals
some striking differences, as shown in Table 2–2.

The table reflects a compelling consistency: common stock returns
have rolled with the punches of inflation and have produced roughly
similar real returns (+5.8% vs. +7.2%) in each era. But there is also
a compelling inconsistency: the real returns on long-term government
bonds and short-term U.S. Treasury bills provided solid competition to
stocks in the first era but almost no competition after 1925. Put another
way, stocks provided a +2.6% real return premium over bonds in the
earlier period but a +5.5% real return premium in the latter.

Figure 2–1 shows the annual inflation rate in the U.S. since 1926. It
would appear that investors were unaware of inflation risk through the
1920s, even after the post-World War I inflation. During the 1930s, infla-
tion was virtually nonexistent because of the Depression. Even during the
1950s, inflation expectations were subdued despite the dramatic spike in
inflation (which, one might hypothesize, was expected to abate) immedi-
ately after World War II. However, as inflation reached near-record levels
through the 1970s and early 1980s, fixed-income investors finally began
to demand returns that would compensate them for inflation risk.

Since we have already demonstrated that small differences in rates of
return over time can have a tremendous impact on the final value of your
investment, the message of the chart is critical. At an annual inflation
rate of 3.1% (the historical average for the 1926–92 period), the value of
$1.00 falls to $0.73 in a decade, to $0.53 in two decades, and to $0.39 in
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FIGURE 2–1
Inflation (U.S. Consumer Price Index 1926–92)
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three decades. (In conceptual terms, if the price of an automobile rises
from $10,000 to $13,600 over a decade, the purchasing power of $1.00
has fallen to $0.73.) So a nominal annual return of +3.1% is necessary
simply to maintain the purchasing power of the original dollar. If you
achieve that return—no more, no less—you are simply walking on a
treadmill, making no real progress financially.

Table 2–3 illustrates the important effect of the rate of inflation on the
effective purchasing power of your investment over time. It shows both

TABLE 2–3
The Financial Markets—$10,000 Initial Investment: December 31, 1925

Final Value at December 31, 1992

Nominal Real

Common stocks $7,273,800 $918,900
Long-term bonds 237,100 30,000
Cash reserves 114,000 14,400
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FIGURE 2–2
Common Stocks Returns (1926–92)
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FIGURE 2–3
Range of Returns on Common Stocks (1926–92)
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If you can afford the luxury of reinvesting dividends and you have a
truly long-term time horizon, the total return risk of common stocks is
quite tolerable. Not only does the magnitude of the disparity in returns
diminish as the holding period lengthens, but the possibility of achieving
a negative return decreases as well. What is more, if you also add new
capital to your stock holdings regularly (or even spasmodically), in good
times and bad alike, total return risk should be negligible.

It seems only logical that making many investments in the stock mar-
ket at periodic intervals—known as dollar-cost averaging—will provide
greater stability of return than a single all-at-once commitment. The rea-
son is that a large single investment determines, for once and for all,
the price at which you have committed your assets. By investing the
same number of dollars at regular intervals over time, regardless of the
market’s prevailing price level, you buy more shares when stock prices
are low and fewer shares when stock prices are high, virtually assuring
a satisfactory average purchase price for your holdings. In addition, the
regular reinvestment of dividends, year after year, irrespective of the level
of stock prices, contributes still further to the effectiveness of dollar-cost
averaging.

The value of dollar-cost averaging emerges clearly from a study of
past returns on stocks. Table 2–4 contrasts the best ten-year period for
the stock market with the worst and illustrates how the range of returns
may narrow using a program of yearly investments rather than a single
lump-sum investment.

Clearly, the magic of compounding, combined with the normalizing
effect of dollar-cost averaging, minimizes the volatility of investment
returns. What is more, making regular annual investments of $1,000
each year rather than an all-at-once commitment would have reduced

TABLE 2–4
Dollar-Cost Averaging—Annual Rates of Total Return

Initial investment Annual investments
of $10,000 of $1,000

Best decade (1948–1958) +20.1% +19.2%
Worst decade (1928–1938) −0.9 +7.0

Range 21.0% 12.2%
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your effective average annual total return by less than one percentage
point during the best decade. But it would have increased your effective
average return by nearly eight percentage points during the worst decade.
As far as investing in common stocks is concerned, dollar-cost averaging
suggests that slow-and-steady will likely win the race.

Principal Risk

The volatility of capital returns, as distinct from total returns, is a subject
given too little attention by investors. In the short run, the two risks are
similar. That is, variations in stock prices tend to overwhelm the steady
dividend component of total return over periods of one or two years. But
in the long run dividends, through the magic of compounding, not only
become a key contributor to total return but also provide a dollar-cost
averaging effect as they are regularly reinvested.

Standing on their own, principal returns on stocks vary enormously.
In a worst-case example, $10,000 invested at the 1929 stock market high
would have fallen to $1,400 at the market low in 1932 and would not
have returned to its original value until 1954. The capital investment—
measured at market value—of this unlucky investor was underwater for
25 years.

Put another way, absent the compounding of income, the principal
risk of your investment increases because it reflects solely the rate of
capital return. Without the income effect, the productivity of your assets
is diminished disproportionately, since merely adding up returns is far
less productive than compounding them through reinvestment. Table 2–5
shows the results of an investment in the stock market during an average

TABLE 2–5
$10,000 Investment—Average Decade: 1926–92

Final value

Principal value $17,110
Income received 4,700

Total value: no reinvestment $21,810

Total value: with reinvestment $27,140
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FIGURE 2–4
Dividend Growth versus Inflation (1950–92)
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dividends may be so exorbitant that it could take many years for even
steadily growing dividends to catch up with the equivalent total income
you could earn by purchasing a bond. As I showed in Figure 1–3 in
Chapter 1, it makes a big difference whether you pay $40 or $10 for each
$1 of dividends.

Figure 2–5 compares the returns of two income-oriented investors
who have a choice between investing $10,000 in (1) a diversified stock
portfolio yielding 3% but with income growing at 6% annually or (2) a
long-term bond yielding 7%. The investor who selects the stock portfolio
receives less than half of the annual income of the bond investor at
the outset. Only after 15 years does the annual dividend on the stock
portfolio reach the level of the annual interest payment from the bond,
and only after 26 years are the cumulative income streams of the two
investments equal.

We know from Chapter 1 that the income risk in stocks is far more
likely to be accounted for by paying too high a price for the dividends
in the first place than by declining dividends. Unfortunately, defining
what constitutes too high a price for dividends is a fallible exercise, one
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FIGURE 2–5
Investment Income—Stocks versus Bonds
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that must take into account not only the average historical valuations for
stocks but the current valuations for other investment alternatives as well.
History suggests that stocks are relatively expensive when the price paid
for $1 of dividends is above $30 (i.e., a yield of 3.3%) and relatively cheap
when the price paid is less than $20 (a yield of 5%). However, stocks
may well be attractive at a yield of, say, 3.5% if there are compelling
reasons to assume that their dividends will increase rapidly or if yields on
other classes of financial assets are relatively unattractive. In the example
shown in Figure 2–5, buying a portfolio of stocks at a 3% yield rather
than a bond at a 7% yield might not be a sensible investment, especially
considering the incremental risk incurred in holding stocks. When stocks
yield 4.5% and bonds yield 6%, that may be quite another story.

THE RISKS OF BONDS

The risks you assume by investing in bonds are remarkably complex and
quite different from those you assume by investing in common stocks.
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FIGURE 2–6
Long-Term Government Bond Returns (1926–92)
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FIGURE 2–7
Range of Returns on Long-Term Government Bonds (1926–92)
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TABLE 2–6
Total Return Volatility—One-Day Total Return

Instantaneous 5-year bond 20-year bond
rate change (7% coupon) (7% coupon)

+3% −12% −26%
+2 − 8 −18
+1 − 4 −10

0 0 0
−1 + 4 +12
−2 + 9 +25
−3 +13 +41

immediately. The reason is that the market value of a bond changes
overnight with a change in interest rates. But the income component
of total return is earned over a period of years. Table 2–6 shows the
immediate effect of changing interest rates on a five-year and a 20-year
bond, each with a 7% coupon. The table clearly shows the sensitivity
of bond total returns to interest rate changes, even as it illustrates the
strong defensive characteristics of short-term bonds compared to long-
term bonds.

I have presented these examples of instantaneous changes in rates of
return in such large magnitudes to illustrate the potential risks of bond
investing. It is highly unlikely, however, that the most extreme changes
in rates would take place overnight. Since a bond’s income component
becomes the driving force on its total return over time, Table 2–7 shows
the simple average returns for bonds over periods of one year, five years,
and, for the long-term bond, 20 years, given the same instantaneous
changes in rates. When sufficient time elapses for income to become a
significant contributor to return, volatility risk is greatly reduced. Further,
when other factors are held equal, bond returns regress to the initial
interest rate as they approach maturity.

Of course, the simplified example in Table 2–7 assumes that interest
income is received in cash rather than being reinvested. If you compound
all interest by reinvesting it each year, the issue becomes more complex.
Specifically, a significant reduction in total return risk occurs because
changes in interest rates will have a dual but countervailing impact on
your total return as the time period lengthens. When interest rates rise,
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TABLE 2–7
Total Return Volatility—Simple Average Returns

5-year bond 20-year bond
(7% coupon) (7% coupon)Instantaneous

rate change 1 year 5 years 1 year 5 years 20 years

+3% − 3% +7% −18% + 2% +7%
+2 0 +7 −11 + 3 +7
+1 + 4 +7 −13 + 5 +7

0 + 7 +7 + 7 + 7 +7
−1 +11 +7 +18 + 9 +7
−2 +14 +7 +31 +11 +7
−3 +18 +7 +47 +13 +7

bond prices decline (which reduces your total return), but the semi-
annual reinvestments of the interest income are made at higher yields
(which increases your return). Falling interest rates have precisely the
reverse effects. As the bond moves toward its maturity date and its capital
and income returns interact, whether interest rates rise or fall becomes
increasingly irrelevant to the total return you earn.

For example, a 20-year Treasury bond with a 7% coupon would pro-
vide a one-year total return of −8% if interest rates were to rise by two
percentage points and a return of +34% on a commensurate rate decline.
However, after five years the range of respective rates of return narrows to
+5% and +10%. At some point, the lines cross and the gap is eliminated.
Thereafter, higher rates add to return and lower rates detract. The point
of convergence is called duration, and it is easily measurable. In fact,
the duration of a 20-year bond with 7% coupon is about eleven years,
and the duration of a five-year bond with a 7% coupon is about three and
one-half years.

Over long holding periods, the value to investors of higher rates ver-
sus lower rates is dramatic. As shown in Figure 2–8, a $10,000 invest-
ment in a 20-year U.S. Treasury bond with a 7% coupon would have
a value (including compounded interest) of just $9,200 one year after
a 2% rate increase and a value of $13,400 after a 2% rate decline.
The values converge at $22,000 and then cross in the eleventh year.
When the bond matures, the $10,000 investment has a value (including
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FIGURE 2–8
Value of 7% 20-Year Treasury Bond (When Interest Rates Rise or Fall 2%)
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reinvested interest) of nearly $47,500 in the higher rate environment and
just $33,600 in the lower rate environment—a 29% reduction in terminal
value engendered by falling rates. This reversal affirms the aphorism that
“it is an ill wind (indeed) that blows no good.”

The main message of Figure 2–8 is that you can minimize your bond
risk by selecting a duration suitable to your own investment horizon. A
long-duration bond may work best if you want to lock in high income for,
say, 20 years. A short-duration bond may be best if you want a higher,
more durable yield than that of a U.S. Treasury bill and you are willing
to accept the marginal increase in short-term volatility.

Principal Risk

When you consider solely the principal value of bonds, measured by their
market prices, the risk of investing in bonds rises sharply. This increase
in risk is hardly surprising, given that interest coupons have accounted
for nearly 85% of the total return on bonds during the average decade in
the 1926–92 period.
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CAVEAT EMPTOR: Understanding Duration

Technically speaking, duration is the time period during which the
investor will receive half of the present value of a bond’s interest stream,
plus its principal value at maturity. This is a complicated concept but
one that is not necessary to fathom. For your purposes, think of duration
as the number of years at which you are indifferent to an increase or
decrease in interest rates. With just a slight modification, duration is also
(helpfully), the multiplier that roughly links interest rate changes with
principal changes. Using a bond with a ten-year duration as an example,
an instantaneous 1% rate increase would reduce its price by about 10%.
For a bond with a three-year duration, the decline in its price would be
only 3%. If you know the duration of a bond, you will have a good idea
of the impact of a change in rates on its market value.

We have already seen a good indication of principal risk in Table 2–6,
which shows the overnight effect on total return of instantaneous changes
in interest rates. Table 2–8 adds some information on the annual impact
of these rate changes over various time periods. As you can see, changes
in interest rates have zero impact on the principal value of a bond that
is held to maturity. Nonetheless, large swings in interest rates, however

TABLE 2–8
Principal Volatility—Average Annual Capital Return

5-year bond 20-year bond
(7% coupon) (7% coupon)Instantaneous

rate change Instantaneous 5 years Instantaneous 5 years 20 years

+3% −12% 0% −26% −5% 0%
+2 − 8 0 −18 −3 0
+1 − 4 0 −10 −2 0

0 0 0 0 0 0
−1 + 4 0 +12 +2 0
−2 + 9 0 +25 +4 0
−3 +13 0 +41 +6 0
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FIGURE 2–9
U.S. Treasury Bill Returns (1926–92)
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Income Risk

Minimal principal risk, then, goes hand in hand with extraordinary
income risk, and woe to the retired, income-oriented investor who holds
U.S. Treasury bills (or for that matter other money market instruments
such as bank short-term certificates of deposit) without considering this
income risk. During the 1980s, investors became accustomed to earning
high returns on their cash reserves, but times have changed. It is not given
to us to know when, or even if, the high returns earned on U.S. Trea-
sury bills during the 1979–84 period (averaging +10.9% annually)—not
to mention the inflation that engendered those returns—will be with us
again.

SUMMARY

“Do what you will, capital is at hazard.” This is a central rule of investing.
Sometimes, as in the case of inflation, the hazard is beyond your control.
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TABLE 2–9
Investment Characteristics of Financial Assets

Total Principal Current Income Income
return stability yield growth stability

Common stocks A C B A B
Long-term bonds B B A C A
Cash reserves C A C NA∗ C

∗Not applicable; U.S. Treasury bill yields may rise or decline.

Inflation risk, however, appears to affect each of the three major classes
of financial assets pretty much equally. That is, each percentage point
of inflation reduces the nominal total return for stocks, bonds, and bills
alike by one percentage point. However, inflation does alter the relative
relationships among these returns. For example, at a 3% inflation rate, a
nominal stock return of +9% would be reduced to +6% and a nominal
bond return of +6% would be reduced to +3%. Thus, the stock return
increases from one and one-half times the bond return to two times.

There is a sensible way to balance the risks in each asset class—risks
to total return, to capital, and to income—against each other. You can
eliminate principal risk, or you can eliminate income risk, but you cannot
eliminate both. Table 2–9 contrasts the critical investment characteristics
of the three asset classes, with each instrument graded as A (best), B
(average), or C (worst).

You will probably want to optimize these characteristics to meet your
own investment needs, balancing the risks and rewards by owning some
stocks, some bonds (probably with a range of maturities), and some bills.
With this perhaps self-evident conclusion, I shall now turn to a practical
discussion of mutual funds. Chapter 12 will discuss in depth the allocation
of assets among the three basic classes of financial investments.
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TABLE 3–1
Mutual Fund Industry (December 31, 1992)

Percent of Number of
$ billion total funds

Common Stock Funds
Growth $ 136 9% 361
Value 140 9 290
Equity income 40 2 74
Broad-based specialty 113 7 524
Concentrated specialty 34 2 183

Subtotal $ 463 29% 1,432

Bond Funds
Investment-grade corporate $ 57 4% 262
Medium-grade corporate 19 1 74
High-yield corporate 33 2 78
Tax-exempt 198 12 759
Mortgage-backed 94 6 116
U.S. Treasury and government 81 5 272
Global 28 2 101

Subtotal $ 510 32% 1,662

Money Market Funds
Prime paper $ 300 19% 363
Treasury and agency 159 10 292
Tax-exempt 96 6 321

Subtotal $ 555 35% 976

Balanced Funds
Traditional $ 31 2% 95
Income-oriented 9 1 17
Asset allocation 14 1 85

Subtotal $ 54 4% 197

Total Industry $ 1,582 100% 4,267

Each of these fund categories represents a different combination of
potential reward and potential risk. Because mutual funds are, in essence,
merely financial intermediaries, they provide a convenient means of
investing in the three basic financial asset classes—stocks, bonds, and
cash reserves—described in the previous two chapters. So it is only one
small step from investing in individual securities to investing in portfolios
of securities through mutual funds.
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TABLE 3–2
Components of Mutual Fund Returns (15-years ended December 31, 1992)

Contribution to
Rate of Return Total Return

Total return Capital return Income return Capital Income

Stock funds +14.6% +11.4% +3.2% 78% 22%
Bond funds + 8.8 − 0.9 +9.7 −10 110
Money market funds + 8.7 0.0 +8.7 0 100
Balanced funds +13.2 + 6.0 +7.2 45 55

difference between these two components of return for the major types
of funds, using the 15 years ended December 31, 1992.

This table shows that considering total return in terms of its capi-
tal and income components makes it even more useful for measuring
past performance. Such information is critical if you are in the distribu-
tion (income-producing) phase of your investment life cycle. But it also
helps to compare major investment styles if you are in the accumulation
(investment and reinvestment) phase. For example, there is a substantial
difference in the contribution of income to the total returns of various
types of equity funds that has important implications for investors with
long-term growth objectives.

SUMMARY

The proverbial Topsy said, “I ’spect I growed. Don’t think nobody ever
made me.” The same thing cannot be said about the mutual fund industry.
The industry has grown because of its elemental principles, applied first
to stock funds and balanced funds, and then to bond funds, and finally to
money market funds. Not only have industry assets soared to $1.6 trillion,
but the number of funds available to investors has reached the staggering
total of 4,300. The selection of individual funds by investors has become
a demanding task, which I shall address in the chapters that follow.
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TABLE 4–1
Growth Funds versus Value Funds (20 Years Ended December 31, 1992)

Average Annual Rate of Return

Growth Value
5-year periods (inclusive) funds funds

1973–77 − 2.9% + 1.7%
1978–82 +19.1 +15.9
1983–87 +11.0 +13.5
1988–92 +14.7 +13.6

Total period 1973–92 +10.1% +11.0%

select a mainstream stock fund in either the growth or the value cate-
gory and hope for marginal superiority, with some level of consistency,
over stocks in the aggregate. This plan, implicitly adopted by most fund
shareholders, provides the broadest level of diversification. The second
strategy is to select a differentiated fund in either the growth or value
category, or a specialty fund whose returns and risks will vary signifi-
cantly from the market as a whole. In either case, you should be aware
of the extra risk assumed in accepting a lower (sometimes much lower)
level of diversification. Put another way, the potential rewards of owning
a mutual fund that might rank among the top 10% of all funds during
a given interval are usually accompanied by the risks of owning a fund
that might rank in the bottom 10%. Or, as it has been said, “many that
are first shall be last, and the last shall be first.”

