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 Introduction




Successful investing takes diligent work and knowledge, like any other meaningful pursuit. Investing All-in-One For Dummies
 presents basic investing topics — such as building an emergency fund, determining your financial goals, and choosing a broker (if you’re not a do-it-yourself investor) — but also introduces some slightly more advanced subjects, like fundamental analysis, that can enhance your investing strategies. In between, we explain the basics of investing in stocks, bonds, mutual funds, and real estate.

This book can help you avoid the mistakes others have made and can point you in the right direction as you build you portfolio. Explore the pages of this book and find the topics that most interest you within the world of investing.

In all the years that we’ve counseled and educated investors, the single difference between success and failure, between gain and loss, has boiled down to two words: applied knowledge. Take this book as your first step in a lifelong learning adventure.



About This Book

To build wealth, you don’t need a fancy college or graduate-school degree, and you don’t need a rich parent, biological or adopted! What you do need is a desire to read and practice the many simple yet powerful lessons and strategies in this book.

This book is designed to give you a realistic approach to making money. It provides sound, practical investing strategies and insights that have been market-tested and proven from more than 100 years of stock market history. We don’t expect you to read it cover to cover. Instead, this book is designed as a reference tool. Feel free to read the chapters in whatever order you choose. You can flip to the sections and chapters that interest you or those that include topics that you need to know more about.


Investing intelligently isn’t rocket science. By all means, if you’re dealing with a complicated, atypical issue, get quality professional help. But educate yourself first. Hiring someone is dangerous if you’re financially challenged. If you do decide to hire someone, you’ll be much better prepared if you educate yourself. Doing so can also help you focus your questions and assess that person’s competence.



Foolish Assumptions

No matter your skill or experience level with investing, you can get something out of Investing All-in-One For Dummies
 . We assume that some readers haven’t invested in anything other than baseball cards or Pez dispensers and have no clue of where to even start. If that describes you, the first part of the book is custom-made for you and takes extra care to step through all the key points in as much plain English as possible. (When we have no choice but to use investing jargon, we tell you what it means.) But we also assume that more advanced investors may pick this book up, too, looking to discover a few things. The book takes on more advanced topics as you progress through it.

Here are some assumptions we made about you as we crafted this book:


	You have about seven cents in your checking account and you’re working to pay off credit card debt or student loans (or both), but you know you need to start saving for the future.

	You’re debt-free, and you’d like to start a portfolio.

	You may have some investments, but you’re looking to develop a full-scale investment plan.

	You’re tired of feeling overwhelmed by your investing choices and stressed out by the ever-changing economic and investing landscape, and you want to get more comfortable with your investment selections.

	You want to evaluate your investment advisor’s advice.

	You have a company-sponsored investment plan, like a 401(k), and you’re looking to make some decisions or roll it over into a new plan.



If one or more of these descriptions sound familiar, you’ve come to the right place.




Icons Used in This Book

Throughout this book, icons help guide you through the maze of suggestions, solutions, and cautions. We hope the following images make your journey through investment strategies smoother.

[image: investigate]
 We use this icon to highlight an issue that requires more detective work on your part. Don’t worry, though; we prepare you for your work so you don’t have to start out as a novice gumshoe.

[image: remember]
 We think the name says it all, but this icon indicates something really, really important — don’t you forget it!

[image: technicalstuff]
 Skip it or read it; the choice is yours. You’ll fill your head with more stuff that may prove valuable as you expand your investing know-how, but you risk overdosing on stuff that you may not need right away.

[image: tip]
 This icon denotes strategies that can enable you to build wealth faster and leap over tall obstacles in a single bound. (Okay, maybe just the first one.)

[image: warning]
 This icon indicates treacherous territory that has made mincemeat out of lesser mortals who have come before you. Skip this point at your own peril.



Beyond the Book

In addition to the material in the print or e-book you’re reading right now, this product comes with a free access-anywhere Cheat Sheet that can set you on the path to successful investing. To get this Cheat Sheet, simply go to 

www.dummies.com


 and search for “Investing All-in-One For Dummies Cheat Sheet” in the Search box.




Where to Go from Here

If you’re a new investor, you may want to consider starting from the beginning. That way, you’ll be ready for some of the more advanced topics we introduce later in the book. But you don’t have to read this book cover to cover. If you have a specific question or two that you want to focus on today, or if you want to find some additional information tomorrow, that’s not a problem. Investing All-in-One For Dummies
 makes it easy to find answers to specific questions. Just turn to the table of contents or index to locate the information you need. You can get in and get out, just like that.
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Chapter 1

Exploring Your Investment Choices



 
IN THIS CHAPTER

[image: check]
 Defining investing


[image: check]
 Seeing how stocks and real estate build long-term wealth


[image: check]
 Understanding the role of lending and other investments


[image: check]
 Selecting investment firms and brokers




In many parts of the world, life’s basic necessities — food, clothing, shelter, and taxes — consume the entirety of people’s meager earnings. Although some Americans do truly struggle for basic necessities, the bigger problem for other Americans is that they consider just about everything
 — eating out, driving new cars, hopping on airplanes for vacation — to be a necessity. In reality, investing — that is, putting your money to work for you — is a necessity. If you want to accomplish important personal and financial goals, such as owning a home, starting your own business, helping your kids through college (and spending more time with them when they’re young), retiring comfortably, and so on, you must know how to invest well.

It’s been said, and too often quoted, that the only certainties in life are death and taxes. To these two certainties we add one more: being confused by and ignorant about investing. Because investing is a confounding activity, you may be tempted to look with envious eyes at those people who appear to be savvy with money and investing. Remember that everyone starts with the same level of financial knowledge: none! No one
 was born knowing this stuff. The only difference between those who know and those who don’t is that those who know have devoted their time and energy to acquiring useful knowledge about the investment world.




Getting Started with Investing

Before we discuss the major investing alternatives in the rest of this chapter, we want to start with something that’s quite basic yet important. What exactly do we mean when we say “investing”? Simply stated, investing
 means you have money put away for future use.

You can choose from tens of thousands of stocks, bonds, mutual funds, exchange-traded funds, and other investments. Unfortunately for the novice, and even for the experts who are honest with you, knowing the name of the investment is just the tip of the iceberg. Underneath each of these investments lurks a veritable mountain of details.

[image: remember]
 If you wanted to and had the ability to quit your day job, you could make a full-time endeavor out of analyzing economic trends and financial statements and talking to business employees, customers, suppliers, and so on. However, we don’t want to scare you away from investing just because some people do it on a full-time basis. Making wise investments need not take a lot of your time. If you know where to get high-quality information and you purchase well-managed investments, you can leave the investment management to the best experts. Then you can do the work that you’re best at and have more free time for the things you really enjoy doing.

An important part of making wise investments is knowing when you have enough information to do things well on your own versus when you should hire others. For example, investing in foreign stock markets is generally more difficult to research and understand compared with investing in domestic markets. Thus, when investing overseas, hiring a good money manager, such as through a mutual or exchange-traded fund, makes more sense than going to all the time, trouble, and expense of picking your own individual stocks.

We’re here to give you the information you need to make your way through the complex investment world. In the rest of this chapter, we clear a path so you can identify the major investments and understand the strengths and weaknesses of each.



Building Wealth with Ownership Investments

[image: tip]
 If you want your money to grow faster than the rate of inflation over the long term and you don’t mind a bit of a roller-coaster ride from time to time in your investments’ values, ownership investments are for you. Ownership investments
 are those investments where you own an interest in some company or other asset 
 (such as stock, real estate, or a small business) that has the ability to generate revenue and profits.

Observing how the world’s richest have built their wealth is enlightening. Not surprisingly, many of the champions of wealth around the globe gained their fortunes largely through owning a piece (or all) of a successful company that they (or others) built.

In addition to owning their own businesses, many well-to-do people have built their nest eggs by investing in real estate and the stock market. With softening housing prices in many regions in the late 2000s, some folks newer to the real estate world incorrectly believe that real estate is a loser, not a long-term winner. Likewise, the stock market goes through down periods but does well over the long term. (See Book 1, Chapter 2
 for the scoop on investment risks and returns.)

And of course, some people come into wealth through an inheritance. Even if your parents are among the rare wealthy ones and you expect them to pass on big bucks to you, you need to know how to invest that money intelligently.

[image: remember]
 If you understand and are comfortable with the risks and take sensible steps to diversify
 (you don’t put all your investment eggs in the same basket), ownership investments are the key to building wealth. For most folks to accomplish typical longer-term financial goals, such as retiring, the money that they save and invest needs to grow at a healthy clip. If you dump all your money in bank accounts that pay little if any interest, you’re likely to fall short of your goals.

Not everyone needs to make his money grow, of course. Suppose you inherit a significant sum and/or maintain a restrained standard of living and work well into your old age simply because you enjoy doing so. In this situation, you may not need to take the risks involved with a potentially faster-growth investment. You may be more comfortable with safer investments, such as paying off your mortgage faster than necessary.


Entering the stock market


Stocks,
 which are shares of ownership in a company, are an example of an ownership investment. If you want to share in the growth and profits of companies like Skechers (footwear), you can! You simply buy shares of their stock through a brokerage firm. However, even if Skechers makes money in the future, you can’t guarantee that the value of its stock will increase.

Some companies today sell their stock directly to investors, allowing you to bypass brokers. You can also invest in stocks via a stock mutual fund (or an 
 exchange-traded fund), where a fund manager decides which individual stocks to include in the fund.

[image: remember]
 You don’t need an MBA or a PhD to make money in the stock market. If you can practice some simple lessons, such as making regular and systematic investments and investing in proven companies and funds while minimizing your investment expenses and taxes, you should make decent returns in the long term.

However, don’t think that you can “beat the markets”; you certainly can’t beat the best professional money managers at their own full-time game. This book shows you time-proven, non-gimmicky methods to make your money grow in the various financial markets. We explain more about stocks in Book 3
 and mutual funds in Book 5
 .



Owning real estate

People of varying economic means build wealth by investing in real estate. Owning and managing real estate is like running a small business. You need to satisfy customers (tenants), manage your costs, keep an eye on the competition, and so on. Some methods of real estate investing require more time than others, but many are proven ways to build wealth. See Book 8
 for more on investing in real estate.

John, who works for a city government, and his wife, Linda, a computer analyst, have built several million dollars in investment real estate equity
 (the difference between the property’s market value and debts owed) over the past three decades. “Our parents owned rental property, and we could see what it could do for you by providing income and building wealth,” says John. Investing in real estate also appealed to John and Linda because they didn’t know anything about the stock market, so they wanted to stay away from it. The idea of leverage
 — making money with borrowed money — on real estate also appealed to them.

John and Linda bought their first property, a duplex, when their combined income was just $35,000 per year. Every time they moved to a new home, they kept the prior one and converted it to a rental. Now in their 50s, John and Linda own seven pieces of investment real estate and are multimillionaires. “It’s like a second retirement, having thousands in monthly income from the real estate,” says John.

John readily admits that rental real estate has its hassles. “We haven’t enjoyed getting calls in the middle of the night, but now we have a property manager who can help with this when we’re not available. It’s also sometimes a pain finding new tenants,” he says.


Overall, John and Linda figure that they’ve been well rewarded for the time they spent and the money they invested. The income from John and Linda’s rental properties also allows them to live in a nicer home.

[image: tip]
 Ultimately, to make your money grow much faster than inflation and taxes, you must take some risk. Any investment that has real growth potential also has shrinkage potential! You may not want to take the risk or may not have the stomach for it. In that case, don’t despair. We discuss lower-risk investments in this book as well. You can find out about risks and returns in Book 1, Chapter 2
 .



WHO WANTS TO INVEST LIKE A MILLIONAIRE?


Having a million dollars isn’t nearly as rare as it used to be. In fact, according to the Spectrem Group, a firm that conducts research on wealth, more than 10 million U.S. households now have at least $1 million in wealth (excluding the value of their primary home). More than 1.2 million households have $5 million or more in wealth.

Interestingly, households with wealth of at least $1 million rarely let financial advisors direct their investments. Only one of ten such households allows advisors to call the shots and make the moves, whereas 30 percent don’t use any advisors at all. The remaining 60 percent consult an advisor on an as-needed basis and then make their own moves.

As in past surveys, recent wealth surveys show that affluent investors achieved and built on their wealth with ownership investments, such as their own small businesses, real estate, and stocks.







Generating Income from Lending Investments

Besides ownership investments (which we discuss in the earlier section “Building Wealth with Ownership Investments
 ”), the other major types of investments include those in which you lend your money. Suppose that, like most people, you keep some money in your local bank — most likely in a checking account but perhaps also in a savings account or certificate of deposit (CD). No matter what type of bank account you place your money in, you’re lending your money to the bank.


How long and under what conditions you lend money to your bank depends on the specific bank and the account that you use. With a CD, you commit to lend your money to the bank for a specific length of time — perhaps six months or even a year. In return, the bank probably pays you a higher rate of interest than if you put your money in a bank account offering you immediate access to the money. (See Book 2, Chapter 4
 for more on CDs.)

As we discuss in more detail in Book 4
 , you can also invest your money in bonds, another type of lending investment. When you purchase a bond that’s been issued by the government or a company, you agree to lend your money for a predetermined period of time and receive a particular rate of interest. A bond may pay you 4 percent interest over the next ten years, for example.


An investor’s return from lending investments is typically limited to the original investment plus interest payments. If you lend your money to Skechers through one of its bonds that matures in, say, ten years, and Skechers triples in size over the next decade, you won’t share in its growth. Skechers’s stockholders and employees reap the rewards of the company’s success, but as a bondholder, you don’t; you simply get interest and the face value of the bond back at maturity.

[image: remember]
 Many people keep too much of their money in lending investments, thus allowing others to reap the rewards of economic growth. Although lending investments appear safer because you know in advance what return you’ll receive, they aren’t that safe. The long-term risk of these seemingly safe money investments is that your money will grow too slowly to enable you to accomplish your personal financial goals. In the worst cases, the company or other institution to which you’re lending money can go under and stiff you for your loan.



[image: warning]
 THE DOUBLE WHAMMY OF INFLATION AND TAXES


Bank accounts and bonds that pay a decent return are reassuring to many investors. Earning a small amount of interest sure beats losing some or all of your money in a risky investment.

The problem is that money in a savings account, for example, that pays 3 percent isn’t actually yielding you 3 percent. It’s not that the bank is lying; it’s just that your investment bucket contains some not-so-obvious holes.

The first hole is taxes. When you earn interest, you must pay taxes on it (unless you invest the money in a retirement account, in which case you generally pay the taxes later when you withdraw the money). If you’re a moderate-income earner, you end up losing about a third of your interest to taxes. Your 3 percent return is now down to 2 percent.

But the second hole in your investment bucket can be even bigger than taxes: inflation. Although a few products become cheaper over time (computers, for example), most goods and services increase in price. Inflation in the United States has been running about 3 percent per year over the long term. Inflation depresses the purchasing power of your investments’ returns. If you subtract the 3 percent “cost” of inflation from the remaining 2 percent after payment of taxes, you’ve lost 1 percent on your investment.

To recap: For every dollar you invested in the bank a year ago, despite the fact that the bank paid you your 3 pennies of interest, you’re left with only 99 cents in real purchasing power for every dollar you had a year ago. In other words, thanks to the inflation and tax holes in your investment bucket, you can buy less with your money now than you could have a year ago, even though you’ve invested your money for a year.






Considering Cash Equivalents


Cash equivalents
 are any investments that you can quickly convert to cash without cost to you. With most checking accounts, for example, you can write a check or withdraw cash by visiting a teller — either the live or the automated type.

Money market mutual funds are another type of cash equivalent. Investors, both large and small, invest hundreds of billions of dollars in money market mutual funds because the best money market funds historically have produced higher yields than bank savings accounts. The yield advantage of a money market fund over a savings account almost always widens when interest rates increase because banks move to raise savings account rates about as fast as molasses on a cold winter day.

Why shouldn’t you take advantage of a higher yield? Many bank savers sacrifice this yield because they think that money market funds are risky — but they’re not. Money market mutual funds generally invest in safe things such as short-term bank certificates of deposit, U.S. government-issued Treasury bills, and commercial paper (short-term bonds) that the most creditworthy corporations issue.

Another reason people keep too much money in traditional bank accounts is that the local bank branch office makes the cash seem more accessible. Money market mutual funds, however, offer many quick ways to get your cash. You can write a check (most funds stipulate the check must be for at least $250), or you can call the fund and request that it mail or electronically transfer you money.


[image: tip]
 Move extra money that’s dozing away in your bank savings account into a higher-yielding money market mutual fund. Even if you have just a few thousand dollars, the extra yield more than pays for the cost of this book. If you’re in a high tax bracket, you can also use tax-free money market funds. (See Book 2, Chapter 4
 to find out about money market funds and savings accounts.)



Where to Invest and Get Advice

Selecting the firm or firms through which to do your investing is a hugely important decision. So is the decision about from whom to get or whom to pay for investing advice. In this section, we address both of these topics.


Finding the best fund companies and brokers

Insurance companies, banks, investment brokerage firms, mutual funds — the list of companies that stand ready to help you invest your money is nearly endless. Most people stumble into a relationship with an investment firm. They may choose a company because their employer uses it for company retirement plans or they’ve read about or been recommended to a particular company.

When you invest in certain securities — such as stocks and bonds and exchange-traded funds (ETFs) — and when you want to hold mutual funds from different companies in a single account, you need brokerage services. Brokers execute your trades to buy or sell stocks, bonds, and other securities and enable you to centralize your holdings of mutual funds, ETFs, and other investments. Your broker can also assist you with other services that may interest you.

Deciding which investment company is best for you depends on your needs and wants. In addition to fees, consider how important having a local branch office is to you. If you want to invest in mutual funds, you’ll want to choose a firm that offers access to good funds, including money market funds in which you can deposit money awaiting investment or proceeds from a sale.

[image: tip]
 For the lowest trading commissions, you generally must place your trades online. But be careful. A low brokerage fee of, say, $7 or $10 per trade doesn’t really save you money if you trade a lot and rack up significant total commissions. Also you pay more in taxes when you trade more frequently and realize shorter-term (one year or less) profits. For more about online investing, see Book 6
 .


[image: warning]
 Trading online is an easy way to act impulsively and emotionally when making important investment decisions. If you’re prone to such actions, or if you find yourself tracking and trading investments too closely, stay away from this form of trading, and use the Internet only to check account information and gather factual information.

Among our top investment firm selections are firms that offer mutual funds and ETFs and/or brokerage services.





	

Broker



	

Phone Number



	

Website








	
E*Trade


	
800-387-2331


	



https://us.etrade.com








	
Muriel Siebert


	
800-872-0711


	



www.siebertnet.com/index.aspx








	
Scottrade


	
800-619-7283


	



www.scottrade.com








	
T. Rowe Price


	
800-638-5660


	



www.troweprice.com








	
Vanguard


	
800-992-8327


	



www.vanguard.com








	
TD Ameritrade


	
800-934-4448


	



www.tdameritrade.com













Finding an admirable advisor

We encourage you to educate yourself before engaging the services of any financial advisor. How can you possibly evaluate the competence of someone you may hire if you yourself are financially clueless? You’ve got this book, so read it before you consider hiring someone for financial advice.

By taking the themes and major concepts of this book to heart, you’ll greatly minimize your chances of making significant investment blunders, including hiring an incompetent or unethical advisor. You may be tempted, for example, to retain the services of an advisor who claims that he and his firm can predict the future economic environment and position your portfolio to take advantage. But financial advisors don’t have crystal balls; steer clear of folks who purport to be able to jump into and out of investments based upon their forecasts.

[image: warning]
 Finding a competent and objective financial advisor isn’t easy. Historically, most financial consultants work on commission, and the promise of that commission can cloud their judgment. Among the minority of fee-based advisors, almost all manage money, which creates other conflicts of interest. The more money you give them to invest and manage, the more money these advisors make. That’s why we generally prefer seeking financial (and tax) advice from advisors who sell their time (on an hourly basis) and don’t sell anything else.


Because investment decisions are a critical part of financial planning, take note of the fact that the most common designations of educational training among professional money managers are MBA (master of business administration) and CFA (chartered financial analyst). Financial planners often have the CFP (certified financial planner) credential, and some tax advisors who work on an hourly basis have the PFS (personal financial specialist) credential.

Advisors who provide investment advice and oversee at least $100 million must register with the U.S. Securities and Exchange Commission (SEC); otherwise, they generally register with the state that they make their principal place of business. They must file Form ADV, otherwise known as the Uniform Application for Investment Adviser Registration. This lengthy document asks investment advisors to provide in a uniform format such details as a breakdown of where their income comes from, their education and employment history, the types of securities the advisory firm recommends, and the advisor’s fee schedule.

You can ask the advisor to send you a copy of his Form ADV. You can also find out whether the advisor is registered and whether he has a track record of problems by calling the SEC at 800-732-0330 or by visiting its website at 

www.adviserinfo.sec.gov


 . Many states require the registration of financial advisors, so you should also contact the department that oversees advisors in your state. Visit the North American Securities Administrators Association’s website (

www.nasaa.org


 ), and click the Contact Your Regulator link on the home page.




Chapter 2

Weighing Risks and Returns



 
IN THIS CHAPTER

[image: check]
 Surveying different types of risks


[image: check]
 Reducing risk while earning decent returns


[image: check]
 Figuring out expected returns for different investments


[image: check]
 Determining how much you need your investments to return




Awoman passes up eating a hamburger at a picnic because she heard that she could contract a deadly E. coli
 infection from eating improperly cooked meat. The next week, that same woman hops in the passenger seat of her friend’s old-model car that lacks airbags.

We’re not trying to depress or frighten anyone. However, we are trying to make an important point about risk — something that everyone deals with on a daily basis. Risk is in the eye of the beholder. Many people base their perception of risk, in large part, on their experiences and what they’ve been exposed to. In doing so, they often fret about relatively small risks while overlooking much larger risks.

Sure, a risk of an E. coli
 infection from eating poorly cooked meat exists, so the woman who was leery of eating the hamburger at the picnic had a legitimate concern. However, that same woman got into the friend’s car without an airbag and placed herself at far greater risk of dying in that situation than if she had eaten the hamburger. In the United States, more than 35,000 people die in automobile accidents each year.

In the world of investing, most folks worry about certain risks — some of which may make sense and some of which may not — but at the same time they completely overlook or disregard other, more significant risks. In this chapter, we discuss a range of investments and their risks and expected returns.




Evaluating Risks

Everywhere you turn, risks exist; some are just more apparent than others. Many people misunderstand risks. With increased knowledge, you may be able to reduce or conquer some of your fears and make more sensible decisions about reducing risks. For example, some people who fear flying don’t understand that statistically, flying is much safer than driving a car. You’re approximately 110 times more likely to die in a motor vehicle than in an airplane. But when a plane goes down, it’s big news because dozens and sometimes hundreds of people who weren’t engaging in reckless behavior perish. Meanwhile, the national media seem to pay less attention to the 100 people, on average, who die on the road every day.

Then there’s the issue of control. Flying seems more dangerous to some folks because the pilots are in control of the plane, whereas in your car, you can at least be at the steering wheel. Of course, you can’t control what happens around you or mechanical problems with the mode of transportation you’re using.

This doesn’t mean that you shouldn’t drive or fly. However, you may consider steps you can take to reduce the significant risks you expose yourself to in a car. For example, you can get a car with more safety features, or you can bypass riding with reckless taxi drivers.

Although some people like to live life to its fullest and take “fun” risks (how else can you explain mountain climbers, parachutists, and bungee jumpers?), most people seek to minimize risk and maximize enjoyment in their lives. The vast majority of people also understand that they’d be a lot less happy living a life in which they sought to eliminate all risks, and they likely wouldn’t be able to do so anyway.

[image: remember]
 Likewise, if you attempt to avoid all the risks involved in investing, you probably won’t succeed, or be happy with your investment results and lifestyle. In the investment world, some people don’t go near stocks or any investment that they perceive to be volatile. As a result, such investors often end up with lousy long-term returns and expose themselves to some high risks that they overlooked, such as the risk of having inflation and taxes erode the purchasing power of their money.

You can’t live without taking risks. Risk-free activities or ways of living don’t exist. You can minimize but never eliminate risks. Some methods of risk reduction aren’t palatable because they reduce your quality of life. Risks are also composed of several factors. In the sections that follow, we discuss the various types of investment risks and go over proven methods you can use to sensibly reduce these risks while not missing out on the upside that growth investments offer.



Market-value risk

Although the stock market can help you build wealth, most people recognize that it can also drop substantially — by 10, 20, or 30 percent (or more) in a relatively short period of time. After peaking in 2000, U.S. stocks, as measured by the large-company S&P 500 index, dropped about 50 percent by 2002. Stocks on the NASDAQ, which is heavily weighted toward technology stocks, plunged more than 76 percent from 2000 through 2002!

After a multiyear rebound, stocks peaked in 2007 and then dropped sharply during the “financial crisis” of 2008. From peak to bottom, U.S. and global stocks dropped by 50-plus percent.

In a mere six weeks (from mid-July 1998 to early September 1998), large-company U.S. stocks fell about 20 percent. An index of smaller-company U.S. stocks dropped 33 percent over a slightly longer period of two and a half months.

If you think that the U.S. stock market crash that occurred in the fall of 1987 was a big one (the market plunged 36 percent in a matter of weeks), take a look at Table 2-1
 , which lists major declines over the past 100-plus years that were all worse
 than the 1987 crash. Note that two of these major declines happened in the 2000s: 2000 to 2002 and 2007 to 2009.





TABLE 2-1
 Largest U.S. Stock Market Declines
*







	

Period



	

Size of Fall








	
1929–1932


	
89% (ouch!)





	
2007–2009


	
55%





	
1937–1942


	
52%





	
1906–1907


	
49%





	
1890–1896


	
47%





	
1919–1921


	
47%





	
1901–1903


	
46%





	
1973–1974


	
45%





	
1916–1917


	
40%





	
2000–2002


	
39%










*
 As measured by changes in the Dow Jones Industrial Average



Real estate exhibits similar unruly, annoying tendencies. Although real estate (like stocks) has been a terrific long-term investment, various real estate markets get clobbered from time to time.

U.S. housing prices took a 25 percent tumble from the late 1920s to the mid-1930s. When the oil industry collapsed in the southern United States in the early 1980s, real estate prices took a beating in that area. Later in the 1980s and early 1990s, the northeastern United States became mired in a severe recession, and real estate prices fell by 20-plus percent in many areas. After peaking near 1990, many of the West Coast housing markets, especially those in California, experienced falling prices — dropping 20 percent or more in most areas by the mid-1990s. The Japanese real estate market crash also began around the time of the California market fall. Property prices in Japan collapsed more than 60 percent.

Declining U.S. housing prices in the mid- to late 2000s garnered unprecedented attention. Some folks and pundits acted like it was the worst housing market ever. Foreclosures increased in part because of buyers who financed their home’s purchase with risky mortgages. We must note here that housing market conditions vary by area. For example, some portions of the Pacific Northwest and the South actually appreciated during the mid- to late 2000s, while other markets experienced substantial declines.

After reading this section, you may want to keep all your money in the bank — after all, you know you won’t lose your money, and you won’t have to be a nonstop worrier. No one has lost 20, 40, 60, or 80 percent of his bank-held savings vehicle in a few years since the FDIC came into existence (major losses prior to then did happen, though). But just letting your money sit around would be a mistake.

[image: remember]
 If you pass up the stock and real estate markets simply because of the potential market value risk, you miss out on a historic, time-tested method of building substantial wealth. Instead of seeing declines and market corrections as horrible things, view them as potential opportunities or “sales.” Try not to give in to the human emotions that often scare people away from buying something that others seem to be shunning.

Later in this chapter, we show you the generous returns that stocks and real estate as well as other investments have historically provided. The following sections suggest some simple things you can do to lower your investing risk and help prevent your portfolio from suffering a huge fall.



Diversify for a gentler ride

If you worry about the health of the U.S. economy, the government, and the dollar, you can reduce your investment risk by investing overseas. Most large U.S. companies do business overseas, so when you invest in larger U.S. company stocks, you get some international investment exposure. You can also invest in international company stocks, ideally via mutual funds and exchange-traded funds (see Book 5
 ).

Of course, investing overseas can’t totally protect you in the event of a global economic catastrophe. If you worry about the risk of such a calamity, you should probably also worry about a huge meteor crashing into Earth. Maybe there’s a way to colonize outer space …

[image: tip]
 Diversifying your investments can involve more than just your stock portfolio. You can also hold some real estate investments to diversify your investment portfolio. Many real estate markets actually appreciated in the early 2000s while the U.S. stock market was in the doghouse. Conversely, when U.S. real estate entered a multiyear slump in the mid-2000s, stocks performed well during that period. In the late 2000s, stock prices fell sharply while real estate prices in most areas declined, but then stocks came roaring back.



Consider your time horizon

Investors who worry that the stock market may take a dive and take their money down with it need to consider the length of time that they plan to invest. In a one-year period in the stock and bond markets, a wide range of outcomes can occur (as shown in Figure 2-1
 ). History shows that you lose money about once in every three years that you invest in the stock and bond markets. However, stock market investors have made money (sometimes substantial amounts) approximately two-thirds of the time over a one-year period. (Bond investors made money about two-thirds of the time, too, although they made a good deal less on average.)
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FIGURE 2-1:

 What are the odds of making or losing money in the U.S. markets? In a single year, you win far more often (and bigger) with stocks than with bonds.





Although the stock market is more volatile than the bond market in the short term, stock market investors have earned far better long-term returns than bond investors have. (See the “Stock returns
 ” section later in this chapter for details.) Why? Because stock investors bear risks that bond investors don’t bear, and they can reasonably expect to be compensated for those risks. Remember, however, that bonds generally outperform a boring old bank account.
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 History has shown that the risk of a stock or bond market fall becomes less of a concern the longer that you plan to invest. As Figure 2-2
 shows, as the holding period for owning stocks increases from 1 year to 3 years to 5 years to 10 years and then to 20 years, there’s a greater likelihood of seeing stocks increase in value. In fact, over any 20-year time span, the U.S. stock market, as measured by the S&P 500 index of larger company stocks, has never
 lost money, even after you subtract the effects of inflation.
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FIGURE 2-2:

 The longer you hold stocks, the more likely you are to make money.





Most stock market investors are concerned about the risk of losing money. Figure 2-2
 clearly shows that the key to minimizing the probability that you’ll lose money in stocks is to hold them for the longer term. Don’t invest in stocks unless you plan to hold them for at least five years — and preferably a decade or longer. Check out Book 3
 for more on using stocks as a long-term investment.




Pare down holdings in bloated markets

Perhaps you’ve heard the expression “buy low, sell high.” Although we don’t believe that you can time the markets
 (that is, predict the most profitable time to buy and sell), spotting a greatly overpriced or underpriced market isn’t too difficult. For example, in the second edition of Investing For Dummies
 (Wiley), published in 1999, coauthor Eric Tyson warned readers about the grossly inflated prices of many Internet and technology stocks. Throughout this book, we explain some simple yet powerful methods you can use to measure whether a particular investment market is of fair value, of good value, or overpriced. You should avoid overpriced investments for two important reasons:


	If and when these overpriced investments fall, they usually fall farther and faster than more fairly priced investments.

	You should be able to find other investments that offer higher potential returns.




[image: tip]
 Ideally, you want to avoid having a lot of your money in markets that appear overpriced. Practically speaking, avoiding overpriced markets doesn’t mean that you should try to sell all your holdings in such markets with the vain hope of buying them back at a much lower price. However, you may benefit from the following strategies:


	
Invest new money elsewhere.
 Focus your investment of new money somewhere other than the overpriced market; put it into investments that offer you better values. As a result, without selling any of your seemingly expensive investments, you make them a smaller portion of your total holdings. If you hold investments outside of tax-sheltered retirement accounts, focusing your money elsewhere also allows you to avoid incurring taxes from selling appreciated investments.

	
If you have to sell, sell the expensive stuff.
 If you need to raise money to live on, such as for retirement or for a major purchase, sell the pricier holdings. As long as the taxes aren’t too troublesome, it’s better to sell high and lock in your profits.






Individual-investment risk

A downdraft can put an entire investment market on a roller-coaster ride, but healthy markets also have their share of individual losers. For example, from the early 1980s through the late 1990s, the U.S. stock market had one of the greatest appreciating markets in history. You’d never know it, though, if you held one of the great losers of that period.

Consider a company now called Navistar, which has undergone enormous transformations in recent decades. This company used to be called International Harvester and manufactured farm equipment, trucks, and construction and other industrial equipment. Today, Navistar makes mostly trucks.

In late 1983, this company’s stock traded at more than $140 per share. It then plunged more than 90 percent over the ensuing decade (as shown in Figure 2-3
 ). Even with a rally in recent years, Navistar stock still trades at less than $20 per share (after dipping below $10 per share). Lest you think that’s a big drop, this company’s stock traded as high as $455 per share in the late 1970s! If a worker retired from this company in the late 1970s with $200,000 invested in the company stock, the retiree’s investment would be worth about $6,000 today! On the other hand, if the retiree had simply swapped his stock at retirement for a diversified portfolio of stocks, his $200,000 nest egg would’ve instead grown to more than $5 million!
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FIGURE 2-3:

 Even the bull market of the 1990s wasn’t kind to every company.





Just as individual stock prices can plummet, so can individual real estate property prices. In California during the 1990s, for example, earthquakes rocked the prices of properties built on landfills. These quakes highlighted the dangers of building on poor soil. In the decade prior, real estate values in the communities of Times Beach, Missouri, and Love Canal, New York, plunged because of carcinogenic toxic waste contamination. (Ultimately, many property owners in these areas received compensation for their losses from the federal government as well as from some real estate agencies that didn’t disclose these known contaminants.)
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 Here are some simple steps you can take to lower the risk of individual investments that can upset your goals:


	
Do your homework.
 When you purchase real estate, a whole host of inspections can save you from buying a money pit. With stocks, you can examine some measures of value and the company’s financial condition and business strategy to reduce your chances of buying into an overpriced company or one on the verge of major problems.

	
Diversify.
 Investors who seek growth invest in securities such as stocks. Placing significant amounts of your capital in one or a handful of securities is risky, particularly if the stocks are in the same industry or closely related industries. To reduce this risk, purchase stocks in a variety of industries and companies within each industry.

	
Hire someone to invest for you.
 The best funds offer low-cost, professional management and oversight as well as diversification. Stock funds typically own 25 or more securities in a variety of companies in different industries.






THE LOWDOWN ON LIQUIDITY


The term liquidity
 refers to how long and what cost it takes to convert an investment into cash. The money in your wallet is considered perfectly liquid — it’s already cash.

Suppose that you invested money in a handful of stocks. Although you can’t easily sell these stocks on a Saturday night, you can sell most stocks quickly through a broker for a nominal fee any day that the financial markets are open (normal working days). You pay a higher percentage to sell your stocks if you use a high-cost broker or if you have a small amount of stock to sell.

Real estate is generally much less liquid than stock. Preparing your property for sale takes time, and if you want to get fair market value for your property, finding a buyer may take weeks or months. Selling costs (agent commissions, fix-up expenses, and closing costs) can approach 8 to 10 percent of the home’s value.

A privately run small business is among the least liquid of the better growth investments that you can make. Selling such a business typically takes longer than selling most real estate.

So you’re not forced to sell one of your investments that you intend to hold for long-term purposes, keep an emergency reserve of three to six months’ worth of living expenses in a money market account (see Book 2, Chapter 4
 ). Also consider investing some money in highly rated bonds (see Book 4
 ), which pay higher than money market yields without the high risk or volatility that comes with the stock market.






Purchasing-power risk (aka inflation risk)

Increases in the cost of living (that is, inflation) can erode the value of your retirement resources and what you can buy with that money — also known as its purchasing power.
 When Teri retired at the age of 60, she was pleased with her retirement income. She was receiving an $800-per-month pension and $1,200 per month from money that she had invested in long-term bonds. Her monthly expenditures amounted to about $1,500, so she was able to save a little money for an occasional trip.

Fast-forward 15 years. Teri still receives $800 per month from her pension, but now she gets only $900 per month of investment income, which comes from some certificates of deposit. Teri bailed out of bonds after she lost sleep over the sometimes roller-coaster-like price movements in the bond market. Her monthly expenditures now amount to approximately $2,400, and she uses some of her investment principal (original investment). She’s terrified of outliving her money.


Teri has reason to worry. She has 100 percent of her money invested without protection against increases in the cost of living. Although her income felt comfortable in the beginning of her retirement, it doesn’t at age 75, and Teri may easily live another 15 or more years.

The erosion of the purchasing power of your investment dollar can, over longer time periods, be as bad as or worse than the effect of a major market crash. Table 2-2
 shows the effective loss in purchasing power of your money at various rates of inflation and over differing time periods.




TABLE 2-2
 Inflation’s Corrosive Effect on Your Money’s Purchasing Power





	

Inflation Rate



	

10 Years



	

15 Years



	

25 Years



	

40 Years








	
2%


	
–18%


	
–26%


	
–39%


	
–55%





	
4%


	
–32%


	
–44%


	
–62%


	
–81%





	
6%


	
–44%


	
–58%


	
–77%


	
–90%





	
8%


	
–54%


	
–68%


	
–85%


	
–95%





	
10%


	
–61%


	
–76%


	
–91%


	
–98%
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 Skittish investors often try to keep their money in bonds and money market accounts, thinking they’re playing it safe. The risk in this strategy is that your money won’t grow enough over the years for you to accomplish your financial goals. In other words, the lower the return you earn, the more you need to save to reach a particular financial goal.

A 40-year-old wanting to accumulate $500,000 by age 65 would need to save $722 per month if she earns a 6 percent average annual return but needs to save only $377 per month if she earns a 10 percent average return per year. Younger investors need to pay the most attention to the risk of generating low returns, but so should younger senior citizens. At the age of 65, seniors need to recognize that a portion of their assets may not be used for a decade or more from the present.



Career risk
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 Your ability to earn money is most likely your single biggest asset, or at least one of your biggest assets. Most people achieve what they do in the working world through education and hard work. By education, we’re not simply talking about what one learns in formal schooling. Education is a lifelong process.


If you don’t continually invest in your education, you risk losing your competitive edge. Your skills and perspectives can become dated and obsolete. Although that doesn’t mean you should work 80 hours a week and never do anything fun, it does mean that part of your “work” time should involve upgrading your skills.

The best organizations are those that recognize the need for continual knowledge and invest in their workforce through training and career development. Just remember to look at your own career objectives, which may not be the same as your company’s.




Analyzing Returns

When you make investments, you have the potential to make money in a variety of ways. Each type of investment has its own mix of associated risks that you take when you part with your investment dollar and, likewise, offers a different potential rate of return. In the following sections, we cover the returns you can expect with each of the common investing avenues. But first, we walk you through the components of calculating the total return on an investment.


The components of total return

To figure out exactly how much money you’ve made (or lost) on your investment, you need to calculate the total return.
 To come up with this figure, you need to determine how much money you originally invested and then factor in the other components, such as interest, dividends, and appreciation (or depreciation).

If you’ve ever had money in a bank account that pays interest,
 you know that the bank pays you a small amount of interest when you allow it to keep your money. The bank then turns around and lends your money to some other person or organization at a much higher rate of interest. The rate of interest is also known as the yield.
 So if a bank tells you that its savings account pays 2 percent interest, the bank may also say that the account yields 2 percent. Banks usually quote interest rates or yields on an annual basis. Interest that you receive is one component of the return you receive on your investment.

If a bank pays monthly interest, the bank also likely quotes a compounded effective annual yield.
 After the first month’s interest is credited to your account, that interest starts earning interest as well. So the bank may say that the account pays 2 percent, which compounds to an effective annual yield of 2.04 percent.


When you lend your money directly to a company — which is what you do when you invest in a bond that a corporation issues — you also receive interest. Bonds, as well as stocks (which are shares of ownership in a company), fluctuate in value after they’re issued.

When you invest in a company’s stock, you hope that the stock increases (appreciates)
 in value. Of course, a stock can also decline, or depreciate,
 in value. This change in market value is part of your return from a stock or bond investment:
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For example, if one year ago you invested $10,000 in a stock (you bought 1,000 shares at $10 per share) and the investment is now worth $11,000 (each share is worth $11), your investment’s appreciation looks like this:

[image: images]


Stocks can also pay dividends,
 which are the company’s sharing of some of its profits with you as a stockholder. Some companies, particularly those that are small or growing rapidly, choose to reinvest all their profits back into the company. (Of course, some companies don’t turn a profit, so they don’t have anything to pay out!) You need to factor any dividends into your return as well.

Suppose that in the previous example, in addition to your stock appreciating from $10,000 to $11,000, it paid you a dividend of $100 ($1 per share). Here’s how you calculate your total return:
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You can apply this formula to the example like so:
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After-tax returns

Although you may be happy that your stock has given you an 11 percent return on your invested dollars, remember that unless you held your investment in a tax-sheltered retirement account, you owe taxes on your return. Specifically, the dividends and investment appreciation that you realize upon selling are taxed, although often at relatively low rates. The tax rates on so-called long-term capital gains and stock dividends are lower than the tax rates on other income. In Book 2, Chapter 3
 , we discuss the different tax rates that affect your investments and explain how to make tax-wise investment decisions that fit with your overall personal financial situation and goals.


If you’ve invested in savings accounts, money market accounts, or bonds, you owe federal income taxes on the interest.

Often, people make investing decisions without considering the tax consequences of their moves. This is a big mistake. What good is making money if the federal and state governments take away a substantial portion of it?

If you’re in a moderate tax bracket, taxes on your investment probably run in the neighborhood of 30 percent (federal and state). So if your investment returned 6 percent before taxes, you’re left with a return of about 4.2 percent after taxes.



Psychological returns

Profits and tax avoidance can powerfully motivate your investment selections. However, as with other life decisions, you need to consider more than the bottom line. Some people want to have fun with their investments. Of course, they don’t want to lose money or sacrifice a lot of potential returns. Fortunately, less expensive ways to have fun do exist!

Psychological rewards compel some investors to choose particular investment vehicles such as individual stocks, real estate, or a small business. Why? Because compared with other investments, such as managed mutual and exchange-traded funds, they see these investments as more tangible and, well, more fun.
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 Be honest with yourself about why you choose the investments that you do. Allowing your ego to get in the way can be dangerous. Do you want to invest in individual stocks because you really believe that you can do better than the best full-time professional money managers? Chances are high that you won’t. Such questions are worth considering as you contemplate which investments you want to make.




Savings and money market account returns

You need to keep your extra cash that awaits investment (or an emergency) in a safe place, preferably one that doesn’t get hammered by the sea of changes in the financial markets. By default and for convenience, many people keep their extra cash in a bank savings account. Although the bank offers the U.S. government’s backing via the Federal Deposit Insurance Corporation (FDIC), it comes at a price. Most banks pay a relatively low interest rate on their savings accounts. (We discuss banking options, including the sometimes higher-yielding online banks, in Book 2, Chapter 4
 .)

Another place to keep your liquid savings is in a money market mutual fund. These are the safest types of mutual funds around and, for all intents and purposes, equal a bank savings account’s safety. The best money market funds generally 
 pay higher yields than most bank savings accounts. Unlike a bank, money market mutual funds tell you how much they deduct for the service of managing your money. If you’re in a higher tax bracket, tax-free versions of money market funds exist as well. See Book 2, Chapter 4
 for more on money market funds.
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 If you don’t need immediate access to your money, consider using Treasury bills (T-bills) or bank certificates of deposit (CDs), which are usually issued for terms such as 3, 6, or 12 months. Your money will generally earn more in one of these vehicles than in a bank savings account. (In recent years, though, the yields on T-bills have been so low that the best FDIC-insured bank savings accounts have higher yields.) Rates vary by institution, so it’s essential to shop around. The drawback to T-bills and bank certificates of deposit is that you incur a penalty (with CDs) or a transaction fee (with T-bills) if you withdraw your investment before the term expires.



Bond returns

When you buy a bond, you lend your money to the issuer of that bond (borrower), which is generally the federal government or a corporation, for a specific period of time (see Book 4
 ). When you buy a bond, you expect to earn a higher yield than you can with a money market or savings account. You’re taking more risk, after all. Companies can and do go bankrupt, in which case you may lose some or all of your investment.

Generally, you can expect to earn a higher yield when you buy bonds that


	
Are issued for a longer term:
 The bond issuer is tying up your money at a fixed rate for a longer period of time.

	
Have lower credit quality:
 The bond issuer may not be able to repay the principal.



Wharton School of Business professor Jeremy Siegel has tracked the performance of bonds and stocks back to 1802. Although you may say that what happened in the 19th century has little relevance to the financial markets and economy of today, the decades since the Great Depression, which most other return data track, are a relatively small slice of time. Figure 2-4
 presents the data, so if you’d like to give more emphasis to the recent numbers, you may.
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FIGURE 2-4:

 A historical view of bond performance: Inflation has eroded bond returns more in recent decades.





Note that although the rate of inflation has increased since the Great Depression, bond returns haven’t increased over the decades. Long-term bonds maintained slightly higher returns in recent years than short-term bonds. The bottom line: Bond investors typically earn about 4 to 5 percent per year.




Stock returns

Investors expect a fair return on their investments. If one investment doesn’t offer a seemingly high enough potential rate of return, investors can choose to move their money into other investments that they believe will perform better. Instead of buying a diversified basket of stocks and holding, some investors frequently buy and sell, hoping to cash in on the latest hot investment. This tactic seldom works in the long run.

[image: warning]
 Unfortunately, some of these investors use a rearview mirror when they purchase their stocks, chasing after investments that have recently performed strongly on the assumption (and the hope) that those investments will continue to earn good returns. But chasing after the strongest performing investments can be dangerous if you catch the stock at its peak, ready to begin a downward spiral. You may have heard that the goal of investing is to buy low and sell high. Chasing high-flying investments can lead you to buy high, with the prospect of having to sell low if the stock runs out of steam. Even though stocks as a whole have proved to be a good long-term investment, picking individual stocks is a risky endeavor. Book 3
 contains information about choosing stocks.
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 A tremendous amount of data exists regarding stock market returns. In fact, in the U.S. markets, data going back more than two centuries document the fact that stocks have been a terrific long-term investment. The long-term returns from stocks that investors have enjoyed, and continue to enjoy, have been remarkably constant from one generation to the next.


Going all the way back to 1802, the U.S. stock market has produced an annual return of 8.3 percent, while inflation has grown at 1.4 percent per year. Thus, after subtracting for inflation, stocks have appreciated about 6.9 percent faster annually than the rate of inflation. The U.S. stock market returns have consistently and substantially beaten the rate of inflation over the years (see Figure 2-5
 ).
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FIGURE 2-5:

 History shows that stocks have been a consistent long-term winner.





Stocks don’t exist only in the United States, of course (see Figure 2-6
 ). More than a few U.S. investors seem to forget this fact, as they did during the sizzling performance of the U.S. stock market during the late 1990s. As we discuss in the earlier section “Diversify for a gentler ride
 ,” one advantage of buying and holding overseas stocks is that they don’t always move in tandem with U.S. stocks. As a result, overseas stocks help diversify your portfolio.
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FIGURE 2-6:

 Plenty of investing opportunities exist outside the United States.





In addition to enabling U.S. investors to diversify, investing overseas has proved to be profitable. The investment banking firm Morgan Stanley tracks the performance of stocks in both economically established countries and so-called emerging economies. As the name suggests, countries with emerging economies
 (for example, Brazil, China, India, Malaysia, Mexico, Russia, and Taiwan) are “behind” economically but show high rates of growth and progress.

Stocks are the best long-term performers, but they have more volatility than bonds and Treasury bills. A balanced portfolio gets you most of the long-term returns of stocks without much of the volatility.




ARE SMALLER-COMPANY STOCK RETURNS HIGHER?


Stocks are generally classified by the size of the company. Small-company stocks aren’t stocks that physically small companies issue; they’re simply stocks issued by companies that haven’t reached the size of corporate behemoths such as IBM, Wal-Mart, or Coca-Cola. The Standard & Poor’s 500 index tracks the performance of 500 large-company stocks in the United States. The Russell 2000 index tracks the performance of 2,000 smaller-company U.S. stocks.

Small-company stocks have outperformed larger-company stocks during the past seven decades. Historically, small-company stocks have produced slightly higher compounded annual returns than large-company stocks. However, nearly all this extra performance is due to just one high-performance time period, from the mid-1970s to the early 1980s. If you eliminate this time period from the data, small stocks have had virtually identical returns to those of larger-company stocks.

Also, be aware that small-company stocks can get hammered in down markets. For example, during the Great Depression, small-company stocks plunged more than 85 percent between 1929 and 1932, while the S&P 500 fell 64 percent. In 1937, small-company stocks plummeted 58 percent, while the S&P 500 fell 35 percent. And in 1969 to 1970, small-company stocks fell 38 percent, while the S&P 500 fell just 5 percent.






Real estate returns
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 Over the years, real estate has proved to be about as lucrative as investing in the stock market. Whenever the U.S. has a real estate downturn, folks question this historic fact (see Book 8
 for details). However, just as stock prices have down periods, so, too, do real estate markets.

The fact that real estate offers solid long-term returns makes sense because growth in the economy, in jobs, and in population ultimately fuels the demand for real estate.

Consider what has happened to the U.S. population over the past two centuries. In 1800, a mere 5 million people lived within U.S. borders. In 1900, that figure grew to 76.1 million, and today, it’s more than 325 million. All these people need places to live, and as long as jobs exist, the income from jobs largely fuels the demand for housing.

Businesses and people have an understandable tendency to cluster in major cities and suburban towns. Although some people commute, most people and businesses locate near major highways, airports, and so on. Thus, real estate prices in and near major metropolises and suburbs generally appreciate the most. Consider the areas of the world that have the most expensive real estate prices: Hong Kong, San Francisco, Los Angeles, New York, and Boston. What these areas have in common are lots of businesses and people and limited land.


Contrast these areas with the many rural parts of the United States where the price of real estate is relatively low because of the abundant supply of buildable land and the relatively lower demand for housing.




Compounding Your Returns

If you’ve read this chapter up to this point, you see that we’ve discussed the historic investment returns on common investments. To summarize: During the past century, stocks and investment real estate returned around 9 percent per year, bonds around 5 percent, and savings accounts about 4 percent.

Compounding seemingly modest investment returns can help you accumulate a substantial sum of money to help you accomplish your personal and financial goals.



The value of getting a few extra percent

As we discuss in this chapter the stock market (and real estate) can be risky, which logically raises the question of whether investing in stocks and real estate is worth the anxiety and potential losses. Why bother for a few extra percent per year?

Here’s a good answer to that sensible question: Over many years, a few extra percent per year will increase your nest egg dramatically. The more years you have to invest, the greater the difference a few percent makes in your returns (see Table 2-3
 ).




TABLE 2-3
 How Compounding Grows Your Investment Dollars





	

For Every $1,000 Invested at This Return



	

In 25 Years



	

In 40 Years








	
1%


	
$1,282


	
$1,489





	
2%


	
$1,641


	
$2,208





	
3%


	
$2,094


	
$3,262





	
4%


	
$2,666


	
$4,801





	
5%


	
$3,386


	
$7,040





	
6%


	
$4,292


	
$10,286





	
7%


	
$5,427


	
$14,974





	
8%


	
$6,848


	
$21,725





	
9%


	
$8,623


	
$31,409








Here’s a practical example to show you what a major difference earning a few extra percent can make in accomplishing your financial goals. Consider a 30-year-old investor who’s saving toward retirement on his $40,000 annual salary. Suppose that his goal is to retire by age 67 with about $30,000 per year to live on (in today’s dollars), which would be about 75 percent of his working salary.

If he begins saving at age 30, he needs to save about $460 per month if you assume that he earns about 5 percent per year average return on his investments. That’s a big chunk to save each year — amounting to about 14 percent of his gross (pretax) salary.


But what if this investor can earn just a few percent more per year on average from his investments — 8 percent instead of just 5 percent? In that case, he can accomplish the same retirement goal by saving just half as much: $230 per month!



Considering your goals

How much do you need or want to earn? You have to balance your goals with how you feel about risk. Some people can’t handle higher-risk investments. Although investing in stocks or real estate can produce high long-term returns, investing in these vehicles comes with greater risk, especially over the short term.

Others are at a time in their lives when they can’t afford to take great risk. If you’ve lost your job, if you’re in or near retirement, or if you’re starting a family, your portfolio and nerves may not be able to wait a decade for your riskier investments to recover after a major stumble. Perhaps you have sufficient assets to accomplish your financial goals and are concerned with preserving what you do have rather than risking it to grow more wealth.

If you work for a living, odds are that you need and want to make your investments grow at a healthy clip. Should your investments grow slowly, you may fall short of your goals of owning a home or retiring or changing careers.
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 All this is to say that you should take the time to contemplate, enumerate, and prioritize your personal and financial goals. If you haven’t already sorted them out, see Book 2, Chapter 1
 to get started.




Chapter 3

The Workings of Stock and Bond Markets



 
IN THIS CHAPTER
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 Going from a private to public company


[image: check]
 Looking at the workings of the stock and bond markets and the economy
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 Deciphering interest rates, inflation, and the Federal Reserve




To buy and enjoy using a computer or cellphone, you don’t need to know the intricacies of how it’s put together and how it works. The same holds true for investing in stocks and bonds. However, spending some time understanding how and why the financial markets function may make you more comfortable with investing and make you a better investor.

In this chapter, we explain the ways that companies raise capital, and we give you a brief primer on financial markets and economics so you can understand and be comfortable with investing in the financial markets.



How Companies Raise Money through the Financial Markets

All businesses start small — whether they begin in a garage, a spare bedroom, or a rented office. As companies begin to grow, they often need more money (known as capital
 in the financial world) to expand and afford their growing needs, such as hiring more employees, buying computer systems, and purchasing 
 other equipment. Many smaller companies rely on banks to lend them money, but growing and successful firms have other options, too, in the financial markets. Companies can choose between two major money-raising options when they go into the financial markets: issuing stocks and issuing bonds.


Deciding whether to issue stocks or bonds
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 A world of difference exists between the two major types of securities, both from the perspective of the investor and from that of the issuing company:


	
Bonds are loans that a company must pay back.
 Instead of borrowing money from a bank, many companies elect to sell bonds,
 which are IOUs to investors. The primary disadvantage of issuing bonds compared with issuing stock, from a company’s perspective, is that the company must repay this money with interest. On the other hand, the business doesn’t have to relinquish ownership when it borrows money. Companies are also more likely to issue bonds if the stock market is depressed, meaning that companies can’t fetch as much for their stock.

	

Stocks are shares of ownership in a company.
 Some companies choose to issue stock to raise money. Unlike bonds, the money that the company raises through a stock offering isn’t paid back because it’s not a loan. When the investing public buys stock, these outside investors continue to hold and trade it. (Although companies occasionally buy their own stock back, usually because they think it’s a good investment, they’re under no obligation to do so.)

Issuing stock allows a company’s founders and owners to sell some of their relatively illiquid private stock and reap the rewards of their successful company. Many growing companies also favor stock offerings because they don’t want the cash drain that comes from paying loans (bonds) back.

Although many company owners like to take their companies public (issuing stock) to cash in on their stake of the company, not all owners want to go public, and not all who do go public are happy that they did. One of the numerous drawbacks of establishing your company as public includes the burdensome financial reporting requirements, such as publishing quarterly earnings statements and annual reports. Not only do these documents take lots of time and money to produce, but they can also reveal competitive secrets. Some companies also harm their long-term planning ability because of the pressure and focus on short-term corporate performance that comes with being a public company.






Ultimately, companies seek to raise capital in the lowest-cost way they can, so they elect to sell stocks or bonds based on what the finance folks tell them is the best option. For example, if the stock market is booming and new stock can sell at a premium price, companies opt to sell more stock. Also, some companies prefer to avoid debt because they don’t like carrying it.

[image: remember]
 From your perspective as a potential investor, you can usually make more money in stocks than bonds, but stocks are generally more volatile in the short term (see Book 1, Chapter 2
 ).



Taking a company public: Understanding IPOs

Suppose that The Capitalist Company (TCC) wants to issue stock for the first time, which is called an initial public offering
 (IPO). If TCC decides to go public, the company’s management team works with investment bankers,
 who help companies decide when and at what price to sell stock and then help sell (distribute) the new shares to investors willing to purchase them.

Now suppose that based on their analysis of the value of TCC, the investment bankers believe that TCC can raise $20 million by issuing stock that represents a particular portion of the company. When a company issues stock, the price per share that the stock is sold for is somewhat arbitrary. The amount that a prospective investor will pay for a particular portion of the company’s stock should depend on the company’s profits and future growth prospects. Companies that produce higher levels of profits and grow faster can generally command a higher sales price for a given portion of the company.

Consider the following ways that investment bankers can structure the IPO for TCC:





	

Price of Stock



	

Number of Shares Issued








	
$5


	
4 million shares





	
$10


	
2 million shares





	
$20


	
1 million shares








In fact, TCC can raise $20 million in an infinite number of ways, thanks to varying stock prices. If the company wants to issue the stock at a higher price, the company sells fewer shares.
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 A stock’s price per share by itself is meaningless in evaluating whether to buy a stock. Ultimately, the amount that investors will pay for a company’s stock should depend greatly on the company’s growth and profitability prospects. To determine the price-earnings ratio of a particular company’s stock, you take the price per share of the company’s stock and divide it by the company’s earnings per share.
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In the case of TCC, suppose its stock is currently valued in the marketplace at $30 per share and it earned $2 per share in the past year, which produces a price-earnings ratio of 15. Here are the numbers:
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In Book 3, Chapter 4
 , we talk more about price-earnings ratios and the factors that influence stock prices.




Understanding Financial Markets and Economics

Tens of thousands of books, millions of articles, and enough PhD dissertations to pack a major landfill explore the topics of how the financial markets and economy will perform in the years ahead. You can spend the rest of your life reading all this stuff, and you still won’t get through it. In the following sections, we explain what you need to know about how the factors that influence the financial markets and economy work so you can make informed investing decisions.


Driving stock prices through earnings

The goal of most companies is to make money, or earnings (also called profits
 ). Earnings
 result from the difference between what a company takes in (revenue)
 and what it spends (costs).
 We say most companies because some organizations’ primary purpose is not to maximize profits. Nonprofit organizations, such as colleges and universities, are a good example. But even nonprofits can’t thrive without a steady money flow.

Companies that trade publicly on the stock exchanges seek to maximize their profit — that’s what their shareholders want. Higher profits generally make stock prices rise. Most private companies seek to maximize their profits as well, but they retain much more latitude to pursue other goals.
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 Among the major ways that successful companies increase profits are by doing the following:


	
Building better mousetraps:
 Some companies develop or promote an invention or innovation that better meets customer needs. For example, many consumers welcomed the invention of the digital camera, which eliminated the need for costly and time-consuming development of film. The digital camera also made transferring and working with pictures much easier.

	
Opening new markets to your products:
 Many successful U.S.-based companies, for example, have been stampeding into foreign countries to sell their products. Although some product adaptation is usually required to sell overseas, selling an already proven and developed product or service to new markets generally increases a company’s chances for success.

	
Being in related businesses:
 Consider the hugely successful Walt Disney Company, which was started in the 1920s as a small studio that made cartoons. Over the years, it expanded into many new but related businesses, such as theme parks and resorts, movie studios, radio and television programs, toys and children’s books, and video games.

	
Building a brand name:
 In blind taste tests, popular sodas and many well-known beers rate comparably to many generic colas and beers that are far cheaper. Yet some consumers fork over more of their hard-earned loot because of the name and packaging. Companies build brand names largely through advertising and other promotions. (For Dummies
 is a brand name, but For Dummies
 books cost about the same as lower-quality and smaller books on similar subjects!)

	
Managing costs and prices:
 Smart companies control costs. Lowering the cost of manufacturing their products or providing their services allows companies to offer their products and services more cheaply. Managing costs may help fatten the bottom line (profit). Sometimes, though, companies try to cut too many corners, and their cost-cutting ways come back to haunt them in the form of dissatisfied customers — or even lawsuits based on a faulty or dangerous product.

	
Watching the competition:
 Successful companies don’t follow the herd, but they do keep an eye on what the competition is up to. If lots of competitors target one part of the market, some companies target a less-pursued segment that, if they can capture it, may produce higher profits thanks to reduced competition.






Weighing whether markets are efficient

Companies generally seek to maximize profits and maintain a healthy financial condition. Ultimately, the financial markets judge the worth of a company’s stock or bond. Trying to predict what happens to the stock and bond markets and to individual securities consumes many a market prognosticator.

In the 1960s, to the chagrin of some market soothsayers, academic scholars developed a theory called the efficient market hypothesis.
 This theory basically maintains the following logic: Lots of investors collect and analyze all sorts of information about companies and their securities. If investors think that a security, such as a stock, is overpriced, they sell it or don’t buy it. Conversely, if many investors believe that a security is underpriced, they buy it or hold what they already own. Because of the competition among all these investors, the price that a security trades at generally reflects what many (supposedly informed) people think it’s worth.

Therefore, the efficient market theory implies that trading in and out of securities and the overall market in an attempt to be in the right stocks at the right time is a futile endeavor. Buying or selling a security because of “new” news is also fruitless because the stock price adjusts so quickly to this news that investors can’t profit by acting on it. As Burton Malkiel so eloquently said in his classic book A Random Walk Down Wall Street,
 this theory “taken to its logical extreme … means that a blindfolded monkey throwing darts at a newspaper’s financial pages could select a portfolio that would do just as well as one carefully selected by the experts.” Malkiel added, “Financial analysts in pin-striped suits don’t like being compared with bare-assed apes.”

Some money managers have beaten the market averages. In fact, beating the market over a year or three years isn’t difficult, but few can beat the market over a decade or more. Efficient market supporters argue that some of those who beat the markets, even over a ten-year period, do so because of luck. Consider that if you flip a coin five times, on some occasions you get five consecutive heads. This coincidence actually happens, on average, once every 32 times you do five coin-flip sequences because of random luck, not skill. Consistently identifying in advance which coin flipper will get five consecutive heads isn’t possible.

Strict believers in the efficient market hypothesis say that it’s equally impossible to identify the best money managers in advance. Some money managers, such as those who manage mutual and exchange-traded funds, possess publicly available track records. Inspecting those track records (and understanding the level of risk taken for the achieved returns) and doing other common-sense things, such as investing in funds that have lower expenses, improve your odds of performing a bit better than the market.
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 Various investment markets differ in how efficient they are. Efficiency
 means that the current price of an investment accurately reflects its true value. Although the stock market is reasonably efficient, many consider the bond market to be even more efficient. The real estate market is less efficient because properties are unique, and sometimes less competition and access to information exist. If you can locate a seller who really needs to sell, you may be able to buy property at a sizeable discount from what it’s really worth. Small business is also less efficient. Entrepreneurs with innovative ideas and approaches can sometimes earn enormous returns.



Moving the market: Interest rates, inflation, and the Federal Reserve

For decades, economists, investment managers, and other (often self-anointed) gurus have attempted to understand the course of interest rates, inflation, and the monetary policies set forth by the Federal Reserve. Millions of investors follow these economic factors. Why? Because interest rates, inflation, and the Federal Reserve’s monetary policies seem to move the financial markets and the economy.


Realizing that high interest rates are generally bad

Many businesses borrow money to expand. Everyday citizens, who are affectionately referred to as consumers,
 also borrow money to finance home and auto purchases and education.

Interest rate increases tend to slow the economy. Businesses scale back on expansion plans, and some debt-laden businesses can’t afford high interest rates and go under. Most individuals possess limited budgets as well and have to scale back some purchases because of higher interest rates. For example, higher interest rates translate into higher mortgage payments for home buyers.

If high interest rates choke business expansion and consumer spending, economic growth slows or the economy shrinks — and possibly ends up in a recession. The most common definition of a recession
 is two consecutive quarters (six months) of contracting economic activity.

The stock market usually develops a case of the queasies as corporate profits shrink. High interest rates may depress investors’ appetites for stocks as the yields increase on certificates of deposit (CDs), Treasury bills, and other bonds.

Higher interest rates actually make some people happy. If you locked in a fixed-rate mortgage on your home or on a business loan, your loan looks much better 
 than if you had a variable-rate mortgage. Some retirees and others who live off the interest income on their investments are happy with interest rate increases as well. Consider back in the early 1980s, for example, when a retiree received $10,000 per year in interest for each $100,000 that he invested in certificates of deposit that paid 10 percent.

Fast-forward to the early 2000s: A retiree purchasing the same CDs saw interest income slashed by about 70 percent, because rates on the CDs were just 3 percent. So for every $100,000 invested, only $3,000 in interest income was paid.

If you try to live off the income that your investments produce, a 70 percent drop in that income is likely to cramp your lifestyle. So higher interest rates are better if you’re living off your investment income, right? Not necessarily.



Discovering the inflation and interest rate connection

Consider what happened to interest rates in the late 1970s and early 1980s. After the United States successfully emerged from a terrible recession in the mid-1970s, the economy seemed to be on the right track. But within just a few years, the economy was in turmoil again. The annual increase in the cost of living (known as the rate of inflation
 ) burst through 10 percent on its way to 14 percent. Interest rates, which are what bondholders receive when they lend their money to corporations and governments, followed inflation skyward.

[image: remember]
 Inflation and interest rates usually move in tandem. The primary driver of interest rates is the rate of inflation. Interest rates were much higher in the 1980s because the United States had double-digit inflation. If the cost of living increases at the rate of 10 percent per year, why would you, as an investor, lend your money (which is what you do when you purchase a bond or CD) at 5 percent? Interest rates were so much higher in the early 1980s because most people would never do such a thing.

In recent years, interest rates have been low. Therefore, the rate of interest that investors can earn lending their money has dropped accordingly. Although low interest rates reduce the interest income that comes in, the corresponding low rate of inflation doesn’t devour the purchasing power of your principal balance. That’s why lower interest rates aren’t necessarily worse and higher interest rates aren’t necessarily better as you try to live off your investment income.

So what’s an investor to do when he’s living off the income he receives from his investments but doesn’t receive enough because of low interest rates? Some retirees have woken up to the risk of keeping all or too much of their money in 
 short-term CD and bond investments. A simple but psychologically difficult solution is to use some of your principal to supplement your interest and dividend income. Using your principal to supplement your income is what effectively happens anyway when inflation is higher — the purchasing power of your principal erodes more quickly. You may also find that you haven’t saved enough money to meet your desired standard of living — that’s why you should consider your retirement goals well before retiring (see Book 2, Chapter 1
 ).



Exploring the role of the Federal Reserve

When the chairman of the Federal Reserve Board speaks (at the time this book was published, it was Janet Yellen; before her, it was Ben Bernanke), an extraordinary number of people listen. Most financial market watchers and the media want to know what the Federal Reserve has decided to do about monetary policy.
 The Federal Reserve is the central bank of the United States. The Federal Reserve Board comprises the 12 presidents from the respective Federal Reserve district banks and the 7 Federal Reserve governors, including the chairman who conducts the Federal Open Market Committee meetings behind closed doors eight times a year.

What exactly is the Fed (as it’s known), and what does it do? The Federal Reserve
 sets monetary policy. In other words, the Fed influences interest-rate levels and the amount of money or currency in circulation, known as the money supply,
 in an attempt to maintain a stable rate of inflation and growth in the U.S. economy.

Buying money is no different from buying lettuce, computers, or sneakers. All these products and goods cost you dollars when you buy them. The cost of money is the interest rate that you must pay to borrow it. And the cost or interest rate of money is determined by many factors that ultimately influence the supply of and demand for money.

The Fed, from time to time and in different ways, attempts to influence the supply of and demand for money and the cost of money. To this end, the Fed raises or lowers short-term interest rates, primarily by buying and selling U.S. Treasury bills on the open market. Through this trading activity, known as open market operations,
 the Fed is able to target the Federal funds rate — the rate at which banks borrow from one another overnight.

The senior officials at the Fed readily admit that the economy is quite complex and affected by many things, so it’s difficult to predict where the economy is heading. If forecasting and influencing markets are such difficult undertakings, why does the Fed exist? Well, the Fed officials believe that they can have a positive influence in creating a healthy overall economic environment — one in which inflation is low and growth proceeds at a modest pace.


[image: remember]
 Many factors influence the course of stock prices. Never, ever make a trade or investment based on what someone at the Federal Reserve says or what someone in the media or some market pundit reads into the Fed chairman’s comments. You need to make your investment plans based on your needs and goals, not what the Fed does or doesn’t do.



What the heck is quantitative easing?

During and after the 2008 financial crisis, many pundits interviewed on financial cable television programs and website pontificators used the Federal Reserve as a punching bag, blaming it for various economic problems, including the crisis itself. Despite the rebounding economy and stock market, some of the critics got even more vocal in blasting the Fed’s quantitative easing program begun late in 2010.

More often than not, these critics, who typically and erroneously claim to have predicted the 2008 crisis, have an agenda to appear smarter than everyone else, including the Fed. Some of these pseudo-experts are precious metals hucksters and thus like to claim that the Fed is going to cause hyperinflation that will impoverish you unless you buy gold, silver, and the like.