The primary mainstream funds, as I noted, include growth funds and
value funds. In practice, there is a soft distinction between these two stock
fund classes. While their short-term returns have varied from one period
to another, their long-term returns have been fairly similar, as Table 4–1
shows. Admittedly, looking at five-year aggregates blurs much of the
distinction between the returns of these two stock fund categories. But
on a year-by-year basis over an extended period, a slow cyclical pattern
emerges in which first one type of fund leads the market, then the other.
The upper part of Figure 4–1 shows the cumulative returns of both types
of funds over the past 20 years; the lower shows the relative returns
achieved by each fund type over the period. When the line is rising,
growth funds are leading. When the line is falling, value funds are leading.
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FIGURE 4–1
Growth Funds versus Value Funds
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Note that value funds had their day from the end of 1972 to the end
of 1976, received their comeuppance from 1977 to 1980, only to resume
dominance through the end of 1988. The message of the chart, it seems
to me, is that there are few profits—and lots of problems—in trying to
predict the relative performance of these two investment styles.

Some further difficulty in distinguishing between these two basic types
of funds is manifested in their portfolio holdings. Table 4–2 compares ten
equity holdings (ranked in terms of percentage of assets) that comprise
a substantial portion of the portfolios of both value funds and growth
funds. The portfolio parallelism begins with Philip Morris, the largest
holding in each fund group, but it hardly ends there. The overlap between
the two columns confirms that the real-world similarities between the
typical growth fund and the typical value fund are far greater than the
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TABLE 4–2
Rank of Equity Holdings (December 31, 1992)

Growth funds Value funds

Philip Morris 1 1
FNMA 2 5
Merck 3 4
PepsiCo 8 16
Pfizer 11 19
American International Group 13 13
Royal Dutch 16 6
General Electric 18 2
Bristol-Myers Squibb 20 12
IBM 21 7

differences. This process of mongrelization seems to have developed
over the past decade. It means that the accepted broad definitions of
equity fund categories are considerably less useful than each individual
fund’s specific investment characteristics.

Equity income funds represent a third type of mainstream offering.
They can be considered close sisters to value funds, with a tilt toward
current income. Such funds entail a more conservative approach to equity
fund investing, but their returns are heavily influenced by the general level
of interest rates. The broad-based specialty funds, on the other hand,
represent a more zealous investment approach that entails higher price
volatility than the mainstream funds. For instance, aggressive growth
funds seek maximum capital appreciation as a primary objective. They
frequently pursue this objective through the fairly active buying and
selling of securities, resulting in high levels of portfolio turnover. The
small company funds, on the other hand, focus their investments in stocks
with relatively small market capitalizations and often emphasize more
speculative emerging companies.

Small company stocks have, over the long term, outperformed their
larger capitalization cousins, which dominate the typical growth and
value fund portfolios. However, there have been protracted periods when
large company stocks performed better. The upper chart in Figure 4–2
shows the cumulative performance of small stocks (Russell 2000 Index)
and large stocks (S&P 500 Index) over the 20-year period ended Decem-
ber 31, 1992. The lower chart shows the relationship between the returns
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FIGURE 4–2
Small Cap versus Large Cap Stocks (20 Years Ended December 31, 1992)
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of the two stock groups. When the line is rising, small company stocks
are outperforming large company stocks; when the line is declining, the
reverse is true. While small cap stocks provided higher returns over the
full period, their dominance was achieved prior to 1984. Since then, large
cap stocks have been by far the better performers.

Each equity fund type has particular investment characteristics. In
evaluating each, be aware of two important distinctions. First, while the
total returns of each stock fund type are often comparable over extended
periods, the equity income and value funds have tended to carry lower
risk (less price volatility) than have the growth, aggressive growth, and
small company funds. Second, there is a difference in the character of
returns among these fund types. Specifically, dividend income comprises
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TABLE 4–3
Components of Total Return (15 Years Ended December 31, 1992)

Income as
Income Capital Total percent of

Fund type return return∗ return total return

Equity income +6.2% + 7.8% +14.0% 44%
Value +4.3 + 9.4 +13.7 31
Growth +2.7 +12.9 +15.6 17
Small company +1.8 +14.3 +16.1 11
Aggressive growth +1.2 +12.7 +13.9 9

∗Includes increases in net asset value plus reinvested capital gains distributions.

a higher proportion of total return for equity income and value funds than
for the other three fund types. Dividend income tends to be stable and
durable over time. Capital growth is more volatile and spasmodic. This
is an important distinction as you select a stock fund.

Table 4–3 gives some idea of the marked difference in the compo-
sition of total returns among the primary equity fund types, using the
past 15 years as an example. The table shows that, while the long-term
total returns of these five stock fund types were remarkably similar over
the 15-year period, the composition of those returns was strikingly dis-
parate. Clearly, if you are in the accumulation phase of your life cycle—
unconcerned with generating current income from your investments and
interested in minimizing taxable income—you may well prefer a growth
fund over an equity income fund. Conversely, if you are in the distri-
bution phase of your life cycle, you may prefer an equity income fund
or a value fund. By evaluating the composition of total returns, you can
select the most appropriate type of stock fund and then proceed to make
specific fund comparisons within that group of funds. Evaluating past
returns in this manner provides a logical framework in which to make
rational investment decisions.

There is another type of common stock mutual fund, the international
fund. This term has come to describe funds investing entirely outside the
U.S. Thus far, I have virtually ignored international funds mainly because
they entail unique risks that are not relevant to the investor in domestic
common stock funds. The rationale for investing in international funds
is that they should provide an ancillary level of diversification to your
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FIGURE 4–3
U.S. versus Foreign Markets
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1979 to 1984, foreign markets enjoyed a gain of +166% measured in
local currencies, but a gain of just +75% in U.S. dollar terms. In my
view, despite the currency reward illustrated in the upper chart in Figure
4–3, the best assumption you can make is that currency fluctuations
will have a limited impact, either positive or negative, on the long-term
returns earned by your foreign investments. If that is the case, you should
evaluate your international fund holdings just as you would your U.S.
fund holdings, in terms of their fundamental value.

It has become popular in financial circles to speak of investors own-
ing the “entire world market.” The implied added diversification would
justify a commitment of 57% of equities to non-U.S. stocks, since they
comprised 57% of the world’s total market capitalization at the end of
1992. The remaining 43% would comprise U.S. stocks. I do not believe
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TABLE 4–4
Yield Comparison

Value fund A Growth fund B

Gross yield 4.0% 2.5%
Expenses 2.0 0.5

Net yield 2.0% 2.0%

CAVEAT EMPTOR: Ignore Alpha

Many fund evaluation services place heavy reliance on Alpha, a term
denoting the purported superiority or inferiority of a fund’s results.
Alpha adjusts the fund’s total return for the risk it has assumed, as
measured by Beta. Positive Alpha is good, so the argument goes; neg-
ative Alpha is bad. But Alphas are volatile and can swiftly move from
positive to negative. In my view, Alpha, because of its unpredictable
and backward-looking nature is a counterproductive measure. I believe
Alpha is a flawed measure of what to expect from a fund and should gen-
erally be ignored. On the other hand, ExMarks and Betas of most mature
funds with stable investment objectives and policies tend to remain sta-
tionary even over decades, making these two concepts far more reliable
and useful.

2.5% gross yield of the growth fund. This range is about what might be
expected in a marketplace in which the average yield is 3.2%. Clearly,
the gross yield is the more reliable differentiator of a fund’s investment
philosophy.

Taking these three significant evaluation statistics together, Table 4–5
shows how they work in differentiating the particular stock fund types.
The mainstream funds—growth, value, and equity income—demonstrate
predictably higher average ExMarks, a manifestation of their similarity to
the stock market as a whole. The small company funds, on the other hand,
have much higher Betas and much lower gross yields. In all, the table
establishes a comparative framework in which to assess the principal
investment characteristics of the various stock fund groups.
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TABLE 4–5
Portfolio Statistics Analysis (December 31, 1992)

Classification ExMark Beta Gross yield

Growth funds 83% 1.01 2.3%
Value funds 87 0.87 3.7
Equity income funds 87 0.76 5.0
Aggressive growth funds 68 1.19 2.4
Small company funds 69 1.16 1.5
International funds 38 0.65 3.0
Gold funds 0 0.00 2.6

Standard & Poor’s 500 Index 100 1.00 2.8

Since there are variations in investment characteristics even among
funds with the same investment objective, closer evaluation is required
if you prefer to fine-tune the analysis. For example, if the value fund in
which you are interested has a lower ExMark, a lower Beta, and a higher
gross yield than the average for its group, fair comparison requires that
you select a subset (or peer group) from among funds with investment
characteristics that are more similar. Two examples may suffice to make
this point, as shown in Table 4–6.

Let’s consider this table in two segments. The selected value fund
appears to have provided a subpar return (+13.4% versus +13.6%). But

TABLE 4–6
Portfolio Statistics Analysis (December 31, 1992)

Annual return
five years ended

ExMark Beta Gross yield December 31, 1992

Selected value fund 78% 0.70 4.2% +13.4%

Peer group average 84 0.69 4.4 +12.7
Value fund average 87 0.87 3.7 +13.6

Selected growth fund 91 1.19 1.2 +16.0

Peer group average 90 1.13 1.6 +16.4
Growth fund average 83 1.01 2.3 +14.7
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TABLE 4–7
One-Year Rank Order of Top 20 Equity Funds (1982–92)

Average rank Average rank
First year rank in subsequent year First year rank in subsequent year

1 100 11 310
2 383 12 262
3 231 13 271
4 343 14 207
5 358 15 271
6 239 16 287
7 220 17 332
8 417 18 348
9 242 19 310

10 330 20 226
Average rank of top 20 in subsequent year = 284
Average number of funds = 681

Concentrated specialty and international funds excluded.

� A typical top 20 fund provided a phenomenal return of +42.3% in
its leadership year, more than three times the all-fund average of
+13.3%. In the second year, its return averaged +17.6%, compared
to the all-fund average of +13.1%. (If this margin could be sus-
tained by the fund in subsequent years, its performance would be
outstanding.)

� Funds in the top 20 in a given year have, on average, ranked 284 of
681 funds in the subsequent year. While better than mere chance—
which would suggest an average rank of 341—it can be described
as regressing to the mean.

Perhaps surprisingly, these general conclusions seem to be affirmed
over longer holding periods. In our ten-year study (1972–82 versus 1982-
92), the rankings were only marginally helpful. The average member of
the top 20 provided a premium annual return of +8.3%(+17.3% versus
+9.0% for the all-fund average) in the first decade. But the margin
dropped to +1.2% (+14.3% versus +13.1%) in the subsequent decade.
The evidence, as shown in Table 4–8, is really quite striking:

� The average rank of the top 20 funds in the first decade fell to 142 of
309 funds in the second. While that is a slightly higher rank than the
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CAVEAT EMPTOR: What’s Past Is (Not) Prologue . . .

Marketers of mutual funds have a fairly easy time achieving—and then
bragging about—returns that mark their funds as “#1.” Here is the
strategy: Select a fund that ranks first in any class of funds with similar
objectives and asset size (say, growth funds with current assets over
$500 million) over any specified period (the past quarter or year or even
25 years). Advertise it as #1. When the ranking subsequently drops (and
it will), select another fund, in another class or another time period (or
both), and advertise it as #1. While these comparisons are ridiculous
when taken over a period as short as a single quarter, they are even
more misleading when taken over the long term. A fund identified by
its sponsor as #1 for 25 years may be ranked last for the immediately
preceding five years. These promotions provide simplistic information
that is easily manipulated and has absolutely no predictive value. Even
their marketers, if directly confronted, cannot deny the accuracy of this
assertion. Similar rankings published in the financial press lack the fund
sponsor’s bias and are completely objective. However, these rankings are
also utterly without predictive value, and you should give them credence
only as interesting historical artifacts. Despite Antonio’s assurance in
The Tempest, beware of assuming that “what’s past is prologue.” It is not.

TABLE 4–8
Ten-Year Rank Order of Top 20 Equity Funds

Rank 1972–82 Rank 1982–92 Rank 1972–82 Rank 1982–92

1 128 11 222
2 34 12 5
3 148 13 118
4 220 14 228
5 16 15 205
6 2 16 78
7 199 17 209
8 15 18 237
9 177 19 119

10 245 20 242
Average rank of top 20 in subsequent decade = 142
Number of funds = 309

Concentrated specialty and international funds excluded.
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TABLE 4–9
Performance of Growth and Value Funds by Quartiles

1987–92 Ranking Five-Year Average

First Second Third Fourth Gross Expense Net
quartile quartile quartile quartile return (%) ratio (%) return (%)

First quartile 14 10 12 8 15.9 0.9 15.0

Second quartile 8 13 11 12 14.8 0.9 13.9

Third quartile 13 12 10 9 15.5 1.0 14.5

19
77

–8
7

R
an

ki
ng

Fourth quartile 9 9 11 15 14.6 1.7 12.9

my analysis to mainstream funds with generally comparable investment
characteristics.

There were 176 such funds in operation throughout the entire period,
and I examined the results of the funds in each quartile during both peri-
ods. I wanted to discover whether the rankings of the 44 funds in each
quartile during the first period would predict their quartile rankings dur-
ing the second period. Table 4–9 shows that performance predictability
was virtually nonexistent. A completely random distribution of returns—
an exercise in coin flipping, for example—would have placed about 11
funds in each box. With four exceptions, each of the 16 boxes had between
9 and 13 entrants.

In fairness, a very slight bias appears toward both first-quartile funds
and fourth-quartile funds repeating their performance. The odds, rather
than being the expected three out of four against a repeat, were “only”
about two out of three at each extreme. Are these odds worth betting on?
Probably not, for several reasons:

1. The difference in returns is generally small. The average net return
on the ten-year first-quartile funds, for example, was +15.0% dur-
ing the subsequent five-year period, compared to +13.9% for the
second quartile funds and +14.5% for the third. That, too, looks a
lot like statistical noise.

2. In terms of average return, the fourth-quartile funds appear to have
remained poor performers. However, while the net returns of these
funds were inferior, their gross returns (before being dragged down
by inordinately high expenses) were about average. This discrep-
ancy shows the tendency of the returns earned by fund portfolios to
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CAVEAT EMPTOR: Coming Down to Earth

I noted earlier that regression to the mean is a critically important con-
cept for investors to understand. In the stock market, it means that returns
substantially above or below long-term norms are likely to subsequently
move down, or up, toward the norm. The same principle applies in equity
fund performance. The fund shown below exceeded the returns of the
stock market by an average of 20 percentage points a year during the
first seven years of the selected 14-year period. But it provided an aver-
age margin of only three percentage points during the second seven
years. While this margin is indeed healthy, the lessening of superiority
shown in the example provides a good illustration of a fund’s perfor-
mance “coming down to earth.” It is also a reminder that no fund can
consistently sustain exceptionally high relative returns.
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result, or as is sometimes said, “applying different tortures to the data
until it finally confesses”).

Let’s now examine (1) whether the Honor Roll selections as a group
provided better returns than other comparable funds and (2) whether
they provided better returns than the stock market as a whole. The results
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TABLE 4–10
Honor Roll Analysis (1974–92)

Final value of
Average Cumulative initial investment

annual return return of $10,000

Honor roll funds +11.2% +650% $75,000
Average equity fund +12.5 +843 94,300
Total stock market∗ +13.1 +936 103,600

∗Wilshire 5000 Index

are not especially encouraging to those who believe that what’s past is
prologue. The performance of the Honor Roll funds fell short of both
standards. Table 4–10 shows the summary figures.

The net result is that returns on equity mutual funds—whether selected
carefully or aggregated—have fallen short of those of the total stock mar-
ket during the Honor Roll’s history. Cumulatively, through compounding,
the initial $10,000 investment grew to $75,000 for the Honor Roll funds,
$94,300 for the average equity fund, and $103,600 for the market index.
As a whole, this maximum difference in return of $28,600 is equal to
290% of the amount initially invested. Figure 4–4 shows the cumulative
results.

A few words about costs: (1) The Honor Roll performance data have
been adjusted to take into account any sales charges that would have
been incurred on the annual fund purchases. (2) The average equity
fund performance data have been reduced by an estimated sales charge
of 4% paid only on the initial purchase. (3) The stock market return
includes no sales charges but has been reduced by 0.2% annually to
reflect expected real-world operating costs. If sales charges were ignored
(although there is no reason for doing so), the return of the Honor Roll
funds and the average equity fund would have been+13.0% and+12.8%,
respectively.

The Honor Roll example makes it clear that picking the winners, even
with thoughtfulness and judgment, is far too often a fruitless exercise.
Another of Alfred E. Smith’s memorable phrases might have been used
to describe the hazards of placing too much reliance on a fund’s past
performance: “No matter how thin you slice it, it’s still baloney.”
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FIGURE 4–4
Relative Performance of the Honor Roll (1974–92)
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SUMMARY

The previous comments represent a tough, demanding approach toward
equity fund comparison and an acknowledgment that even the most
careful analysis provides no assurance of success. Nonetheless, decide
you must. The following suggestions may be helpful:

� Invest principally in broadly based mainstream funds; diversifica-
tion is usually widest in these funds. If current income is a major
requirement, give special consideration to equity income funds.

� Select funds by comparing their investment characteristics with
those in their objective category (growth, value, etc.) and with a
peer group of other funds you may be considering. Comparing like
with like is critical.

� Give important consideration to the technical factors of ExMark,
Beta, and gross yield. Also consider the age and size of a fund, its
portfolio turnover rate and, to the appropriate degree, the tenure of
its portfolio manager.
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TABLE 5–1
Bond Fund Sectors—Number of Funds (December 31, 1992)

Investment- Medium- High- Investment- High-
U.S. Mortgage- grade grade yield grade yield

government backed corporate corporate corporate municipal municipal Global Total

Short-term 69 52 73 2 – 20 – 48 264
Intermediate-

term 49 64 64 – 78 41 – – 296
Long-term 154 – 125 72 – 670 28 53 1,102

Total 272 116 262 74 78 731 28 101 1,662

sectors, of which 17 are occupied by existing mutual funds. Table 5–1
shows the number of funds available in each sector.

In the major common stock fund sectors, the evidence illustrates a
remarkable overlap between the portfolios of funds with supposedly
distinct investment objectives. For example, both value funds and growth
funds hold many of the same stocks. In general, however, each type of
bond fund has its own distinctive characteristics. For instance, there are
69 short-term U.S. government bond funds available to investors. Each
holds, for the most part, a homogeneous portfolio invested in securities
of the U.S. Treasury and federal government agencies, and maintains
an average maturity generally ranging from two to four years. As you
move down the quality ladder and up the maturity ladder, differences in
portfolio composition among bond mutual funds with supposedly similar
investment objectives become more prevalent. Among high-yield bond
funds, the distinctions are truly striking. (This chapter focuses on the
investment-grade bond fund sectors; a separate section at the end deals
specifically with the high-yield sector.) In any event, you can compare
bond funds within each sector shown in Table 5–1 with a high level of
confidence that you are comparing apples with apples.

If the thought of selecting one or more bond funds from among 17
separate bond categories comprising approximately 1,700 fund offerings
seems daunting, all I can say is, it is. But the fund selection process does
not need to be as onerous as these numbers suggest. The fundamental
issue is how to reduce this universe of funds to a more manageable size.

To begin, ask yourself why you want to purchase a bond fund in the
first place. Are you saving to build capital for your retirement? Then
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TABLE 5–3
Bond Fund Yields—Impact of Quality and Expenses (December 31, 1992)

Short-term National California
corporate municipal municipal
bond fund bond fund bond fund

High Medium High Medium High Medium
quality quality quality quality quality quality

Gross yield 7.7% 7.9% 6.7% 8.0% 6.1% 7.2%
Expenses −0.3 −0.6 −0.2 −2.1 −0.2 −1.9∗

Net yield 7.4% 7.3% 6.5% 5.9% 5.9% 5.3%

∗Includes expense ratio of 1 4% and 5% sales load amortized over ten years.

in that category. Yet the lower-quality fund—given its high expenses—
provided a marginally lower yield.

2. The two long-term national municipal bond fund portfolios were
rated, respectively, 98% and 64% A or above. However, given its astro-
nomical expense ratio, the lower-quality fund provided a net yield of
only 5.9%, versus 6.5% for the higher-quality fund.

3. The portfolio of one California state municipal bond fund was
rated 31% BBB and below; the other comprised 100% AAA insured
municipal bonds (especially important in an earthquake-prone state).
But the insured fund provided a net yield of 5.9%, compared with 5.3%
(including a hefty sales charge) for the uninsured fund. Just imagine
being paid 0.6%—an 11% premium—for buying an insurance policy.

These examples raise a question about whether you should ever pur-
chase a lower-quality bond fund that incurs a much higher expense ratio
than a higher-quality bond fund with a comparable maturity. If one bond
fund has a gross yield 1% higher than another, and an expense ratio that is
also 1% higher, both will deliver the same net yield. Over time, the spread
between a long-term U.S. Treasury bond and a long-term BBB indus-
trial bond has averaged about 1%. The higher expense ratio means you
are paying for a Treasury bond but receiving in return a medium-grade
industrial bond. It is not a sensible transaction.

Average maturity. As we saw in Chapter 2, interest rate risk
simply means that changes in the level of interest rates are necessarily
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TABLE 5–4
Price Volatility of Bond Mutual Funds

Impact of Change in Yield
on Net Asset Value

Higher Lower
December 31, 1992 rate rate

Government issue Maturity Yield +2% +1% −1% −2%

Bills 90 days 3.1% 0% 0% 0% 0%
Short-term bonds 21/2 years 4.8 − 4 − 2 + 2 + 5
Intermediate-term

bonds
10 years 6.7 −13 − 7 + 7 +16

GNMAs 9 years 6.8 −11 − 5 + 4 + 7
Long-term bonds 20 years 7.3 −18 −10 +11 +25

Estimated price changes exclude interest income. GNMA price changes include an estimate of prepay-
ment risk

accompanied by commensurate changes in the value of your bond fund
investment. Since the magnitude of the change in principal that accompa-
nies a change in interest rates is determined by a bond’s duration—which
is largely controlled by the bond coupon and the number of years it must
be held until maturity—investors who ignore a bond portfolio’s average
maturity do so at their peril.

The interim price fluctuations in the bond market can be every bit
as frightening as those in the stock market. If you do not have the
constitution to stomach constant fluctuations in your principal, you will
want to steer clear of the longer-term bond funds and focus on the
shorter-term offerings. If you have a longer-term investment horizon,
you can presumably afford to ignore the price fluctuations in a long-term
bond fund and enjoy the higher coupon. Table 5–4 shows the yields on
December 31, 1992, for five different U.S. Treasury-guaranteed fixed-
income securities and their expected sensitivity to interest changes of 1%
and 2%.

Clearly, you can gain a significant yield increase by lengthening matu-
rity, but only with heightened principal volatility. To improve your yield,
you might be best served by extending your maturity modestly and com-
mitting only part of your assets to longer-term bond funds. In an uncertain
world, compromise is a good basis for allocating your assets.
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CAVEAT EMPTOR: Swapping Principal for Income

The intelligent investor must take the trouble to look beyond cur-
rent yields in evaluating short-term bond funds. Today yields can be
enhanced, not only by the traditional steps of reducing quality and
lengthening maturity, but also by using derivative instruments and CMOs
that provide more income return, usually at the expense of capital return.
The table shows two apparently similar AA bond funds, both with aver-
age maturities of three years. Fund B, however, generated 26% more
gross income than Fund A. Despite an expense ratio more than dou-
ble that of Fund A, Fund B provided 20% more net income return. In
this case, it achieved an illusory advantage by holding 16% positions
in both GNMA securities and derivative instruments. As interest rates
fell during 1992, the piper was paid and the investor’s capital in Fund B
was impaired. The total return achieved by the lower-yielding Fund A
was 33% higher than that of Fund B. Moral: Yields on short-term bond
funds are not always what they seem.

Short-Term Bond Funds (12 months ended December 31, 1992)

Fund A Fund B

Gross income return +6.9% +8.7%
Expense ratio −0.3 −0.8

Net income return +6.6% +7.9%
Capital return +0.6 −2.5

Total Return +7.2% +5.4%

reduced by 25% equals 6%.) While the arithmetic of this comparison is
simple enough, it would be foolish to only consider yield and ignore such
factors as quality, call protection, and cost. You should also be aware that
tax-exempt and taxable bond funds alike may periodically realize capital
gains as bonds are sold for more than their purchase prices. (Such gains
are taxable to fund shareholders.) This is most likely to occur following
significant declines in interest rates.

The structural characteristics just described should provide a useful
framework for evaluating the appropriateness of various types of bond
funds for your investment program. But once you have determined the
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TABLE 5–5
Corporate Bond Funds (Six Years Ended December 31, 1992)

Average Annual Returns

Income return Capital return Total return

Short-term

First four years +7.7% −0.4% +7.4%
Last two years +6.5 +1.7 +8.2

Total +7.4% +0.3% +7.7%

Intermediate-term

First four years +9.0% −1.8% +7.2%
Last two years +8.1 +2.7 +10.8

Total +8.7% −0.3% +8.4%

Long-term

First four years +9.2% −2.3% +6.9%
Last two years +8.5 +3.9 +12.4

Total +9.0% −0.3% +8.7%

period. As I noted in Chapter 3, during the 15 years ended December
31, 1992, income accounted for only about 25% of the total return on
stock funds, but accounted for 110% (the capital return was marginally
negative) of the total return on bond funds. Essentially the same relation-
ship prevailed during the six years ended December 31, 1992, a period I
selected for analysis since it includes both rising and declining interest
rates, with little net change on balance.

The data in Table 5–5 show conclusively that, for the full period,
the income component utterly dominated the capital component of bond
fund returns, no matter what length of maturity was involved. This result
strongly suggests that all types of bond funds should be prized primarily
for their income returns and not for their capital returns. As you would
expect, income returns increased as the portfolio maturities of the funds
lengthened, from short, to intermediate, to long. The higher levels of
income earned over the full period by the longer-term bond funds (levels
well above what historic norms would suggest) appear to be achieved at
virtually no additional risk to the investor’s capital. But this seemingly
negligible risk was largely the result of the nature of the bond market
during this particular six-year period. Interest rates at the end of the period
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TABLE 5–6
Bond Funds—Annual Returns by Expense Level (Three Years Ended
December 31, 1992)

Funds with Expense Ratios

Less 0.50% 1.01% Greater Added return
Average than to to than of low cost

Category return 0.50% 1.00% 1.50% 1.50% over high

Government
Long-term 9.6% 10.6% 10.3% 9.4% 8.5% +2.1%
Short-term 8.8 9.1 8.7 NA 8.1 +1.0
GNMA 10.5 11.0 10.5 9.9 9.8 +1.2

Corporate
Long-term high-grade 10.2 10.6 10.1 10.0 8.4 +2.2
Long-term medium-grade 10.6 12.2 10.6 10.5 10.0 +2.2
Short-term high-grade 8.4 8.5 8.3 NA NA NA

Municipal
Long-term AAA 8.8 9.6 9.1 8.1 7.8 +1.8
Long-term AA 8.9 9.6 9.1 8.2 7.8 +1.8
Long-term A 9.0 9.8 9.0 8.6 7.6 +2.2

the lowest-cost funds outpaced the highest-cost funds by between +1.0%
and +2.2% annually. The average enhancement in return was +1.8% per
year.

This +1.8% advantage in return for the lowest-cost funds over the
highest-cost funds has extremely important implications. With the magic
of compounding, an increase in annual return from, say,+7.0% to+8.8%
would increase the accumulated capital value of an initial investment of
$10,000 in a bond fund from $19,700 to $23,200 over a decade, a gain
of +18%. When related to the initial investment of $10,000, this addi-
tional $3,500 of total return—equal to 35% of the initial investment—
approaches the awesome.

For investors in the distribution phase of their life cycle, the results
are also dramatic. A $10,000 investment yielding 6.0% after expenses
would provide $600 of income each year; a $10,000 investment yielding
7.8% after expenses would provide $780 of annual income. This 30%
increase in income can be achieved by the investor without incurring any
extra volatility or quality risk.
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TABLE 5–7
High-Yield Bond Funds—Average Annual Total Returns (Six Years Ended
December 31, 1992)

Income return Capital return Total return

First four years +12.2% −11.7% + 0.5%
Last two years +12.4 +15.5 +27.9
Full six years +12.2% − 3.3% + 8.9%

In 1982, the high-yield bond sector represented just a fraction of
total corporate bond issuance and was composed primarily of “fallen
angels,” bonds that had been high-quality securities before their issuers
encountered difficulties in their business operations. Following the junk
bond boom of the 1980s, the value of the high-yield bond market reached
$230 billion by the end of 1992, more than one-fourth of the value of the
total corporate bond market. Given this weighting, such funds cannot be
ignored.

As the high-yield bond market developed, it became less of a haven
for fallen angel bonds and more of a market for highly leveraged new
bond issues designed primarily to finance corporate restructurings. Under
these circumstances, bonds usually represented a very high proportion
of a corporation’s capital structure, with limited cash flow available to
meet interest and principal payments. This heightened credit risk marks
junk bonds as quite different from investment-grade bonds, much more
volatile and highly sensitive to corporate and economic conditions. To
illustrate the dramatic price fluctuations in the junk bond sector of the
bond market, Table 5–7 returns to the six-year period I discussed earlier
in this chapter divided into two distinct segments.

The table dramatizes the substantial capital volatility of high-yield
bond funds. High-yield bond prices reached their peak in 1986, just prior
to the period shown, and then went into a four-year period of retreat as
the economy slowed and many junk-bond interest coupons were slashed.
The annual capital return of −11.7% during these four years resulted in
a cumulative loss of −39% in value. Even the high income return was
barely sufficient to compensate for this principal risk, leaving average
annual returns at a mere +0.5% over four full years.
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TABLE 5–8
High-Yield Bond Funds versus Investment-Grade Bond Funds—Average
Annual Total Returns (Six Years Ended December 31, 1992)

First Four Years
High-yield bond funds + 0.5%
Investment-grade bond funds + 7.2

Last Two Years
High-yield bond funds +27.9%
Investment-grade bond funds +10.8

Full Six Years
High-yield bond funds + 8.9%
Investment-grade bond funds +98.4

As is often the case in the investment world, the tables turned abruptly.
Junk bonds staged a recovery during 1991–92, with a cumulative increase
in value of 33%. This increase translates into an annual capital return of
+15.5%. Combining this annual capital return with the income return of
+12.4% brought the two-year total return to +27.9% per year.

Investors must decide for themselves whether the additional principal
risk starkly illustrated in Table 5–7 will be compensated in the future by
the higher income component provided by junk bond funds relative to
investment-grade bond funds. As shown in Table 5–8, junk bonds pro-
vided an average annual total return of +8.9% during the six-year period,
compared to +8.4% for intermediate-term bond funds of investment-
grade quality. (Most junk bond funds are of intermediate maturity.) At
least during this period, the compensation for the extra risk appears to
have been inadequate.

When comparing high-yield bond funds with investment-grade bond
funds, these three points emerge. (1) Yields are much higher for junk
bond funds. (2) Total returns for junk bond funds are considerably more
volatile from one period to the next. (3) Principal risk is much higher
for junk bond funds largely because substantial credit risk is involved. If
you select a high-yield bond fund you should be aware that at least some
of the income premium will be eroded by capital penalty.

Although a six-year period may be regarded as an inadequate basis
for evaluating the risk premium on junk bond funds, I have used it for
consistency with the period selected for investment-grade bond funds.
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TABLE 6–1
Money Market Mutual Funds (December 31, 1992)

Fund type Number of funds

Taxable

Prime instruments∗ 363
Federal agency notes 160
U.S. Treasury bills 232

Total taxable 655

Tax-Exempt

National municipal 169
Single-state municipal 252

Total tax-exempt 321
Grand total 976

∗Commercial paper, certificates of deposit, and Eurodollar deposits.

As shown in Table 6–1, 976 money market funds are available to
individual investors (some funds are available only to institutions) in five
categories separated by credit quality or by taxability. But all money
market funds have the same basic structural characteristics.

First, money market funds of all types provide the most price stability
and the most yield variability over time (i.e., the lowest principal risk
and the highest income risk). In that sense, their investment characteris-
tics closely resemble U.S. Treasury bills, whose rewards and risks were
discussed in the first two chapters. Second, the money market fund is
the only class of mutual fund whose total return in every period com-
prises 100% income return. Unlike stock and bond funds, it offers no
opportunity for capital return.

Money market funds have existed during a turbulent period for interest
rates. At the beginning of 1972, short-term interest rates were relatively
low, running about 4% on CDs. Rates then soared to the 12% level in
1974, fell back to 5% by 1976, and, incredibly, topped 15% on a number
of occasions from the start of 1980 to mid-1982. Rates then settled into
a range of about 6% to 10% through mid-1991, trailing off to less than
3.5% by the end of 1992. Figure 6–1 presents the picture.

My analysis of money market funds will focus on three principal fac-
tors: (1) the quality of the fund’s portfolio, (2) the yield it generates, and
(3) the amount the yield is reduced by the fund’s operating expenses.
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FIGURE 6–1
Three-Month Certificates of Deposit—Quarterly Yields (1972–92)
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In combination, these factors determine virtually the entire return gener-
ated by each money market fund. While this may seem obvious today, it
was not so long ago that money market funds employed any number of
“strategies” to give the impression of relatively superior earning power.

Prior to June 1991, for instance, it was possible for money market
mutual funds to offer higher yields than their competitors by holding
large positions in lower-rated—and therefore more risky—commercial
paper or by extending their average maturities beyond the typical 30-day
to 90-day range for the average money fund. This situation made it
difficult for investors to determine the degree to which higher risk, in the
form of lower quality and/or longer maturity, accounted for the relatively
higher yield of one money market fund versus another.

But when the SEC published new standards for the management of
money market mutual funds in 1991, the fund manager’s decision tree
was considerably pruned. The SEC now requires that a money market
fund invest at least 95% of its assets in bank certificates of deposit and
commercial paper of the highest grade. The SEC also limits the average
maturity of a money market fund to 90 days or less. As a result of these
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FIGURE 6–2
Money Market Mutual Funds versus MMDAs—7-Day Yields (1983–92)
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small dollar balances and high checking volumes, and in part because
banks tend to maintain a vast brick and mortar distribution system. The
lower operating expenses of money market funds have resulted in higher
yields relative to bank money market deposit accounts (MMDAs) since
bank interest rates were deregulated beginning in 1982. Figure 6–2 illus-
trates the yield comparison.

STRUCTURAL CHARACTERISTICS

Despite the recent SEC-imposed investment restrictions, the structural
characteristics of the money market portfolio remain a primary con-
sideration in selecting a fund. First and foremost, your evaluation of
money market funds should begin by comparing yields, since yield will
ultimately determine the return on a money market fund. But there is
considerably more to the analysis of money market funds. How a fund’s
yield is attained is also of paramount importance. The most salient factors
you should consider before investing in a money market mutual fund are
its management, portfolio quality, and cost of ownership.
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TABLE 6–2
Money Market Fund Yields (December 31, 1992)

Percentage of assets
Money market fund rated Al/PI∗ Gross yield Expense ratio Net yield

Higher quality 100% 3.53% 0.30% 3.23%
Lower quality 90 3.61 0.72 2.89

∗Standard & Poor’s and Moody’s ratings only.

which hold largely obligations of the major government agencies, are a
close second in quality, since agency obligations are generally regarded
as implicitly backed by the U.S. Treasury. Prime money market funds
carry neither an express nor an implicit credit guarantee. The conserva-
tive investor should consider only those prime funds whose portfolios
consist entirely of issues that receive the highest quality ratings from the
most prominent rating agencies.

Differences in credit risk are small among the prime money market
funds, but they do exist. Table 6–2 shows the quality ratings for two
popular money market funds. Although the lower-quality fund generated
a higher gross yield than the higher-quality fund, the expenses of the
lower-quality fund more than offset its higher gross yield, so its net yield
is more than 10% lower than that of the higher-quality fund.

Should you have any concern about the credit quality of your prime
money market fund’s portfolio holdings, it is a simple matter to exchange
into a Treasury or federal money fund. If there is any sacrifice in yield
(and as we note later, there need not be any), it will be more than offset
by an enhancement of your peace of mind.

Cost of Fund Ownership

The cost of ownership is the most powerful force in differentiating the
net yields of money funds. Therefore, the expense ratio can tell you
at a glance approximately how much of a fund’s comparative net yield
advantage or disadvantage arises from a lower or higher fee structure.
Any remaining difference is accounted for by either marginally higher (or
lower) quality standards or by stretching average maturity to the available
limit. Table 6–3 illustrates this point, using U.S. Treasury money market
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TABLE 6–3
U.S. Treasury Money Market Funds (December 31, 1992)

Money fund Annualized gross yield Expense ratio Annualized net yield

A 3.22% 0.30% 2.92%
B 3.17 0.37 2.80
C 3.23 0.46 2.77
D 3.19 0.55 2.64
E 3.31 0.65 2.66
F 3.36 0.85 2.51

funds as an example since their credit quality is uniform. The table
shows the remarkable disparity in net yields (after expenses) among six
selected U.S. Treasury money market funds, in contrast with the virtual
parity among their gross yields (before expenses). Fund A earns 3.22%,
deducts expenses of 0.30%, and provides a net yield of 2.92% to the
investor. Fund F earns slightly more (3.36%) but after the deduction
of a 0.85% expense ratio, its net yield is only 2.51%. A yield increase
of more than 15% can be garnered effortlessly by selecting a low-cost
money fund.

There are enormous differences in the costs incurred by money market
funds, with expense ratios ranging from about 0.30% up to 2.0% annually.
As a result, if the gross yield of a fund was, say, 4.0%, management fees
and operating costs could consume anywhere from one-thirteenth to more
than half the interest income received by the fund.