In one popular video from 2010 that has millions of views on YouTube, the author claims the following using goofy cartoonish characters:


	The Fed is printing a ton of money to implement quantitative easing (QE).

	QE is being done to stop deflation (falling prices), but the Fed is too dumb to realize that consumer prices are rising, not falling.

	The Fed has been wrong about everything the past 20 years.

	Then-Fed chairman Ben Bernanke is unqualified for his job because he has no business experience, has no policy experience, and has never held an elected office. He is a fool who’s been wrong about everything during his tenure in office and has already blown up the American economy and is now working on blowing up the world economy.

	The government is stupidly buying Treasuries from Goldman Sachs at grossly inflated prices (rather than buying Treasuries from the Treasury department). Goldman Sachs is ripping off the American people.



Although it’s stunning in and of itself that this video has been watched millions of times, even more amazing and disturbing is how many mainstream media and other websites and outlets have promoted and recommended the video, making little if any effort to fact-check and reality-check its contents. We do so to set the 
 record straight and to advance your understanding of what quantitative easing really is and why the Fed is doing it. The following list goes through the video’s main assertions point by point:


	The Fed is not printing a ton of money (expanding the money supply) to implement QE. Retail money market assets and bank deposits could increase, for example, if individuals decided to hold more cash. Demand for these highly liquid assets can come from folks around the world, so increased demand for the U.S. dollar during times of stress can lead to the growth of M2 (the leading measure of the money supply). Changes in money supply are complicated.

	The Fed is well aware that there’s inflation right now but has been concerned that the rate has been quite low by historic standards and that there were signs of accelerating deflation during the severe recession.

	If the Fed had been wrong about everything the past 20-plus years, our economy would be in shambles and our stock market wouldn’t have appreciated more than 600 percent since 1990. When this book went to press in early 2017, the U.S. unemployment rate was under 5 percent.

	Bernanke was well qualified for his job.

	The Fed is buying Treasuries from banks at competitive prices and is doing so to encourage more bank lending. Saying that the Fed is directing this buying solely to Goldman Sachs is absurd. The Fed conducts such Treasury open market operations through an approved list of 18 primary dealers, and Goldman is one of the 18 dealers operating in a highly competitive environment. Goldman bashing has been going on for a long time.



Interestingly, we haven’t seen much questioning of the background and agenda of the person behind this fact-challenged YouTube video, who in some articles is referred to as a “30-year-old real estate manager.” He has no discernible background or expertise in the subject matter discussed in the video, which helps explain why nearly every statement in the video is wrong.

In various speeches and selected interviews, Fed Chairman Bernanke explained QE. Here’s one fairly plain English explanation that Bernanke gave during the height of the credit crisis (
Note:

 “Central bank” means the Federal Reserve):


	
Quantitative easing
 can be thought of as an expansion of the central bank’s balance sheet with no intentional change in its composition. That is, the central bank undertakes more open market operations with the objective of expanding bank reserve balances, which the banking system should then use to make new loans and buy additional securities. However, when credit spreads are very wide, as they 
 are at present, and the credit markets are quite dysfunctional, it becomes less likely that new loans and additional securities purchases will result from increasing bank reserve balances.

	In contrast, credit easing focuses on the mix of loans and securities that the central bank holds as assets on its balance sheet as a means to reduce credit spreads and improve the functioning of private credit markets. The ultimate objective is improvement in the credit conditions faced by households and businesses. In this respect, the Federal Reserve has focused on improving functioning in the credit markets that are severely disrupted and that are key sources of funding for financial firms, nonfinancial firms, and households.
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Chapter 1

Using Investments to Accomplish Your Goals



 
IN THIS CHAPTER
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 Investing for short-term consumption goals
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 Working toward a home purchase
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 Planning for retirement




Saving and investing money can make you feel good and in control. Ultimately, most folks invest money to accomplish particular goals. Saving and investing for a car purchase, expenses for higher education, a home purchase, new furniture, or a vacation are typical short-term goals. You can also invest toward longer-term goals, such as retirement decades in the future.

In this chapter, we discuss how you can use investments to accomplish common shorter- and longer-term goals.



Setting and Prioritizing Your Shorter-Term Goals

Unless you earn really big bucks or expect to have a large family inheritance to tap, your personal and financial desires will probably outstrip your resources. Thus, you must prioritize your goals.


One of the biggest mistakes people make is rushing into a financial decision without considering what’s really important to them. Because many people get caught up in the responsibilities of their daily lives, they often don’t have time for reflection. Take that time, because people who identify their goals and then work toward them, which often requires changing some habits, are the ones who accomplish their goals.

In this section, we discuss common shorter-term financial goals — such as establishing an emergency reserve, making major purchases, owning a home, and starting a small business — and how to work toward them. Accomplishing such goals almost always requires saving money.


Accumulating a rainy-day fund

The future is unpredictable. Take the uncertainty simply surrounding your job: You could lose your job, or you might want to leave it. Because you don’t know what the future holds, preparing for the unexpected is financially wise. Enter the emergency or rainy-day fund.

The size of your emergency fund depends on your personal situation. Begin by considering how much you spend in a typical month. Here are some benchmarks for how many months’ worth of living expenses you should have:


	
Three months’ living expenses:
 When you’re starting out, this minimalist approach makes sense if your only current source of emergency funds is a high-interest credit card. Longer-term, you could make do with three months’ living expenses if you have other accounts, such as a 401(k), or family members and close friends whom you can tap for a short-term loan.

	
Six months’ living expenses:
 If you don’t have other places to turn for a loan, or if you have some instability in your employment situation or source of income, you need more of a cushion.

	
Twelve months’ living expenses:
 Consider this large a stash if your income fluctuates greatly or if your occupation involves a high risk of job loss, finding another job could take you a long time, or you don’t have other places to turn for a loan.





Saving for large purchases

Most people want things — such as furniture, a vacation, or a car — that they don’t have cash on hand to pay for. We strongly advise saving for your larger consumer purchases to avoid paying for them over time with high-interest consumer 
 credit. Don’t take out credit card or auto loans — otherwise known as consumer credit
 — to make large purchases. (Don’t be duped by a seemingly low interest rate on, for example, a car loan. You could get the car at a lower price if you don’t opt for such a loan.)

[image: tip]
 Paying for high-interest consumer debt can undermine your ability to save toward your goals and your ability to make major purchases in the future. Don’t deny yourself gratification; just figure out how to delay it. When contemplating the purchase of a consumer item on credit, add up the total interest you’d end up paying on your debt, and call it the price of instant gratification.



Investing for a small business or home

In your early years of saving and investing, deciding whether to save money to buy a home or to put money into a retirement account presents a dilemma. In the long run, owning your own home is usually a wise financial move. On the other hand, saving sooner for retirement makes achieving your goals easier and reduces your income tax bill.

Presuming that both goals are important to you, you can save toward both goals: buying a home and retiring. If you’re eager to own a home, you can throw all your savings toward achieving that goal and temporarily put your retirement savings on hold.

[image: tip]
 You can make penalty-free withdrawals of up to $10,000 from Individual Retirement Accounts (IRAs) toward a first-time home purchase. You might also be able to have the best of both worlds if you work for an employer that allows borrowing against retirement account balances. You can save money in the retirement account and then borrow against it for the down payment on a home. Consider this option with great care, though, because retirement account loans generally must be repaid within a few years or when you quit or lose your job (ask your employer for the details).

When saving money for starting or buying a business, most people encounter the same dilemma they face when deciding to save to buy a house: If you fund your retirement accounts to the exclusion of earmarking money for your small-business dreams, your entrepreneurial aspirations may never become reality. Generally, we advocate hedging your bets by saving money in your tax-sheltered retirement accounts as well as toward your business venture. An investment in your own small business can produce great rewards, so you may feel comfortable focusing your savings on your own business.




Saving for kids’ educational costs

Do you have little ones or plan to have them? You probably know that rearing a child (or two) costs really big bucks. But the biggest expense awaits when they reach young adulthood and want to go to college, so your instincts may be to try to save money to accomplish and afford that goal.

[image: warning]
 The college financial-aid system effectively penalizes you for saving money outside retirement accounts and penalizes you even more if the money is invested in the child’s name. Wanting to provide for your children’s future is perfectly natural, but doing so before you’ve saved adequately toward your own goals can be a major financial mistake.

This concept may sound selfish, but the reality is that you need to take care of your
 future first. Take advantage of saving through your tax-sheltered retirement accounts before you set aside money in custodial savings accounts for your kids.



Investing short-term money

So where should you invest money earmarked for a shorter-term goal? A money market account (see Book 2, Chapter 4
 ) or short-term bond fund (see Book 4
 ) is a good place to store your short-term savings. The best bank or credit union accounts (covered in Book 2, Chapter 4
 ) may be worth considering as well.




Investing in Retirement Accounts

During your younger adult years, you may not be thinking much about retirement, because it seems to be well off in the distance. But if you’d like to scale back on your work schedule someday, partly or completely, you’re best off saving toward that goal as soon as you start drawing a regular paycheck.

In this section, we explain the benefits and possible concerns of investing through so-called retirement accounts. We also lay out the retirement account options you may access.


Understanding retirement account perks

Where possible, try to save and invest in accounts that offer you a tax advantage, which is precisely what retirement accounts offer you. These accounts — known by such enlightening acronyms and names as 401(k), 403(b), SEP-IRA, and so 
 on — offer tax breaks to people of all economic means. Consider the following advantages to investing in retirement accounts:


	

Contributions often provide up-front tax breaks.
 By investing through a retirement account, you not only plan wisely for your future, but you also get an immediate financial reward: lower taxes, which means more money available for saving and investing. Retirement account contributions generally aren’t taxed at either the federal or state income tax level until withdrawal (but they’re still subject to Social Security and Medicare taxes when earned). If you’re paying, say, 30 percent between federal and state taxes (see Book 2, Chapter 2
 to determine your tax bracket), a $4,000 contribution to a retirement account lowers your taxes by $1,200.

Modest income earners also may get an additional government tax credit known as the Retirement Savings Contributions Credit. A maximum credit of 50 percent applies to the first $2,000 contributed for single taxpayers with an adjusted gross income (AGI) of no more than $18,500 and married couples filing jointly with an AGI of $37,000 or less. Singles with an AGI of between $18,500 and $20,000 and married couples with an AGI between $37,000 and $40,000 are eligible for a 20 percent tax credit. Single taxpayers with an AGI of more than $20,000 but no more than $31,000, as well as married couples with an AGI between $40,000 and $62,000, can get a 10 percent tax credit.



	
Your employer may match some of your contributions.
 This money is free money from your employer, and it’s use it or lose it, so don’t miss out!

	
Investment returns compound tax-free.
 After you put money into a retirement account, you get to defer taxes on all the accumulating gains and profits (including interest and dividends) until you withdraw the money down the road. Thus, more money is working for you over a longer period of time. (One exception: Roth IRAs offer no up-front tax breaks but permit tax-free withdrawal of investment earnings in retirement.)





Grappling with retirement account concerns

There are legitimate concerns about putting money into a retirement account. First and foremost is the fact that once you place such money inside a retirement account, you can’t access it before age 59½ without paying current income taxes and a penalty — 10 percent of the withdrawn amount in federal tax, plus whatever your state charges.

This poses a problem on several levels. First, money placed inside retirement accounts is generally not available for other uses, such as buying a car or starting 
 a small business. Second, if an emergency arises and you need to tap the money, you’ll get socked with taxes and penalties.

[image: tip]
 You can use the following ways to avoid the early-withdrawal penalties that the tax authorities normally apply:


	You can make penalty-free withdrawals of up to $10,000 from IRAs for a first-time home purchase or higher educational expenses for you, your spouse, or your children (and even grandchildren).

	Some company retirement plans allow you to borrow against your balance. You’re essentially loaning money to yourself, with the interest payments going back into your account.

	If you have major medical expenses (exceeding 10 percent of your income) or a disability, you may be exempt from the penalties under certain conditions. (You will still owe ordinary income tax on withdrawals.)

	You may withdraw money before age 59½ if you do so in equal, annual installments based on your life expectancy. You generally must take such distributions for at least five years or until age 59½, whichever is later.



[image: remember]
 If you lose your job and withdraw retirement account money simply because you need it to live on, the penalties do apply. If you’re not working, however, and you’re earning so little income that you need to tap your retirement account, you would likely be in a low tax bracket. The lower income taxes you pay (compared with the taxes you would have paid on that money had you not sheltered it in a retirement account in the first place) should make up for most, if not all, of the penalty.

But what about simply wanting to save money for nearer-term goals and to be able to tap that money? If you’re saving and investing money for a down payment on a home or to start a business, for example, you’ll probably need to save that money outside a retirement account to avoid those early-withdrawal penalties.

If you’re like most folks and have limited financial resources, you need to prioritize your goals. Before funding retirement accounts and gaining those tax breaks, be sure to contemplate and prioritize your other goals (see the section “Setting and Prioritizing Your Shorter-Term Goals
 ” earlier in this chapter).



Taking advantage of retirement accounts

To take advantage of retirement savings plans and the tax savings that accompany them, you must spend less than you earn. Only then can you afford to contribute 
 to these retirement savings plans, unless you already happen to have a stash of cash from previous savings or an inheritance.

[image: warning]
 The common mistake that many younger adults make is neglecting to take advantage of retirement accounts because of their enthusiasm for spending or investing in nonretirement accounts. Not investing in tax-sheltered retirement accounts can cost you hundreds, perhaps thousands, of dollars per year in lost tax savings. Add that loss up over the many years that you work and save, and not taking advantage of these tax reduction accounts can easily cost you tens of thousands to hundreds of thousands of dollars in the long term.

The sooner you start to save, the less painful it is each year to save enough to reach your goals, because your contributions have more years to compound. Each decade you delay saving approximately doubles the percentage of your earnings that you need to save to meet your goals. If saving 5 percent per year in your early 20s gets you to your retirement goal, waiting until your 30s to start may mean socking away 10 percent to reach that same goal; waiting until your 40s means saving 20 percent.



Surveying retirement account choices

If you earn employment income (or receive alimony), you have options for putting money away in a retirement account that compounds without taxation until you withdraw the money. In most cases, your contributions to these retirement accounts are tax-deductible. This section reviews your options.


Company-based retirement plans

Larger for-profit companies generally offer their employees a 401(k)
 plan, which typically allows saving up to $18,000 per year (for tax year 2017). Many nonprofit organizations offer their employees similar plans, known as 403(b)
 plans. Contributions to both traditional 401(k) and 403(b) plans are deductible on both your federal and state taxes in the year that you make them. Employees of nonprofit organizations can generally contribute up to 20 percent or $18,000 of their salaries, whichever is less.



FIGURING HOW MUCH TO SAVE FOR RETIREMENT


Among the mass market website tools and booklets focused on retirement planning, we like T. Rowe Price’s Retirement Income Calculator available online at 

www3.troweprice.com/ric/ricweb/public/ric.do


 . It walks you through the calculations needed to figure how much you should be saving to reach your retirement goal.

The assumptions that you plug into this calculator are really important, so here’s a review of the key ones:


	
Asset allocation:
 Enter your current allocation and then select an allocation for after you’re retired. For the retirement allocation, you can choose a fixed combination of 40 percent stock, 40 percent bond, and 20 percent money market fund. The calculator doesn’t include real estate as a possible asset. If you own real estate as an investment, you should treat those assets as a stock-like investment because they have similar long-term risk and return characteristics. (Calculate your equity in investment real estate, which is the difference between a property’s current market value and mortgage debt on that property.)

	
Age of retirement:
 Plug in your preferred age of retirement, within reason, of course. There’s no point plugging in a dream number like “I’d like to retire by age 45, but I know the only way I can do that is to win the lottery!” Depending on how the analysis works out, you can always go back and plug in a different age. Sometimes folks are pleasantly surprised that their combined accumulated resources provide them with a decent enough standard of living that they can consider retiring sooner than they thought.

	
Include Social Security?:
 T. Rowe’s calculator asks if you want to include expected Social Security benefits. We’d rather that they didn’t pose this question at all, because you definitely should include your Social Security benefits in the calculations. Don’t buy into the nonsense that the Social Security program will vaporize and you’ll get little to nothing from it. For the vast majority of people, Social Security benefits are an important component of their retirement income, so do include it. Based upon your current income, T. Rowe’s program will automatically plug in your estimated benefits. So long as your income hasn’t changed or won’t change dramatically, using the calculator’s estimated number should be fine. Alternatively, you can visit the Social Security website to get your latest estimate.



T. Rowe’s analysis allows to you make adjustments such as your desired age of retirement, rate of savings, and to what age you’d like your savings to last. So, for example, if the analysis shows that you have much more than enough to retire by age 65, try plugging in, say, age 62, and voilà, the calculator quickly shows you how the numbers change.




There’s a benefit in addition to the up-front and ongoing tax benefits of these retirement savings plans: Some employers match your contributions. Of course, the challenge for many people is to reduce their spending enough to be able to sock away these kinds of contributions.



Some employers are offering a Roth 401(k) account, which, like a Roth IRA (discussed in the next section), offers employees the ability to contribute on an after-tax basis. Withdrawals from such accounts generally aren’t taxed in retirement.

If you’re self-employed, you can establish your own retirement savings plans for yourself and any employees you have. Simplified Employee Pension-Individual Retirement Accounts
 (SEP-IRA) allow you to put away up to 20 percent of your self-employment income up to an annual maximum of $54,000 (for tax year 2017). However, if you’re an employee in a small business, you can’t establish your own SEP-IRA.



Individual Retirement Accounts

If you work for a company that doesn’t offer a retirement savings plan, or if you’ve exhausted contributions to your company’s plan, consider an Individual Retirement Account
 (IRA). Anyone who earns employment income or receives alimony may contribute up to $5,500 annually to an IRA (or the amount of your employment income or alimony income, if it’s less than $5,500 in a year). A nonworking spouse may contribute up to $5,500 annually to a spousal IRA.

Your contributions to an IRA may or may not be tax-deductible. For tax year 2017, if you’re single and your adjusted gross income is $62,000 or less for the year, you can deduct your full IRA contribution. If you’re married and you file your taxes jointly, you’re entitled to a full IRA deduction if your AGI is $99,000 per year or less.

[image: tip]
 If you can’t deduct your contribution to a standard IRA account, consider making a contribution to a nondeductible IRA account called the Roth IRA.
 Single taxpayers with an AGI less than $118,000 and joint filers with an AGI less than $186,000 can contribute up to $5,500 per year to a Roth IRA. Although the contribution isn’t deductible, earnings inside the account are shielded from taxes, and unlike withdrawals from a standard IRA, qualified withdrawals from a Roth IRA account are free from income tax.



Annuities: Maxing out your retirement savings

What if you have so much cash sitting around that after maxing out your contributions to retirement accounts, including your IRA, you still want to sock more away into a tax-advantaged account? Enter the annuity. Annuities
 are contracts that insurance companies back. If you, the investor (annuity holder), should die during the so-called accumulation phase (that is, before receiving payments from the annuity), your designated beneficiary is guaranteed reimbursement of the amount of your original investment.


Annuities, like IRAs, allow your capital to grow and compound tax-deferred. You defer taxes until you withdraw the money. Unlike an IRA, which has an annual contribution limit of a few thousand dollars, an annuity allows you to deposit as much as you want in any year — even millions of dollars, if you’ve got millions! As with a Roth IRA, however, you get no up-front tax deduction for your contributions.

[image: warning]
 Because annuity contributions aren’t tax-deductible, and because annuities carry higher annual operating fees to pay for the small amount of insurance that comes with them, don’t consider contributing to one until you’ve fully exhausted your other retirement account investing options. Because of their higher annual expenses, annuities generally make sense only if you won’t need the money for 15 or more years.




Selecting retirement account investments

When you establish a retirement account, you may not realize that the retirement account is simply a shell or shield that keeps the federal, state, and local governments from taxing your investment earnings each year. You still must choose what investments you want to hold inside your retirement account shell.

You may invest the money in your IRA or self-employed plan retirement account (SEP-IRAs, and so on) in stocks, bonds, mutual funds, and even bank accounts. Mutual funds (offered in most employer-based plans) and exchange-traded funds (ETFs) are ideal choices because they offer diversification and professional management. See Book 5
 for more on mutual funds and ETFs.




Chapter 2

Minimizing Your Taxes When Investing



 
IN THIS CHAPTER
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You must pay attention to tax issues when making investing decisions. Actually, let us rephrase that. Like plenty of other folks, you could ignore or pay half attention to taxes on your investments. Unless you enjoy paying more taxes, however, you should understand and consider tax ramifications when choosing and managing your investments over the years.

Tax considerations alone shouldn’t dictate how and where you invest your money. You should also weigh investment choices, your desire and the necessity to take risk, personal likes and dislikes, and the number of years you plan to hold the investment.

In this chapter, we explain how the different components of investment returns are taxed. We also present proven strategies to minimize your investment taxes and maximize your returns. Finally, we discuss tax considerations when selling an investment.



Understanding Investment Taxes

When you invest outside tax-sheltered retirement accounts, the profits and distributions on your money are subject to taxation. (Distributions are taxed in the year that they are paid out; appreciation is taxed only when you sell an investment 
 at a profit.) So the non-retirement-account investments that make sense for you depend (at least partly) on your tax situation.


Tracking taxation of investment distributions

The distributions that various investments pay out and the profits that you may make are often taxable, but in some cases, they’re not. It’s important to remember that it’s not what you make pretax on an investment that matters, but what you get to keep after taxes.

[image: remember]
 Interest you receive from bank accounts and corporate bonds is generally taxable. U.S. Treasury bonds, which are issued by the U.S. federal government, pay interest that’s state-tax-free but federally taxable.

Municipal bonds, which state and local governments issue, pay interest that’s federally tax-free and also state-tax-free to residents in the state where the bond is issued. (For more on bonds, see Book 4
 .)

Taxation on your capital gains,
 which is the profit (sales price minus purchase price) on an investment, is computed under a unique system. Investments held less than one year generate short-term capital gains, which are taxed at your normal marginal income tax rate (which we explain in the next section).

Profits from investments that you hold longer than 12 months are long-term capital gains. Under current tax law, these long-term gains are taxed at a maximum 20 percent rate, except for folks in the two lowest income tax brackets: 10 percent and 15 percent. For these folks, the long-term capital gains tax rate is 0 percent (as in nothing).

Dividends paid out on stock are also taxed at the same favorable long-term capital gains tax rates under current tax law.

The Patient Protection and Affordable Care Act (informally referred to as Obamacare) increased the tax rate on the net investment income for taxpayers with adjusted gross income above $200,000 (single return) or $250,000 (joint return). Net investment income includes interest, dividends, and capital gains. The increased tax rate is 3.8 percent.



Determining your tax bracket

Many folks don’t realize it, but the federal government (like most state governments) charges you different income tax rates for different parts of your annual 
 income. You pay less tax on the first dollars of your earnings and more tax on the last dollars of your earnings.

Your federal marginal income tax rate
 is the rate of tax that you pay on your last, or so-called highest, dollars of income. Your taxable income is the income that is left after taking allowed deductions on your return.
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 Your actual marginal tax rate includes state income taxes if your state levies an income tax.

There’s value in knowing your marginal tax rate. This knowledge allows you to determine the following (among other things):


	How much you could reduce your taxes if you contribute more money to retirement accounts

	How much you would pay in additional taxes on extra income you could earn from working more

	How much you could reduce your taxable income if you use investments that produce tax-free income (which might make sense only if you’re in a higher tax bracket — more on this later in the chapter)





Devising tax-reduction strategies

Use these strategies to reduce the taxes you pay on investments that are exposed to taxation:


	

Make use of retirement accounts and health savings accounts.
 Most contributions to retirement accounts gain you an immediate tax break, and once they’re inside the account, investment returns are sheltered from taxation, generally until withdrawal. See Book 2, Chapter 1
 for details on using retirement accounts when investing.

Similar to retirement accounts are health savings accounts (HSAs). With HSAs, you get a tax break on your contributions up-front; investment earnings compound without taxation over time; and there’s no tax on withdrawal so long as the money is used to pay for health-related expenses (as delineated by the IRS).



	

Consider tax-free money market funds and tax-free bond funds.
 Tax-free investments yield less than comparable investments that produce taxable earnings, but because of the tax differences, the earnings from tax-free investments can end up being greater than what taxable investments leave you with. If you’re in a high-enough tax bracket, you may find that you come out ahead with tax-free investments.


[image: tip]
 For a proper comparison, subtract what you’ll pay in federal and state taxes from the taxable investment to see which investment nets you more.



	
Invest in tax-friendly stock funds.
 Mutual funds that tend to trade less tend to produce lower capital gains distributions. For mutual funds held outside tax-sheltered retirement accounts, this reduced trading effectively increases an investor’s total rate of return. Index funds
 are mutual funds that invest in a relatively static portfolio of securities, such as stocks and bonds. (This is also true of some exchange-traded funds.) They don’t attempt to beat the market; rather, they invest in the securities to mirror or match the performance of an underlying index. Although index funds can’t beat the market, the typical actively managed fund doesn’t, either, and index funds have several advantages over actively managed funds.

	
Invest in small business and real estate.
 The growth in value of business and real estate assets isn’t taxed until you sell the asset. Even then, with investment real estate, you often can roll over the gain into another property as long as you comply with tax laws. Increases in value in small businesses can qualify for the more favorable longer-term capital gains tax rate and potentially for other tax breaks. However, the current income that small business and real estate assets produce is taxed as ordinary income.
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 Short-term capital gains (investments held one year or less) are taxed at your ordinary income tax rate. This fact is another reason why you shouldn’t trade your investments quickly (within 12 months).




Reducing Your Taxes When Selling Investments

We advocate doing your homework so you can purchase and hold on to good investments for many years and even decades. That said, each year, folks sell and trade lots of investments.

When helping folks get a handle on their investments, financial advisors often hear stories that suggest that too many people sell for the wrong reasons (while other investors hold on to investments for far too long and should sell them).

In this section, we highlight important tax and other issues to consider when you contemplate selling your investments, but we start with the nontax, bigger-picture considerations.



Weighing nontax issues

Although the focus of this chapter is on tax issues to consider when making, managing, and selling your investments, we’d be remiss not to raise bigger-picture considerations:


	

Meeting your goals and preferences:
 If your life has changed (or if you’ve inherited investments) since the last time you took a good look at your investment portfolio, you may discover that your current holdings no longer make sense for you. To avoid wasting time and money on investments that aren’t good for you, be sure to review your investments at least annually.

[image: warning]
 Don’t make quick decisions about selling. Instead, take your time, and be sure you understand tax and other ramifications before you sell.



	

Keeping the right portfolio mix:
 A good reason to sell an investment is to allow yourself to better diversify your portfolio. Suppose that through your job, you’ve accumulated such a hefty chunk of stock in your employer that this stock now overwhelms the rest of your investments. Or perhaps you’ve simply kept your extra money in a bank account or inherited stock from a dear relative. Conservative investors often keep too much of their money in bank accounts, Treasury bills, and the like. If your situation is like these, it’s time for you to diversify. Sell some of the holdings of which you have too much, and invest the proceeds according to what you pick up from this book.

[image: investigate]
 If you think that your employer’s stock is going to be a superior investment, holding a big chunk is your gamble. At minimum, review Book 3, Chapter 1
 to see how to evaluate a particular stock. Remember to consider the consequences if you’re wrong about your employer’s stock. Develop an overall investment strategy that fits your personal financial situation (see Book 2, Chapter 4
 ).



	

Deciding which investments are keepers:
 Often, people are tempted to sell an investment for the wrong reasons. One natural tendency is to want to sell investments that have declined in value. Some people fear a further fall, and they don’t want to be affiliated with a loser, especially when money is involved. Instead, step back, take some deep breaths, and examine the merits of the investment you’re considering selling. If an investment is otherwise still sound, why bail out when prices are down and a sale is going on? What are you going to do with the money? If anything, you should be contemplating buying more of such an investment.

Also, don’t make a decision to sell based on your current emotional response, especially to recent news events. If bad news has hit recently, it’s already old news. Don’t base your investment holdings on such transitory events. Use the criteria in this book for finding good investments to evaluate the worthiness of your current holdings. If an investment is fundamentally sound, don’t sell it.








Tuning in to tax considerations

When you sell investments that you hold outside a tax-sheltered retirement account, such as in an IRA or a 401(k), taxes should be one factor in your decision. If the investments are inside retirement accounts, taxes aren’t an issue because the accounts are sheltered from taxation until you withdraw funds from them.

Just because you pay tax on a profit from selling a non-retirement-account investment doesn’t mean you should avoid selling. With real estate that you buy directly, as opposed to publicly held securities like real estate investment trusts (REITs), you can often avoid paying taxes on the profit that you make.

With stocks and mutual funds, you can specify which shares you want to sell. This option makes selling decisions more complicated, but you may want to consider specifying what shares you’re selling because you may be able to save taxes. (Read the next section for more information on this option.) If you sell all your shares of a particular security, you don’t need to concern yourself with specifying which shares you’re selling.


Determining the cost basis of your shares

When you sell a portion of the shares of a security (such as a stock, bond, or mutual fund) that you own, specifying which shares you’re selling may benefit you tax-wise. Here’s an example to show you why you may want to specify selling certain shares — especially those shares that cost you more to buy — so you can save on your taxes.

Suppose you own 300 shares of a stock, and you want to sell 100 shares. You bought 100 of these shares a long, long time ago at $10 per share, 100 shares two years ago at $16 per share, and the last 100 shares one year ago at $14 per share. Today, the stock is at $20 per share. Although you didn’t get rich, you’re grateful you haven’t lost your shirt the way some of your stock-picking pals have.

The good tax folks at the Internal Revenue Service allow you to choose which shares you want to sell. Electing to sell the 100 shares you purchased at the highest price — those you bought for $16 per share two years ago — saves you in taxes. To comply with the tax laws, you must identify the shares you want the broker to sell by the original date of purchase and/or the cost when you sell the shares. The brokerage firm through which you sell the stock should include this information on the confirmation you receive for the sale.

The other method of accounting for which shares are sold is the method the IRS forces you to use if you don’t specify before the sale which shares you want to sell — the first-in-first-out (FIFO) method.
 FIFO means that the first shares that you sell are simply the first shares that you bought. Not surprisingly, because 
 most stocks appreciate over time, the FIFO method usually leads to your paying more tax sooner. The FIFO accounting procedure leads to the conclusion that the 100 shares you sell are the 100 that you bought long, long ago at $10 per share. Thus, you owe a larger amount of taxes than if you’d sold the higher-cost shares under the specification method.

[image: remember]
 Although you save taxes today if you specify selling the shares that you bought more recently at a higher price, when you finally sell the other shares, you’ll owe taxes on the larger profit. The longer you expect to hold these other shares, the greater the value you’ll likely derive from postponing, realizing the larger gains and paying more in taxes.

When you sell shares in a mutual fund, the IRS has yet another accounting method, known as the average cost method,
 for figuring your taxable profit or loss. This method comes in handy if you bought shares in chunks over time or reinvested the fund payouts in purchasing more shares of the fund. As the name suggests, the average cost method allows you to take an average cost for all the mutual fund shares you bought over time.



Selling large-profit investments

No one likes to pay taxes, of course, but if an investment you own has appreciated in value, someday you’ll have to pay taxes on it when you sell. (There is an exception: You hold the investment until your death and will it to your heirs. The IRS wipes out the capital gains tax on appreciated assets at your death.)

Capital gains tax applies when you sell an investment at a higher price than you paid for it. As we explain earlier in this chapter, your capital gains tax rate is different from the tax rate that you pay on ordinary income (such as from employment earnings or interest on bank savings accounts).

Odds are that the longer you’ve held securities such as stocks, the greater the capital gains you’ll have, because stocks tend to appreciate over time. If all your assets have appreciated significantly, you may resist selling to avoid taxes. If you need money for a major purchase, however, sell what you need and pay the tax. Even if you have to pay state as well as federal taxes totaling some 35 percent of the profit, you’ll have lots left. (For “longer-term” profits from investments held more than one year, your federal and state capital gains taxes probably would total less than 20 percent to 25 percent.)
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 Before you sell, do some rough figuring to make sure you’ll have enough money left to accomplish what you want. If you seek to sell one investment and reinvest in another, you’ll owe tax on the profit unless you’re selling and rebuying real estate.


[image: tip]
 If you hold several assets, to diversify and meet your other financial goals, give preference to selling your largest holdings with the smallest capital gains. If you have some securities that have profits and some with losses, you can sell some of each to offset the profits with the losses.



Handling losers in your portfolio

Perhaps you have some losers in your portfolio. If you need to raise cash for some particular reason, you may consider selling select securities at a loss. You can use losses to offset gains as long as you hold both offsetting securities for more than one year (long term) or hold both for no more than one year (short term). The IRS makes this delineation because it taxes long-term gains and losses on a different rate schedule from short-term gains and losses.

If you sell securities at a loss, you can claim up to $3,000 in net losses for the year on your federal income tax return. If you sell securities with net losses totaling more than $3,000 in a year, you must carry the losses over to future tax years. This situation not only creates more tax paperwork, but it also delays realizing the value of deducting a tax loss. Try not to have net losses (losses + gains) that exceed $3,000 in a year.

[image: warning]
 Some tax advisors advocate doing year-end tax-loss selling with stocks, bonds, and mutual funds. The logic goes that if you hold a security at a loss, you should sell it, take the tax write-off, and then buy it (or something similar) back. When selling investments for tax-loss purposes, be careful of the so-called wash sale rules. The IRS doesn’t allow the deduction of a loss for a security sale if you buy that same security back within 30 days. As long as you wait 31 or more days, you won’t encounter any problems.

[image: tip]
 If you’re selling a mutual fund or exchange-traded fund, you can purchase a fund similar to the one you’re selling to easily sidestep this rule.



Selling investments when you don’t know their original cost

Sometimes, you may not know what an investment originally cost you, or you received some investments from another person, and you’re not sure what he or she paid for them.

If you don’t have the original statement, start by calling the firm where the investment was purchased. Whether it’s a brokerage firm or mutual fund company, the company should be able to send you copies of old account statements, although you may have to pay a small fee for this service.

Also, increasing numbers of investment firms, especially mutual fund companies, can tell you upon the sale of an investment what its original cost was. The cost calculated is usually the average cost for the shares you purchased.





Chapter 3

Laying Out Your Financial Plans



 
IN THIS CHAPTER

[image: check]
 Knowing what you should do before investing


[image: check]
 Understanding how your financial plan translates into your investing plan




Investing is exciting.

Most folks love to pick an investment, put their money into it, and then enjoy seeing it increase in value. Of course, investing isn’t that easy. You can do your homework and make a good decision but then see your well-chosen investment fall in value and test your nerves.

But that’s putting the cart before the horse. Before you make any great, wealth-building investments, you should get your financial house in order. Understanding and implementing some simple personal financial management concepts can pay off big for you in the decades ahead.

In this chapter, we explain what financial housekeeping you should do before you invest, as well as how to translate your overall personal and financial plans into an investment plan.




First Priorities: Paying Off High-Cost Debt and Building a Safety Reserve

Plenty of younger folks have debts to pay and lack an emergency reserve of money for unexpected expenses. High-cost debts, such as on a credit card, can be a major impediment to investing, in particular, and accomplishing your future personal and financial goals, in a broader sense. A high interest rate keeps the debt growing and can cause your debt to spiral out of control, which is why dealing with this debt should be your first priority, just before establishing an emergency reserve.


Paying off high-cost consumer debt

Paying down debts isn’t nearly as exciting as investing, but it does make your investment decisions less difficult. Rather than spending your time investigating specific investments, paying off your debts with new money you’re able to save may indeed be your best investment.

Consumer debt includes borrowing on credit cards, auto loans, and the like, which are often costly ways to borrow. Banks and other lenders charge higher interest rates for consumer debt than for debt for investments, such as real estate and business, because consumer loans are the riskiest type of loans for a lender. Risk means the chance of the borrower’s defaulting and being unable to pay back all that he or she borrowed.

Many folks have credit card debt that costs 18 percent or more per year in interest. Some credit cards levy interest rates well above 20 percent if you make a late payment or two. Reducing and eventually eliminating this debt with your savings is like putting your money in an investment with a guaranteed tax-free return equal to the rate that you pay on your debt.

For example, if you have outstanding credit card debt at 18 percent interest, paying off that debt is the same as putting your money to work in an investment with a guaranteed 18 percent tax-free annual return. Because the interest on consumer debt isn’t tax-deductible, you would need to earn more than 18 percent by investing your money elsewhere to net 18 percent after paying taxes. Earning such high investing returns is highly unlikely, and to earn those returns, you’d be forced to take great risk.
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 Consumer debt is hazardous to your long-term financial health (not to mention damaging to your credit score and future ability to borrow for a home or other wise investments) because it encourages you to borrow against your future earnings. We often hear people say such things as “I can’t afford to buy a new car for 
 cash, given how expensive cars are.” Well, okay. New cars are expensive, so you need to set your sights lower and buy a good used car that you can afford. You can then invest the money that you’d otherwise spend on your auto loan.



Establishing an emergency reserve

You never know what life will bring, so having an accessible reserve of cash to meet unexpected expenses makes good financial sense. If you have generous parents or dear relatives, you can certainly consider using them as your emergency reserve. Just be sure you ask them in advance how they feel about that before you count on receiving funding from them. If you don’t have a financially flush family member, the onus is on you to establish a reserve.

[image: tip]
 We recommend that you have at least three months’ worth of living expenses to as much as six months’ worth of living expenses as an emergency reserve. Invest this personal-safety-net money in a money market fund (see Book 2, Chapter 4
 ). You may also be able to borrow against your employer-based retirement account or against your home equity, should you find yourself in a bind, but these options are much less desirable.

If you don’t have a financial safety net, you may be forced, under duress, to sell an investment that you’ve worked hard for. And selling some investments, such as real estate, can take time and cost significant money (transaction costs, taxes, and so on).
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 Riskier investments like stocks aren’t a suitable place to keep your emergency money invested. While stocks historically have returned about 9 percent per year (see Book 1, Chapter 2
 ), about one-third of the time, stocks decline in value in a given year, sometimes substantially. Stocks can drop and have dropped 20 percent, 30 percent, or 50 percent or more over relatively short periods of time. Suppose that such a decline coincides with an emergency, such as the loss of your job or a health problem that creates major medical bills. Your situation may force you to sell at a loss, perhaps a substantial one. Stocks are intended to be a longer-term investment, not an investment that you expect (or need) to sell in the near future.




What about Paying Down Other Debts?

Getting out from under 18 percent interest rate credit card debt is clearly a priority and a bit of a no-brainer. But what should you do about other debts that carry a more reasonable interest rate? This section talks you through some common examples: student loans and mortgage debt.



Assessing student loans

If you’re one of many young adults with lingering student loan debt, you’re probably wondering whether you should focus your efforts on paying down that debt or instead invest the extra cash you have.

The best choice hinges upon the interest rate on this debt (after factoring in any tax breaks) and how that compares with the expected return from investing. Of course, you must be reasonable and not pie-in-the-sky about the rate of return you expect from your investments.

Under current tax laws, with student loans, you can deduct up to $2,500 in student loan interest annually on your federal 1040 income tax return. So this deduction can lower the effective interest rate you’re paying on your student loans. This deduction is available to single taxpayers with adjusted gross incomes (before subtracting the student loan interest) of $65,000 or less and married couples filing jointly with such incomes of $130,000 or less. Partial deductions are allowed for incomes up to $80,000 for singles and $160,000 for married couples filing jointly. Another requirement for taking this deduction is that you and your spouse, if filing jointly, can’t be claimed as dependents on someone else’s income tax return.

If you can deduct student loan interest on your tax return, please see Book 2, Chapter 2
 to understand what tax bracket you’re in (what your marginal tax rate is) and determine the value of that deduction. For most moderate income earners, 25 percent is a reasonable number to work with.

Suppose you have student loans outstanding at the attractive interest rate of just 3.5 percent. Assume you can deduct all this interest and your tax bracket is 25 percent. So after taxes, the effective interest rate on your student loan is [image: images]
 .

Now, the question to consider is this: Can you reasonably expect to earn an average annual rate of return from your investments of more than this 2.63 percent? If you invest your money in a sleepy bank account, the answer will probably be no. If you instead invest in things like stocks and bonds, over the long term, you should come out with a higher return.

If you have student loans at a higher interest rate — say, 6 percent — it may make more sense to pay those loans down faster with your extra cash than to invest that money elsewhere. To get a higher return than that from investments, you need to take a fair amount of risk, and of course there’s no guarantee that you’ll actually make a high enough return to make it worth your while.

When deciding whether you should pay down student loans faster, there are some factors to consider besides the cost of your student loans and comparing this cost 
 to the expected return on your investments. Other good reasons not to pay off your student loans any quicker than necessary include the following:


	
Paying off your student loan faster has no tax benefit.
 Instead, you can contribute to your retirement accounts, such as a 401(k), an IRA, or a SEP-IRA plan (especially if your employer offers matching money). Putting additional money in a retirement plan can immediately reduce your federal and state income tax bills. The more years you have until retirement, the greater the benefit you receive if you invest in your retirement accounts. Thanks to the compounding of your retirement account investments without the drain of taxes, you can actually earn a lower rate of return on your investments than you pay on your student loans and still come out ahead.

	

You’re willing to invest in growth-oriented, volatile investments, such as stocks and real estate.
 To have a reasonable chance of earning more on your investments than it costs you to borrow on your student loans, you must be aggressive with your investments. As we discuss in Book 1, Chapter 2
 , stocks and real estate have produced annual average rates of return of about 9 percent. You may be able to earn even more by creating your own small business or by investing in others’ businesses.

[image: remember]
 Keep in mind that you have no guarantee of earning high returns from growth-type investments, which can easily drop 20 percent or more in value over a year or two.



	
Paying down your student loans depletes your emergency reserves.
 Psychologically, some people feel uncomfortable paying off debt more quickly if it diminishes their savings and investments. You probably don’t want to pay down your debt if doing so depletes your financial safety cushion. Make sure you have access — through a money market fund or other sources (a family member, for example) — to at least three months’ worth of living expenses (as we explain in “Establishing an emergency reserve
 ” earlier in this chapter).





Considering paying down mortgage debt

Paying off your mortgage more quickly is an “investment” for your spare cash that may make sense for your financial situation. However, the wisdom of making this financial move isn’t as clear as is paying off high-interest consumer debt; mortgage interest rates are generally lower, and the interest is typically tax-deductible.

As with the decision to pay off a student loan faster (review the preceding section), when evaluating whether to pay down your mortgage quicker than necessary, you need to compare your mortgage interest rate with your investments’ rates of return. Suppose that you have a fixed-rate mortgage with an interest rate 
 of 5 percent. If you decide to make investments instead of paying down your mortgage more quickly, your investments need to produce an average annual rate of return, before taxes, of more than 5 percent for you to come out ahead financially.

[image: tip]
 Don’t get hung up on mortgage tax deductions. Although it’s true that mortgage interest is usually tax-deductible, you must also pay taxes on investment profits generated outside retirement accounts. You can purchase tax-free investments like municipal bonds, but over the long haul, such bonds and other types of lending investments (bank savings accounts, CDs, and other bonds) are unlikely to earn a rate of return that’s higher than the cost of your mortgage.




Sorting Out Your Financial Plans

[image: tip]
 We recommend establishing your financial goals before you begin investing. Otherwise, you won’t know how much to save or how much risk you need to take or are comfortable taking. You may want to invest money for several goals, or you may have just one purpose. This section offers advice about what you need to consider when deciding what you’re saving and investing for.


Considering your investment options and desires

Many good investing choices exist: You can invest in real estate, the stock market, mutual funds, exchange-traded funds, or your own business or someone else’s. Or you can pay down debts such as on your student loans, credit cards, auto loan, or mortgage debt more quickly.

What makes sense for you depends on your goals as well as your personal preferences. If you detest risk-taking and volatile investments, paying down some debts, as recommended earlier in this chapter, may make better sense than investing in the stock market.

To determine your general investment desires, think about how you would deal with an investment that plunged 20 percent, 40 percent, or more in a few years or less. Some aggressive investments can fall fast. You shouldn’t go into the stock market, real estate, or small-business investment arena if such a drop is likely to cause you to sell or make you a miserable wreck. If you haven’t tried riskier investments yet, you may want to experiment a bit to see how you feel with your money invested in them.


[image: tip]
 A simple way to “mask” the risk of volatile investments is to diversify your portfolio — that is, put your money into different investments. Not watching prices too closely helps, too; that’s one of the reasons why real estate investors are less likely to bail out when the market declines. Stock market investors can get daily and even minute-by-minute price updates. Add that fact to the quick phone call, click of your computer mouse, or tap on your smartphone that it takes to dump a stock in a flash, and you have all the ingredients for shortsighted investing — and potential financial disaster.

Making investing decisions and determining your likes and dislikes is challenging just when you consider your own concerns. When you have to consider someone else, dealing with these issues becomes doubly hard, given the typically different money personalities and emotions that come into play. In most couples, usually one person takes primary responsibility for managing the household finances, including investments. The couples who do the best job with their investments are those who communicate well, plan ahead, and compromise.

[image: tip]
 One of the most valuable but difficult things couples stuck in unproductive patterns of behavior can do is get financial issues out on the table. Start by explaining your point of view, and then ask your significant other to do the same. Follow that conversation by brainstorming ways you can compromise. If you don’t get very far, hire a financial advisor or psychologist/marriage counselor to help you deal with these issues and differences.



Assessing your savings rate

To accomplish your financial goals, you need to save money, and you also need to know your savings rate. Your savings rate is the percentage of your past year’s income that you saved and didn’t spend.

Part of being a smart investor involves figuring out how much you need to save to reach your goals. Not knowing what you want to do a decade or more from now is perfectly normal; after all, your goals and needs evolve over the years. But that doesn’t mean you should just throw your hands in the air and not make an effort to see where you stand today and think about where you want to be in the future.

An important benefit of knowing your savings rate is that you can better assess how much risk you need to take to accomplish your goals. Seeing the amount that you need to save to achieve your dreams may encourage you to take more risk with your investments.
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 During your working years, if you consistently save about 10 percent of your annual income, you’re probably saving enough to meet your goals (unless you want to retire at a relatively young age). On average, most people need about 75 percent of their pre-retirement income throughout retirement to maintain their standards of living.

If you’re one of the many people who don’t save enough, you need to do some homework. To save more, you need to reduce your spending, increase your income, or both. For most people, reducing spending is the more feasible way to save.

To reduce your spending, first figure out where your money goes. You may have some general idea, but to make changes, you need to have facts. Get out your checkbook register, examine your online bill-paying records, and review your credit card bills and any other documentation that shows your spending history. Tally up how much you spend on dining out, operating your car(s), paying your taxes, and everything else. After you have this information, you can begin to prioritize and make the necessary trade-offs to reduce your spending and increase your savings rate. Earning more income may help boost your savings rate as well. Perhaps you can get a higher-paying job or increase the number of hours you work. But if you already work a lot, reining in your spending is usually better for your emotional and economic well-being.

If you don’t know how to evaluate and reduce your spending or haven’t thought about your retirement goals, looked into what you can expect from Social Security, or calculated how much you should save for retirement, now’s the time to do so. Pick up the latest edition of coauthor Eric Tyson’s book Personal Finance For Dummies
 (Wiley) to find out all the necessary details for retirement planning and much more.



Investing regularly with dollar cost averaging

Regularly investing money at set time intervals, such as monthly or quarterly, in volatile investments such as stocks, mutual funds, or exchange-traded funds is called dollar cost averaging
 (DCA). If you’ve ever had money regularly deducted from your paycheck and contributed to a retirement savings plan investment account, you’ve done DCA.

Most folks invest a portion of their employment compensation as they earn it, but if you have extra cash sitting around, you can choose to invest that money in one fell swoop or to invest it gradually via DCA. The biggest appeal of gradually feeding money into the market via DCA is that you don’t dump all your money into a potentially overheated investment just before a major drop. No one has a crystal ball and can predict which direction investments will move next in the short term. DCA helps shy investors psychologically ease into riskier investments.


DCA is made to order for skittish investors with larger lump sums of money sitting in safe investments like CDs or savings accounts. It also makes sense for investors with a large chunk of their net worth in cash who want to minimize the risk of transferring that cash to riskier investments, such as stocks.

As with any risk-reducing investment strategy, DCA has its drawbacks. If growth investments appreciate (as they’re supposed to), a DCA investor misses out on earning higher returns on his money awaiting investment. Studying U.S. stock market data over seven decades, finance professors Richard E. Williams and Peter W. Bacon found that approximately two-thirds of the time, a lump-sum stock market investor earned higher first-year returns than an investor who fed the money in monthly over the first year.

However, knowing that you’ll probably be ahead most of the time if you dump a lump sum into the stock market is little solace if you happen to invest just before a major drop in prices. For example, from late 2007 to early 2009, global stocks shed about half of their value.

If you use DCA too quickly, you may not give the market sufficient time for a correction to unfold, during and after which some of the DCA purchases may take place. If you practice DCA over too long a period of time, you may miss a major upswing in stock prices. We suggest using DCA over one to two years to strike a balance.

[image: tip]
 When you use DCA, establish an automatic investment plan so you’re less likely to chicken out. Your money that awaits investment in DCA should have a suitable parking place. Look into a money market fund that’s appropriate for your tax situation.




Knowing the Impact of Investing for College Costs

Many well-intentioned parents want to save for their children’s future educational expenses. The mistake that they often make, however, is putting money in accounts in their child’s name (in so-called custodial accounts) or saving outside retirement accounts in general. The more money you accumulate outside tax-sheltered retirement accounts, the less assistance you’re likely to qualify for from federal and state financial aid sources.

[image: remember]
 Under the current financial needs analysis used by most colleges in awarding financial aid, the value of your retirement plan is not considered to be an asset. Money that you save outside retirement accounts, including money in the child’s name, is counted as an asset and reduces eligibility for financial aid.


Also, be aware that your family’s assets, for purposes of financial aid determination, generally include equity in real estate and businesses that you own. Although the federal financial aid analysis no longer counts equity in your primary residence as an asset, many private (independent) schools continue to ask parents for this information when they make their own financial aid determinations. Thus, paying down your home mortgage more quickly instead of funding retirement accounts can harm you financially. You may end up with less financial aid and pay more in taxes.

[image: tip]
 Make it a priority to contribute to your own retirement savings plan(s). If you instead save money in a non-retirement account for your children’s college expenses, you pay higher taxes both on your current income and on the interest and growth of this money. In addition to paying higher taxes, you’ll be expected to contribute more to your child’s educational expenses because you’ll receive less financial aid.

If you’re sufficiently wealthy that you expect to pay for your children’s full educational costs without applying for financial aid, you can save some on taxes if you invest through custodial accounts. Before your child reaches age 19, the first $2,100 of interest and dividend income is taxed at your child’s income tax rate rather than yours. After age 19 (for full-time students, it’s those under the age of 24), all income that the investments in your child’s name generate is taxed at your child’s rate.


Paying for college

If the financial aid system effectively encourages you to save in your own retirement accounts, how will you pay for your kid’s education expenses? Here are some ideas and resources:


	
Home equity:
 You can borrow against your home at a relatively low interest rate, and the interest is generally tax-deductible.

	
Company retirement plans:
 401(k)s, for example, allow borrowing for educational costs.

	
Student loans:
 Several financial aid programs allow you to borrow at reasonable interest rates. The Unsubsidized Stafford Loans and Parent Loans for Undergraduate Students (PLUS), for example, are available, even when your family isn’t deemed financially needy.

	
Grants and scholarships:
 Grant programs are available through schools and the government, as well as through independent sources. Complete the Free Application for Federal Student Aid (FAFSA) application to apply for the federal government programs. Grants available through state government programs may require a separate application. Specific colleges and other private organizations — including employers, banks, credit unions, and community groups — also offer grants and scholarships.


	
Work and save:
 Your child can work and save money during high school and college. In fact, if your child qualifies for financial aid, she’s generally expected to contribute a certain amount to education costs from employment (both during the school year and summer breaks) and from savings. Besides giving your gangly teen a stake in her own future, this training encourages sound personal financial management down the road.






PAYING FOR COLLEGE WITHOUT BREAKING YOUR BUDGET


Kalman Chany’s Paying For College Without Going Broke
 (Random House) offers some great tips, whether you’re getting your first degree or going back to school for another one:


	
Assume you’re eligible.
 Don’t rule yourself out because of income or academics, and don’t rule out a college because you think it’s too expensive. The higher the cost, the more aid you may receive.

	
Don’t wait to be accepted to a college to apply for aid.
 The coffers may be empty by spring.

	
Get application forms as soon as possible.
 You need the federal FAFSA form (

http://www.fafsa.ed.gov


 , 800-433-3243). You may also need to complete the College Board’s CSS/PROFILE application, state aid forms, and forms provided by the colleges you’re interested in attending.

	
Know the deadlines, and be sure to meet each one.
 Many colleges have different deadlines for different forms. Some may be due in late December, although most are due in January through March.

	
Figure out your expected family contribution.
 Before you apply, use worksheets in financial aid guidebooks to calculate what the colleges will estimate you can afford to pay. Be sure to get up-to-date information, as the rules and formulas change every year.

	
Maximize your aid eligibility.
 Consider also making appropriate adjustments to your assets, debts, and retirement provisions before you apply.

	
Follow instructions carefully on the application forms.
 Common mistakes that can disqualify your applications are forgetting to sign them, leaving lines blank, or using the wrong academic year’s version of the forms.

	
Do your income tax forms early.
 To meet early aid application deadlines, you may need to do a draft version of your most recent year’s income tax return with estimated numbers. Many schools will require a copy of your actual return in the spring to verify your information.








Considering educational savings account options

You’ll hear about various accounts you can use to invest money for your kid’s future college costs. Tread carefully with these, especially because they can affect future financial aid.

The most popular of these accounts are qualified state tuition plans, also known as Section 529 plans. These plans offer a tax-advantaged way to save and invest more than $100,000 per child toward college costs. (Some states allow upward of $300,000 per student.) After you contribute to one of these state-based accounts, the invested funds grow without taxation. Withdrawals are also tax-free so long as the funds are used to pay for qualifying higher-education costs (which include college, graduate school, and certain additional expenses of special-needs students). The schools need not be in the same state as the state administering the Section 529 plan.

Section 529 plan balances can harm your child’s financial aid chances. Thus, such accounts make the most sense for affluent families who are sure that they won’t qualify for any type of financial aid. If you do opt for a 529 plan and intend to apply for financial aid, you should be the owner of the accounts (not your child) to maximize qualifying for financial aid.



Investing money earmarked for college

Diversified mutual funds and exchange-traded funds, which invest in stocks in the United States and internationally, as well as bonds, are ideal vehicles to use when you invest money earmarked for college. Be sure to choose funds that fit your tax situation if you invest your funds in nonretirement accounts. (See Book 5
 for more information on mutual funds and exchange-traded funds.)

When your child is young (preschool age), consider investing up to 80 percent of your investment money in stocks (diversified worldwide) with the remainder in bonds. Doing so can maximize the money’s growth potential without taking extraordinary risk. As your child makes his way through the later years of elementary school, you need to begin to make the mix more conservative. Scale back the stock percentage to 50 or 60 percent. Finally, in the years just before the child enters college, reduce the stock portion to no more than 20 percent or so.

Some 529s offer target-date-type funds that reduce the stock exposure as target college dates approach so you don’t have to make the adjustments yourself.





Securing Proper Insurance

Financial counselors note that although many people lack particular types of insurance, others possess unnecessary policies. Many people also keep very low deductibles. Remember to insure against potential losses that would be financially catastrophic for you; don’t waste your money to protect against smaller losses.

You may be at risk of making a catastrophic investing mistake by not protecting your assets properly. Decisions regarding what amount of insurance you need to carry are, to some extent, a matter of your desire and ability to accept financial risk. But some risks aren’t worth taking. Don’t overestimate your ability to predict what accidents and other bad luck may befall you.

Here’s what insurance we recommend that you have to protect yourself, your loved ones, and your assets:


	
Major medical health insurance:
 You need a policy that pays for all types of major illnesses and major medical expenditures. Consider taking a health plan with a high deductible, which can minimize your premiums. Also consider channeling extra money into a health savings account (HSA), which provides tremendous tax breaks. As with a retirement account, contributions provide an up-front tax break, and money can grow over the years in an HSA without taxation. You can also tap HSA funds without penalty or taxation for a wide range of current health expenses.

	
Adequate liability insurance on your home and car to guard your assets against lawsuits:
 You should have at least enough liability insurance to protect your net worth (assets minus your liabilities/debts) or, ideally, twice your net worth. If you run your own business, get insurance for your business assets if they’re substantial. Also consider professional liability insurance to protect against a lawsuit. You may also want to consider incorporating your business.

	
Long-term disability insurance:
 Even if you don’t have dependents, odds are that you’re dependent on your employment income. What would you (and your family) do to replace your income if a major disability prevents you from working? Most large employers offer group plans that have good benefits and are much less expensive than coverage you’d buy on your own. Also check with your professional association for a competitive group plan.

	
Life insurance, if others are dependent on your income:
 If you’re single or your loved ones can live without your income, skip life insurance. If you need coverage, buy term insurance that, like your auto and home insurance, is pure insurance protection. The amount of term insurance you need to buy largely depends on how much of your income you want to replace.


	
Estate planning:
 Most folks need a simple will to delineate to whom they would like to leave all their worldly possessions. If you hold significant assets outside retirement accounts, you may also benefit from establishing a living trust, which keeps your money from filtering through the hands of probate lawyers. Living wills and medical powers of attorney are useful to have in case you’re ever in a medically incapacitated situation. If you have substantial assets, doing more involved estate planning is wise to minimize estate taxes and ensure the orderly passing of your assets to your heirs.



For all the details on the right and wrong ways to buy insurance, what to look for in policies, and where to get good policies, see the latest edition of Erc Tyson’s book Personal Finance For Dummies
 (Wiley).



Chapter 4

Starting Out with Bank Accounts and Money Market Funds



 
IN THIS CHAPTER
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 Recognizing what banks are good for and not good for


[image: check]
 Evaluating and selecting banks
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 Understanding the risks and rewards of money market funds
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 Choosing the right fund for your situation




For many years, folks kept their spare cash in a local bank, and for good reason. The local bank was convenient, offered safety and peace of mind with the government backing for money on deposit, and generally paid some interest on the money.

But in the 21st century, who needs retail banks, with their costly-to-maintain branches, when you can do your banking online? You can conduct most transactions quicker online, and it saves the bank money, which enables it to offer you better account terms. And there’s no need to rush out at lunchtime to be sure you make it to your bank during its limited open hours. Online banking is generally available 24/7.

But here are even bigger questions for you to consider: Do you even need a bank account, and what are your best alternatives? That’s what the first half of this chapter explores.

The second part of this chapter looks at risks and rewards of money market funds, uses for funds, and how to pick the best ones to help you meet your investing goals.




Understanding FDIC Bank Insurance

What makes keeping your money in a U.S. bank unique is the Federal Deposit Insurance Corporation (FDIC) insurance that protects bank deposits. If your bank fails (and as history clearly suggests, some banks do fail), and if your bank participates in the FDIC system, your bank account is insured by the U.S. government up to $250,000. The stamp of FDIC backing and insurance is soothing to many folks who worry about all the risks and dangers in the investment world.

While the FDIC insurance is worth something, please remember that banks have to pay for this protection. That cost is effectively passed along to you in the form of lower interest rates on your deposits.

[image: warning]
 Just because the federal government stands behind the banking FDIC system doesn’t mean that your money is 100 percent safe in the event of a bank failure. Although you’re insured for $250,000 in a bank, if the bank fails, you may wait quite a while to get your money back — and you may get less interest than you thought you would. Banks fail and will continue to fail. During the 1980s and early 1990s, and again in the late 2000s, hundreds of insured banks and savings and loans failed annually. (Between the early 1990s and mid-2000s — a relatively strong economic period — only a handful of banks failed annually.)

[image: remember]
 Any investment that involves lending your money to someone else or to some organization, including putting your money in a bank or buying a Treasury bond that the federal government issues, carries risk.

FDIC backing is hardly a unique protection. Every Treasury bond is issued and backed by the federal government, the same debt-laden organization that stands behind the FDIC. Plenty of other nearly equivalent safe lending investments yield higher returns than bank accounts. Highly rated corporate bonds are good examples (see Book 4, Chapter 3
 ). That’s not to say that you shouldn’t consider keeping some of your money in a bank. But first, you should be completely aware of the realities and costs of FDIC insurance, which gives many folks somewhat false peace of mind about investing in a bank.



Investing in Banking Account and Savings Vehicles

Everyone needs an account or two from which to conduct transactions, including paying bills and storing newly earned money. Such foundational accounts are essential to get in order before proceeding with investing that has the potential to produce higher returns.


While traditional banks with walk-in branch locations are shrinking in number due to closures, bank mergers, and failures, online banks are growing — and for good reason. Some of the biggest expenses of operating a traditional retail bank are the cost of the real estate and the related costs of the branch. An online bank eliminates much of those costs; thus, these banks are able, for example, to pay their customers higher interest rates on their account balances. And online banks can offer better terms on checking accounts and loans.

The Internet is lowering costs for many industries, and the banking industry is one of those. This doesn’t mean, however, that you should rush out to become a customer of an online bank, because other financial companies, like mutual funds and brokerage firms, offer attractive investment accounts and options as well.


Bank checking accounts and debit cards

Whether it’s paying monthly bills or having something in our wallets to make purchases with at restaurants and retail stores, we all need the ability to conduct transactions and access our money. We caution you to be careful when it comes to using credit cards, because the credit feature enables you to spend money you don’t have and carry a debt balance month to month. Notwithstanding the lower short-term interest rates some cards charge to lure new customers, the reality is that borrowing on credit cards is expensive — usually, to the tune of more than 18 percent.

Paying a credit card bill in full each month is the smart way to use such a card and avoid these high interest charges. But about half of all credit card holders use the high-interest-rate credit feature on their cards.

Debit cards are excellent transaction vehicles and a better alternative for folks who are prone to borrow via their credit cards. A debit card connects to your checking account, thus eliminating the need for you to carry around excess cash. And as with a credit card, you can dispute transactions if the product or service isn’t what the seller claimed it would be and fails to stand behind it. But unlike a credit card, a debit card has no credit feature, so you can’t spend money you don’t have. (Some checking accounts offer prearranged lines of credit for overdrafts.)

[image: tip]
 During periods of low interest rates, the fees levied on a transaction account, like a checking account, should be of greater concern to you than the interest paid on account balances. After all, you shouldn’t be keeping lots of extra cash in a checking account; you’ve got better options for that, which we discuss in the rest of this chapter.

One reason why bank customers have gotten lousy terms on their accounts is that they gravitate toward larger banks and their extensive ATM networks so they can easily get cash when they need it. These ATM networks (and the often-associated 
 bank branches) are costly for banks to maintain. So you pay higher fees and get lower yields when you’re the customer of a bank with a large ATM network, especially a bank that does tons of advertising.

By using a debit card that carries a VISA or MasterCard logo, you won’t need to access and carry around much cash. Debit cards are widely accepted by merchants and are connected to your checking account. These cards can be used for purchases and for obtaining cash from your checking account.



Savings accounts and certificates of deposit

Banks generally pay higher interest rates on savings account balances than they do on checking account balances. But they have often lagged behind the best money market funds, offered by mutual fund companies and brokerage firms. Online banking is changing that dynamic, however, and now the best banks offer competitive rates on savings accounts.

The virtue of most savings accounts is that you can earn some interest yet have penalty-free access to your money. The investment won’t fluctuate in value the way a bond will, and you don’t have early-withdrawal penalties, as you do with a certificate of deposit (CD).

The yield on bank savings accounts is generally pretty crummy. That’s why your friendly neighborhood banker will be quick to suggest a CD as a higher-yielding investment alternative to a bank savings account. He or she may tout the fact that unlike a bond (discussed in Book 4
 ), a CD doesn’t have fluctuating principal value. CDs also give you the peace of mind afforded by the government’s FDIC insurance program.

CDs pay higher interest rates than savings accounts because you commit to tie up your money for a period of time, such as 6 or 12 months, or 3 or 5 years. The bank pays you, say, 2 percent and then turns around and lends your money to others through credit cards, auto loans, and so on. The bank charges those borrowers an interest rate of 10 percent or more. Not a bad business!

[image: warning]
 Investors often use CDs by default without researching their pros and cons. Here are some drawbacks that your banker may neglect to mention:


	
Early-withdrawal penalties:
 When you tie up your money in a CD and later decide that you want it back before the CD matures, a hefty penalty (typically, about six months’ interest) is usually shaved from your return. With other lending investments, such as bonds and bond mutual funds, you can access your money without penalty and generally at little or no cost.


	
Mediocre yields:
 In addition to carrying penalties for early withdrawal, a CD yields less than a high-quality bond with a comparable maturity (such as two, five, or ten years). Often, the yield difference is 1 percent or more, especially if you don’t shop around and simply buy CDs from the local bank where you keep your checking account.

	
Only one tax flavor:
 High-tax-bracket investors who purchase CDs outside their retirement accounts should be aware of a final and perhaps fatal flaw of CDs: The interest on CDs is fully taxable at the federal and state levels. Bonds, by contrast, are available in tax-free (federal and/or state) versions, if you desire.



[image: tip]
 You can earn higher returns and have better access to your money when it’s in bonds than you can when it’s in CDs. Bonds make especially good sense when you’re in a higher tax bracket and would benefit from tax-free income in a nonretirement account. CDs may make sense when you know, for example, that you can invest your money for, say, two years, after which time you need the money for some purchase that you expect to make. Just make sure that you shop around to get the best interest rate from an FDIC-insured bank. If having that U.S. government insurance gives you peace of mind, consider investing in Treasury bonds, which tend to pay more interest than many CDs (see Book 4, Chapter 3
 ).




Feeling Secure with Your Bank

Putting your money in a bank may make you feel safe for a variety of reasons. For your parents and your grandparents, the first investing experience was likely at the neighborhood bank where they established checking and savings accounts.

Part of your comfort in keeping your money in a bank may stem from the fact that the bank is where your well-intentioned mom and dad may have first steered you financially. Also, at a local branch, often within a short distance of your home or office, you find vaults and security-monitoring cameras to protect your deposits.

Bank branches cost a lot of money to operate. Guess where that money comes from? From bank depositors and the customers of the banks’ various services, of course! These operating costs are one of the reasons the interest rates that banks pay often pale in comparison to some of the similarly secure alternatives discussed elsewhere in this book (such as in the second half of this chapter, where we discuss money market funds in detail as alternatives to bank savings accounts). This also explains why an online bank may be your best choice if you want to keep some of your money in a bank.



Evaluating any bank

Most folks know to look for a bank that participates in the U.S.-government-operated FDIC program (see the earlier “Understanding FDIC Bank Insurance
 ” section). Otherwise, if the bank fails, your money on deposit isn’t protected. FDIC covers your deposits up to a cool $250,000.

[image: warning]
 Some online banks can offer higher interest rates because they are based overseas and, therefore, are not participating in the FDIC program. (Banks must pay insurance premiums into the FDIC fund, which adds, of course, to a bank’s costs.) Another risk for you is that noncovered banks may take excessive risks with their business to be able to pay depositors higher interest rates.

When considering doing business with an online bank or a smaller bank you’ve not heard of, you should be especially careful to ensure that the bank is covered under FDIC. Don’t simply accept the bank’s word for it or the display of the FDIC logo in its offices or on its website.

[image: investigate]
 Check the FDIC’s website database of FDIC-insured institutions to see whether the bank you’re considering doing business with is covered. Search by going to the FDIC’s Bank Find page (

www2.fdic.gov/idasp/main.asp


 ). You can search by the name, city, state, or zip code of the bank. For insured banks, you can see the date when it became insured, its insurance certificate number, the main office location for the bank (and branches), its primary government regulator, and other links to detailed information about the bank. In the event that your bank claims FDIC coverage but doesn’t appear on the FDIC list, contact the FDIC at 877-275-3342.

In addition to ensuring that a bank is covered by FDIC, investigate the following:


	
What is the bank’s reputation for its services?
 This may not be easy to discern, but at a minimum, you should conduct an Internet search of the bank’s name along with the word complaints
 or problems
 and examine the results.

	
How accessible are customer-service people at the bank?
 Is a phone number provided on the bank’s website? How hard is it to reach a live person? Are the customer-service representatives you reach knowledgeable and service-oriented?

	
What are the process and options for getting your money out?
 This issue is a good one to discuss with the bank’s customer-service people.

	
What fees are charged for particular services?
 This information should be posted on the bank’s website in a section called something like Accounts Terms or Disclosures. Also, request and inspect the bank’s Truth in Savings Disclosure, which answers relevant account questions in a standardized format.






Protecting yourself when banking online

The attractions of banking online are pretty obvious. For starters, it can be enormously convenient to bank when you want on your computer. You don’t have to get to the bank before it closes. And thanks to their lower overhead, the best online banks are able to offer competitive interest rates and account terms to their customers.

You probably know from experience that conducting any type of transaction online is safe as long as you use some common sense and know who you’re doing business with before you go forward. That said, others who’ve gone before you have gotten ripped off, and you do need to protect yourself.

Take the following steps to protect yourself and your identity when conducting business online:


	Never access your bank accounts from a shared computer or on a shared network, such as the free access networks offered in hotel rooms and in other public or business facilities.

	Make certain that your computer has antivirus and firewall software that is updated periodically to keep up with the latest threats.

	Be aware of missed statements, which could indicate that your account has been taken over.

	Report unauthorized transactions to your bank or credit card company as soon as possible; otherwise, your bank may not stand behind the loss of funds.

	Use a complicated and unique password (including letters and numbers) for your online bank account.

	Log out immediately after completing your transactions on financial websites.






Defining Money Market Mutual Funds

Money market mutual funds began in 1971. They invested in the higher-yielding financial instruments that previously were accessible only to larger institutional investors with large sums to invest. Money market funds “democratized” these investments by selling shares to investors with relatively small amounts to invest. By pooling the money of thousands of investors, and after charging a reasonable fee to cover their operational expenses and make a profit, money market funds were able to offer investors a better yield than typical bank accounts.


Money market funds are unique among mutual fund company offerings because they don’t fluctuate in value and maintain a fixed $1-per-share price. As with a bank savings account, your principal investment in a money market fund doesn’t change in value.

With a money market fund, your investment earns dividends. Dividends are much like the interest you receive from a bank savings account.


Making sense of the appeal of money market funds

The best money market mutual funds offer the following benefits over bank savings accounts:


	
Higher yields:
 Money market mutual funds generally yield more because they don’t have the higher costs that banks do from having branch offices all over. Banks can get away with paying lower yields because they know that many depositors believe that the Federal Deposit Insurance Corporation (FDIC) insurance that comes with a bank savings account makes it safer than a money market mutual fund. (For more on the safety of money funds compared with banks, see the next section, “Understanding the drawbacks of money market funds
 ”). Also, the FDIC insurance is an expense that banks ultimately pass on to their customers.

	
Tax-free flavors:
 If you’re in a high tax bracket, tax-free money market funds offer you something that bank accounts don’t. Bank accounts only pay interest that is fully taxable at both the federal and state levels. Money market funds can be state and federal tax-free (for folks in high tax brackets), just federal tax-free (for folks in a high federal tax bracket), or fully taxable.

	
Check writing:
 Another useful feature of money market mutual funds is the ability they provide you to write checks, free of charge, against your account. Most mutual fund companies require that the checks that you write be for larger amounts — typically $250 minimum. Some brokerage cash management accounts that include money funds (at firms like Charles Schwab, Fidelity, T.D. Ameritrade, and Vanguard) allow you to write checks for any amount. With these types of money market fund accounts, you can ditch your bank completely because such accounts often come with debit cards that you can use at bank ATMs for a nominal fee. (Some brokerage firms levy service fees if you don’t have enough assets with them or don’t have regular monthly electronic transfers, such as direct deposit of your paycheck.)






Understanding the drawbacks of money market funds

The best money market mutual funds have higher yields, tax-free alternatives, and check writing — features not offered by bank savings accounts. But you need to know about one difference between bank accounts and money market mutual funds: Money funds aren’t insured (except for a one-year period during the 2008–2009 financial crisis).

Bank accounts come with FDIC insurance that protects your deposited money up to $250,000 (see the “Understanding FDIC Bank Insurance
 ” section earlier in this chapter). So if a bank fails because it lends too much money to people and companies that go bankrupt or abscond with the funds, you should get your money back from the FDIC.

[image: remember]
 The lack of FDIC insurance on a money fund shouldn’t trouble you, however. Mutual fund companies can’t fail because they have a dollar invested in securities for every dollar that you deposit in their money funds. By contrast, banks are required to have available just a portion — about 10 cents for every dollar that you hand over to them.

Cases have occurred in which money market funds bought some bad investments. However, in all cases involving funds taking in money from retail investors like us, the money funds always kept their $1-per-share price.

[image: tip]
 If you’re concerned about the lack of FDIC insurance on a money market fund, stick with bigger mutual fund companies. They have the financial wherewithal and the biggest incentive to save a foundering money fund. Fortunately, the bigger fund companies have the best money funds anyway.




Understanding Money Market Fund Holdings

Money market funds are a safe, higher-yielding alternative to bank accounts. Under Securities and Exchange Commission regulations, money market funds can invest only in the highest-credit-rated securities, and their investments must have an average maturity of less than 60 days. The short-term nature of these securities effectively eliminates the risk of money market funds being sensitive to changes in interest rates (a concern with bonds, which are covered in Book 4
 ).


The securities that money market funds buy and hold are extremely safe. General-purpose money market funds invest in government-backed securities, bank certificates of deposit, and short-term corporate debt that the largest and most creditworthy companies and the U.S. government issue.



Protecting and Accessing Your Money in Money Funds

A potentially big psychological impediment to some folks using money funds is that they must deal with money funds online, by phone, and through the mail. That creates some worries, like whether one of your checks may be lost or stolen and how accessible your money will be for you, but protecting and accessing your money isn’t as challenging as it may seem.


Protecting your money

Checks received and sent from a money market fund are just as safe as those received and sent from any other type of account. No one can legally cash a check made payable to you. Don’t mistakenly think that going to your local bank in person is safer. Bank robberies happen all the time.

If you’re really concerned about the mail, use a fund company or discount broker with branch offices reasonably close to your home or office. We don’t recommend spending the extra money and time required to send your check by way of registered or certified mail. You know if your check got there when you get the statement from the fund company processing the deposit.

In those rare cases where a check does get lost, remember that checks can be reissued. And when you’re depositing a check made payable to you, be sure to endorse the check with the notation “For deposit only” along with your account number under your signature. Increasing numbers of banks and credit unions are offering the ability to deposit your checks electronically after you take a picture of it with your smartphone.



Accessing your money

With most money market mutual funds, you will likely be sending your money to a company out of state, so it may seem to you that you won’t be able to access these funds efficiently if you need to. However, you can efficiently tap your money 
 market fund in a variety of ways. You can use the following methods at most fund companies:


	
Check writing:
 The simplest way to access your money market fund is to write a check. Suppose that you have an unexpectedly large expense that you can’t afford to pay out of your bank checking account. Just write a check on your money market mutual fund.

	
Electronic transfers:
 Another handy way to access your money is to call the fund company and ask to have money sent electronically from your money market fund to your bank account, or vice versa. Such transactions can also usually be done on fund companies’ websites. Or you can have the fund company mail you a check for your desired amount from your money fund (although that obviously isn’t a “quick” way to get needed money). If you need money regularly sent from your money market fund to, say, your local bank checking account, you can set up an automatic withdrawal plan. On a designated day of the month, your money market fund electronically sends money to your checking account.

	
Debit cards:
 Brokerage account money funds that offer debit cards allow access to your money through bank ATMs. Just find out first what fees you may have to pay for using particular ATM networks.



[image: remember]
 Unlike when you visit a bank, you can’t simply drop by the branch office of a mutual fund company (even if it happens to be nearby) and withdraw funds from your account. Money market fund companies don’t keep money in branch offices because they’re not banks. However, you can establish the preceding account features, if you didn’t set them up when you originally set up your account, by mailing in a form or by visiting the fund’s branch office.




Using Money Market Funds in Your Investment Plan

The best money market funds enable you to substitute for a bank savings account while offering comparable safety to a bank, but with a better yield. Money market funds are well suited for some of the following purposes:


	
Rainy-day/emergency reserve:
 Because you don’t know what the future holds, you’re wise to prepare for the unexpected, such as job loss, the desire to take some extra time when changing jobs, unexpected healthcare bills, or a leaky roof on your home. Three to six months’ worth of living expenses is a 
 good emergency reserve target for most people. (See Book 2, Chapter 1
 for more on rainy-day funds and Book 2, Chapter 3
 for tips on emergency reserves.)

	
Short-term savings goals:
 If you’re saving money for a big-ticket item that you hope to purchase within the next couple of years — whether it’s a high-def television, a car, or a down payment on a home — a money market fund is a sensible place to save the money. With a short time horizon, you can’t afford to expose your money to the gyrations of stocks or longer-term bonds. A money market fund offers a safe haven for your principal and some positive return.

	
A parking spot for money awaiting investment:
 Suppose you have a chunk of money that you want to invest for longer-term purposes, but you don’t want to invest it all at once for fear that you may buy into stocks and bonds just before a big drop. A money market fund can be a friendly home to the money awaiting investment as you gradually move it into your chosen investment. (We explain this technique, known as dollar cost averaging, in Book 2, Chapter 3
 .)

	
Personal checking accounts:
 You can use money market funds with no restrictions on check writing for household checking purposes. Some discount brokerage services that offer accounts with a check-writing option downplay the fact that an investor is allowed to write an unlimited number of checks in any amounts on his or her account. You can leave your bank altogether; some money funds even come with debit cards that you can use at bank ATMs for a nominal fee.

	
Business accounts:
 You can also open a money market fund for your business. You can use this account for depositing checks received from customers and holding excess funds, as well as for paying bills by means of the check-writing feature. Some money funds allow checks to be written for any amount, and such accounts can completely replace a bank checking account.





Understanding Traits of Leading Money Funds

When looking for an outstanding money market fund, look for these attributes:


	
Low expenses:
 Select a money market fund that does a good job of controlling its expenses. The operating expenses that the fund deducts before 
 payment of dividends are the biggest determinant of yield. All other things being equal (which they usually are with different money market funds), lower operating expenses translate into higher yields for you. Within a given category of money market funds (general, Treasury, municipal, and so on), fund managers invest in the same basic securities. The market for these securities is pretty darn efficient, so “superstar” money market fund managers may eke out an extra 0.1 percent per year in yield, but not much more. Lower expenses don’t mean that a fund company cuts corners or provides poor service. By attracting more money to manage, larger funds are able to manage money for a lower expense percentage.

	
Tax appropriate for your situation:
 With money market funds, all your return comes from dividends. What you actually get to keep of these returns is what’s left over after the federal and state governments take their cut of your investment income. If you invest money that’s held outside a retirement account, and you’re in a high tax bracket, you may come out ahead if you invest in tax-free money market funds. (Tax-free
 refers to the taxability of the dividends that the fund pays. You don’t get a tax deduction for money that you put into the fund as you do with certain retirement accounts.) If you’re in a high-tax state, a state money market fund — if a good one exists for your state — may be a sound move.

	
Other attractive fund offerings:
 Consider what other investing you plan to do at the fund company where you establish a money market fund. Suppose that you decide to make mutual fund investments in stocks and bonds at a specific fund company. In that case, keeping a money market fund at a different firm that offers a slightly higher yield may not be worth the time and administrative hassle, especially if you don’t plan on holding much cash in your money market fund.

	
Associated services:
 Good money market funds offer other useful services, such as free check writing, telephone exchange and redemptions, and automated electronic exchange services with your bank account.



Most mutual fund companies don’t have many local branch offices. Generally, this fact helps fund companies keep their expenses low so they can pay you greater money market fund yields.

You may open and maintain your mutual fund account via the fund’s toll-free phone lines, the mail, or the company’s website. You don’t really get much benefit from selecting a fund company with an office in your area (although you may feel some peace of mind).
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Chapter 1

Gathering Information on Stocks



 
IN THIS CHAPTER
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 Using stock exchanges to get investment information
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 Applying accounting and economic know-how to your investments
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 Keeping abreast of financial news
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 Deciphering stock tables
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 Understanding dividend dates
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 Recognizing good (and bad) investing advice




Knowledge and information are two critical success factors in stock investing. (Isn’t that true about most things in life?) People who plunge headlong into stocks without sufficient knowledge of the stock market in general, and current information in particular, quickly learn the lesson of the eager diver who didn’t find out ahead of time that the pool was only an inch deep (ouch!). In their haste to avoid missing so-called golden investment opportunities, investors too often end up losing money.

[image: remember]
 Opportunities to make
 money in the stock market will always be there, no matter how well or how poorly the economy and the market are performing in general. There’s no such thing as a single (and fleeting) magical moment, so don’t feel that if you let an opportunity pass you by, you’ll always regret that you missed your one big chance.

For the best approach to stock investing, build your knowledge and find quality information first so you can make your fortunes more assuredly. Before you buy, you need to know that the company you’re investing in is the following: 



	Financially sound and growing

	Offering products and/or services that are in demand by consumers

	In a strong and growing industry (and general economy)



Where do you start, and what kind of information do you want to acquire? Keep reading.



Looking to Stock Exchanges for Answers

Before you invest in stocks, you need to be completely familiar with the basics of stock investing. At its most fundamental, stock investing is about using your money to buy a piece of a company that will give you value in the form of appreciation or income (or both). Fortunately, many resources are available to help you find out about stock investing. Some of our favorite places are the stock exchanges themselves.


Stock exchanges
 are organized marketplaces for the buying and selling of stocks (and other securities). The New York Stock Exchange (NYSE; also referred to as the Big Board
 ), the premier stock exchange, provides a framework for stock buyers and sellers to make their transactions. The NYSE makes money not only from a cut of every transaction but also from fees (such as listing fees) charged to companies and brokers that are members of its exchanges. In 2007, the NYSE merged with Euronext, a major European exchange, but no material differences exist for stock investors. In 2009, the American Stock Exchange (Amex) was taken over by (and completely merged into) the NYSE. The new name is NYSE Amex.

The main exchanges for most stock investors are the NYSE and NASDAQ. Technically, NASDAQ isn’t an exchange, but it’s a formal market that effectively acts as an exchange. Because the NYSE and NASDAQ benefit from increased popularity of stock investing and continued demand for stocks, they offer lots of free (or low-cost) resources and information for stock investors. Go to their websites to find useful resources such as the following:


	Tutorials on how to invest in stocks, common investment strategies, and so on

	Glossaries and free information to help you understand the language, practice, and purpose of stock investing

	A wealth of news, press releases, financial data, and other information about companies listed on the exchange or market, usually accessed through an on-site search engine


	Industry analysis and news

	Stock quotes and other market information related to the daily market movements of stocks, including data such as volume, new highs, new lows, and so on

	Free tracking of your stock selections (you can input a sample portfolio or the stocks you’re following to see how well you’re doing)



[image: tip]
 What each exchange/market offers keeps changing and is often updated, so explore them periodically at their respective websites:


	New York Stock Exchange: 

www.nyse.com




	NASDAQ: 

www.nasdaq.com








Grasping the Basics of Accounting and Economics

Stocks represent ownership in companies. Before you buy individual stocks, you want to understand the companies whose stock you’re considering and find out about their operations. It may sound like a daunting task, but you’ll digest the information more easily when you realize that companies work very similarly to the way you work. They make decisions on a daily basis just as you do.

Think about how you grow and prosper as an individual or as a family, and you see the same issues with businesses and how they grow and prosper. Low earnings and high debt are examples of financial difficulties that can affect both people and companies. You can better understand companies’ finances by taking the time to pick up some information in two basic disciplines: accounting and economics. These two disciplines, which we discuss in the following sections, play a significant role in understanding the performance of a firm’s stock.


Accounting for taste and a whole lot more

[image: remember]
 Accounting. Ugh! But face it: Accounting is the language of business, and believe it or not, you’re already familiar with the most important accounting concepts! Just look at the following three essential principles:


	

Assets minus liabilities equals net worth.
 In other words, take what you own (your assets
 ), subtract what you owe (your liabilities
 ), and the rest is yours (your net worth
 )! Your own personal finances work the same way as Microsoft’s (except yours have fewer zeros at the end).


A company’s balance sheet
 shows you its net worth at a specific point in time (such as December 31). The net worth of a company is the bottom line of its asset and liability picture, and it gives you a gauge as to its solvency
 (whether it has the ability to pay its debts without going out of business). The net worth of a successful company grows regularly. To see whether your company is successful, compare its net worth with the net worth from the same point a year earlier. A firm that has a $4 million net worth on December 31, 2015, and a $5 million net worth on December 31, 2016, is doing well; its net worth has gone up 25 percent ($1 million) in one year.



	

Income minus expenses equals net income.
 In other words, take what you make (your income
 ), subtract what you spend (your expenses
 ), and the remainder is your net income
 (or net profit
 or net earnings
 ) — your gain.

A company’s profitability is the whole point of investing in its stock. As it profits, the business becomes more valuable, and in turn, its stock price becomes more valuable. To discover a firm’s net income, look at its income statement. Try to determine whether the company uses its gains wisely, either by reinvesting them for continued growth or by paying down debt.



	

Do a comparative financial analysis.
 That’s a mouthful, but it’s just a fancy way of saying how a company is doing now compared with something else (like a prior period or a similar company).

If you know that the company you’re looking at had a net income of $50,000 for the year, you may ask, “Is that good or bad?” Obviously, making a net profit is good, but you also need to know whether it’s good compared to something else. If the company had a net profit of $40,000 the year before, you know that the company’s profitability is improving. But if a similar company had a net profit of $100,000 the year before and in the current year is making $50,000, then you may want to either avoid the company making the lesser profit or see what (if anything) went wrong with the company making less.





Accounting can be this simple. If you understand these three basic points, you’re ahead of the curve (in stock investing as well as in your personal finances).



Understanding how economics affects stocks

Economics. Double ugh! No, you aren’t required to understand “the inelasticity of demand aggregates” (thank heavens!) or “marginal utility” (say what?). But a working knowledge of basic economics is crucial (and we mean crucial) to your success and proficiency as a stock investor. The stock market and the economy are joined at the hip. The good (or bad) things that happen to one have a direct effect on the other. The following sections give you the lowdown.



Getting the hang of the basic concepts
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 Alas, many investors get lost on basic economic concepts (as do some so-called experts that you see on TV). Understanding basic economics helps you filter the financial news to separate relevant information from the irrelevant in order to make better investment decisions. Be aware of these important economic concepts:


	
Supply and demand:
 How can anyone possibly think about economics without thinking of the ageless concept of supply and demand? Supply and demand
 can be simply stated as the relationship between what’s available (the supply) and what people want and are willing to pay for (the demand). This equation is the main engine of economic activity and is extremely important for your stock investing analysis and decision-making process. Do you really want to buy stock in a company that makes elephant-foot umbrella stands if you find out that the company has an oversupply and nobody wants to buy them?

	

Cause and effect:
 If you pick up a prominent news report and read, “Companies in the table industry are expecting plummeting sales,” do you rush out and invest in companies that sell chairs or manufacture tablecloths? Considering cause and effect is an exercise in logical thinking, and logic is a major component of sound economic thought.

When you read business news, play it out in your mind. What good (or bad) can logically be expected given a certain event or situation? If you’re looking for an effect (“I want a stock price that keeps increasing”), you also want to understand the cause. Here are some typical events that can cause a stock’s price to rise:


	
Positive news reports about a company:
 The news may report that the company is enjoying success with increased sales or a new product.

	
Positive news reports about a company’s industry:
 The media may be highlighting that the industry is poised to do well.

	
Positive news reports about a company’s customers:
 Maybe your company is in industry A, but its customers are in industry B. If you see good news about industry B, that may be good news for your stock.

	
Negative news reports about a company’s competitors:
 If the competitors are in trouble, their customers may seek alternatives to buy from, including your company.





	
Economic effects from government actions:
 Political and governmental actions have economic consequences. As a matter of fact, nothing (and we mean nothing!) has a greater effect on investing and economics than government. Government actions usually manifest themselves as taxes, laws, or regulations. They also can take on a more ominous appearance, such as war or the threat of war. Government can willfully (or accidentally) cause a company to go bankrupt, disrupt an entire industry, or even cause a depression. Government controls the money supply, credit, and all public securities markets.






Gaining insight from past mistakes

Because most investors ignored some basic observations about economics in the late 1990s, they subsequently lost trillions in their stock portfolios during 2000–2002. During 2000–2008, the United States experienced the greatest expansion of total debt in history, coupled with a record expansion of the money supply. The Federal Reserve
 (or the Fed
 ), the U.S. government’s central bank, controls both. This growth of debt and money supply resulted in more consumer (and corporate) borrowing, spending, and investing. The debt and spending that hyperstimulated the stock market during the late 1990s (stocks rose 25 percent per year for five straight years during that time period) came back with a vengeance afterwards. When the stock market bubble popped during 2000–2002, it was soon replaced with the housing bubble, which popped during 2005–2006.

Of course, you should always be happy to earn 25 percent per year with your investments, but such a return can’t be sustained and encourages speculation. This artificial stimulation by the Fed resulted in the following:


	More and more people depleted their savings. After all, why settle for less than 1 percent in the bank when you can get so much more in the stock market?

	More and more people bought on credit (such as auto loans, brokerage margin loans, and so on). If the economy is booming, why not buy now and pay later? Consumer credit hit record highs.

	More and more people borrowed against their homes. Why not borrow and get rich now? “I can pay off my debt later” was at the forefront of these folks’ minds at the time.

	More and more companies sold more goods as consumers took more vacations and bought SUVs, electronics, and more. Companies then borrowed to finance expansion, open new stores, and so on.

	More and more companies went public and offered stock to take advantage of the increase in money that was flowing to the markets from banks and other financial institutions.



In the end, spending started to slow down because consumers and businesses became too indebted. This slowdown in turn caused the sales of goods and services to taper off. Companies were left with too much overhead, capacity, and debt because they had expanded too eagerly. At this point, businesses were caught in a financial bind. Too much debt and too many expenses in a slowing economy mean one thing: Profits shrink or disappear. To stay in business, companies had to do the logical thing — cut expenses. What’s usually the biggest expense for companies? People! Many companies started laying off employees. As a result, consumer 
 spending dropped further because more people were either laid off or had second thoughts about their own job security.

Because people had little in the way of savings and too much in the way of debt, they had to sell their stock to pay their bills. This trend was a major reason that stocks started to fall in 2000. Earnings started to drop because of shrinking sales from a sputtering economy. As earnings fell, stock prices also fell.
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 The lessons from the 1990s and 2000s are important ones for investors today:


	Stocks are not a replacement for savings accounts. Always have some money in the bank.

	Stocks should never occupy 100 percent of your investment funds.

	When anyone (including an expert) tells you that the economy will keep growing indefinitely, be skeptical and read diverse sources of information.

	If stocks do well in your portfolio, consider protecting your stocks (both your original investment and any gains) with stop-loss orders.

	Keep debt and expenses to a minimum.

	If the economy is booming, a decline is sure to follow as the ebb and flow of the economy’s business cycle continues.






KNOW THYSELF BEFORE YOU INVEST IN STOCKS


If you’re reading this book, you’re probably doing so because you want to become a successful investor. Granted, to be a successful investor, you have to select great stocks, but having a realistic understanding of your own financial situation and goals is equally important. One of the authors knew an investor who lost $10,000 in a speculative stock. The loss wasn’t that bad because he had most of his money safely tucked away elsewhere. He also understood that his overall financial situation was secure and that the money he lost was “play” money — the loss wouldn’t have a drastic effect on his life. But many investors often lose even more money, and the loss does have a major, negative effect on their lives. You may not be like the investor who can afford to lose $10,000. Take time to understand yourself, your own financial picture, and your personal investment goals before you decide to buy stocks. See Book 2, Chapter 1
 for guidance.








Staying on Top of Financial News

Reading the financial news can help you decide where or where not to invest. Many newspapers, magazines, and websites offer great coverage of the financial world. Obviously, the more informed you are, the better, but you don’t have to read everything that’s written. The information explosion in recent years has gone beyond overload, and you can easily spend so much time reading that you have little time left for investing. In the following sections, we describe the types of information you need to get from the financial news.

Check out the following resources as a starting point for gathering financial news:


	The most obvious publications of interest to stock investors are The Wall Street Journal
 (

www.wsj.com


 ) and Investor’s Business Daily
 (

www.investors.com


 ). These excellent publications report the news and stock data as of the prior trading day.

	Some of the more obvious websites are MarketWatch (

www.marketwatch.com


 ), Yahoo! Finance (

http://finance.yahoo.com


 ), Bloomberg (

www.bloomberg.com


 ), and Investing.com (

www.investing.com


 ). These websites can give you news and stock data within minutes after an event occurs.

	Don’t forget the exchanges’ websites listed in the earlier section “Looking to Stock Exchanges for Answers
 .”




Figuring out what a company’s up to

Before you invest, you need to know what’s going on with the company. When you read about the company, either from the firm’s literature (its annual report, for example) or from media sources, be sure to get answers to some pertinent questions:


	
Is the company making more net income than it did last year?
 You want to invest in a company that’s growing.

	
Are the company’s sales greater than they were the year before?
 Keep in mind that you won’t make money if the company isn’t making money.

	
Is the company issuing press releases on new products, services, inventions, or business deals?
 All these achievements indicate a strong, vital company.



Knowing how the company is doing, no matter what’s happening with the general economy, is obviously important.




Discovering what’s new with an industry

As you consider investing in a stock, make a point of knowing what’s going on in that company’s industry. If the industry is doing well, your stock is likely to do well, too. But then again, the reverse is also true.

Yes, we’ve seen investors pick successful stocks in a failing industry, but those cases are exceptional. By and large, it’s easier to succeed with a stock when the entire industry is doing well. As you’re watching the news, reading the financial pages, or viewing financial websites, check out the industry to ensure that it’s strong and dynamic.



Knowing what’s happening with the economy

No matter how well or how poorly the overall economy is performing, you want to stay informed about its general progress. It’s easier for the value of stock to keep going up when the economy is stable or growing. The reverse is also true: If the economy is contracting or declining, the stock has a tougher time keeping its value. Some basic items to keep tabs on include the following:


	
Gross domestic product (GDP):
 The GDP is roughly the total value of output for a particular nation, measured in the dollar amount of goods and services. It’s reported quarterly, and a rising GDP bodes well for your stock. When the GDP is rising 3 percent or more on an annual basis, that’s solid growth. If it rises but is less than 3 percent, that’s generally considered less than stellar (or mediocre). A GDP under zero (a negative number) means that the economy is shrinking (heading into recession).

	
The index of leading economic indicators (LEI):
 The LEI is a snapshot of a set of economic statistics covering activity that precedes what’s happening in the economy. Each statistic helps you understand the economy in much the same way that barometers (and windows!) help you understand what’s happening with the weather. Economists don’t just look at an individual statistic; they look at a set of statistics to get a more complete picture of what’s happening with the economy.





Seeing what politicians and government bureaucrats are doing

Being informed about what public officials are doing is vital to your success as a stock investor. Because federal, state, and local governments pass literally 
 thousands of laws, rules, and regulations every year, monitoring the political landscape is critical to your success. The news media report what the president and Congress are doing, so always ask yourself, “How does a new law, tax, or regulation affect my stock investment?”
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 You can find laws being proposed or enacted by the federal government at 

www.congress.gov


 . Also, some great organizations, such as the National Taxpayers Union (

www.ntu.org


 ), inform the public about tax laws and their impact.



Checking for trends in society, culture, and entertainment

As odd as it sounds, trends in society, popular culture, and entertainment affect your investments, directly or indirectly. For example, a headline such as “The Graying of America — More People Than Ever Before Will Be Senior Citizens” gives you some important information that can make or break your stock portfolio. With that particular headline, you know that as more and more people age, companies that are well positioned to cater to that growing market’s wants and needs will do well — meaning a successful stock for you.

Keep your eyes open to emerging trends in society at large by reading and viewing the media that cover such matters (Time
 magazine, CNN, Fox News, and so on). What trends are evident now? Can you anticipate the wants and needs of tomorrow’s society? Being alert, staying a step ahead of the public, and choosing stocks appropriately gives you a profitable edge over other investors. If you own stock in a solid company with growing sales and earnings, other investors eventually notice. As more investors buy your company’s stock, you’re rewarded as the stock price increases.




Reading (And Understanding) Stock Tables

The stock tables in major business publications such as The Wall Street Journal
 and Investor’s Business Daily
 are loaded with information that can help you become a savvy investor — if
 you know how to interpret them. You need the information in the stock tables for more than selecting promising investment opportunities. You also need to consult the tables after you invest to monitor how your stocks are doing.

Looking at the stock tables without knowing what you’re looking for or why you’re looking is the equivalent of reading War and Peace
 backward through a kaleidoscope — nothing makes sense. But we can help you make sense of it all 
 (well, at least the stock tables!). Table 1-1
 shows a sample stock table. Each item gives you some clues about the current state of affairs for that particular company. The sections that follow describe each column to help you understand what you’re looking at.




TABLE 1-1
 A Sample Stock Table





	

52-Wk High



	

52-Wk Low



	

Name (Symbol)



	

Div



	

Vol



	

Yld



	

P/E



	

Day Last



	

Net Chg








	
21.50


	
8.00


	
SkyHighCorp (SHC)


	


	
3,143


	


	
76


	
21.25


	
+0.25





	
47.00


	
31.75


	
LowDownInc (LDI)


	
2.35


	
2,735


	
5.9


	
18


	
41.00


	
–0.50





	
25.00


	
21.00


	
ValueNowInc (VNI)


	
1.00


	
1,894


	
4.5


	
12


	
22.00


	
+0.10





	
83.00


	
33.00


	
DoinBadlyCorp (DBC)


	


	
7,601


	


	


	
33.50


	
–0.75
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 Every newspaper’s financial tables are a little different, but they give you basically the same information. Updated daily, these tables aren’t the place to start your search for a good stock; they’re usually where your search ends. The stock tables are the place to look when you own a stock or know what you want to buy and you’re just checking to see the most recent price.

If you just can’t wait to know how a stock performed over the last few hours, you can go online to find up-to-date data. Check out Book 6, Chapter 2
 for financial websites we recommend that will keep you abreast of the market’s ups and downs.


52-week high

The column in Table 1-1
 labeled “52-Wk High” gives you the highest price that particular stock has reached in the most recent 52-week period. Knowing this price lets you gauge where the stock is now versus where it has been recently. SkyHighCorp’s (SHC) stock has been as high as $21.50, whereas its last (most recent) price is $21.25, the number listed in the “Day Last” column. (Flip to the later section “Day last
 ” for more on understanding this information.) SkyHighCorp’s stock is trading very high right now because it’s hovering right near its overall 52-week high figure.

Now, take a look at DoinBadlyCorp’s (DBC) stock price. It seems to have tumbled big time. Its stock price has had a high in the past 52 weeks of $83, but it’s currently trading at $33.50. Something just doesn’t seem right here. During the past 52 weeks, DBC’s stock price has fallen dramatically. If you’re thinking about investing in DBC, find out why the stock price has fallen. If the company is strong, it may be a good opportunity to buy stock at a lower price. If the company is having tough times, avoid it. In any case, research the firm and find out why its stock has declined.




52-week low

The column labeled “52-Wk Low” gives you the lowest price that particular stock reached in the most recent 52-week period. Again, this information is crucial to your ability to analyze stock over a period of time. Look at DBC in Table 1-1
 , and you can see that its current trading price of $33.50 in the “Day Last” column is close to its 52-week low of $33.
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 Keep in mind that the high and low prices just give you a range of how far that particular stock’s price has moved within the past 52 weeks. They can alert you that a stock has problems or tell you that a stock’s price has fallen enough to make it a bargain. Simply reading the “52-Wk High” and “52-Wk Low” columns isn’t enough to determine which of those two scenarios is happening. They basically tell you to get more information before you commit your money.



Name and symbol

The “Name (Symbol)” column is the simplest in Table 1-1
 . It tells you the company name (usually abbreviated) and the stock symbol assigned to the company.
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 When you have your eye on a stock for potential purchase, get familiar with its symbol. Knowing the symbol makes it easier for you to find your stock in the financial tables, which list stocks in alphabetical order by the company’s name (or symbol, depending on the source). Stock symbols are the language of stock investing, and you need to use them in all stock communications, from getting a stock quote at your broker’s office to buying stock over the Internet.



Dividend

Dividends (shown under the “Div” column in Table 1-1
 ) are basically payments to owners (stockholders). If a company pays a dividend, it’s shown in the dividend column. The amount you see is the annual dividend quoted for one share of that stock. If you look at LowDownInc (LDI) in Table 1-1
 , you can see that you get $2.35 as an annual dividend for each share of stock that you own. Companies usually pay the dividend in quarterly amounts. If you own 100 shares of LDI, the company pays you a quarterly dividend of $58.75 ($235 total per year). A healthy company strives to maintain or upgrade the dividend for stockholders from year to year. (We discuss additional dividend details later in this chapter.)

The dividend is very important to investors seeking income from their stock investments. For more about investing for income, see Book 3, Chapter 3
 . Investors buy stocks in companies that don’t pay dividends primarily for growth. For more information on growth stocks, see Book 3, Chapter 2
 .




Volume

Normally, when you hear the word “volume” on the news, it refers to how much stock is bought and sold for the entire market: “Stocks were very active today. Trading volume at the New York Stock Exchange hit 2 billion shares.” Volume is certainly important to watch because the stocks that you’re investing in are somewhere in that activity. For the “Vol” column in Table 1-1
 , though, the volume refers to the individual stock.


Volume
 tells you how many shares of that particular stock were traded that day. If only 100 shares are traded in a day, then the trading volume is 100. SHC had 3,143 shares change hands on the trading day represented in Table 1-1
 . Is that good or bad? Neither, really. Usually the business news media mention volume for a particular stock only when it’s unusually large. If a stock normally has volume in the 5,000 to 10,000 range and all of a sudden has a trading volume of 87,000, then it’s time to sit up and take notice.
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 Keep in mind that a low trading volume for one stock may be a high trading volume for another stock. You can’t necessarily compare one stock’s volume against that of any other company. The large cap stocks like IBM or Microsoft typically have trading volumes in the millions of shares almost every day, whereas less active, smaller stocks may have average trading volumes in far, far smaller numbers.

The main point to remember is that trading volume that is far in excess of that stock’s normal range is a sign that something is going on with that stock. It may be negative or positive, but something newsworthy is happening with that company. If the news is positive, the increased volume is a result of more people buying the stock. If the news is negative, the increased volume is probably a result of more people selling the stock. What are typical events that cause increased trading volume? Some positive reasons include the following:


	
Good earnings reports:
 The company announces good (or better-than-expected) earnings.

	
A new business deal:
 The firm announces a favorable business deal, such as a joint venture, or lands a big client.

	
A new product or service:
 The company’s research and development department creates a potentially profitable new product.

	
Indirect benefits:
 The business may benefit from a new development in the economy or from a new law passed by Congress.




Some negative reasons for an unusually large fluctuation in trading volume for a particular stock include the following:


	
Bad earnings reports:
 Profit is the lifeblood of a company. When its profits fall or disappear, you see more volume.

	
Governmental problems:
 The stock is being targeted by government action, such as a lawsuit or a Securities and Exchange Commission (SEC) probe.

	
Liability issues:
 The media report that the company has a defective product or similar problem.

	
Financial problems:
 Independent analysts report that the company’s financial health is deteriorating.



[image: remember]
 Check out what’s happening when you hear about heavier-than-usual volume (especially if you already own the stock).



Yield

In general, yield is a return on the money you invest. However, in the stock tables, yield
 (“Yld” in Table 1-1
 ) is a reference to what percentage that particular dividend is of the stock price. Yield is most important to income investors. It’s calculated by dividing the annual dividend by the current stock price. In Table 1-1
 , you can see that the yield du jour of ValueNowInc (VNI) is 4.5 percent (a dividend of $1 divided by the company’s stock price of $22). Notice that many companies report no yield; because they have no dividends, their yield is zero.
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 Keep in mind that the yield reported on the financial sites changes daily as the stock price changes. Yield is always reported as if you’re buying the stock that day. If you buy VNI on the day represented in Table 1-1
 , your yield is 4.5 percent. But what if VNI’s stock price rises to $30 the following day? Investors who buy stock at $30 per share obtain a yield of just 3.3 percent (the dividend of $1 divided by the new stock price, $30). Of course, because you bought the stock at $22, you essentially locked in the prior yield of 4.5 percent. Lucky you. Pat yourself on the back.



P/E

[image: remember]
 The P/E ratio
 is the ratio between the price of a stock and the company’s earnings. P/E ratios are widely followed and are important barometers of value in the world of stock investing. The P/E ratio (also called the earnings multiple
 or just multiple
 ) is frequently used to determine whether a stock is expensive (a good value). Value investors find P/E ratios to be essential to analyzing a stock as a potential 
 investment. As a general rule, the P/E should be 10 to 20 for large cap or income stocks. For growth stocks, a P/E no greater than 30 to 40 is preferable.

In the P/E ratios reported in stock tables, price
 refers to the cost of a single share of stock. Earnings
 refers to the company’s reported earnings per share as of the most recent four quarters. The P/E ratio is the price divided by the earnings. In Table 1-1
 , VNI has a reported P/E of 12, which is considered a low P/E. Notice how SHC has a relatively high P/E (76). This stock is considered too pricey because you’re paying a price equivalent to 76 times earnings. Also notice that DBC has no available P/E ratio. Usually this lack of a P/E ratio indicates that the company reported a loss in the most recent four quarters.



Day last

The “Day Last” column tells you how trading ended for a particular stock on the day represented by the table. In Table 1-1
 , LDI ended the most recent day of trading at $41. Some newspapers report the high and low for that day in addition to the stock’s ending price for the day.



Net change

The information in the “Net Chg” column answers the question, “How did the stock price end today compared with its price at the end of the prior trading day?” Table 1-1
 shows that SHC stock ended the trading day up 25 cents (at $21.25). This column tells you that SHC ended the prior day at $21. VNI ended the day at $22 (up 10 cents), so you can tell that the prior trading day it ended at $21.90.




Using News about Dividends

Reading and understanding the news about dividends is essential if you’re an income investor
 (someone who invests in stocks as a means of generating regular income; see Book 3, Chapter 3
 for details). The following sections explain some basics you should know about dividends.

[image: tip]
 You can find news and information on dividends in newspapers such as The Wall Street Journal, Investor’s Business Daily,
 and Barron’s
 (you can find their websites online with your favorite search engine).



Looking at important dates

To understand how buying stocks that pay dividends can benefit you as an investor, you need to know how companies report and pay dividends. Some important dates in the life of a dividend are as follows:


	
Date of declaration:
 This is the date when a company reports a quarterly dividend and the subsequent payment dates. On January 15, for example, a company may report that it “is pleased to announce a quarterly dividend of 50 cents per share to shareholders of record as of February 10.” That was easy. The date of declaration is really just the announcement date. Whether you buy the stock before, on, or after the date of declaration doesn’t matter in regard to receiving the stock’s quarterly dividend. The date that matters is the date of record (see that bullet later in this list).

	
Date of execution:
 This is the day you initiate the stock transaction (buying or selling). If you call a broker (or contact her online) today to buy a particular stock, then today is the date of execution, or the date on which you execute the trade. You don’t own the stock on the date of execution; it’s just the day you put in the order. For an example, skip to the following section.

	
Closing date (settlement date):
 This is the date on which the trade is finalized, which usually happens three business days after the date of execution. The closing date for stock is similar in concept to a real estate closing. On the closing date, you’re officially the proud new owner (or happy seller) of the stock.

	
Ex-dividend date:
 Ex-dividend
 means without dividend.
 Because it takes two days to process a stock purchase before you become an official owner of the stock, you have to qualify (that is, you have to own or buy the stock) before
 the two-day period. That two-day period is referred to as the ex-dividend period. When you buy stock during this short time frame, you aren’t on the books of record, because the closing (or settlement) date falls after the date of record. See the next section to see the effect that the ex-dividend date can have on an investor.

	
Date of record:
 This is used to identify which stockholders qualify to receive the declared dividend. Because stock is bought and sold every day, how does the company know which investors to pay? The company establishes a cut-off date by declaring a date of record. All investors who are official stockholders as of the declared date of record receive the dividend on the payment date, even if they plan to sell the stock any time between the date of declaration and the date of record.

	
Payment date:
 The date on which a company issues and mails its dividend checks to shareholders. Finally!



For typical dividends, the events in Table 1-2
 happen four times per year.





TABLE 1-2
 The Life of the Quarterly Dividend





	

Event



	

Sample Date



	

Comments








	
Date of declaration


	
January 15


	
The date that the company declares the quarterly dividend





	
Ex-dividend date


	
February 8


	
Starts the two-day period during which, if you buy the stock, you don’t qualify for the dividend





	
Date of record


	
February 10


	
The date by which you must be on the books of record to qualify for the dividend





	
Payment date


	
February 27


	
The date that payment is made (a dividend check is issued and mailed to stockholders who were on the books of record as of February 10)










Understanding why certain dates matter
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 Two business days pass between the date of execution and the closing date. Two business days also pass between the ex-dividend date and the date of record. This information is important to know if you want to qualify to receive an upcoming dividend. Timing is important, and if you understand these dates, you know when to purchase stock and whether you qualify for a dividend.

As an example, say that you want to buy ValueNowInc (VNI) in time to qualify for the quarterly dividend of 25 cents per share. Assume that the date of record (the date by which you have to be an official owner of the stock) is February 10. You have to execute the trade (buy the stock) no later than February 8 to be assured of the dividend. If you execute the trade right on February 8, the closing date occurs two days later, on February 10 — just in time for the date of record.

But what if you execute the trade on February 9, a day later? Well, the trade’s closing date is February 11, which occurs after
 the date of record. Because you aren’t on the books as an official stockholder on the date of record, you aren’t getting that quarterly dividend. In this example, the February 8–10 period is called the ex-dividend period.
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 Fortunately, for those people who buy the stock during this brief ex-dividend period, the stock actually trades at a slightly lower price to reflect the amount of the dividend. If you can’t get the dividend, you may as well save on the stock purchase. How’s that for a silver lining?




Evaluating Investment Tips

Psssst. Have we got a stock tip for you! Come closer. You know what it is? Research! What we’re trying to tell you is to never automatically invest just because you get a hot tip from someone. Good investment selection means looking at several 
 sources before you decide on a stock. No shortcut exists. That said, getting opinions from others never hurts — just be sure to carefully analyze the information you get. Here are some important points to bear in mind as you evaluate tips and advice from others:


	

Consider the source.
 Frequently, people buy stock based on the views of some market strategist or market analyst. People may see an analyst being interviewed on a television financial show and take that person’s opinions and advice as valid and good. The danger here is that the analyst may be biased because of some relationship that isn’t disclosed on the show. Analysts are required to disclose conflicts of interest on business channels.

[image: warning]
 It happens on TV all too often. The show’s host interviews analyst U.R. Kiddingme from the investment firm Foollum & Sellum. The analyst says, “Implosion Corp. is a good buy with solid, long-term upside potential.” You later find out that the analyst’s employer gets investment banking fees from Implosion Corp. Do you really think that analyst would ever issue a negative report on a company that’s helping to pay the bills? It’s not likely.



	
Get multiple views.
 Don’t base your investment decisions on just one source unless you have the best reasons in the world for thinking that a particular, single source is outstanding and reliable. A better approach is to scour current issues of independent financial publications, such as Barron’s
 or Money
 magazine, and other publications and websites.

	

Gather data from the SEC.
 When you want to get more objective information about a company, why not take a look at the reports that firms must file with the SEC? These reports are the same reports that the pundits and financial reporters read. Arguably, the most valuable report you can look at is the 10K. The 10K is a report that all publicly traded companies must file with the SEC. It provides valuable information on the company’s operations and financial data for the most recent year, and it’s likely to be less biased than the information a company includes in other corporate reports, such as an annual report. The next most important document from the SEC is the 10Q, which gives the investor similar detailed information but for a single quarter.

[image: tip]
 To access 10K and 10Q reports, go to the SEC’s website (

www.sec.gov


 ). From there, you can find the SEC’s extensive database of public filings called EDGAR (Electronic Data Gathering, Analysis, and Retrieval system). By searching EDGAR, you can find companies’ balance sheets, income statements, and other related information so you can verify what others say and get a fuller picture of what a business is doing and what its financial condition is.







Chapter 2

Investing for Long-Term Growth



 
IN THIS CHAPTER

[image: check]
 Balancing growth and value


[image: check]
 Using strategies to select good growth stocks




What’s the number-one reason people invest in stocks? To grow their wealth (also referred to as capital appreciation
 ). Yes, some people invest for income (in the form of dividends), but that’s a different matter we discuss in Book 3, Chapter 3
 . Investors seeking growth would rather see the money that could have been distributed as dividends be reinvested in the company so (hopefully) a greater gain is achieved when the stock’s price rises or appreciates. People interested in growing their wealth see stocks as one of the convenient ways to do it. Growth stocks tend to be riskier than other categories of stocks, but they offer excellent long-term prospects for making the big bucks. If you don’t believe us, just ask Warren Buffett, Peter Lynch, and other successful long-term investors.

Although someone like Buffett is not considered a growth investor, his long-term, value-oriented approach has been a successful growth strategy. If you’re the type of investor who has enough time to let somewhat risky stocks trend upward or who has enough money that a loss won’t devastate you financially, then growth stocks are definitely for you. As they say, no guts, no glory. The challenge is to figure out which stocks make you richer quicker; we give you tips on how to do so in this chapter.
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 Short of starting your own business, stock investing is the best way to profit from a business venture. We want to emphasize that to make money in stocks consistently over the long haul, you must remember that you’re investing in a company;
 buying the stock is just a means for you to participate in the company’s success 
 (or failure). Why does it matter that you think of stock investing as buying a company
 versus buying a stock?
 Invest in a stock only if you’re just as excited about it as you would be if you were the CEO in charge of running the company. If you’re the sole owner of the company, do you act differently than one of a legion of obscure stockholders? Of course you do. As the firm’s owner, you have a greater interest in the company. You have a strong desire to know how the enterprise is doing. As you invest in stocks, make believe that you’re the owner, and take an active interest in the company’s products, services, sales, earnings, and so on. This attitude and discipline can enhance your goals as a stock investor. This approach is especially important if your investment goal is growth.



Becoming a Value-Oriented Growth Investor

A stock is considered a growth stock
 when it’s growing faster and higher than the overall stock market. Basically, a growth stock performs better than its peers in categories such as sales and earnings. Value stocks
 are stocks that are priced lower than the value of the company and its assets — you can identify a value stock by analyzing the company’s fundamentals and looking at key financial ratios, such as the price-to-earnings (P/E) ratio. Growth stocks tend to have better prospects for growth in the immediate future (from one to four years), but value stocks tend to have less risk and steadier growth over a longer term.

Over the years, a debate has quietly raged in the financial community about growth versus value investing. Some people believe that growth and value are mutually exclusive. They maintain that large numbers of people buying stock with growth as the expectation tend to drive up the stock price relative to the company’s current value. Growth investors, for example, aren’t put off by P/E ratios of 30, 40, or higher. Value investors, meanwhile, are too nervous to buy stocks at those P/E ratio levels.

However, you can
 have both. A value-oriented approach to growth investing serves you best. Long-term growth stock investors spend time analyzing the company’s fundamentals to make sure the company’s growth prospects lie on a solid foundation. But what if you have to choose between a growth stock and a value stock? Which do you choose? Seek value when you’re buying the stock and analyze the company’s prospects for growth. Growth includes but is not limited to the health and growth of the company’s specific industry, the economy at large, and the general political climate.
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 The bottom line is that growth is much easier to achieve when you seek solid, value-oriented companies in growing industries. It’s also worth emphasizing that time, patience, and discipline are key factors in your success — especially in the tumultuous and uncertain stock investing environment of the current time (2017–2018).

[image: technicalstuff]
 Value-oriented growth investing probably has the longest history of success compared to most stock-investing philosophies. The track record for those people who use value-oriented growth investing is enviable. Warren Buffett, Benjamin Graham, John Templeton, and Peter Lynch are a few of the more well-known practitioners. Each may have his own spin on the concepts, but all have successfully applied the basic principles of value-oriented growth investing over many years.



Choosing Growth Stocks with a Few Handy Tips

Although the information in the previous section can help you shrink your stock choices from thousands of stocks to maybe a few dozen or a few hundred (depending on how well the general stock market is doing), the purpose of this section is to help you cull the so-so growth stocks to unearth the go-go ones. It’s time to dig deeper for the biggest potential winners. Keep in mind that you probably won’t find a stock to satisfy all the criteria presented here. Just make sure your selection meets as many criteria as realistically possible. But hey, if you do find a stock that meets all the criteria cited, buy as much as you can!


For the record, the approach to choosing a winning growth stock that Paul Mladjenovic (who wrote this chapter) presents here is probably almost the reverse method of … uh … that screaming money guy on TV (we won’t mention his name!). People watch his show for “tips” on “hot stocks.” The frenetic host seems to do a rapid-fire treatment of stocks in general. You get the impression that he looks over thousands of stocks and says, “I like this one” and “I don’t like that one.” The viewer has to decide. Sheesh.

Here’s how Paul explains it: Verifiably, 80 to 90 percent of my stock picks are profitable. People ask me how I pick a winning stock. I tell them that I don’t just pick a stock and hope that it does well. In fact, my personal stock-picking research doesn’t even begin with stocks; I first look at the investing environment (politics, economics, demographics, and so on) and choose which industry will benefit. After I know which industry will prosper accordingly, then
 I start to analyze and choose my stock(s).


After I choose a stock, I wait. Patience is more than just a virtue; patience is to investing what time is to a seed that’s planted in fertile soil. The legendary Jesse Livermore said that he didn’t make his stock market fortunes by trading stocks; his fortunes were made “in the waiting.” Why?

When I tell you to have patience and a long-term perspective, it isn’t because I want you to wait years or decades for your stock portfolio to bear fruit. It’s because you’re waiting for a specific condition to occur: for the market to discover what you have! When you have a good stock in a good industry, it takes time for the market to discover it. When a stock has more buyers than sellers, it rises — it’s as simple as that. As time passes, more buyers find your stock. As the stock rises, it attracts more attention and therefore more buyers. The more time that passes, the better your stock looks to the investing public.
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 When you’re choosing growth stocks, you should consider investing in a company only if
 it makes a profit and if
 you understand how
 it makes that profit and from where
 it generates sales. Part of your research means looking at the industry and sector and economic trends in general.


Looking for leaders in megatrends

A strong company in a growing industry is a common recipe for success. If you look at the history of stock investing, this point comes up constantly. Investors need to be on the alert for megatrends because they help ensure success.

A megatrend
 is a major development that has huge implications for much (if not all) of society for a long time to come. Good examples are the advent of the Internet and the aging of America. Both of these trends offer significant challenges and opportunities for the economy. Take the Internet, for example. Its potential for economic application is still being developed. Millions are flocking to it for many reasons. And census data tells us that senior citizens (over 65) will be the fastest-growing segment of the U.S. population during the next 20 years.



Comparing a company’s growth to an industry’s growth

You have to measure the growth of a company against something to figure out whether its stock is a growth stock. Usually, you compare the growth of a company with growth from other companies in the same industry or with the stock market in general. In practical terms, when you measure the growth of a stock against the stock market, you’re actually comparing it against a generally accepted benchmark, such as the Dow Jones Industrial Average (DJIA) or the Standard & Poor’s 500 (S&P 500).
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 If a company’s earnings grow 15 percent per year over three years or more and the industry’s average growth rate over the same time frame is 10 percent, then the stock qualifies as a growth stock. You can easily calculate the earnings growth rate by comparing a company’s earnings in the current year to the preceding year and computing the difference as a percentage. For example, if a company’s earnings (on a per-share basis) were $1 last year and $1.10 this year, then earnings grew by 10 percent. Many analysts also look at a current quarter and compare the earnings to the same quarter from the preceding year to see whether earnings are growing.
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 A growth stock is called that not only because the company is growing but also because the company is performing well with some consistency. Having a single year where your earnings do well versus the S&P 500’s average doesn’t cut it. Growth must be consistently accomplished.



Considering a company with a strong niche

Companies that have established a strong niche are consistently profitable. Look for a company with one or more of the following characteristics:


	
A strong brand:
 Companies such as Coca-Cola and Microsoft come to mind. Yes, other companies out there can make soda or software, but a business needs a lot more than a similar product to topple companies that have established an almost irrevocable identity with the public.

	
High barriers to entry:
 United Parcel Service and Federal Express have set up tremendous distribution and delivery networks that competitors can’t easily duplicate. High barriers to entry offer an important edge to companies that are already established. Examples of high barriers include high capital requirements (needing lots of cash to start) or special technology that’s not easily produced or acquired.

	
Research and development (R&D):
 Companies such as Pfizer and Merck spend a lot of money researching and developing new pharmaceutical products. This investment becomes a new product with millions of consumers who become loyal purchasers, so the company’s going to grow. You can find out what companies spend on R&D by checking their financial statements and their annual reports.





Checking out a company’s fundamentals

When you hear the word fundamentals
 in the world of stock investing, it refers to the company’s financial condition and related data. When investors (especially value investors) do fundamental analysis,
 they look at the company’s fundamentals — its balance sheet, income statement, cash flow, and other operational data, along with 
 external factors such as the company’s market position, industry, and economic prospects. Essentially, the fundamentals indicate the company’s financial condition. Book 7
 goes into greater detail about analyzing a company’s financial condition. However, the main numbers you want to look at include the following:


	
Sales:
 Are the company’s sales this year surpassing last year’s? As a decent benchmark, you want to see sales at least 10 percent higher than last year. Although it may differ depending on the industry, 10 percent is a reasonable, general yardstick.

	
Earnings:
 Are earnings at least 10 percent higher than last year? Earnings should grow at the same rate as sales (or, hopefully, better).

	
Debt:
 Is the company’s total debt equal to or lower than the prior year? The death knell of many a company has been excessive debt.



A company’s financial condition has more factors than we mention here, but these numbers are the most important. We also realize that using the 10 percent figure may seem like an oversimplification, but you don’t need to complicate matters unnecessarily. We know someone’s computerized financial model may come out to 9.675 percent or maybe 11.07 percent, but keep it simple for now.



Evaluating a company’s management

A company’s management is crucial to its success. Before you buy stock in a company, you want to know that the company’s management is doing a great job. But how do you do that? If you call up a company and ask, it may not even return your phone call. How do you know whether management is running the company properly? The best way is to check the numbers. The following sections tell you the numbers you need to check. If the company’s management is running the business well, the ultimate result is a rising stock price.


Return on equity

[image: remember]
 Although you can measure how well management is doing in several ways, you can take a quick snapshot of a management team’s competence by checking the company’s return on equity (ROE). You calculate the ROE simply by dividing earnings by equity. The resulting percentage gives you a good idea whether the company is using its equity (or net assets) efficiently and profitably. Basically, the higher the percentage, the better, but you can consider the ROE solid if the percentage is 10 percent or higher. Keep in mind that not all industries have identical ROEs.

To find out a company’s earnings, check out its income statement. The income statement
 is a simple financial statement that expresses this equation: sales (or revenue) minus expenses equals net earnings (or net income or net profit). You can see an example of an income statement in Table 2-1
 .





TABLE 2-1
 Grobaby, Inc., Income Statement





	


	

2016 Income Statement



	

2017 Income Statement








	
Sales


	
$82,000


	
$90,000





	
Expenses


	
–$75,000


	
–$78,000





	
Net earnings


	
$7,000


	
$12,000








To find out a company’s equity, check out that company’s balance sheet. The balance sheet
 is a simple financial statement that illustrates this equation: total assets minus total liabilities equals net equity. For public stock companies, the net assets are called shareholders’ equity
 or simply equity.
 Table 2-2
 shows a balance sheet for Grobaby, Inc.




TABLE 2-2
 Grobaby, Inc., Balance Sheet





	


	

Balance Sheet for December 31, 2016



	

Balance Sheet for December 31, 2017








	
Total assets (TA)


	
$55,000


	
$65,000





	
Total liabilities (TL)


	
–$20,000


	
–$25,000





	
Equity (TA minus TL)


	
$35,000


	
$40,000









Table 2-1
 shows that Grobaby’s earnings went from $7,000 to $12,000. In Table 2-2
 , you can see that Grobaby increased the equity from $35,000 to $40,000 in one year. The ROE for the year 2016 is 20 percent ($7,000 in earnings divided by $35,000 in equity), which is a solid number. The following year, the ROE is 30 percent ($12,000 in earnings divided by $40,000 in equity), another solid number. A good minimum ROE is 10 percent, but 15 percent or more is preferred.



Equity and earnings growth

Two additional barometers of success are a company’s growth in earnings and growth of equity.


	Look at the growth in earnings in Table 2-1
 . The earnings grew from $7,000 (in 2016) to $12,000 (in 2017), a percentage increase of 71 percent ($12,000 minus $7,000 equals $5,000, and $5,000 divided by $7,000 is 71 percent), which is excellent. At a minimum, earnings growth should be equal to or better than the rate of inflation, but because that’s not always a reliable number, we like at least 10 percent.


	In Table 2-2
 , Grobaby’s equity grew by $5,000 (from $35,000 to $40,000), or 14.3 percent ($5,000 divided by $35,000), which is very good — management is doing good things here. We like to see equity increasing by 10 percent or more.





Insider buying
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 Watching management as it manages the business is important, but another indicator of how well the company is doing is to see whether management is buying stock in the company as well. If a company is poised for growth, who knows better than management? And if management is buying up the company’s stock en masse, that’s a great indicator of the stock’s potential.




Noticing who’s buying and/or recommending a company’s stock

You can invest in a great company and still see its stock go nowhere. Why? Because what makes the stock go up is demand — having more buyers than sellers of the stock. If you pick a stock for all the right reasons and the market notices the stock as well, that attention causes the stock price to climb. The things to watch for include the following:


	
Institutional buying:
 Are mutual funds and pension plans buying up the stock you’re looking at? If so, this type of buying power can exert tremendous upward pressure on the stock’s price. Some resources and publications track institutional buying and how that affects any particular stock. Frequently, when a mutual fund buys a stock, others soon follow. In spite of all the talk about independent research, a herd mentality still exists.

	
Analysts’ attention:
 Are analysts talking about the stock on the financial shows? As much as you should be skeptical about an analyst’s recommendation (given the stock market debacle of 2000–2002 and the market problems in 2008), it offers some positive reinforcement for your stock. Don’t ever buy a stock solely on the basis of an analyst’s recommendation. Just know that if you buy a stock based on your own research, and analysts subsequently rave about it, your stock price is likely to go up. A single recommendation by an influential analyst can be enough to send a stock skyward.

	
Newsletter recommendations:
 Independent researchers usually publish newsletters. If influential newsletters are touting your choice, that praise is also good for your stock. Although some great newsletters are out there and they offer information that’s as good as or better than that of some brokerage firms’ research departments, don’t base your investment decision on a single tip. However, seeing newsletters tout a stock that you’ve already chosen should make you feel good.


	
Consumer publications:
 No, you won’t find investment advice here. This one seems to come out of left field, but it’s a source that you should notice. Publications such as Consumer Reports
 regularly look at products and services and rate them for consumer satisfaction. If a company’s offerings are well received by consumers, that’s a strong positive for the company. This kind of attention ultimately has a positive effect on that company’s stock.





Making sure a company continues to do well

A company’s financial situation does change, and you, as a diligent investor, need to continue to look at the numbers for as long as the stock is in your portfolio. You may have chosen a great stock from a great company with great numbers in 2014, but chances are pretty good that the numbers have changed since then.
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 Great stocks don’t always stay that way. A great selection that you’re drawn to today may become tomorrow’s pariah. Information, both good and bad, moves like lightning. Keep an eye on your stock company’s numbers! To help minimize the downside risk, see the nearby sidebar “Protecting your downside
 ” for an example.



PROTECTING YOUR DOWNSIDE


Coauthor Paul admits he becomes a Johnny-one-note on one topic: trailing stops. Trailing stops
 are stop losses that you regularly manage with the stock you invest in. Paul usually advocates using them, especially if you’re new to the game of buying growth stocks. Trailing stops can help you, no matter how good or bad the economy is (or how good or bad the stock you’re investing in is).

Suppose you had invested in Enron, a classic example of a phenomenal growth stock that went bad. In 1999 and 2000, when its stock soared, investors were as happy as chocoholics at Hershey. Along with many investors who forgot that sound investing takes discipline and research, Enron investors thought, “Downside risk? What downside risk?”

Here’s an example of how a stop-loss order would have worked if you had invested in Enron. Suppose you had bought Enron in 2000 at $50 per share and put in a stop-loss order with your broker at $45. (Remember to make it a good-till-canceled,
 or GTC, order. If you do, the stop-loss order stays on indefinitely.) As a general rule, Paul recommends placing the stop-loss order at 10 percent below the market value. As the stock went up, you’d have kept the stop loss trailing upward like a tail. (Now you know why it’s called a “trailing” stop; it trails the stock’s price.) When Enron hit $70, your stop loss would have changed to, say, $63, and so on. At $84, your new stop loss would have been at $76. Then what?

When Enron started its perilous descent, you’d have gotten out at $76. The new price of $76 would have triggered the stop loss, and the stock would have been automatically sold — you’d have stopped the loss! Actually, in this case, you could call it a “stop and cash in the gain” order. Because you’d have bought the stock at $50 and sold at $76, you’d have pocketed a nice capital gain of $26 (52 percent appreciation). Then you would have safely stepped aside and watched the stock continue its plunge.

But what if the market is doing well? Are trailing stops a good idea? Because these stops are placed below the stock price, you’re not stopping the stock from rising upward indefinitely. All you’re doing is protecting your investment from loss. That’s discipline! The stock market of 2004–2008 was fairly good to stock investors as the bear market that started in 2000 took a break. If a bear market continues, trailing stop strategies will again become very useful because a potential decline in the stock price will become a greater risk.






Heeding investing lessons from history

A growth stock isn’t a creature like the Loch Ness monster — always talked about but rarely seen. Growth stocks have been part of the financial scene for nearly a century. Examples abound that offer rich information that you can apply to today’s stock market environment. Look at past market winners, especially those during the bull market of the late 1990s and the bearish markets of 2000–2010, and ask yourself, “What made them profitable stocks?” We mention these two time frames because they offer a stark contrast to each other. The 1990s were booming times for stocks, whereas more recent years were very tough and bearish.

[image: remember]
 Being aware and acting logically are as vital to successful stock investing as they are to any other pursuit. Over and over again, history gives you the formula for successful stock investing:


	Pick a company that has strong fundamentals, including signs such as rising sales and earnings and low debt.

	Make sure that the company is in a growing industry.

	Fully participate in stocks that are benefiting from bullish market developments in the general economy.


	During a bear market or in bearish trends, switch more of your money out of growth stocks (such as technology) and into defensive stocks (such as utilities).

	Monitor your stocks. Hold on to stocks that continue to have growth potential, and sell those stocks with declining prospects.






Chapter 3

Investing for Income: Dividend-Paying Stocks



 
IN THIS CHAPTER

[image: check]
 Familiarizing yourself with income stock fundamentals


[image: check]
 Selecting income stocks with a few criteria in mind


[image: check]
 Checking out utilities, REITs, and royalty trusts




Investing for income
 means investing in stocks that provide you with regular cash payments (dividends). Income stocks may not be known to offer stellar growth potential, but they’re good for a steady infusion of cash. If you have a low tolerance for risk or if your investment goal is anything less than long-term, income stocks are a better bet than growth stocks. Long-term, conservative investors who need income in their situations can also benefit from income stocks because they have a good track record of keeping pace with inflation (versus fixed-income investments, such as bonds).

The bottom line is that we like dividend-paying stocks, and they deserve a spot in a variety of portfolios. In this chapter, we explain the basics of income stocks, show you how to analyze income stocks with a few handy formulas, and describe several typical income stocks.

[image: tip]
 Getting your stock portfolio to yield more income is easier than you think. Many investors increase income using proven techniques such as covered call writing.
 Covered call writing is beyond the scope of this book, but we encourage you to find out more about this technique and whether it applies to your situation. Talk to your financial advisor or read up on it; it’s covered more fully in Trading Options For Dummies
 by George A. Fontanills and High-Level Investing For Dummies
 by 
 Paul Mladjenovic (both published by Wiley). You can also find great educational material on this option strategy (and many others) at the Chicago Board Options Exchange (

www.cboe.com


 ).



Understanding the Basics of Income Stocks

We certainly think that dividend-paying stocks are a great consideration for those investors seeking greater income in their portfolios. We especially like stocks with higher-than-average dividends that are known as income stocks.
 Income stocks take on a dual role in that they can not only appreciate but also provide regular income. The following sections take a closer look at dividends and income stocks.


Getting a grip on dividends and dividend rates

When people talk about gaining income from stocks, they’re usually talking about dividends. A dividend
 is nothing more than money paid out to the owner of stock. You purchase dividend stocks primarily for income — not for spectacular growth potential.

Dividends are sometimes confused with interest. However, dividends are payouts to owners, whereas interest
 is a payment to a creditor. A stock investor is considered a part owner of the company he invests in and is entitled to dividends when they’re issued. A bank, on the other hand, considers you a creditor when you open an account. The bank borrows your money and pays you interest on it.

A dividend is quoted as an annual number but is usually paid on a quarterly basis. For example, if a stock pays a dividend of $4, you’re probably paid $1 every quarter. If, in this example, you have 200 shares, you’re paid $800 every year (if the dividend doesn’t change during that period), or $200 per quarter. Getting that regular dividend check every three months (for as long as you hold the stock) can be a nice perk. A good income stock has a higher-than-average dividend (typically 4 percent or higher).

[image: remember]
 Dividend rates aren’t guaranteed — they can go up or down; in some extreme cases, the dividend can be suspended or even discontinued. Fortunately, most companies that issue dividends continue them indefinitely and actually increase dividend payments from time to time. Historically, dividend increases have equaled (or exceeded) the rate of inflation.




Recognizing who’s well-suited for income stocks

What type of person is best suited to income stocks? Income stocks can be appropriate for many investors, but they’re especially well-suited for the following individuals:


	
Conservative and novice investors:
 Conservative investors like to see a slow-but-steady approach to growing their money while getting regular dividend checks. Novice investors who want to start slowly also benefit from income stocks.

	
Retirees:
 Growth investing (which we describe in Book 3, Chapter 2
 ) is best suited for long-term needs, whereas income investing is best suited to current needs. Retirees may want some growth in their portfolios, but they’re more concerned with regular income that can keep pace with inflation.

	
Dividend reinvestment plan (DRP) investors:
 For those investors who like to compound their money with DRPs, income stocks are perfect.



[image: tip]
 Given recent economic trends and conditions for the foreseeable future (for 2017 and beyond), we think that dividends should be a mandatory part of the stock investor’s wealth-building approach. This is especially true for those in or approaching retirement. Investing in stocks that have a reliable track record of increasing dividends is now easier than ever. There are, in fact, exchange-traded funds (ETFs) that are focused on stocks with a long and consistent track record of raising dividends (typically on an annual basis). ETFs such as the iShares Core High Dividend ETF (symbol HDV) hold 45–50 companies that have raised their dividends every year for ten years or longer. HDV paid a dividend of 24 cents in 2011, and that dividend went to 72 cents in 2015 — a 200 percent increase in only four years! Similar ETFs are available and can be found at sites such as 

www.etfdb.com


 (use search terms such as “high dividend,” “dividend growth,” or “dividend yield” to find them). Discover more about ETFs in Book 5, Chapter 1
 .



Assessing the advantages of income stocks

Income stocks tend to be among the least volatile of all stocks, and many investors view them as defensive stocks. Defensive stocks
 are stocks of companies that sell goods and services that are generally needed no matter what shape the economy is in. (Don’t confuse defensive stocks with defense stocks,
 which specialize in goods and equipment for the military.) Food, beverage, and utility companies are great examples of defensive stocks. Even when the economy is experiencing tough times, people still need to eat, drink, and turn on the lights. Companies that offer relatively high dividends also tend to be large firms in established, stable industries.


[image: tip]
 Some industries in particular are known for high-dividend stocks. Utilities (such as electric, gas, and water), real estate investment trusts (REITs), and the energy sector (oil and gas royalty trusts) are places where you definitely find income stocks. Yes, you can find high-dividend stocks in other industries, but you find a higher concentration of them in these industries. For more details, see the sections highlighting these industries later in this chapter.



Heeding the disadvantages of income stocks

Before you say, “Income stocks are great! I’ll get my checkbook and buy a batch right now,” take a look at the following potential disadvantages (ugh!). Income stocks do come with some fine print.


What goes up …

Income stocks can go down as well as up, just as any stock can. The factors that affect stocks in general — politics, megatrends, different kinds of risk, and so on — affect income stocks, too. Fortunately, income stocks don’t get hit as hard as other stocks when the market is declining because high dividends tend to act as a support to the stock price. Therefore, income stocks’ prices usually fall less dramatically than other stocks’ prices in a declining market.



Interest-rate sensitivity

Income stocks can be sensitive to rising interest rates. When interest rates go up, other investments (such as corporate bonds, U.S. Treasury securities, and bank certificates of deposit) are more attractive. When your income stock yields 4 percent and interest rates go up to 5 percent, 6 percent, or higher, you may think, “Hmm. Why settle for a 4 percent yield when I can get 5 percent or better elsewhere?” As more and more investors sell their low-yield stocks, the prices for those stocks fall.