Fee waivers. Sometimes the yield you see advertised for a
money market fund may be the yield you get, but not for very long.
Several mutual fund complexes have created new money market funds
that appear at the outset to have higher yields than their older sister
funds. Nearly always, the main reason for this yield advantage is that the
manager waives its fees and absorbs the expenses on the new fund for a
temporary (and often indeterminate) period of time.

In this manner, the new fund can offer a higher yield in order to
attract assets from especially yield-sensitive investors. This strategy is
usually accompanied by a massive marketing campaign. Ironically, this
extravagant spending to attract shareholders to the new lower-cost fund
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reducing their risk. For many investors, this astonishing dichotomy is
even more extreme, since income from U.S. Treasury obligations is
exempt from state and local taxes in every state, except Pennslyvania,
that imposes an income tax.

Tax-Exempt versus Taxable Money Market Funds

As with bond funds, for investors in the highest marginal tax bracket the
yields on tax-exempt money market funds very often provide higher after-
tax returns than their taxable counterparts. So you should carefully study
the relationship between taxable and tax-exempt yields as it applies to
your own circumstances. Figure 6–3 compares the yields on MIG-1 notes
(Moody’s rating for the highest-quality municipal paper available) over
the past ten years to those of taxable money market instruments, adjusted
for the highest federal tax rate then prevailing. During this period, the
relationship has consistently favored tax-exempt funds for investors taxed
at the maximum marginal rate. This chart does not consider state and
local taxes. If you live in a state with a relatively high state tax rate, you

FIGURE 6–3
Taxable versus Municipal Money Market Funds—After-Tax 7-Day Yields
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TABLE 6–4
Prime Money Market Funds—Average Total Return and Expense Ratio
(December 31, 1992)

Average Average 1992
Expense ratio range Number of funds expense ratio total return

Below 0.40% 12 0.24% 3.76%
0.40%–0.49% 9 0.45 3.61
0.50%–0.59% 39 0.54 3.45
0.60%–0.69% 36 0.65 3.41
0.70%–0.79% 40 0.75 3.30
0.80%–0.89% 31 0.84 3.14
0.90%–0.99% 20 0.95 3.07
1.00%–1.09% 18 1.02 2.99
1.10% and above 16 1.24 2.81

Only funds in existence for at least two years were included.

returns achieved by individual equity funds had a strong tendency to
regress to the average return of all equity funds. On the other hand, my
evaluation of bond funds strongly suggested that future relative perfor-
mance among similar types of funds within specific parameters could be
forecast with considerable accuracy, not on the basis of past performance
but on the basis of known operating costs and sales loads.

What is suggested in the forecasting of bond fund returns is a near
certainty in the forecasting of money market fund returns. I have shown
that relative gross returns are virtually identical within each type of
money fund and that net returns are therefore driven almost exclusively
by fund costs. Since costs are a known quantity, as long as they remain
constant forecasts of relative future returns on money market funds based
on relative past returns will be highly reliable.

A simple example will make this point forcefully. In Table 6–4, you
can see the direct relationship between money market fund expense ratios
and their returns. The two figures move in virtual lockstep, a relationship
that is remarkably consistent. At the extremes, the spread between the
yield of the highest-yielding group (3.76%) and the lowest-yielding
group (2.81%) is 0.95%. The difference in expenses, at 1.00%, is virtu-
ally identical. By the simple expedient of using expenses to determine
your money fund selection, you could have achieved a yield increase
of 34%.
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FIGURE 6–4
Short-Term Investment-Grade Bond Funds versus Money Market
Funds—Cumulative Returns (1983–92)
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of money market funds, cost is the primary determinant of the relative
returns of comparable short-term bond funds.

In my view, too many investors think of short-term bond funds in the
same way they think of long-term bond funds, as highly volatile and
interest-rate sensitive. In fact, there is almost infinitely less volatility risk
in short-term bond funds. Investors also tend to overestimate their need
for instant liquidity. These two factors have kept short-term bond funds
from the investment recognition they merit. The intelligent investor will
want to give them that recognition.

SUMMARY

A penny saved in expenses is indeed a penny earned in net spendable
income. And, with the magic of compounding, those pennies turn into
dollars, hundreds of dollars, even thousands of dollars over time. For
example, in an environment of 5% short-term interest rates, the highest-
cost group of funds shown in Table 6–4 should earn a net return of
about +3.8%, compared to +4.8% for the lowest-cost group. Based on
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TABLE 7–1
Portfolio Statistics Analysis—Balanced Funds (December 31, 1992)

Balanced fund ExMark Beta Gross yield

Equity-oriented 87% 0.64 5.1%
Income-oriented 65 0.42 7.1
Asset allocation 75 0.53 4.8

S&P 500 Index 100% 1.00 2.8%

Each column in this table is important. (1) The equity-oriented bal-
anced funds have lower ExMarks than the stock market index because of
their greater emphasis on value stocks versus growth stocks. The income-
oriented funds have the lowest ExMarks by virtue of their concentration
in public utility stocks. (2) The lower Betas for the balanced funds as a
group reflect their substantial bond positions, reducing stock market risk,
as would be expected. As a result of their lower equity exposure, volatil-
ity in the balanced funds is from 30% to 60% less than that demonstrated
by stocks as a group. (3) The gross yields on balanced funds are about
two to two and one-half times the yield for stocks as a group.

The variations in these portfolio characteristics from one fund to
another tend to be narrower in the case of traditional and income-
oriented balanced funds and wider in the case of the asset allocation
funds. Table 7–2, using representative funds that differ from the cate-
gory norms, makes the point. Nonetheless, as the table illustrates, there
are significant variations in the ExMarks, Betas, and gross yields within
each group. As a generalization, in the inherently more conservative
arena of balanced fund investing, it seems wise to avoid those funds at
the extremes of the ranges.

To reiterate from Chapter 4, I cannot emphasize enough the importance
of fairness (and common sense) in assuring that you compare only funds
that have similar investment policies and characteristics. Sensible per-
formance comparisons can be made only after establishing that fairness.

EVALUATING PAST PERFORMANCE

After repeating my caution against picking stock funds simply on the
basis of past performance, I would add that the same concepts of perfor-
mance measurement I applied to common stock funds should be applied
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TABLE 7–2
Variations in Portfolio Characteristics of Balanced Funds

Balanced category ExMark Beta Gross yield

Average equity-oriented fund
Conservative fund
Aggressive fund

87%
92
84

0.64
0.57
0.81

5.1%
6.2
4.4

Average income-oriented fund
Conservative fund
Aggressive fund

65%
80
58

0.42
0.39
0.48

7.1%
6.2
7.4

Average asset allocation fund
Conservative fund
Aggressive fund

75%
93
55

0.53
0.52
0.94

4.8%
5.3
3.5

to balanced funds as well. In particular, total returns should be evaluated
not in terms of cumulative aggregates but rather in terms of average
annual rates. I would again emphasize the importance of dividing return
into its income and capital components. Table 7–3 compares the returns
among the different types of balanced funds for the past 15 years with
common stocks in the aggregate. Compared to historical norms, this
was an exceptionally strong period for total returns on both stocks and
bonds.

Table 7–3 illustrates the same elementary point that we demonstrated
with respect to common stock mutual funds. The two basic types of bal-
anced funds have experienced substantial disparities in the contributions
to their total returns from investment income and capital growth. Both
types of balanced funds, as it happened, provided similar total returns

TABLE 7–3
Average Annual Rates of Return (15 Years Ended December 31, 1992)

Balanced fund category
Income
return

Capital
return

Total
return

Income as a percent
of total return

Equity-oriented
Income-oriented

S&P 500 Index

+ 6.5%
+ 8.9

+ 4.8%

+ 6.9%
+ 3.6

+ 10.7%

+ 13.4%
+ 12.5

+ 15.5%

49%
71

31%

The history of asset allocation funds is too limited for meaningful comparison.
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TABLE 7–4
Balanced Fund Relative Rankings by Decade

1982–92 1982–92

Annual return* Rank 1972–82 rank Annual return* Rank 1972–82 rank

+ 15.5% 1 15 + 13.4% 9 3
+ 14.6 2 12 + 13.1 10 1
+ 14.4 3 9 + 12.7 11 4
+ 14.3 4 6 + 12.6 12 8
+ 14.2 5 16 + 12.3 13 7
+ 14.2 6 13 + 12.2 14 14
+ 13.9 7 10 + 12.2 15 2
+ 13.5 8 11 + 11.8 16 5

*Excludes impact of sales charge.

number of balanced funds with an extended performance history is quite
limited, I have considered the returns of each of the 16 equity-oriented
balanced funds that have been in operation over the past 20 years. (There
were only three income-oriented balanced funds in existence 20 years
ago.) My objective is to examine the relationship of total returns during
the first decade to total returns during the subsequent decade. Since the
group consists of only 16 funds, it is easy to look at each individual fund.
Table 7–4 shows the returns achieved during the ten-year period ended
December 31, 1992, and how each fund’s rank compared with its rank
in the previous decade. Here are the major conclusions:

� The returns of balanced funds during the first decade were a poor
forecaster of superior relative returns during the subsequent decade.
For example, the best performer in the decade ended December 31,
1992, was the second worst performer of the previous decade. The
second worst performer in the decade ended December 31, 1992,
was the second best performer in the previous decade.

� There were remarkably small variations in the returns of individual
balanced funds around the overall average of +13.4% annually for
the past decade. Of the 16 funds, 14 provided returns in the range
of +12.2% to +14.6%; one fund provided a return of +15.5% and
another of +11.8%, scarcely major departures from the range.
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TABLE 8–1
Fund Expenses

Shareholder Transaction Expenses

Sales charge on purchases 5.00%
Sales charge on reinvested dividends None
Redemption fees None
Exchange fees None

Annual Fund Operating Expenses

Management fees 0.89%
12b-l distribution fees None
Other operating expenses 0.31%

Total operating expenses 1.20%

The following example illustrates the expenses that you would incur on a $1,000 investment
over various periods, assuming (1) a 5% annual return and (2) redemption at the end of each
period.

1 Year 3 Years 5 Years 10 Years

$62 $87 $115 $197

purchases of shares. While a load in almost any amount will represent
the major portion of expenses if the fund shares are held for one year,
its impact on annual return is reduced when spread over ten years. A 5%
load would represent a cost of $50 on the $1,000 investment in the first
year but would represent a cost of roughly $5 per year over ten years.
For a fund with a 5% initial load and a 1.2% annual expense ratio, the
cost of ownership would be $62 for one year and $197 over ten years.

Ten-year per-share data table. Always placed near the front
of the prospectus, the ten-year per-share data table has several important
pieces of information: net asset values, investment income, expenses,
dividends, and capital gains distributions, all shown on a per-share basis.
These data are helpful in assessing the stability of income and the extent
to which taxable gains are realized annually (as distinct from being
unrealized and remaining in the fund’s net asset value). In addition, the
fund’s total return for each fiscal year is presented. Finally, the table
also shows the fund’s total assets, expense ratios over ten years (which
reflects past fee increases or reductions), and the dividend yield net of
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TABLE 8–2
Financial Highlights

1992 1991 1990 1989 1988

Net asset value per share, beginning of
period $19.18 $13.27 $14.44 $11.14 $10.31

Income from investment operations

Net investment income −0.02 −0.01 0.01 0.15 0.15
Net gains or losses on securities (both

realized and unrealized) −0.52 7.40 −0.23 3.35 0.83
Total from investment operations −0.54 7.39 −0.22 3.50 0.98

Less distributions

Dividends (from net investment income) 0.00 0.00 0.00 −0.15 −0.15
Distributions (from capital gains) −0.74 −1.48 −0.95 −0.05 0.00
Returns of capital 0.00 0.00 0.00 0.00 0.00

Total distributions −0.74 −1.48 −0.95 −0.20 −0.15

Net asset value per share, end of period $17.90 $19.18 $13.27 $14.44 $11.14

Total return −2.8% +54.3% +0.8% +31.4% +9.5%

Ratios/supplemental data

Net assets, end of period (in millions) $661.3 $546.6 $301.4 $298.1 $244.6
Ratio of expenses to average net assets 2.07% 2.28% 2.18% 2.21% 2.20%
Ratio of net income to average net assets −0.82% −0.11% 0.54% 1.46% 0.81%
Portfolio turnover rate 96% 147% 96% 112% 126%

Table must be shown for lesser of ten years or life of fund.

statement of changes in net assets, focusing on investor purchases and
liquidations over the prior two years; and a repeat (or update) of the
per-share information in the prospectus. Everything is footnoted to a
fault.

To shareholders, however, the main information that can be gleaned
from these mandatory accounting disclosures comes from a review of the
fund’s largest holdings. The nature of the companies owned will hint at
the fund’s objectives, quality standards, and portfolio concentration (the
percentage of assets invested in, for example, the ten largest holdings).
A highly concentrated fund might have 50% or more of net assets in this
group of ten; for a small cap fund, the figure might be as low as 15%.

The statement of changes in net assets may be worth a glance, showing
as it does the cash flow into and out of the fund. A successful fund might
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FIGURE 8–1
Morningstar Analysis—Bond Fund
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FIGURE 8–2
Morningstar Analysis—Stock Fund
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TABLE 8–3
The Morningstar Rating System

Absolute Results Relative Results (Base 1.00)

Three-year
rate of return

Average
shortfall Reward Risk Score*

Stock Fund A +13.2% −1.7% 1.15 1.00 1.15
Stock Fund B + 9.2 −1.1 0.80 0.65 1.15
Average stock fund +11.5% −1.7% 1.00 1.00 1.00

*Reward + (1 − risk).

was +13.2% for the full period, far above the +9.2% return of Fund B.
This substantial advantage is eliminated, however, by a seemingly small
relative increase in down market risk: −1.7% for Fund A and −1.1% for
Fund B. The heavy weight given to small differences in negative returns
incurred in just a few months seems excessive. Simplistically combining
these ratings also leaves a great deal to be desired.

The combined rating, however, is at the heart of the Morningstar
system. The funds are ranked in accordance with their combined rating
and awarded a certain number of stars. The top 10% receive five stars
(highest), the bottom 10% receive one star (lowest); the next 22.5%
receive, respectively, four stars (above average) and two stars (below
average); and the middle 35% receive three stars (average or neutral).

My primary concern with this system is that it is based solely on
what happened in the past. It therefore tends to favor the hot stock funds
recently in vogue (in the late 1980s, international funds; in the early
1990s, health care funds). There is a point at which fads and fashions
change, however, and in these two cases, the five-star funds either have
moved or are quickly moving to two-star or even one-star status. The
same syndrome placed junk bond funds, which had high returns and low
apparent risk, in the five-star status during the late 1980s. Morningstar
changed its system for rating junk bonds in 1991, so comparable present
ratings are not available. If such ratings did exist, they too would now
cluster in one-star or two-star territory.

In my view, the system also has limitations in its comparative group-
ings. For instance, an investor who determines to purchase a gold fund
will discover that all gold funds receive a one-star rating. This result is
hardly surprising in light of the fact that the precious metals sector of
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CAVEAT EMPTOR: The Coin-Flipping Contest

It is interesting, if not entirely fair, to compare the mutual fund per-
formance derby that attracts so much press attention to a coin-flipping
contest. In the contest, 100 persons begin flipping coins; at the end
of ten flips, the most likely outcome is that 25 persons will have flipped
five heads and five tails. The chances are virtually nil that anyone will
flip either all heads or all tails. The upper chart illustrates the pattern
of the expected outcome of the coin-flipping contest. The lower chart
illustrates the actual outcome of the contest among equity fund man-
agers for performance over the ten years ended December 31, 1992. The
100 largest growth and value fund managers had average annual gross
returns of +15.6%. The table shows that 28 provided returns between
+15% and +16%, 17 provided returns between +16% and +17%, and
21 provided returns between +14% and +15%, and so on. Three of the
100 managers defied the averages, as it were, two by earning returns of
more than +20%, and one by earning a return of less than +11%. As
you can see, the patterns are remarkably similar. A winning coin flipper
commands no press interest; a winning fund manager is acclaimed a
near genius.

9/1
0

5

10

15

20

25

30

8/2 7/3 6/4 5/5

Ratio of Heads to Tails

N
u
m

b
er

 o
f 

fl
ip

p
er

s

(a) 100 coin flippers

4/6 3/7 2/8 1/9



JWBT1529-c08 JWBT1529-Bogle March 13, 2015 20:8 Printer Name: Yet to Come Trim: 6in × 9in

164 Part II/Mutual Fund Selection

Below

11%

0

5

10

15

20

25

30

11% to

13%

13% to

14%

14% to

15%

15% to

16%

Rate of Return

Note: 100 largest growth and value mutual funds, ten years ended December 31, 1992

N
u
m

b
er

 o
f 

fu
n
d
s

(b) 100 mutual funds

16% to

17%

17% to

18%

18% to

20%

Above

20%

1992, for example, the cumulative total return of the average adviser
in operation for the full period was +139.9% for the period, a rate of
+9.1% annually. For the Wilshire 5000 Index of the total stock market,
its cumulative return was +318.6%, a rate of +15.4% annually. That
these results seem to defy the law of averages and the rule of regression
to the mean is hardly a compliment.

During that decade, only three of the 36 advisers in operation during
the full period outpaced the unmanaged index of the total stock market.
Things took a turn for the better during the five-year period then ended,
however, and 20 out of 87 advisers outpaced the unmanaged buy-and-
hold index. These figures suggest that an investor who follows the advice
of a newsletter has at best just a little better than one chance in five of
adding value and at worst about one chance in twelve. These are not very
good odds. They surely do not suggest that advisers as a group add to
the returns achieved by investors who stay the course.

Yet the dream of easy riches, however seldom fulfilled, lives on. The
number of advisory newsletters has grown from just 24 in 1980 to 135
at the end of 1992. It must be a very profitable business. But even at a
typical subscription cost of $150 per year, a newsletter consumes 0.60%
of the return on a $25,000 mutual fund holding. Thus, the newsletter
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we would have expected a −2.2% shortfall to a cost-free portfolio
comprising all of the stocks in the market.

� Pension equity fund return +10.8%. Total stock market return
+12.0%. The average annual return of the typical pension equity
fund also fell −1.2% short of the total stock market. This shortfall,
as it happens, is identical to the estimated costs of 1.2% borne by the
pension funds, with management fees of 0.6% and portfolio trans-
action costs of 0.6%. (Pension account fees and portfolio turnover
are generally lower than those of mutual funds.)

With costs included, the annual returns of both sets of managers fell
short of the market by −1.2%. Leaving all costs aside, however, the
actual mutual fund return was +1.0% better than theory would suggest,
and the actual pension return right in line. It is tempting to conclude that
mutual fund managers simply outmanaged pension fund managers but
their higher costs brought them back into line. Such a conclusion is too
facile; the differences likely lie in our inability to measure aggregate per-
formance with precision. Figure 9–1 presents the actual results achieved
by both types of managers and the total stock market on a cumulative basis

FIGURE 9–1
Total Stock Market versus Average General Equity Mutual Fund and Average
Equity Pension Fund—Cumulative Returns (1971–92)
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since December 31, 1970. Make no mistake. As the magic of compound-
ing takes effect, seemingly small differences in annual returns make for
colossal differences in cumulative returns. For example, the final values
of initial $10,000 investments in each equity program are $121,300 in the
stock market index compared to $95,500 for the professionally managed
accounts.

The manager of an index fund will not quite be able to match the
market index, since mutual funds incur administrative and operational
costs. If we assume that such costs might amount to 0.2% per year, the
annual return on the index fund would have been +11.8% and the final
value of a $10,000 initial investment would have been $116,300. Clearly,
this remains a healthy margin over the traditional managers.

The returns of the average pension equity fund and the average equity
mutual fund reflect a wide range of individual fund returns, and there
are inevitably investment managers who outperform the market. Some of
these fund managers have done such a good job for such a long time that
we can fairly assume they have unusual talents. Warren Buffett, Peter
Lynch, and John Neff would surely be among this group. (Nonetheless,
when he took early retirement from his job as portfolio manager of what
was then America’s best-performing stock fund, Peter Lynch said, “Most
investors would be better off in an index fund.”) These managers’ long-
term records cover 20 years or more and have been outstanding, although
not without a few bumpy years of poor relative returns.

Such extraordinary managers, in any event, not only are few in number
but are difficult to identify in advance. A major academic study suggested
that only about two of every five equity mutual funds has outperformed
the market over time, and only about one of every five has done so when
sales charges are taken into account. (Sales charges were ignored in
Table 9–1; their inclusion would make the advantages of a no-load index

TABLE 9–1
Initial Investment of $10,000 (December 31, 1970, to December 31, 1992)

Program Rate of return Final value

Total stock market +12.0% $121,300
Average equity mutual fund +10.8 95,500
Average pension equity fund +10.8 95,500
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FIGURE 9–2
General Equity Funds Outperformed by the Wilshire 5000 (1971–92)
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accounts. The Brookings study showed that the average pension equity
fund earned an annual total return of +16.0% during the 1983–89 period,
compared to +18.6% for the S&P 500. This shortfall of −2.6% per year
by the managers, surprising only because of its magnitude, reminded one
commentator of this colloquy: “Why are New York bankers so success-
ful? Because they are competing with other New York bankers.” If the
pension managers had been competing not with each other but with an
unmanaged market index, they could hardly have been characterized as
successful.

Further, over extended periods, the margin of performance superiority
achieved by even the most successful advisers over the total stock market
is relatively modest. Figure 9–3 covers the ten years ended December
31, 1992, during which the mutual fund returns that would have been
expected in theory (the total stock market return of+15.4% annually, less
fund costs of 2.0% during the period, for a net return of +13.4%) exactly
coincided with the results generated by the funds in practice (+13.4%).
The chart reflects the returns of all 205 mainstream growth funds
and value funds in operation throughout the period. It shows that 48
funds underperformed the Wilshire 5000 by more than three percentage
points annually, while only three outperformed the index by more than
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FIGURE 9–3
Growth and Value Funds versus Total Stock Market (Ten Years Ended December
31, 1992)
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three percentage points. The bias toward underperformance is quite
striking.

Even more impressively, Figure 9–3 actually understates the success
of an index strategy, because it includes only those funds that remained
in operation throughout the entire period. Funds that ceased to exist (in
part, we must assume, because of inferior performance) are excluded. In
addition, during the 1982–92 decade illustrated, the annual return of the
Wilshire total stock market index was somewhat below that of the S&P
500 (+15.4% versus +16.2%, respectively), providing a reduced “hurdle
rate” for the funds.

Using the Wilshire 5000 Index rather than the S&P 500 Index puts to
rest a major criticism of indexing: that stock prices in the S&P 500 Index
were driven up by the very growth of indexing as an investment strategy.
This is called the self-fulfilling prophecy theory, but it ignores the fact
that most active mutual fund managers also hold their main positions in
the stocks in the S&P 500 index. It also ignores the fact that the average
annual total returns of the Wilshire 5000 Index and the S&P 500 Index
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CAVEAT EMPTOR: Indexing Pays Dividends

The focus on the yields available in the Growth and Value Indexes drives
home yet again the importance of mutual fund operating expenses. The
table below compares the actual yields on actively managed growth and
value funds with those available from a respective index fund.

Dividend Yields (December 31, 1992)

Growth Objective Value Objective

Index fund Active fund Index fund Active fund

Gross yield 2.1% 2.4% 3.7% 3.7%
Expense ratio −0.2 −1.4 −0.2 −1.3
Net yield 1.9% 1.0% 3.5% 2.4%

Note how the growth index fund, despite a lower gross yield than its
counterpart active funds, provides, by reason of its low expenses, almost
double the net yield. More importantly, note that the income from the
value index fund is nearly 50% higher than for the active value funds.
An investment of $50,000 would provide annual income of $1,200 for
the active value funds, compared to $1,750 for the value index fund.
This extra income of $550 per year comes without additional risk. If
you are seeking retirement income, it is a compelling advantage.

deceptively simple method has two important advantages. One, portfolio
turnover—and hence transaction costs—is held to minimal levels, a crit-
ical feature of passive investing. Two, since each stock belongs to one
index or the other, without overlap, the new indexes are pristine. (You
may recall my earlier point that many of the largest portfolio holdings
of growth mutual funds are also among the largest portfolio holdings of
value funds, making it difficult to be certain which type of fund you own.)

I expect that the new style indexes will greatly assist investors in
meeting their particular investment objectives. In the accumulation phase
of your life, you might be well served by a relatively low dividend yield
to minimize your taxes. At retirement and in the distribution phase of
your life, you would presumably be better served by a higher yield. At
the close of 1992, the 500 Index had a yield of 2.8%, with the Growth
Index yielding 2.1% and the Value Index yielding 3.7%. Thus, the Value
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TABLE 9–2
The Index Advantage—Annual Rate of Return (Ten Years Ended December 31,
1992)

Mutual fund Index∗ Index advantage

Growth objective +12.8% +15.5% +2.7%
Value objective +13.6 +16.1 +2.5

∗Reduced by 0.20% to account for assumed operating expenses incurred by an index fund.

Index provides current income that is more than 75% higher than that of
the Growth Index. This increase, of course, is not free. The presumption
is that the Growth Index will provide over time a commensurate increase
in capital appreciation relative to the Value Index.

The record of the past decade—manifested in the Standard & Poor’s
construction of these two new indexes—reflects the accuracy of the
expectation that, in the longer run, the total returns of the indexes may
prove to be comparable. In this selected period, the two indexes achieved
roughly comparable total returns. In addition, both the Growth Index
and the Value Index outpaced by imposing margins the returns of equity
mutual funds with corresponding objectives, as shown in Table 9–2.

Again, this period was a singularly favorable one for market indexes
relative to professional managers, albeit one that was consistent with the-
oretical expectations. On the other hand, since the total returns are shown
on a pretax basis, it is possible that, given their lower portfolio turnover,
the after-tax returns on the two indexes would be further improved over
the actively managed mutual funds.

MOVING BEYOND STOCK INVESTING

The principles of stock indexing carry over to bond indexing, and the
first bond index mutual fund became available in 1986. This fund uses as
its target index the Lehman Brothers Aggregate Bond Index, comprising
virtually all investment-grade bonds. Largely because of transaction costs
in the less liquid segments of the bond market, bond index funds have
struggled to match their target indexes. But they have given a good
account of themselves relative to other bond funds, which usually carry
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even larger transaction costs and also incur annual operating expenses
averaging about 1.0%.

That said, a fund targeting the Lehman Bond Index is suitable only for
an investor with an intermediate-term investment horizon. Since the index
has a duration of less than five years, such a fund will generally be suitable
only if you are seeking greater principal stability compared to a long-term
bond fund or greater income stability compared to a short-term bond fund.

In either case, a bond fund seeking to match the Lehman Bond Index
has two important advantages. First, since the bond market is dominated
by U.S. Treasury and federal agency issues, it has an extremely high-
quality portfolio (averaging AAA), meaning minimal credit risk. (The
Lehman Index excludes junk bonds and foreign bonds, substantially
eliminating both quality risk and currency risk.) Second, it can operate
at the same kind of low expense ratio as stock index funds, especially
important for the income-oriented investor.

It is possible to make a reasonably fair comparison between the returns
of bond funds and the returns of the Lehman Bond Index. Figure 9–4

FIGURE 9–4
Bond Funds versus Lehman Bond Index—Cumulative Returns (1983–92)
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TABLE 9–3
Initial Investment of $10,000 (December 31, 1982, to December 31, 1992)

Program Rate of return Final value

Lehman Bond Index +11.7% $30,270
Average bond fund +10.2 26,300

illustrates the returns of the Lehman Bond Index versus the aggregate
returns achieved by all investment-grade corporate bond funds, GNMA
funds, and U.S. government bond funds for the ten-year period ended
December 31,1992. Table 9–3 summarizes the results. The Lehman Bond
Index provided an average return of +11.7% per year, generating a final
value of $30,270 based on an initial investment of $10,000. For the
average traditionally managed bond fund of roughly comparable quality
and maturity, the total return was +10.2% annually and the final value
was $26,300.

The actual positive margin for a bond index of +1.5% per year exactly
matches the theoretical margin of +1.5% accounted for by combining
the average bond fund expense ratio of 1.0% plus estimated portfolio
transaction costs of 0.5%. While this precise explanation of the difference
is impressive, such a conclusion, as in the stock index example, is too
facile. Given the challenge of developing a fully comparable group of
funds in the diverse bond fund arena, this exactness of fit surely represents
a series of modest but offsetting measurement errors.

The manager of a bond index fund will not quite be able to match the
index of the bond market, given mutual fund administrative, operating,
and transaction costs. If we assume that such costs might total 0.3% per
year, the annual return on a bond index fund would have been+11.4% and
the final value of a $10,000 initial investment would have been $29,430,
still a healthy margin over the traditionally managed bond funds.

Since half of all bond funds carry sales loads, I have also calculated
the results achieved by the average bond fund when adjusted for an
initial sales charge of 5% (0.5% per year over ten years). In this case,
the cumulative fund return falls to +9.7% annually, or +152% in total,
reducing the final value of the bond mutual fund investment to $25,240.
This shortfall of −1.7% to the +11.4% net return of the index fund, then,
magnified by the magic of compounding, reaffirms the need to consider
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TABLE 10–1
Mutual Fund Cost Analysis (Initial Investment of $10,000)

Total Accumulations

Type of fund Gross return Expenses Net return One year Ten years

Money market fund
Low cost +5.0% 0.3% +4.7% $ 470 $ 5,800
High cost +5.0 1.0 +4.0 400 4,800

Bond fund
Low cost +8.0% 0.5% +7.5% $ 750 $10,600
High cost +8.0 2.0 +6.0 600 7,900

Stock fund
Low cost +12.0% 0.6% +11.4% $1,140 $19,400
High cost +12.0 2.5 +9.5 950 14,800

� If a money fund earns a gross return of +5.0%, the fund’s net return
will be +4.7% if it incurs an annual expense ratio of 0.3%. But the
fund’s net return will be +4.0% if it incurs a 1.0% expense ratio. A
yield of 4.7% provides 18% more dollars than a yield of 4.0% in
one year and 21% more dollars over ten years.

� If a bond fund earns a gross return of +8.0%, the fund’s net return
will be +7.5% if it incurs annual expenses of 0.5%. But the fund’s
net return will be +6.0% if it incurs expenses of 2.0%. A return of
+7.5% provides 25% more dollars than a return of +6.0% in one
year and 34% more dollars over ten years.

� If a stock fund earns a gross return of +12.0%, the fund’s net return
will be +11.4% if it incurs annual expenses of 0.6%. But the fund’s
net return will be +9.5% if it incurs expenses of 2.5%. A return of
+11.4% provides 20% more dollars than a return of +9.5% in one
year and 31% more dollars over ten years.

The range of annual costs shown in these examples is by no means
extreme, since costs may include both expense ratios and sales loads. In
each case, there are many funds available at lower costs than those cited
and many funds that incur higher costs.

This chapter, then, focuses exclusively on mutual fund costs. First, I
discuss sales charges (including the proliferation of 12b-1 distribution
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TABLE 10–2
Contingent Deferred Sales Load

Annual Cumulative Applicable Cumulative
Year 12b-1 fee 12b-1 fee exit fee sales load

1 1% 1% 5% 6%
2 1 2 4 6
3 1 3 3 6
4 1 4 2 6
5 1 5 1 6
6 1 6 0 6
7 1 7 0 7∗

8 1 8 0 8∗

9 1 9 0 9∗

10 1 10 0 10∗

∗ln some funds, the maximum load is limited to 6%.

reduced by 1% for each year in which the shares are held. Table 10–2
illustrates how the typical plan works.

It is a conceptually simple scheme, although I have never seen the
CDSL rationale explained as clearly in a fund’s prospectus. Table 10–2
assumes that the fund sponsor receives the annual 12b-1 fee for as long as
the shares are held, so the effective load continues to rise like clockwork
with each passing year. If you are a young investor purchasing a fund for
your retirement account, your cumulative fee—taking into account total
asset-based sales charges and service fees—could exceed 15% or more
of the amount initially invested.

This burdensome practice is diminishing under tough new securities
regulations that seek to limit total sales charges to a certain percentage
of fund sales. (No one knows whether this complex formula will in fact
increase or reduce the fee as a percentage of fund assets.) In some cases,
however, a separate series of the fund is created without the 12b-1 fee,
and an exchange into this series is automatically made after (using the
above example) the investor has paid the 6% total. In any event, you will
have paid the piper, although to a lesser extent than if the cumulative
12b-1 fee were unlimited. CDSLs are in fact exit loads, and you should
be aware that large commissions are payable if shares are redeemed
in the early years. The overhang of this cost significantly impairs your
investment flexibility.
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FIGURE 10–1
Distribution of Expense Ratios (1992)
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Taking into account all operating expenses incurred by the fund—but
excluding the impact of sales loads—Figure 10–1 shows the profile of
expense ratios in stock, bond, and money market funds. As you can see,
there is an ample selection of funds with low expense ratios in each
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FIGURE 10–2
Equity Fund Expense Ratios (1961–92)
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category. The availability of funds with high expenses is rife, especially
in the equity fund arena. The need to maximize current yield (as distinct
from total return) has helped to constrain fees among bond and money
market funds, so it is in these segments that holding costs to rock-bottom
levels is most important.

Given the clear financial impact of expenses on mutual fund perfor-
mance, along with the exponential growth of industry assets, we might
expect that fund expense ratios would have declined over the years. How-
ever, the reverse has proved true: expense ratios have risen. Figure 10–2
shows the annual expense ratios of common stock mutual funds since
1961.

As the figure shows, the expense ratio of the average stock fund rose
from 0.70% of assets in 1961 to 1.50% in 1992, a more than twofold
increase. Equity fund assets rose from $23 billion to $463 billion during
the period, a 20-fold increase. Crudely applying the higher expense ratio
to a much higher asset base, the expenses paid by fund shareholders may
have risen by as much as 50-fold.
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CAVEAT EMPTOR: Another Kind of Expense Ratio

There are in fact two methods of calculating mutual fund expense ratios.
One, almost universally accepted and the method I use in this chapter,
is the ratio of fund expenses to average fund assets. The other, almost
universally ignored, is the ratio of fund expenses to fund gross income.
The latter ratio simply shows the percentage of your income that goes
to fund management fees and operating expenses. These examples of
the ratio of fund expenses to gross income are based on 1992 data:

Percent of gross
income consumed

by expenses

Percent of Assets

Fund category Gross income Expenses Net income

Stock funds 2.79% 1.50% 1.29% 54%
Balanced funds 5.35 1.27 4.08 24
Bond funds 8.75 1.07 7.68 12
Money market funds 3.48 0.62 2.86 18

Note that, even for the most income-oriented funds, expenses consume a
substantial amount of your investment income. In this context, choosing
between funds with high and low expense ratios makes an important
difference in the amount of income you receive. This table shows the
fund expense ratio analysis using the gross income yields shown above:

Low Expenses Higher Expenses

Percent Percent Increase in
Fund Gross Expense Net of income Expense Net of income income in low-
type income ratio income consumed ratio income consumed expense fund

Stock 2.79% 0.70% 2.09% 25% 2.00% 0.79% 72% +165%
Balanced 5.35 0.60 4.75 11 1.50 3.85 28 +23
Bond 8.75 0.50 8.25 6 1.40 7.35 16 +12
Money

market 3.48 0.40 3.08 11 1.00 2.48 29 +24

Particularly if you depend on investment income to help meet your
retirement expenses, the table poses the question: “Why should you
relinquish 30% of your income when perfectly good alternatives exist
at a cost that consumes barely more than 10% of your income?” It is a
rational question that demands a rational answer.
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FIGURE 10–3
Annual Costs of Mutual Fund Ownership (Three-Year Holding Period Excludes
Money Market Funds)
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holding period for the investment and then “amortize” the sales charge
over this period. A 5% sales charge would represent an annual cost of
about 1% per year if you held your shares for five years.

The SEC has made this exercise fairly simple. As I noted in Chapter
8, the SEC requires each mutual fund to set out in a table at the front of
its prospectus the fund’s annual operating costs in each major expense
category as well as the sum total and the impact of the initial sales charge
on investors who own the fund for holding periods of one, three, five,
and ten years. In mid-1992, Money magazine evaluated the prospectuses
of each of the stock funds and bond funds in the 29 largest complexes
and calculated the average costs of ownership, assuming the fund shares
are held for three years. The Money analysis is shown in Figure 10–3.

The chart reflects five principal facts: (1) The average cost of owning
a mutual fund is about 2.2% per year. (2) In the highest-cost fund family,
investors incurred annual costs of almost 3.5%. (3) In 21 of the 29 largest
mutual fund families, investors incurred annual costs ranging from about
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CAVEAT EMPTOR: A Fool for a Client

In this chapter, I intend to sketch the structure of various tax-deferred
and tax-exempt investment programs available through mutual funds,
as well as certain tax disadvantages of mutual funds that you should
consider. They say that “a lawyer who acts as his own counsel has a fool
for a client.” In this same spirit, you should know that I am not a lawyer,
and only a foolish investor would want to be my client. Given the great
complexity of federal and state tax codes, it goes without saying that
you should seek tax advice only from qualified professionals.

TABLE 11–1
Real After-Tax Returns (1926–92)

Nominal Tax After-tax Inflation After-tax
return impact nominal return impact real return

Common stocks +10.3% −1.1% +9.2% −3.1% +6.1%
Long-term bonds + 4.8 −1.2 +3.6 −3.1 +0.5
Cash reserves + 3.7 −0.9 +2.8 −3.1 −0.3

and+7% capital growth). The table also assumes that capital appreciation
is realized at different junctures. I call your attention to the different
returns earned on stocks through the various investment strategies.

� The first reflects a high turnover strategy. It assumes you realize and
are taxed on all of your capital gains each year like clockwork.

� The second reflects a more restrained turnover strategy. It assumes
you pay income taxes on annual dividends earned but realize no
capital gains until the end of year ten, at which point all of the
accumulated gains are realized and taxed.