Another point to note is that rising interest rates may hurt the company’s financial strength. If the company has to pay more interest, that may affect the company’s earnings, which in turn may affect the company’s ability to continue paying dividends.

[image: remember]
 Dividend-paying companies that experience consistent falling revenues tend to cut dividends. In this case, consistent
 means two or more years.




The effect of inflation

Although many companies raise their dividends on a regular basis, some don’t. Or if they do raise their dividends, the increases may be small. If income is your primary consideration, you want to be aware of this fact. If you’re getting the same dividend year after year and this income is important to you, rising inflation becomes a problem.

Say that you have XYZ stock at $10 per share with an annual dividend of 30 cents (the yield is 30 cents divided by $10, or 3 percent). If you have a yield of 3 percent two years in a row, how do you feel when inflation rises 6 percent one year and 7 percent the next year? Because inflation means your costs are rising, inflation shrinks the value of the dividend income you receive.

Fortunately, studies show that in general, dividends do better in inflationary environments than bonds and other fixed-rate investments. Usually, the dividends of companies that provide consumer staples (food, energy, and so on) meet or exceed the rate of inflation.



Uncle Sam’s cut

The government usually taxes dividends as ordinary income. Find out from your tax person whether potentially higher tax rates on dividends are in effect for the current or subsequent tax year. See Book 2, Chapter 3
 for more information on taxes for investors.




PLAYING IT SAFE WITH ALTERNATIVES FOR GENERATING INCOME


If you’re an investor seeking income and you’re nervous about potential risks with income stocks, here are some nonstock alternatives:


	
U.S. Treasury securities:
 Issued by the federal government, these securities are considered the safest investments in the world. Examples of Treasury securities are U.S. savings bonds and Treasury bonds. They pay interest and are an ideal addition to any income investor’s portfolio.

	
Bank certificates of deposit (CDs):
 These investments are backed by the Federal Deposit Insurance Corporation (FDIC) and are considered very safe.

	
Income mutual funds:
 Many mutual funds, such as Treasury bond mutual funds and corporate bond funds, are designed for income investors. They offer investors diversification and professional management, and you can invest with as little as $1,000. See Book 5
 for more details on mutual funds.










Analyzing Income Stocks

As we explain in the preceding section, even conservative income investors can be confronted with different types of risk. (Book 1, Chapter 2
 covers risk and volatility in greater detail.) Fortunately, this section helps you carefully choose income stocks so you can minimize potential disadvantages.

[image: tip]
 Look at income stocks in the same way you do growth stocks when assessing the financial strength of a company. Getting nice dividends comes to a screeching halt if the company can’t afford to pay them. If your budget depends on dividend income, then monitoring the company’s financial strength is that much more important. You can apply the same techniques we list in Book 3, Chapters 2
 and 4
 for assessing the financial strength of growth stocks to your assessment of income stocks.


Pinpointing your needs first

You choose income stocks primarily because you want or need income now. As a secondary point, income stocks have the potential for steady, long-term appreciation. So if you’re investing for retirement needs that won’t occur for another 20 years, maybe income stocks aren’t suitable for you — a better choice may be to invest in growth stocks because they’re more likely to grow your money faster over a lengthier investment term. (We explain who’s best suited to income stocks earlier in this chapter.)

If you’re certain you want income stocks, do a rough calculation to figure out how big a portion of your portfolio you want income stocks to occupy. Suppose that you need $25,000 in investment income to satisfy your current financial needs. If you have bonds that give you $20,000 in interest income and you want the rest to come from dividends from income stocks, you need to choose stocks that pay you $5,000 in annual dividends. If you have $100,000 left to invest, you need a portfolio of income stocks that yields 5 percent ($5,000 divided by $100,000 equals a yield of 5 percent; we explain yield in more detail in the following section).

You may ask, “Why not just buy $100,000 of bonds (for instance) that may yield at least 5 percent?” Well, if you’re satisfied with that $5,000, and inflation for the foreseeable future is 0 or considerably less than 5 percent, then you have a point. Unfortunately, inflation (low or otherwise) will probably be with us for a long time. Fortunately, the steady growth (of their dividends) that income stocks provide is a benefit to you.

[image: tip]
 If you have income stocks and don’t have any immediate need for the dividends, consider reinvesting the dividends in the company’s stock.


[image: remember]
 Every investor is different. If you’re not sure about your current or future needs, your best choice is to consult with a financial planner.



Checking out yield

Because income stocks pay out dividends — income — you need to assess which stocks can give you the highest income. How do you do that? The main thing to look for is yield,
 which is the percentage rate of return paid on a stock in the form of dividends. Looking at a stock’s dividend yield is the quickest way to find out how much money you’ll earn versus other dividend-paying stocks (or even other investments, such as a bank account). Table 3-1
 illustrates this point. Dividend yield is calculated in the following way:


Dividend yield equals Dividend income divided by Stock investment






TABLE 3-1
 Comparing Yields





	

Investment



	

Type



	

Investment Amount



	

Annual Investment Income (Dividend)



	

Yield (Annual Investment Income Divided by Investment Amount)








	
Smith Co.


	
Common stock


	
$20 per share


	
$1.00 per share


	
5%





	
Jones Co.


	
Common stock


	
$30 per share


	
$1.50 per share


	
5%





	
Wilson Bank


	
Savings account


	
$1,000 deposit


	
$10.00 (interest)


	
1%








The next two sections use the information in Table 3-1
 to compare the yields from different investments and to show how evaluating yield helps you choose the stock that earns you the most money.

[image: remember]
 Don’t stop scrutinizing stocks after you acquire them. You may make a great choice that gives you a great dividend, but that doesn’t mean the stock will stay that way indefinitely. Monitor the company’s progress for as long as the stock is in your portfolio by using resources such as 

www.bloomberg.com


 and 

www.marketwatch.com


 .


Examining changes in yield

Most people have no problem understanding yield when it comes to bank accounts. If we tell you that a bank certificate of deposit (CD) has an annual yield of 3.5 percent, you can easily figure out that if you deposit $1,000 in that account, a year later you’ll have $1,035 (slightly more if you include compounding). The CD’s market value in this example is the same as the deposit amount — $1,000. That makes it easy to calculate.


[image: remember]
 How about stocks? When you see a stock listed in the financial pages, the dividend yield is provided, along with the stock’s price and annual dividend. The dividend yield in the financial pages is always calculated as if you bought the stock on that given day. Just keep in mind that based on supply and demand, stock prices change every business day (virtually every minute!) that the market’s open, so the yield changes daily as well. So keep the following two things in mind when examining yield:


	
The yield listed in the financial pages may not represent the yield you’re receiving.
 What if you bought stock in Smith Co. (see Table 3-1
 ) a month ago at $20 per share? With an annual dividend of $1, you know your yield is 5 percent. But what if today Smith Co. is selling for $40 per share? If you look in the financial pages, the yield quoted is 2.5 percent. Gasp! Did the dividend get cut in half?! No, not really. You’re still getting 5 percent because you bought the stock at $20 rather than the current $40 price; the quoted yield is for investors who purchase Smith Co. today. They pay $40 and get the $1 dividend, and they’re locked into the current yield of 2.5 percent. Although Smith Co. may have been a good income investment for you a month ago, it’s not such a hot pick today because the price of the stock has doubled, cutting the yield in half. Even though the dividend hasn’t changed, the yield has changed dramatically because of the stock price change.

	
Stock price affects how good of an investment the stock may be.
 Another way to look at yield is by looking at the investment amount. Using Smith Co. in Table 3-1
 as the example, the investor who bought, say, 100 shares of Smith Co. when they were $20 per share paid only $2,000 (100 shares multiplied by $20 — leave out commissions to make the example simple). If the same stock is purchased later at $40 per share, the total investment amount is $4,000 (100 shares multiplied by $40). In either case, the investor gets a total dividend income of $100 (100 shares multiplied by $1 dividend per share). Which investment is yielding more — the $2,000 investment or the $4,000 investment? Of course, it’s better to get the income ($100 in this case) with the smaller investment (a 5 percent yield is better than a 2.5 percent yield).





Comparing yield between different stocks

All things being equal, choosing Smith Co. or Jones Co. is a coin toss. It’s looking at your situation and each company’s fundamentals and prospects that will sway you. What if Smith Co. is an auto stock (similar to General Motors in 2008) and Jones Co. is a utility serving the Las Vegas metro area? Now what? In 2008, the automotive industry struggled tremendously, but utilities were generally in much better shape. In that scenario, Smith Co.’s dividend is in jeopardy, whereas Jones Co.’s dividend is more secure. Another issue is the payout ratio (see the next section). Therefore, companies whose dividends have the same yield may still have different risks.





Looking at a stock’s payout ratio

You can use the payout ratio
 to figure out what percentage of a company’s earnings is being paid out in the form of dividends (earnings = sales – expenses). Keep in mind that companies pay dividends from their net earnings. Therefore, the company’s earnings should always be higher than the dividends the company pays out. Here’s how to figure a payout ratio:


Dividend (per share) divided by Earnings (per share) equals Payout ratio



Say that the company CashFlow Now, Inc. (CFN), has annual earnings (or net income) of $1 million. Total dividends are to be paid out of $500,000, and the company has 1 million outstanding shares. Using those numbers, you know that CFN’s earnings per share (EPS) is $1 ($1 million in earnings divided by 1 million shares) and that it pays an annual dividend of 50 cents per share ($500,000 divided by 1 million shares). The dividend payout ratio is 50 percent (the 50 cent dividend is 50 percent of the $1 EPS). This number is a healthy dividend payout ratio because even if CFN’s earnings fall by 10 percent or 20 percent, plenty of room still exists to pay dividends.

[image: tip]
 If you’re concerned about your dividend income’s safety, regularly watch the payout ratio. The maximum acceptable payout ratio should be 80 percent, and a good range is 50 to 70 percent. A payout ratio of 60 percent or lower is considered very safe (the lower the percentage, the safer the dividend).

[image: remember]
 When a company suffers significant financial difficulties, its ability to pay dividends is compromised. (Good examples of stocks that have had their dividends cut in recent years because of financial difficulties are mortgage companies in the wake of the housing bubble bursting and the fallout from the subprime debt fiasco. Mortgage companies received less and less income because of mortgage defaults, which forced the lowering of dividends as cash inflow shrunk.) So if you need dividend income to help you pay your bills, you’d better be aware of the dividend payout ratio.



Studying a company’s bond rating

Bond rating? Huh? What’s that got to do with dividend-paying stocks? Actually, a company’s bond rating is very important to income stock investors. The bond rating offers insight into the company’s financial strength. Bonds get rated for quality for the same reasons that consumer agencies rate products like cars or toasters. Standard & Poor’s (S&P) is the major independent rating agency that looks into bond issuers. S&P looks at the bond issuer and asks, “Does this bond issuer have the financial strength to pay back the bond and the interest as stipulated in the bond indenture?”


To understand why this rating is important, consider the following:


	
A good bond rating means the company is strong enough to pay its obligations.
 These obligations include expenses, payments on debts, and declared dividends. If a bond rating agency gives the company a high rating (or if it raises the rating), that’s a great sign for anyone holding the company’s debt or receiving dividends.

	
[image: warning]
 If a bond rating agency lowers the rating, that means the company’s financial strength is deteriorating — a red flag for anyone who owns the company’s bonds or stock.
 A lower bond rating today may mean trouble for the dividend later on.



	
A poor bond rating means the company is having difficulty paying its obligations.
 If the company can’t pay all its obligations, it has to choose which ones to pay. More times than not, a financially troubled company chooses to cut dividends or (in a worst-case scenario) not pay dividends at all.



[image: remember]
 The highest rating issued by S&P is AAA. The grades AAA, AA, and A are considered investment grade,
 or of high quality. Bs and Cs indicate a poor grade, and anything lower than that is considered very risky (the bonds are referred to as junk bonds
 ). So if you see a triple-X rating (XXX), you’d better stay away!



Diversifying your stocks

If most of your dividend income is from stock in a single company or single industry, consider reallocating your investment to avoid having all your eggs in one basket. Concerns about diversification apply to income stocks as well as growth stocks. If all your income stocks are in the electric utility industry, then any problems in that industry are potential problems for your portfolio as well. See Book 1, Chapter 2
 for more on risk.




Exploring Some Typical Income Stocks

Although virtually every industry has stocks that pay dividends, some industries have more dividend-paying stocks than others. You won’t find too many dividend-paying income stocks in the computer or biotech industries, for instance. The reason is that these types of companies need a lot of money to finance expensive research and development (R&D) projects to create new products. Without R&D, the company can’t create new products to fuel sales, growth, and future earnings. Computer, biotech, and other innovative industries are better for growth investors. Keep reading for the scoop on stocks that work well for income investors.



It’s electric! Utilities

Utilities generate a large cash flow. (If you don’t believe us, look at your gas and electric bills!) Cash flow includes money from income (sales of products and/or services) and other items (such as the selling of assets, for example). This cash flow is needed to cover expenses, loan payments, and dividends. Utilities are considered the most common type of income stocks, and many investors have at least one utility company in their portfolio. Investing in your own local utility isn’t a bad idea — at least it makes paying the utility bill less painful.

[image: remember]
 Before you invest in a public utility, consider the following:


	
The utility company’s financial condition:
 Is the company making money, and are its sales and earnings growing from year to year? Make sure the utility’s bonds are rated A or higher (we cover bond ratings in the earlier section “Studying a company’s bond rating
 ”).

	
The company’s dividend payout ratio:
 Because utilities tend to have a good cash flow, don’t be too concerned if the ratio reaches 70 percent. From a safety point of view, however, the lower the rate, the better. See the earlier section “Looking at a stock’s payout ratio
 ” for more on payout ratios.

	
The company’s geographic location:
 If the utility covers an area that’s doing well and offers an increasing population base and business expansion, that bodes well for your stock. A good resource for researching population and business data is the U.S. Census Bureau (

www.census.gov


 ).





An interesting mix: Real estate investment trusts (REITs)

Real estate investment trusts (REITs) are a special breed of stock. A REIT
 is an investment that has elements of both a stock and a mutual fund
 (a pool of money received from investors that’s managed by an investment company).


	A REIT resembles a stock in that it’s a company whose stock is publicly traded on the major stock exchanges, and it has the usual features that you expect from a stock — it can be bought and sold easily through a broker, income is given to investors as dividends, and so on.

	A REIT resembles a mutual fund in that it doesn’t make its money selling goods and services; it makes its money by buying, selling, and managing an investment portfolio of real estate investments. It generates revenue from rents and property leases, as any landlord does. In addition, some REITs own mortgages, and they gain income from the interest.




[image: technicalstuff]
 REITs are called trusts
 only because they meet the requirements of the Real Estate Investment Trust Act of 1960. This act exempts REITs from corporate income tax and capital gains taxes as long as they meet certain criteria, such as dispensing 90 percent of their net income to shareholders. This provision is the reason why REITs generally issue generous dividends. Beyond this status, REITs are, in a practical sense, like any other publicly traded company.

The main advantages to investing in REITs include the following:


	Unlike other types of real estate investing, REITs are easy to buy and sell. You can buy a REIT by making a phone call to a broker or visiting a broker’s website, just as you can to purchase any stock.

	REITs have higher-than-average yields. Because they must distribute at least 90 percent of their income to shareholders, their dividends usually yield a return of 5 to 10 percent.

	REITs involve a lower risk than the direct purchase of real estate because they use a portfolio approach diversified among many properties. Because you’re investing in a company that buys the real estate, you don’t have to worry about managing the properties — the company’s management does that on a full-time basis. Usually, the REIT doesn’t just manage one property; it’s diversified in a portfolio of different properties.

	Investing in a REIT is affordable for small investors. REIT shares usually trade in the $10 to $40 range, meaning you can invest with very little money.



[image: warning]
 REITs do have disadvantages. Although they tend to be diversified with various properties, they’re still susceptible to risks tied to the general real estate sector. Real estate investing reached manic, record-high levels during 2000–2007, which meant that a downturn was likely. Whenever you invest in an asset (like real estate or REITs in recent years) that has already skyrocketed due to artificial stimulants (in the case of real estate, very low interest rates and too much credit and debt), the potential losses can offset any potential (unrealized) income.

[image: tip]
 When you’re looking for a REIT to invest in, analyze it the way you’d analyze a property. Look at the location and type of property. If shopping malls are booming in California and your REIT buys and sells shopping malls in California, then you’ll probably do well. However, if your REIT invests in office buildings across the country and the office building market is overbuilt and having tough times, you’ll have a tough time, too.

Many of the dangers of the “housing bubble” have passed, and investors can start looking at real estate investments (such as REITs) with less anxiety. However, choosing REITs with a view toward quality and strong fundamentals (location, potential rents, and so forth) is still a good idea.




Good energy: Royalty trusts

In recent years, the oil and gas sector has generated much interest as people and businesses experience much higher energy prices. Because of a variety of bullish factors, such as increased international demand from China and other emerging industrialized nations, oil and gas prices have zoomed to record highs. Some income investors have capitalized on this price increase by investing in energy stocks called royalty trusts.


Royalty trusts
 are companies that hold assets such as oil-rich and/or natural gas–rich land and generate high fees from companies that seek access to these properties for exploration. The fees paid to the royalty trusts are then disbursed as high dividends to their shareholders. During 2015, royalty trusts sported yields in the 6 to 10 percent range, which is very enticing given how low the yields have been in this decade for other investments like bank accounts and bonds.

[image: warning]
 Although energy has been a hot field in recent years and royalty trusts have done well, keep in mind that their payout ratios are very high (often in the 90 to 100 percent range), so dividends will suffer should their cash flow shrink. (We discuss payout ratios in detail earlier in this chapter.)




Chapter 4

Using Basic Accounting to Choose Winning Stocks



 
IN THIS CHAPTER

[image: check]
 Determining a company’s value


[image: check]
 Applying accounting principles to understand a company’s financial condition




Too often, the only number investors look at when they look at a stock is the stock’s price. Yet what determines the stock price is the company behind that single number. To make a truly good choice in the world of stocks, you have to consider the company’s financial information. What does it take to see these important numbers?

This book and a little work on your part are all you need to succeed. This chapter takes the mystery out of the numbers behind the stock. The most tried-and-true method for picking a good stock starts with picking a good company. Picking a company means looking at its products, services, industry, and financial strength. Considering the problems that the market has witnessed in recent years — such as subprime debt problems and derivative meltdowns wreaking havoc on public companies and financial firms — this chapter is more important than ever. Understanding the basics behind the numbers can save your portfolio.




Recognizing Value When You See It

If you pick a stock based on the value of the underlying company that issues it, you’re a value investor
 — an investor who looks at a company’s value to judge whether you can purchase the stock at a good price. Companies have value the same way many things have value, such as eggs or elephant-foot umbrella stands. And there’s a fair price to buy them at, too. Take eggs, for example. You can eat them and have a tasty treat while getting nutrition as well. But would you buy an egg for $1,000 (and no, you’re not a starving millionaire on a deserted island)? Of course not. But what if you could buy an egg for 5 cents? At that point, it has value and
 a good price. This kind of deal is a value investor’s dream.

Value investors analyze a company’s fundamentals
 (earnings, assets, net worth, and so on) to see whether the information justifies purchasing the stock. They see whether the stock price is low relative to these verifiable, quantifiable factors. Therefore, value investors use fundamental analysis,
 whereas other investors may use technical analysis. Technical analysis
 looks at stock charts and statistical data, such as trading volume and historical stock prices. Some investors use a combination of both strategies.

History has shown that the most successful long-term investors have typically been value investors using fundamental analysis as their primary investing approach. The most consistently successful long-term investors were — and are — predominately value investors.

In the following sections, we describe different kinds of value and explain how to spot a company’s value in several places.


Understanding different types of value


Value
 may seem like a murky or subjective term, but it’s the essence of good stock picking. You can measure value in different ways (as you discover in the following sections), so you need to know the differences and understand the impact that value has on your investment decisions.


Market value

When you hear someone quoting a stock at $47 per share, that price reflects the stock’s market value. The total market valuation of a company’s stock is also referred to as its market cap
 or market capitalization.
 How do you determine a company’s market cap? With the following simple formula:


Market capitalization equals Share price multiplied by Number of shares outstanding




If Bolshevik Corp.’s stock is $35 per share and it has 10 million shares outstanding (or shares available for purchase), its market cap is $350 million. Granted, $350 million may sound like a lot of money, but Bolshevik Corp. is considered a small cap stock.

Who sets the market value of stock? The market, of course! Millions of investors buying and selling directly and through intermediaries such as mutual funds determine the market value of any particular stock. If the market perceives that the company is desirable, investor demand for the company’s stock pushes up the share price.

[image: warning]
 The problem with market valuation is that it’s not always a good indicator of a good investment. In recent years, plenty of companies have had astronomical market values, yet they’ve proven to be very risky investments. For example, think about Twitter (symbol TWTR). In February 2014, its stock price was more than $67 per share. It had lots of debt and generated losses during 2014 and 2015. By January 2016, its stock price had plummeted to about $17 per share (a 75 percent plunge, erasing billions in market cap), and it still wasn’t generating a profit. Yikes! Because market value is a direct result of buying and selling by stock investors, it can be a fleeting thing. This precariousness is why investors must understand the company behind the stock price.



Book value and intrinsic value


Book value
 (also referred to as accounting value
 ) looks at a company from a balance sheet perspective (assets minus liabilities equals net worth, or stockholders’ equity
 ). It’s a way of judging a firm by its net worth to see whether the stock’s market value is reasonable compared to the company’s intrinsic value. Intrinsic value
 is tied to what the market price of a company’s assets — both tangible
 (such as equipment) and intangible
 (such as patents) — would be if they were sold.

Generally, market value tends to be higher than book value. If market value is substantially higher than book value, the value investor becomes more reluctant to buy that particular stock because it’s overvalued. The closer the stock’s market capitalization is to the book value, the safer the investment.

[image: warning]
 Be cautious with a stock whose market value is more than twice its book value. If the market value is $1 billion or more and the book value is $500 million or less, that’s a good indicator that the business may be overvalued,
 or valued at a higher price than its book value and ability to generate a profit. Just understand that the farther the market value is from the company’s book value, the more you’ll pay for the company’s real potential value. And the more you pay for the company’s real value, the greater the risk that the company’s market value (the stock price, that is) can decrease.




Sales value and earnings value

A company’s intrinsic value is directly tied to its ability to make money. For this reason, many analysts like to value stocks from the perspective of the company’s income statement. Two common barometers of value are expressed in ratios: the price to sales ratio (PSR) and the price-to-earnings (P/E) ratio. In both instances, the price is a reference to the company’s market value (as reflected in its share price). Sales and earnings are references to the firm’s ability to make money. We cover these two ratios more fully in the section “Tooling around with ratios
 ” later in this chapter.

[image: remember]
 For investors, the general approach is clear. The closer the market value is to the company’s intrinsic value, the better. And, of course, if the market value is lower than the company’s intrinsic value, you have a potential bargain worthy of a closer look. Part of looking closer means examining the company’s income statement (which we discuss later in this chapter), also called the profit and loss statement,
 or simply the P&L.
 A low price to sales ratio is 1, a medium PSR is between 1 and 2, and a high PSR is 3 or higher.




Putting the pieces together

When you look at a company from a value-oriented perspective, here are some of the most important items to consider (see the later section “Accounting for Value
 ” for more information):


	
The balance sheet, to figure out the company’s net worth:
 A value investor doesn’t buy a company’s stock because it’s cheap; she buys it because it’s undervalued
 (the company is worth more than the price its stock reflects — its market value is as close as possible to its book value).

	
The income statement, to figure out the company’s profitability:
 A company may be undervalued from a simple comparison of the book value and the market value, but that doesn’t mean it’s a screaming buy. For example, what if you find out that a company is in trouble and losing money this year? Do you buy its stock then? No, you don’t. Why invest in the stock of a losing company? (If you do, you aren’t investing — you’re gambling or speculating.) The heart of a firm’s value, besides its net worth, is its ability to generate profit.

	
Ratios that let you analyze just how well (or poorly) the company is doing:
 Value investors basically look for a bargain. That being the case, they generally don’t look at companies that everyone is talking about, because by that point, the stock of those companies ceases to be a bargain. The value investor searches for a stock that will eventually be discovered by the market and then watches as the stock price goes up. But before you bother digging into the fundamentals to find that bargain stock, first make sure that the company is making money.




The more ways you can look at a company and see value, the better:


	
Examine the P/E ratio.
 The first thing to look at is the P/E ratio. Does the company have one? (This question may sound dumb, but if the company is losing money, it may not have one.) Does the P/E ratio look reasonable or is it in triple-digit, nosebleed territory?

	
Check out the debt load.
 Next, look at the company’s debt load
 (the total amount of liabilities). Is it less than the company’s equity? Are sales healthy and increasing from the prior year? Does the firm compare favorably in these categories versus other companies in the same industry?

	
[image: tip]
 Think in terms of 10s.
 Simplicity is best. You’ll notice that the number 10 comes up frequently as we measure a company’s performance, juxtaposing all the numbers that you need to be aware of. If net income is rising by 10 percent or more, that’s fine. If the company is in the top 10 percent of its industry, that’s great. If the industry is growing by 10 percent or better (sales and so on), that’s terrific. If sales are up 10 percent or more from the prior year, that’s wonderful. A great company doesn’t have to have all these things going for it, but it should have as many of these things happening as possible to ensure greater potential success.





Does every company/industry have to neatly fit these criteria? No, of course not. But it doesn’t hurt to be as picky as possible. You need to find only a handful of stocks from thousands of choices.

[image: tip]
 Value investors can find thousands of companies that have value, but they can probably buy only a handful at a truly good price. The number of stocks that can be bought at a good price is relative to the market. In mature bull markets
 (markets in a prolonged period of rising prices), a good price is hard to find because most stocks have probably seen significant price increases, but in bear markets
 (markets in a prolonged period of falling prices), good companies at bargain prices are easier to come by.




Accounting for Value

Profit is to a company what oxygen is to humans. Without profit, a company can’t survive, much less thrive. Without profit, it can’t provide jobs, pay taxes, and invest in new products, equipment, or innovation. Without profit, the company eventually goes bankrupt, and the price of its stock plummets toward zero.


In the heady days leading up to the bear market of 2000–2002, many investors lost a lot of money simply because they invested in stocks of companies that weren’t making a profit. Lots of public companies ended up like bugs that just didn’t see the windshield coming their way. Companies such as Enron, WorldCom, and Global Crossing entered the graveyard of rather-be-forgotten stocks. Stock investors as a group lost trillions of dollars investing in glitzy companies that sounded good but weren’t making money. When their brokers were saying, “buy, buy, buy,” their hard-earned money was saying, “bye, bye, bye!” What were they thinking?

Stock investors need to pick up some rudimentary knowledge of accounting to round out their stock-picking prowess and to be sure they’re getting a good value 
 for their investment dollars. Accounting is the language of business. If you don’t understand basic accounting, you’ll have difficulty being a successful investor. Investing without accounting knowledge is like traveling without a map. However, if you can run a household budget, using accounting analysis to evaluate stocks is easier than you think, as you find out in the following sections.

[image: tip]
 Finding the relevant financial data on a company isn’t difficult in the age of information and 24-hour Internet access. Websites such as 

www.nasdaq.com


 can give you the most recent balance sheets and income statements of most public companies. You can find out more about public information and company research in Book 3, Chapter 1
 .



CRASH-TEST DUMMY CANDIDATE?


From 2001 to 2003, consumers were buying up SUVs … uh … ASAP. Demand was very high for those popular gas-guzzling vehicles, and auto giant General Motors (GM) was racking up record sales. Investors noticed GM’s success, and its stock surpassed $76 in 2001. However, the numbers (and the times) were catching up with GM. Its zero-interest financing program started to sputter. Debts and human resource liabilities (such as employee health and retirement commitments) started accelerating. Energy costs rose, making SUVs less attractive. The red flags came out. GM’s 2004 year-end balance sheet showed debt of more than $451 billion, while total shareholder equity was only $27.7 billion. GM’s net income fell to just 1 percent of net sales, and its price-to-earnings (P/E) ratio ballooned to a lofty 39. The stock price hit $25 by April 2005. Although the price rebounded to the mid-$30s by July 2005, investors had skid marks on their portfolio as the stock lost nearly two-thirds of its value during that time frame. By September 2005, GM reported a net loss (goodbye P/E ratio). GM was no longer an investment; it was a speculation.

As a contrasting point, look at Exxon Mobil (XOM) during that same time frame. Its stock price went from about $35 in early 2001 to $60 in July 2005 (it had a 2-for-1 stock split in mid-2001; in other words, investors who previously had 100 shares of stock at, say, $100 had 200 shares at $50 after the split). XOM’s net income was a healthy 8 percent of sales, and the P/E ratio was only 14. In its 2004 year-end balance sheet, total shareholder equity of $101.7 billion comfortably exceeded its total liabilities of $89.5 billion. A sound company with sound numbers. (Ya hear us?)

The point here is that the stock price ultimately reflects the financial health and vitality of the company, and you can easily find and evaluate that information. You don’t need luck or a crystal ball. Again, just a little work in the form of fundamental analysis is sufficient.





Breaking down the balance sheet

A company’s balance sheet gives you a financial snapshot of what the company looks like in terms of the following equation:


Assets minus Liabilities equals Net worth (or net equity)



In the following sections, we list the questions that a balance sheet can answer and explain how to judge a company’s strength over time from a balance sheet.


Answering a few balance sheet questions

Analyze the following items that you find on the balance sheet:


	
Total assets:
 Have they increased from the prior year? If not, was it because of the sale of an asset or a write-off (uncollectable accounts receivable, for example)?

	
Financial assets:
 In recent years, many companies (especially banks and brokerage firms) had questionable financial assets (such as subprime mortgages and specialized bonds) that went bad, and they had to write them off as unrecoverable losses. Does the company you’re analyzing have a large exposure to financial assets that are low-quality (and hence, risky) debt?

	
Inventory:
 Is inventory higher or lower than last year? If sales are flat but inventory is growing, that may be a problem.

	
Debt:
 Debt is the biggest weakness on the corporate balance sheet. Make sure that debt isn’t a growing item and that it’s under control. In recent years, debt has become a huge problem.

	

Derivatives:
 A derivative
 is a speculative and complex financial instrument that doesn’t constitute ownership of an asset (such as a stock, bond, or 
 commodity) but is a promise to convey ownership. Some derivatives are quite acceptable because they’re used as protective or hedging vehicles (this use isn’t our primary concern). However, they’re frequently used to generate income and can then carry risks that can increase liabilities. Standard options and futures are examples of derivatives on a regulated exchange, but the derivatives we’re talking about here are a different animal and in an unregulated part of the financial world. They have a book value exceeding $600 trillion and can easily devastate a company, sector, or market (as the credit crisis of 2008 showed).

[image: warning]
 Find out whether the company dabbles in these complicated, dicey, leveraged financial instruments. Find out (from the company’s 10K report) whether it has derivatives and, if so, the total amount. Having derivatives that are valued higher than the company’s net equity may cause tremendous problems. Derivatives problems sank many organizations ranging from stodgy banks (Barings Bank of England) to affluent counties (Orange County, California) to once-respected hedge funds (LTCM) to infamous corporations (Enron in 2001 and Glencore in 2015).



	
Equity:
 Equity
 is the company’s net worth (what’s left in the event that all the assets are used to pay off all the company debts). The stockholders’ equity should be increasing steadily by at least 10 percent per year. If not, find out why.




Table 4-1
 shows you a brief example of a balance sheet.





TABLE 4-1
 XYZ Balance Sheet — December 31, 2016





	

Assets (What the Company Owns)



	

Amount








	
1. Cash and inventory


	
$5,000





	
2. Equipment and other assets


	
$7,000





	
3. TOTAL ASSETS (Item 1 plus Item 2)


	
$12,000





	


Liabilities (What the Company Owes)




	





	
4. Short-term debt


	
$1,500





	
5. Other debt


	
$2,500





	
6. TOTAL LIABILITIES (Item 4 plus Item 5)


	
$4,000





	
7. NET EQUITY (Item 3 minus Item 6)


	
$8,000








By looking at a company’s balance sheet, you can address the following questions:


	
What does the company own (assets)?
 The company can own assets, which can be financial, tangible, and/or intangible. An asset
 is anything that has value or that can be converted to or sold for cash. Financial assets can be cash, investments (such as stocks or bonds of other companies), or accounts receivable. Assets can be tangible items such as inventory, equipment, and/or buildings. They can also be intangible things such as licenses, trademarks, or copyrights.

	
What does the company owe (liabilities)?
 A liability
 is anything of value that the company must ultimately pay someone else for. Liabilities can be invoices (accounts payable) or short-term or long-term debt.

	
[image: remember]
 What is the company’s net equity (net worth)?
 After you subtract the liabilities from the assets, the remainder is called net worth, net equity,
 or net stockholders’ equity.
 This number is critical when calculating a company’s book value.







Assessing a company’s financial strength over time

The logic behind the assets/liabilities relationship of a company is the same as that of your own household. When you look at a snapshot of your own finances (your personal balance sheet), how can you tell whether you’re doing well? Odds are that you start by comparing some numbers. If your net worth is $5,000, you may say, “That’s great!” But a more appropriate remark is something like, “That’s great compared to, say, a year ago.”

[image: tip]
 Compare a company’s balance sheet at a recent point in time to a past time. You should do this comparative analysis with all the key items on the balance sheet, which we list in the preceding section, to see the company’s progress (or lack thereof). Is it growing its assets and/or shrinking its debt? Most important, is the company’s net worth growing? Has it grown by at least 10 percent since a year ago? All too often, investors stop doing their homework after they make an initial investment. You should continue to look at the firm’s numbers regularly so you can be ahead of the curve. If the business starts having problems, you can get out before the rest of the market starts getting out (which causes the stock price to fall).

To judge the financial strength of a company, ask yourself the following questions:


	
Are the company’s assets greater in value than they were three months ago, a year ago, or two years ago?
 Compare current asset size to the most recent two years to make sure the company is growing in size and financial strength.


	
How do the individual items compare with prior periods?
 Some particular assets that you want to take note of are cash, inventory, and accounts receivable.

	
Are liabilities such as accounts payable and debt about the same, lower, or higher compared to prior periods?
 Are they growing at a similar, faster, or slower rate than the company’s assets? Debt that rises faster and higher than items on the other side of the balance sheet is a warning sign of pending financial problems.

	
Is the company’s net worth or equity greater than the preceding year? And is that year’s equity greater than the year before?
 In a healthy company, the net worth is constantly rising. As a general rule, in good economic times, net worth should be at least 10 percent higher than the preceding year. In tough economic times (such as a recession), 5 percent is acceptable. Seeing the net worth grow at a rate of 15 percent or higher is great.






Looking at the income statement

Where do you look if you want to find out what a company’s profit is? Check out the firm’s income statement. It reports, in detail, a simple accounting equation that you probably already know:


Sales minus Expenses equals Net profit (or net earnings, or net income)



Look at the following figures found on the income statement:


	
Sales:
 Are they increasing? If not, why not? By what percentage are sales increasing? Preferably, they should be 10 percent higher than the year before. Sales are, after all, where the money comes from to pay for all the company’s activities (such as expenses) and create subsequent profits.

	
Expenses:
 Do you see any unusual items? Are total expenses reported higher than the prior year, and if so, by how much? If the total is significantly higher, why? A company with large, rising expenses will see profits suffer, which isn’t good for the stock price.

	
Research and development (R&D):
 How much is the company spending on R&D? Companies that rely on new product development (such as pharmaceuticals or biotech firms) should spend at least as much as they did the year before (preferably more) because new products mean future earnings and growth.


	
Earnings:
 This figure reflects the bottom line. Are total earnings higher than the year before? How about earnings from operations (leaving out expenses such as taxes and interest)? The earnings section is the heart and soul of the income statement and of the company itself. Out of all the numbers in the financial statements, earnings have the greatest single impact on the company’s stock price.




Table 4-2
 shows you a brief example of an income statement.




TABLE 4-2
 XYZ Income Statement for Year Ending 12/31/2016





	

Total Sales (Or Revenue)



	

Amount








	
1. Sales of products


	
$11,000





	
2. Sales of services


	
$3,000





	
3. TOTAL SALES (Item 1 plus Item 2)


	
$14,000





	


Expenses




	





	
4. Marketing and promotion


	
$2,000





	
5. Payroll costs


	
$9,000





	
6. Other costs


	
$1,500





	
7. TOTAL EXPENSES (Item 4 plus Item 5 plus Item 6)


	
$12,500





	
8. NET INCOME (Item 3 minus Item 7) (In this case, it’s a net profit)


	
$1,500








Looking at the income statement, an investor can try to answer the following questions:


	
What sales did the company make?
 Businesses sell products and services that generate revenue (known as sales
 or gross sales
 ). Sales also are referred to as the top line.


	
What expenses did the company incur?
 In generating sales, companies pay expenses such as payroll, utilities, advertising, administration, and so on.

	
What is the net profit?
 Also called net earnings
 or net income,
 net profit is the bottom line.
 After paying for all expenses, what profit did the company make?



The information you glean should give you a strong idea about a firm’s current financial strength and whether it’s successfully increasing sales, holding down expenses, and ultimately maintaining profitability. You can find out more about sales, expenses, and profits in the sections that follow.



Sales


Sales
 refers to the money that a company receives as customers buy its goods and/or services. It’s a simple item on the income statement and a useful number to look at. Analyzing a business by looking at its sales is called top line analysis.


As an investor, you should take into consideration the following points about sales:


	
Sales should be increasing.
 A healthy, growing company has growing sales. They should grow at least 10 percent from the prior year, and you should look at the most recent three years.

	
Core sales (sales of those products or services that the company specializes in) should be increasing.
 Frequently, the sales figure has a lot of stuff lumped into it. Maybe the company sells widgets (what the heck is a widget, anyway?), but the core sales shouldn’t include other things, such as the sale of a building or other unusual items. Take a close look. Isolate the firm’s primary offerings and ask whether these sales are growing at a reasonable rate (such as 10 percent).

	
Does the company have odd items or odd ways of calculating sales?
 In the late 1990s, many companies boosted their sales by aggressively offering affordable financing with easy repayment terms. Say you find out that Suspicious Sales Inc. (SSI) had annual sales of $50 million, reflecting a 25 percent increase from the year before. Looks great! But what if you find out that $20 million of that sales number comes from sales made on credit that the company extended to buyers? Some companies that use this approach later have to write off losses as uncollectable debt because the customers ultimately can’t pay for the goods.



[image: tip]
 If you want to get a good clue as to whether a company is artificially boosting sales, check its accounts receivable (listed in the asset section of its balance sheet). Accounts receivable
 refers to money that is owed to the company for goods that customers have purchased on credit. If you find out that sales went up by $10 million (great!) but accounts receivable went up by $20 million (uh-oh), something just isn’t right. That may be a sign that the financing terms were too easy, and the company may have a problem collecting payment (especially in a recession).



Expenses

How much a company spends has a direct relationship to its profitability. If spending isn’t controlled or held at a sustainable level, it may spell trouble for the business.


When you look at a company’s expense items, consider the following:


	
Compare expense items to the prior period.
 Are expenses higher than, lower than, or about the same as those from the prior period? If the difference is significant, you should see commensurate benefits elsewhere. In other words, if overall expenses are 10 percent higher compared to the prior period, are sales at least 10 percent more during the same period?

	
Are some expenses too high?
 Look at the individual expense items. Are they significantly higher than the year before? If so, why?

	
Have any unusual items been expensed?
 An unusual expense isn’t necessarily a negative. Expenses may be higher than usual if a company writes off uncollectable accounts receivable as a bad debt expense. Doing so inflates the total expenses and subsequently results in lower earnings. Pay attention to nonrecurring charges that show up on the income statement and determine whether they make sense.





Profit

Earnings or profit is the single most important item on the income statement. It’s also the one that receives the most attention in the financial media. When a company makes a profit, it’s usually reported as earnings per share (EPS). So if you hear that XYZ Corporation (yes, the infamous XYZ Corp.!) beat last quarter’s earnings by a penny, here’s how to translate that news. Suppose that the company made $1 per share this quarter and 99 cents per share last quarter. If that company had 100 million shares of stock outstanding, its profit this quarter is $100 million (the EPS times the number of shares outstanding), which is $1 million more than it made in the prior quarter ($1 million is 1 cent per share times 100 million shares).

[image: tip]
 Don’t simply look at current earnings as an isolated figure. Always compare current earnings to earnings in past periods (usually a year). For example, if you’re looking at a retailer’s fourth-quarter results, don’t compare them with the retailer’s third-quarter outcome. Doing so is like comparing apples to oranges. What if the company usually does well during the December holidays but poorly in the fall? In that case, you don’t get a fair comparison.

A strong company should show consistent earnings growth from the period before (such as the prior year or the same quarter from the prior year), and you should check the period before that, too, so you can determine whether earnings are consistently rising over time. Earnings growth is an important barometer of the company’s potential growth and bodes well for the stock price.


When you look at earnings, here are some things to consider:


	
Total earnings:
 This item is the most watched. Total earnings should grow year to year by at least 10 percent.

	
Operational earnings:
 Break down the total earnings and look at a key subset — that portion of earnings derived from the company’s core activity. Is the company continuing to make money from its primary goods and services?

	
Nonrecurring items:
 Are earnings higher (or lower) than usual or than expected, and if so, why? Frequently, the difference results from items such as the sale of an asset or a large depreciation write-off.



[image: tip]
 We like to keep percentages as simple as possible. Ten percent is a good number because it’s easy to calculate and it’s a good benchmark. However, 5 percent isn’t unacceptable if you’re talking about tough times, such as a recession. Obviously, if sales, earnings, and/or net worth are hitting or surpassing 15 percent, that’s great.




Tooling around with ratios

A ratio
 is a helpful numerical tool that you can use to find out the relationship between two or more figures found in a company’s financial data. A ratio can add meaning to a number or put it in perspective. Ratios sound complicated, but they’re easier to understand than you may think.

Say you’re considering a stock investment and the company you’re looking at has earnings of $1 million this year. You may think that’s a nice profit, but in order for this amount to be meaningful, you have to compare it to something. What if you find out that the other companies in the industry (of similar size and scope) had earnings of $500 million? Does that change your thinking? Or what if the same company had earnings of $75 million in the prior period? Does that change your mind?

Two key ratios to be aware of are


	Price-to-earnings (P/E) ratio

	Price to sales ratio (PSR)



[image: tip]
 Every investor wants to find stocks that have a 20 percent average growth rate over the past five years and have a low P/E ratio (sounds like a dream). Use stock screening tools available for free on the Internet to do your research. A stock screening tool
 lets you plug in numbers, such as sales or earnings, and ratios, such as the P/E ratio or the debt to equity ratio, and then click! — up come stocks that fit your criteria. These tools are a good starting point for serious investors. Many 
 brokers have them at their websites (such as Charles Schwab at 

www.schwab.com


 and E*TRADE at 

www.etrade.com


 ). You can also find some excellent stock screening tools at Yahoo! Finance (

finance.yahoo.com


 ), Bloomberg (

www.bloomberg.com


 ), NASDAQ (

www.nasdaq.com


 ), and MarketWatch (

www.marketwatch.com


 ).


The P/E ratio

The price-to-earnings (P/E) ratio
 is very important in analyzing a potential stock investment because it’s one of the most widely regarded barometers of a company’s value, and it’s usually reported along with the company’s stock price in the financial page listing. The major significance of the P/E ratio is that it establishes a direct relationship between the bottom line of a company’s operations — the earnings (or net profit) — and the stock price.

The P
 in P/E stands for the stock’s current price. The E
 is for earnings per share (typically the most recent 12 months of earnings). The P/E ratio is also referred to as the earnings multiple
 or just multiple.


[image: remember]
 You calculate the P/E ratio by dividing the price of the stock by the earnings per share. If the price of a single share of stock is $10 and the earnings (on a per-share basis) are $1, then the P/E is 10. If the stock price goes to $35 per share and the earnings are unchanged, then the P/E is 35. Basically, the higher the P/E, the more you pay for the company’s earnings.

Why would you buy stock in one company with a relatively high P/E ratio instead of investing in another company with a lower P/E ratio? Keep in mind that investors buy stocks based on expectations. They may bid up the price of the stock (subsequently raising the stock’s P/E ratio) because they believe the company will have increased earnings in the near future. Perhaps they believe the company has great potential (a pending new invention or lucrative business deal) that will eventually make it more profitable. More profitability in turn has a beneficial impact on the firm’s stock price. The danger with a high P/E is that if the company doesn’t achieve the hoped-for results, the stock price can fall.
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 You should look at two types of P/E ratios to get a balanced picture of the company’s value:


	
Trailing P/E:
 This P/E is the most frequently quoted because it deals with existing data. The trailing P/E uses the most recent 12 months of earnings in its calculation.

	
Forward P/E:
 This P/E is based on projections or expectations of earnings in the coming 12-month period. Although this P/E may seem preferable because it looks into the near future, it’s still considered an estimate that may or may not prove to be accurate.




The following example illustrates the importance of the P/E ratio. Say you want to buy a business and we’re selling a business. You come to us and say, “What do you have to offer?” We say, “Have we got a deal for you! We operate a retail business downtown that sells spatulas. The business nets a cool $2,000 profit per year.” You reluctantly say, “Uh, okay, what’s the asking price for the business?” We reply, “You can have it for only $1 million! What do you say?”

If you’re sane, odds are that you politely turn down that offer. Even though the business is profitable (a cool $2,000 a year), you’d be crazy to pay a million bucks for it. In other words, the business is way overvalued (too expensive for what you’re getting in return for your investment dollars). The million dollars would generate a better rate of return elsewhere and probably with less risk. As for the business, the P/E ratio of 500 ($1 million divided by $2,000) is outrageous. This is definitely a case of an overvalued company — and a lousy investment.

What if we offered the business for $12,000? Does that price make more sense? Yes. The P/E ratio is a more reasonable 6 ($12,000 divided by $2,000). In other words, the business pays for itself in about 6 years (versus 500 years in the prior example).
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 Looking at the P/E ratio offers a shortcut for investors asking the question, “Is this stock overvalued?” As a general rule, the lower the P/E, the safer (or more conservative) the stock is. The reverse is more noteworthy: The higher the P/E, the greater the risk.

When someone refers to a P/E as high or low, you have to ask the question, “Compared to what?” A P/E of 30 is considered very high for a large cap electric utility but quite reasonable for a small cap, high-technology firm. Keep in mind that phrases such as large cap
 and small cap
 are just a reference to the company’s market value or size. Cap
 is short for capitalization
 (the total number of shares of stock outstanding multiplied by the share price).

The following basic points can help you evaluate P/E ratios:


	
Compare a company’s P/E ratio with its industry.
 Electric utility industry stocks, for example, generally have a P/E that hovers in the 9-to-14 range. Therefore, an electric utility with a P/E of 45 indicates that something is wrong with that utility.

	
Compare a company’s P/E with the general market.
 If you’re looking at a small cap stock on the NASDAQ that has a P/E of 100 and the average P/E for established companies on the NASDAQ is 40, find out why. You should also compare the stock’s P/E ratio with the P/E ratio for major indexes such as the Dow Jones Industrial Average (DJIA), the Standard & Poor’s 500 (S&P 500), and the NASDAQ Composite.


	
Compare a company’s current P/E with recent periods (such as this year versus last year).
 If it currently has a P/E ratio of 20 and it previously had a P/E ratio of 30, you know that either the stock price has declined or that earnings have risen. In this case, the stock is less likely to fall. That bodes well for the stock.

	
Low P/E ratios aren’t necessarily a sign of a bargain.
 But if you’re looking at a stock for many other reasons that seem positive (solid sales, strong industry, and so on) and it also has a low P/E, that’s a good sign.

	
High P/E ratios aren’t necessarily bad, but they do mean that you should investigate further.
 If a company is weak and the industry is shaky, heed the high P/E as a warning sign. Frequently, a high P/E ratio means that investors have bid up a stock price, anticipating future income. The problem is that if the anticipated income doesn’t materialize, the stock price can fall.

	
[image: warning]
 Watch out for a stock that doesn’t have a P/E ratio.
 In other words, it may have a price (the P
 ), but it doesn’t have earnings (the E
 ). No earnings means no P/E, meaning that you’re better off avoiding the stock. Can you still make money buying a stock with no earnings? You can, but you aren’t investing; you’re speculating.







The PSR

The price to sales ratio (PSR)
 is a company’s stock price divided by its sales. Because the sales number is rarely expressed as a per-share figure, it’s easier to divide a company’s total market value (we explain market value earlier in this chapter) by its total sales for the last 12 months.

[image: tip]
 As a general rule, stock trading at a PSR of 1 or less is a reasonably priced stock worthy of your attention. For example, say that a company has sales of $1 billion and the stock has a total market value of $950 million. In that case, the PSR is 0.95. In other words, you can buy $1 of the company’s sales for only 95 cents. All things being equal, that stock may be a bargain.

Analysts frequently use the PSR as an evaluation tool in the following circumstances:


	In tandem with other ratios to get a more well-rounded picture of the company and the stock.

	When they want an alternative way to value a business that doesn’t have earnings.

	When they want a true picture of the company’s financial health because sales are tougher for companies to manipulate than earnings.


	When they’re considering a company offering products (versus services). PSR is more suitable for companies that sell items that are easily counted (such as products). Firms that make their money through loans, such as banks, aren’t usually valued with a PSR because deriving a usable PSR for them is more difficult.



[image: remember]
 Compare the company’s PSR with other companies in the same industry, along with the industry average, so you get a better idea of the company’s relative value.
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Chapter 1

Bond Fundamentals



 
IN THIS CHAPTER
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 Getting a handle on the nature of bonds
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 Knowing why some bonds pay more than others
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 Understanding the rationale behind bond investing
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 Meeting the major bond issuers
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 Considering individual bonds versus bond funds




Long before coauthor Russell Wild ever knew what a bond was (it’s essentially an IOU), he agreed to lend five dollars to Tommy Potts, a blond, goofy-looking kid in his seventh-grade class. This was the first time Russell had ever lent money to anyone. He can’t recall why Tommy needed the five dollars, but he did promise to repay it, and he was Russell’s pal.

Weeks went by, then months, and Russell couldn’t get his money back from Tommy, no matter how much he bellyached. Finally, he decided to go to a higher authority. So he approached Tommy’s dad, figuring Mr. Potts would give Tommy a stern lecture on the importance of maintaining his credit and good name. Then, Mr. Potts would either make Tommy cough up the money, or he would make restitution himself.

“Er, Mr. Potts,” said Russell, “I lent Tommy five bucks, and—”

“You lent him
 money?” Mr. Potts interrupted, pointing his finger at his deadbeat 12-year-old son, who at that point had turned over one of his pet turtles and was spinning it like a top. “Um, yes, Mr. Potts — five dollars.” At which point, Mr. Potts neither lectured nor reached for his wallet. Rather, he erupted into mocking laughter. “You lent him
 money!” he bellowed repeatedly, laughing, 
 slapping his thighs, and pointing to his turtle-torturing son. “You lent him
 money! HA … HA … HA
 …”

And that, dear reader, was Russell’s very first experience as a creditor. He never saw a nickel from Tommy, in either interest or returned principal.

Oh, yes, he’s learned a lot since then.



Understanding What Makes a Bond a Bond

Now suppose that Tommy Potts, instead of being a goofy kid in the seventh grade, were the U.S. government. Or the city of Philadelphia. Or Procter & Gamble. Tommy, in his powerful new incarnation, needs to raise not five dollars but $50 million. So Tommy decides to issue a bond. A bond is really not much more than an IOU with a serial number. People in suits, to sound impressive, sometimes call bonds debt securities
 or fixed-income securities.


A bond is always issued with a specific face amount,
 also called the principal,
 or par value.
 Most often, simply because it is convention, bonds are issued with face amounts of $1,000. So to raise $50 million, Tommy would have to issue 50,000 bonds, each selling at $1,000 par. Of course, he would then have to go out and find investors to buy his bonds.

Every bond pays a certain rate of interest,
 and typically (but not always) that rate is fixed over the life of the bond (hence fixed-income
 securities). The life of the bond is the period of time until maturity. Maturity,
 in the lingo of financial people, is the period of time until the principal is due to be paid back.
 (Yes, the bond world is full of jargon.) The rate of interest is a percentage of the face amount and is typically (again, simply because of convention) paid out twice a year.

So if a corporation or government issues a $1,000 bond, paying 4 percent interest, that corporation or government promises to fork over to the bondholder $40 a year — or, in most cases, $20 twice a year. Then, when the bond matures, the corporation or government repays the $1,000 to the bondholder.

In some cases, you can buy a bond directly from the issuer and sell it back directly to the issuer. But you’re more likely to buy a bond through a brokerage house or a bank. You can also buy a basket of bonds through a company that sells mutual funds or exchange-traded funds. These brokerage houses and fund companies will most certainly take a piece of the pie — sometimes a quite sizeable piece.


In short, dealing in bonds isn’t really all that different from a deal worked out between classmates. It’s just a bit more formal. And the entire business is regulated by the Securities and Exchange Commission (among other regulatory authorities), and most (but not all) bondholders wind up getting paid back!


Choosing your time frame

Almost all bonds these days are issued with life spans (maturities) of up to 30 years. Few people are interested in lending their money for longer than that, and people young enough to think more than 30 years ahead rarely have enough money to lend. In bond lingo, bonds with a maturity of less than five years are typically referred to as short-term bonds.
 Bonds with maturities of 5 to 12 years are called intermediate-term bonds.
 Bonds with maturities of 12 years or longer are called long-term bonds.


In general (sorry, but you’re going to read those words a lot in Book 4
 ; bond investing comes with few hard-and-fast rules), the longer the maturity, the greater the interest rate paid. That’s because bond buyers generally demand more compensation the longer they agree to tie up their money. At the same time, bond issuers are willing to fork over more interest in return for the privilege of holding onto your money longer.

It’s exactly the same theory and practice with bank CDs (certificates of deposit): Typically a two-year CD pays more than a one-year CD, which in turn pays more than a six-month CD.

The different rates that are paid on short, intermediate, and long bonds make up what is known as the yield curve. Yield
 simply refers to the actual return you get from the bond. In Book 4, Chapter 2
 , we provide an in-depth discussion of interest rates, bond maturity, and the all-important yield curve.



Picking who you trust to hold your money

Consider again the analogy between bonds and bank CDs. Both tend to pay higher rates of interest if you’re willing to tie up your money for a longer period of time. But that’s where the similarity ends.

When you give your money to a savings bank to plunk into a CD, that money — your principal — is almost certainly guaranteed (up to $250,000 per account) by the Federal Deposit Insurance Corporation (FDIC). If solid economics be your guide, you should open your CD where you’re going to get FDIC insurance (almost all banks carry it) and the highest rate of interest. End of story.
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 Things aren’t so simple in the world of bonds. A higher rate of interest isn’t always the best deal. When you fork over your money to buy a bond, your principal, in most cases, is guaranteed only by the issuer of the bond. That “guarantee” is only as solid as the issuer itself. That’s why U.S. Treasury bonds (guaranteed by the U.S. government) pay one interest rate, General Electric bonds pay another rate, and Valeant Pharmaceutical bonds pay yet another rate. Can you guess where you’ll get the highest rate of interest?

You would expect the highest rate of interest to be paid by Valeant. Why? Because lending your money to Valeant, a company that recently saw its CEO resign in the face of numerous investigations for price gouging, is very risky. If the company is in disarray — facing a ton of negative publicity, loss of sales, and potentially large fines — and then it goes belly up, you may lose a good chunk of your principal. That risk requires any shaky company to pay a relatively high rate of interest. Without being paid some kind of risk premium,
 you would be unlikely to lend your money to a company that may not be able to pay you back. Conversely, the U.S. government, which has the power to levy taxes and print money, is not going bankrupt anytime soon. Therefore, U.S. Treasury bonds, which are said to carry only an infinitely small risk of default,
 tend to pay relatively modest interest rates.

Bonds issued by the likes of Tommy Potts or Valeant — bonds that carry a relatively high risk of default — are commonly called high-yield
 or junk
 bonds. Bonds issued by solid companies and governments that carry very little risk of default are commonly referred to as investment-grade
 bonds.

There are many, many shades of gray in determining the quality and nature of a bond. It’s not unlike wine tasting in that regard. In Book 4, Chapter 2
 , we give you many specific tips for “tasting” bonds and choosing the finest vintages for your portfolio.



Differentiating among bonds, stocks, and Beanie Babies

Aside from the maturity and the quality of a bond, other factors could weigh heavily in how well a bond purchase treats you. In the following chapters in Book 4
 , we introduce you to such bond characteristics as callability, duration,
 and correlation,
 and we explain how the winds of the economy, and even the whims of the bond-buying public, can affect the returns on your bond portfolio.

For the moment, we simply want to point out that, by and large, bonds’ most salient characteristic — and the one thing that most, but not all, bonds share — is a certain stability and predictability, well above and beyond that of most other investments. Because you are, in most cases, receiving a steady stream of income, 
 and because you expect to get your principal back in one piece, bonds tend to be more conservative investments than, say, stocks, commodities, or collectibles (like Beanie Babies).

Is conservative a good thing? Not necessarily. It’s true that many people (men, more often than women) invest their money too aggressively, just as many people (of both genders) invest their money too conservatively. The appropriate portfolio formula depends on what your individual investment goals are (see Book 2, Chapter 1
 ).

By the way, our comment about men investing more aggressively is not our personal take on the subject. Some solid research shows that men do tend to invest (as they drive) much more aggressively than do women.




Why Hold Bonds?

In the real world, plenty of people own plenty of bonds — but often the wrong bonds in the wrong amounts and for the wrong reasons. Some people have too many bonds, making their portfolios too conservative; some have too few bonds, making their stock-heavy portfolios too volatile. Some have taxable bonds where they should have tax-free bonds, and vice versa. Others are so far out on a limb with shaky bonds that they may as well be lending their money to an irresponsible seventh grader.

The first step in building a bond portfolio is to have clear investment objectives. (“I want to make money” — something we hear from clients all the time — is not
 a clear investment objective!) Here are some of the typical reasons — both good and bad — why people buy and hold bonds.


Identifying the best reason to buy bonds: Diversification

Most people buy bonds because they perceive a need for steady income, and they think of bonds as the best way to get income without risking principal. This is one of the most common mistakes investors make: compartmentalization. They think of principal and interest as two separate and distinct money pools. They are not.

Let us explain: Joe Typical buys a bond for $1,000. At the end of six months, he collects an interest payment (income) of, say, $25. He spends the $25, figuring that his principal (the $1,000) is left intact to continue earning money. At the same time, Joe buys a stock for $1,000. At the end of six months, the price of 
 his stock, and therefore the value of his investment, has grown to, say, $1,025. Does he spend the $25? No way. Joe reckons that spending any part of the $1,025 is spending principal and will reduce the amount of money he has left working for him.
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 In truth, whether Joe spends his “interest” or his “principal,” whether he spends his “income” or generates “cash flow” from the sale of stock, he is left with the very same
 $1,000 in his portfolio.

Thinking of bonds, or bond funds, as the best — or only — source of cash flow or income can be a mistake.

Bonds are a better source of steady income than stocks because bonds, in theory (and usually in practice), pay regular interest; stocks may or may not pay dividends and may or may not appreciate in price. Bonds also may be a logical choice for people who may need a certain sum of money at a certain point in the future — such as college tuition or cash for a new home — and can’t risk a loss.

But unless you absolutely need a steady source of income or a certain sum on a certain date, bonds may not be such a hot investment. Over the long haul, they tend to return much less than stocks.

[image: tip]
 For now, the point we want to make is that the far better reason to own bonds, for most people, is to diversify
 a portfolio. Simply put, bonds tend to zig when stocks zag, and vice versa. The key to truly successful investing is to have several different asset classes
 — different investment animals with different characteristics — all of which can be expected to yield positive long-term returns but do not all move up and down together.



Going for the cash

Bonds are not very popular with the get-rich-quick crowd — for good reason. The only people who get rich off bonds are generally the insiders who trade huge amounts and can clip the little guy. Nonetheless, certain categories of bonds — high-yield corporate (junk) bonds, for example — have been known to produce impressive gains.

[image: warning]
 High-yield bonds may have a role — a limited one — in your portfolio, as we discuss in Book 4, Chapter 3
 . But know up-front that high-yield bonds do not offer the potential long-term returns of stocks, and neither do they offer the portfolio protection of investment-grade bonds. Rather than zigging when the stock market zags, many high-yield bonds zag right along with your stock portfolio. Be careful!


Some high-yield bonds are better than others — and they are held by relatively few people.
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 Even high-quality, investment-grade bonds are often purchased with the wrong intentions. 
Note:

 A U.S. Treasury bond, though generally thought to be the safest bond of all, will not guarantee your return of principal unless you hold it to maturity.
 If you buy a 20-year bond and you want to know for sure that you’re going to get your principal back, you had better plan to hold it for 20 years. If you sell it before it matures, you may lose a bundle. Bond prices, especially on long-term bonds — yes, even Uncle Sam’s bonds — can fluctuate greatly! We discuss the reasons for this fluctuation in Book 4, Chapter 2
 .

We also discuss the very complicated and often misunderstood concept of bond returns. You may buy a 20-year U.S. Treasury bond yielding 3 percent, and you may hold it for 20 years to full maturity. And yes, you’ll get your principal back, but you may actually earn far more or far less than 3 percent interest on your money! It’s complicated, but we explain this phenomenon in Book 4, Chapter 2
 .




Introducing the Major Players in the Bond Market

Every year, millions — yes, literally millions — of bonds are issued by thousands of different governments, government agencies, municipalities, financial institutions, and corporations. They all pay interest. In many cases, the interest rates aren’t all that much different from each other. In most cases, the risk that the issuer will default
 — fail to pay back your principal — is minute. So why, as a lender of money, would you want to choose one type of issuer over another? Glad you asked!

Following are some important considerations about each of the major kinds of bonds, categorized by who issues them. We’re just going to scratch the surface right now. For a more in-depth discussion, see Book 4, Chapter 3
 . In the meantime, here are the basics:


	

Supporting (enabling?) your Uncle Sam with Treasury bonds:
 When the government issues bonds, it promises to repay the bond buyers over time. The more bonds the government issues, the greater its debt. Voters may groan about the national debt, but they generally don’t see it as an immediate problem.


In Book 4, Chapter 3
 , we explain the many, many kinds of Treasury bonds — from EE Bonds to I Bonds to TIPS — and the unique characteristics of each. For the moment, we merely want to point out that all of them are backed by the “full faith and credit” of the federal government. Despite its huge debt, the United States of America is not going bankrupt anytime soon. And for that reason, Treasury bonds have traditionally been referred to as “risk-free.” Careful! That does not
 mean that the prices of Treasury bonds do not fluctuate.



	
Collecting corporate debt:
 Bonds issued by for-profit companies are riskier than government bonds but tend to compensate for that added risk by paying higher rates of interest. (If they didn’t, why would you or anyone else want to take the extra risk?) For the past few decades, corporate bonds in the aggregate have tended to pay about a percentage point higher than Treasuries of similar maturity.

	

Demystifying those government and government-like agencies:
 Federal agencies, such as the Government National Mortgage Association (Ginnie Mae), and government-sponsored enterprises (GSEs), such as the Federal Home Loan Banks, issue a good chunk of the bonds on the market. Even though these bonds can differ quite a bit, they are collectively referred to as agency
 bonds. What we call agencies are sometimes part of the actual government, and sometimes a cross between government and private industry. In the case of the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac), they have been, following the mortgage crisis of 2008, somewhat in limbo.

To varying degrees, Congress and the Treasury should serve as protective big brothers if one of these agencies or GSEs were to take a financial beating and couldn’t pay off its debt obligations.



	

Going cosmopolitan with municipal bonds:
 The bond market, unlike the stock market, is overwhelmingly institutional. In other words, most bonds are held by insurance companies, pension funds, endowment funds, and mutual funds. The only exception is the municipal bond market.

Municipal bonds (munis
 ) are issued by cities, states, and counties. They are used to raise money for either the general day-to-day needs of the citizenry (schools, roads, sewer systems) or for specific projects (a new bridge, a sports stadium).







Buying Solo or Buying in Bulk

One of the big questions about bond investing that we help you answer later in Book 4
 is whether to invest in individual bonds or bond funds.


We generally advocate bond funds — both bond mutual funds and exchange-traded funds. Mutual funds and exchange-traded funds represent baskets of securities (usually stocks or bonds, or sometimes both) and allow for instant and easy portfolio diversification (see Book 5
 ). You do, however, need to be careful about which funds you choose. Not all are created equal — far, far from it.

Here, we give you a quick rundown of the pros and cons of owning individual bonds versus bond funds.


Picking and choosing individual bonds

Individual bonds offer investors the opportunity to really fine-tune a fixed-income portfolio. With individual bonds, you can choose exactly what you want in terms of bond quality, maturity, and taxability.

For larger investors — especially those who do their homework — investing in individual bonds may also be more economical than investing in a bond fund. That’s especially true for investors who are up on the latest advances in bond buying and selling.

Once upon a time, any buyers or sellers of individual bonds had to take a giant leap of faith that their bond broker wasn’t trimming too much meat off the bone. No more. In Book 4, Chapter 4
 , we show you how to find out exactly how much your bond broker is making off you — or trying to make off you. We show you how to compare comparable bonds to get the best deals. And we discuss some popular bond strategies, including the most popular and potent one, laddering
 your bonds, which means staggering the maturities of the bonds that you buy.



Going with a bond fund or funds

Investors now have a choice of well over 5,000 bond mutual funds or exchange-traded funds. All have the same basic drawbacks: management expenses and a certain degree of unpredictability above and beyond individual bonds. But even so, some make for very good potential investments, particularly for people with modest portfolios.

Where to begin your fund search? We promise to help you weed out the losers and pick the very best.





The Triumphs and Failures of Fixed-Income Investing

Picture yourself in the year 1926. Calvin Coolidge occupies the White House. Ford’s Model T can be bought for $200. Charles Lindbergh is gearing up to fly across the Atlantic. And you, having just arrived from your journey back in time, brush the time-travel dust off your shoulders and reach into your pocket. You figure that if you invest $100, you can then return to the present, cash in on your investment, and live like a corrupt king. So you plunk down the $100 into some long-term government bonds.

Fast-forward to the present, and you discover that your original investment of $100 is now worth $11,730. It grew at an average annual compound rate of return of 5.5 percent. (In fact, that’s just what happened in the real world.) Even though you aren’t rich, $11,730 doesn’t sound too shabby. But you need to look at the whole picture.


Beating inflation, but not by very much
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 Yes, you enjoyed a return of 5.5 percent a year, but while your bonds were making money, inflation was eating it away at a rate of about 3 percent a year. What that means is that your $11,730 is really worth about $885 in 1926 dollars.

To put that another way, your real (after-inflation) yearly rate of return for long-term government bonds was about 2.5 percent. In about half of the 89 years, your bond investment either didn’t grow at all in real dollar terms, or actually lost money.

Compare that scenario to an investment in stocks. Had you invested the very same $100 in 1926 in the S&P 500 (500 of the largest U.S. company stocks), your investment would have grown to $567,756 in nominal
 (pre-inflation) dollars. In 1926 dollars, that would be about $42,800. The average nominal return was 10.2 percent, and the average real annual rate of return for the bundle of stocks was 7.0 percent. (Those rates ignore both income taxes and the fact that you can’t invest directly in an index, but they are still valid for comparison purposes.)

So? Which would you rather have invested in: stocks or bonds? Obviously, stocks were the way to go. In comparison, bonds seem to have failed to provide adequate return.




Saving the day when the day needed saving

But hold on! There’s another side to the story! Yes, stocks clobbered bonds over the course of the last eight or nine decades. But who makes an investment and leaves it untouched for that long? Outside of maybe Rip Van Winkle, no one! Real people in the real world usually invest for much shorter periods. And there have been some shorter periods over the past eight or nine decades when stocks have taken some stomach-wrenching falls.

The worst of all falls, of course, was during the Great Depression that began with the stock market crash of 1929. Any money that your grandparents may have had in the stock market in 1929 was worth not even half as much four years later. Over the next decade, stock prices would go up and down, but Grandma and Grandpa wouldn’t see their $100 back until about 1943. Had they planned to retire in that period, well, they may have had to sell a few apples on the street just to make ends meet.
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 A bond portfolio, however, would have helped enormously. Had Grandma and Grandpa had a diversified portfolio of, say, 70 percent stocks and 30 percent long-term government bonds, they would have been pinched by the Great Depression but not destroyed. While $70 of stock in 1929 was worth only $33 four years later, $30 in long-term government bonds would have been worth $47. All told, instead of having a $100 all-stock portfolio fall to $46, their 70/30 diversified portfolio would have fallen only to $80. Big difference.

Closer to our present time, a $10,000 investment in the S&P 500 at the beginning of 2000 was worth only $5,800 after three years of a growly bear market. But during those same three years, long-term U.S. government bonds soared. A $10,000 70/30 (stock/bond) portfolio during those three years would have been worth $8,210 at the end. Another big difference.

In 2008, stocks took a big nosedive. The S&P 500 tumbled 37 percent in that dismal calendar year. And long-term U.S. government bonds? Once again, our fixed-income friends came to the rescue, rising nearly 26 percent. In fact, nearly every investment imaginable, including all the traditional stock-market hedges, from real estate to commodities to foreign equities, fell hard that year. Treasury bonds, however, continued to stand tall.

Clearly, long-term government bonds can, and often do, rise to the challenge during times of economic turmoil. Why are bad times often good for many bonds? Bonds have historically been a best friend to investors at those times when investors have most needed a friend. Given that bonds have saved numerous stock investors from impoverishment, bond investing in the past eight to nine decades may be seen not as a miserable failure but as a huge success.




Gleaning some important lessons

Bonds have been a bulwark of portfolios throughout much of modern history, but that’s not to say that money — some serious money — hasn’t been lost. In this section, we offer examples of some bonds that haven’t fared well so you’re aware that even these relatively safe investment vehicles carry some risk.


Corporate bonds

Corporate bonds — generally considered the most risky kind of bonds — did not become popular in the United States until after the Civil War, when many railroads, experiencing a major building boom, had a sudden need for capital. During a depression in the early to mid-1890s, a good number of those railroads went bankrupt, taking many bondholders down with them. Estimates indicate that more than one out of every three dollars invested in the U.S. bond market was lost. Thank goodness we haven’t seen anything like that since (although during the Great Depression of the 1930s, plenty of companies of all sorts went under, and many corporate bondholders again took it on the chin).

In more recent years, the global bond default rate has been less than 1 percent a year. Still, that equates to several dozen companies a year. In recent years, a number of airlines (Delta, Northwest), energy companies (Enron), and one auto parts company (Delphi) defaulted on their bonds. Both General Motors and Ford, as well as RadioShack, experienced big downgrades (from investment-grade
 to speculative-grade,
 terms we explain in Book 4, Chapter 2
 ), costing bondholders (especially those who needed to cash out holdings) many millions. Most recently, Valeant Pharmaceuticals’ bonds have lost many millions in value.

Lehman Brothers, the fourth largest investment bank in the United States, went belly-up in the financial crisis of 2008. Billions were lost by those in possession of Lehman Brothers bonds. (Many more billions were also lost in mortgage-backed securities and collateralized debt obligations. These investments are debt instruments issued by financial corporations, but they are very different animals than typical corporate bonds.) Most recently, corporations that were once very healthy, from Borders to Sharper Image to Kodak, have collapsed. Even Hostess became little more than crumbs. (It’s tough to imagine that with people’s insatiable appetites for sugary snacks, a company could lose money on Ding Dongs and Twinkies!) Corporations sometimes go under. None are too big to fail.



Municipal bonds

Municipal bonds, although much safer overall than typical corporate bonds, have also seen a few defaults. In 1978, Cleveland became the first major U.S. city to default on its bonds since the Great Depression. Three years prior, New York City likely would have defaulted on its bonds had the federal government not come to the rescue.


The largest default in the history of the municipal bond market occurred in 2013, when Detroit declared bankruptcy, leaving holders of more than $8 billion in bonds wondering (and, at the time of this writing, they are wondering still) whether they will ever get their money back.

Largely because of the situation in Detroit, there has been lots of talk about municipal bankruptcies of late. Yet not many have occurred. In recent years, the number of municipalities defaulting on their bonds has been estimated to run about 6⁄10 of one percent.

Several budget-challenged cities and counties have had to make the difficult choice between paying off bondholders or making good on pension obligations for retired police, firefighters, and teachers. Thus far, the retired workers have suffered more financial pain than the bondholders, perhaps because they have less political clout — and no one wants to alienate bondholders, who may provide much-needed cash in the future.



Sovereign bonds

Nations worldwide also issue government bonds. These are often called sovereign
 bonds. The largest default of all time occurred in 1917 as revolutionaries in Russia were attempting to free the people by breaking the bonds, so to speak, of imperialist oppression. Bonds were broken, for sure; with the collapse of the czarist regime, billions and billions of rubles-worth of Russian bonds were suddenly worth less than non-alcoholic vodka. Most had been sold to Western Europeans. In France, the Parisian government urged people to reject the new Bolshevik regime and show their support of the monarch in Moscow by purchasing Russian bonds. About half of all French households held at least some Russian debt.

Sometimes history can repeat itself or, at least, create echoes of the past. In 1998, one of the largest bond defaults of the modern era occurred once again in Moscow. The Russian government, facing a collapse of its currency, stopped payment on about $40 billion of bonds. And in 2002, Argentina’s financial decline forced bondholders to accept 25 cents on the dollar for its outstanding debt of $90 billion.
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 Bonds of emerging-market
 nations (such as Russia, Argentina, Mexico, and Turkmenistan) had been a hot investment sector for several years before turning downward in 2016, largely due to the drying up of commodity markets. Emerging-market bonds can be very volatile, and investing in them means risking your principal.

Indeed, the recent global awareness of serious debt problems in several European nations has resulted in fears that even these developed nations (which presumably have already emerged) could default on their bond obligations. This fear has caused their bond prices to drop dramatically and yields to rise sharply. At the time 
 of this writing, while ten-year U.S. Treasury bonds are yielding about 2 percent, a ten-year bond issued by the Greek government is yielding 8 percent. Clearly, the collective wisdom of the bond market sees the government of Greece as more likely to default than the U.S. government.





Realizing How Crucial Bonds Are Today

We could talk about the importance of corporate debt to the growth of the economy, the way in which municipal bonds help to repair roads and build bridges, and how Ginnie Mae and Fannie Mae bonds help to provide housing to the masses, but we think we’ll just let this one sentence suffice. This is, after all, not a book on macroeconomics and social policy but a book on personal investing. So allow us to address the crucial role that bonds play in the lives of individual investors — everyday people.

With approximately $15 trillion invested in bonds, U.S. households’ economic welfare is closely tied to the fortunes of the bond market.
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 We would argue that with the demise of the traditional pension, bond investing is more important than ever. Back when you knew your company would take care of you in old age, you may have played footloose and fancy free with your portfolio without having to worry that a scrambled nest egg might mean you couldn’t afford to buy eggs. Today, a well-tuned portfolio — that almost certainly includes a good helping of bonds — can make the difference between living on Easy Street and living on
 the street.

Keep in mind that most of the money in the $40 trillion U.S. bond market is institutional money. Should you have a life insurance policy, chances are that your life insurance company has most of your future payoff invested in bonds. Should you have money in your state’s prepaid college tuition program, chances are that your money is similarly indirectly invested in bonds. Should you be one of the fortunate employees whose company still offers a pension, chances are that your company has your future pension payout invested in bonds.

In total, nearly $90 trillion is invested in bonds worldwide. Many economists speculate that as the boomer generation continues to move into retirement, the demand for income-generating investments like bonds will only grow. If you live and work in a developed nation, your economic well-being is much more closely tied to the bond markets than you think.




Viewing Recent Developments, Largely for the Better

As the price of everything from groceries and gas to college tuition and medical care continues to climb, it’s nice to know that at least two things on this planet have gotten cheaper in the past few years: computers and bond trades. And, as any seasoned bond investor will tell you, saving money on trades isn’t the only exciting development of late. Here are some others worth noting:


	

New and better bond funds:
 According to Morningstar, you have almost 2,300 bond funds in which to invest. (If we were to include various “classes” of these funds, such as many mutual-fund companies offer, basically for small investors and large investors, the number would be about 10,000.) Of these, at least 300 are bond index funds
 — funds that seek to capture the returns of an entire swatch of the bond market — which, from our vantage point, tend to be the best options for most bond investors. These funds carry an average yearly expense ratio of 28 basis points (28⁄100 of 1 percent), which is way, way less than most bond funds (the overall average of just about 1 percent).
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 The newest kid on the block, exchange-traded funds
 (ETFs) — funds similar to mutual funds — are the greatest thing to happen to bond investing in a very long time. ETFs, the vast majority of which are index funds, allow small investors to invest like the Big Boys, with extremely low expenses and no minimum investment requirements. As of this printing, approximately 260 bond ETFs exist. Some of them, such as several offerings from Vanguard and Schwab, carry annual expense ratios of less than 1⁄10 of one percent. (See Book 4, Chapter 5
 and Book 5
 for more on ETFs and mutual funds.)



	

Greater access to information:
 One of the advantages of all index funds, but especially exchange-traded funds over traditional actively managed mutual funds, is their relative transparency.
 That means that when you invest in an ETF, you know exactly what you’re buying. Traditional mutual funds are not required to reveal their specific investments; you may think you’re buying one thing and end up with another.

When it comes to buying and selling individual bonds, it’s as if a muddy pond has been transformed into a glass aquarium. Not long ago, a bond broker would give you a price for a bond, and you’d have absolutely no idea how fair a deal you were getting. Nowadays, you can search online and usually get a very good idea of how fair a deal you’re getting, how much the broker is making, and whether better deals can be had. We give you a complete tour of the aquarium in Book 4, Chapter 4
 .



	

The expansion of Uncle Sam’s treasury chest:
 If you are going to invest in individual bonds, U.S. Treasury bonds may make the most sense. The 
 Treasury has a website, 

www.treasurydirect.gov


 , where you can buy its bonds directly and not have to deal with any brokers whatsoever, nor will you need to fork over any kind of markup. We walk you through the process in Book 4, Chapter 3
 .
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 One special kind of Treasury bond — Treasury Inflation-Protected Securities, or TIPS — has been in existence since the mid-1990s. It is a very exciting development in the world of bonds. TIPS offer only very modest interest rates, but the principal is readjusted twice annually to keep up with inflation. TIPS represent an entirely new asset class
 (kind of investment), and coauthor Russell advocates that most of his clients hold at least one-quarter of their bond allocation in TIPS. They can be important portfolio diversifiers. Read all about them in Book 4, Chapter 3
 .



	
Internationalization of the bond market:
 The U.S. government isn’t the only government to issue bonds. U.S. corporations aren’t the only corporations to issue bonds, either. For added portfolio diversification, and possibly a higher yield, you may want to look abroad. Until recently, international diversification in fixed income was very difficult. Now, it’s as easy as (but not as American as) apple pie. As with U.S. bonds, you have your pick of short-term or long-term bonds, safe-and-simple or risky-with-high-return potential. You can invest in the relatively calm waters of Canada, Japan, or Germany. Or you can travel to countries such as Russia and Brazil where the bond markets are choppy and exciting.





Chapter 2

All about the Interest



 
IN THIS CHAPTER

[image: check]
 Calculating true return on bond investments


[image: check]
 Understanding the meaning of various yields


[image: check]
 Explaining what makes the bond markets move
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 Discovering why tomorrow’s interest rates matter today


[image: check]
 Figuring out your potential for profit




In the city of Uruk, in the month of Ululu, on the 11th day of the 9th year of Nebuchadnezzar (that would be 595 B.C.), a man named Nabu-usabsi lent a half mina (about half a pound) of silver to Nabu-sar-ashesu. They signed an agreement witnessed by a holy priest and four countrymen. The agreement stated that within one year, Nabu-sar-ashesu would return to Nabu-usabsi his half mina of silver plus another ten shekels, each shekel equal to about 1
 /60
 of a pound of silver. If you do the math, that equates to a yearly rate of interest of 33⅓ percent.

That story from an ancient Babylonian text was retold, nearly 2,600 years later, in A History of Interest Rates,
 a 700-page textbook by Sidney Homer and Richard Sylla, first published in 1963. (A fourth edition was published by Wiley in 2005.) The book is an amazing collection of research into credit and interest rates not only going back to the 9th year of Nebuchadnezzar but also offering some speculation that interest payments of one sort or another existed in prehistoric times.

And why, pray tell, are we bringing this up in a book on bond investing in the computer age? Because most of today’s credit is tied up in bonds, and the most salient feature of any bond is the interest rate paid. Interestingly (pardon the pun), many of the same forces that drove interest rates 2,600 years ago are still
 driving interest rates today, as you find out in this chapter.


On the following pages, we examine what forces affect interest rates and the demand for credit. We introduce the many (and often confusing, sometimes purposely
 confusing) ways in which bond returns are measured and reported. And we give you the tools you need to determine whether Mr. Nabu-usabsi was getting a fair return on his investment, as well as what you, as a thoroughly modern bond investor, should expect in return for your
 bond investments.



The Tricky Business That Is Calculating Rates of Return

Bond investing can be tricky business indeed — way trickier than stock investing. To help us explain why, we’re going to call upon our Babylonian friends, Nabu-usabsi and Nabu-sar-ashesu. And we’re going to introduce two new characters, Lila-Ir-lender and Kudur-Broker. The two Nabus are real characters from a bygone era. Lila-Ir-lender (said to be a distant cousin of Hammurabi) is fictional. Kudur-Broker is also fictional.

Lila-Ir-lender, like Nabu-sar-ashesu, is a moneylender. Kudur-Broker is, appropriately enough, a broker. Instead of dealing only in minas and shekels and agreements written on parchment, assume the existence of bonds. With lenders, borrowers, and a broker, we have a complete bond market!

Okay, are you ready to see why this bond business can be so tricky? Good. Let’s return to ancient Babylonia!


Cutting deals

Instead of merely signing an agreement, suppose that Nabu-usabsi, in return for lending his half mina of silver to Nabu-sar-ashesu, gets a bond. Nabu-sar-ashesu’s bond clearly states that Nabu-usabsi will get his investment back in one year, plus 33⅓ percent interest. In the parlance of the bond world, the bond is issued with a face value
 of a half mina of silver, a coupon rate
 (or interest rate) of 33⅓ percent, and a maturity
 (or expiration date) of one year. We talk about these terms in more detail later.

For now, we want to impress upon you that measuring bond returns is not always an easy matter. Why not? After all, the agreement calls for 33⅓ percent interest. Simple enough, eh? Not really.


Suppose that Nabu-usabsi wants to get his 33⅓ percent interest not as a lump sum at the end of the year but in two installments (as most bonds work): 16⅔ percent after six months, and another 16⅔ percent after another six months. That is obviously a better deal for Nabu-usabsi because he gets 16⅔ percent of his investment back sooner and can, if he wishes, reinvest that money for another six months. Suppose that, in fact, he is able to reinvest that money for a very high interest rate. By the end of the year, Nabu-usabsi will actually earn more than 33⅓ percent on his original investment. But how is his real
 rate of return calculated?



Changing hands

To complicate matters further, suppose that Nabu-sar-ashesu, the bond issuer, has agreed that his bond can be sold, and that he will continue to pay 33⅓ percent interest to whomever buys the bond. In walks Lila-Ir-lender, who wants to buy the bond from Nabu-usabsi but uses Kudur-Broker, the bond broker, to make the deal. Kudur-Broker pays Nabu-usabsi one-half pound of silver to obtain the bond. Eager to buy himself a new camel, Kudur-Broker turns around and sells it to Lila-Ir-lender for one pound of silver and pockets the difference for himself.

Lila-Ir-lender is now the proud owner of a bond that is paying 33⅓ percent on the original face value
 (one-half pound of silver). She, however, paid much more for the bond, thanks to the bond broker’s handsome markup. So even though she is holding a bond that is paying 33⅓ percent, she isn’t really getting 33⅓ percent on her money; she’s getting a significant amount less.


Now
 how much is the true rate of return on the bond? Is it 33⅓ percent, or is it 16⅔ percent, which is the actual percentage return that Lila-Ir-lender would be getting on the money she laid out?



Embracing the complications

You see why this bond business can be so confusing? (Yes, it would be just as confusing if the names were Mike and Sue instead of Nabu-usabsi and Nabu-sar-ashesu!)

We need to warn you that this chapter is the most technical one in Book 4
 . You are about to read some things that confuse even many financial professionals. We do our best to present the information clearly, and we promise to give you an intermission halfway through the chapter so you can catch your breath! But you are probably right now wondering the following: Do I really need to know all this? Can I skim this chapter, or should I really know how to calculate yield-to-maturity, yield-to-call, and things like that? It depends.
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 If you are okay investing in bond mutual funds and you’re going to buy and hold your investment, then a cursory knowledge of what makes bonds tick is probably just fine. (Knowing how they fit into a well-diversified portfolio is probably more important.) If you are intent, however, on dealing in individual bonds or trying to flip bonds to make a profit (good luck!), you’d better either know this stuff or find a bond broker you can really trust.

Understanding what follows is easier than finding a bond broker you can really trust. Trust us.




Measuring the Desirability of a Bond

Determining the true value of a bond investment, and how much you’re really going to get out of it in the end, requires three levels of research:


	
Level one:
 You notice the curb appeal of the bond: What is the face value, coupon rate, and sales price?

	
Level two:
 You dig deeper into the qualities of the bond: What are its ratings and maturity, and is it callable?

	
Level three:
 You look at broader economic factors (the bond’s “neighborhood”), which can greatly influence the value of your bond investment: the prevailing interest rates, inflation rate, state of the economy, and forces of supply and demand in the fixed-income market.



We know that you may not be familiar with all the terms we’re using here, such as ratings
 and callable.
 We introduce them all later in this chapter.


Level one: Getting the basic information

You can ascertain the first things you need to know about a bond quite readily, either by looking at the bond offer itself or by having a conversation with the broker.


Face value

Also known as par value
 or the principal,
 the face value
 is the original dollar amount of the bond. This is the amount that the bond issuer promises to pay the bond buyer at maturity. The face value of the vast majority of bonds in today’s market is $1,000. But note that a $1,000 par value bond doesn’t necessarily have to sell for $1,000. After the bond is on the open market, it may sell for an amount above or below par. If it sells above par, it’s known as a premium
 bond. If it sells below par, it’s known as a discount
 bond.
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 Know this: Discount bonds are discounted for a reason — or, perhaps, two or three reasons. Most commonly, the discounted bond isn’t paying a very high rate of interest compared to other similar bonds. Or the bond issuer is showing some signs of financial weakness that could potentially lead to a default. Don’t think you’re getting a bargain by paying less than face value for a bond. Chances are, you aren’t.



Coupon rate

The coupon rate
 is the interest rate the bond issuer (the debtor) has agreed to pay the bondholder (the creditor), given as a percent of the face value. The term coupon rate
 refers to the fact that in the old days, bonds had actual coupons attached that you would rip off at regular intervals to redeem for cash. Bonds no longer have such coupons; in fact, they aren’t printed on paper anymore. Bonds are all electronic, but the term remains.

The coupon rate never changes. That’s the reason that bonds, like CDs, are called fixed-income
 investments, even though (as you see shortly) the term is a bit of a misnomer. A 5 percent bond always pays 5 percent of the face value (which is usually $50 a year, typically paid as $25 every six months). As we mention in the previous section, the bond doesn’t have to be bought or sold at par. But the selling price of a bond doesn’t affect the coupon rate.
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 Know this: The coupon rate, set in stone, tells you how much cash you’ll get from your bond each year. Simply take the coupon rate and multiply it by the face value of the bond. Divide that amount in half. That’s how much cash you’ll typically receive twice a year. A $1,000 bond paying 8 percent gives you $40 cash twice a year.



Sale price

In general, a bond sells at a premium
 (above face value) when prevailing interest rates have dropped since the time that bond was issued. If you think about it, that makes sense. Say your bond is paying 6 percent, and interest rates across the board have dropped to 4 percent. The bond in your hand, which is paying considerably more than new bonds being issued, becomes a valuable commodity. On the other hand, when general interest rates rise, existing bonds tend to move to discount
 status (selling below face value). Who wants them when new bonds are paying higher rates?

[image: remember]
 Don’t ask why, but bond people quote the price of a bond on a scale of 100. If a bond is selling at par
 (face value), it will be quoted as selling at 100. But that doesn’t mean that you can buy the bond for $100. It means you can buy it at par. On a $1,000 par bond, that means you can buy the bond for $1,000. If the same bond is selling at 95, that means you’re looking at a discount bond, selling for $950. And if that bond is selling for 105, it’s a premium bond; you need to fork over $1,050.


Know this: Most investors put too much weight on whether a bond is a discount bond or a premium bond. Although it matters somewhat, especially with regard to a bond’s volatility (see the later section “Measuring the Volatility of Your Bond Holdings
 ”), it doesn’t necessarily affect a bond’s total return. Total return
 refers to the sum of your principal and income, capital gains on your original investment, plus
 any income or capital gains on money you’ve earned on your original investment and have been able to reinvest. Total return is, very simply, the entire amount of money you end up with after a certain investment period, minus what you began with. More on that later in this chapter.




Level two: Finding out intimate details

After you know the face value, coupon rate, and sale price (discount or premium), you are ready to start a little digging. The upcoming sections show you what you want to know next about the bond.


Ratings: Separating quality from junk

Not all bonds pay the same coupon rates. In fact, some bonds pay way more than others. One of the major determinants of a bond’s coupon rate is the financial standing of the issuer.

The U.S. Treasury, a major issuer of bonds, pays modest rates of return on its bonds (generally a full percentage point less than similar bonds issued by corporations). The reason? Uncle Sam doesn’t have to pay more. People assume that the U.S. government isn’t going to welsh on its debts, so they are willing to lend the government money without demanding a high return. Shakier entities, such as a new company, a city in financial trouble, or the Russian government (which has a history of defaulting) would have to offer higher rates of return to find any creditors. So they must, and so they do.

An entire industry of bond-rating companies, such as Moody’s, Standard and Poor’s (S&P), and Fitch Ratings, exists to help bond investors figure their odds of getting paid back from a company or municipality to which they lend money. These firms dig into a bond issuer’s financial books to see how solvent the entity is. Theoretically, the higher the rating, the safer your investment; the lower the rating, the more risk you take. In addition, other resources can tell you how much extra interest you should expect for taking on the added risk of lending to a shaky company. You find much more on the ratings in Book 4, Chapter 3
 .
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 Know this: Ratings are very helpful — it’s hard to imagine markets working without them — but neither the ratings nor the raters are infallible. In the case of Enron, the major ratings firms — S&P and Moody’s — had the company’s bonds rated as investment-grade
 until four days before the company declared bankruptcy. 
 Investment-grade means that the risk of loss is very low and the odds of getting repaid very high. Weren’t Enron bondholders surprised!



Insurance

Some bonds come insured and are advertised as such. This is most common in the municipal bond market, although less common than it was years ago. Even though default rates are very low among municipalities, cities know that people buy their bonds expecting safety. So they sometimes insure. If a municipality goes to the trouble of having an insurance company back its bonds, you know that you are getting a safer investment, but you shouldn’t expect an especially high rate of interest. (No, you can’t decline the insurance on an insured bond. It doesn’t work like auto-rental insurance.)

Know this: Some proponents of holding individual bonds say you should delve not only into the financial health of the bond issuer but also, in the case of an insured bond, the financial health of the insurance company standing behind the issuer. That’s a fair amount of work, which is one reason we favor bond funds for most middle-class family portfolios.



Maturity

Generally, the longer the maturity of the bond, the higher the interest rate paid. The reason is simple enough: Borrowers generally want your money for longer periods of time and are willing to pay accordingly. Lenders generally don’t want their money tied up for long periods and require extra incentive to make such a commitment. And finally, the longer you invest your money in a bond, the greater the risk you are taking — both that the issuer could default and that interest rates could pop, lessening the value of your bond.
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 No matter who the issuer is, when you buy a 20-year bond, you are taking a risk. Anything can happen in 20 years. Who would have thought 20 years ago that General Motors could find itself on the verge of bankruptcy (as it was when coauthor Russell Wild wrote the first edition of Bond Investing For Dummies
 )? Or that RadioShack would be boarding up stores, and its bonds selling for nickels to the dollar?



Callability

A bond that is callable
 is a bond that can be retired by the company or municipality on a certain date before the bond’s maturity. Because bonds tend to be retired when interest rates fall, you don’t want your bond to be retired; you generally aren’t going to be able to replace it with anything paying as much. Because of the added risk, callable bonds tend to carry higher coupon rates to compensate bond buyers.


[image: warning]
 Please be careful when buying any individual callable bond. Much of the real pain we’ve seen in the bond market has occurred over calls. We’ve seen cases where a bond buyer will pay a broker a hefty sum to buy a bond callable in, say, six months. The bond, sure enough, gets called, and the bondholder suddenly realizes that he paid the broker a fat fee and made nothing — perhaps got a negative
 return — on his investment. Of course, the broker never bothered to point out this potentially ugly scenario.



Taxes

Back in the early days of the bond market in the United States, the federal government made a deal with cities and states: You don’t tax our bonds, and we won’t tax yours. And, so far, all parties have kept their word. When you invest in Treasury bonds, you pay no state or local tax on the interest. And when you invest in municipal (muni) bonds, you generally pay no federal tax on the interest. Accordingly, muni bonds typically pay a lower rate of interest than equivalent corporate bonds. But you may still wind up ahead on an after-tax basis.




Level three: Examining the neighborhood

Your home, no matter how well you maintain it or whether you renovate the kitchen, tends to rise or fall in value along with the value of all other houses in your neighborhood. Many things outside of your control — the quality of the schools, employment opportunities, crime rates, and earthquake tremors — can greatly influence the value of homes in your area, including yours. Similarly, a bond, no matter its quality or maturity, tends to rise and fall in value with the general conditions of the markets and of the economy.


Prevailing interest rates

Nothing affects the value of bonds (at least in the short to intermediate run) like prevailing interest rates. When interest rates go up, bond prices go down, usually in lockstep. When interest rates fall, bond prices climb. The relationship is straightforward and logical enough. If you’re holding a bond paying yesterday’s interest rate, and today’s interest rate is lower, then you are holding something that is going to be in hot demand, and people will pay you dearly for it. If you’re holding a bond paying yesterday’s interest rate, and today’s rate is higher, then you are holding mud.

Okay, that part is simple. Interest rates drive bond prices. But what drives interest rates?

Interest rates come in many different flavors. At any point in time, there are prevailing interest rates for home mortgages, credit card payments, bank loans, short-term bonds, and long-term bonds, but to a great extent they all move up 
 and down together. The forces that drive interest rates are numerous, entwined, and largely unpredictable (even though many people claim they can predict).

In the short run — from hour to hour, day to day — the Federal Reserve (Fed), which controls monetary policy in the United States, has great power to manipulate interest rates across the board. The Federal Reserve’s job is to help smooth the economy by tinkering with interest rates to help curb inflation and boost growth. Low interest rates make borrowing easy, both for businesses and consumers. That helps to heat up the economy, but it can also result in inflation. High interest rates discourage borrowing and so tend to slow economic growth, but they also help to rein in inflation. So when inflation is running too high, in the eyes of the Fed, it moves to raise interest rates. And when the economy is growing too slowly, the Fed tends to lower interest rates. Obviously, it’s a balancing act, and perfect balance is hard to achieve.

In the longer run — month to month, year to year — interest rates tend to rise and fall with inflation and with the anticipated rate of future inflation.
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 Rising interest rates are, in the short run, a bondholder’s worst enemy. The possibility that interest rates will rise — and bond prices will therefore fall — is what makes long-term bonds somewhat risky. If you want to avoid the risk of price volatility, go with short-term bonds, but be willing to accept less cash flow from your bond holdings. Or hold your long-term bonds to maturity and ladder them (more on laddering in Book 4, Chapter 4
 ).



The rate of inflation

The inflation rate
 signals the degree to which you have to cough up more money to buy the same basket of goods; it indicates your loss of purchasing power. In the long run, the inflation rate has great bearing on returns enjoyed by bondholders. The ties between the inflation rate and the bond market are numerous.

In economic theory, bondholders are rational beings with rational desires and motivations. (In reality, individual investors often act irrationally, but as a group, the markets seem to work rather rationally.) A rational buyer of bonds demands a certain inflation-risk premium.
 That is, the higher the rate of inflation or the expected rate of inflation, the higher an interest rate bondholders demand. If inflation is running at 3 percent, which it has, more or less, for the past several years, bond buyers know that they need returns of at least 3 percent just to break even. If the inflation rate jumps to 6 percent, the inflation-risk premium doubles; bond buyers won’t invest their money (or won’t invest it happily) unless they get double what they were getting before.

Inflation is also a pretty good indicator of how hot the economy is. When prices are rising, it usually reflects full employment and companies’ expanding. When companies are expanding, they need capital. The need for capital raises the demand 
 for borrowing. An increased demand for borrowing raises prevailing interest rates, which lowers bond prices.
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 As a bondholder, you can get stung by inflation. Badly. Ask anyone who lived through the 1970s. That’s why we recommend that a certain portion of your bonds (around one-quarter, or more if you are shunning stocks) be held in inflation-adjusted bonds, such as Treasury Inflation-Protected Securities (TIPS). It’s also why a 100 percent bond portfolio rarely, if ever, makes sense. Stocks have a much better track record at keeping ahead of inflation. Real estate and commodities can do a pretty good job, too.



Forces of supply and demand

The public is fickle, and that fickleness is perhaps nowhere better seen than in the stock market. Although the bond market tends to be less affected by the public’s whims, it does happen. At times, the public feels pessimistic, and when the public feels pessimistic, it usually favors the stability of government bonds. When the public is feeling optimistic, it tends to favor the higher return potential of corporate bonds. When the public feels that taxes are going to rise, it tends to favor tax-free municipal bonds. As in any other market — shoes, automobiles, lettuce — high consumer demand can raise prices, and low demand tends to lower prices.





Understanding Yield


Yield
 is what you want in a bond. Yield is income. Yield contributes to return. Yield is confusion! People (including overly eager bond salespeople) often misuse the term or use it inappropriately to gain an advantage in the bond market.

Don’t be a yield sucker! Understand what kind of yield is being promised on a bond or bond fund, and know what it really means.


Coupon yield

This one is easy. The coupon yield, or the coupon rate, is part of the bond offering. A $1,000 bond with a coupon yield of 4 percent is going to pay $40 a year. A $1,000 bond with a coupon yield of 6 percent is going to pay $60 a year. Usually, the $40 or $60 or whatever is split in half and paid out twice a year on an individual bond.

Bond funds don’t really have coupon yields, although they have an average coupon yield for all the bonds in the pool. That average tells you something, for sure, but you need to remember that a bond fund may start the year and end the year with a completely different set of bonds — and a completely different average coupon yield.




Current yield

Current yield is the most often misused kind of yield. In short, current yield
 is derived by taking the bond’s coupon yield and dividing it by the bond’s price.

Suppose you had a $1,000 face value bond with a coupon rate of 5 percent, which would equate to $50 a year in your pocket. If the bond sells today for 98 (in other words, it is selling at a discount for $980), the current yield is $50 divided by $980 equals 5.10 percent. If that same bond rises in price to a premium of 103 (selling for $1,030), the current yield is $50 divided by $1,030 equals 4.85 percent.

The current yield is a sort of snapshot that gives you a very rough (and possibly entirely inaccurate) estimate of the return you can expect on that bond over the coming months. If you take the current yield for just one day (translated into nickels and dimes) and multiply that amount by 30, you’d think that would give you a good estimate of how much income your bond will generate in the next month, but that’s not the case. The current yield changes too quickly for that kind of prediction to hold true. The equivalent would be kind of like taking a measure of today’s rainfall, multiplying it by 30, and using that number to estimate rainfall for the month.



Yield-to-maturity

A much more accurate measure of return, although still far from perfect, is the yield-to-maturity.
 It’s a considerably more complicated deal than figuring out current yield. Yield-to-maturity factors in not only the coupon rate and the price you paid for the bond, but also how far you have to go to get your principal back, and how much that principal will be.

Yield-to-maturity calculations make a big assumption that may or may not prove true: They assume that as you collect your interest payments every six months, you reinvest them at the same interest rate you’re getting on the bond. With this (often faulty) assumption in mind, here’s the formula for calculating yield-to-maturity:


Um, we don’t know.



We can’t remember it. Like most other financial planners, we would have to look it up. It’s a terribly long formula with all kinds of horrible Greek symbols and lots of multiplication and division and maybe a muffler and an ice tray thrown in.
 But (thank goodness) we don’t need to know the formula!

Thanks to the miracle of modern technology, we can punch a few numbers into our financial calculators, or we can go to any number of online calculators. (Try 
 putting “yield-to-maturity calculator” in your favorite search engine.) We like the calculator on 

www.moneychimp.com


 (a great financial website that features all sorts of cool calculators).

After you find a yield-to-maturity calculator, you’ll be asked to put in the par (face) value of the bond (almost always $1,000), the price you are considering paying for the bond, the number of years to maturity, and the coupon rate. Then you simply punch the “calculate” icon. If, for example, we were to purchase a $1,000 par bond for $980, and that bond was paying 5 percent, and it matured in ten years, the yield-to-maturity would be 5.262 percent.

A few paragraphs ago, we calculated the current yield for such a bond to be 5.10 percent. The yield-to-maturity on a discounted bond (a bond selling for below par) is always higher than the current yield. Why? Because when you eventually get your principal back at maturity, you’ll be, in essence, making a profit. You paid only $980, but you’ll see a check for $1,000. That extra $20 adds to your yield-to-maturity. The reverse is true of bonds purchased at a premium (a price higher than par value). In those cases, the yield-to-maturity is lower than the current yield.

[image: warning]
 Unscrupulous bond brokers have been known to tout current yield, and only current yield, when selling especially premium-priced bonds. The current yield may look great, but you take a hit when the bond matures by collecting less in principal than you paid for the bond. Your yield-to-maturity, which matters more than current yield, may, in fact, stink.



Yield-to-call

If you buy a callable
 bond, the company or municipality that issues your bond can ask for it back, at a specific price, long before the bond matures. Premium bonds, because they carry higher-than-average coupon yields, are often called. What that means is that your yield-to-maturity is pretty much a moot point. What you’re likely to see in the way of yield is yield-to-call. This amount is figured out the same way that you figure out yield-to-maturity (use 

www.moneychimp.com


 if you don’t have a financial calculator), but the end result — your actual return — may be considerably lower.

Keep in mind that bonds are generally called when market interest rates have fallen. In that case, not only is your yield on the bond you’re holding diminished, but your opportunity to invest your money in anything paying as high an interest rate has passed. From a bondholder’s perspective, calls are not pretty, which is why callable bonds must pay higher rates of interest to find any buyers. (From the issuing company’s or municipality’s perspective, callable bonds are just peachy; after the call, the company or municipality can, if it wishes, issue a new bond that pays a lower interest rate.)


[image: warning]
 Certain hungry bond brokers, although required to provide you with yield-to-call figures along with yield-to-maturity figures, may downplay the risk of a call. Of course, there’s never a risk to the broker! In the case of a call, you may pay the broker a big cut to get the bond, hold it for a short period, and then have to render it to the bond issuer, actually earning yourself a negative
 total return. Ouch.



Worst-case basis yield

Usually a callable bond has not just one possible call date, but several. Worst-case basis yield
 (or yield-to-worst-call
 ) looks at all possible yields and tells you what your yield would be if the company or municipality decides to call your bond at the worst possible time.

[image: remember]
 Callable bonds involve considerably more risk than noncallable bonds. If interest rates drop, your bond will likely be called. Your yield on the existing bond just dropped from what you expected, and you won’t be able to reinvest your money for a like rate of return. If interest rates have risen, the company probably won’t call your bond, but you are stuck with an asset, if you should try to sell it, that has lost principal value. (Bond prices always drop when interest rates rise.)



The 30-day SEC yield

Because you have so many ways of measuring yield, and because bond mutual funds were once notorious for manipulating yield figures, the U.S. Securities and Exchange Commission (SEC) requires that all bond funds report yield in the same manner. The 30-day SEC yield, which attempts to consolidate the yield-to-maturity of all the bonds in the portfolio, exists so the mutual fund bond shopper can have some measure with which to comparison shop. This measure isn’t perfect, in large part because the bonds in your bond fund today may not be the same bonds in your bond fund three weeks from now. Nonetheless, the 30-day SEC yield can be helpful in choosing the right funds.




Recognizing Total Return (This Is What Matters Most!)

Even though bonds are called fixed-income
 investments, and even though bond returns are easier to predict than stock returns, ultimately you can’t know the exact total return of any bond investment until after the investment period has come and gone. That’s true for bond funds, and it’s also true for most individual bonds (although many die-hard investors in individual bonds refuse to admit it). 
 Total return
 is the entire pot of money you wind up with after the investment period has come and gone. In the case of bonds or bond funds, that amount involves not only your original principal and your interest but also any changes in the value of your original principal. Ignoring for the moment the risk of default (and potentially losing all your principal), here are other ways in which your principal can shrink or grow.


Figuring in capital gains and losses

In the case of a bond fund, your principal is represented by a certain number of shares in the fund multiplied by the share price of the fund. As bond prices go up and down (usually due to a number of factors, but primarily in response to prevailing interest rates), so too does the share price of the bond fund go up and down. As we discuss when we get to bond volatility, the share price of a bond fund may go up and down quite a bit, especially if the bond fund is holding long-term bonds, and doubly especially if those long-term bonds are of questionable quality (junk bonds).

In the case of individual bonds, unless you buy a bond selling at a premium, your principal comes back to you whole — but only if you hold the bond to maturity or if the bond is called. If, on the other hand, you choose to sell the bond before maturity, you wind up with whatever market price you can get for the bond at that point. If the market price has appreciated (the bond sells at a premium), you can count your capital gains as part of your total return. If the market price has fallen (the bond sells at a discount), the capital losses offset any interest you’ve made on the bond.



Factoring in reinvestment rates of return

Total return of a bond can come from three sources:


	Interest on the bond

	Any possible capital gains (or losses)

	Whatever rate of return you get, if you get any, when you reinvest the money coming to you every six months



Believe it or not, on a very long-term bond, the last factor — your so-called reinvestment rate
 — is probably the most important of the three! That’s because of the amazing power of compound interest.

The only kind of bond where the reinvestment rate is not a factor is a bond where your only interest payment comes at the very end when the bond matures. These 
 kinds of bonds are called zero-coupon
 bonds. In the case of zero-coupon bonds, no compounding occurs. The coupon rate of the bond is your actual rate of return, not accounting for inflation or taxes.

Example: Suppose you buy a 30-year, $1,000 bond that pays 6 percent on a semiannual basis. If you spend the $30 you collect twice a year, you get $1,000 back for your bond at the end of 30 years, and your total annual rate of return (ignoring taxes and inflation) is 6 percent simple interest. But now suppose that on each and every day that you collect those $30 checks, you immediately reinvest them at the same coupon rate. Over the course of 30 years, that pile of reinvested money grows at an annual rate of 6 percent compounded.


In this scenario, at the end of six months, your investment is worth $1,030. At the end of one year, your investment is worth $1,060.90. (The extra 90 cents represents a half year’s interest on the $30.) The following six months, you earn 6 percent on the new amount, and so on, for 30 more years. Instead of winding up with $1,000 after 30 years, as you would if you spent the semiannual bond payments, you instead wind up with $5,891.60 — almost six times as much!



Allowing for inflation adjustments

Of course, that $5,891.60 due to 6 percent compound interest probably won’t be worth $5,891.60 in 30 years. Your truest total rate of return needs to account for inflation. If inflation
 — the rise in the general level of prices — continues over the next 30 years at the same rate it has been over the last 30 years (about 3 percent), your $5,891.60 will be worth only $2,642.05 in today’s dollars — a real compound return of 3.26 percent.

To account for inflation when determining the real rate of return on an investment, you can simply take the nominal rate of return (6 percent in our example) and subtract the annual rate of inflation (3 percent in our example). That gives you a very rough estimate of your total real return.



Pretax versus post-tax

Taxes almost always eat into your bond returns. Here are two exceptions:


	Tax-free municipal bonds where you experience neither a capital gain nor a capital loss, nor is the bondholder subject to any alternative minimum tax

	Bonds held in a tax-advantaged account, such as a Roth IRA or a 529 college savings plan




For most bonds, the interest payments are taxed as regular income, and any rise in the value of the principal, if the bond is sold (and sometimes even if the bond is not sold), is taxed as capital gain.

For most people these days, long-term capital gains (more than one year) on bond principal are taxed at 15 percent. Any appreciated fixed-income asset bought and sold within a year is taxed at your normal income-tax rate, whatever that is. (Most middle-income Americans today are paying somewhere around 30 percent in income tax.)




Measuring the Volatility of Your Bond Holdings

When investment pros talk of volatility,
 they are talking about risk. When they talk about risk, they are talking about volatility. Volatility in an investment means that what is worth $1,000 today may be worth $900 — or $800 — tomorrow. Bonds are typically way less risky than stocks (that’s why we love bonds so much), but bonds can fall in value. Some bonds are much more volatile than others, and before you invest in any bond, you should have a good idea what kind of volatility (risk) you are looking at.


Time frame matters most

The more time until the bond matures, the greater the bond’s volatility. In other words, with long-term bonds, there’s a greater chance that the principal value of the bond can rise or fall dramatically. Short-term bonds sway much less. On the other hand — and here’s a somewhat funny contradiction — the further off your need to tap into the bond’s principal, the less that volatility should matter to you.

As we explain earlier in this chapter, nothing affects the value of your bond holdings as much as prevailing interest rates. If you’re holding a bond that pays 5 percent, and prevailing interest rates are 6 percent, your bond isn’t worth nearly as much as it would be if prevailing interest rates were 5 percent (or, better yet, 4 percent). But just how sensitive is the price of a bond to the ups and downs of interest rates? It depends, mostly on the maturity of the bond.

Suppose you are holding a fresh 30-year bond with a coupon rate of 5 percent, and suddenly prevailing interest rates move from 5 percent to 6 percent. You are now looking at potentially 30 years of holding a bond that is paying less than the prevailing interest rate. So how attractive does that bond look to you, or anyone else? Answer: It looks like used oil dripping from the bottom of an old car.


But suppose you are holding either a very short-term bond or an old 30-year bond that matures next month. In either case, you will see your principal very soon. Does it matter much that prevailing interest rates have risen? No, not really. The price of your bond isn’t going to be much affected.



Quality counts

High-quality, investment-grade bonds, issued by solid governments or corporations, tend to be less volatile than junk bonds. This has nothing to do with interest rates but with the risk of default. When the economy is looking shaky and investor optimism fades, few people want to be holding the debt of entities that may fail. In times of recession and depression, high-quality bonds may rise in value and junk bonds may fall, as people clamor for safety. Overall, the junk bonds bounce in price much more than the investment-grade bonds.



The coupon rate matters, too

Returning to the effect of interest rates on bond prices, not all bonds of like maturity have the same sensitivity to changes in prevailing rates. Aside from the maturity, you also need to consider the coupon rate. Bonds with the highest coupon rates on the market (bonds currently selling at a premium) tend to have the least volatility. Can you guess why that might be?

Imagine that you are considering the purchase of two $1,000 bonds: One matures in three years and is paying a 10 percent interest rate ($100 a year). The other also matures in three years and is paying a 5 percent rate of interest ($50 a year). Obviously, the market price of the 10 percent bond will be much higher. (It will sell at a premium vis-à-vis the 5 percent bond.) It will also be less sensitive to interest rates because you are, in effect, getting your money back sooner.

With the 5 percent bond, your investment won’t pay off until the bond matures and you get your $1,000 face value (probably much more than you paid for the bond). And who knows where interest rates will be then? With the 10 percent bond, you get your investment paid back much sooner, and you are free to reinvest that money. You have much less reinvestment
 risk — the risk that you will be able to reinvest your money only at pitifully low rates.

[image: remember]
 The most volatile of bonds — those most sensitive to fluxes in interest rates — are zero-coupon bonds that pay all their interest at maturity.

A wickedly complex formula allows us to compare and contrast various bonds of various kinds to estimate their future volatility by measuring something called duration.
 Duration tells you how much a bond will move in price if interest rates change by 1 percent.


Figuring out the duration of a bond is pretty much impossible without either a PhD in mathematics from M.I.T. or a computer (just search “bond duration calculator”). Or you can ask the broker who wants to sell you the bond to do it for you. If you’re considering purchasing a bond mutual fund, you’ll find the fund’s average duration (sometimes called average effective duration
 ) in the prospectus or other fund literature. You’ll also find it on 

www.morningstar.com


 , your brokerage firm’s website, or a number of sources where bond funds are contrasted and compared.

The duration formula takes into account a bond’s or bonds’ par value, coupon rate, yield-to-maturity, and the number of years until the bond or bonds mature. It then spits out a single number. Here’s what it means: The principal value of a bond or bond fund with a duration of, say, 6, can be expected to change 6 percent with every 1 percent change in interest rates. If prevailing interest rates go up 1 percent, the bond or bond fund should drop in value 6 percent. If interest rates fall by 1 percent, the bond or bond fund should rise 6 percent.

Of course, if you’re holding an individual bond to maturity, or if you have no intention of selling off your bond fund any time in the near future, such fluctuations in price are less important than if you plan to collect your money and run any time soon.




Returning to the Bonds of Babylonia

We return for a moment to the beginning of this chapter and to ancient Babylonia. Here’s the question: Was Mr. Nabu-usabsi’s 33⅓ percent return a good or bad investment?

Part of the answer lies in the ability of Mr. Nabu-sar-ashesu (the guy who got the silver) to repay the loan. History doesn’t tell us whether he was a good credit risk or whether, in fact, the loan was ever repaid. The other part of the answer is whether that interest rate was fair for the time. Was it in line with other similar loans? We don’t quite know that, either.

What we do know is that lending money at a certain fixed interest rate (such as you do when you buy a bond) is often a good idea if prevailing interest rates are falling and a bad idea if interest rates are rising. At least that’s true in the short run, such as a one-year period. Mr. Nabu-usabsi was probably gleeful if interest rates fell throughout the 9th year of Nebuchadnezzar.

Historical records make it clear that interest rates have fluctuated all across the board over the millennia. But lending your money (as you do when you buy a bond), if done wisely, is a time-honored way of making your money work for you.



Chapter 3

Types of Bonds
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This chapter gives you a good picture of the major categories of bonds, including Treasuries, corporate bonds, agencies, and municipal bonds. In each section, you discover the nuances that make each bond category unique. We show you why certain kinds of bonds pay higher rates of interest than others and, at the same time, may carry more risk. You can start to zero in on the kinds of bonds that make the most sense for you — the kinds of bonds that will make your portfolio shine.



Exploring the Many Ways of Investing with Uncle Sam

Umpteen different kinds of debt securities are issued by the U.S. Treasury. Savings bonds,
 which can be purchased for small amounts and, until recently, came in certificate form (making for nice, if not slightly deceptive, bar mitzvah and birthday gifts), are but one kind. In fact, when investment people speak of Treasuries,
 they usually are not talking about savings bonds but about larger-denomination bonds known formally as Treasury bills, Treasury notes,
 and Treasury bonds.
 All of these are now issued only in electronic (sometimes called book-entry
 ) form.


Aside from their cyber commonality, all U.S. Treasury debt securities, whether a $50 savings bond or a $1,000 Treasury note, have four other important things in common:


	Every bond, an IOU of sorts from Uncle Sam, is backed by the “full faith and credit” of the U.S. government and, therefore, is considered by many investors — Americans and Chinese alike — to be one of the safest bets around.

	Because it’s assumed that any principal you invest is safe from default, Treasury bonds, of whatever kind, tend to pay relatively modest rates of interest — lower than other comparable bonds, such as corporate bonds, that may put your principal at some risk.

	
[image: remember]
 True, the U.S. government is very unlikely to go bankrupt anytime soon, but Treasury bonds are nonetheless still subject to other risks inherent in the bond market. Prices on Treasury bonds, especially those with long-term maturities, can swoop up and down like hungry hawks in response to such things as prevailing interest rates and investor confidence in the economy.



	All interest on U.S. government bonds is off-limits to state and local tax authorities (just as the interest on most municipal bonds is off-limits to the Internal Revenue Service). However, except in rare cases, you are required to pay federal tax.



Beyond these similarities, the differences among U.S. government debt securities are many and, in some cases, like night and day.


Savings bonds

Savings bonds start as low as $25. Beyond that, you don’t need to pick a specific denomination. If you want to invest, say, $43.45, go for it, or if you want to invest $312.56, that’s fine too. Any amount over $25 but under $10,000 (per individual, per year) is accepted.

[image: remember]
 Aside from the ability to invest a small amount, savings bonds are also unique among Treasury debt securities in that they are strictly non-marketable. When you buy a U.S. savings bond, you either put your own name and Social Security number on the bond or the name and Social Security number of the giftee. The only person entitled to receive interest is the one whose name appears on the bond. The bond itself (just like an airline ticket) cannot be sold to another buyer — in stark contrast to Treasury bills and bonds that can, and often do, pass hands more often than poker chips.



EE bonds

Series EE bonds carry a face value of twice their purchase price. They are accrual bonds,
 which means they earn interest as the years roll on even though you aren’t seeing any cash. You can pay taxes on that interest as it accrues, but in most cases it makes more sense to defer paying the taxes until you decide to redeem the bond. Uncle Sam allows you to do that.

EE bonds are nonredeemable for the first year you own them, and if you hold them for fewer than five years, you surrender three months of interest. Any individual can buy up to $10,000 in EE savings bonds a year. Interest compounds twice a year for 30 years.



I bonds

These babies are built to buttress inflation. The I Series bonds offer a fixed rate of return plus an adjustment for rising prices. Both factors are mixed in to give you the real return on the bond, known as the combined
 (or sometimes called the composite
 ) rate.
 Every May 1 and November 1, the Treasury announces both the fixed rate for all new I bonds and the inflation adjustment for all new and existing I bonds. As we write this, the combined rate is 2.76 percent.

After you buy an I bond, the fixed rate is yours for the life of the bond. The inflation rate adjusts every six months. You collect all your interest only after cashing in the bond. (That is called accrual
 interest.)

The rules and parameters for I bonds are pretty much the same as they are for EEs (see the preceding section): You have to hold them a year, and if you sell within five years, you pay a penalty. There’s a limit to how many I bonds you can invest in — $10,000 a year, per person. And in certain circumstances, the proceeds may become tax-free if used for education expenses.




Treasury bills, notes, and bonds

About 99 percent of the approximately $20 trillion in outstanding Treasury debt is made up not of savings bonds but of marketable
 (tradable) securities known as bills, notes, and bonds. This “bills, notes, and bonds” stuff can be a little confusing because technically they are all bonds. They are all backed by the full faith and credit of the U.S. government. They are all issued electronically (you don’t get a fancy piece of paper). They can all be purchased either directly from 
 the Treasury, through a broker, or in fund form. They can all trade like hotcakes. The major difference among them is the time you need to wait to collect your principal:


	Treasury bills have maturities of a year or less.

	Treasury notes are issued with maturities from two to ten years.

	Treasury bonds are long-term investments that have maturities of 10 to 30 years from their issue date.



The bills carry denominations of $100 but are sold on the open market at a discount from their face value. You get the full amount when the bill matures. The notes and bonds, on the other hand, are sold at their face value, have a fixed interest rate, and kick off interest payments once every six months. The minimum denomination for notes and bonds is $1,000.

[image: tip]
 The main difference among various Treasury offerings is the maturity. Generally, but not always, the longer the term, the higher the rate of interest. Therefore, the longer you can tie up your money, the greater your investment returns are likely to be. So one of the first questions you need to ask yourself before investing in Treasuries (or most other bonds) is the following: “When might I need to cash this baby out?”

[image: remember]
 Keep in mind that you don’t have to hold any of these securities (bills, notes, or bonds) until maturity. You can, in fact, cash out at any point. The more time remaining before your bond is fully matured, the more its price can fluctuate and the more you risk losing money.



Treasury Inflation-Protected Securities (TIPS)

Like the I bonds, Treasury Inflation-Protected Securities (TIPS) receive both interest and a twice-yearly kick up of principal for inflation. As with interest on other Treasury securities, interest on TIPS is free from state and local income taxes. Federal income tax, however, must be coughed up each year on both the interest payments and the growth in principal.

TIPS, unlike I bonds, are transferable. You can buy TIPS directly from the Treasury or through a broker. (More detailed purchasing instructions come later in this chapter.) They are currently being issued with terms of 5, 10, and 30 years, although plenty of 20-year term TIPS are in circulation. The minimum investment is $100.


One of the sweet things about TIPS is that if inflation goes on a rampage, your principal moves north right along with it. If deflation,
 a lowering of prices, occurs — though it hasn’t since the 1930s — you won’t get any inflation adjustment, but you won’t get a deflation adjustment, either. You’ll get back at least the face value of the bond.

[image: remember]
 TIPS sound great, and in many ways they are. Be aware though, that the coupon rate on TIPS varies with market conditions and tends to be minimal — perhaps a couple of percentage points or less. If inflation is calmer than expected moving into the future, you will almost certainly do better with traditional Treasuries. If inflation turns out to be higher than expected, your TIPS will be the stars of your fixed-income portfolio.

Also remember that TIPS with longer maturities can be quite volatile, even more so than other bonds. TIPS are designed to keep you even with inflation, and they may do just that, but there is no guarantee. We may, for example, experience an inflation rate of 5 percent over the course of the next year. In that case, your $1,000 invested in TIPS will get you $50 from Uncle Sam. On that score, you have your guarantee. But if investor sentiment turns away from TIPS, your principal may potentially drop by $50 or even more. So as you can see, TIPS are not manna from heaven.




Industrial Returns: Corporate Bonds

Corporate bonds can be something of a pain in the pants, especially when compared to Treasury bonds. Here’s what you need to worry about when investing in corporate bonds:


	
The solidity of the company issuing the bond:
 If the company goes down, you may lose some or all of your money. Even if the company doesn’t go down but merely limps, you can lose money.

	
Callability:
 There’s a chance that the issuing company may call in your bond and spit your money back in your face at some terribly inopportune moment (such as when prevailing interest rates have just taken a tumble).

	
Liquidity:
 Will someone be there to offer you a fair price if and when you need to sell? Will selling the bond require paying some broker a big, fat markup?

	
Economic upheaval:
 In tough economic times, when many companies are closing their doors (and the stocks in your portfolio are plummeting), your bonds may decide to join in the unhappy nosedive, en masse.
 There go your hopes for an easy, sleep-in-late retirement.





Comparing corporate bonds to Treasuries

When it comes to adding stability to a portfolio — the number one reason that bonds belong in your portfolio, if you ask us — Treasuries and investment-grade (high quality) corporate bonds are your two best choices. They may have saved your grandparents from destitution during the Great Depression. They may have spared your 401(k) when most stocks hit the skids in 2000–2002 or when your savings again took a nosedive in 2008.
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 Generally, corporate bonds tend to outperform Treasuries when the economy is good and underperform when the economy lags.

Since 1926, the overall annualized total return on Treasuries has been about 5.6 percent. The overall annualized total return on corporate investment-grade bonds has been roughly 6.0 percent.



The crucial credit ratings

Whether you decide to invest your money with corporate bond purveyors, and to what degree, will depend on your individual risk tolerance, your need for return, and your trust in the economy.

Just as risk-return trade-off exists between corporate bonds and Treasuries, there is also a big risk-return trade-off among corporate bonds. The largest determinant of the risk and return you take on a bond is the fiscal muscle of the company behind the bond. That fiscal muscle is measured in theory, and often, but not always, in practice by a company’s credit ratings.

An entire industry is devoted to rating companies by their financial strength. The most common ratings come from Moody’s and Standard & Poor’s, but other rating services exist, such as Fitch Ratings, Dominion, and A.M. Best. Your broker, we assure you, subscribes to at least two of these services and will be happy to share the ratings with you.

The highest ratings — Moody’s Aaa and Standard & Poor’s AAA — are the safest of the safe among corporate bonds, and those ratings are given to few corporations (“few” meaning that you can count the number on your fingers). If you lend money to one of these stellar companies, you should expect in return a rate of interest only modestly higher than Treasuries (even though S&P in 2011 downgraded Treasuries to a “mere” AA rating). As you progress from these five-star companies down the ladder, you can expect higher rates of interest to compensate you for your added risk.

According to data from Standard & Poor’s, the odds of a corporate bond rated AAA or AA defaulting over the past 20 years have been rather minor: less than 
 1 percent. Of all corporate bonds, only the most solid companies are given those gloriously high ratings.

Moving down the ladder, as you would expect, the default numbers jump. Bonds rated A defaulted at a rate of about 5 percent over 20 years. Among BBB bonds, more than 20 percent went belly up within two decades.

By the time you get down to CCC bonds, the rate of default was over half within two decades. Of course, these rates can vary greatly with economic conditions.



Special considerations for investing in corporate debt

Just as maturity is a major consideration when choosing a Treasury, it should also be a big consideration when choosing corporate bonds. In general (but certainly not always), the longer the bond’s maturity, the higher its interest rate will be because your money will potentially be tied up longer. And the longer the maturity, the greater the volatility of the price of the bond should you wish to cash out at any point.


Calculating callability

One consideration that pertains to corporate bonds but not to Treasuries is the nasty issue of callability. Treasuries aren’t called. (Once upon a time they were, but no longer.) Corporate bonds (as well as municipal bonds) often are. And that can make a huge difference in the profitability of your investment.

[image: tip]
 If you’re inclined to go for the extra juice that comes with a callable bond, we say fine. But
 you should always do so with the assumption that your callable bond will be called. With that in mind, ask the broker to tell you how much (after taking his markup into consideration) your yield will be between today and the call date. Consider that a worst-case yield. (It’s often referred to as yield-to-worst-call,
 sometimes abbreviated YTW.) Assume that’s the yield you’ll get, and compare it to the yield you’ll be getting on other comparable bonds. If you choose the callable bond and it winds up not being called, hey, that’s gravy.



Coveting convertibility

Another wrinkle in corporate bonds is a particular kind of issue called a convertible
 bond. Some corporate bond issuers sell bonds that can be converted into a fixed number of shares of common stock. With a convertible bond, a lender (bondholder) can become a part owner (stockholder) of the company by converting the bond into company stock. Having this option is a desirable thing (options are 
 always desirable, no?), and so convertible bonds generally pay lower interest rates than do similar bonds that are not convertible.

If the stock performs poorly, no conversion happens; you are stuck with your bond’s lower return (lower than what a nonconvertible corporate bond would get). If the stock performs well, a conversion happens, so you win — so to speak.

[image: remember]
 Know this: Convertible bonds, which are fairly common among corporate bonds, introduce a certain measure of unpredictability into a portfolio. Perhaps the most important investment decision you can make is how to divide your portfolio between stocks and bonds. With convertibles, whatever careful allotment you come up with can be changed overnight. Your bonds suddenly become stocks. You are rewarded for making a good investment, but just as soon as you receive that reward, your portfolio becomes riskier. It’s the old trade-off in action.

Although we’re not saying that convertible bonds are horrible investments, we’re not sure they deserve a very sizeable allotment in most individuals’ portfolios.



Reversing convertibility … imagine that

One relative newcomer to the world of corporate bonds is the reverse convertible
 security, sometimes referred to as a revertible
 or a revertible note.


[image: warning]
 A reverse convertible converts to a stock automatically if a certain company stock tumbles below a certain point by a certain date. Why would anyone want such a thing? You guessed it: The bond pays a thrillingly high interest rate (perhaps 2 or 3 or more percentage points above and beyond even the high rates paid on junk bonds), but only for a year or so. That’s the hook. The catch is that the company paying the high interest rate is often in dire trouble. If it goes under, you could lose a bundle. Is that really the kind of risk you want to take with a fixed-income investment?




The volatility of high-yield bonds

No definitive line exists between investment-grade and high-yield bonds, sometimes known as junk
 bonds. But generally, if a bond receives a rating less than a Baa from Moody’s or a BBB from Standard & Poor’s, the market considers it high-yield.

High-yield bonds offer greater excitement for the masses. The old adage that risk equals return is clear as day in the world of bonds. High-yield bonds offer greater yield than investment-grade bonds, and they are more volatile. But they are also one other thing: much more correlated to the stock market. In fact, Treasuries and investment-grade corporate bonds generally aren’t correlated to the stock market 
 at all. So if bonds are going to serve as ballast for our portfolios, which is what they do best, why would anyone want high-yield bonds?

We think that many people misunderstand them, and if they understood them better, they probably wouldn’t invest. They certainly would not opt to give high-yield bonds a major allocation on the fixed-income side of the portfolio.




Lots of Protection, a Touch of Confusion: Agency Bonds

Some agency bonds are, like Treasury bonds, backed by the so-called full faith and credit of the U.S. government. You’re going to get your principal back even if Congress has to do the unthinkable and tax the rich.

Most agency bonds, however, are not backed by the full faith and credit, but perhaps by half the faith and credit, of the U.S. government. The language used is that the federal government has assumed a “moral obligation” or “an implied guarantee” to stand behind these bonds. No one we’ve ever met seems to know what “an implied guarantee” really means. However, no one ever lost his principal investing in agency bonds due to a default.

Some agency bonds are traditional in the sense that they pay a steady rate of interest and usually, like most bonds, issue payments twice a year. Others are more free-floating. But the majority of agency bonds, roughly three-quarters of them, are entirely different animals — not big elephants with tusks and tails, but maybe odd ducks with oily wings. These odd ducks are called mortgage-backed securities
 ; they pay interest and
 principal, usually monthly, with the amount potentially varying greatly from payment to payment.


Identifying the bond issuers

Who or what issues agency bonds? The answer to that question is more complex than you may imagine.

Some of the agencies that issue bonds really are U.S. federal agencies; they are an actual part of the government just as Congress, the jet engines on Air Force One, and the fancy silverware at the White House are. Such official agencies include the General Services Administration, the Government National Mortgage Association, and the Small Business Administration.


Most of the so-called agencies, however, aren’t quite parts of the government. They are, technically speaking, government-sponsored enterprises
 (GSEs): corporations created by Congress to work for the common good but then set out more or less on their own. Many of these faux agencies are publicly held, issuing stock on the major exchanges. Such pseudo-agencies include the Federal Home Loan Mortgage Corporation (known colloquially as Freddie Mac
 ), the Federal National Mortgage Association (known as Fannie Mae
 ), and the Federal Home Loan Banks.

[image: remember]
 What’s the difference between the two groups, especially with regard to their bonds? The first group (the official-government group) issues bonds that carry the full faith and credit of the U.S. government. The second group, well, their bonds carry that mysterious implicit guarantee or moral obligation. Because this second group is much larger than the first — both in terms of the number of agencies and the value of the bonds they issue — when investment experts speak of “agency bonds,” they are almost always talking about the bonds of the GSEs.

After finding themselves in hot water during the subprime mortgage crisis, the two largest of the GSEs — Freddie Mac and Fannie Mae — are currently in receivership.
 In other words, they’ve been more or less taken over by the federal government. So for the moment, they are, in effect, more like real federal agencies than they are GSEs. At least as far as bondholders are concerned, the bonds of these two agencies now — for the time being — no longer carry the implicit government guarantee of your investments. Instead, they now carry an explicit guarantee. The future remains uncertain.



Sizing up the government’s actual commitment

No GSE yet has defaulted on its bonds — either traditional bonds or mortgage-backed securities. The closest we’ve ever seen was the Federal Farm Credit Banks (FFCB) during the 1980s when banks were foreclosing on small farms faster than a swarm of locusts can chew up a crop. No FFCB bonds were defaulted, but nervousness in the markets caused their prices to plunge. Would the Treasury have stepped in to save the day if the crisis continued? Perhaps, in theory, yes. But because the theory has never really been put to the test, investors got sweaty palms.

Those who sold their FFCB bonds before maturity lost a bundle. Of course, those intrepid investors who scooped up the bonds at bargain prices made a mint.

Because of the very small risk of default inherent in agency bonds and the greater risk of price volatility due to public sentiment, and because of lesser liquidity and less certain tax considerations, agency bonds — at least those that are not mortgage-backed — tend to pay slightly higher rates of interest than Treasury 
 bonds. The spread between Treasuries and the agency bonds is extremely small, almost never beyond half a percentage point.

The mortgage-backed securities issued by agencies tend to yield higher returns than other agency bonds — not because of the risk of default but because of their greater volatility given the ups and downs of the mortgage market (particularly of late) to which the interest payments are tied.



Eyeing default risks, yields, markups, and more

The honest-and-true federal agencies, such as the Small Business Administration (SBA), are said to have no risk of default; therefore, their bonds pay more or less what Treasuries do. You may get a smidgen more interest (maybe 5 basis points, or [image: images]
 of 1 percent) to compensate you for the lesser liquidity
 of such agency bonds (the lesser ability to sell them in a flash).

Other agency bonds are issued by government-sponsored enterprises (GSEs), and the risk of default, although real, is probably next to nothing. You get a higher rate of interest on these bonds than you do with Treasuries to compensate you for the fact that the risk of default does exist.

[image: remember]
 With all agency bonds, you pay a markup when you buy and sell, which you don’t with Treasuries if you buy them directly from the government. If you’re not careful, that markup could easily eat up your first several months of earnings. It also could make the difference between agency bonds and Treasury bonds a wash.

Most agency bonds pay a fixed rate of interest twice a year. About 25 percent of them are callable,
 meaning that the agencies issuing the bonds have the right to cancel the bond and give you back your principal. The other 75 percent are noncallable bonds (sometimes referred to as bullet
 bonds). Callable bonds tend to pay somewhat higher rates of interest, but your investment takes on a certain degree of uncertainty.

[image: tip]
 When choosing among different agencies, you want to carefully compare yields-to-maturity (see Book 4, Chapter 2
 ) and make sure you know full well whether you are buying a traditional bond or a mortgage-backed security. They are totally different animals.



Weighing taxation matters

[image: remember]
 The taxes you pay on agency bonds vary. Interest from bonds issued by Freddie Mac and Fannie Mae is fully taxable. The interest on most other agency bonds — including the king of agency bonds, the Federal Home Loan Banks — is exempt from state and local tax.


Treasury bonds, which most resemble agency bonds, are always exempt from state and local tax. Municipal bonds are almost always free from federal tax. Your personal tax bracket will make some bonds look better than others.




Banking Your Money on Other People’s Mortgages

Far more complicated even than floaters are the mortgage-backed securities issued by federal agencies such as Ginnie Mae and by some government-sponsored enterprises, such as Fannie Mae and Freddie Mac.

Mortgage-backed securities — the vast majority of which are issued by agencies — are very different from most other bonds. They do not offer as consistent and predictable a stream of interest income as do most bonds.


Bathing in the mortgage pool

When you purchase a mortgage-backed security from, say, Ginnie Mae (minimum investment $25,000), your money goes into a pool of mortgages. Whereas most bonds pay you a set rate of interest, usually twice a year, mortgage-backed securities pay you a certain rate of interest plus the steady or not-so-steady return of your principal. (You don’t get a big lump sum when the bond matures.) Most mortgage-backed securities issue monthly payments.

The amount of principal you get back on a monthly basis is determined largely by the rate at which mortgage-holders pay off their debt. If interest rates drop and thousands of the mortgage holders decide suddenly to prepay their existing mortgages (in order to refinance), you may get back your principal much faster than you had anticipated. In a sense, a mortgage-backed security has the same back-at-ya
 risk as a callable bond.



Deciding whether to invest in the housing market

You don’t need to invest the $25,000 minimum required by Ginnie Mae to invest in mortgage-backed securities. You can get a Freddie Mac for as little as $1,000. But should you?

No, we don’t think so.


[image: tip]
 Neither does David Lambert, a financial planning colleague who is the founding partner of Artisan Wealth Management, based in Lebanon, New Jersey. Lambert was formerly the head trader at the agency-bond desk for a major Wall Street firm. This guy knows a lot
 about agency bonds. “If I were a retail investor, unless I had a really huge amount of money and felt that I really knew what I was doing, I wouldn’t invest directly in mortgage-backed securities,” Lambert says. “The complexity of them makes them inappropriate for the average investor.”

Instead, says Lambert, if you want to invest in mortgage-backed securities, do so by investing in, say, a good mortgage-backed security fund. He suggests mutual funds and exchange-traded funds from solid companies like Vanguard, Fidelity, iShares, or PIMCO.




(Almost) Tax-Free Havens: Municipal Bonds

If not for the fact that municipal bonds are exempt from federal income tax, their popularity over the years would have rivaled a pitcher of buttermilk at a college keg party. Historically, the returns on high-quality munis have been about 80 percent of what Treasuries have paid. But a strange thing has happened lately. In the past couple of years, munis, as a bond category, have paid out at just about the same rate as Treasuries — at times, even more. Keep in mind, of course, that Treasuries aren’t exactly world-famous for their high returns — they never were, and they especially aren’t these days. However, while munis are generally safe investments (despite what you may have heard on 60 Minutes,
 which we discuss shortly, and despite Detroit), they aren’t as safe as Treasuries.

But of course, most munis are
 tax-exempt.


Sizing up the muni market

The municipal bond market is now about $3.6 trillion, which is a little more than one-third the size of the Treasury market. But unlike Treasuries, which are held by investors all over the world — by both individuals and governments — municipal bonds are purchased primarily by U.S. households. Munis, due to their tantalizing tax advantage, are generally the only major kind of bond more popular with individual investors than with institutions.

The issuers of municipal bonds include, of course, municipalities (duh), such as cities and towns. But they also include counties, public universities, certain private 
 universities, airports, not-for-profit hospitals, public power plants, water and sewer administrations, various and sundry nonprofit organizations, bridge and tunnel authorities, housing authorities, and an occasional research foundation.