� The third reflects a zero portfolio turnover strategy. It assumes you
pay income taxes each year on dividends earned but die holding your
original portfolio. Then, at least under present tax law, your heirs
get a stepped-up cost basis, and thus a portfolio with no unrealized
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TABLE 11–2
Impact of Federal Taxes on Stock and Bond Returns

Stocks∗

Realization of Capital Gains

Annually Tenth year At death
Bonds (high)† (low)† (zero)†

Pretax nominal return +7.0% +10.0% +10.0% +10.0%
Taxes on income −2.3 −1.0 −1.0 −1.0
Taxes on capital gains 0.0 −2.0 −1.6 0.0

After-tax nominal return +4.7% +7.0% +7.4% +9.0%
Inflation rate −3.0 −3.0 −3.0 −3.0

After-tax real return +1.7% +4.0% +4.4% +6.0%
Pretax real return +4.0% +7.0% +7.0% +7.0%
Taxes as percent of real return 58% 43% 36% 14%

∗Dividend yield of 3%; capital growth of +7%. Table assumes a 33% marginal tax rate for income and
28% for capital gains.
†Rate of portfolio turnover.

appreciation. This tax nuance gives new, if ironic, meaning to the
phrase, “going to one’s reward.”

Table 11–2 shows that the combination of taxes and inflation has a truly
staggering impact on the average annual returns achieved from bonds,
composed entirely of taxable income. In this example, taxes consume
58% of the pretax real return on bonds each year. At the other extreme,
for the buy-and-hold equity investor, taxes consume less than 15% of the
pretax real return. For the two groups of equity investors realizing gains
during a decade, taxes consume 43% of the return for the high-turnover
investor and 36% of the return for the low-turnover investor.

While it is almost certain that the assumptions in Table 11–2 will be
wrong, we have no way of knowing whether returns and tax rates will
be higher or lower than those shown. Nonetheless, Table 11–3 illustrates
the ten-year accumulations based on the assumed after-tax real returns,
applied to an initial investment of $10,000.

In a sense, even this gloomy picture is too kind, because many financial
instruments (among them certificates of deposit, U.S. Treasury bills,
money market funds, and short-term bond funds) may have such low
nominal returns that their real after-tax returns are negative. For example,
a 33% tax rate would reduce a yield of 4.0% on a Treasury bill to 2.7%.
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TABLE 11–3
Final Value of Initial Investment of $10,000 (Ten-year period)

Stocks∗

Realization of Capital Gains

Annually Tenth year At death
Bonds (high)† (low)† (zero)†

Pretax nominal value $19,670 $25,940 $25,940 $25,940
After-tax real value 11,840 14,800 15,380 17,910

∗Same assumptions as Table 11–2.
†Rate of portfolio turnover.

If this 2.7% yield were earned during a time when the inflation rate was
3.0%, the real after-tax return would be a loss of −0.3% annually. And
economists wonder why America’s savings rate is so low.

TAXES PAID BY MUTUAL FUND
SHAREHOLDERS

The impact of taxes on mutual fund shareholders varies widely. Of the
industry’s total assets of $1,582 trillion on December 31, 1992, $352 bil-
lion were held in qualified retirement and pension plans, all of which are
not subject to current income taxes, In addition, $291 billion comprised
municipal bond and money market funds, which provide tax-exempt
income. (Municipal bond fund capital gains are fully taxable.)

Even if you own fund investments in these two categories (representing
combined assets of $643 billion, or 41% of the industry), you will need
to understand the basic elements of mutual fund taxation. Mutual funds
pass along to shareholders each year all interest and dividends from net
investment income and any net realized capital gains. Since the funds
themselves are, as a rule, not subject to federal taxes, when you receive
these payments from a fund you must pay taxes as if you held the portfolio
securities directly, with the fund simply acting as an intermediary.

If you are a bond fund shareholder, the tax situation is substantially the
same as if you held the bonds directly. The interest income is fully taxed
in both cases, although in the case of the fund, it is the net interest income
after fund expenses that is taxable. A significant difference, however, is
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TABLE 11–4
Impact of Taxes on Capital Returns (Ten Years Ended December 31, 1992)

Fund A Fund B Fund C

Percent of gains realized 96% 41% 13%

A. Before taxes

Initial investment $10,000 $10,000 $10,000
Capital gains distributions 18,211 7,830 2,450
Unrealized capital gains 850 11,070 16,460

Increase in value $19,061 $18,900 $18,900
Final before-tax value $29,061 $28,900 $28,900

B. After taxes

Initial investment $10,000 $10,000 $10,000
Capital gains distributions $15,834 $7,288 $2,411
Tax on distributions (28%) −4,434 −2,041 −675
Unrealized capital gains 660 10,488 16,132

Increase in value $12,060 $15,735 $17,868
Final after-tax value $22,060 $25,735 $27,868

Rate of capital return

Before taxes +11.3% +11.2% +11.2%
After taxes + 8.2 + 9.9 +10.8

defer the realization of gains indefinitely, and at death eliminate all unre-
alized gains by conveying the assets to their heirs at a stepped-up cost
basis.

The impact of any acceleration in the realization of capital gains should
be taken, generally speaking, as a negative factor. As is the case with
dividend income, when capital gains are realized, taxes are incurred. The
1982–92 decade provides a good illustration of the arithmetic of capital
gains realization. Table 11–4 shows the results of an initial investment
of $10,000 in the shares of three mutual funds with virtually identical
capital returns, selected to illustrate actual divergences in the extent to
which their capital gains were realized. Part A of the table reflects the
funds’ results assuming that no taxes are paid on their annual capital
gains distributions. Part B of the table assumes that the tax liability is
paid each year from the proceeds of the capital gains distributions, with
the remainder reinvested in additional shares of the fund.
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TABLE 11–5
Impact of Taxes on Capital Returns (Ten Years Ended December 31, 1992)

Fund A Fund B Fund C

Percent of gains realized 96% 41% 13%
Final after-tax value (before sale) $22,060 $25,735 $27,868
Unrealized capital gains 660 10,488 16,132
Tax liability (28%) −185 −2,936 −4,516
Final after-tax value (after sale) $21,875 $22,799 $23,352
Rate of capital return +8.1% +8.6% +8.9%

As you can see in Table 11–4, in each case the full capital return is
not available if you are a taxable investor. Unsurprisingly, the after-tax
return rises as the extent of capital gains realization declines; the after-tax
annual return of+10.8% for Fund C (low gains) exceeds the+8.2% after-
tax return on Fund A (high gains) by 32%. The +9.9% after-tax return
on Fund B, with roughly half of its gains realized and half unrealized
(the more typical case), falls between the other two fund returns.

If we consider the potential tax liability that exists on the three funds
the return gap would narrow. As shown in Table 11–5, the return of
Fund C would fall to +8.9% if the shares were liquidated at the end
of the ten-year period and all gains were realized by the shareholder.
That return is nearly one percentage point higher than that of Fund A.
Even that difference understates the added return for Fund C since (1)
the gains need not be realized for an extended period and (2) no taxable
gains would be realized if the shares were held until death.

While Tables 11–4 and 11–5 reflect the taxability of funds in three
distinct circumstances, industrywide data for the decade ended Decem-
ber 31, 1992, show that 69% of the annual capital return of +10.3%
for the average equity fund was accounted for by the reinvestment of
taxable capital gains distributions and only 31% by the unrealized appre-
ciation of the fund’s net asset values. This period was one in which
stock prices were in an ever-ascending bull market. During the decade
1967–77, when capital returns for stock funds were negative, only 6
of the 121 funds in existence realized less than 100% of their total
capital appreciation. On average, a $10,000 fund investment at the
start of the period had a value of $9,120 at the end, yet distributed
$2,330 of taxable capital gains. This means that shareholders were taxed
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TABLE 11–6
Annual Portfolio Turnover of Common Stock Funds (1992)∗

Annual rate of portfolio turnover Number of funds

Under 25% 114
25% to 50% 112
51% to 75% 85
76% to 100% 62
101% to 150% 61
More than 150% 61

Total funds 495

∗Includes common stock funds with assets greater than $100 million.

the typical equity fund, the rate of portfolio turnover has averaged about
80% annually, with considerable consistency over the years. This rate
means that a mutual fund with $1 billion of assets would sell $800 million
of securities during the year and buy $800 million of securities to replace
them. (Capital flow into or out of the fund would increase one or the
other figures over the indicated $1.6 billion of total transactions.) This is
a large volume of transactions, and it generates not only large transaction
costs but, at least during extended bull markets, large capital gains tax
liabilities for the shareholders of the fund.

A fund with no portfolio turnover generates no extra tax liability for
as long as you hold its snares. However, given that funds experience
unbalanced cash inflows and outflows from investors, the no-turnover
scenario is hardly likely. But 226 of the 495 equity funds with assets
greater than $100 million generate annual turnover of less than 50%,
including 114 with turnover below 25%. The likelihood that funds in this
latter group will realize substantial gains early in the holding period is
greatly reduced. Table 11–6 shows 1992 annual turnover rates for this
group of common stock funds.

There is no hard and fast correlation between the level of a mutual
fund’s portfolio turnover and the extent of its realization of capital gains.
But there is fragmentary evidence that investing in mutual funds with
very low turnover rates effectively reduces the realization of capital gains.
This general conclusion is logical. Nonetheless, so many factors affect the
realization of capital gains—stock market appreciation or depreciation
and the relative performance of the fund, the cost basis of the securities
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TABLE 11–7
Mutual Fund Portfolio Turnover (Ten Years Ended December 31, 1992)

Percent of Capital ReturnAnnual portfolio
Level of turnover turnover rate Unrealized Realized

Low (under 25%) 16% 67% 33%
Below average (25%–50%) 36 53 47
Average (51%–100%) 66 22 78
Above average (more than 100%) 150 18 82

that are sold, the timing of capital flows into and out of the fund, the
growth in the fund’s asset base, to name just a few—that any conclusion
must be tentative.

That said, I did study the relationship of portfolio turnover to unreal-
ized capital gains in a selected sample of 24 funds. I selected six funds
with minimal turnover (under 25%), six with below-average turnover
(25% to 50%), six with average turnover (51% to 100%), and six with
above-average turnover (more than 100%). I then examined the extent
to which each fund’s gains were realized over the ten-year period ended
December 31, 1992. Table 11–7 shows the results.

The mutual funds used in this analysis were selected to make the point,
not that there is a causal relationship between lower portfolio turnover
and lower realized gains, but merely that low turnover may help to defer
capital gains. I believe the table is correct in showing that the percentage
of a fund’s unrealized gains tends to dwindle as the turnover rate rises.
However, once turnover exceeds a 50% rate, most of the tax advantage
of gain deferral is eliminated. This conclusion is consistent with that
reached by other, more complete studies.

In total, the impact of taxes on both realized capital gains and
investment income significantly reduces the rates of mutual fund return
reported by the press, the statistical services, and the funds themselves.
To make this point, Table 11–8 illustrates the pretax and after-tax returns
of two stock funds—one with a high level of gains realization, the other
with a low level of gains realization—over the ten-year period ended
December 31, 1992. The funds were selected as typical examples of
each type of policy, and the choice of two funds with nearly identical
pretax rates of total return was deliberate.
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TABLE 11–8
Impact of Taxes on Total Returns (10 Years Ended December 31, 1992)

After-tax value
Pretax After-tax of $10,000

total return total return initial investment

Fund A +12.2% +11.1% $28,580
Fund B +12.3 + 9.6 25,080

You can see that the after-tax return of a shareholder in Fund A (a low
realizer of gains) was +11.1%, compared with +9.6% for Fund B (a
high gains realizer). As indicated earlier, however, if the investor in Fund
A redeemed all shares at the end of the period, the tax liability would
increase. Of course, the investor could avoid incurring any tax liability
simply by maintaining the investment in the fund.

It is important to recognize three simple facts regarding mutual funds
and taxes. (1) Mutual funds are generally managed without regard to
tax considerations. (2) As a result, both income taxes and capital gains
taxes reduce, to a greater or lesser degree, the total pretax returns earned
by most fund investors. (3) Mutual funds with low (or no) unrealized
appreciation in their portfolios and funds with low portfolio turnover are
likely to generate capital gains distributions either lesser in amount or
later in the holding period (or both) than other funds. I now turn to tax-
deferred mutual fund accounts and tax-exempt municipal bond funds,
two options that are remarkably effective in mitigating this tax burden.

HOW TO DEFER TAXES

Fortunately, there are legitimate ways to defer taxes on both investment
income and capital gains. Taking advantage of tax-deferred investment
programs will give you a truly remarkable increase in the total returns you
enjoy. I will illustrate the dramatic financial advantage of such plans in
a moment, but I want to emphasize that you should commit every dollar
you can reasonably afford to investment programs that may be funded
with pretax dollars and that enjoy tax-deferral of income and capital
gains under explicit Internal Revenue Service regulations or federal tax
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TABLE 11–9
Taxable versus Tax-Deferred Investment Programs (Annual Investments of
$5,000)

Total Accumulations∗
Value
at end
of year Taxable account Tax-deferred accounts† Tax-deferred accounts‡

10 $ 48,690 $ 58,800 $ 87,760
15 87,770 117,080 174,750
20 141,820 211,060 315,010
25 216,580 362,410 540,910
30 319,960 606,160 904,720

∗Assumes +10% annual rate of return and a 33% tax rate applied to the annual investments in the taxable
account and to its entire annual return.
†Net of taxes payable on withdrawal from tax-deferred account at the end of each period.
‡Assumes no withdrawal from tax-deferred account at the end of each period.

programs mentioned earlier. While we will not attempt to define the
complex factors involved, the present limits include:

� Maximum annual contribution is $2,000 for an IRA account ($4,000
if working spouse is included), with all earnings tax deferred. All or
part of your maximum individual contribution may be tax deductible
if your annual income is below $35,000 ($50,000 if your spouse is
employed). Further, if you are not eligible for a corporate savings
plan, your entire contribution is tax deductible whatever your income
level. Even if the contribution must be made from after-tax income,
the tax deferral of earnings is a valuable feature you should not
overlook.

� Maximum pretax contributions for qualified pension and profit-
sharing plans (including Keogh accounts) may equal the lesser of
$30,000 or 20% of net earnings for self-employed individuals.

� Maximum pretax employee contribution in 1993 is $8,994 for par-
ticipants in 401(k) plans. (This maximum is increased each year
to keep pace with increases in the cost-of-living index.) Typically,
your employer will allow you to set aside 2% to 4% of your salary
in the 401(k) plan and then may make a matching contribution of
50% to 100% of the amount you have set aside. You may also have
the opportunity to make additional voluntary, but unmatched, con-
tributions. In 401(k) plans in which your employer matches all or
part of your contributions, you gain valuable financial leverage.
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CAVEAT EMPTOR: Lump Sums versus Regular Investments

Variable annuities are ordinarily more appropriate for the accumulation
investor who has a lump sum of dollars to commit. If you are saving
smaller amounts on a regular basis, variable annuities should rarely
be used until all other tax-deferred plans have been fully utilized. The
reason is simple: contributions to IRAs, qualified pension plans, and
401(k)s are effectively made with pretax dollars, while contributions to
variable annuities are made with after-tax dollars. For an investor in a
33% tax bracket, $10,000 invested over time in an IRA would compare,
for example, with $6,700 available to invest in an annuity.

TABLE 11–10
Variable Annuity Fund versus Taxable Mutual Fund∗ ($50,000 Initial
Investment)

Value
at end Taxable Tax-deferred Tax-deferred
of year mutual fund variable annuity† variable annuity‡

10 $ 89,800 $105,470 $ 87,170
15 120,340 153,190 119,140
20 161,270 222,490 165,570
25 216,120 323,150 233,010
30 289,620 469,340 330,960

∗Assumes +10% average annual gross return, 33% tax rate, and annual expenses of 1% for the taxable
fund and 2.25% for the variable annuity fund.
†Assumes no withdrawal from annuity at the end of each period.
‡Net of taxes payable on withdrawal from annuity at the end of each period.

+9%, and that the variable annuity insurance premium adds 1.25% per
year to the cost of the underlying fund, bringing its total costs to 2.25%
per year and the net return to +7.75%.

While the higher costs of the annuity program substantially reduce
its gross return, the deferral of taxes creates a more-than-countervailing
advantage, particularly as the holding period lengthens. For example,
as shown in Table 11–10, the total 15-year accumulation of a $50,000
investment in a taxable mutual fund would be $120,340, compared with
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TABLE 11–11
Variable Annuity Cost Comparison ($50,000 Initial Investment)∗

Value
at end Average-cost Low-cost
of year variable annuity variable annuity

10 $105,470 $115,680
15 153,190 175,960
20 222,490 267,640
25 323,150 407,100
30 469,340 619,220

∗Based on +10% annual return, reduced by costs of 2.25% and 1.25%, respectively. Assumes no
withdrawals from either account.

$153,190 in a tax-deferred variable annuity. After 30 years, the respec-
tive accumulations would be $289,620 and $469,340, a dramatically
favorable margin.

Should you withdraw from the annuity program and pay taxes on
your total accumulations, the annuity advantage plummets. Taxes on a
withdrawal after 30 years, for example, would reduce the total accumu-
lation from $469,340 to $330,960, as shown in Table 11–10. Indeed,
as suggested by the table, it would take nearly 20 years for the value
of the annuity after taxes were paid on the withdrawal to exceed the
results of the taxable mutual fund investment (respectively, $165,570
and $161,270).

The examples in Table 11–10 assume a complete withdrawal of the
variable annuity investment at the end of each period. However, in order
to mitigate the tax burden, the investor faced with a need for cash should
consider withdrawing only a small percentage (say, 5% to 10%) of the
annuity’s value each year. Any withdrawals before the investor reaches
age 59½ are subject to a 10% penalty, one more reason that you should
probably not even consider a variable annuity for assets that you may
need to liquidate in the foreseeable future.

Since the range of variable annuity costs is wide, you need to under-
stand the powerful impact of costs on the returns actually realized. Table
11–11 compares the results of the variable annuity program illustrated
in Table 11–10 (annual costs of 2.25%, roughly the industry norm) with
a lower-expense variable annuity program with annual costs of 1.25%.
You can easily see the dramatic role that cost can play in the returns you
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TABLE 11–12
Tax Impact on Various Yields

Taxable yield 4.0% 5.0% 6.0% 7.0% 8.0% 9.0% 10.0%
Less federal taxes∗ 1.3 1.6 2.0 2.3 2.6 3.0 3.3

Required tax-exempt yield 2.7% 3.4% 4.0% 4.7% 5.4% 6.0% 6.7%

∗Assumes 33% marginal tax rate.

TABLE 11–13
Impact of Higher Tax Rates on Tax-Exempt Yields

Marginal federal tax rate Tax-exempt yield Equivalent taxable yield

25% 6.0% 8.0%
30 6.0 8.6
35 6.0 9.2
40 6.0 10.0

The value of the tax exemption grows as tax rates rise, as shown in
Table 11–13. If you are taxed at a marginal rate of 40% you must earn a
taxable yield of 10% to match a 6% tax-exempt yield. But the threshold
falls to a taxable yield of 8% if you are taxed at a marginal rate of
25%. Each increase in tax rate adds to the relative attractiveness of the
municipal bond.