Any government, local agency, nonprofit, or what-have-you that is deemed to serve the public good, with a blessing from the IRS (and sometimes voters), may have the honor of issuing a municipal bond.



Comparing and contrasting with other bonds

The tax-exempt status of munis is unquestionably their most notable and easily recognizable characteristic. Like most bonds, munis come with differing maturities. Some mature in a year or less, others in 20 or 30 years, and a select few have even longer maturities. Unlike most bonds, they tend to be issued in minimal denominations of $5,000 and multiples of $5,000 (not a minimum of $1,000 and multiples of $1,000, like corporate bonds and most Treasuries).

Unlike Treasuries, both corporate bonds and munis are often callable,
 meaning the issuer can kick back your money and sever your relationship before the bond matures. Like other bonds, the interest rate on munis is generally fixed, but the price of the bond can go up and down; unless you hold your bond to maturity, you may or may not get your principal returned in full. (And even if you get your principal back in full, it may have been seriously eaten away by inflation after several decades in hiding.) If the maturity of the bond is many years off, the price of the bond can go up and down considerably — usually in inverse relation to interest rates.



Delighting in the diversification of municipals

The tax-exempt status of munis isn’t the only reason they may belong in your portfolio. Municipal bonds also offer a fair degree of diversification, even from other bonds.

[image: remember]
 Because they are the only kind of bond more popular with households than with institutions, the muni market may, at times, be swayed more by public demand than other bond markets. For example, when the stock market tanks and individual investors get butterflies in their stomachs, they tend to sell out of their stock holdings (often a mistake) and load up on what they see as less risky investments — bonds of all sorts, including munis.


But the butterflies may also flock in the other direction. At the end of 2010, CBS’s 60 Minutes
 aired a story titled “The Day of Reckoning” featuring the predictions of a highly reputable bank analyst, Meredith Whitney. Her forecast, backed by interviews with several state governors and comptrollers, proclaimed that a muni-market collapse was in the imminent future. Because of this widely seen segment, the muni market nearly did collapse. Investors panicked about the market for any securities issued by local governments. Prices on munis, especially those issued in financially troubled areas of the country, took a nosedive. Fortunately, the air cleared quickly, and the value of the muni market made a quick recovery.

When the demand for munis goes up, just as when the demand for, say, gold or oil goes up, it tends to drive prices higher. And when the demand for munis goes down, as it did in December 2010, the same thing happens. Popular demand or lack of demand can have a huge effect on muni pricing — more so than individual-investor caprices influence the values of corporate bonds and Treasuries. Those taxable bonds, in contrast, tend to be more interest-rate sensitive. When interest rates rise, bond prices generally fall; when interest rates drop, bond prices tend to move up.

The differences among the many kinds of bonds indicate it’s likely a good idea to hold at least several varieties in your portfolio. As an example of the kind of diversification we’re talking about, consider that in 2010, investment-grade (high quality) corporate bonds returned nearly 18 percent. (Interest rates were falling, which is good for bonds, and corporations were starting to look stronger after the pummeling of 2008.) But that same year, munis — partly due to the 60 Minutes
 story — returned a mere 2 percent. The following year (2011), munis made a phenomenal comeback; it was their turn to shine. They earned, in the aggregate, a (tax-free) 10 percent. Meanwhile, corporate bonds began to slow, earning about 7.5 percent for the year.

Interestingly enough, when, in July 2013, Detroit became the largest municipal bankruptcy in history, it rattled the market perhaps no more than the 60 Minutes
 story. Muni bonds lost only 2.6 percent in 2013, and then rallied in 2014, returning 9.1 percent. In 2015, they returned a less-than-sensational, but still respectable, 3.3 percent.



Choosing from a vast array of possibilities
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 You definitely want munis that are rated. Some municipal offerings are not rated, and these can be risky investments or very illiquid
 (you may not be able to sell them when you want, if at all). We suggest, if you are an average investor, going mostly with the top-rated munis: Moody’s Aa or higher. The lower-rated munis may give you a bit extra yield but probably aren’t worth the added risk, except perhaps for a limited portion of your portfolio.


Keep in mind that a lower-rated bond can be more volatile than a high-rated bond. Default isn’t the only risk. If you suddenly need to cash out the muni part of your portfolio, and high-yield munis are in the tank, you may not have access to much of your cash.

Of great importance in choosing munis are clearly their tax benefits, which can vary. Do you want a muni that is merely free from federal income tax, or do you want a muni that is double- or triple-tax-free? (
Note:

 Some munis, called Build America Bonds, or BABs, are entirely taxable.)

Here’s the scoop:
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 National munis
 are exempt from federal tax but are not necessarily exempt from state income tax. (Some states tax bond coupon payments, and others do not.)



	
State munis,
 if purchased by residents of the same state, are typically exempt from state tax, if there is one. Some, but not all, state munis are also exempt from all local taxes.

	Munis that are exempt from both federal and state tax are called double-tax-free
 bonds. Some locally issued bonds may be exempt from federal, state, and
 local tax; these are often referred to as triple-tax-free
 bonds.

	Munis issued by Puerto Rico and Guam are free from federal and state taxes, regardless of where you live.



[image: remember]
 You need to do a bit of math to determine which kind is better for you: national or state, double- or triple-tax-free. Consult your tax advisor before laying out any big money on munis. The tax rules are complicated and forever changing. Some states — but not all — impose taxes if you invest in states other than your own, but others may even tax you on munis issued by your own state. Bonds issued in Puerto Rico and other U.S. territories carry their own tax peculiarities. It’s a jungle out there!

[image: warning]
 Will you never
 pay federal tax on a muni? Never say never. In some very rare instances, the tax can grab you from behind and make you not want to wake up on April 15.




Chapter 4

Investing (Carefully!) in Individual Bonds



 
IN THIS CHAPTER
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 Assessing recent changes in transparency within bond markets
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 Picking an honest broker
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 Doing it yourself (sort of) online
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 Laddering your bonds to stagger maturities and lessen risk




By the time you read these words, this very chapter may well seem antiquated. That’s how rapidly the world of individual bond trading is changing.

Nevertheless, in this chapter we do our best to get you up to current speed. And, should the tales we tell become faded by time, fear not: We give you a few online resources so that with the tap of some keys and the click of a mouse, you can access the most modern methods — the most efficient, friendly, and profitable methods — for buying and selling individual bonds.



Navigating Today’s Individual Bond Market

You often don’t pay commissions when you trade individual bonds (you may pay a small one, as you usually do when you trade stocks). Your broker’s money comes from the spread. A broker buys a bond at one price and sells it at a higher price. The difference, known as the bid/ask spread,
 is what the broker brings home. 
 We’re sometimes talking lots
 of bacon here. The bid/ask spreads on bonds can be big enough to make the commissions and spreads on stocks look like greyhound fat.

Once upon a time, and for many decades, commissions on stocks were as fat as spreads on bonds, sometimes fatter. In 1975, the Securities and Exchange Commission (SEC) deregulated the stock markets, allowing for open competition and discount brokerage houses. The competition brought prices down somewhat. Internet trading, which allowed the brokerage houses to economize, brought prices down even more. Within a fairly few years, the money that most people spent to make a stock trade was reduced to a fraction of what it had been. In the 1970s, a typical stock trade cost $100 (about $400 in today’s dollars). Today, a stock trade may cost as little as $5, and rarely more than $10.


Getting some welcome transparency

Bond trading today is, in a sense, about where stock trading was in the early 1980s. You can still spend $300, $400, or way more on the cost of a single trade. But you shouldn’t have to anymore. Thanks to a system called the Trade Reporting and Compliance Engine
 (TRACE), bond trading is becoming a bit more like stock trading.

TRACE is a system run by the Financial Industry Regulatory Authority (FINRA) that can be accessed through many financial websites, such as FINRA’s own: 

http://finra-markets.morningstar.com/MarketData/




Because of TRACE, bond trading no longer has to be a muddied affair in which individual investors are at the mercy of brokers. This system ensures that every corporate bond trade in the United States is reported, and the details appear on the web. (The Municipal Securities Rulemaking Board runs a similar system for municipal bonds.)
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 TRACE ensures that trading costs are no longer hidden, bond yields (greatly affected by the bid/ask spreads) are easy to find, and good information is available. Among investment people, access to information is generally referred to as transparency.
 TRACE provides some pretty amazing transparency.

Unfortunately, not everyone knows about the TRACE system, so not everyone realizes that she can find out — for free — the price a broker paid for a bond. In fact, lots of people don’t know. The world today is divided more or less evenly between those who know about TRACE and those who don’t. Those who don’t pay a heavy price.




Ushering in a new beginning

The new transparency, ushered into practice between 2002 and 2005, has removed much of the mystery from bond trading. You can now go online and quickly get a pretty good idea of how much a single bond is being bought and sold for — by brokers, institutions, and individuals. You’ll also see how far a broker — your
 broker — is trying to mark a bond up, and exactly what yield you’ll get after the middleman and all his cousins have taken their cuts.

Unfortunately, the cuts taken on bond trades still tend to be too high, and you can’t (except in rare circumstances) bypass the middlemen. But with some tough negotiating on your part, you won’t make them terribly rich at your expense, either.




Dealing with Brokers and Other Financial Professionals

You’re probably better off investing in bond funds rather than individual bonds unless you have a bond portfolio (not your total portfolio, but just the bond side of your portfolio) of, oh, $350,000 or more. Building a diversified bond portfolio — diversified by type of bond, by issuer, and by maturity — is hard unless you have at least that amount to work with. Negotiating good prices on bonds is also hard when you’re dealing with amounts brokers tend to sneeze at.
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 Investing in individual bonds also requires substantially more work than investing in bond funds. With individual bonds, you not only need to haggle, but you need to haggle again and again. After all, with individual bonds, you get interest payments on a regular basis, usually every six months. Unless you spend the money right away, you need to concern yourself with constantly reinvesting those interest payments. Doing so can be a real job.

Then there’s the risk of default. With Treasuries and agency bonds, you can presume that the risk of default is zero to negligible, and with high quality municipal bonds (munis) and top corporations, the risk is minimal. With many corporate bonds and some munis, however, the risk of the company or municipality losing its ability to pay you back is very real. Even when issuers don’t default, their bonds may be downgraded by the major rating agencies. A downgrade can mean a loss of money, too, if you decide that you can’t hold a bond until maturity. Don’t start dabbling in individual corporate bonds or munis unless you’re willing to put in some serious time and effort doing research.


With these caveats in mind, the first thing you need in order to be an investor in individual bonds is a dealer:
 someone or some institution to place the actual trades for you — without robbing you blind or steering you astray.


Identifying the role of the middleman

Most bond dealers are traders or brokers who buy a bond from Client A at one price, sell it to Client B at another, leave the office for a few rounds of golf, and then come back to harvest more profits. Sorry, we hate to be cynical, but the money some of these Brooks Brothers cowboys make at investors’ expense is truly shameful.

Some bond dealers are very knowledgeable about fixed-income investing and can help walk you through the maze, making good suggestions for your portfolio. Some are very talented at finding the best buys in bonds and using certain sophisticated strategies to juice your fixed-income returns.

[image: warning]
 Unfortunately, the way dealers are paid creates a system where the traditional dealer’s financial interests are in opposition to his clients’ interests. The more the dealer makes, the less the client keeps. The more the client keeps, the less the dealer makes. The more the dealer can get you to flip,
 or trade one bond for another, the more the dealer makes. Generally, the more you flip, the less likely you are to come out ahead.

We don’t mean to say that dealers are bad people, or greedy people; they’re no more so than car salesmen are. We’re only saying that bond dealers are salespeople (some of them fabulously paid salespeople) and need to be seen as such.

Like the car salesman, the bond trader who acts as principal
 (taking ownership of the bond) is not required to reveal what kind of markup he is making. And you won’t find this information in Consumer Reports.
 (Fortunately, though, you can find it on TRACE; see the section “Getting some welcome transparency
 ” earlier in this chapter.)

[image: tip]
 Some bond dealers today work as agents
 and charge you a flat fee, an hourly rate, a certain amount per trade, or a percentage of assets under management. A good agent, like a good broker, may know the ropes of bond trading well enough to help you make the best selections and get the best prices.

Agents, unlike brokers, do
 have to reveal exactly what they are charging you. Alas, whereas an agent is generally better to deal with than a broker (simply because the conflict of financial interest doesn’t exist), a good one is very hard to find. And even if you do find one, agents often must work with dealers to get trades done.




Do you need a broker or agent at all?

You don’t need a broker or agent to buy Treasury bonds. You can do so easily and without any markup on 

www.treasurydirect.gov


 .

[image: remember]
 Municipal bonds and corporate bonds must be purchased through an intermediary; you can’t buy these securities directly from the issuers. Sure, you can loan your neighbor or brother-in-law $1,000 and demand the money back with interest (good luck!), and that’s a bond, of sorts. But if you want to buy and sell marketable fixed-income securities, you must go through a recognized agent.

Going through a financial supermarket, such as Fidelity, T. Rowe Price, or Vanguard, is (generally) cheaper than going through a full-service, markup kind of broker. The supermarket’s pricing, which is a concession
 or a fee (more or less), not a markup, is perhaps more clear-cut. But the supermarket agents generally hold your hand only so much, and they won’t make actual bond selections for you the way a full-service broker will.

You’ll note that we inject some qualifiers in the previous paragraph, such as “generally” and “perhaps.” We explain why in the upcoming section “Doing It Yourself Online
 ,” where we discuss online bond trading. The financial supermarkets, alas, sometimes make their way of trading sound easier, cheaper, and more transparent than it really is.



Selecting the right broker or agent

Whether you go with a full-service, markup kind of broker or with an agent, we ask you to do a few things:
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 Find someone who truly specializes in bonds — preferably the kind you’re looking to buy.
 If you needed hand surgery, you wouldn’t go to a gastroenterologist, would you? If your dealing in individual bonds is going to be any more profitable than, say, investing in a bond index fund, you need a broker or agent who truly knows and tracks the markets carefully — someone who can jump on a good deal. You don’t want a broker who deals in bonds, stocks, gold coins, and collector art!

Start by asking people you know and respect for referrals. Make calls. Ask lots of questions about a broker’s background, including academic and professional history. Ask for client recommendations. Don’t be shy.



	
Be on guard.
 Always. Whenever you find a broker and agree to buy or sell individual bonds, be certain you aren’t paying an excessive markup. Although 
 different people in the investment business have different concepts of what constitutes “excessive,” if you’re asked to cough up the equivalent of more than three months’ interest, that’s excessive, in our opinion. Other financial types have their opinions.

	
Know a dealer’s limitations.
 Most bond dealers we’ve known are not the best people to build your entire portfolio. They often have limited knowledge of investments beyond bonds. (And that’s probably a good thing; see the first bullet in this list.) If they deal in stocks at all, they may deal in pricy stock mutual funds that you don’t want — the kinds that earn them a nice commission.





Checking the dealer’s numbers
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 The later section “Doing It Yourself Online
 ” covers online bond trading. If you deal with a full-service broker, you won’t have to know every detail about trading bonds online. But we still urge you, at a minimum, to become familiar with 

http://finra-markets.morningstar.com/MarketData


 (the website of the Financial Industry Regulatory Authority). On this website, you can plug in information on any bond, and you’ll experience the type of transparency we discuss earlier in this chapter.

If a bond has recently been sold, this website can provide you with lots of information: the bond’s selling price; how it’s been rated by Moody’s, S&P, and Fitch; and its coupon rate, price, and current yield (see Book 4, Chapter 2
 ). Another useful site, 

www.investinginbonds.com


 , features a nifty bond calculator you can use to plug in the price the bond dealer is offering you (which includes his markup) and see if the yield still makes sense given your objectives and the yields of similar bonds.


To get a bird’s-eye view of the bond market, go to Yahoo! Finance at 

http://finance.yahoo.com/bonds/composite_bond_rates


 . The chart you find there gives you a pretty good idea of what various categories of bonds are paying on any particular day. If you’re in the market for a bond, compare the composite yield to the yield you’re being offered. If you aren’t being offered at least as much as the average yield, ask why. The Yesterday, Last Week, and Last Month columns show you which way bond yields are headed. But remember that yield trends, just like the wins and losses of your favorite sports team, can reverse direction quickly.



LOOKING INTO A BROKER’S RECORD


If you want to make sure the bond broker you hire isn’t going to take your money and buy a one-way ticket to Rio the next morning, check her background before you hand over the check. You can get information on the disciplinary record, professional background, and registration and license status of any properly registered broker or brokerage firm by using FINRA BrokerCheck. FINRA makes BrokerCheck available at no charge to the public. Investors can access this service by linking directly to BrokerCheck at 

www.finra.org


 or by calling 800-289-9999. A recent industry ruling requires brokers to provide the FINRA link on their websites.






Hiring a financial planner

[image: tip]
 Lots of people today, including stock and bond brokers, call themselves financial planners. We suggest that if you hire a financial planner, you seriously consider a fee-only
 planner, who takes no commissions and works only for you. To find one in your area, contact the National Association of Personal Financial Advisors (NAPFA) at 847-483-5400, or go online to 

www.napfa.org


 .

Some NAPFA-registered financial advisors work with you on an hourly basis. Others want to take your assets under management. Know that if you hire a financial planner who takes your assets under management, you typically pay a fee, usually 1 percent a year. We think 1 percent is plenty; you shouldn’t pay more than that unless you’re getting help from that planner that extends to insurance, estate planning, and other matters beyond investing.

If you have a sizeable bond portfolio, a fee-only financial planner who is trading bonds for you can potentially save you enough money to compensate for his fee. Even though the planner will be dealing with a broker, just as you would, planners with numerous clients can bundle their bond purchases, so the broker often settles for a substantially lesser markup.

Here’s an example of this type of savings. Matthew Reznik, a NAPFA-registered financial planner with Balasa Dinverno & Foltz LLC of Itasca, Illinois, explains, “If an individual investor is buying a $25,000 bond for his or her portfolio, the markup can be as high as 2.25 percent. If that bond is yielding 5 percent, that’s a pretty big haircut. If we buy bonds, we buy the same issue in a $1 million piece. In that case the spread would be reduced to 0.10 percent.”




Doing It Yourself Online

A growing number of financial supermarkets and specialty bond shops now allow you to trade bonds online, and they advertise that you can do so for a fixed price. In the case of Fidelity, the price is generally $1 per bond.


[image: warning]
 “Whoa,” you may say. “That’s a great deal!” Well, yes and no. If that were all that Fidelity and the other middlemen were making, it would be a great deal. But what you see and what you get are two different things. The “flat fees” quoted by Fidelity and its competitors are a bit misleading.

“The idea that there are no broker markups is not the case,” says financial planner Matthew Reznik. “No matter who sells you a bond, there is always a spread built in to compensate the broker.” In other words, Fidelity (or Vanguard, or whomever) may charge you “only $1 to trade a bond,” but the price you get for your bond, to buy or sell, has already been marked up from the price that someone else just got to sell or buy. Either your own broker may have marked up the price, or some other broker may have previously done so. Just don’t kid yourself into thinking that $1 is all you’re paying to trade.

The online trading process with Fidelity is similar to other financial supermarkets that offer flat-fee bond shopping. We explain how it works in the following sections. First, we want to let you know that, yes, you can get good buys on bonds online, but you can also get zapped hard. Many other investment pros have had very similar experiences at other financial supermarkets, such as Vanguard and Schwab.

[image: remember]
 You are most likely to get a fair deal online when you’re buying
 a bond and dealing in large quantities. You are most likely to get zapped when you’re selling
 a bond prior to maturity, especially if you’re selling a small number of bonds and if those particular bonds are traded infrequently. In such cases, you may let go of your bonds for one price and, using TRACE, find out that they were sold seconds afterward for 3 percent (or more) higher than the price you just got. Someone is making very quick money in that situation, and it isn’t you.

In this section, we explain how online trading generally works.


If you’re looking to buy

You first choose a bond category: Do you want a Treasury bond, an agency bond, a corporate bond, or a municipal bond? (For reminders about each category, see Book 4, Chapter 3
 .) What kind of rating are you looking for? What kind of maturity? What kind of yield? (Book 4, Chapter 2
 contains the goods on ratings, maturity, and yield.)

Most online bond shops walk you through this process step by step; it isn’t that hard. The most difficult piece of the process, and the one we most want to help you with, is making sure that after you know what kind of bond you want, you get the best deal on your purchase.


[image: tip]
 Here, plain and simple, is what we mean by getting the best deal for a given type and quality of bond: You want the highest yield.
 The yield reflects whatever concession you’re paying the financial supermarket, and it reflects whatever markup you’re paying a broker.

Comparing yields, however, can be tricky, especially when looking at callable bonds, because you never know how long you’ll have them. Keep in mind that in the past, when interest rates were falling, callable bonds were very often called because the issuers could issue newer bonds at lower interest rates. In the future, that may not be the case. So you need to look at two possible scenarios: keeping the bond to maturity, or having it called.

As David Lambert, founding partner of Artisan Wealth Management in Lebanon, New Jersey, suggests, “When considering callable bonds, be sure to examine whether the bonds are selling at a premium or a discount to the call price. If trading at a premium, consider the yield-to-call first. If trading at a discount, consider the yield-to-maturity first. Both of these will give you your most realistic picture of future performance. You can pretty much ignore just about everything else.”

What he is saying is that the yield-to-call on premium bonds and yield-to-maturity on discount bonds both represent yield-to-worst
 (or worst-case basis yield
 ). That yield is what you’re likely going to get, so you’d darned well better factor it into your bond purchasing decisions.

If two comparable bonds — comparable in maturity, duration, ratings, callability, and every other way — are offering yields-to-worst of 4.1 percent and 4.2 percent, unless you have an inside track and therefore know more about the issuer than the ratings companies do, go with the 4.2 percent bond. Just make sure you’ve done your homework so you know that the two bonds are truly comparable.

[image: tip]
 Fidelity has a neat tool on its website called the scatter graph;
 it allows you to see a whole bunch of similar bonds on the same graph and what kind of yield each is paying. You can access it at 

www.fidelity.com


 . Click on Investment Products and then Fixed Income and Bonds. Get into Individual Bonds and then select the type of bond you’re interested in purchasing. Enter your parameters to create the scatter graph you need.

[image: remember]
 To reiterate: The yield reflects the middleman’s cut. Focus on the yield,
 and especially on the yield-to-worst, to get the best deal. Don’t over-concern yourself with the bid/ask spread on the bond.

[image: tip]
 When you go to place your order, use the “Limit Yield” option. You are telling the brokers that you’ll buy this bond only if it yields, say, 4.2 percent. Anything less, and you aren’t interested. Putting in a “Market” order on a bond can get you chewed up — don’t do it.




If you’re looking to sell

Selling bonds online can be a much trickier business. You have a particular bond you want to dump, and the market may or may not want it.

[image: tip]
 At Fidelity, you’re best off calling a Fidelity fixed-income trader and asking that trader to give you a handle on what the bond is worth. You can then go online, place a “Limit Price” order to sell, and you’ll very likely get what the Fidelity trader told you you’d get. But here’s the catch: Fidelity itself may wind up buying your bond and selling it to someone else at a large markup.

Truth be told, you are likely to pay a high markup anywhere if you sell a bond before its maturity. Charles Schwab is similar to Fidelity in that you tend to pay through the nose when selling, says Dalibor Nenadov, a fee-only financial planner with Northern Financial Advisors in Franklin, Michigan. “The bottom line for the average middle-class investor is to build a bond ladder, and hold until maturity. Don’t sell before maturity, and don’t try to time rates,” he says. See the following section for more on bond ladders.



SAVING MONEY WITH A FULL-SERVICE BROKER?


Many people assume that discount and online brokers allow you to trade bonds more cheaply than with full-service brokers, and that can be true sometimes. But it isn’t always
 the case, says Kevin Olson, muni-bond-market investment advocate. “Full-service brokers may offer you the best deals on new issues of municipal bonds, especially in those cases where the full-service broker is itself underwriting the bond,” he says. If you’re going to trade individual munis, Olson suggests having several accounts with different brokers, including both discount and full-service brokers. Sometimes, he says, you’ll be surprised where you get the best deals. That’s true both for new issues of bonds and for the secondary market.







Perfecting the Art of Laddering


Bond laddering
 is a fancy term for diversifying your bond portfolio by maturity. Buy one bond that matures in two years, another that matures in five, and a third that matures in ten, and — presto! — you have just constructed a bond ladder (see Figure 4-1
 ).



[image: image]
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FIGURE 4-1:

 A typical bond ladder.





Why bother? Why not simply buy one big, fat bond that matures in 30 years and will kick out regular, predictable coupon payments between now and then? Laddering makes more sense for a few reasons, which we explain here.


Protecting you from interest rate flux

The first rationale behind laddering is to temper interest rate risk. If you buy a 30-year bond right now that pays 3 percent, and if interest rates climb over the next year to 5 percent and stay there, you’re going to be eating stewed crow for 29 more years with your relatively paltry interest payments of 3 percent. Obviously, you don’t want that. (You could always sell your 30-year bond paying 3 percent, but if interest rates pop and new bonds are paying significantly higher rates, the price you would get for your lousy 3 percent bond is not going to make you jump for joy.)

Of course, you don’t have to buy a 30-year bond right now. You could buy a big, fat two-year bond. The problem with doing that is twofold:


	You won’t get as much interest on the two-year bond as you would on the 30-year bond.

	You are subjecting yourself to reinvestment risk:
 If interest rates fall rather than rise over the next two years, you may not be able to reinvest your principal in two years for as much as you are getting today.




[image: remember]
 If you ladder your bonds, you shield yourself to a certain degree from interest rates rising and falling. If you’re going to invest in individual bonds, laddering is really the only option.



Tinkering with your time frame

Note that as each bond in your ladder matures, you would typically replace it with a bond equal to the longest maturity in your portfolio. For example, if you have a two-year, a five-year, and a ten-year bond, when the two-year bond matures, you replace it with a ten-year bond. Why? Because your five-year and ten-year bonds are now two years closer to maturity, so the average weighted maturity of the portfolio will remain the same: 5.6 years.

Of course, over the course of two years, your economic circumstances may change, so you may want to tinker with the average weighted maturity. That depends on your need for return and your tolerance for risk.

A perfectly acceptable (and often preferable) alternative to bond laddering is to buy a bond mutual fund or exchange-traded fund. This option is the heart of Book 4, Chapter 5
 . But whether you ladder your bonds or you buy a bond fund, we caution you that relying only on fixed income to fund your retirement is probably not the wisest path. You should have a bond ladder or bond funds and
 other investments (stocks, real estate) as well.




Chapter 5

Picking a Bond Fund That Will Serve You for Life



 
IN THIS CHAPTER
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 Recognizing the great differences among fund types


[image: check]
 Cutting through the hype and focusing on what matters




For the vast majority of individual investors, funds are the way to go. That was true several years ago, and it’s even truer today with the advent of nearly 300 bond exchange-traded funds (ETFs) that allow the small investor ready access to some darned good and ultra low-cost bond portfolios.

There’s nothing wimpy about bond funds, and provided you do your homework, they can be as intelligent and sophisticated an investment vehicle as you’ll ever find. (Index funds, which include most of the fixed-income ETFs, are seen by some as the wimpiest things under the sky but turn out to be mighty tough themselves.)

In this chapter, we introduce you to the many kinds of bond funds — index, active, mutual funds, ETFs, closed-end funds, and unit investment trusts — and reveal that although none are worth dying for, some may well be worth fighting for.




Defining the Basic Kinds of Funds

With hundreds upon hundreds of bond funds to choose from, each representing a different basket of bonds, where do you start? That part is actually easy: You start with the particular class of bonds you want to own. Treasuries? Corporate bonds? Munis? Long-term? Short-term? Investment-grade? High-yield? A blend of all of the above? And knowing what class of bonds you want in the basket isn’t enough. You also need to know what kind of basket
 you want.

Bond baskets (funds) come in five varieties:


	Open-end mutual funds, typically referred to simply as mutual funds,
 are far and away the most common.

	Closed-end mutual funds, usually referred to only as closed-end funds,
 offer comparatively greater return for greater risk.

	Exchange-traded funds (ETFs) are the newer kids on the block, catching on very quickly — for good reason.

	Unit investment trusts are not well known but perhaps worth knowing.

	Exchange-traded notes (ETNs) are sort of bonds within bonds with bells and whistles and their own unique characteristics.




Table 5-1
 offers an overview of how these types of funds compare. In the following sections, we provide the details.




TABLE 5-1
 Comparing the Five Kinds of Bond Funds





	

Fund Type



	

How Many Funds Are There?



	

Do They Offer Diversification?



	

Active Management or Passive (Index)?



	

Fee or Commission to Buy or Sell?



	

Average Yearly Expense Ratio








	
Mutual funds


	
1,964


	
Yes


	
Most are active


	
Sometimes


	
1.0 percent





	
Closed-end funds


	
414


	
Yes


	
Active


	
Yes


	
1.27 percent





	
Exchange-traded funds


	
261


	
Yes


	
Most are index


	
Usually


	
0.30 percent





	
Unit investment trusts


	
Varies


	
Yes


	
Quasi-active


	
Yes


	
0.81 percent





	
Exchange-traded notes


	
40


	
Yes


	
Passive-leveraged


	
Yes


	
0.90 percent







Data provided by Morningstar



Mining mutual funds


 When most investors speak of funds, they’re talking about mutual funds. And it’s no wonder. According to Morningstar, the total number of distinct mutual funds (ignoring different share classes of certain mutual funds) clocks in at an astounding 7,700. Of those 7,700 funds, 1,964 of them — over one quarter — represent baskets of bonds.

Like all funds, a mutual fund represents a collection of securities. You, as the investor, pay the mutual fund company a yearly fee and sometimes a sales charge (called a load
 ) to buy the fund. In exchange for your money, the mutual fund company offers you an instant portfolio with professional management.

Most mutual funds are open-end
 funds. This means that the number of shares available is not limited. Within reason, as many people who want to buy into the fund do so. As more people buy into the fund, more bonds are purchased. The mutual fund shares then sell at a price that directly reflects the price of all the bonds held by the mutual fund. The interest you receive from the fund is a pro rata
 portion of the total interest received by all the bonds in the basket, minus whatever management fees are taken out.

Mutual fund orders can be placed at any time, but they are priced only at the end of the day (4 p.m. on Wall Street), and that’s the price you get. If you place an order to buy after 4 p.m., the trade is executed at the next day’s closing price.

Most mutual funds are actively managed, which means that the managers try to beat the broad bond market by picking certain issues of bonds or by trying to time the markets. Other mutual funds are passively run, or indexed,
 which means they are set up to track standard fixed-income indexes. Index funds tend to cost you a lot less in fees than actively managed funds.

[image: tip]
 Regardless of whether you go with active or passive, choose only those bond mutual funds that have solid track records over several years and are reasonably priced. The average yearly operating expense of a bond mutual fund, per Morningstar, is 0.97 percent. Because total return on bond funds, over time, tends to be less than that of stock funds, the cost ratio is usually a bigger factor. We wouldn’t touch anything over 1 percent without a very compelling reason to do so. You likely don’t need to buy more expensive funds; you have many inexpensive alternatives to choose from, and they tend to offer better performance over time.



Considering an alternative: Closed-end funds

Most mutual funds are open-ended, and some are not. The closed-end funds are a universe unto themselves. Unlike open-end funds, closed-end funds have a finite 
 number of shares. The price of the fund does not directly reflect the value of the securities within the fund. Nor does the yield directly reflect the yield of the bonds in the basket. In investment-speak, the net asset value
 (NAV) of the fund, or the price of the securities within the fund, may differ significantly from the price of the fund itself.

Supply and demand for a closed-end fund may have more bearing on its price than the actual securities it holds. Closed-end funds tend to have high management fees (almost always more than 1 percent a year), and they tend to be more volatile than open-end funds, in part because they are often leveraged. Closed-end funds are traded like stocks (yes, even the bond closed-end funds), and they trade throughout the day. You buy and sell them through any brokerage house — not directly from the mutual fund company, as you can do with most mutual funds.

All closed-end funds are actively managed. There are more than 600 closed-end funds, of which nearly two-thirds are bond funds. The average yearly fee of these bond funds, per Morningstar, is a relatively chunky 1.27 percent. We suggest that if you do buy a closed-end fund, you choose one selling at a discount to the NAV, not at a premium. Studies show that discounted closed-end funds tend to see better performance (similar to value stocks outperforming growth stocks).



Establishing a position in exchange-traded funds

Although relatively new, exchange-traded funds (ETFs) have caught on big in the past several years. ETFs, like closed-end funds, trade on the exchanges like individual stocks. (Yes, even the bond ETFs trade that way.) You usually pay a small brokerage fee ($10 or so) when you buy and another when you sell. But while you own the fund, your yearly fees are very low; they are, in fact, a fraction of what you’d pay for a typical bond mutual fund, closed-end fund, or any other kind of fund.

Unlike closed-end funds, ETFs usually maintain a price that closely matches the net asset value, or the value of all the securities in the portfolio. However — at least at the present time — the vast majority of ETFs are index funds, unlike both closed-end and mutual funds. About 11 percent (261) of all 1,441 ETFs available to U.S. investors are bond ETFs.

[image: remember]
 There aren’t as many fixed-income ETFs relative to mutual funds, but we predict that the number will continue to expand. Their popularity is in part due to their super low expense ratio. The average bond ETF charges only 0.30 percent a year in operating expenses, and a good many are less than 0.20 percent.


Stock ETFs tend to be much more tax-efficient than stock mutual funds. In the bond arena, the difference isn’t as great. ETFs tend to be lower cost, but you may have to deal with small trading commissions. And at times the net asset value of your ETF’s securities may rise above, or fall below, the market price. This flux shouldn’t be a major concern to buy-and-hold investors.



Understanding unit investment trusts

A unit investment trust (UIT) is a bundle of securities handpicked by a manager. You buy into the UIT as you would an actively managed mutual fund. But unlike the manager of the mutual fund, the UIT manager does not actively trade the portfolio. Rather, he buys the bonds (or in some cases, bond funds), perhaps 10 or 20 of them, and holds them throughout the life of the bonds or for the life of the UIT.

A UIT, which may contain a mix of corporate bonds, Treasuries, and munis, has a maturity date — it could be a year, 5 years, or even 30 years down the road. Interest payments (or principal payments, should a bond mature or be called) from a UIT may arrive monthly, quarterly, or semi-annually. Management expenses for a UIT range from 0.2 to 1 percent, and you also pay a commission of about 1 to 3 percent when they’re bought. (You don’t pay anything when you sell them.) Contact any major brokerage house if you’re interested.

Should you be interested?

“A UIT can give you the diversification of a mutual fund as well as greater transparency by knowing exactly what bonds are in your portfolio,” says Chris Genovese, senior vice president of Fixed Income Securities, a nationwide firm that provides targeted advice on bond portfolio construction to investment advisors. “They are certainly appropriate for many individual investors, whether in retirement accounts or investment accounts.” UITs come and go from the marketplace, explains Genovese. “If you are interested in seeing the currently available selection, talk to your broker. Look at the prospectus. As you would with any other bond investment, weigh the benefits and the risks of the bonds in the portfolio, and determine if it looks like the right mix for you.”

Bond ETFs can also give you the diversification and transparency of a UIT, but only a handful of bond ETFs offer target maturity dates, as UITs do.



Taking a flyer (or not) on an exchange-traded note

Although they sound alike, exchange-traded notes and exchange-traded funds are hugely different. ETNs, which trade just like ETFs or individuals stocks, are 
 debt instruments. The issuer, a company such as Direxion or PowerShares or Barclays (all big players in the ETN game), issues an ETN and promises shareholders a rate of return based on the performance of X. What is X? It could be the price of a commodity, or the value of a certain currency, or the return on a certain bond portfolio.

Unlike ETFs, the underlying investments (bonds, commodities, what have you) are not necessarily owned by the issuer of the ETN.

ETNs have been proliferating of late, with dozens having popped up in the past few years. Of these, only a handful are based on any simple and recognizable index of bonds. All the other bond ETNs, currently 37, give you exposure to bonds in a strange, distorted fashion, typically offering you either a doubling or tripling of the bonds’ returns or, conversely, the inverse of the bonds’ performance. For instance, if Treasuries lose 3 percent tomorrow, some ETNs will go up 3 percent in value. Others may go up 6 percent … or 9 percent.

[image: warning]
 Although bond ETNs have one big advantage over ETFs (they are generally taxed more gingerly), they really are not very good vehicles for bond exposure. As noted earlier in this discussion, these are debt instruments. As such, when you buy an ETN issued by, say, JP Morgan, you may be taking on double credit risk. You need to worry about the credit worthiness of those who issue the bonds in the portfolio, as well as the credit worthiness of PowerShares itself. This is not the case with ETFs.

More troubling is the nature of the beast itself. Yes, a leveraged ETN may double or triple your money, but read the fine print! The doubling or tripling is done on a daily
 basis. The strange mathematics of daily returns means that you will lose money over the long run. Trust us on this. You will lose money over the long run.
 Your principal will simply be eaten away by the extreme volatility.




What Matters Most in Choosing a Bond Fund of Any Sort

For years, alchemists tried to turn common metals into gold. It can’t be done. The first rule to follow when choosing a bond fund is to find one appropriate to your particular portfolio needs, which means finding a bond fund made of the right material. After all, bond fund managers can’t do all that much more than alchemists.



Selecting your fund based on its components and their characteristics

If you’re looking for a bond fund that’s going to produce steady returns with little volatility and very limited risk to your principal, start with a bond fund that is built of low-volatility bonds issued by credit-worthy institutions. A perfect example would be a short-term Treasury bond fund. If you’re looking for kick-ass returns in a fixed-income fund, start looking for funds built of high-yield fixed-income securities.

[image: remember]
 One of the main characteristics you look for in a bond is its tax status. Most bonds are taxable, but municipal bonds are federally tax-free. If you want to laugh off taxes, choose a municipal bond fund. But just as with the individual muni bonds themselves, expect lower yield with a muni fund. Also pick and choose your muni fund based on the level of taxation you’re looking to avoid. State-specific municipal bond funds filled with triple-tax-free bonds (free from federal, state, and local tax) are triple-tax-free themselves.



Pruning out the underperformers

Obviously, you want to look at any prospective bond fund’s performance vis a vis
 its peers. If you are examining index funds, the driving force behind returns will be the fund’s operating expenses. Intermediate-term Treasury bond index fund X will generally do better than intermediate-term Treasury bond index fund Y if less of the profits are eaten up by operating expenses.

With actively managed funds, guess what? Operating expenses are also a driving force. One study conducted by Morningstar, reported in The Wall Street Journal,
 looked at high quality, taxable bond funds available to all investors with minimums of less than $10,000. More than half of those funds charge investors 1 percent or more. Not surprisingly, almost three-quarters of those pricier funds showed performance that was in the bottom half of the category for the previous year.

[image: tip]
 Don’t pay more than 1 percent a year for any bond fund unless you have a great reason. And don’t invest in any actively managed bond fund that hasn’t outperformed its peers — and any proper and appropriate benchmarks — for at least several years. (By “proper and appropriate benchmarks,” we’re referring to bond indexes that most closely match the composition of the bond fund in question. A high-yield bond fund, given that you can expect more volatility, should
 produce higher yields than, say, a Treasury index. Any comparison of a high-yield fund’s return to a Treasury index is practically moot.)




Laying down the law on loads

An astonishing number of bond funds charge loads. A load
 is nothing more than a sales commission, sometimes paid when buying the fund (that’s called a front-end
 load) and sometimes paid when selling (that’s called a back-end
 or deferred
 load). Our advice? Never pay a load
 . There is absolutely no reason you should ever pay a load of (not unheard of) 5.5 percent to buy a bond fund. The math simply doesn’t work in your favor.

If you pay a 5.5 percent load to buy into a fund with $10,000, you lose $550 up-front. You start with an investment of only $9,450. Suppose that the fund manager is a veritable wizard and gets a 7 percent return over the next five years, whereas similar bond funds with similar yearly operating expenses are paying only 6 percent. Here’s what you’ll have in five years with the load fund, even though there’s a wizard at the helm: $13,254. Here’s what you’d have with the no-load fund, assuming the manager is merely average: $13,382.

[image: warning]
 Buying a load bond fund is plain and simple dumb. Unless you get some kind of special deal that allows for the load to be waived, don’t buy load funds. Repeat: Don’t buy load funds.



Sniffing out false promises

Although morally dubious, and in some cases even illegal, some brokerage houses and financial supermarket websites have been known to promote certain bond funds over others not because those funds are any better but because a certain fund company paid to be promoted. (In the industry, this is sometimes known as “buying shelf space.”) Buyer beware!

“Investors need to fully understand how their broker is being compensated, and if a firm is promoting certain bonds or bond funds, investors should ask if the firm is being compensated for that promotion,” says Gerri Walsh, vice president for investor education with the Financial Industry Regulatory Authority (FINRA).





Book 5

Moving on to Mutual Funds
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Chapter 1

Considering Mutual Funds’ Pros and Cons



 
IN THIS CHAPTER
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 Seeing how mutual funds and exchange-traded funds work
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 Discovering reasons to choose funds
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 Considering the drawbacks
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 Making sense of exchange-traded funds




It’s not clear where the mutual
 in mutual funds comes from; perhaps it’s so named because the best funds allow many people of differing economic means to mutually invest their money for


	Easy diversification

	Access to professional money managers

	Low investment management costs



No matter where the word came from, mutual funds and exchange-traded funds, like any other investment, have their strengths and weaknesses that you need to know about before you invest your money. This chapter introduces you to those investment vehicles and discusses their advantages and disadvantages.




Introducing Mutual Funds and Exchange-Traded Funds

After you understand the specific types of securities (stocks [see Book 3
 ], bonds [see Book 4
 ], and so on) that funds can invest in, you’ve mastered one of the important building blocks to understanding mutual funds. A mutual fund
 is a vehicle that holds other investments: When you invest in a mutual fund, you’re contributing to a big pool of money that a mutual fund manager uses to buy other investments, such as stocks, bonds, and/or other assets that meet the fund’s investment objectives.


Exchange-traded funds
 (ETFs) are a close relative of mutual funds and differ from them in one particular way. ETFs trade like stocks on a stock exchange and thus can be bought or sold during the trading day when the financial markets are open. (We explain one exception to this rule later in this chapter. A type of mutual fund, known as a closed-end fund, trades on a stock exchange during the trading day and has a fixed number of shares outstanding.)

Differences in investment objectives are how funds broadly categorize themselves, like the way an automaker labels a car a sedan
 or a sport utility vehicle.
 This label helps you, the buyer, have a general picture of the product even before you see the specifics. On the dealer’s lot, the salespeople take for granted that you know what sedan
 and sport utility vehicle
 mean. But what if the salesperson asks you whether you want a Pegasus or a Stegosaurus? If you don’t know what those names mean, how can you decide?

Fund terms, such as municipal bond fund
 or small cap stock fund,
 are thrown around casually. Fact is, thanks to our spending-oriented culture, the average American knows car models better than types of funds! In this chapter, we explain the investment and fund terms and concepts that many writers assume you already know (or perhaps they don’t understand well enough themselves to explain to you). But don’t take the plunge into funds until you determine your overall financial needs and goals (see Book 2, Chapter 1
 ).



Getting a Grip on Funds

A mutual fund
 is a collection of investment money pooled from many investors to be invested for a specific objective. When you invest in a fund, you buy shares and become a shareholder
 of the fund. The fund manager and his team of assistants determine which specific securities (for example, stocks or bonds) they should 
 invest the shareholders’ money in to accomplish the objectives of the fund and keep shareholders happy.

A misconception some investors hold regarding mutual funds is that they invest in stocks and, therefore, are too risky. They don’t, and they’re not. By using funds, you can invest in a whole array of securities, ranging from money market funds to bonds, stocks, and even real estate.

All funds aren’t created equal. Some funds, such as money market funds, carry virtually zero risk that your investment will decline in value. Bond funds that invest in shorter-term bonds don’t generally budge by more than several percentage points per year. And you may be surprised to find out that some conservative stock funds aren’t that risky if you can plan on holding them for a decade or more.
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 Because good funds take most of the hassle out of figuring out which securities to invest in, they’re among the best investment vehicles ever created for the following reasons:


	They allow you to diversify
 your investments — that is, invest in many different industries and companies instead of in just one or two. By spreading the risk over several different securities representing many different industries and companies, funds lessen your portfolio’s instability and the chances of a large loss.

	They enable you to give your money to the best money management firms and managers in the country.

	They are the ultimate couch potato investment! However, unlike staying home and watching television or playing video games, investing in funds can pay you big rewards.



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

Don’t feel bad if you haven’t figured out a long-term financial plan or don’t have a goal in mind for the money you’re saving. Many people don’t have their finances organized, which is why books like this one exist! We talk more specifically in Book 2, Chapter 1
 about how investing can help you meet your goals.



Financial intermediaries

A mutual fund company is a type of financial intermediary. (Now that’s a mouthful!) Why should you care? Because if you understand what a financial intermediary is and how fund companies stack up to other financial intermediaries, you’ll better understand when funds are appropriate for your investments and when they probably aren’t. A financial intermediary
 is nothing more than an organization that takes money from people who want to invest and then directs the money to those who need investment capital
 (another term for money).

Suppose you want to borrow money to invest in your own business. You go to a bank that examines your financial records and agrees to loan you $20,000 at 8 percent interest for five years. The money that the banker is lending you has to come from somewhere, right? Well, the banker got that money from a bunch of people who deposited money with the bank at, say, 2 percent interest. Therefore, the banker acts as a financial intermediary, or middleman — one who receives money from depositors and lends it to borrowers who can use it productively.

Insurance companies do similar things with money. They sell investments, such as annuities and then turn around and lend the money — by investing in bonds, for example — to businesses that need to borrow. (Remember, a bond
 is nothing more than a company’s promise to repay borrowed money over a specified period of time at a specified interest rate; see Book 4
 .)

The best mutual fund companies are often the best financial intermediaries for you to invest through because they skim off less (that is, they charge lower management fees) to manage your money and allow you more choice and control over how you invest your money.



Open-end versus closed-end funds


Open end
 and closed end
 are general terms that refer to whether a mutual fund company issues an unlimited or a set amount of shares in a particular fund:


	
Open-end funds:
 Open end
 simply means the fund issues as many (or as few) shares as investors demand. Open-end funds theoretically have no limit to the number of investors or the amount of money that they hold. You buy and sell shares in such a fund from the fund company.

	
Closed-end funds:
 Closed-end
 funds are those where the mutual fund companies decide up-front, before they take on any investors, exactly how many shares they’ll issue. After they issue these shares, the only way you can purchase shares (or more shares) is to buy them from an existing investor through a broker. (This process happens with buying and selling stock and exchange-traded funds, too.)
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 The vast majority of funds in the marketplace are open-end funds, and they’re also the funds that we focus on in this book because the better open-end funds are superior to their closed-end counterparts.

Open-end funds are usually preferable to closed-end funds for the following reasons:


	
Management talent:
 The better open-end funds attract more investors over time. Therefore, they can afford to pay the necessary money to hire leading managers. We’re not saying that closed-end funds don’t have good managers, too, but generally, open-end funds attract better talent.

	

Expenses:
 Because they can attract more investors, and therefore more money to manage, the better open-end funds charge lower annual operating expenses. Closed-end funds tend to be much smaller and, therefore, more costly to operate. Remember, operating expenses are deducted out of shareholder returns before a fund pays its investors their returns; therefore, relatively higher annual expenses depress the returns for closed-end funds.
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 Brokers who receive a hefty commission generally handle the initial sale of a closed-end fund. Brokers’ commissions usually siphon anywhere from 5 to 8 percent out of your investment dollars, which they generally don’t disclose to you. (Even if you wait until after the initial offering to buy closed-end fund shares on the stock exchange, you still pay a brokerage commission, although it’s generally a lot less than the initial sale commission.) You can avoid these high commissions by purchasing a no-load
 (commission-free), open-end mutual fund. (See the section “Funds save you money and time
 ” later in this chapter for details on no-load funds.)



	

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

You could buy shares in a closed-end fund at a discount and hold on to them in hopes that the discount disappears or — even better — turns into a premium
 (which means that the share price of the fund exceeds the value of the investments it holds). You should never
 pay a premium to buy a closed-end fund, and you shouldn’t generally buy one without getting at least a 5 percent discount (to make up for its deficiencies, versus its open-ended peers, especially higher expenses).
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 Sorry to complicate things, but we need to make two clarifications. First, open-end funds can, and sometimes do, decide at a later date to “close” their funds to new investors. This doesn’t make it a closed-end fund, however, because investors with existing shares can generally buy more shares from the fund company. Instead, the fund becomes an open-end fund that’s closed to new investors! Second, exchange-traded funds, which we discuss later in this chapter and which have similarities to closed-end funds, may have low costs if they are modeled after an index fund.




Opting for Mutual Funds

To understand why funds are so sensible is to understand how and why funds can work for you. Keep reading to discover their many benefits. (Funds also have their drawbacks; we cover them in the section “Addressing the Drawbacks
 ” later in this chapter.)


Fund managers offer expertise

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

Typically, fund managers are Chartered Financial Analysts (CFAs) and/or graduates of the top business and finance schools in the country, where they study the principles of portfolio management and securities valuation and selection. In addition to their educational training, the best fund managers typically have a decade or more of experience in analyzing and selecting investments.
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 A mutual fund management team does more research and due diligence than you could ever have the energy or expertise to do in what little free time you have. Investing in mutual funds can help your friendships, and maybe even your love life, because you’ll have more free time and energy!

Consider the following activities that an investor should do before investing in stocks and bonds:


	
Analyze company financial statements:
 Companies whose securities trade in the financial markets are required to issue reports every three months detailing their revenue, expenses, profits and losses, and assets and liabilities. 
 Unless you’re a numbers geek, own a financial calculator, and enjoy dissecting tedious corporate financial statements, this first task alone is reason enough to invest through a mutual fund and leave the driving to the mutual fund management team.

	
Talk with the muckety-mucks:
 Most fund managers log thousands of frequent-flier miles and hundreds of hours talking to the folks running the companies they’re invested in or are thinking about investing in. Because of the huge amounts of money they manage, large fund companies even get visits from company executives, who fly in to grovel at the fund managers’ feet.

	
Analyze company and competitor strategies:
 Corporate managers have an irritating tendency to talk up what a great job they’re doing. Some companies may look as if they’re making the right moves, but what if their products are soon to lag behind the competition’s? The best fund managers and their researchers take a skeptical view of what a company’s execs say; they read the fine print and check under the rugs. They also keep on top of what competitors are doing. Sometimes they discover investment ideas better than their original ones this way.

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

	
Attend trade shows and review industry literature:
 It’s truly amazing how specialized the world’s becoming. Do you really want to subscribe to business newsletters that track the latest happenings with ball bearing or catalytic converter technology? They’ll put you to sleep in a couple of pages. Unlike popular mass-market publications, they’ll also charge you an arm and a leg to subscribe.



Are you, as the investor, going to do all these tasks and do them well? Nothing personal, but we doubt that you will. Even in the unlikely event that you could perform investment research as well as the best fund managers, don’t you value your time? A good fund management team happily performs all the required research for you, does it well, and does it for a fraction of what it costs you to do it haphazardly on your own.




A (BRIEF) HISTORY OF MUTUAL FUNDS


Mutual funds date back to the 1800s, when English and Scottish investment trusts sold shares to investors. Funds arrived in the United States in 1924. They were growing in assets until the late 1920s, when the Great Depression derailed the financial markets and the economy. Stock prices plunged and so did mutual funds that held stocks.

As was common in the stock market at that time, mutual funds were leveraging
 their investments — leveraging is a fancy way of saying that they put up only, for example, 25 cents on the dollar for investments they actually owned. The other 75 cents was borrowed. That’s why, when the stock market sank in 1929, some investors and fund shareholders got clobbered. They were losing money on their investments and
 on all the borrowed money. But, like the rest of the country, mutual funds, although bruised, pulled through this economic calamity.

The Securities Act of 1933 and the Investment Company Act of 1940 established ground rules and oversight of the fund industry by the Securities and Exchange Commission (SEC). Among other benefits, this landmark federal legislation required funds to register and have their materials be reviewed by the SEC before
 issuing or selling any fund shares to the public. Funds were required to disclose cost, risk, and other information in a uniform format through a legal document called a prospectus.


During the 1940s, ’50s, and ’60s, funds grew at a fairly high and constant rate. From less than $1 billion in assets in 1940, fund assets grew to more than $50 billion by the late 1960s — more than a fifty-fold increase. Before the early 1970s, funds focused largely on investing in stocks. Since then, however, money market mutual funds and bond mutual funds have mushroomed. They now account for about 50 percent of all mutual fund assets.

Today, thousands of mutual funds manage about $16 trillion with exchange-traded funds holding another $2 trillion.






Funds save you money and time

Chances are the last thing you want to do with your free time is research where to invest your savings. If you’re like many busy people, you’ve kept your money in a bank just to avoid the hassles. Or maybe you turned your money over to some smooth-talking broker who sold you a high-commission investment that you still don’t understand but are convinced will make you rich.
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 Mutual funds and exchange-traded funds are cheaper, more communal ways to get the investing job done. A fund spreads out the cost of extensive — and expensive — research over thousands of investors. How does a fund save you time and money? Let us count the ways:


	
Funds can produce a much better rate of return over the long haul than a dreary, boring bank or insurance company account.
 You can purchase them by writing a check or calling a toll-free number. What does it cost to hire such high-powered talent to do all the dreadful research and analysis? A mere pittance if you pick the right funds. In fact, when you invest your money in an efficiently managed mutual fund, the cost should be less than it would be to trade individual securities on your own.

	

Funds manage money efficiently through effective use of technology.
 Innovations in information-management tools enable funds to monitor and manage billions of dollars from millions of investors at a very low cost. In general, moving around $5 billion in securities doesn’t cost them much more than moving $500 million. Larger investments just mean a few more zeros in the computer database.

The most efficiently managed funds cost less than 1 percent per year in expenses. (Bond funds and money market funds cost much less — good ones charge just 0.5 percent per year or less.) Some of the larger and more established funds, including index funds and exchange-traded funds, charge annual expenses of less than 0.2 percent per year.



	
Many funds don’t charge a commission (load) to purchase or redeem shares.
 Commission-free funds are called no-load funds.
 Such opportunities used to be rare. Fidelity and Vanguard, the two largest distributors of no-load funds today, exacted sales charges as high as 8.5 percent during the early 1970s. Even today, some mutual funds known as load funds
 charge you a commission for buying or selling shares in their funds.





Fund diversification minimizes your risk


Diversification
 is a big attraction for many investors who choose mutual funds and exchange-traded funds. Here’s an example of why, which should also explain what diversification is all about: Suppose you heard that Phenomenal Pharmaceuticals developed a drug that stops cancer cells in their tracks. You run to the phone, call your broker, and invest all your savings in shares of Phenomenal stock. Years later, the Food and Drug Administration (FDA) denies the company approval for the drug, and the company goes belly up, taking your entire nest egg with it.

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

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

Funds typically invest in 25 to 100 securities, or more. Proper diversification increases the probability that the fund receives the highest possible return at the lowest possible risk, given the objectives of the fund.

We’re not suggesting that funds escape without share-price declines during major market downturns. For example, during the early 2000s bear market, many funds declined in value. But again, the investors who were most harmed were those who held individual stocks that, in the worst cases, ended up plummeting to zero as companies went bankrupt, or those investors who loaded up on technology and Internet stocks that dropped 80 to 90 percent or more. The same fate befell investors who were overloaded with stock in financial firms like AIG, Bear Stearns, Lehman, and others that plunged far more than the broad market averages in the late 2000s bear market.
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 Although most funds are diversified, some aren’t. For example, some stock funds, known as sector funds,
 invest exclusively in stocks of a single industry (for instance, healthcare). Others focus on a single country (such as India). We’re not a fan of such funds because of the lack of diversification and because such funds typically charge higher operating fees. It’s also worth noting that investors who bought sector funds investing exclusively in Internet stocks got hammered in the technology stock crash of the early 2000s. Many of those funds dropped 80 percent or more, whereas broadly diversified funds fared far better. (The same thing happened in the late 2000s to investors in financial sector funds.)



Funds undergo regulatory scrutiny

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

But know that government regulators aren’t perfect. Conceivably, a fund operator could try to slip through some bogus numbers, but we haven’t heard of this happening.




You choose your risk level

Choosing from a huge variety of funds, you can select those that meet your financial goals and take on the kinds of risks that you’re comfortable with. Funds to choose from include


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

	
Bond funds:
 If you need current income and don’t want investments that fluctuate as widely in value as stocks do, consider bond funds.

	
Money market funds:
 If you want to be sure your invested principal doesn’t drop in value because you may need to use your money in the short term, you can choose a money market fund.



Most investors choose a combination of these three types of funds to diversify and help meet different financial goals.



Fund risk of bankruptcy is nil

Fund companies don’t work like banks and insurance companies, hundreds of which have failed in recent decades. (The number going under spiked during the late 2000s recession.) Banks and insurers can fail because their liabilities
 (the money customers have given them to invest) can exceed their assets
 (the money they’ve invested or lent). When a big chunk of a bank’s loans goes sour at the same time that its depositors want their money back, the bank fails. That happens because banks have less than 20 cents on deposit for every dollar that you place with them. Likewise, if an insurance company makes several poor investments or underestimates the number of claims that insurance policyholders will make, it too can fail.

Such failures can’t happen with a fund company. The situation in which the investors’ demand for withdrawals of their investment exceeds the value of a fund’s assets simply can’t occur because for every dollar of assets that a fund holds for its customers, that fund has a dollar’s worth of redeemable securities.
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 That’s not to say that you can’t lose money in a mutual fund or exchange-traded fund. The share price of a fund is tied to the value of its underlying securities: If the underlying securities, such as stocks, decrease in value, so, too, does the net asset value (share price) of the fund. If you sell your shares when their price is less than what you paid for them, you get back less cash than you originally put into the fund. But that’s the worst that can happen; you can’t lose all your investment in a fund unless every single security owned by that fund simultaneously becomes worthless — an extraordinarily unlikely event.


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



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

The better no-load (commission-free) fund companies generally don’t push specific products. Their toll-free telephone lines are staffed with knowledgeable people who earn salaries, not commissions. Sure, they want you to invest with their company, but the size of their next paycheck doesn’t depend on how much they persuade you to buy or trade.



You have convenient access to your money

What we find terrific about dealing with the best fund companies is that they’re set up for people who don’t like to waste time going to a local branch office and waiting in line. We don’t know about you, but we enjoy waiting in lines, especially in places like a bank, about as much as we enjoy having a cavity filled.

With mutual funds, you can make your initial investment from the comfort of your living room by filling out and mailing a simple form and writing a check. (Computer lovers can open and fund accounts online as we discuss in Book 6
 .) Later, you can add to your investment by mailing in a check or by authorizing money transfers by phone or online from one mutual fund account to another.

Selling shares of your mutual fund for cash is usually easy. Generally, all you need to do is call the fund company’s toll-free number or click your computer mouse at your investment firm’s website 24/7. Some companies even have representatives available by phone 24 hours a day, 365 days a year. (Signature guarantees, although much less common, are still sometimes required by fund companies.)


Many fund companies also allow you to wire money back and forth from your local bank account, allowing you to access your money almost as quickly through a money market fund as through your local bank.

[image: tip]
 When dealing with a money market fund, in particular, the ease of access is even greater. Most money market funds also offer check-writing privileges. These accounts often carry a restriction, however, that your bank checking account doesn’t have: Money market checks must be greater than a specified minimum amount — typically $250.

If you like to conduct some transactions in person, some of the larger fund companies, such as Fidelity, and certain discount brokers, such as Charles Schwab and TD Ameritrade, have branch offices in convenient locations.




DON’T FRET ABOUT THE CROOKS


Folks who grew up dealing only with local banks often worry about others having easy access to the money you’ve invested in funds. Even if someone were able to convince a fund company through the toll-free phone line or on its website that he were you (say, by knowing your account number and Social Security number), the impostor, at worst, could only request a transaction to occur between accounts registered in your name. You’d find out about the shenanigans when the confirmation arrived in the mail, at which time you could call the fund company and undo the whole mess. (Just by listening to a tape of the phone call, which the fund company records, or a record of the online transaction, the company could confirm that you didn’t place the trade.)

No one can actually take money out of your account, either. Suppose that someone does know your personal and account information and calls a fund company to ask that a check be sent from a redemption on the account. Even in such a scenario, the check would be sent to the address on the account and be made payable to you.

The only way that someone can actually take money out of your account is with your authorization. And there’s only one way to do that: by completing a full trading authorization or power-of-attorney form. We generally recommend that you not grant this authority to anyone. If you do, make sure that the investment firm makes checks payable only to you, not to the person requesting the money from the account.







Addressing the Drawbacks
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 Although we’re a fan of the best funds, we’re also well aware of their drawbacks, and you need to know them, too. After all, no investment vehicle is perfect, and you need to understand fund negatives before you take the plunge.

Still, the fund drawbacks that we’re concerned about are different from the ones that some critics like to harp on. Here’s our take on which fund drawbacks you shouldn’t worry about — and which ones you should stop and think about a little more.


Don’t worry about these

If you’ve read some articles or heard some news stories about the downsides of funds, you may have heard of some of the following concerns. However, you shouldn’t let them trouble you.


	
The investment Goliath:
 One of the concerns we still hear about is the one that, because the fund industry is growing, if stock fund investors head for the exits at the same time, they may get stuck or trampled at the door. You could make this argument about any group of investors, including institutions. Little evidence suggests that most individual investors are prone to rash moves. Funds have grown in importance simply because they’re a superior alternative for a whole lot of people.

	
Doing business long distance:
 Some people, particularly older folks who grew up doing all their saving through a local bank, feel uncomfortable doing business with a company that they can reach only via a toll-free number, the mail, or a website. But please recognize the enormous benefits of fund companies not
 having branch offices all over the country. Branch offices cost a lot of money to operate, which is one of the reasons bank account interest rates are so scrawny.

	
Fund company scandals:
 Several funds earned negative publicity due to their involvement in problematic trading practices. In the worst cases, some fund managers placed their own selfish agendas (or that of certain favored investors) ahead of their shareholders’ best interests. Rightfully, these fund companies have been hammered for such behavior and forced to reimburse shareholders and pay penalties to the government. However, the amount of such damage and reimbursement has been less than 1 percent of the affected fund’s assets, which pales in comparison to the ongoing drag of high expenses discussed in the next section. The parent company responsible for an individual fund should be an important consideration when deciding which funds to entrust with your money. Avoid fund companies that don’t place their shareholders’ interests first.






Worry about these (but not too much)

No doubt you hear critics in the investment world state their case for why you should shun funds. Not surprisingly, the most vocal critics are those who compete with fund companies.

[image: tip]
 You can easily overcome the common criticisms raised about fund investing if you do your homework and buy the better available mutual funds and exchange-traded funds. Make sure that you consider and accommodate these factors before you invest in any fund:


	

Volatility of your investment balance:
 When you invest in funds that hold stocks and/or bonds, the value of your funds fluctuates with the general fluctuations in those securities markets. These fluctuations don’t happen if you invest in a bank certificate of deposit (CD) or a fixed insurance annuity that pays a set rate of interest yearly. With CDs or annuities, you get a statement every so often that shows steady — but slow — growth in your account value. You never get any great news, but you never get any bad news either (unless your insurer or bank fails, which could happen).

Over the long haul, if you invest in solid funds — ones that are efficiently and competently managed — you should earn a better rate of return than you would with bank and insurance accounts. And if you invest in stock funds, you’ll be more likely to keep well ahead of the double bite of inflation and taxes.
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 If you panic and rush to sell when the market value of your fund shares drops (instead of holding on and possibly taking advantage of the buying opportunity), then maybe you’re not cut out for funds. Stock fund investors who joined the panic taking place in late 2008 and early 2009 and sold got out at fire-sale prices and missed out on an enormous rebound that took place beginning in early 2009.



	
Mystery (risky) investments:
 Some funds have betrayed their investors’ trust by taking unnecessary risks by investing in volatile financial instruments such as futures and options (also known as derivatives
 ). Because these instruments are basically short-term bets on the direction of specific security prices, they’re very risky when not properly used by a fund. If a fund discloses in its prospectus that it uses derivatives, look to see whether the derivatives are used only for hedging purposes to reduce risk instead of as speculation on stock and bond price movements, which would increase risk.

	
Investments that cost an arm and a leg:
 Not all funds are created equal. Some charge extremely high annual operating expenses that put a real drag on returns. We talk more about expense ratios and how to find great funds with low expenses in Book 5, Chapter 2
 .


	
Taxable distributions:
 The taxable distributions that funds produce can also be a negative. When fund managers sell a security at a profit, the fund must distribute that profit to shareholders in the fund (dividends are also passed through). For funds held outside tax-sheltered retirement accounts, these distributions are taxable.






Understanding Exchange-Traded Funds

For many years after their introduction in the 1970s, index mutual funds got little respect and money. Various pundits and those folks with a vested financial interest in protecting the status quo, such as firms charging high fees for money management, heaped criticism on index funds. (Index funds replicate and track the performance of a particular market index, such as the Standard & Poor’s 500 index of 500 large company U.S. stocks.) Critics argued that index funds would produce subpar returns. Investors who’ve used index funds have been quite happy to experience their funds typically outperforming about 70 percent of the actively managed funds over extended time periods.

In recent years, increasing numbers of financial firms have developed exchange-traded funds
 (ETFs). Most ETFs are, essentially, index funds with one major difference: They trade like stocks on a stock exchange. The first ETF was created and traded on the American Stock Exchange in 1993 and was known as a Spider. (It tracked the Standard & Poor’s 500 index.) Now hundreds of ETFs trade comprising about $2 trillion — a large sum indeed — but that’s only about 13 percent of the total invested in mutual funds.

Before you decide to invest in ETFs, take a moment to read this section. It explains the advantages and disadvantages of investing in ETFs and helps you wade through the many ETFs to find the best ones for you.


Understanding ETF advantages

Like index funds, the promise of ETFs is low management fees. We say promise because when evaluating ETFs, you must remember that the companies creating and selling ETFs, which are mostly large Wall Street investment firms, are doing it to make a nice profit for their firms. Although the best index funds charge annual fees of less than 0.2 percent, the vast majority of ETFs actually charge fees much greater than that.

In addition to possible slightly lower expenses, the best ETFs have one possible additional advantage over traditional index funds: Because ETFs may not be forced 
 to redeem shares to cash and recognize taxable gains (which can happen with an index fund), they may be tax friendlier for nonretirement account investors. (
Note:

 ETFs do have to sometimes sell and buy new holdings as adjustments are made to the underlying index that an ETF tracks.)

If you can’t meet the minimum investment amounts for index funds (which are typically several thousand dollars), you face no minimums when buying an ETF. However, you must factor in the brokerage costs to buy and sell ETF shares through your favorite brokerage firm, and be sure that those fees don’t greatly boost your costs. For example, if you pay a $10 transaction fee through an online broker to buy $1,000 worth of an ETF, $10 may not sound like a lot but it represents 1.0 percent of your investment and wipes out the supposed cost advantage of investing in an ETF. (You can buy some ETFs without brokerage fees, especially when you have an account with an investment company that has its own line of ETFs.) Because of the brokerage costs, ETFs aren’t a good vehicle for investors who seek to make regular monthly investments unless you can do this without paying a brokerage fee.



Eyeing ETF drawbacks

Some of the drawbacks to ETFs include the following:


	
Three-day settlement waiting period:
 A possible disadvantage with ETFs is that, like stocks, you have a three-day settlement process when selling shares. So, for example, if you sell shares of an ETF on Monday, you won’t have the proceeds to invest into a regular mutual fund until Thursday. (This delay wouldn’t be a problem if you’re going back into another ETF or buying a stock, because a purchase order placed on Monday wouldn’t settle until Thursday.) If you’re out of the market for several days, the market price can move significantly higher, wiping out any supposed savings from a low-expense ratio.

	
Potential fees for dividend and capital gain reinvestments:
 With a traditional mutual fund, you can, without cost, reinvest dividend and capital gains distributions into more shares of the fund. However, with an ETF, you may have to pay for this service, or it may not be available through the broker that you use.

	
Disproportionate amount of stocks:
 One problem with several indexes that ETFs track (and with some index funds) is that certain stocks make up a disproportionately large share of the index. This is especially true of industry-focused ETFs. It’s also true for some broader market ETFs like those that track the Standard & Poor’s 500 index because each of the 500 stocks’ composition in the index is driven by each stock’s portion of total market value. Check out Table 1-1
 , which shows the composition of the index at the end of 1999. This list mostly represented a who’s who of many overpriced technology stocks that subsequently got clobbered in the early 2000s bear market.


	
Invested segments too narrow:
 Many of the newer ETFs invest in narrow segments, such as one specific industry or one foreign country. Such funds undermine the diversification value of fund investing and tend to have relatively high fees. Morningstar, an investment research company, says, “ETFs offer new opportunities to sap returns by racking up transaction costs and/or chasing short-term trends.”