Tax-exempt yields are not set in a vacuum. They are determined in
an efficient market that takes taxes into account, so they are consistently
below taxable yields. However, the market seems to “clear” at a point
well above that needed to make tax exemption attractive to investors
in the highest tax brackets. If you are in these tax brackets, tax-exempt
income will nearly always provide a higher after-tax yield.

This subject has some complications. In making fair yield compar-
isons, all other factors must be held equal. That is a difficult task. The
principal features to consider when comparing taxable and tax-exempt
bonds are quality, maturity, and call provisions.

� Quality. Frequently, a relative yield comparison is made between
U.S. Treasury bonds and municipal bonds. However, the credit
quality of U.S. Treasury bonds is higher than that of even the
highest-grade municipal bonds. On the other hand, the credit of many
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TABLE 11–14
Impact of Taxes on Corporate and Treasury Instruments

Taxable money Taxable long-term
market fund bond fund

Corporate obligation

Pretax yield 4.0% 7.0%
Federal taxes (33%) −1.3 −2.3

After-tax yield 2.7% 4.7%
State and local taxes∗ −0.2 −0.3

After-tax yield 2.5% 4.4%

U.S. Treasury obligation

Pretax yield 3.5% 6.5%
Federal taxes (33%) −1.2 −2.1

After-tax yield 2.3% 4.4%

∗Assumes a marginal state tax rate of 6%, net of the federal tax deduction for state and local taxes.

extremely low costs available at higher net yields than corporate funds of
comparable maturity but with higher costs. This anomaly of higher return
coming hand in hand with lower risk is a rare occurrence in the financial
markets. You should take advantage of such a powerful combination.

SUMMARY

In a simpler age, the impact of taxes on income and capital gains, tax-
deferred returns, and tax-exempt income may have seemed relatively
unimportant. Today, however, only the naive, ill-informed investor fails
to consider the relationship between income return and capital return; the
implications of taxes on dividend income and realized capital gains; and
the potential taxes on unrealized gains. Only the foolish investor fails
to utilize tax-deferred accounts to the maximum possible advantage; to
calculate the yield at which municipal bonds break even with their taxable
counterparts; and to evaluate the advantage of paying no state taxes on
interest earned on U.S. Treasury obligations. No intelligent investor can
afford to make these mistakes, lest the power to tax indeed becomes the
power, if not to destroy, certainly to confiscate meaningful proportions
of the returns you earn on your investments.
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FIGURE 12–1
Basic Asset Allocation Model (Stocks/Bonds)
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Heeding Benjamin Graham’s advice that a standard division between
bonds and stocks should begin at a 50/50 ratio, I move from this broad
generalization to more specific guidelines for mutual funds that take into
account your financial circumstances, age, and objectives, as well as
the specific phase—either accumulation or distribution—of your invest-
ment life cycle. During the accumulation phase, you are building assets
by making periodic investments of capital and reinvesting all dividend
income and capital gains distributions. During the distribution phase,
you have ceased adding assets and instead are receiving cash distribu-
tions from income as it is earned. Figure 12–1 gives a good indication of
how the allocation of assets among stocks and bonds might vary given
your age and income requirements.

The two main points of the matrix are merely common sense. (1)
Investors seeking to accumulate assets by investing regularly can afford
to take somewhat more risk—that is, to be more aggressive—than
investors who have a relatively fixed pool of capital and are depen-
dent on income distributions to meet their day-to-day living expenses.
(2) Younger investors, with more time to let the magic of compound-
ing work for them, can also afford to be more aggressive, while older
investors will want to steer a more conservative course.

Assuming only that the long-term return on stocks exceeds that on
bonds (as it nearly always has in the past), your common stock posi-
tion should be as large as your tolerance for risk permits. For example,
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TABLE 12–1
50/50 Stock/Bond Allocation (25 Years Ended December 31, 1992)∗

Accumulation Investor Distribution Investor

Cumulative
Cumulative Total Value Cumulative Capital Value Income

Time Stocks Bonds Total Stock Stocks Total Stock
span (+10%) (+7%) portfolio ratio (+7%) Bonds (0) portfolio ratio

Inception $ 100 $100 $ 200 50% $100 $100 $200 50% $ 0
5 years 161 140 301 53 140 100 240 58 53

10 years 259 197 456 57 197 100 297 66 114
15 years 418 276 694 60 276 100 376 73 186
20 years 673 387 1,060 63 387 100 487 79 272
25 years 1,083 543 1,626 67 543 100 643 84 378

∗No rebalancing of portfolio. Initial investment of $100 in both stocks and bonds.

of 1992 and historical norms. The fact is, since 1872 the total returns
on stocks have averaged about four percentage points above those on
bonds (a 4% risk premium, rather than the 3% premium used in the
example).

As you can see in Table 12–1, for the accumulation investor seeking
to build capital, these assumed total returns would carry the initial 50/50
balance to 57/43 in favor of stocks at the end of 10 years and 67/33
at the end of 25 years. By way of contrast, for the distribution investor
spending current income each year, the stock/bond ratios would rise
to 66/34 and 84/16, respectively, after 10 and 25 years. These larger
increases in the stock holdings of the distribution investor result from
the fact that, given the absence of reinvested income, the value of the
bond position remains fixed while the value of the stock position grows
by 7% each year. A decision to utilize the variable-ratio asset allocation
program, of course, also has financial consequences. Even if the variable-
ratio program outperforms a fixed-ratio program for a given period, it is
never possible to predict what will happen the next day (or year), when
a sharp bear market could erode the earlier gains.

By way of example, Table 12–2 shows the results of an assumed
investment of $10,000 made 25 years ago for the fixed-ratio investor
and the variable-ratio investor, with all income reinvested. I imagine you
may be as surprised as I was, not only that the difference in terminal
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TABLE 12–2
50/50 Initial Stock/Bond Allocation (25 Years Ended December 31, 1992)

Portfolio Value at End of Each Period

Fixed-ratio Variable-ratio
Time span program program

Inception $ 10,000 $10,000
5 years 13,570 13,540

10 years 15,830 15,410
15 years 25,990 24,850
20 years 52,040 49,950
25 years 100,590 97,910

Stock returns are based on the S&P 500 Index; bond returns are based on long-term U.S. government
bonds. Initial investment of $10,000 in each program.

value was razor thin, but that the (less risky) fixed-ratio program actually
emerged victorious. At the end of the period, the program in which the
portfolio was rebalanced to 50/50 at the end of each year had a value
of $100,590, while the program in which the stock/bond ratio was never
readjusted had a value of $97,910. (The ratio was 63/37 at the end of the
period.)

The annual rate of return on the fixed-ratio portfolio for the period
was +9.7%, compared with +9.6% for the variable-ratio portfolio. Most
investors would find that outcome contrary to expectations. Nevertheless,
during each of the 16 rolling 25-year periods ending between 1977 and
1992, the results achieved by the two programs were quite close, although
a small advantage most often accrued to the variable-ratio program.
During most of the 25-year periods ending between 1950 and 1976,
results favored the variable-ratio program. In total, for all of the 43
quarter-century periods beginning in 1926, the variable-ratio program
provided an average rate of return of +8.6%, nicely ahead of the +7.5%
return for the fixed-ratio program.

The major reason for the greater relative success of the fixed-ratio
strategy since 1977 is that returns on bonds were closer to those of stocks
than in the earlier periods. If you accept my view that the relative returns
on bonds and stocks in the coming era seem likely to parallel those of the
recent past, you will favor the fixed-ratio program, with its lower risk,
over the variable-ratio program. Whatever conclusion you come to, you
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TABLE 12–3
Stock/Bond Allocation (%)

Basic
allocation

Maximum
aggressive
allocation

Maximum
conservative

allocation

50/50 65/35 35/65
60/40 75/25 45/55
70/30 85/15 55/45
80/20 95/5 65/35

to take advantage of expected differences in the relative valuations of
specific types of financial assets. For example, emphasizing small stocks
over large, or value stocks over growth, or consumer goods over capital
goods are all tactical moves that a fund’s portfolio manager might make
in the search to improve equity returns relative to the overall market. In
Chapter 4, I expressed skepticism that most managers will be able to
enhance returns through these tactical moves, or, for that matter, through
successfully selecting specific stocks that will provide above-average
returns in the future. The record is clear that, for professional investment
managers as a group, these kinds of tactics are unproductive.

Another sort of tactical allocation strategy involves changing the stock/
bond ratio based on the relative outlooks for the respective financial
markets. But since no one can ever be sure of the future path of the
financial markets, the tactics I recommend would place severe restrictions
on the extent of the allocation changes. Specifically, I would vary the
desired strategic balance by no more than 15 percentage points on either
side. A portfolio targeted at 50/50 would never have less than 35% in
stocks nor more than 65%. Table 12–3 shows the possible impact of these
tactics on the basic asset allocations set forth in Figure 12–1.

Are there fundamental guidelines that you can use to make changes
to your portfolio allocation? I think there are. But they should be used
only if you are prepared to take the risk of being wrong. My favorite
guideline is based on projecting future returns by making judgments on
the components of stock and bond returns that I discussed in Chapter 1:
for stocks, the actual current dividend yield, the expected dividend growth
rate, and the expected change in the price the market will pay for $1 of
dividends; for bonds, the actual current interest rate.
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TABLE 12–4
Impact of a Changing Price-Dividend Ratio

Price Paid for Implied Percentage Change
$1 of Dividends in Market Value

25-year Spread over
Initial average Instantaneous 10 years

$40∗ $27 − 33% − 3.9%
35 27 − 23 − 2.6
30 27 − 10 − 1.0
25 27 + 8 + 0.8
20 27 + 35 + 3.0
15 27 + 80 + 6.1
10∗ 27 +170 +10.4

∗These extreme valuations were reached, respectively, only at the 1987 market high and the 1933
market low.

Using the three components of stock valuation has led to remarkably
helpful predictions of long-range returns for some four decades. One of
the three components—the current dividend yield—requires no forecast-
ing, since it is a known quantity. A forecast that the other two factors—the
dividend growth rate and the change in the price of $1 of dividends—
will simply regress to their means established over the previous 25 years
proves to be a fairly good assumption.

If the initial stock dividend yield is, say, 3%, and the dividend growth
rate has been +6%, the total return in the stock market over the next
decade would be projected at +9%. This +9% figure would represent the
market’s fundamental return. But it would prove to be the actual return
only if the price of $1 of dividends was the same at the end of the decade
as at the beginning. If this price were to rise, so would the return, and
vice versa. Assuming the price paid for $1 of dividends averaged about
$27 over the previous 25 years, a regression to that level from the initial
price paid has a measurable impact on return.

Table 12–4 shows that, if $1 of dividends can be purchased for $20 at
the start of a decade (a yield of 5.0%) and $27 at its conclusion (a yield
of 3.7%), capital will increase by +35%, or +3.0% per year. Adding this
component to the+9.0% fundamental return, the projected total return on
stocks is +12.0%. If the initial price was $35, capital would be reduced
by −23%, reducing total return by −2.6% annually, to +6.4%.
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FIGURE 12–2
Forecast Returns versus Actual Returns—Stocks and Bonds
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How have ten-year forecasts based upon this simple methodology—
relying on just four variables, two of which (the initial yields on stocks
and bonds) are known in advance—fared in the past? Remarkably well.
Figure 12–2 presents a clear picture of the general similarity of the
forecast versus the actual returns of each asset class over ten-year periods
beginning in 1948. To place numbers on each bar in the two charts would
be overwhelming, so let me highlight just a few examples.

� For the 1970s, the forecast annual return for stocks was +9.0%; the
actual return was +5.9%. For bonds, the forecast return was +6.9%;
the actual return was +5.5%.

� For the 1980s, the forecast annual return for stocks was +15.0%;
the actual return was +17.5%. For bonds, the forecast return was
+10.1%; the actual return was +12.6%.
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TABLE 12–5
Stock Returns (Decades Ending 1935–92)

Chances of return greater than
Initial yield +10% over subsequent decade

Less than 3.5% 1 in 16
3.5% to 4.5% 7 in 15
4.6% to 6.0% 13 in 17
More than 6.0% 6 in 10

Total 27 in 58∗

∗Out of 58 ten-year periods, 27 had average returns greater than +10%.

of dividends at the end of 1992 were to return to its 25-year average of
$27, that return would be penalized by −2.6% annually. The net result
would be an annual stock return of +6.2%. That is not intended as a
scientific forecast of the future return. Dividend growth may be more
rapid; the price-dividend multiple may hold (or even increase, a remote
prospect). The forecast long-term bond return, using my methodology,
would be +7.3%, based on the yield of the 20-year U.S. Treasury bond
on December 31, 1992.

Even more simplistically, but offered without apology, the stock
market can be viewed as a game of chance; the odds change along
with changes in the yields prevailing at the time of your investment.
During the 1926–92 period, the stock market provided a total return
averaging about +10% annually. The chance of reaching or exceeding
this average during any ten-year period has been shaped importantly
by the initial dividend yield at the start of each period, as shown in
Table 12–5.

Of course, in our asset allocation portfolio, the stock market’s potential
return must be contrasted with the potential return in the bond market.
Since future bond returns have been shaped in large part by their initial
yields, we can establish chances based on that factor as well. Table 12–6
shows the chances, based on past experience, that the return on long-term
bonds will fall within a given number of percentage points of the initial
yield. As you can see, the odds are compelling that future bond returns
will cluster around the initial interest rate. In over 80% of the periods
(47 out of 58), annual returns have remained within a margin of two
percentage points or less.
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CAVEAT EMPTOR: Limits on the Power of Forecasting

By way of full disclosure, I should acknowledge that the forecasting
power of my stock return model was not in evidence during the years
surrounding the Great Depression of the early 1930s. The volatility of
dividends during this turbulent time, and the prices paid for them, simply
overwhelmed the forecasts. (The bond model, however, worked fairly
well.) The conclusion would seem to be that the model for forecasting
stock returns can be used effectively if “normal” business and market
conditions prevail, but not if we experience conditions wholly beyond
historical experience.

Taken together, Tables 12–5 and 12–6 provide interesting odds as we
look past the end of the century to the year 2002. At the close of 1992,
with the yield on stocks well below 3.5%, historical experience suggests
that there is no more than one chance in 16 that stocks will achieve a
return of more than +10% annually during the next decade. On the other
hand, history suggests that there are roughly three chances out of five
that annual returns on U.S. Treasury bonds will fall within 1.5% of the
7.3% yield at the close of 1992 (i.e., within a range of 5.8% to 8.8%).

It is up to you to decide whether these odds are significant enough to
call for tactical changes in your basic strategic asset allocations. They
are based only on history, and we know the financial markets do not
subject themselves to actuarial tables. But at the very least, these forecasts
suggest that the returns on financial assets during the 1990s will almost
surely fall well short of those earned during the 1980s. The forecasts

TABLE 12–6
Long-Term U.S. Government Bond Returns (Decades Ending 1935–92)

Future returns versus initial yield Chances of occurrence

Within 1.5% 34 in 58
1.5% to 2.0% 13 in 58
2.1% to 2.5% 8 in 58
Greater than 2.5% 3 in 58
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TABLE 12–7
The Relationship between Cost and Quality

U.S. Treasury bond fund BBB quality bond fund

Assumed gross yield 7.0% 8.2%
Assumed annual cost 0.3 2.3
Yield to investor 6.7% 5.9%

annual costs than 2.3%), it is based on a 1.3% expense ratio (the average
is 1.0%) and a 5% sales charge (about 65% of all bond funds are load
funds) spread out over five years at the rate of 1% per year. The U.S.
Treasury bond fund provides 14% more income on a portfolio essentially
without credit risk.

With the example in the caveat emptor that follows as background, I
turn to the implications of applying the concepts of risk premium and cost
penalty to asset allocation. If you assume, a bit more optimistically than
was suggested by my earlier projection, that the average annual return for
stocks during the decade beginning December 31, 1992, might be +10%
and that the return for bonds might be +7%, you can compare the returns
for three different asset allocation portfolios: One, a portfolio comprising
50% of assets in split between an actively managed stock fund and bond
fund, rebalanced to 50/50 annually; two, a similarly balanced portfolio
comprising index funds with much lower costs; and three, an index fund
portfolio comprising 35% stocks and 65% bonds.

I assume that the actively managed fund portfolio carries a cost of
2.0% annually. (You may recall from Chapter 10 that the average mutual
fund carries an annual cost, including operating expenses and amortized
sales charges, of 2.2%.) I also assume that the index funds can be oper-
ated at about 0.2% annually. Using these assumptions, now consider the
remarkable implications for the returns provided:

� The balanced-risk portfolios. The first two columns of Table 12–8
compare the returns achieved by two investors, each willing to com-
mit 50% of assets to equities. The investor in the indexed portfolio
earns a net return of +8.3%, nearly 30% higher than the +6.5% net
return earned on the actively managed fund portfolio. In this case,
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TABLE 12–8
Sample Asset Allocation Portfolios (Stocks/Bonds)

Balanced Risk Risk Averse

Actively managed Index funds Index funds
funds 50/50 50/50 35/65

Weighted portfolio return +8.5% +8.5% +8.1%
Assumed cost −2.0 −0.2 −0.2

Net portfolio return +6.5% +8.3% +7.9%

Return of +10% on stocks and +7% on bonds.

the+10% assumption in Table 12–8. Finally, I assume that the risk-averse
investor maintains the same 35/65 stock/bond balance.

The risk-averse portfolio again exceeds the return of the actively man-
aged balanced-risk portfolio, despite a 15-percentage-point reduction in
equities (35% versus 50%). Holding risk constant at 50/50, the index port-
folio return of +9.3% exceeds the actively managed portfolio return of
+8.5% by nearly 10%. Thus, while the best-case simulation for actively
managed funds narrows the disparity in the risk-return relationship, it
does not nearly eliminate it. Given the magic of compounding, each
$10,000 initial investment balanced at 50/50 in the actively managed
portfolio would grow to $22,610 over ten years, but would grow to
$24,330 in the indexed portfolio.

So the low-cost principle stands this stern test. It continues to provide a
substantially higher return with risk held constant and marginally higher
return with a lower risk profile. When you consider the importance of

TABLE 12–9
Sample Asset Allocation Portfolios (Stocks/Bonds)

Balanced Risk Risk Averse

Actively managed Index funds Index funds
funds 50/50 50/50 35/65

Weighted portfolio return +9.5% +9.5% +8.8%
Assumed cost −1.0 −0.2 −0.2

Net portfolio return +8.5% +9.3% +8.6%

Return of +12% on stocks and +7% on bonds.
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TABLE 12–8
Sample Asset Allocation Portfolios (Stocks/Bonds)

Balanced Risk Risk Averse

Actively managed Index funds Index funds
funds 50/50 50/50 35/65

Weighted portfolio return +8.5% +8.5% +8.1%
Assumed cost −2.0 −0.2 −0.2

Net portfolio return +6.5% +8.3% +7.9%

Return of +10% on stocks and +7% on bonds.

the+10% assumption in Table 12–8. Finally, I assume that the risk-averse
investor maintains the same 35/65 stock/bond balance.

The risk-averse portfolio again exceeds the return of the actively man-
aged balanced-risk portfolio, despite a 15-percentage-point reduction in
equities (35% versus 50%). Holding risk constant at 50/50, the index port-
folio return of +9.3% exceeds the actively managed portfolio return of
+8.5% by nearly 10%. Thus, while the best-case simulation for actively
managed funds narrows the disparity in the risk-return relationship, it
does not nearly eliminate it. Given the magic of compounding, each
$10,000 initial investment balanced at 50/50 in the actively managed
portfolio would grow to $22,610 over ten years, but would grow to
$24,330 in the indexed portfolio.

So the low-cost principle stands this stern test. It continues to provide a
substantially higher return with risk held constant and marginally higher
return with a lower risk profile. When you consider the importance of

TABLE 12–9
Sample Asset Allocation Portfolios (Stocks/Bonds)

Balanced Risk Risk Averse

Actively managed Index funds Index funds
funds 50/50 50/50 35/65

Weighted portfolio return +9.5% +9.5% +8.8%
Assumed cost −1.0 −0.2 −0.2

Net portfolio return +8.5% +9.3% +8.6%

Return of +12% on stocks and +7% on bonds.
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TABLE 13–1
Model Portfolio Allocations

Type of Investor

Distribution Lump Sum Institution

Earlier Later Growth- Income-
Accumulation Transition years years oriented oriented Pension Endowment

Stock funds

Growth 35% 15% 0% 0% 35% 15% 15% 10%
Value 30 30 25 15 20 25 15 25
Equity income 0 15 25 20 0 20 15 25
Specialty 15 5 0 0 15 0 15 0

Total stock funds 80% 65% 50% 35% 70% 60% 60% 60%

Bond funds

Long term 10% 10% 20% 30% 20% 25% 20% 20%
Intermediate term 10 15 20 25 10 10 10 20
Short term 0 10 10 10 0 5 10 0

Total bond funds 20% 35% 50% 65% 30% 40% 40% 40%
Total portfolio 100% 100% 100% 100% 100% 100% 100% 100%

favors some form of readjustment to maintain your original risk/reward
profile. Once you have selected the model portfolio with which you most
closely identify, you may then wish to turn to the later analysis of that
particular investment program.

THE ACCUMULATION INVESTOR

For most investors, the process of accumulating investment assets begins
sometime between the ages of 25 and 50. I emphasize again how critical
it is to invest as much money as you can as early as possible and as
often as practicable, despite the obvious financial constraints that nearly
all investors face. As we have seen throughout this book, the magic of
compounding is inextricably linked to the length of time an investment is
held. Therefore, it is common sense that you will be considerably better
off if you can invest regularly for 30 years rather than 10.

Perhaps it is less obvious that the longer the time period, the smaller
the annual contribution required to reach a given goal. Table 13–2 makes
the point emphatically. It shows the monthly contributions needed to
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TABLE 13–2
Accumulating Investment Assets

Monthly investment required
Number of years to accumulate $100,000

30 $ 44
20 131
10 484

5 1,281

Assumes an annual return of +10%.

investment step. Allocating assets implies that there are assets to allocate.
As you begin your investment journey, then, you will likely be best served
by investing regularly in a mainstream balanced fund and maintaining
that single investment account until your assets have reached, say, at
least $5,000. Annual investments of $1,000 growing at a rate of +8% per
annum would reach the $5,000 level in just over four years.

Once you have accumulated sufficient assets, the basic investment
allocation standard up until the age of 50 should remain fairly constant
at 80% equities and 20% bonds as long as you are regularly adding
to your program. This ratio may seem somewhat aggressive if all of
your assets are currently invested in a money market fund. However, it
is based on three factors: (1) the relatively higher long-term historical
returns on stocks versus bonds and reserves; (2) the possibility, if not
the likelihood, of future inflation; and (3) the smoothing impact of a
dollar-cost-averaging program that reduces risk. Figure 13–1 presents
the suggested mix.

If you are investing fully taxable dollars, you will most likely benefit
by constructing a portfolio that emphasizes minimizing your tax liability.
In this case, you might achieve the 80/20 allocation by placing 40% of
your assets in a growth index fund, 40% in an actively managed growth
fund, and the remaining 20% in a long-term tax-exempt bond fund. Both
types of growth funds can serve as effective tax-deferred investments by
virtue of the fact that taxable dividend income should be modest. For
the index fund, low portfolio turnover reduces the likelihood that large
capital gains will be realized and distributed by the fund.

Tax-deferred accumulation investors using IRA, 401(k), 403(b), and
qualified self-employed pension plans should follow essentially the same
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FIGURE 13–1
The Accumulation Investor
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80/20 model. However, because of tax deferral, income-oriented value
funds could be substituted for low-yielding growth funds without tax
impact. Tax-deferred programs are extraordinarily productive relative to
their taxable cousins, and they should be utilized for “first investment
dollars” until every eligible tax-deferred dollar has been put to work.

THE TRANSITION INVESTOR

In the latter stages of the accumulation phase you will, with reasonable
markets and some good luck, begin to approach the objective that you
initially set for yourself. At this point you should begin to prepare
for the time when you will want to draw down the income on your
accumulated assets. I call this stage of the investment life cycle the
transition phase, and the investor in this age bracket the transition
investor. In the accumulation phase, an expansive investment horizon
allows you to focus more on reward than on risk; as your investment
horizon diminishes, risk becomes a more dominant consideration. The
transition phase is a time to gradually realign your portfolio allocation
to reflect your changing risk/reward profile.
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FIGURE 13–2
The Transition Investor
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be achieved by a 10% investment in a short-term bond fund and a 5%
increase in the intermediate-term bond fund position. The final portfolio
allocation is shown in Figure 13–2.

As you contemplate the transition from the accumulation phase to the
distribution phase, remember that it need not occur overnight. If, in the
search for higher returns, you are willing to accept the greater volatility
risk engendered by a larger commitment to equities, you might make
the transition at a later age. In the final analysis, you should be guided
during the transition phase by your own risk tolerance balanced against
your reward expectations.

THE DISTRIBUTION INVESTOR

The raison d’etre of a lifetime investment program is to have capital
available during your retirement years. For many investors these years
will begin in their early 60s, but others will retire earlier and some
will continue to work well beyond the typical retirement age. It is said
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TABLE 13–3
The Impact of Inflation on an Investment Portfolio

Year Inflation-adjusted value

Inception $100,000
5 85,870

10 73,740
15 63,330
20 54,380
25 46,700

Assumes 7% income return and 3% rate of inflation. All distributions received in cash.

time in the capital value of their investment portfolios, then the real
(inflation-adjusted) value of their portfolios and the purchasing power of
the income generated will gradually be eroded.

For example, an income yield of 7% on a $100,000 portfolio composed
entirely of bonds would produce income totaling $7,000 annually. In real
terms, however, assuming a relatively modest inflation rate of 3%, your
annual distribution would be equivalent to just $4,000. That in itself is a
sobering reality. But if you received the full $7,000 distribution in cash
each year, the lack of a growth component in your portfolio would result
in a gradual erosion in the value of your capital, as Table 13–3 shows. You
can see that within 15 years the effective purchasing power of your initial
$100,000 portfolio would be reduced by more than one-third. After 25
years the effective value of your investment portfolio, measured in real
dollars, would be more than halved.

For the lucky among us (including our spouses), retirement may last
for a long time. Figure 13–3 illustrates models for two investors in the
distribution phase of their investment programs:

1. The investor from 60 to 75 years of age, with a longer-term time
horizon.

2. The investor over age 75, who may wish to enhance income even
at the risk of greater principal volatility.

The investment program for the earlier retirement years reflects an
overall reduction in the stock fund allocation from 65% during the transi-
tion years to 50%. This equal balance between stocks and bonds enhances
income and capital conservation. In the later years of retirement, there



JWBT1529-c13 JWBT1529-Bogle March 17, 2015 22:1 Printer Name: Yet to Come Trim: 6in × 9in

Chapter 13/Mutual Fund Model Portfolios 271

CAVEAT EMPTOR: Looking for More Income?

Despite logic and historical evidence, reasonable persons can disagree
that the total returns achieved by a passive stock market index fund
will outpace the total returns achieved by most traditional professional
advisers. However, there can be no debate about the fact that, when risk
is held constant, an index fund will provide a higher current income
return, solely by reason of its lower cost. Similarly, a low-cost stock
fund and a low-cost bond fund will provide higher income returns than
their high-cost counterparts. The magnitude of the income differences
may be large, as indicated by the examples in this table.

Impact of Costs on Income—Distribution Investor (Early Retirement
Years)

Net income after
annual expensesPortfolio Assumed

allocation gross yield 0.30% 1.50%

Value stock fund 25% 4.0% 3.7% 2.5%
Equity income fund 25 5.0 4.7 3.5
Long-term bond fund 20 7.0 6.7 5.5
Intermediate-term bond fund 20 6.0 5.7 4.5
Short-term bond fund 10 5.0 4.7 3.5

Total (weighted) 100% 5.4% 5.1% 3.9%

Given a choice between a yield of 5.1% or 3.9% in two substantially
identical portfolios, any intelligent investor would make the sensible
selection. For an investor with $100,000 of capital, opting for annual
income of $5,100 rather than $3,900—an increase of more than 30%—
without any increase whatsoever in risk exposure should not be a difficult
decision. So for the distribution investor, the income-oriented lump-sum
investor, and the endowment fund, it seems almost beyond argument
that a significant portion of assets should be invested in stock funds and
bond funds (including index funds) with minimal costs and no sales
commissions.
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FIGURE 13–3
The Distribution Investor
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is a gradual progression toward higher income, reflected in a still lower
stock exposure of 35% and a greater emphasis on long-term bonds to
reduce the income risk of the portfolio.

THE LUMP-SUM INVESTOR

In the course of a lifetime, many investors will be the recipients of
substantial one-time, lump-sum cash payments—from an inheritance,
insurance policy proceeds, or even a financial windfall—that they will
likely want to add to their investment programs. Since in some cases
these assets might fairly be described as found money, there may be a
tendency to invest the proceeds in highly aggressive fund offerings or
even to eschew mutual funds altogether in the hope of picking that rare hot
stock that will double in value overnight. However, based on the evidence
we considered in Chapters 4 through 9 and considering the slim odds, not
to mention the extraordinary risks, of selecting a home-run stock fund, I
urge you to resist this temptation. The same broad principles of investing
that I have promulgated throughout this book apply in all circumstances
and for all investment dollars. The odds of getting rich quick do not
improve simply because your own hard-earned dollars are not at stake.
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FIGURE 13–4
The Lump-Sum Investor
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CAVEAT EMPTOR: Compared to What?

It is conventional wisdom that an investor should never dip into prin-
cipal. Broadly speaking, that is sound policy. Yet circumstances may
arise under which you will need additional spendable resources. In my
view, spending principal is often better than increasing the yield on the
account. For example, assume that you hold a $100,000 portfolio and
need an additional $1,000 cash during the coming year. Withdrawing
it would simply reduce the capital value of your account to $99,000.
On the other hand, increasing the portfolio yield to earn the additional
$1,000, would require a significant change in the very nature of the
investment portfolio, as this table shows.

Increasing Yield by Lowering Bond Quality

Current Required

Asset Amount Yield Income Yield Income

Bonds $ 50,000 7.0% $3,500 9.0% $4,500
Stocks 50,000 3.0 1,500 3.0 1,500

Total $100,000 5.0% $5,000 6.0% $6,000

For simplicity, I have assumed that the additional income is earned by
changing the bond position only, increasing the yield from 7% to 9%.
That would mean, essentially, liquidating an all-U.S. Treasury bond
fund position and investing the proceeds in a portfolio equally divided
between BBB and BB bond funds. Such a reduction in quality, especially
for investors who can’t afford to incur any credit risk, is beyond the
bounds of prudence. So, compared to downgrading the quality of the
entire portfolio, occasionally spending moderate amounts of principal
makes sense.

generally appropriate to meet this objective. The common stock portion
should focus on very broad diversification, with assets equally divided
among four elements: 15% in each of the three mainstream fund types
and 15% in specialty funds, perhaps including international funds and
small capitalization stock funds. The bond portion could include long-,
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FIGURE 13–5
The Pension Fund
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intermediate-, and short-term bond funds but should generally maintain
a longer-term bias. Figure 13–5 shows how a sample portfolio might be
allocated.

My choice of an equity ratio equal to 60% of assets is unremarkable to
a fault, differing little from the 57% average equity ratio for U.S. private
pension funds in the aggregate during the 1968–92 period. I would hold
this ratio steady, making moderate adjustments, if any, based on the
tactical strategy described in Chapter 12.

I am mindful that the allocation strategies of private pension plans
generally have been poor. Their advisers (or their staffs and trustees)
have exhibited a penchant for following the crowd. It has not served
them well. For example, the highest equity ratio ever reached by pension
plans (71% of assets) was attained at year-end 1972, immediately before
the biggest market decline (−43% from top to bottom, as measured by
the Standard & Poor’s 500 Stock Index) since the Great Depression
of the 1930s. The equity ratio was allowed to fall to a low of 51% at
the end of 1981, just before the great bull market of 1982–92 began.
Despite the market advance, the stock ratio fell to 49% by the end
of 1984, again, just before the market’s strong advance resumed. This
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FIGURE 13–6
The Endowment Fund
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consistently counterproductive shifting of asset allocations provides a
powerful argument against guessing at the market’s direction, and in
favor of staying the course. Apparently coming to precisely this same
conclusion (albeit somewhat belatedly), pension funds have maintained
a fairly steady 55% to 60% stock commitment since 1984. It totaled 56%
at the end of 1992.

I caution that there is one good reason for altering the equity ratio: to
invest the plan’s assets in a manner consistent with the plan’s liabilities.
My model assumes that the work force has a “normal” demographic
mix. If the employee population is significantly older, the equity position
should be reduced; if younger, the position might be increased.

The endowment fund presents rather different issues from those of the
pension fund. They arise principally because beneficiaries of the endow-
ment fund often require that its income be distributed. Thus, the fund
must provide reasonable current income, seek income growth to the
extent possible and, since it cannot reduce principal risk via the magic
of compounding, maintain a conservative bias.

As a result of these considerations, the endowment fund model port-
folio, while it maintains the same 60/40 balance as the pension fund, is
significantly more income oriented. The common stock position relies
less on growth funds and eliminates the position in specialty funds. These
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TABLE 13–4
Mutual Fund Gross Yields (December 31, 1992)

Stock Funds Bond Funds

Fund type Gross yield Fund type Gross yield

Growth 2.3% Long term 7.3%
Value 3.7 Intermediate term 6.7
Equity income 5.0 Short term 4.8
Specialty 1.5

reductions are offset by 10% increases in the value and equity income
sectors. In the bond position, the 10% commitment to short-term bond
funds is eliminated, with the proceeds shifted into intermediate-term
bond funds to boost the overall portfolio yield.

Using the yields available on December 31, 1992, shown in Table
13–4, you can see that these seemingly marginal changes in asset mix
engender a substantial increase in income. Moving from the pension
fund allocations to the endowment fund allocations, gross yield would
rise from 4.5% to 5.2%, an income enhancement of more than 15%.
This gross income will be reduced dollar for dollar by the total expenses
(expense ratio plus sales commissions) incurred by the investor in the
funds. So, low cost should be a priority in all cases.

SUMMARY

After you have carefully evaluated the model portfolios as a group and
have decided on one portfolio that best fits your particular circumstances,
you may well think, “It’s all so obvious.” I hope that is the case, for
common sense is as important a part of the asset allocation models
as careful consideration of the rewards and risks. In the final analysis,
each model portfolio is only a rough target, not something to which
you should slavishly adhere, but a place to start in developing your
individual investment program. It is you, the investor, who must do the
work necessary to get down to brass tacks and turn a ready-made portfolio
into one that is tailor-made to fit your own objectives.
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TABLE 14–1
Management Company Profit Margins

Before fee increase After fee increase

Management fees $5,369,000 $7,055,000
Operating expenses 823,000 823,000

Operating profit $4,546,000 $6,232,000
Profit margin 85% 88%

these profit margin figures (not only for the fund at issue but for the
funds in the complex in the aggregate) and address their reasonableness.

Fund shareholders seem to ignore the issues presented in proxies,
even when the fund provides reasonable disclosure. Shareholders of one
investment company recently voted to approve a 31% fee increase to a
manager who was already making a pretax profit equal to 85% of its
gross revenues. Table 14–1 shows the figures, as published in the proxy.
The fee paid to the manager rises by some $1.6 million, to more than
$7 million. Since the manager’s expenses remain at about $800,000, the
manager’s profit, too, rises by $1.6 million, a 40% increase. As a result,
the profit margin on this particular fund rises from 85% to 88%, a level
that is surely amazing.

A second issue that demands that shareholders vote is the 12b-1 dis-
tribution plan discussed in Chapter 10. Sadly, since more than half of
all funds already have such plans, the remaining opportunities to vote
to approve or disapprove new plans are likely to be few. And, given the
increasingly controversial nature of 12b-1 plans, the likelihood of any
funds having the temerity to propose to increase such distribution fees
seems remote in the extreme. Suffice it to say that if the fund plans to
spend any of the assets that you as a shareholder have entrusted to it
simply to bring additional assets into the fund, the justification for the
expenditure should be clearly articulated, both in understandable con-
ceptual terms and in detailed financial terms. Otherwise, “just vote no.”

Freedom of speech to fund management is another inalienable right of
fund shareholders. Few investors are aware that the management of any
enlightened mutual fund is interested in the opinions of the fund’s share-
holders. In my experience, shareholders are rarely heard from except
in matters relating to performance and the accurate processing of their
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CAVEAT EMPTOR: The What-If Portfolio

In considering the division of economies of scale between mutual funds
and their management companies, let’s contrast the investment returns
on the stocks of mutual fund management companies with those of
the funds that they manage. It has been much more profitable to own
shares in the managers than to own shares in their funds. One outstanding
mutual fund manager, describing “one of my favorite what-if portfolios,”
recently wrote that “in a single year (1989), if you had divided your
money equally among eight (management company) stocks, you would
have outperformed 99% of the funds that these companies promote.”
The long-run record appears far more imposing than that. This table
compares the results of investing $10,000, equally weighted, in the
shares of the two largest publicly traded management companies during
the decade ended December 31, 1992, with the returns of their equity
funds and the unmanaged Standard & Poor’s 500 Stock Index.

Total Return (Ten Years Ended December 31, 1992)

Final value of
$10,000 investment

Annual rate
of return

Management companies $1,590,600 +65.9%
Equity funds managed 35,500 +13.6
S&P 500 Index 44,800 +16.2

At least over this time period, during which the mutual fund industry
grew so substantially, the profitability of these advisers has been com-
pletely disproportionate to the returns of the funds they manage. Iron-
ically, these two managers have enjoyed this enormous growth despite
the fact that the aggregate performance of their managed equity funds
fell far short of the performance of the unmanaged S&P 500 Index. (Inci-
dentally, I am not recommending investments in management company
stocks, in part because I see a new era of intense price competition
ahead.)
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