	
[image: warning]
 Excessive risks and costs with leverage:
 In recent years, ETF issuers have come out with riskier and more costly ETFs. One particular class of ETFs we especially dislike is so-called leveraged ETFs.
 What these ETFs purport to do is magnify the move of a particular index — for example, the Standard & Poor’s 500 stock index — by double or triple. So a double-leveraged S&P 500 ETF is supposed to increase by 10 percent for every 5 percent increase in the S&P 500 index. Inverse leveraged ETFs
 are supposed to move in the opposite direction of a given index. So, for example, a double-leveraged inverse S&P 500 ETF is supposed to increase by 10 percent for every 5 percent decrease in the S&P 500 index.

An investigation of whether the leveraged ETFs actually deliver on their objectives shows that they don’t, not even close. For example, in the two-year period ending in early 2010, one double-inverse S&P 500 ETF fell by 43 percent, a period during which it should have increased about 28 percent because the S&P 500 index actually fell by 14 percent.









TABLE 1-1
 The Companies of the Standard & Poor’s 500 Index at the End of 1999





	

Stock



	

Rank in Index



	

Market Value



	

Percent of Index








	
Microsoft Corp


	
1


	
$604,078


	
4.92%





	
General Electric


	
2


	
$507,734


	
4.14%





	
Cisco Systems


	
3


	
$366,481


	
2.99%





	
Wal-Mart Stores


	
4


	
$307,843


	
2.51%





	
Exxon Mobil


	
5


	
$278,218


	
2.27%





	
Intel Corp


	
6


	
$274,998


	
2.24%





	
Lucent Technologies


	
7


	
$234,982


	
1.91%





	
IBM


	
8


	
$194,447


	
1.58%





	
Citigroup Inc.


	
9


	
$187,734


	
1.53%





	
America Online


	
10


	
$169,606


	
1.38%










Seeing the pros and cons of trading ETFs

One supposed advantage of trading ETFs is that, unlike the regular index mutual funds, you can trade (buy or sell) ETFs throughout the day when the stock market is open. When you buy or sell an index mutual fund, your transaction occurs at the closing price on the day that you place the trade (if the trade is placed before the market closes).

[image: remember]
 Sure, the flexibility of ETFs sounds alluring, but consider a few drawbacks:


	
Timing your moves in and out of the stocks:
 Being able to trade in and out of an ETF during the trading day isn’t a necessity, nor is it even a good practice. In our experience of working with individual investors, most people find it both nerve-racking and futile to try to time their moves in and out of stocks with the inevitable fluctuations that take place during the trading day. In theory, traders want to believe that they can buy at relatively low prices and sell at relatively high prices, but that’s far easier said than done.

	
Paying a brokerage commission every time you buy or sell shares:
 With no-load index funds, you generally don’t pay fees to buy and sell. But with ETFs, because you’re actually placing a trade on a stock exchange, you pay a brokerage commission every time you trade. For example, if you buy an ETF with a seemingly low expense ratio of 0.1 percent and you pay $10 to trade the ETF through an online broker, that’s equal to paying two years’ worth of management fees if you invest $5,000 in the ETF!

	
Figuring out whether the current price on an ETF is above or below the actual value of the securities it holds:
 Because ETFs fluctuate in price based on supply and demand, when placing a trade during the trading day, you face the complication of trying to determine whether the current price on an ETF is above or below the actual value. With an index fund, you know that the price at which your trade was executed equals the exact market value of the securities it holds.






Chapter 2

Finding the Best Funds



 
IN THIS CHAPTER
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 Keeping your investment from being whittled away by fees


[image: check]
 Looking at a fund’s past and knowing how much risk a fund takes


[image: check]
 Getting to know the fund manager and fund family expertise




When you go camping in the wilderness, you can do several things to maximize your odds of happiness and success. You can take maps and a GPS navigator to stay on course, good food to keep you nourished, proper clothing to stay dry and warm, and some first-aid stuff in case something awful happens, such as an outbreak of mosquitoes. But no matter how much preparation you do, you still may not have the best of times. You may get sick, trip over a rock and break your leg, or face inclement weather.

And so it is with mutual funds and exchange-traded funds. Although funds can help you reach your financial goals, they come with no guarantees. You can, however, use several simple, common-sense criteria to greatly increase your chances of investment success. The issues in this chapter are the main ones you should consider when trying to separate the funds most likely to succeed from those most likely to perform poorly.



Evaluating Gain-Eating Costs

A survey conducted by the Investment Company Institute asked mutual fund buyers what information they reviewed about a fund before
 purchasing it. Fifth on the list, mentioned by only 43 percent of the respondents, was fees and expenses. Therefore, the majority of fund buyers surveyed — a whopping 57 percent — did not
 examine the fees and expenses for the funds they bought.


Additionally, only 27 percent of fund buyers surveyed bothered to look at how much of a load or sales charge was levied by the fund. At the other end of the spectrum, past fund performance was the most cited information reviewed by fund buyers (with 75 percent considering).

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

[image: remember]
 The charges you pay to buy or sell a fund and the ongoing fund-operating expenses have a big impact on the rate of return you ultimately earn on your investments because fees are deducted from your investment returns. All other things being equal, high fees and other expenses reduce your returns. You can and should examine a fund’s expenses and fees before
 you buy into it. In contrast, past performance is actually a relatively poor indicator of a fund’s likely future returns. (Later in this chapter, we discuss how many of yesterday’s star funds turn into tomorrow’s losers or mediocre performers.) You just can’t know what tomorrow will bring.

Although you have no idea how much of a return you’ll make, you can
 find out, before buying a fund, how much the fund has been charging in fees — both up-front (in the form of sales commissions) and ongoing (in the form of fund operating expenses). Factor these known reductions in returns into your fund-buying decisions.


Losing the load: Say no to commissions

When the Securities and Exchange Commission (SEC) deregulated brokers’ commissions in 1975, the vast majority — more than 85 percent — of all mutual funds were sold through brokers. The funds they sold are known as load funds. Load
 simply means commission.
 When you purchase a load fund through a broker (who often calls himself something other than a broker), the broker is paid a commission (typically ranging from 4 percent to 8.5 percent) out of the amount that you invest.

Thanks in part to the deregulation of brokerage commissions and to the technological revolution that’s taken place over subsequent decades, the growth of the no-load
 (commission-free) mutual fund industry took off. Technology provided fund companies with a cost-effective way to handle thousands of accounts for folks like you who don’t have millions of dollars to invest. This fact also enabled fund companies to sell no-load funds directly to investors. Today, no-load funds account for the majority of investors’ mutual fund holdings.


[image: tip]
 Loads deducted from your investment money are an additional and unnecessary cost when you’re in the market for the best mutual funds. The best no-load funds are every bit as good, if not better, than the best load funds. Today, you can stick with the no-load funds and keep more of your investment dollars working for you.

[image: warning]
 Be wary of brokers or planners pitching house brands — for example, a Prudential broker recommending Prudential mutual funds. The fund industry scandal in the early 2000s further shined the light on this problematic practice. Salespeople often get higher commissions by pushing house brands.


Refuting myths about loads

[image: warning]
 Not surprisingly, those who have a vested interest in sales loads argue in favor of funds that carry sales loads. Brokers have much to say about paying loads, and you should be aware of the arguments they use. Here are a few examples:


	

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

 It’s true that the mutual fund company pays the broker’s commission. But where do you think this money comes from? From your investment dollars — that’s where. Brokers like to imply that you’re not effectively paying for the commission because it comes from the mutual fund company.

	


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

 Bunk! Every objective study shows that paying a load doesn’t get you a better fund manager. Remember, loads wind up in the pockets of the selling brokers and don’t go toward the management of the fund.

Studies have shown that, on average, load funds underperform no-loads. Why? It’s simple: Those commissions paid to the brokers come out of the fund’s returns, although you may not know that from a fund’s published rankings. Some published mutual fund rankings and ratings services completely ignore sales commissions in their calculations of funds’ returns.



	


No-loads have higher ongoing fees.

 Investment salespeople imply or state that no-loads have to make it up somewhere if they aren’t charging you a sales commission. Although this may sound logical, remember that sales commissions go to the broker, not toward the expenses of managing the fund. Fact is, the reverse is true: Load funds, on average, have higher, not lower, annual operating expenses than no-load funds.

All funds have to spend money to market themselves. Load funds spend money to market themselves both to brokers and to the investing public like you. And the better no-load companies benefit from the thousands of investors who call, based on word-of-mouth or other recommendations, seeking to invest.




	

No-loads have hidden costs.

 In this case, a half-truth doesn’t make a whole. Both no-load and
 load funds incur brokerage transaction costs when securities are bought and sold in the fund. These costs aren’t really “hidden.” They’re disclosed in a fund’s Statement of Additional Information, which is part of the fund’s prospectus; however, they’re not included in the calculated annual operating costs for any type of mutual fund, either load or no-load.

	

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

 This either/or mentality is trumpeted not only by investment brokers but also by some financial writers and others in the media who sometimes parrot what brokers say to them. If you need advice, you have options. One alternative is to hire a financial advisor and pay a fee for her time to recommend specific no-load mutual funds. No-loads are hardly just for do-it-yourself types (see Book 5, Chapter 3
 for the different types of advisors you may hire), although you can see from this book (after you finish reading it) that you have what it takes to just do it yourself.

	


I’ll do a financial plan for you to determine your needs.

 Try as they may, investment salespeople can’t perform objective, conflict-free financial planning. (You should never
 pay for a “financial plan” from an investment salesperson.) The problem with sales loads is the power of self-interest (discussed in Book 5, Chapter 3
 ). This issue is rarely talked about, but brokers’ self-interest is even more important than the extra costs you pay. When you buy a load fund through a salesperson, you miss out on the chance to objectively assess whether you should buy a mutual fund at all. Maybe you’d be better off paying debts or investing in something entirely different. But salespeople almost never advise you to pay off your credit cards or your mortgage — or to invest through your company’s retirement plan — instead of buying an investment through them.

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



	


I can get you those funds that you’re interested in from the same no-load companies, such as Fidelity.

 Brokers like to imply that they can sell you basically the same funds that you could buy on your own through no-load companies. However, top no-load companies, such as Vanguard, for example, don’t sell any load funds through brokers. Fidelity sells a series of load funds, called Fidelity Advisor funds, through commission-based brokers. These funds carry hefty up-front sales charges and/or much higher ongoing fees — up to a full 1 percent more per year — than their no-load counterparts.


In recent years, increasing numbers of brokerage firms are offering their customers access to some no-load mutual funds through a service known as a wrap
 (or managed
 ) account.
 To get into these funds, you must agree to pay the brokerage firm an annual investment management fee on top of the fees the underlying mutual funds charge. These high-fee wrap accounts aren’t in your best interest.



	

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

 True. But far from being a disadvantage, not getting a call to switch funds is actually a plus. Although mutual funds offer daily liquidity, funds are meant to be a longer-term investment. A broker who stands to gain financially when you trade is hard-pressed to be a source of objective advice for when to trade funds.

	


No-loads are impersonal organizations.

 When you call a no-load fund’s toll-free number, you’ll surely get a different representative every time. Visiting a fund’s website is even less personal. If it’s important for you to have a relationship with someone at these firms, however, some representatives give you their names and extensions (just ask) so you can reach them in the future. (Higher-balance customers at some fund companies can be assigned a dedicated representative, so inquire.)

A broker can be a personal contact who asks you about your golf game, how your family is doing, and … by the way … “What’s the phone number of your rich Uncle Johnny?” Independent financial counselors who charge a fee for their time can serve the same role. Likewise, discount brokerage firms such as Charles Schwab, TD Ameritrade, and Fidelity maintain branch offices that offer a personal, local touch if you need and want it.







HIDDEN LOADS IN ALPHABET SOUP: ABCD SHARES



 Over the years, investors have learned about the sales loads that are deducted from their investments in load mutual funds. Perhaps you just discovered this yourself. Well, the companies that specialize in selling load funds have, with the unwitting assistance of government regulators, developed various types of funds that make finding the load much harder.

Just as some jewelers flog fake diamonds on late-night TV commercials, some brokers are selling funds that they call
 no-loads, when they’re really not
 no-loads. By any other name, these funds are load funds: The only difference is that, with these funds, someone has taken the time to hide the sales commission.

For a given load fund, some fund companies have introduced different classes of shares, usually labeled by the letters A, B, C, or D. No matter what letter they slap onto it, remember that you’re getting the same fund manager and the same fund. The only difference is how much the company’s charging you to own it.

Shares with the traditional front-end load are usually sold as Class A shares. Class B, C, and D shares are the classes for which the mutual fund marketers deploy tricky techniques, such as back-end loads
 or ongoing commissions known as 12b-1 fees.
 These commissions often end up being more expensive than the old up-front loads.

Take the back-end sales load, for example, which is the typical technique of Class B shares. Instead of assessing a load when you purchase these shares, you’re charged a load when you sell them. But wait, the broker tells you, the more years you hold on to the shares, the lower the sales charge when you sell. In fact, if you hold on to the shares long enough — usually five to seven years — the load disappears altogether. This deal sounds a lot better than the Class A shares, which charge you an up-front load no matter what. Not so fast. The broker selling the Class B shares still gets a commission. The company simply raises the fund’s operating expenses (much higher than on Class A shares) and pays the broker commissions out of that. One way or another, the broker gets his pound of flesh from your investment dollars.



Remember:

 You can easily avoid these hidden loads. Don’t buy funds through salespeople. Buy no-loads.






Exposing loads

[image: tip]
 The only way to be sure that a fund is truly no-load is to look at the prospectus for the fund. Only there, in black and white and absent of all marketing hype, must the organization tell the truth about its sales charges and other fund fees.


Figure 2-1
 is a sample of a typical fee table from a fund prospectus for a load fund. Note that the Class A shares have an up-front 6.5 percent sales commission that’s deducted when you invest your money.


[image: image]

© John Wiley & Sons Inc.



FIGURE 2-1:

 How to spot load funds.





[image: warning]
 The Class B shares don’t have an up-front commission but instead have a deferred sales charge, which decreases over time. However,
 note that this class can charge you up to an extra 1 percent per year (12b-1 marketing expense fees). Class B shares in this example (as in most real cases) cost you more in the long run because you pay this cost each year as long as you own the fund. Check out the “Hidden loads in alphabet soup: ABCD shares
 ” sidebar for even more details on this game of hide the load.





Considering a fund’s operating expenses

One cost of fund ownership that you simply can’t avoid is operating expenses.
 Every fund — load and no-load — has operational costs: paying the fund manager and research assistants, employing people to answer the phones and operate a website, printing and mailing prospectuses, buying technology equipment to track all those investments and customer-account balances, and so on.


Running a fund business costs money! Fund fees also include a profit for the fund company. (The brokerage costs that a fund pays to buy and sell securities aren’t included in a fund’s operating expenses. You can find this information in a fund’s Statement of Additional Information.)

A fund’s operating expenses are quoted as a percentage of the fund’s assets or value. The percentage represents an annual fee or charge. In the case of load funds, this fee is in addition to the stated load. You can find this number in the expenses section of a fund’s prospectus, usually denoted by a line, such as Total Fund Operating Expenses.
 Or you can call the fund’s toll-free number and ask a representative or dig for the information on most fund companies’ websites.

Some people ask how the expenses are charged and whether they’re itemized on your fund statement. The answer is that a fund’s operating expenses are essentially invisible to you because they’re deducted before you’re paid any return. Because these expenses are charged on a daily basis, you don’t need to worry about trying to get out of a fund before these fees are deducted.
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 Although all funds must charge operating expenses, some funds charge much more than others. By picking the right funds, you can minimize the operating expenses you pay. And minimize them you should: Operating expenses come right out of your returns. Higher expenses translate into a lower return to you.

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


	
Expenses are critical on money market mutual funds and are very important on bond funds.
 These funds are buying securities that are similar and efficiently priced in the financial markets. In other words, your expected returns from similar bond and money funds are largely driven by the size of a fund’s operating expenses. This fact has been especially true in recent years with such low interest rates.

	

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

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






[image: warning]
 If a given fund’s expenses are much higher than its peers, one of two things is usually happening: Either the fund has little money under management — and therefore has a smaller group of investors to bear the management costs — or the fund owners are raking in huge profits. Another possibility could be that the fund company is inefficiently managed. (Maybe the company rents high-cost, big-city office space, and its telephone reps spend half the day talking with friends!) In any case, you don’t want to be a shareholder of such a fund. Steel yourself against clever marketing brochures and charming salespeople. Read the fine print and walk the other way to a better fund if costs are too high.

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

In some cases, a fund (particularly a newer one that’s trying to attract assets) will “reimburse” a portion of its expense ratio to show a lower cost. But if (or when) the fund terminates this reimbursement, you’re stuck owning shares in a fund that has higher costs than you intended to pay.

[image: remember]
 All fund fees — both loads and operating expenses — are disclosed in a fund’s prospectus, which is why getting a fund’s prospectus before
 you buy it is so important. Reviewing the prospectus is especially critical for funds pitched to you by brokers or by brokers who masquerade as “financial planners” and “consultants.” We tell you how to decipher a fund prospectus later in this chapter.




Weighing Performance and Risk

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

As all mutual fund materials are required to state, past performance is no guarantee of future results. Analysis of historic fund performance proves that some of yesterday’s stars may turn into tomorrow’s skid row bums (as we discuss in the next section).


[image: warning]
 Realize that funds with relatively high returns may achieve their results by taking on a lot of risk. Those same funds often take the hardest fall during major market declines. Remember that risk and return go hand in hand; you can’t afford to look at return independent of the risk it took to get there. Before you invest in a fund, make sure you’re comfortable with the level of risk the fund is taking on.


Star today, also-ran tomorrow

Some fund manager may have a fabulous quarter or year or two. Suddenly, his face is plastered across the financial magazines; he’s hailed as the next investing genius, and then hundreds of millions and perhaps billions of new investor dollars come pouring into his fund.

[image: remember]
 Short-term (one year is a short time period) fund performance numbers don’t mean much — luck can be just as big a factor as skill. Also remember that earning much higher returns than other similar funds often means that the manager took a lot of risk. The greater the short-term returns for that fund and manager, the greater the odds of sharp slump.

The history of short-term mutual fund star funds confirms this: Of the number-one top-performing stock and bond funds in each of the last 20 years, a whopping 80 percent of them subsequently performed worse than the average fund in their peer group over the next five to ten years! Some of these former number-one funds actually went on to become the worst-performing funds in their particular category.

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


CGM Focus

The CGM Focus fund is part of a small family of funds managed by Ken Heebner. His Focus fund more than doubled in value from early 2007 to mid-2008, which capped off a very good first decade for the fund that had begun operations in late 1997.

Money flooded into the Focus fund after its eye-popping returns in 2007, thanks in part to all the gushing media accolades the fund was accumulating around that time. For example, The New York Times
 published an article, “Three Strategies That Kept Sizzling,” that said, “Ken Heebner, manager of CGM Focus, achieved a double distinction with his fund. He placed among the top performers for the most recent quarter and the five-year period. For the quarter, CGM Focus, which invests mainly in large-capitalization domestic stocks, returned 30.3 percent, while for the five years ended Sept. 30, it returned 32.9 percent, annualized… .” 
 The article went on to state that Heebner would analyze economic, social, and demographic trends and then find well-run companies that would likely capitalize on those trends.


Kiplinger
 also published a glowing article referring to Heebner’s “brilliance at picking investment themes and the stocks that go best with them.” And Heebner even graced the cover of Fortune
 magazine in June 2008. The article was titled “America’s Hottest Investor,” and the intro read, “Never mind the rocky market. After a string of supersmart calls, mutual fund manager Ken Heebner is putting up the best numbers of his sterling career.”

During the severe stock market downturn that occurred primarily late in 2008, CGM Focus got crushed much worse than the overall market. It plunged about 65 percent in just eight months after June 2008. And over the past eight-plus years, it has continued to dramatically underperform the market averages. While the S&P 500 has soared 325 percent since early 2009, CGM Focus is up only 86 percent. So since its peak in June 2008, CGM Focus is down 34 percent while the S&P 500 is up 90 percent.



Fidelity Growth Strategies

Launched in 1991, Fidelity Growth Strategies invests in medium-size growth companies. The fund performed a little better than the market averages in the early to mid-1990s, and then it dramatically outperformed its peer group in the late 1990s.

So Fidelity promoted the heck out of the fund, and investors piled into it to the tune of nearly $10 billion in 1999. And Fidelity had some help from articles like the one that ran in the July 18, 1999, issue of The New York Times.


In a positively glowing profile of the fund, and its manager, Erin Sullivan, the Times
 called Sullivan “the quintessential portfolio manager.” And it added in the following material, which caused investors to send Ms. Sullivan’s fund their investment dollars:


	Ms. Sullivan, 29, has been in charge of the $5.96 billion Fidelity Aggressive Growth fund since April 1997. In that time, the fund has posted total returns of 51.83 percent, annualized, versus 33.16 percent for the Standard & Poor’s 500-stock index… . This year through July 15, the fund was up 44.34 percent, nearly tripling the 15.4 percent gain of the S. & P. 500.

	Ms. Sullivan goes about her business with the self-assurance of a Harvard graduate, the analytical rigor of a math theoretician, and the vigor of a marathon runner, all of which she is. But she has not entered a marathon race roughly since she took the reins of Aggressive Growth. “It's hard to find time for anything else,” she said.




Within months of the Times
 article, the fund’s fortunes changed. Overloaded with overpriced technology stocks, the fund plunged 84 percent in value from early 2000 to late 2002. It was one of the worst performing funds over the next decade with its –9.9 percent per year annualized return. (Sullivan departed the fund during this time and went off to run her own hedge fund.) Although the fund has performed better in recent years, over the most recent 15-year period, it’s in the bottom 1 percent of funds in its category.



Van Wagoner Emerging Growth fund

With a mere three years of stellar returns under his belt, Garrett Van Wagoner, manager of the Govett Smaller Companies Fund, decided to cash in on his exploding popularity and start his own money management firm — Van Wagoner Capital Management. Calling Van Wagoner the hottest small company stock picker around, several of the nation’s largest financial magazines recommended investing in his new Emerging Growth fund. Investor cash came flooding in — more than a billion dollars in the fund’s first six months of existence.

The Van Wagoner Emerging Growth fund (since renamed the Embarcadero Small Cap Growth fund) invests in high-flying smaller company growth stocks. In its first full year of operations (1996), the fund posted a respectable total return of nearly 27 percent, placing it within the top 20 percent of funds within its peer group.

In the next year, 1997, the fund dropped by 20 percent, dramatically underperformed its peer group, and was among the worst of its peers. Money flowed out, and the fund was largely ignored until 1999 when Van Wagoner piled into technology stocks, which were zooming to the moon. In 1999, this fund produced a total return of a whopping 291 percent (making it the year’s number-one stock fund) while assets under management swelled from less than $200 million to nearly $1.5 billion!

Investors who came to Van Wagoner’s party in 1999 were subsequently treated to one of the greatest collapses in the history of the fund industry. Following a drop of 20.9 percent in 2000, the fund posted horrendous losses in the next two years as well — losing 59.7 percent in 2001 and then 64.5 percent in 2002. In fact, the investors who bought in at or near the top during late 1999 through early 2000 experienced a stomach-wrenching plunge of more than 90 percent through September 2002. The fund also had many horrendous years in the 2000s. (See Table 2-1
 for how this fund has performed versus its relevant index — the Russell 2000 Growth Index.)





TABLE 2-1
 Comparing the Van Wagoner Emerging Growth Fund’s Performance





	

Year



	

Van Wagoner Emerging Growth Fund Total Return



	

Russell 2000 Growth Index Total Return








	
2000


	
–20.9%


	
–22.4%





	
2001


	
–59.7%


	
–9.2%





	
2002


	
–64.6%


	
–30.3%





	
2003


	
47.2%


	
48.5%





	
2004


	
–16.0%


	
14.3%





	
2005


	
–22.3%


	
4.1%





	
2006


	
10.8%


	
13.3%





	
2007


	
–7.8%


	
7.1%





	
2008


	
–56.8%


	
–38.5%





	
2009


	
12.6%


	
34.5%








Over the decade after the tech stock peak, this fund plunged in value by more than 94 percent! If you invested $10,000 in this fund at its inception in 1996, your investment would’ve shrunk to $1,841; whereas, the same investment in its average peer would’ve grown to $22,383!




Apples to apples: Comparing performance numbers

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

Fund performance numbers are the same: They don’t mean much until they’re compared to the averages. A 15 percent return sounds great until you find out that the return from the relevant index market average (that invests in similar securities) was 25 percent during the same period.

The trick is picking the correct benchmark for comparison. Dozens of market indexes and fund category averages measure various components of the market. You always want to compare a fund’s returns to its most appropriate benchmark. Comparing the performance of an international stock fund to that of a U.S. stock 
 market index isn’t fair, just as comparing a sixth-grader’s test results on a given test to those of a tenth-grader taking the same test is unfair.

[image: warning]
 Context matters, and fund companies realize this. So in their marketing literature, fund companies usually compare their funds’ returns to selected benchmarks. Keep a wary eye on these comparisons. In the great American advertising tradition, fund companies often pick benchmarks that make it easy for their funds to look good. And in like manner, more than a few investment advisors who manage money do the same.

Here’s an example of how a fund can make itself look a lot better than it really is.

A number of years ago, the Strong Short-Term Bond Fund (subsequently acquired by Wells Fargo) ran ads claiming to be the number-one short-term bond fund. The ads featured a 12-month comparison graph that compared the Strong fund’s yield to the average yield on other short-term bond funds. The Strong Short-Term Bond Fund, according to the graph, consistently outperformed the competition by 2 to 2.5 percent!

A bond fund must take a lot
 more risk to generate a dividend yield this much higher than the competition’s. You should also be suspicious of any bond fund claiming to be this good with an annual operating expense ratio of 0.8 percent. With a yield and expenses that high, a fund has to take higher risks than supposedly comparable funds to make up for the drag of its expenses. And if the fund’s taking that much more risk, then it needs to be compared to its true competition — which, in Strong’s case, are other funds whose investments take similarly high risks. This fund isn’t a bad fund, but it isn’t nearly as good as the ad would’ve had you think.

[image: warning]
 This fund was on steroids! The Strong Short-Term Bond Fund wasn’t comparable to most other short-term bond funds because


	
A high percentage of its bonds weren’t high quality.
 About 40 percent of its bonds were rated BBB or below.

	
Many of its bonds weren’t short-term bonds.
 The Strong fund invested in mortgage bonds that are more like intermediate-term bonds.



Strong’s ad also claimed that its bond fund was ranked number one for the year. If a fund takes more risk than the funds it compares itself to, then sure, during particular, brief periods, it can easily end up at the top of the performance charts. But how strong of a long-term performer is this “number-one” fund? Over the five years before this ad ran, even including the year the ad was so proud of, Strong’s fund had underperformed
 most short-term bond funds.





Recognizing Manager Expertise

Much is made of who manages a specific mutual fund. Although the expertise of the individual fund manager is important, a manager isn’t an island unto himself (or herself). (And if the fund manager leaves or retires from the company, you’re left holding the fund.) Earlier in this chapter (see the section “Star today, also-ran tomorrow
 ”), we explain how a star fund can flare for its moment of investor glory and then easily twinkle down to become just another average or worse-than-average fund. Too many people want to believe that, in every field of endeavor — sports, entertainment, business — there are superhumans who can walk on water.

[image: remember]
 It’s true that in the investment world some people shine at what they do. But compared to other fields, the gap between the star investment manager and the average one, over long time periods, typically is small.

If the stocks of large U.S. companies, for example, have increased an average of 13 percent per year over a decade, the money manager focusing on such securities may vault to star status if his fund earns 15 percent over the same time period. Don’t get us wrong: An extra 2 percent per year ain’t nothin’ to sneeze at — especially if you have millions invested. But a 2 percent higher return is a lot smaller than what most people think they can achieve with the best investment managers.

[image: remember]
 Therefore, the resources and capabilities of the parent company should be equally important in your selection of which funds to invest in. Different companies have different capabilities and levels of expertise with different types of funds.

[image: warning]
 Avoid fund companies with little fund management experience and success. If you need surgery, you place your trust with a surgeon who’s successfully performed the operation hundreds of times, not with a rookie who’s only seen it on the local cable station. Avoid novelty funds as well. Mutual funds have been around for many decades. Yet not a week goes by without some newfangled fund coming out with a new concept. Most of these ideas come from the fund company’s marketing department, which in some companies has too much clout. Instead of coming up with investments that meet investors’ needs, they come up with gimmicky funds that involve extra risk and that almost always cost extra in their high annual operating expenses.



Chapter 3

Buying Funds from the Best Firms



 
IN THIS CHAPTER

[image: check]
 Identifying the best places to buy funds


[image: check]
 Letting discount brokers work for you


[image: check]
 Knowing when hiring an advisor is appropriate




Hundreds of investment companies offer thousands of fund options. However, only a handful of these fund companies offer many top-notch funds, so in this chapter, we tell you which companies are the best places for your fund investing.

[image: remember]
 Some other good individual funds are run by companies not mentioned in this chapter. In addition to recommending the best parent fund companies, we also recommend the best discount brokers. Although these guys are slightly more expensive, discount brokers make buying the best funds from different fund companies and holding all the funds in a single account a lot easier.



Finding the Best Buys

When studying the different mutual funds companies, you may see a lot of different funds. Some are better than others. Using the criteria in Book 5, Chapter 2
 , this chapter presents the best buys. In this section, we discuss the best companies through which to invest in funds directly.



The Vanguard Group

The Vanguard Group is now the largest mutual fund company in America, having surpassed Fidelity. Vanguard’s significant growth since the early 1990s has been somewhat of a vindication for a company that was underrated for many years.

One of the reasons for Vanguard’s underrating is the fact that its funds are almost never at the very tiptop of the performance charts for their respective categories. As we discuss in Book 5, Chapter 2
 , this sign is actually good, because many number-one-performing funds are rarely even above average over the long haul. Although Vanguard offers a broad spectrum of funds in terms of risk, it doesn’t take excessive risks with the funds it offers; thus, its funds rarely are ranked number one over short time periods.

Because of Vanguard’s unique shareholder-owned structure (see the nearby sidebar “Vanguard’s roots: The Bogle difference
 ”), the average operating-expense ratio of its funds — 0.19 percent per year for U.S. stock funds, 0.23 percent for international stock funds, and 0.14 percent for bond funds — is lower than that of any other fund family in the industry. In fact, the average fund family’s expense ratio is a whopping four times higher than Vanguard’s. Vanguard also offers its Admiral series of funds with lower expense ratios for higher-balance customers and low-cost exchange-traded funds (see Book 5, Chapter 1
 ).

A pioneer in the field, Vanguard was the first to offer to the public index funds,
 which are unmanaged portfolios of the securities that comprise a given market index. Some other fund companies have since added index funds to their lists of offerings. But Vanguard is still the indexing leader with the broadest selection of index funds and the lowest operating expenses in the business.

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

[image: remember]
 Vanguard is best at funds appealing to safety-minded investors — those who want to invest in money market, bond, and conservative stock funds. However, Vanguard also offers aggressive stock funds with solid performance and low-expense ratios. In managing stock funds, where performance is supposed to be more closely tied to the genius of the fund manager, Vanguard’s thriftiness enhances performance.

To contact the Vanguard Group, call 800-662-7447 or visit 

www.vanguard.com


 .




VANGUARD’S ROOTS: THE BOGLE DIFFERENCE


In the early 1970s when Vanguard was formed, John Bogle, its founder and former CEO, made the big decision that to this day clearly differentiates Vanguard from its competition: Vanguard distributes funds and provides shareholder administration on an at-cost basis
 — that is, with no markup.

Bogle insisted that the management of most of the stock funds be contracted out to private money management firms, from whom Vanguard would negotiate the best deals. Thus, Vanguard’s fund investors would own the management company. Contrast this arrangement to that of traditional fund companies, in which the parent management company receives the profits from managing the funds.

Bogle felt that this unique corporate structure ensured that fund shareholders would obtain the best deals possible on money managers. “Funds ought to be run for the benefit of shareholders, not for the fund managers,” Bogle reasoned. History has proven Bogle not only to be right but also to be a fund investor’s best advocate.






Fidelity Investments

Fidelity Investments is the second-largest mutual fund company in America. A mutual fund Goliath, Fidelity offers hundreds of funds. As evidence of Fidelity’s enormous buying power, representatives from dozens of companies visit its Boston offices every day. Most fund managers have to travel to the companies they’re interested in researching; if you’re a Fidelity fund manager, however, many companies come to you.

[image: technicalstuff]
 Fidelity’s roots trace back to the 1940s, when Edward C. Johnson II took over the then-fledgling Fidelity Fund from its president, who felt that he couldn’t make enough money as the head of an investment fund! Johnson’s son, Ned (Edward C. Johnson III), assumed Fidelity’s top position in 1972 and has clearly proven that you can make a truckload of money operating funds: He’s personally worth billions. Ned’s daughter Abigail has since assumed management reins of the company.

If you’re venturing to do business with Fidelity on your own, you have your work cut out for you. One of the biggest problems novice investors have at Fidelity is discerning the good funds from the not-so-good ones.

[image: warning]
 We specifically advise shunning the following types of funds at Fidelity:


	
Bond funds:
 Relative to the best of the competition, Fidelity’s bond funds charge higher operating expenses that depress an investor’s returns.


	
Advisor funds:
 Fidelity sells this family of load funds through investment salespeople; these funds carry high sales loads or high ongoing fees.

	
Sector funds:
 You should also avoid Fidelity’s sector funds (Select), which invest in just one industry, such as air transportation, insurance, or retailing. These funds have rapid changeover of managers. Being industry focused, these funds are poorly diversified (highly concentrated) and quite risky. Fidelity, unfortunately, encourages a trader mentality with these funds.



One of Fidelity’s strengths is its local presence — it operates more than 100 branch offices throughout the United States and staffs its phones 24 hours a day, 365 days a year.

To contact Fidelity, call 800-544-6666 or 800-343-3548, or visit 

www.fidelity.com


 .




FUNDS WITH BRANCH OFFICES: EVEN BETTER?


Many fund companies have their offices in one location. If you happen to live in the town or city where they’re located and want to do business with them, you can visit them in person. However, odds are that, unless you maintain several homes, you won’t be living near the fund companies with which you want to do your fund-investing business.

Some fund companies, such as Fidelity, have greater numbers of branch offices, which are located primarily in densely populated and more affluent areas. You may feel more comfortable dropping a check off or speaking to an investment representative face to face instead of being navigated through an automated voice message system or mouse-clicking through a website. However, there’s no sound financial
 reason that you need to go in person to a fund company — you can do everything you need to do by phone, mail, and/or computer.

In most cases, you pay a cost for doing your fund investing through firms with branch offices. Operating all those branch offices in areas where rent and employees don’t come cheaply costs a good chunk of money. Ultimately, firms that maintain a large branch network need to build these extra costs into their funds’ fees. Higher fees lower your investment returns.

A counterargument that fund companies with many branch offices make is that if the branch offices succeed in enticing more investors to use the funds offered by the company, more total money is brought in. Having more money under management helps to lower the average cost of managing each dollar invested.






Dodge & Cox

Dodge & Cox is a San Francisco–based firm that has been in the fund business since the Great Depression. It’s best known for its conservatively managed funds with solid track records and modest fees.

Unfortunately for new investors, from time to time, Dodge & Cox has closed some of its funds. The company does so to keep funds from becoming too bloated with assets to manage, which could undermine the performance of those funds. So if any of its funds appeal to you, you should establish an account in case it shuts any of its funds again to new investors.

To contact Dodge & Cox, call 800-621-3979 or visit 

www.dodgeandcox.com


 .



Oakmark

Harris Associates, which has managed money since 1976, is the investment management company that oversees the management of Oakmark, this value-oriented Chicago-based family of funds.

As with the Dodge & Cox funds (see the preceding section), several of the best Oakmark funds have closed from time to time to new investors. Be aware that when some of its funds have closed in the past, investors who establish accounts directly with Oakmark can still buy some of the closed funds.

To contact Oakmark, call 800-625-6275 or visit 

www.oakmark.com


 .



T. Rowe Price

Founded in 1937, T. Rowe Price is one of the oldest mutual fund companies — named after its founder, T. (Thomas) Rowe Price, who’s generally credited with popularizing investing in growth-oriented companies. The fund company has also been a fund pioneer in international investing.

T. Rowe Price remained a small company for many years, focusing on its specialties of U.S. growth stocks and international funds. That stance changed in recent decades as the company offered a comprehensive menu of different fund types. It offers 401(k) retirement plans specifically for smaller companies. The fund company also offers a series of lower-cost money market and bond funds called Summit funds with a minimum initial investment of $25,000.

To contact T. Rowe Price, call 800-225-7720 or 800-638-5660, or visit 

www.troweprice.com


 .




TIAA

This nonprofit organization provides an array of investment services to education, hospitals, and other nonprofit organizations and offers a solid family of funds to the general public. Its funds have low operating expense ratios and are conservatively managed.

Headquartered in New York City, the company has major operations in Charlotte, North Carolina; Dallas, Texas; and Denver, Colorado; as well as about 70 local offices. The organization got its start in 1918 when Andrew Carnegie and his Carnegie Foundation established a pension system for professors. Funding initially came from grants from the foundation and Carnegie Corporation of New York, and regular contributions from participating institutions and individuals. Today, TIAA invests more than $800 billion on behalf of investors.

[image: tip]
 The funds’ low minimums make them a good choice for investors with smaller sums to invest. They have no-minimum-investment IRAs with no annual administrative fees.

To contact TIAA, call 800-223-1200 or visit 

www.tiaa.org


 .



USAA

Headquartered in San Antonio, Texas, USAA is a conservative family of efficiently managed funds (and generally low-cost, high-quality insurance). Although you (or a family member) must be a military officer, enlistee, or military retiree to gain access to its homeowner and auto insurance, anyone can buy its mutual funds.

USAA also offers investors with small amounts to invest (minimum of $50 monthly) and without several thousand dollars required to meet fund minimum requirements the ability to invest via electronic monthly transfers.

To contact USAA, call 800-382-8722 or visit 

www.usaa.com


 .



Other fund companies

[image: remember]
 Hundreds of mutual fund companies offer thousands of funds. Many aren’t worth your consideration because they don’t meet the common-sense selection criteria outlined in Book 5, Chapter 2
 . So if you’re wondering why we didn’t mention a particular fund family, it’s probably because the record shows that its funds are high cost, low performance, managed inconsistently, or all of the above. Check them out against the criteria in Book 5, Chapter 2
 to see for yourself. One of the beauties of all the fund choices out there is that you don’t have to settle for mediocre or inferior funds.





Discount Brokers: Mutual Fund Supermarkets

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

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

Now suppose that you wanted to sell one of your T. Rowe Price funds and invest the proceeds at Oakmark. Doing so was also a time-consuming pain in the posterior, because you had to contact T. Rowe Price to sell, wait days for it to send you a check for the sale’s proceeds, and then send the money with instructions to Oakmark. Shopping this way can be tedious. Imagine wanting to make a salad and having to go to a lettuce farm, a tomato farm, and an onion farm to get the ingredients. That’s why we have supermarkets!

In 1984, Charles Schwab came up with the idea to create a supermarket for mutual funds. Charles Schwab is the discount broker pioneer who created the first mutual fund supermarket (which other discount brokers have since copied) where you can purchase hundreds of individual funds from dozens of fund companies — one-stop mutual fund shopping.

The major benefit of such a service is that it greatly simplifies the paperwork involved in buying and selling different companies’ mutual funds. No matter how many mutual fund companies you want to invest in, you need to complete just one application for the discount broker. And instead of getting a separate statement from each company, you get one statement from the discount broker that summarizes all your mutual fund holdings. (
Note:

 You still must maintain separate nonretirement and IRA accounts.)

Moving from one company’s fund into another’s is generally a snap. The discount broker can usually take care of all this with one phone call from you. Come tax time, you receive just one 1099 statement summarizing your fund’s taxable distributions to record on your tax return.


[image: tip]
 You weren’t born yesterday, so you know that all this convenience must have a catch. Here’s a hint: Because discount brokers serve as intermediaries for the buying and selling of funds and the time and money spent sending you statements, they expect to make some money in return. So guess what? It costs you more to use a discount broker. Discount brokers charge you a small transaction fee whenever you buy or sell most of the better funds that they offer.


Buying direct versus discount brokers

Buying funds directly from fund companies versus buying funds through a discounter’s mutual fund supermarket isn’t inherently better. For the most part, it’s a trade-off that boils down to personal preference and individual circumstances.


Why to buy funds direct

Many reasons exist to buy funds directly from fund companies. Here are a few:


	
You’re thrifty.
 And you can take that as a compliment. Being vigilant about your investing costs boosts your returns. By buying direct from no-load fund companies, you avoid the discount brokerage transaction costs.

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

	
You’re content investing through one of the bigger fund companies with a broad array of good funds.
 For example, if you deal directly with one fund company that excels in all types of funds, you can minimize your fees and maximize your investment returns. Given the breadth and depth of the bigger companies’ fund selections, you should feel content centralizing your fund investments through one of the better companies. However, if you sleep better at night investing through multiple fund companies’ funds, we won’t try to change your mind.



[image: tip]
 Given the fact that most of the major fund companies, such as Vanguard, Fidelity, and T. Rowe Price, have discount brokerage divisions offering mutual funds from companies other than their own, you could use one of these companies as your base and have the best of both worlds. Suppose, for example, that you want to invest a large portion but not all of your money in Fidelity funds. By establishing a discount brokerage account at Fidelity, all your Fidelity fund purchases would be free of transaction fees; then, through that same account, you could also buy other fund companies’ funds.




Why to buy through a discount broker

Here are the main reasons to go with a discount broker:


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

	
You hate paperwork.
 For those of you out there whose disdain of paperwork is so intense that it keeps you from doing things that you’re supposed to do, a discount broker is for you.

	
You want easy access to your money.
 Some discount brokerage accounts offer such bells and whistles as debit cards and unlimited check-writing privileges, making it simple for you to tap in to your money. (That can be a bad thing if this tempts you to spend your money!)

	
You want to buy into a high-minimum fund.
 One unique feature available through some discount broker’s fund services is the ability to purchase some funds that aren’t normally available to smaller investors.



[image: tip]
 You have a way (that involves hassle) to buy and sell your funds and use a discounter but reduce the total transaction fees: Purchase your funds initially from the mutual fund company and then transfer the shares at no charge into a discount brokerage account. Conversely, when you’re ready to sell shares, you can transfer shares from the discounter to the mutual fund company before you’re ready to sell.




Debunking “No Transaction Fee” funds

After several years of distributing funds for all these different fund companies, discount brokers came up with another innovation. Discount brokers were doing a lot for mutual fund companies (for instance, handling the purchase and sale of funds as well as the ongoing account recordkeeping and reporting), but they weren’t being paid for all their work.

In 1992, Charles Schwab & Company negotiated to be paid an ongoing fee to service and handle customer accounts by some mutual fund companies. Today, through Schwab and other discount brokers who replicated this service, you can purchase hundreds of funds without paying any transaction fees (that is, you pay the same 
 cost as if you’d bought the funds through the mutual fund company itself). These are called No Transaction Fee (NTF) funds.


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

[image: warning]
 The no-transaction fee fund is a case of something sounding much better than it really is. Although some discount brokers say or imply that NTF funds are free, they’re hardly free. Discount brokers are able to waive the transaction costs to you only because the participating fund companies have agreed to foot the bill. In a typical arrangement, the participating fund company shares a portion of its operating expense ratio with the discount broker handling the account. But as you know if you read Book 5, Chapter 2
 , annual operating expenses are drawn from the shareholders’ investment dollars. So in the end, you’re still the one paying the transaction costs.

As a group, NTF funds are inferior to the best no-load funds that you pay the discounters a transaction fee to purchase because NTF funds tend to


	Have higher operating expenses than non-NTF funds

	Be offered by smaller, less experienced fund companies who may be struggling to compete in the saturated mutual fund market



You’ll notice that big, well-established fund companies (including the ones discussed earlier in this chapter, such as Vanguard, Fidelity, and T. Rowe Price) don’t participate in NTF programs. They don’t have to; the demand for their funds is high even with transaction costs.

[image: warning]
 In their rush to sign up more NTF funds, some discounters have ignored the quality of the NTF funds they offer. Some financial publications encourage and effectively endorse this lack of quality control by giving higher ratings (in articles purporting to review and rate various discount brokers) to those discounters offering more “free” funds to customers. As with a restaurant meal, more isn’t always better — quality counts as well!

[image: remember]
 Whenever you make a mutual fund investment decision through a discount broker, try not to be influenced by the prospect, or lack thereof, of a transaction fee. In your efforts to avoid paying a small transaction fee today, you can end up buying a fund with high ongoing fees and subpar performance. If you’re so concerned about paying additional fees, deal directly with fund companies and bypass the discount brokers and their transaction fees.




Using the best discount brokers

Although we’ve spoken of fund companies and discount brokers as separate entities, the line between them has greatly blurred in recent years. For example, Schwab started as a discount broker but later began offering its own funds. Other companies started selling mutual funds but have now moved into the discount brokerage business. The most obvious example is Fidelity, which offers brokerage services through which you can trade individual securities or buy many non-Fidelity mutual funds.

Vanguard and T. Rowe Price have excellent discount brokerage divisions that offer an extensive array of funds from other leading fund companies and charge competitive transaction fees. Vanguard charges $35 per trade and $3 for regularly scheduled dollar cost averaging trades (minimum of $100); T. Rowe Price charges $35 per trade.

[image: remember]
 The discount brokerage services of Fidelity, Vanguard, or T. Rowe Price make a lot of sense if you plan on doing the bulk of your fund investing through their respective funds. Remember, you only have to pay brokerage transaction fees on funds offered by other fund companies. You won’t pay for buying a Fidelity fund from Fidelity or a Vanguard fund from Vanguard or a T. Rowe Price fund from T. Rowe Price.




Places to Pass By

[image: warning]
 Don’t base your investment decisions on your gut: Some fund companies have plush offices, and they charge relatively high fees for their funds (to pay for all their overhead costs) or sell poorly performing funds — or both. What types of places are likely to make you feel comfortable but lead you astray? Many people do their fund investing through a list of wrong places:


	

The First Faithful Community Bank:
 Many people feel comfortable turning their money over to the friendly neighborhood banker. You’ve done it for years with your checking and savings accounts. The bank has an impressive-looking branch close to your home, complete with parking, security cameras, and a vault. And then there’s that FDIC insurance that guarantees your deposits. So now that your bank offers mutual funds, you may feel comfortable taking advice from the “investment specialist” or “consultant” in the branch (and may erroneously believe that the funds it sells carry FDIC coverage).

Well, the branch representative at your local bank is probably a broker who’s earning commissions from the funds he’s selling you. Bank funds generally 
 charge sales commissions and higher operating expenses and generally have less-than-stellar performance relative to the best no-load funds. And because banks are relatively new to the mutual fund game, the broker at your bank may have spent last year helping customers establish new checking accounts and may have little knowledge and experience with investments and mutual funds. Remember, if he’s working on commission, he’s a salesperson, not an advisor. And the funds he’s selling are load funds. You can do better.



	
Plunder and Pillage Brokerage Firm:
 Brokers work on commission, so they can and will sell load funds. They may even try to hoodwink you into believing that they can do financial planning for you. Don’t believe it. As we discuss in Book 5, Chapter 2
 , purchasing a load fund has no real benefit; you have better alternatives.

	
Fred, the Friendly Financial Planner:
 You may have met Fred through a free seminar, adult education class, or a cold call that he made to you. Fred may not really be a financial planner at all; instead, he could be a salesperson/broker who sells load funds. (If you want to hire an objective planner or advisor for investing in funds, see Book 1, Chapter 1
 .)

	
Igor, Your Insurance Broker:
 Igor isn’t just selling insurance anymore. He now may sell mutual funds as well and may even call himself a financial consultant. (See the preceding remarks for brokers.)

	

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

Although something can possibly be said for group solidarity, we suggest leaving your nest egg alone. Such special-interest funds carry loads and high operating fees and, because they have relatively little money to manage, are usually managed by money managers with little experience.
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Chapter 1

Getting Ready for Online Investing



 
IN THIS CHAPTER
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 Getting to know your personal taste for risk


[image: check]
 Understanding your approach to investing: Passive versus active
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 Finding resources online that can help you stick with a strategy




Before doing something risky, you probably think good and hard about what you stand to gain and what you might lose. Surprisingly, many online investors, especially those just starting out, lose that innate sense of risk and reward. They chase after the biggest possible returns without considering the sleepless nights they’ll suffer through as those investments swing up and down. Some start buying investments they’ve heard that others made money on without thinking about whether those investments are appropriate for them. Worst of all, some fall prey to fraudsters who promise huge returns in get-rich-quick schemes.

So we’ve decided to start from the top and make sure the basics are covered. In this chapter, you discover what you can expect to gain from investing online so you can decide whether this is for you. You also find out what kind of investor you are by using online tools that measure your taste for risk. After you’ve gotten to know your inner investor better, you can start thinking about forming an online investment plan that won’t give you an ulcer.

It’s only natural to feel skittish when it comes to investing, especially if you’re just starting out. After all, it’s been a brutal couple of decades even for veteran investors. First came the dot-com crash in 2000, the vicious credit crunch in 2008 that threatened to dropkick the economy, and then a nasty bear market in 2008. The stock market then proceeded to soar starting in March 2009, roughly doubling in value through mid-2012. But even that rally wasn’t painless, as the stock 
 market short-circuited in May 2010, due in part to computerized trading, causing its value to plunge and largely rally back in just 20 minutes. And 2015 brought the Greek debt crisis and fears of a major economic slowdown in China.

Some think all this chaos is just too much to bear and choose to avoid stocks altogether. That’s a mistake, though. Prudent investing can be a great way for you to reach your financial goals. You just need an approach that will maximize your returns while cutting your risks. And that’s where this book comes in.



Why Investing Online Is Worth Your While

Investing used to be easy. Your friend would recommend a broker. You’d give your money to the broker and hope for the best. But today, thanks to the explosion of web-based investment information and low-cost online trading, you get to work a lot harder by taking charge of your investments. Lucky you! So is the additional work worth it? In our opinion, taking the time to figure out how to invest online is
 worthwhile because


	
Investing online saves you money.
 Online trading is much less expensive than dealing with a broker. You’ll save tons on commissions and fees. (Say, why not invest that money you saved?)

	
Investing online gives you more control.
 Instead of entrusting someone else to reach your financial goals, you’ll be personally involved. It’s up to you to find out about all the investments at your disposal, but you’ll also be free to make decisions.

	
Investing online eliminates conflicts of interest.
 By figuring out how to invest and doing it yourself, you won’t have to worry about being given advice that might be in your advisors’ best interest and not yours.





Getting Started

We can’t tell you how many investors just starting out write us and ask the exact same question. Maybe it’s the same question that’s running through your head right now: “I want to invest, but where do I start?”

Getting started in investing seems so overwhelming that some people get confused and wind up giving up and doing nothing. Others get taken in by promises of gigantic returns and enroll in seminars, subscribe to stock-picking newsletters, or invest in speculative investments like the Facebook initial public offering (IPO), 
 hoping to make money overnight, only to be disappointed. Others assume that all they need to do is open a brokerage account and start madly buying stocks. But you don’t start with any of those activities. You have many tasks to do before you can do any one of those.

But don’t let that fact intimidate you. Check out our easy-to-follow list of things you need to do to get started. Follow these directions, and you’ll be ready to open an online brokerage account and start trading:


	

Decide how much you can save and invest.


You can’t invest if you don’t have any money, and you won’t have any money if you don’t save. No matter how much you earn, you need to set aside some money to start investing.



	

Master the terms.


The world of investing has its own language. We help you understand investingese now so you don’t get confused in the middle of a trade when you’re asked to make a decision about something you’ve never heard of.



	

Familiarize yourself with the risks and returns of investing.


You wouldn’t jump out of an airplane without knowing the risks, right? Don’t jump into investing without knowing what to expect, either. (Book 1, Chapter 2
 discusses risks and returns.) By understanding how stocks, bonds, and other investments have done, you’ll know what a reasonable return is and set your goals appropriately.

[image: remember]
 We can’t stress enough how important this step is. Investors who know how investments move don’t panic — they keep their cool even during times of volatility. Panic is your worst enemy because it has a way of talking you into doing things you’ll regret later.



	

Get a feel for how much downside risk you can tolerate.


People all have different goals for their money. You might already have a home and a car, in which case you’re probably most interested in saving for retirement or building an estate for your heirs. Or perhaps you’re starting a family and hope to buy a house within a year. These two scenarios call for very different tastes for risks and time horizons
 — how long you’d be comfortable investing money before you need it.
 You need to know what your taste for risk is before you can invest. We show you how to measure your taste for risk later in this chapter.



	

Understand the difference between being an active and a passive investor.


Some investors want to outsmart the market by darting in and out of stocks at just the right times or by picking the “best” stocks. Others think doing that is impossible and don’t want the hassle of trying. At the end of this chapter, you find out how to distinguish between these two types of investors, active and passive, so you’re in a better position to choose which one you are.




	

Find out how to turn your computer into a trading station.


If you have a computer and a connection to the Internet, you have all you need to turn it into a source of constant market information. You just need to know where to look, which you find out in Book 6, Chapter 2
 .



	

Take a dry run.


Don’t laugh. Many professional money managers have said they got their starts by pretending to pick stocks and tracking how they would have performed. It’s a great way to see whether your strategy might work, before potentially losing your shirt. You can even do this online, which we cover in Book 6, Chapter 2
 .



	

Choose the type of account you’ll use.


You can do your investing from all sorts of accounts, all with different advantages and disadvantages.



	

Set up an online brokerage account.


At last, the moment you’ve been waiting for: opening an online account. After you’ve tackled the preceding steps, you’re ready to get going. This important step is covered in Book 6, Chapter 3
 .




	

Understand the different ways to place trades and enter orders.


In Book 6, Chapter 4
 , we explain the many different ways to buy and sell stocks, each with very different end results. (You also need to understand the tax ramifications of selling stocks, which we cover in Book 2, Chapter 2
 .)



	

Boost your knowledge.


After you have the basics down, you’re ready to tackle advanced investing topics.







THE DANGER OF DOING NOTHING


After reading through the 11 steps for getting started, you might be wondering whether you’ve taken on more than you bargained for. Stick with it. The worst thing you can do now is put this book down, tell yourself you’ll worry about investing later, and do nothing.

Doing nothing is extremely costly because you lose money if you don’t invest. Seriously. Even if you stuffed your cash under a mattress and didn’t spend a dime, each year that money becomes worth, on average, 3 percent less due to inflation. Suppose you won $1 million in the lottery and stuffed it in a hole in your backyard with the plan of taking it out in 30 years to pay for your retirement. In 30 years, all 1 million greenbacks would still be there, but they’d only buy $400,000 worth of goods.

Even if you put your extra cash in a savings account, you’re not doing much better. Because savings accounts usually give you access to your money anytime, they pay low levels of interest, usually around 1 percent. Even high-yield savings accounts and certificates of deposit (CDs) typically pay only slightly higher interest than the level of inflation or usually below, meaning that you’re barely keeping up if not falling behind. If you want your money to grow, you need to move money you don’t need for a while out of savings and into investments. Investments have the potential to generate much higher returns.






Gut-Check Time: How Much Downside Risk Can You Tolerate?

It’s time to get a grip — a grip on how much you can invest, that is. Most beginning investors are so interested in finding stocks that make them rich overnight that they lose sight of risk. But academic studies show that risk and return go hand in hand. That’s why you need to know how much risk you can stomach before you start looking for investments and buying them online.

Several excellent online tools can help you get a handle on how much of a financial thrill seeker you are. Most are structured like interviews that ask you several questions and help you decide what kind of investor you are. These are kind of like personality tests for your investment taste. These questionnaires are worthwhile to take so you can understand what kind of investor you are:


	
Vanguard’s Investor Questionnaire
 (

https://personal.vanguard.com/us/FundsInvQuestionnaire


 ) asks you ten salient questions to determine how much of a risk taker you are with your money. It determines what your ideal asset allocation is. Take note of the breakdown. The closer to 100 percent that Vanguard recommends you put in stocks, the more risk-tolerant you are, and the closer to 100 percent in bonds, the less risk-tolerant you are.

	
Index Funds Advisors Risk Capacity Survey
 (

www.ifa.com/SurveyNET/index.aspx


 ) offers a quick risk survey that can tell you what kind of investor you are after answering just five questions. You can also find a complete risk capacity survey that hits you with a few dozen questions. Whichever you choose, the survey can characterize what kind of investor you are and even display a painting that portrays your risk tolerance.

	
Charles Schwab Investor Profile Questionnaire
 (

www.schwab.com/public/file/P-778947/InvestorProfileQuestionnaire.pdf


 ) gets you to think about the factors that greatly determine how you should be investing, such as your investment time horizon and tolerance for risk. 
 The Schwab questionnaire can be printed so you don’t have to be in front of a computer to take it. At the bottom of the questionnaire is a chart that helps you see how aggressive or conservative you should be with your portfolio.





Passive or Active? Deciding What Kind of Investor You Plan to Be

Investing might not seem controversial, but it shouldn’t surprise you that anytime you’re talking about money, people have some strong opinions about the right way to do things. The first way investors categorize themselves is by whether they are passive or active. Because these two approaches are so different, the following sections help you think about what they are and which camp you see yourself in.


How to know if you’re a passive investor

Passive investors don’t try to beat the stock market. They merely try to keep up with it by owning all the stocks in an index.
 An index is a basket of stocks that mirrors the market. Passive investors are happy matching the market’s performance.

You know you’re a passive investor if you like the following ideas:


	
Not picking individual stocks:
 These investors buy large baskets of stocks that mirror the performance of popular stock indexes like the Dow Jones Industrial Average or the Standard & Poor’s 500 index so they don’t worry about whether a small upstart company they invested in will release its new product on time and whether it will be well received.

	
Owning mutual and exchange-traded funds:
 Because passive investors aren’t looking for the next Microsoft, Google, or Apple, they buy mutual and exchange-traded funds that buy hundreds of stocks. (We cover mutual and exchange-traded funds in more detail in Book 5
 .)

	
Reducing taxes:
 Passive investors tend to buy investments and forget about them until many years later when they need the money. This can be lucrative because by holding onto diversified investments for a long time and not selling them, passive investors can postpone when they have to pay capital gains taxes. (We cover capital gains taxes in more detail in Book 2, Chapter 2
 .)

	
Not stressing about stocks’ daily, monthly, or even annual movements:
 Passive investors tend to buy index or mutual funds and forget about them. They don’t need to sit in front of financial TV shows, surf countless financial 
 websites, read magazines, or worry about where stocks are moving. They’re invested for the long term, and everything else is just noise to them.





Sites for passive investors to start with

One of the toughest things about being a passive investor is sitting still during a bull market when everyone else seems to be making more than you. Yes, you might be able to turn off the TV, but inevitably you’ll bump into someone who brags about his or her giant gains and laughs at you for being satisfied with 10 percent market returns.

When that happens, it’s even more important to stick with your philosophy. Following the crowd at this moment undermines the value of your strategy. That’s why even passive investors are well served going to websites where other passive investors congregate:


	
Bogleheads
 (

www.bogleheads.org


 ) is an electronic water cooler for fans of Vanguard index funds and passive investors to meet, encourage, and advise each other. They call themselves Bogleheads in honor of the founder of Vanguard, John Bogle.

	
The Arithmetic of Active Management
 (

www.stanford.edu/~wfsharpe/art/active/active.htm


 ) is a reprint of an article by an early proponent of passive investing, William Sharpe, who explains why active investing can never win.

	
Vanguard’s website
 (

www.vanguard.com


 ) contains many helpful stories about the power of index investing and offers them for free, even if you don’t have an account.





How to know whether you’re an active investor

Active investors almost feel sorry for passive investors. Why would anyone be satisfied just matching the stock market and not even try to do better? Active investors feel that if you’re smart enough and willing to spend time doing homework, you can exceed 10 percent annual returns. Active investors also find investing to be thrilling, almost like a hobby. Some active investors try to find undervalued stocks and hold them until they’re discovered by other investors.

You’re an active investor if you


	
Think long-term averages of stocks are meaningless:
 Active investors believe they can spot winning companies that no one knows about yet, buy their shares at just the right time, and sell them for a profit.


	
Are willing to spend large amounts of time searching for stocks:
 These are the investors who sit in front of financial TV shows, analyze stocks that look undervalued, and do all sorts of prospecting trying to find gems.

	
Believe you can hire mutual fund managers who can beat the market:
 Some active investors think that certain talented mutual fund managers are out there and that if they just give their money to those managers, they’ll win.

	
Suspect certain types of stocks aren’t priced correctly and that many investors make bad decisions:
 Active investors believe they can outsmart the masses and routinely capitalize on the mistakes of the great unwashed.

	
Understand the risks:
 Most active traders underperform index funds, some without even realizing it. Before deciding to be an active trader, be sure to test out your skills with online simulations, as we describe in Book 6, Chapter 2
 , or make sure that you’re measuring your performance correctly. If you’re losing money picking stocks, stop doing it. Be sure to know how dangerous online investing can be when you’re trying to be an active investor by reading a warning from the Securities and Exchange Commission here: 

http://sec.gov/investor/pubs/onlinetips.htm


 .





Sites for the active investor to start with

Ever hear of someone trying to learn a foreign language by moving to the country and picking it up through “immersion”? The idea is that by just being around the language, and through the necessity of buying food or finding the restroom, the person eventually becomes proficient.

If you’re interested in active investing, you can do the same thing by hitting websites that are common hangouts for active investors. By lurking on these sites, you can pick up how these types of investors find stocks that interest them and trade on them. These sites can show you the great pains active investors go through in their attempt to beat the market. A few to start looking at include the following:


	
TheStreet.com
 (

www.thestreet.com


 ) collects trading ideas and tips from writers mainly looking for quick-moving stocks and other investments.

	
TradingMarkets
 (

www.tradingmarkets.com


 ) explores the details of complicated trading philosophies. The site highlights stocks that have moved up or down by a large amount, which is usually something that catches the attention of traders.

	
Seeking Alpha
 (

http://seekingalpha.com


 ) provides news and commentary designed for investors of all skill levels who are trying to beat the market.






Chapter 2

Getting Your Device Ready for Online Investing



 
IN THIS CHAPTER
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 Turning your PC or mobile device into an online investing station
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 Pinpointing online resources that can make you a more informed investor
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 Securing your computer from online financial crooks
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 Practicing your techniques with online tutorials and simulations




You live in a do-it-yourself world. You’re expected to fill your own gas tank at the service station, refill your own soda at the fast-food restaurant, and book your own airline tickets. It’s the same story with investing. If you want to reach your financial goals and retire comfortably, it’s up to you to make it happen. The age of employers looking after their workers’ futures with pensions is vanishing and being replaced with do-it-yourself retirement plans like 401(k)s.

If you ask for help, you’re almost always pointed to the Internet and told to look it up or do your own research. That sounds reasonable, except that the Internet is a massive collection of web pages, and you can find dozens if not hundreds of sources for investing advice, much of which is conflicting or, worse, wrong. No wonder many investors throw their hands up in utter frustration.

That’s where this chapter comes in. In Book 6, Chapter 1
 , we fill you in on what it takes to prepare yourself to be an online investor. Here in Book 6, Chapter 2
 , it’s time to prepare your computer, smartphone, or tablet for online investing and 
 make it a tool that quickly provides you with the answers you need. This chapter helps you tweak your device until it’s like your personal investing workstation. It’ll feel as comfortable to you as an old leather chair. And by using mostly free online resources, you’ll save yourself some money in the process.

We escort you through the morass of financial websites and apps and show you which ones you need to know. You find out what types of investing information are available online and how to access what you need from your computer or other device. You also find out how to use online simulation sites that let you take a dry run investing with fake money to make sure you know what you’re doing before using real money.



Turning Your Device into a Trading Station

When you think of a stock trading floor, you probably picture a room full of traders wearing brightly colored jackets, throwing papers around, and yelling out market orders. Some of that drama still exists on the New York Stock Exchange floor and in the Chicago futures markets, but it’s largely a throwback from the old days.

Today, trading floors look more like insurance offices. They have rows of desks with computers not unlike the one that’s probably sitting on your desk. Professional traders do have an advantage: Many have high-end trading systems and software that cost thousands of dollars a month. That might be beyond your price range, but you might be amazed at how much market information you can get, for free or for little money, if you know where to go.
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 Mobile devices have become go-to devices for checking mail, keeping track of appointments, and — yes — wasting time. There’s no question when you’re looking for a quick check on your portfolio or to see how stocks are doing, your smartphone is your trusty mobile companion. Because of the increased popularity of mobile devices, they are included in this section. But the emphasis, still, is on good ol’ fashioned computers. Why? Online brokers say that about 85 percent of trading still happens on PCs. The bigger screen, dedicated keyboard, and better tools still make the PC the tool of choice when it comes to investing.


Using favorites to put data at your fingertips

The easiest way to turn your computer into a market-monitoring station is by bookmarking
 or creating favorites
 to key sites with data you need. Favorites (also sometimes called bookmarks) are links in your Internet browser that let you 
 quickly reach a web page when you need it, without typing a long website address. Most Internet browsers have this capability, and they all work slightly differently. But just so you have an idea, if you’re using Microsoft’s Edge browser in Windows 10, you can create favorites by doing the following:


	
Navigate to the website you’re interested in saving.


	

Click the Favorites icon (the one with the star, which you can see in
 
Figure
 2-1

 ) in the upper-right corner of the screen.


A menu opens.



	

Give the favorite a name.


Choose a name that will quickly identify the site for you.



	

In the Create In space, choose the Favorite folder you want to put the favorite into.


If you want to put this favorite in a separate folder, you can create a folder by clicking the Create New Folder option. If you’re not sure, just use the default Favorite folder.



	
Click the Add button.





[image: image]

Source: NYE.com



FIGURE 2-1:

 Setting financial websites as favorites is a matter of just clicking a few buttons.





If you want to access that address again, click the “Hub” icon (the icon that looks like three lines) and scroll down until you see the title of the page you’re interested in.




Putting key mobile apps a touch away

Investors are increasingly looking to their smartphones and tablets as a way to keep up with the markets, especially when they’re away from the office. The computer is still the ideal place to do most of your work — given the spacious size of the screen, increased processing power, and greater storage. But some investors like the simplicity of the mobile device or use it to keep an eye on their money at all times.

All the major mobile platforms (Apple’s iOS, Google’s Android, and Microsoft’s Windows 10) provide an app store. That’s where you go to download the apps you’ll want to track your money. You probably already know how to do this, but for more on this, consult iPhone For Dummies
 , Android Phones For Dummies
 , or Windows 10 For Dummies,
 all published by Wiley.
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 To make it easier to find the apps you’re looking for, consider creating an app folder called “Investing” or “Money” and putting all your finance-related apps in there. You’ll save yourself lots of wasted time scrolling through menus. In Windows 10 Mobile, do this by pressing down on an app on the Start screen and dragging it on top of an icon of a related app. A folder will be created to organize them.

Also, some tablets and smartphones allow you to make a button that quickly launches a favorite website. In Windows 10 Mobile, for example, launch the Edge browser and navigate to a website. Touch the three dots in the lower right-hand corner and choose “Pin to start.” The website now appears as an app on the Start page.



Compiling a list of must-watch sites

So you know how to create favorites and organize your mobile apps. But what sites are worth creating as
 favorites? Our suggestion is to take a page from the professionals and try to replicate the data they’re
 most interested in. Most professional trading workstations are set up so they can take on five distinct tasks:


	Tracking the market’s every move

	Monitoring news that has the potential to affect stock prices

	Checking in on Wall Street chatter

	Accessing company financial statements and regulatory filings

	Executing trades







Tracking the Market’s Every Move

You’re probably hoping to study the market and find ways to score big and fast. Hey, everyone wants to get rich quick. Just remember that making money by darting in and out of stocks is extremely tough to do, and most investors, online or not, will be better off forming a long-term investment strategy and sticking with it. The difference between long-term investing (the in-it-for-the-long-haul approach, called passive
 investing) and short-term trading (the darting-in-and-out way of doing things, called active
 investing) is discussed in Book 6, Chapter 1
 , where we also give you the tools necessary for figuring out how to decide which approach is best for you.

No matter what kind of investor you plan to be, watching real-time stock movements is fascinating. Watching rapid price moves with stock prices dancing around and flashing on the computer screen is a guilty pleasure and a source of entertainment for some investors.
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 You can find a great deal of overlap among online investing resources. Many of the following sites and apps do more than what we highlight here. Explore the different sites and see whether certain ones suit you best.

There’s no shortage of places where you can get stock quotes and see the value of popular market indexes such as the Dow Jones Industrial Average, Standard & Poor’s 500 index, and NASDAQ composite index. That’s why you can afford to demand more from websites if they’re going to earn a position as one of your favorites. The next section has a quick list that can help you get started creating general-purpose online investing favorites or decide which apps are worthy of occupying space on your phone. The sites listed here make the cut because they not only provide stock quotes but also go a step further by being the best at a certain aspect of tracking the market.


Getting price quotes on markets and stocks

Nearly any site or finance app can give you stock quotes for the day, including the financial news websites discussed later in this chapter. But a few sites deserve special mention because they make it easy to get stock quotes for days in the past and even download them to your computer for further analysis. And because they deserve special mention, they’re getting it right here:


	
MSN Money
 (

http://money.msn.com


 ) is handy for looking up prices of stocks and market indexes because it’s fast and gives you everything you need, ranging from the stock’s closing price to how much trading activity there was when dividends (cash payments) were paid to investors. One nifty trick of MSN Money is that it has a companion app for Windows 10, iOS, and Android 
 that remembers which stocks you’re most interested in. You can create this list by clicking the My Watchlist tab on the website or on the Watchlist menu in the app.

	
Yahoo! Finance
 (

http://finance.yahoo.com


 ) lets you download historical data, a feature that’s getting surprisingly scarce in non-professional tools. Enter a stock symbol and click the Look Up button. Then, in the left column, click the Historical Prices link. You’ll see a page with a table of dates and the stock’s prices on those dates. In the Set Date Range area near the top, you can pick a range of dates you’d like stock prices for. Below the table (scroll down a bit) is a link to Download to Spreadsheet. Yahoo! Finance also offers an app for several smartphones, making it a convenient choice.

	
Google Finance
 (

www.google.com/finance


 ) does a solid job of summarizing in one page many of the basics you need to know about a stock. You’ll find not only the stock price but also a list of competitors, a summary of how Wall Street experts feel about the stock, and basic financial information. Google Finance also offers free real-time stock prices.

	
FreeStockCharts.com
 (

www.freestockcharts.com


 ) gives you great flexibility in creating stock charts, allowing you to add all sorts of different indicators that show you how a stock is doing. And unlike most other stock sites, FreeStockCharts lets you download the end-of-year values of investments. End-of-year data is helpful when you want to see how an investment has performed over the long haul.





Slicing and dicing the markets

Although quite a few market indexes exist, all
 online investors need to be familiar with some major market benchmarks. These are the ones so commonly discussed that they need to be part of your investor vocabulary. Table 2-1
 presents them in all their market-dominating glory.





TABLE 2-1
 Key Market Indexes





	

Index Name



	

What It Measures








	
Dow Jones Industrial Average


	
Thirty big, industrial companies. When investors hear about “the market,” more often than not they think of the Dow.





	
Standard & Poor’s 500 index


	
Big companies, including 500 of the nation’s most well-known stocks. Moves very similarly to the Dow, even though it includes more stocks.





	
NASDAQ Composite index


	
Stocks that trade on the NASDAQ stock market. It tends to closely track technology stocks.





	
Wilshire 5000 Total Market index


	
The entire stock market. Contains all significant stocks from the largest to the smallest.





	
Russell 2000 index


	
Small-company stocks. Tends to be more volatile than indexes that track large companies — the S&P 500, for example.








Nearly all financial websites let you track all the indexes listed in the table. Yahoo! Finance, though, makes it easy to monitor how different slices of the markets are doing, such as foreign stocks, specific industry sectors, and bonds. The Yahoo! Finance website offers a couple of different ways for you to dig beyond the market indexes, as the following list makes clear:


	
Get a quick read on all U.S. market indexes.
 To see how most of the key U.S. market indexes are doing, start at Yahoo! Finance’s main page at 

http://finance.yahoo.com


 . Click the Stocks link that opens if you hover your cursor over the Market Data option at the left side of the page. You can then see many market indexes by clicking the different tabs, such as S&P, Dow Jones, and Other US Indices. The Other US Indices heading appears to the right of where you see the NYSE tab below the US & World Indices heading.

	
Get a rundown of how foreign stocks are doing.
 Click the Stocks link that magically appears when you hover your cursor over the Market Data option on the left-hand side. Change the drop-down option on the right side, set to U.S. by default, to a different region, say “Europe.” The drop-down box is located pretty far to the right of the page — just to the left of where you’ll probably see an advertisement. A new page opens that lets you monitor just about any foreign market you’d care to track.

	
Get a summary of industry performances.
 The Yahoo! Finance page allows you to track how different industries are doing, if you know where to look. The easiest way is through this link: 

http://biz.yahoo.com/p/


 . Set it as a favorite, or you’ll never find it again.



[image: tip]
 Don’t confuse stocks with indexes. Stocks are shares in individual companies, such as General Electric or Exxon Mobil. The prices of stocks reflect how much you would have to pay for a share of the stock. Indexes, on the other hand, are mathematical formulas that tell you how much a collection of stocks has changed in value. When the Dow Jones Industrial Average, which contains 30 stocks, hits 16,000, that doesn’t mean you can buy it for $16,000. It’s just a number that represents relative value.




Your crystal ball: Predicting how the day will begin

Some investors like to get a jump-start on the trading day by watching the futures market.
 The futures market is an auction for future contracts, which are financial obligations that allow their buyers and sellers to lock in prices for commodities and other assets in the future. The futures market allows investors to bet how much certain assets will be worth minutes, day, weeks, or years from today.

You can see what the futures market is saying about stocks. Bloomberg, a major financial news and data company, gives investors a sneak peek on how stocks could open the next trading day. On its Futures page (

www.bloomberg.com/markets/stocks/futures


 ), you can see how traders who apparently don’t have anything better to do are betting after the stock market is closed and how major market indexes around the world will open. If you’re the kind of person who doesn’t like surprises, it’s an easy way to see how investors are behaving even when the market centers are closed.



Getting company descriptions

Professional investors like to bone up on what a company does, who’s in charge, and how profitable it is without poring through dozens of industry reports. You can get the same kind of quick snapshot information with online company descriptions. All the main investing sites we discuss have sections that describe the business a company is in. Here are a few more sites worth checking out:


	
Reuters (
 

www.reuters.com/finance/stocks


 ):
 This site offers in-depth profiles on companies. Just enter the name of the company you want to know about, click the Search button, and click the name of the company. The page that opens shows you all the vital information about the company, ranging from the names of its management team (if you click the People tab) to a description of what it does. You can also see a comprehensive rundown of company information on the right side of the page, including data on the company’s competitors and earnings.

	
Yahoo! Finance (
 

http://finance.yahoo.com


 ):
 This site offers a comprehensive summary of a company’s information. From the site’s main page, enter the stock’s symbol in the Quote Lookup box located on the left-hand side of the screen and click the Go button. Click the Profile link on the left-hand side of the page. If you click the Competitors link on the left-hand side of the page, Yahoo! Finance identifies other companies in the industry.






Tracking bonds and U.S. Treasuries

A bond
 is an IOU issued by a government, a company, or another borrower. An owner of a bond is entitled to receive the borrowed funds when they’re paid back by a certain time in the future at a predetermined interest rate. Even if you have no interest in investing in bonds, you still should know what rates are doing. After all, if you could invest in bonds issued by the federal government that come due in 30 years — bonds known as Treasury bonds — and get 9 percent annual returns guaranteed, wouldn’t you be a bit less enthusiastic about a risky stock that you think will return only 10 percent? The U.S. government sells other Treasuries, including Treasury bills (T-bills), that generally come due in a year or less and Treasury notes (T-notes) that come due in longer than a year but in ten years or less. A few sites to start you out with include the following:


	
Bloomberg
 (

www.bloomberg.com/markets/rates-bonds


 ) makes tracking bonds very easy. Bloomberg lets you, at a glance, see the yields on just about any major bond or Treasury you can imagine.

	
[image: remember]
 Federal Reserve Bank
 (

www.federalreserve.gov/monetarypolicy/openmarket.htm


 ) is the online presence for the Fed, as it’s affectionately called. The Fed is in charge of strongly influencing short-term
 interest rates, including the federal funds rate. That’s typically the rate banks lend money stored at the Fed to other banks overnight. No, you can’t borrow at that rate, but it’s very important to watch this interest rate because it affects long-term interest rates, which you can
 borrow at. You can see what the federal funds rate has been at the Fed’s site, as shown in Figure 2-2
 . Traders buy and sell long-term Treasuries and set interest rates based in large part on where short-term rates are or where they’re expected to be.
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Source: federalreserve.gov



FIGURE 2-2:

 The Fed’s website makes it easy to track important interest rates.








Monitoring Market-Moving News

Ever see a biotech stock skyrocket after the company announces a breakthrough treatment? Tech stocks routinely jump in price on the debut of popular new gadgets or software. That’s the power of news — often called market-moving news
 . Markets are constantly taking in and digesting all sorts of developments and changes, both good and bad. And to stay on top of these developments, you’ll want to set a few leading financial news sites as favorites. The following sections explore the different kinds of financial news sites in greater detail.


Financial websites

Many of the financial sites mentioned earlier in the chapter are also great places to get market-moving news. Yahoo! Finance and MSN Money pick up stories written by wire services on the markets and on individual stocks, making them helpful resources. Bloomberg covers just about every type of traditional investment you can imagine, thanks to its network of reporters. Others include the following:


	
Google News
 (

http://news.google.com


 ) has a business section that pulls in important financial stories in one place. Its best feature is the capability to search for news based on very precise criteria, including keywords, the date the story appeared, or the geographic location of the news.

	
Bing News
 (

www.bing.com/news


 ) also searches the Internet for business stories (if you click the Business tab). You can also set business as an “Interest” by clicking “Manage how you track this Interest” to get business news featured on the Bing mobile app.

	
Briefing.com
 (

www.briefing.com


 ) is similar to the kind of data services that professional investors use to follow news. See Figure 2-3
 . In fact, most of Briefing.com’s service is for large traders and investors who pay for its platinum or trader services. Still, the site makes some of its content available, for free, to regular investors. You can find running commentary on market-moving news and events. Briefing.com’s stock market update is a great way to find out what’s behind the market’s day-to-day swings so you can see how any random event can have a big effect on stocks.

	
MarketWatch
 (

www.marketwatch.com


 ) focuses on business stories that are clickable. The site attempts to separate itself from the competition by providing columns from various financial writers who opine about everything from companies’ accounting practices to technology. MarketWatch has a feature that lets you instruct it to email you articles of interest. You can also have it send you an email if a stock moves by a certain amount.


	
BigCharts.com
 (

www.bigcharts.com


 ) is a service of MarketWatch that’s dedicated to serving up graphical information about the markets. The best aspect of the site is the set of BigReports lists that show you, at a glance, what the biggest movers on Wall Street were that day in terms of price or percentage price change.

	
Motley Fool
 (

www.fool.com


 ) has a little something for everyone. You find content for the active trader, including stock tips galore, as well as tricks and techniques on how to deeply analyze companies’ financial statements. Passive investors, though, will appreciate the more general personal finance stories.

	
Reuters
 (

www.reuters.com


 ) makes high-end systems used by many professional traders. And it has put many of the same tools into your hands. If you enter a ticker symbol in the Search box at the upper-right corner of the page and then click the company’s name, you can see advanced statistics about the stock, including things like dividend yields and key ratios.
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Source: Briefing.com



FIGURE 2-3:

 Briefing.com provides many free resources to online investors.
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 Many financial websites and news stories use the terms bullish
 and bearish.
 When investors are bullish, they think the stock market is going to go up. When investors are bearish, they think stocks will go down.




DO YOU SPEAK TICKER SYMBOL?


Nearly every financial website is centered on the ticker symbol. These are the one-, two-, three-, four-, or five-letter abbreviations used to symbolize stocks or investments. Originally, ticker symbols were used so brokers could quickly read a ticker tape,
 a scrolling printout of stocks and prices. But the symbol has taken on a new use in the online era, so much so that most sites have an empty text box at the top where you enter the symbol first, click a button, and then get sent to another part of the site where you’re handed all the information pertaining to that stock on a silver platter.

Ticker symbols have become so popular that investors sometimes use them instead of a company’s name. And sometimes companies have fun with their symbols to make them more memorable. In 2006, for instance, motorcycle maker Harley-Davidson changed its symbol from the boring HDI to the more exciting HOG, the nickname for its rumbling bikes. Other fun ticker symbols include the following:





	

Ticker



	

Company








	
CAKE


	
Cheesecake Factory





	
HOT


	
Starwood Hotels





	
LUV


	
Southwest Airlines





	
WOOF


	
VCA Antech (a veterinary company)





	
ZEUS


	
Olympic Steel (Get it? The Greek god)





	
EAT


	
Brinker (a restaurant company)





	
SAM


	
Boston Beer













Traditional financial news sites

Many of the financial news providers you might already be familiar with from newspapers, magazines, and TV also provide data that’s useful to investors online, including the following:


	

USA TODAY
 ’s Money section
 (

http://money.usatoday.com


 ) delivers the business news that affects you. (Disclosure: Matt Krantz, one of the coauthors of this book, is a full-time reporter at USA TODAY.
 ) You can find not only the breaking news stories from wire services but also enterprise stories you won’t find anywhere else on beats ranging from markets to business travel and cars. You can find extensive personal finance and mutual fund coverage. The site also gives readers a quick summary of key statistics about stocks. Figure 2-4
 shows the summary page for General Electric.


	
The Wall Street Journal Online
 (

www.wsj.com


 ) is a source of breaking financial news. You might be familiar with the print edition of The Wall Street Journal;
 this is the online version. This site charges for much of its content.

	
Financial Times
 (

www.ft.com


 ) is a London-based business publication, so it provides a unique spin on business events here. It’s a good source of merger announcements.

	
CNBC
 (

www.cnbc.com


 ) routinely updates its website, and now the financial TV channel’s online presence offers many of the same things as other financial news sites. What makes it unique is that it lets you view segments that aired on CNBC that you might have missed. The segments are streamed to your browser, saving you the trouble of being in front of your TV.

	
CNN Money
 (

http://money.cnn.com


 ) has a good mix of breaking financial news and general personal financial help. It contains specialized information on markets, technology, jobs, personal finance, and real estate.

	
Investor’s Business Daily
 (

www.investors.com


 ) is largely geared for active investors and allows subscribers to read the next day’s paper early. The site also has tools to help you find stocks that are outperforming the rest of the stock market.

	
Barron’s
 (

www.barrons.com


 ) is a weekly publication written mainly for more advanced investors. Most of the features are available only to subscribers. Subscribers to The Wall Street Journal
 ’s website get a price break on Barron’s online site because both are owned by Dow Jones.
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Source: USAToday.com



FIGURE 2-4:

 USATODAY.com’s page gives investors a quick look at stocks.








Checking In on Wall Street Chatter

Rumor and innuendo are key parts to traders’ lives. Because stock prices are highly sensitive in the short run to what other traders and investors are saying about a stock, traders make it their business to follow any murmur. As an individual investor, you’re somewhat at a disadvantage in this department because you don’t have portfolio managers of giant mutual funds calling you and telling you what they’re hearing. But you can use what’s become known as social networking or social investing, which are online tools that allow investors to swap information with each other. Chat rooms were an early form of social investing, but the area has evolved to include blogs and podcasts if you’re interested in the scuttlebutt. Twitter has also become a tool for investors. Several online brokers’ sites also let users communicate with each other.

If you’re a passive investor, you probably couldn’t care less about rumors. Even so, you can take advantage of blogs and chat rooms that are dedicated to index investing. Just remember that these are casual and sometimes unreliable ways to keep up with the market chatter on various topics.




BEWARE OF RUMORS


Investors can’t help themselves when it comes to rumors. And sometimes certain blogs and podcasts only feed your innate desire to get the inside scoop on an investment that’s about to explode in value. Investment rumors are kind of like celebrity gossip: You’re probably better off ignoring them, but sometimes it’s impossible to resist. Just remember that making investment decisions based on rumors is usually a very bad idea.

Even giant stocks can get swept up in rumors and result in pain for gullible investors. Here’s an example: On May 17, 2012, Facebook, the world’s largest social networking company, sold its stock to public investors for the first time for $38 a share. The website is so popular with consumers that quickly the rumor mill went into overdrive. Many people with little to no experience with investing thought they had to jump into the initial public offering of Facebook since it was bound to soar on its first day. But these rumors proved to be far wrong. Shares of Facebook barely moved on their first day of trading and the stock lost 22 percent of its value from the offering price by the end of May. Shares have since performed very well, but investors who bought on the rumor had to endure a long period of pain, which might not be what they expected. That’s one rumor investors would have been better off ignoring.





Checking in with blogs

Thanks to low-cost computers, mobile devices, and Internet connections, just about anyone with an opinion and a keyboard or smartphone can profess his or her view of investments to the world. Some of these opinions are worth listening to, but many are not. One popular vehicle for sharing opinions is a blog
 (short for web log
 ), which is a sort of an online journal. Blogs can vary greatly in quality. Some are the modern-day equivalent of a crazy person on the street corner yelling at anyone who walks by, whereas other blogs are thoughtful and well-informed. It’s buyer beware with blogs, and you have to decide whether the person is worth listening to. Ask yourself what the blogger’s track record is and how the blogger makes money.

With so many blogs out there, sometimes the toughest part can be finding the ones that are worthwhile. Here are several ways you can locate them:


	
General search engines:
 All the leading search engines, including Google, Yahoo!, and Bing, let you search much of the blogging world. If it’s a major blog, you’re likely to find it just by searching this way: Enter the words investing blog
 in Bing.com, for example, and you can find general-interest finance blogs. Yahoo! Finance (

http://finance.yahoo.com


 ) also has a way to pull in relevant posts from financial blogs that makes searching easier. Just enter a stock symbol, and when the page for that particular stock appears, click the Market Pulse link under the News & Info heading on the left side of the page. (We discuss how to turn search engines into your investment tools later in this chapter.) Enter a stock symbol into Google Finance (

www.google.com/finance


 ) and click News, and you can find blog posts mentioning the stock.

	
Community sites:
 Facebook (

www.facebook.com


 ) is best known as an online place for friends to keep tabs on each other and for families to share photos with each other. But some financial blogs are also lurking there. To find them, just log on to the site and search for the words financial, money, investing,
 and stocks.


	
Mainstream media:
 Almost all the news sites have some of their writers penning blogs as well. Many blogs are available from the mainstream media outlet’s website or via Really Simple Syndication (RSS), which we explain in the later section “Getting your computer to do the work: RSS feeds
 .”





Getting in tune with podcasts

Next time you see someone listening to a smartphone with earphone cords dangling from his ears, don’t assume he’s rocking out. He might be researching stocks or learning about investing. A podcast
 is an audio broadcast that’s transferred 
 electronically over the Internet to your computer, smartphone, or MP3 player — they’re like radio shows for the Internet age. Like blogs, podcasts are often done by amateurs, so the same need for caution applies. But also like blogs, some podcasts are done by major media.


Finding podcasts

It’s easy to find a radio or TV station: Just turn on the radio and start flipping. But finding podcasts takes a little more doing. It’s not difficult, though, if you try these different methods:


	
Podcast search engines:
 Most of the major online search companies have special online tools to help you pinpoint podcasts. You can also use a search engine dedicated to podcasts, such as PodcastDirectory.com (

www.podcastdirectory.com


 ), which lets you enter search terms and then get a giant list of podcasts that meet your requirements. Stitcher Radio (

www.stitcher.com


 ) is another popular podcast search site.

	
Audio software:
 Apple’s iTunes software (

www.apple.com/itunes


 ), for instance, has an excellent podcast search function as part of its iTunes Store, which you can access from the Store link. Click the Podcasts link and then click Business, and you can scroll through hundreds of available podcasts, including some from mainstream outlets like Bloomberg Businessweek,
 CNBC, and National Public Radio. There are mobile apps with similar functionality. The Podcasts app for Windows Mobile allows you to type keywords and find podcasts that match.





Listening to podcasts

You can listen to most podcasts in three ways:


	
Listen on the site.
 You can listen to most podcasts by clicking a link, usually labeled Listen, directly on the site.

	
Download.
 Some podcasts let you click a Download button or, with Windows PCs, you can often also right-click the Listen link and download the podcasts.

	
Subscribe.
 You can install special software that searches your favorite podcasts and automatically downloads new episodes when they’re available. An option for both Windows and Mac users is downloading and installing Apple’s iTunes software (

www.apple.com/itunes


 ). iTunes handles all aspects of listening to podcasts, ranging from finding podcasts to subscribing to them so they’re automatically downloaded to your computer.







Taming Twitter

Social media like Facebook and Twitter are increasingly the go-to places to keep on top of real-time business news from major outlets. Here’s the quick-and-dirty of what you need to get set up: Download TweetDeck (

tweetdeck.twitter.com


 ). The app, which is available for computer and mobile devices, allows you to search for news outlets, bloggers, or other sources of market news and follow them. Once you follow these outlets, TweetDeck will monitor Twitter and present you with all the news being tweeted out so you won’t miss a thing. TweetDeck is the easiest way we’ve found to keep up with the action on Twitter. And it’s free; you just need to sign up for Twitter.



Getting your computer to do the work: RSS feeds

If you want to read investing news, read blogs, or listen to podcasts, you can use the Favorites feature of your web browser to bookmark a bunch of the sites mentioned in this chapter and then methodically make your way down your favorites list at your leisure. But some online investors don’t have time for that, so many still rely on technology called RSS feeds
 , short for Rich Site Summary
 and often called Really Simple Syndication.
 RSS feeds are kind of like notices sent out by some blogs, podcasts, and news sites to let the world know that something new is available. If you use RSS feeds, you subscribe to a news website, blog, or podcast, and the news comes to you.
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 Yes, Twitter is quickly replacing RSS as a source of real-time news, but RSS is still worth being aware of because it’s still widely available. Many companies still use RSS to notify the public they’ve released new information.

It’s easy to get started. First you need to have a way to receive the RSS feeds. You have three main ways to do this:


	
Use your web browser.
 If you’re like us, you like to install as little software on your computer as you can get away with, and you don’t like signing up for all kinds of web services. If that describes you, you might consider checking to see whether your Internet browser supports RSS.

	
Install an RSS reader.
 An RSS reader lets you tell the computer what websites you’d like to subscribe to. The RSS reader software then pulls the feeds that contain articles from all the different news sites you’ve chosen and presents them in one page. Because RSS readers are software, the RSS articles the reader downloads are stored on your hard drive so you can read them later, even if you’re not connected to the Internet. Given the rise of social media, many companies have stopped making RSS reader software. FeedDemon (

http://FeedDemon.com


 ) is probably your best choice — it still works — but 
 is no longer being supported with updates. There are other options such as RSS Reader Live (available in the Windows 10 store), which runs on computers and tablets.

	
Subscribe to a web-based RSS aggregator.
 An aggregator
 creates a tailor-made page with all the RSS feeds you’ve requested. You can think of an aggregator as a web-based RSS reader. So, instead of logging on to individual sites or downloading reader software, you log on to this one site that has dutifully pulled in all the RSS feeds you’ve subscribed to. Digg Reader (

digg.com/reader


 ) is a dedicated RSS aggregator. There’s a catch to many of these RSS aggregators: You must be connected to the Internet to read your RSS feeds.



After you get your RSS software, web-based reader, or browser set up, it’s easy to start getting RSS feeds. Just navigate to your favorite investing sites and look for links that say “RSS Feed” or “XML” and click them. Your reader, aggregator, or browser then gives you instructions on how to subscribe.




Keeping Tabs on the Regulators

Professional traders’ computers also keep close tabs on regulatory filings from companies. Regulatory filings are often the best, if not the only, data that investors get directly from a company. If companies make any significant announcements, they’re required to notify the appropriate government watchdogs, which in most cases is the Securities and Exchange Commission.

You can get regulatory filings online through


	
The company’s website:
 Most provide a section with their complete reports.

	
Financial sites and portals:
 Most of the sites we list earlier in the chapter provide links to the documents.

	
Aggregation sites:
 These sites parse the filings from companies and make them easy to find and download for free. SEC Info (

www.secinfo.com


 ) sorts all the regulatory filings into easy-to-understand categories. Last10K.com (

www.last10k.com


 ) allows you to find quickly companies’ financial reports. You also can find fee-based services, such as Morningstar Document Research (

http://documentresearch.morningstar.com


 ). It and other pay services go a step further and might even send you an email the second a company files a report. Depending on your needs, those might be worth your money.

	
The Securities and Exchange Commission:
 For most investors, the free SEC site (

www.sec.gov


 ) has as much info as any sane person would ever want, and it isn’t too difficult to navigate.




In fact, the Securities and Exchange Commission site is so easy to navigate that we’re going to show you how to do it right now. To find company regulatory filings, follow these steps:


	

Point your web browser to
 

www.sec.gov


 .


The SEC site makes an appearance.



	

Hover your mouse over the Filings tab and choose the Company Filings Search link.


The Search the EDGAR Database page appears.



	

Enter the company’s name or ticker symbol into the appropriate box, and then click the Search button.


You see a giant list of company filings in the order they were filed, as shown in Figure 2-5
 .

It’s an intimidating list that’s hardly user-friendly because the forms are distinguished only by their form,
 which is regulatory code for the types of information the documents contain. Table 2-2
 gives you the skinny on what the various form codes mean. We don’t include all the form codes because there are so many. Several of the form codes are for documents you don’t need to worry about or for data you can get more easily elsewhere, including when officers of the company sell stock.
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Source: SEC.gov



FIGURE 2-5:

 The SEC website provides regulatory filings to investors at no cost.








TABLE 2-2
 SEC Forms You Can Use





	

Form Code



	

What It Contains








	
8-K


	
A news flash from the company. 8-Ks can contain just about anything that’s considered “material” or important to investors, ranging from the resignation of a top official to news of the win of a new customer.





	
10-Q


	
The company’s quarterly report. This form displays all the information a company is required to provide to investors each quarter. Here you can find the key financial statements, such as the income statement and balance sheet, which are covered in more detail in Book 7
 .





	
10-K


	
The company’s year-end report. This is one of the most important documents a company creates. It gives you a summary of everything that happened during the year, including comments from management and financial statements that have been checked, or audited,
 by the company’s accounting firm.





	
DEF 14 and DEF 14A


	
The company’s proxy statement
 — a document that describes company matters to be discussed and voted on by shareholders at the annual meeting. Contains all the important company information that’s subject to shareholder approval and scrutiny. Most proxies contain everything that’s up for a vote at the shareholder meeting, including board members up for election, pay packages and other perks, and pending lawsuits. If you’re going to read any document, make it this one.
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 Companies don’t make their regulatory filings easy to read. You have to be part lawyer, part investor, and part investment banker to read between the lines in these often-cryptic statements. Online resources can help, including


	
Footnoted.org
 (

www.footnoted.com


 ), a business blog that studies proxies and pinpoints things that smell fishy.

	
The Analyst’s Accounting Observer
 (

www.accountingobserver.com


 ) is published by well-known accounting watchdog Jack Ciesielski, who is trained to find suspicious things in company filings.

	
Major mainstream media
 also pick the proxy statements apart and find things that stand out. USA TODAY,
 for example, routinely analyzes proxy statements, looking for details about CEO compensation.





Executing Trades

With all this talk about researching and analyzing, don’t forget what job number one is: buying or selling investments. You need to either log on to the website of your broker or download special software from your brokers that can handle the trades. We go over the dizzying number of choices you have for online brokers in Book 6, Chapter 3
 .




Searching the Internet High and Low

If you can’t find what you’re looking for by using the tips and techniques in the preceding sections, it might be time to hit the main web search engines. Some of the most popular search engines include


	
Google (

www.google.com


 ):
 Definitely the biggest and most popular web search engine, so much so that investors often say they’ll google
 a stock. Because the site is so clean and Zen-like, it has the benefit of being very easy to use.

	
Bing (

www.bing.com


 ):
 Microsoft’s attempt to come up with a Google killer, Bing.com has a few niceties for online investors, including the capability to quickly pull up stock quotes and charts by entering stock
 and also the company’s name or ticker symbol. For example, to get a quick datasheet on General Electric, type stock GE
 . Clicking the information box takes you to MSN Money for more analysis.

	
Wolfram Alpha (

www.wolframalpha.com


 ):
 This site is a lesser-known search engine than the giants, but still has some valuable features. If you enter the ticker symbol of a stock, Wolfram Alpha generates an impressive page filled with all sorts of company information. Wolfram Alpha will calculate some advanced statistical information, for instance, that shows you how well the stock has done over different time periods.

	
Yahoo! (

www.yahoo.com


 ):
 Yahoo! remains the go-to search place for many consumers. Yahoo! Finance has excellent resources for investors, as described earlier in this chapter, so it’s logical to try the site for searching, too.





Keeping the Bad Guys Out: Securing Your PC

If you’re going to use your computer to process your investing and banking tasks, you’d better lock it down. Cyber-criminals have gotten sophisticated and have targeted online investors in hopes of gaining control of a person’s account and stealing money.

Please don’t let such concerns scare you off from investing online. After all, cars get broken into and you still drive. It’s just that you must take certain precautions to make it harder for the bad guys to get into your PC, such as these: 



	

Installing antivirus software:
 If a sinister code designed to wreak havoc on your computer gets in your machine, it can be a real hassle. Viruses can corrupt system files and make your computer unreliable or unusable. Antivirus software is the easy solution. It runs in the background, looks at any program that tries to run on your computer, and stops the program if it tries to do something improper.
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 You can go to all sorts of great lengths to lock down your aging computer, but really, the best defense is upgraded equipment running a modern operating system. Windows 10 comes with built-in security that’s good enough for you — unless you’re the Pentagon. Windows Defender, which is built into Windows 10 and also Windows 8, runs efficiently and is pretty much all you need.

But for those of you who are truly paranoid, many antivirus software programs are available, including


	
Free versions:
 If you’re still running Windows 7, just upgrade to Windows 10. If you just can’t bear to part with Windows 7, one option is to download and install a free antivirus software program. Microsoft offers its own free antivirus software, called Microsoft Security Essentials (

www.microsoft.com/security_essentials


 ), which has gotten good reviews for being effective without slowing your computer down. Other free options include AVG Free (

http://free.avg.com/us-en/homepage


 ) and Avast Free (

www.avast.com/free-antivirus-download


 ).

	
Commercial:
 Antivirus programs from McAfee (

www.mcafee.com


 ), Symantec (

www.symantec.com


 ), Kaspersky (

usa.kaspersky.com


 ), and TrendMicro (

www.trendmicro.com/us/indexnight.html


 ) are popular. But these will cost you — and are most likely overkill for most users.





	
Installing antispyware software:
 Spyware is software that attaches itself to your computer without your permission and runs behind the scenes. It’s especially sinister because it might forward personal information to a third party, usually for marketing purposes. Microsoft Security Essentials can automatically scan the computer and make sure no spyware has hitched a ride on your computer. You can also find dedicated software programs designed to sniff out spyware. Malwarebytes (

www.malwarebytes.org


 ) works well (and probably has the greatest name).

	
Using firewalls:
 A firewall
 is an electronic barrier that (selectively) separates you from the Internet at large. A proper firewall is like a moat around a castle — only traffic that you lower the drawbridge for can get in. You can use the following types of firewalls:
	
Built-in:
 If you have Microsoft’s Windows 7, Vista, Windows 8, or Windows 10, you have a firewall turned on by default.


	
Router:
 The other way to protect your computer with a firewall is to install a router. A router is a small box that sits between your computer and the wall jack that connects you to the Internet. Many routers work like a software firewall and can even make your computer invisible to other computers. Depending on your router, you might need to enable the firewall. Check the router’s instructions to find out how.

	
Third-party software:
 A number of companies make firewall software, some of which is free. ZoneAlarm Internet Security (

www.zonealarm.com


 ) is one option, which offers a free version and a more advanced version called ZoneAlarm Extreme that costs $45. Comodo Free Firewall (

www.personalfirewall.comodo.com


 ) is another option, and it is — you guessed it — free.





	
Installing all-in-one security:
 If you’re running Windows 10, 8, 7, or Vista with an antivirus program, you’re in pretty good shape against the bad guys. Just make sure your copy of Windows is up to date by selecting the Start button, typing Windows Update
 in the search box in the window that appears, and following the on-screen prompts (it’s Check for updates in Windows 10). Windows 10 is designed to update itself anyway — eliminating this step. But if you’d prefer, some software programs provide three different levels of security (antivirus/antispyware/firewall). Symantec has Norton 360 (

http://us.norton.com/360


 ), and McAfee offers McAfee Total Protection (

www.mcafee.com


 ), but neither is free, and for most common home users they don’t offer enough extra protection to warrant their costs.





Mastering the Basics with Online Tutorials and Simulations

Online investing is like Vegas in that you get no do-overs. If you invest all your money in a speculative company that goes belly up, you lose your money. Period. Don’t expect the government to bail you out, and don’t think that you can sue the company to get your money back. It’s most likely gone. That’s why if you’re new to investing, you might want to try the tutorials and simulations we discuss in the following sections before using real money.


Online tutorials

Before you jump into any risky activity, it’s worthwhile to take a deep breath, relax, and make absolutely sure that you understand how the process works. Several excellent online tutorials can step you through the process ahead of time 
 to make sure you know what to expect. If you’re just starting out, it’s not a bad idea to run through one of the following:


	
Investing Online Resource Center (

www.investingonline.org


 ):
 Here’s a site that all online investors should check out. Beginning investors should read through the materials and then read the Eight Things Every Investor Should Know section in the Online Investing tab. Don’t miss the site’s IORC Simulator Center, which lets you see what it’s like to invest online.

	
Investing 101 at Investopedia (

www.investopedia.com/university/beginner


 ):
 A great primer of what you can expect, it’s worth running through to make sure you have all the basics down. Figure 2-6
 shows you what an Investopedia page looks like.

	
The Investor’s Clearinghouse (

www.investoreducation.org


 ):
 Here you find links to online resources on all sorts of investing topics, ranging from ways to research investments to finding investing help. An affiliated site, Help For Investors.org (

www.helpforinvestors.org


 ), provides even more tips.


	
American Association of Individual Investors (

www.aaii.com


 ):
 This site provides some free resources to investors, including a virtual Investor Classroom that teaches the basics (

www.aaii.com/computerized-investing/article/aaiis-investor-classroom


 ).




[image: image]

Source: investopedia.com



FIGURE 2-6:

 Investopedia’s Investing 101 steps investors through most of the things they need to know.







WHAT WOULD BUFFETT DO?


An interesting feature about the AAII’s site is that investors can find portfolios that mirror famous investors’ strategies and see how they turn out. One portfolio is designed to be similar to that of famed investor Warren Buffett using reports of his holdings. You can also find portfolios in AAII that mirror the portfolios of other famous money managers’ strategies. This part of the site is available here: 

www.aaii.com/stock-screens


 .




[image: warning]
 Be careful about which online tutorials you read and pay attention to. Many so-called tutorials are thinly guised pitches for investment professionals trying to get you to hire them. Some also promote specialized trading techniques with the purpose of getting you to buy books, video recordings, and other materials.



Simulations

Online games, or simulations, let you buy and sell real stocks using only funny money. Online simulations are a good idea for investors because they let you get a taste for investing before you commit to a strategy.

A few simulators you can try out include


	
Icarra
 (

www.icarra.com


 ) is a powerful portfolio tracking software program that’s so addictive, you might keep playing even after you set up an online trading account and invest for real. After downloading the software, you enter buys and sells. Icarra carefully tracks the performance of your stocks and tells you how you’re doing. Even more interesting, though, is that you can view other members’ portfolios and share your own.

	
TradeStation Simulator
 (

www.tradestation.com/trading-technology/tradestation-platform/execute/simulator


 ) is the property of TradeStation. The simulator lets you practice trading online with a pretend account. You’ll need to sign up for an account, which is free, but you don’t need to put in any real money to use the simulator. Figure 2-7
 shows the simulator home page of the TradeStation site.


	
Investopedia Stock Simulator
 (

www.investopedia.com/simulator


 ) starts you with $100,000 in funny money and lets you invest in any way you choose.

	
SmartStocks
 (

app.smartstocks.com


 ) gets you started with a pretty generous portfolio stuffed with $1 million in virtual cash. You can use this cash to build a portfolio of investments to see how you perform and even compete against your friends.




[image: image]

Source: tradestation.com



FIGURE 2-7:

 TradeStation’s simulator lets you try your hand at investing online with play money before putting your own money on the line.








Chapter 3

Connecting with an Online Broker



 
IN THIS CHAPTER
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 Deciding what you need from a broker
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 Knowing the differences between a self-service and full-service brokerage
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 Making sure your money is safe with your broker
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 Scoping out how to access your account with your broker


[image: check]
 Setting up your account and getting started




In this chapter, we sift through the offers from all the major online brokerages to pinpoint which ones could fit your needs. Why can’t we save you the trouble and just tell you which broker is the best? It’s not that easy. Choosing “the best” brokerage is like choosing the most beautiful painting in an art museum. Everyone has an opinion based on what is most important to him or her. When choosing a broker, if you’re most interested in dirt-cheap commissions and don’t care much for service, you have one set of brokers to pick from. If you’re looking for access to physical branches staffed with live people who can help you choose stocks or navigate the website, you have an entirely different set of candidates.

You might think you don’t need this chapter because you like a certain broker’s ads on TV or have a cousin who swears by his online broker. But don’t underestimate the benefits that will accrue for you if you thoroughly research your broker options. Face it: Your broker is the gatekeeper to your money, and picking the right one will partly determine how successful you are as an investor.




Finding the Best Broker for You

People are constantly looking for the “best” of everything. Photography buffs pore through online reviews and websites looking for the best camera, commuters seek the best car, and parents search for the best stroller. Similarly, investors are on a constant quest for the best online broker. But just as different cameras, cars, and strollers fit different people’s needs, the same is true with brokerages. As we explain earlier in this book, investors have different goals, taste for risk, and resources. And that’s why one person’s broker can be perfect for him or her, but completely wrong for you.

[image: remember]
 Not thoroughly researching your broker is a mistake. Your online broker is the most important member of your investing team, handling everything from tracking your portfolio to helping you buy and sell investments. You need to be happy with the relationship in order to be a happy online investor. Above all, you want to make sure your broker will be there for you if you run into any problems or have questions. When online investors run into problems, 79 percent of them go to their online brokerage firm for help, says rating service J.D. Power.


Main factors to consider

Brokers differ from one another in nine main ways. If you’re aware of these nine things and understand what you’re looking for, you can quickly eliminate brokers that don’t fit your needs. The factors to consider are as follows:


	
Commissions:
 Perhaps the most important consideration for many investors when evaluating brokers is the price charged for executing trades, known as the commission.
 We discuss fees at length later in the chapter. There’s good news here. Commissions charged by online brokers have been steadily falling since the 1990s, with most taking a dive even lower during the price war that erupted in early 2010. Also, most brokers now offer flat-rate commissions, meaning that all people pay the same commission no matter how many times they buy and sell or how many shares they trade. Some brokers have even started offering free commissions on certain trades.

	
Availability of advice:
 One way brokers separate themselves is by whether they give you any help picking investments. On one end of the spectrum are the full-service traditional brokers
 that are all about giving you personalized attention. Not only can they pick stocks for you, but they’ll also pour you coffee and serve you donuts when you visit them in their fancy offices. If you’re not interested in paying for such niceties, the self-service brokers
 are happy to oblige. Self-service brokers give you the tools you need, and then you’re pretty much on your own. A few brokers fit somewhere between full service and self-service.


	
Access to an office:
 Some brokers exist only online. It’s up to you to have your own computer and Internet connection. But others have branch offices in certain cities and allow customers to stop in, do some trading, and sometimes take classes and fraternize with other investors. You may not think that having access to a branch office will be important to you; after all, you’re an online investor. Still, rating service J.D. Power found that 31 percent of online investors who have access to branch offices tend to be happier with their online brokers. Go figure.

	
Other banking services:
 A brokerage account doesn’t have to be a financial island. Some brokerage firms let you move money from your trading account into other types of accounts, such as checking accounts. Some also provide ATM cards or credit cards.

	
Speed of execution:
 When you click the Buy or Sell button on the website, it doesn’t mean that the trade is done. Your order snakes its way from your computer to other traders on Wall Street, where it is filled. Some brokerages have spent a great deal of effort giving you the fastest path to other traders. That’s generally beneficial because it means you get a price that reflects the true value of the stock you’re buying or selling. Depending on your strategy, you might not want your orders piling up in a bin, waiting to get filled. Speed of execution is tracked by broker-rating services, which we discuss in the later section “Finding Out What Reviewers Think
 .”

	
Customer service:
 Do you have a question about your account or about making a trade? When you do, you’ll need to reach the broker and ask it. The levels of service vary wildly. Some brokers have customer service reps available at your beck and call either in offices or on the phone. Others let you email a question and wait for an answer.

	
Site reliability:
 No one wants to be in the position of finding a promising investment only to discover that his or her online brokerage is down for repair. Some brokerages have focused on limiting system downtime, which might be important to you if you trade many times a day. Again, this is something brokerage-rating services measure.

	
Access to advanced stock-buying tools:
 Some brokerage sites are pretty bare-bones because they assume that the investors already have the software and tools they need. This is dramatically changing, however, as many third-party investing websites are vanishing, scaling back, or starting to charge for their services. Now, investors are increasingly looking to their brokerages to provide comprehensive tools that can track tax liabilities, help them go prospecting for stocks, or monitor market movements or breaking news.

	
Ease of use:
 Online brokers geared for people new to online investing or who plan to trade very infrequently are minimalists and have as few buttons as possible. They’re the Zen of trading. But those aimed for hyperactive traders 
 who click Buy and Sell so many times they have calluses on their fingers tend to give investors dozens of options allowing them to do some advanced stuff. Some sites targeting advanced traders provide trading tools aimed at helping investors flip stocks or other options quickly and at set prices. But that might be overwhelming if you just want to buy 100 shares of General Electric stock every couple of months.





“Gotchas” to watch out for

[image: warning]
 Brokerage firms often have confusing commission structures to fool you into thinking you’ll pay less than you ultimately do. Make sure you check to see whether the firm charges extra for certain types of orders, such as limit orders or mutual funds. Some brokers zing you with fees or inflate commissions if you don’t keep a balance of a certain size. Some brokers also charge you for switching to another broker. Always check for covert fees before signing up. The “Avoiding Hidden Fees
 ” section later in the chapter can help you spot things to watch out for.




Separating the Types of Brokerages

Choosing a brokerage firm might seem intimidating, but it’s really no different than picking a restaurant. You can find fast-food restaurants, where you have to walk up to the counter, place your order, put on your own ketchup and mustard, and find a place to sit. Then there are full-service restaurants, where you’re seated and pampered by dressed-up waiters who bring everything at your command and even clean the bread crumbs away when you’re done.

The same goes for brokerages. Self-service brokers give you everything you need to get the job done and let you have at it. Because you’re doing much of the work yourself, unless you ask for help, self-service brokers tend to have the lowest commissions. Self-service brokers are commonly grouped into two baskets: deep discounters and discounters. Then you have the full-service traditional brokerages, which hold your hand through the whole process, down to suggesting investments, analyzing your portfolio, and offering estate-planning services. Remember that these are general brokerage types, and sometimes the lines blur a bit because some self-service brokers, especially the discounters and premium discounters, let you buy advice from them.

[image: tip]
 If you can’t find a page on the broker’s site that lists all its fees, commissions, and other charges in less than three mouse clicks from the home page, look for a broker elsewhere. We’ve found that brokers that bury fees do so for a reason.


How do you decide what you need? It’s really a matter of deciding ahead of time how often you intend to trade, what types of investments you plan to buy, and how long you’ll hold them. It’s difficult to know this in advance, but there are ways to figure it out. For instance, did you perform the trading simulations we mention in Book 6, Chapter 2
 ? If so, how often did you trade? Next, familiarize yourself with the four types of online brokers: deep discount, discount, premium discount, and full-service traditional. Read the following descriptions and see what you can expect to get at each level. Decide whether the extra whistles and bells are worth the extra cost. To make things easy, the key stats are summarized in charts after each section. We include the standard commissions to give you the most realistic scenario for each broker.

[image: remember]
 Double-check brokers’ fees before signing up — they change frequently. Also remember that some brokers might charge lower commissions if you pay a monthly subscription fee, meet certain balance thresholds, or hold other types of accounts in addition to the brokerage account.


Deep discounters: Trading for $5 or less

These are the Walmarts and Home Depots of the brokerage world. When you sign up for a deep discounter, you’re on your own. But if you know what you’re doing, that’s a good thing because you don’t have to worry about getting pestered by a financial advisor trying to pitch stocks you have no interest in. And you’ll get all the basics that you truly need, such as year-end tax statements, company information mailed to your door (if you choose paper delivery), basic access to stock quotes and research, and the ability to buy and sell stocks and other investments. But the real beauty of these brokers is their sweet, low price: Because they don’t offer niceties like branch offices, they can have the lowest commissions, usually $5 a trade or less. Leaders include the following:


	
Capital One Investing
 is trying to prove that deep discounters aren’t just for active traders. Capital One’s trades start at $6.95 each, but you can buy stocks for $4 as part of its ShareBuilder plan. Capital One Investing caters to beginners, though. The site tries to keep things simple by allowing you to enter the dollar amount you want to spend buying stock, not the number of shares, as many brokerages do. You endure some sacrifices, though. The discounted $4 orders with the ShareBuilder plan aren’t executed immediately but rather pooled and filled once a week (on Tuesdays). This is a deal killer if you’re a day trader
 — someone trying to jump in and out of stocks several times a day to make a quick profit. If you want to buy a stock immediately, the commission jumps to $7. And be sure you’re not planning on selling much because the commission for sell orders is also $7.


	
FolioInvesting
 offers a variety of pricing plans so investors can choose which one works best. FolioInvesting’s Basic plan lets you trade stocks for a low price of $4 as long as you’re okay if the trades aren’t executed right away, but instead during two windows during the day. If you want your trades to go through right away, you’ll be charged $10. You also pay a $15 maintenance fee per quarter if you place fewer than three trades in the quarter. If you pay a $290-a-year subscription fee, though, you get free delayed trades and a discounted rate of $3 to have trades go through right away.

	
Loyal3
 has most brokerages beat on price: It’s free. The brokerage firm allows users to buy and sell individual stocks for no commission at all. The site, which is built to attract newbie investors, requires only an initial deposit of $10 and will even let you buy partial shares of stock. If there’s a catch, it’s that not all stocks are available on Loyal3. But most of the biggies are, including Amazon.com, Walt Disney, Facebook, and Microsoft. Be sure to check the website at 

www.loyal3.com/stocks


 to see if the broker offers the stock you’re interested in buying. It’ll be interesting to see if Loyal3 can make a go with zero commissions, because other brokerages that have tried this have ultimately been forced to charge.

	
OptionsHouse
 is trying to bridge the gap between discounters with advanced trading features and the deep discounters with low prices. This brokerage charges $5 a trade and doesn’t require any account minimums. But it also offers a robust website with tools especially designed for advanced traders.

	
Robinhood
 is the latest brokerage to try offering the ultimate lure: Free commissions. This brokerage launched in 2014 as the latest to provide $0 commissions. It’s different than other brokerages in that it is entirely focused on mobile devices. Instead of providing a website for investors to log into and place trades, Robinhood offers only apps for smartphones and tablets. You won’t find the rich data services that are available on the websites of other brokers — but you won’t pay for them, either.

	
SogoTrade
 ’s $5-a-trade is appealing not just for the low price. If you plan to be a serious trader, SogoTrade lets you download software to your computer — software similar to that provided by more expensive online brokers — which helps you track the market’s daily movements. You must open an account with at least $500, but you don’t need to maintain a minimum balance going forward. There are ways to cut the commission further; the commission drops to $3 if you trade 150 times or more a quarter.

	
TradeKing
 aims to give investors a few more niceties than other deep discounters, such as the ability to write checks against cash balances (for a fee), access to company news and research reports, and a straightforward flat-fee commission of $4.95. It’s geared largely for active investors who want to focus on buying individual stocks and not exchange-traded funds, which can be traded for free at some larger brokerages like TD Ameritrade. 
 (Exchange-traded funds, or ETFs — mutual-fund-like baskets of investments that trade like stocks — can be great for many investors and are covered in more detail in Book 5
 .) No minimum account balance is required, but you’ll be charged a $50-a-year fee if you have less than $2,500 in your account and don’t trade at least once a year.




Table 3-1
 sums up the main differences among the deep discounters.




TABLE 3-1
 Deep Discounters





	

Broker



	

Web Address



	

Commission



	

Minimum to Open an Account








	
Capital One Investing


	



www.capitaloneinvesting.com





	
$4.00 to buy and $9.95 to sell


	
None





	
FolioInvesting


	



www.folioinvesting.com





	
$4.00 to trade stocks on a delayed basis, $10.00 for immediate trades with Basic plan


	
None





	
Loyal3


	



www.loyal3.com





	
$0


	
$10





	
OptionsHouse


	



www.optionshouse.com





	
$4.95


	
None





	
Robinhood


	



www.robinhood.com





	
$0


	
None





	
SogoTrade


	



www.sogotrade.com





	
$5.00


	
$500





	
TradeKing


	



www.tradeking.com





	
$4.95


	
None








[image: tip]
 Beginning investors always ask us how much money they need to start and where they can get started investing online. You can start with next to nothing with brokers that have no minimum deposit requirements, which includes most of the deep discounters. TradeKing even reimburses you for fees your old broker might charge if you switch. If you’re the kind of person who can’t seem to save money until you’ve sent your cash off to a bank or brokerage, these are great places to start.



Discounters: Trading for $5.01 to $10

If the thought of being completely on your own makes you nervous but you’re not willing to give up low-cost commissions, the discount brokers sit in the sweet spot for you. These brokers suit most investors ranging from beginners to the more advanced because they generally offer some advice (if you ask for it), and many have offices in most major cities. Even if you’re not looking for advice, the discounters are still appealing because they load their websites with advanced tools to help do-it-yourself investors of all levels. Some provide access to advanced trading tools, real-time stock quotes, or special computer programs that let you enter trades just as fast as the traders on Wall Street. These extras come with slightly higher commissions, but the difference isn’t all that significant anymore compared with the deep discounters, and it might not be a deal-breaker for you. Price wars have yanked commissions from the discounters down to between $5.01 and $10. Most discounters also offer price breaks if you’re a hyperactive trader. The names to know here are 



	
Bank of America
 might not be what you think of as a stockbroker, but it’s one of the large banks aggressively boosting its brokerage services. Traditionally, banks have targeted the well-heeled with personal bankers who pick out investments like personal shoppers pick out ties for rich executives. But Bank of America’s Merrill Edge unit has added self-service brokerage fees with commissions starting at $6.95. And you can get 30 free trades a month if you keep at least $25,000 with the bank in a deposit account, such as a Bank of America savings account. As your account grows, you have access to the wealth management services offered by the bank. Bank of America makes its connection with Merrill Lynch clear on its website, as shown in Figure 3-1
 .

	
Charles Schwab
 tries to be the Toyota Camry of brokers: not flashy or exotic in any one area but practical and pleasing to the bulk of investors. Schwab kicked off the industry’s latest round of price cutting in early 2010 when it lowered its online per-trade commission to a flat rate of $8.95 from $12.95. It’s still at $8.95, keeping it very competitive among the other discounters. Schwab’s commissions still aren’t the cheapest, but for that price, the broker adds services that might be valuable, whether you’re looking for help or want to be left to your own devices. For instance, you can buy 200 exchange-traded funds 
 for no commission. Do-it-yourselfers might like Schwab’s Equity Ratings, a computerized system that evaluates stocks and assigns them letter-grade scores from A to F. It also provides access to Wall Street research and a full suite of banking services, including high interest rates paid on cash sitting in your account. But if you decide later you need more help, Schwab offers mutual funds designed to fit very specific needs in addition to making consultants available to give you personalized advice. If you’re not going to use all these extra services, though, the higher commission might not be worth it.

	
DittoTrade
 takes a very communal approach toward online investing. When you sign up for the brokerage service, you can also choose to “attach” your trades to the trades of other investors. Say, for instance, you have a friend with a knack at picking great technology stocks. If you and your friend have an account at DittoTrade, you can choose to buy or sell any stock your friend is buying and selling. You’ll receive an email telling you your friend’s trade is going to be made, and you can choose to have the system carry out the trade for you, too. You can remove your “attachment” at any time. You will pay $6.95 per trade.

	
E*TRADE
 has a reputation as being an innovator in the industry and seems to be always looking for ways to separate itself from others. E*TRADE has long targeted active traders with computer software such as E*Trade Pro, which lets you find stocks and other investments that meet your criteria or test how trading strategies would have worked in the past. But E*TRADE has things for beginners, too, such as access to stock research from several providers and the capability to shift cash to a checking or high-yield savings account. The commissions range from $7.99 to $9.99, based on your account balance and how often you trade.

	
Fidelity
 gets good marks for making its website easy to navigate and getting trades through quickly. Fidelity has also been a leader in adding functions outside of just plain-old U.S. stock trading, including an advanced online system to buy bonds, invest in initial public offerings, and trade stocks outside the United States. For years, Fidelity was a premium-priced online brokerage, but that changed in early 2010 when it answered Schwab’s price cut and slashed its commission even lower than Schwab’s to $7.95, where it still is today. In addition, Fidelity is offering free commissions on select ETFs from iShares, which is one of the largest providers of these investments.

	
Motif Investing
 is for investors who want to pick trends or themes, not necessarily individual stocks. Customers can choose from dozens of premade investing “Motifs,” which are broad ideas for investment, such as companies working on biotechnology developments, called “Biotech Breakthroughs,” or companies that get most of their revenue from the United States, called “All American.” Investors can buy the Motif, and then Motif Investing will take the money invested and invest it in a group of up to 30 stocks that are preselected as fitting the theme. This brokerage is convenient for investors who don’t want to choose individual stocks but aren’t happy with the current selection of 
 mutual funds or ETFs. Motif Investing charges a $9.95 commission to buy or sell a Motif. You can also buy and sell individual stocks for $4.95 per trade.

	
Scottrade
 tries to undercut the big three (Schwab, E*TRADE, and TD Ameritrade) on price but not service. Its $7 commissions are considerably less than the other top players’, but you still get access to branches, and it also has a separate service for active traders. It even throws in access to banking services including ATM withdrawals and online bill pay, something you’d usually get only from more expensive brokers. Scottrade also offers various tools for investors, ranging from advanced day traders to more leisurely investors who buy and hold for the long term.

	
TD Ameritrade’s
 earliest customers were active traders looking for low commissions. But the brokerage’s low-cost roots are eroding, as its $9.99-per-trade commission is now more than what most of its major rivals charge. But TD Ameritrade tries to make up for its higher commission by offering a variety of services that might save you money. Investors who trade frequently during the day also like TD Ameritrade’s bonus PC software trading tools, like the Trade Architect and thinkorswim, which let you see second-by-second stock price movements or test trading strategies and analyze how they would have done. TD Ameritrade is also a leader in offering consumers free trading in ETFs. Customers can choose from more than 100 best-in-class ETFs from several leading providers, including iShares and Vanguard, and pay no commission as long as they are held more than 30 days. (See Figure 3-2
 .) TD Ameritrade keeps growing. It bought rival brokerage Scottrade in 2016.


	
Vanguard
 gets bragging rights after consistently scoring high ratings from J.D. Power. Vanguard’s site wins fans for its speed, the quality of customer service, and availability to help in navigating the site and making investment decisions. And thanks to aggressive price cuts in 2010, the brokerage can now compete with other discounters on price. Vanguard’s commission structure, though, is a little more complex than at other brokers. The first 25 trades you make in a year are a competitive $7 if you have less than $50,000 in your account. After you trade 25 times, trades jump to $20. If you keep more than $50,000 in your account but less than $500,000, you can get unlimited $7 trades. If you have more than $500,000 in your account, trades are discounted to $2, and trades are free if you have more than a million bucks in your account. Vanguard does provide free unlimited trading to all investors in its own family of well-regarded ETFs. Remember, Vanguard’s stock brokerage offering is separate from the account that lets you buy and sell Vanguard mutual funds, which we cover later. Some investors may be charged a $20 annual account service fee.

	
Wells Fargo
 is another bank that follows the model of using brokerage services to tempt customers to put more money in its hands. Wells Fargo’s self-service stock commissions start at $8.95. But if you keep at least $25,000 in your deposit accounts, you can get up to 100 free trades a year without paying the monthly service charge of $30. Wells Fargo also gives you 100 trades a year with no monthly service fee if you keep $50,000 with the bank and its brokerage. Wells Fargo’s free trading deal might be better for some since the $50,000 balance requirement doesn’t have to be sitting in a deposit account, like a savings account, but also includes the value of the stocks in your portfolio. But falling short of the $25,000 deposit balance or $50,000 total can be costly, resulting in a $30 monthly fee.
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Source: bofaml.com



FIGURE 3-1:

 Bank of America has used its purchase of Merrill Lynch as a way to win over investors.
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Source: tdameritrade.com



FIGURE 3-2:

 TD Ameritrade allows you to search all the ETFs it will allow you to buy and sell for no commission on its website.





Check out Table 3-2
 for an overview of what the different discounters have to offer.




TABLE 3-2
 Discounters





	

Broker



	

Web Address



	

Commission



	

Minimum to Open an Account








	
Bank of America (Merrill Edge)


	



www.merrilledge.com





	
$0 if requirements are met; otherwise $6.95


	





	
Charles Schwab


	



www.schwab.com





	
$8.95


	
$1,000





	
E*TRADE


	



www.etrade.com





	
$9.99


	
$1,000





	
Fidelity


	



www.fidelity.com





	
$7.95


	
$2,500





	

 MotifInvesting


	



www.motifinvesting.com





	
$9.95


	
$1,000





	
Scottrade


	



www.scottrade.com





	
$7.00


	
$500





	
TD Ameritrade


	



www.tdameritrade.com





	
$9.99


	
None





	
Vanguard


	



www.vanguard.com





	
$7.00


	
$3,000





	
Wells Fargo


	



www.wellsfargo.com





	
$0 if requirements are met; otherwise, $8.95


	
$1,000










ARE FREE TRADES REALLY FREE?


When anything claims to be “free” in online investing, your defenses should go up instantly. Loyal3, Robinhood, Bank of America, and Wells Fargo promise free trades to investors. Be on guard and evaluate all the stipulations, though, before assuming that these free offers are best for you. (See the section on hidden fees later in this chapter.) The first thing to remember when looking at free brokerages: Don’t overlook what interest rate will be paid on cash sitting in your account. Not paying attention to interest rates could wipe out any savings you think you’re getting from free trades.

Here’s what we mean. Say that you trade ten times a year and normally leave about $10,000 of uninvested cash in your account. If trades are free, it’s true; your commission costs would be zero. But you still could be overpaying if you’re not getting a rate of return on your uninvested cash. In fact, you’d be $150 better off paying $9.99 a trade if you get 2.5 percent interest on cash sitting in your account. Granted these days you’re lucky if you get just 1.0 percent on a “high-yield” savings account, so it’s less important now. But if interest rates rise as many forecasters expect, then free trades will become less compelling.

Coauthor Matt Krantz has come up with a formula that takes the guesswork out of “free” trades:


	
Multiply the number of trades you do each year by the commission; save this number.


	
Multiply the amount of uninvested cash you expect to keep in your account by the interest rate you will collect; divide this number by 100 and save the result.


	
 Subtract the answer in Step 2 from the answer in Step 1.




This formula shows you how much the commissions each broker you’re considering are costing you after adjusting for the rate of return you’ll get on your cash: The lower the number, the better. If you’re choosing between a couple of brokers, crunch this formula and choose the broker with the lowest (or negative) number. Clearly, when interest rates are next to nothing as they were in 2016, missing out on interest isn’t as big a deal. But when rates rise, savvy investors should pay close attention to this hidden cost of free trades.






Full-service traditional

As you get started with investing, you may want to try your own hand at choosing and investing in stocks and funds. But maybe after reading the preceding descriptions, you’re looking for more help. That’s when you might consider a full-service traditional broker.

Full-service brokers pride themselves on being part of your team of “people” whom you call on routinely for advice, like your real estate agent, housekeeper, and mechanic. The top full-service traditional brokerages are the Wall Street firms you’ve probably heard of, such as Bank of America’s Merrill Lynch, Morgan Stanley Smith Barney (

www.morganstanleyclientserv.com


 ), Edward Jones (

www.edwardjones.com


 ), Goldman Sachs (

www.goldmansachs.com


 ), and UBS (

www.ubs.com/us/en.html


 ). Merrill Lynch, through Bank of America, competes with the discounters. But Merrill Lynch (

www.ml.com


 ) also provides full-service brokerage services as part of its wealth management offering, geared for wealthy investors.

And by now, most full-service traditional brokers can legitimately call themselves online brokerages because they have websites that let you view your accounts. Services that these firms provide include


	
Constant stock recommendations:
 Most big Wall Street firms have famous strategists and analysts who think big thoughts and come up with stock tips. The brokers then spread those tips to you.

	
Access to initial public offerings:
 When companies go public, they first sell their shares to large Wall Street investment banks. Those shares, especially if the initial public offering (IPO) is expected to be popular, are often a sought-after commodity because they have the chance to rise in value the first day. If you’re an active customer with these firms’ brokerage divisions, you might get a shot at buying these shares at the IPO price.


	
Availability of other financial services:
 If you’re a customer with a full-service traditional brokerage, you might get extra financial services, such as help with your taxes or estate planning.



But before you get too excited about the extra services that traditional full-service brokers may provide, you also have downsides to consider, such as


	
High cost:
 Wall Street firms have to pay somehow for those fancy offices you’re enjoying. The fees tend to be higher, and you might pay a lofty commission for each trade or pay a percentage of your assets.

	
Uneven treatment:
 Remember that it’s unlikely you’ll end up being Goldman Sach’s best customer, so don’t expect to get the real goods. For instance, when shares of the next truly promising IPO are doled out, if you’re not a top customer or famous, you probably won’t get shares anyway. (Fees and rates can vary, too, which is why we didn’t even bother coming up with a table comparing fee structures for the full-service traditional brokerage crowd.)

	
Potential for conflicts:
 Because brokers are often paid by commission, they might have an incentive to urge you to trade more frequently than you might like.



[image: warning]
 Be skeptical if a friend or family member recommends a broker to you. Many brokerage firms give customers bounties of $50 or more or dozens of free trades if someone they refer signs up. We’re not telling you that you can’t trust your friends. Just know that people who recommend their broker might have a motive other than telling you which broker is best for you.




Avoiding Hidden Fees

The stock trade commission is likely the fee you’ll pay the most often, so it’s wise to pay the most attention to it. But don’t think it’s the only fee. Brokers often charge a host of other fees, which, depending on your circumstance, can add up fast. These extra fees are increasingly important for online investors to monitor as brokers’ trading commissions get more comparable. You should look for a page that discloses these fees, like the one shown in Figure 3-3
 . Here are some common hidden fees you should be aware of:


	
Maintenance fees
 are monthly, quarterly, or annual fees that some brokers charge you just to have an account with them. Don’t pay maintenance fees. Period. If you’re paying them, you’re probably at the wrong broker. Most brokers exempt you from paying maintenance fees if you meet certain requirements. If you can’t meet them, switch to a different broker.


	
Inactivity fees
 are the ugly cousins of maintenance fees. A brokerage might charge these fees if you don’t gin up enough commissions for the brokerage by trading. Don’t allow these fees to push you to buy and sell stock more than you’re comfortable with. Most brokerages that charge such fees offer exemptions for customers who meet other criteria. TradeKing, for instance, charges $50 a year for investors who don’t place a trade in 12 months. But TradeKing won’t charge this fee, even if you don’t trade in a 12-month period, if you have $2,500 or more in your brokerage account.

	
Transfer fees
 are charged when you want to part ways with your broker. Expect to get nicked with a $50 or higher fee, which brokers charge supposedly to cover their cost of shipping all your stock holdings and transferring cash to your new broker. One way to avoid this charge is to sell all the stocks in the old account and then write a check or electronically transfer the cash to the new broker drawn on your old account. But this might not work. Keep in mind that you’ll incur commissions for every stock you sell, and tax considerations might cost you well over $50. Refer to Book 2, Chapter 2
 for a refresher on taxes. Some brokers, including Scottrade, don’t charge a transfer fee. And some brokers will pick up the transfer fee tab if you move the account to them.


	
Certificate fees
 are charged if you want your broker to mail you the physical stock certificates you own. It’s usually a $500 or higher charge. Some online brokers won’t help you get paper certificates at all.

	
Check-writing fees
 range dramatically from broker to broker. Some charge you an annual fee to have the privilege to write checks against your account. Others give you a certain number of free checks and charge only if you write checks that bounce.

	
Special orders
 are added fees if you trade more than a set number of shares.




[image: image]

Source: tdameritrade.com



FIGURE 3-3:

 TD Ameritrade discloses all its miscellaneous fees on a Brokerage Fees page.







Finding Out What Reviewers Think

It can be overwhelming to parse through all the brokers’ commissions because there appear to be more moving parts than in a Swiss watch. Minimum requirements and fees vary, and it’s hard to know how fast a broker’s website will be until you actually sign up and try it. Luckily, some professional reviewers have kicked the tires for you. Different rating services and publications that evaluate brokers each year include


	
J.D. Power:
 Although it’s best known for rating cars, J.D. Power also evaluates both online and full-service traditional brokers every year. It rates brokers based on several criteria, including cost, customer service, how quickly trades are completed, website design, data that’s provided, and overall satisfaction. Read the latest reviews at 

www.jdpower.com/ratings/study/Self-Directed-Investor-Satisfaction-Study/613ENG


 .

	
Barron’s:
 A Wall Street fixture since the 1920s, Barron’s keeps an eye out for online brokers that serve sophisticated investors best. You’ll have to subscribe, though, to read the stories online. An online subscription costs $79 a year and includes access to its entire site, which contains more than just broker ratings. Barron’s Online is available at 

www.barrons.com


 , and you can read the most recent brokerage ratings for free: 

www.barrons.com/articles/SB51367578116875004693704580500193983582362


 .

	
KeyNote:
 Bringing science to the measurement of broker quality is also a goal of KeyNote. KeyNote maintains a Brokerage Performance Index for online brokers’ websites in which it checks how quickly they can load pages. KeyNote takes the measurements from ten different cities to make sure it has an accurate measurement: 

www.keynote.com/keynote_competitive_research/performance_indices/broker_index/broker.html


 . The Brokerage Performance Index is only one small part of KeyNote’s benchmark activities.






Is Your Money Safe? Checking Out Your Broker

When you’re about to hand over your life’s savings to a broker, especially one with no offices, you want to make sure that it’s a reputable outfit. As investors in the Bernie Madoff investment scam learned the hard way, it’s up to you to make sure you’re dealing with a legitimate broker. Unlike bank savings accounts, brokerages have no government guarantee. But you still have some safeguards.

Your first layer of protection comes from the Securities Investor Protection Corporation (SIPC). The SIPC was formed by Congress in 1970 to protect investors by promising to help recover and return cash to investors if their brokerage closes because of bankruptcy. If cash or stock mysteriously goes missing in your account, the SIPC might help you recover the funds. The SIPC has provided $2.3 billion in funds and helped in the recovery of $134 billion in assets for 773,000 investors since it was formed in 1970 through 2014. If a brokerage fails and doesn’t have enough money to repay customers, the SIPC covers up to $500,000 per customer. You should always check whether a broker is an SIPC member by logging on to 

www.sipc.org


 . In addition, some brokers carry additional insurance to protect customer assets beyond $500,000. All the brokers mentioned in this chapter are SIPC members as of this writing.

Next, make sure your broker has the appropriate approval from regulatory bodies to buy and sell investments. You wouldn’t let someone who isn’t a doctor remove your appendix, right? You should also make sure your broker is registered to be a broker. You can do this using the Financial Industry Regulatory Authority (FINRA) BrokerCheck at 

brokercheck.finra.org


 . BrokerCheck tells you whether the brokerage is registered with this important regulatory body and whether the registration is current. Each state also keeps tabs on brokerages serving customers in its region. State regulators are coordinated by the North American Securities Administrators Association, which provides access to the public at 

www.nasaa.org


 .

Lastly, you want to know whether the broker you’re considering has been disciplined recently. You can access this info from FINRA’s BrokerCheck by downloading the broker’s regulatory report and checking the section that spells out disciplinary action. Information is also available from a system maintained by the New York Stock Exchange’s Disciplinary Action database at 

www.nyse.com/regulation/disciplinary-actions


 . And the ultimate watchdog on Wall Street is the U.S. Securities and Exchange Commission, which maintains records on brokers at 

www.sec.gov


 and provides tips to investors looking to check out their brokers at 

http://sec.gov/investor/brokers.htm


 . The SEC leaves tracking routine disciplinary actions to FINRA but does provide information when it pursues legal action against brokers. You can track SEC’s legal actions by using the search function at 

www.sec.gov


 .




Cutting the Cord: Mobile Trading

If the idea of checking up on your portfolio and placing trades while sipping margaritas by the pool appeals to you, get a life. Well, okay, sometimes you do
 need to check up on your account even when you’re not sitting behind a computer at your desk. To help, plenty of brokers are providing wireless access to account information so customers can access their portfolios at any time, be it from a device running Google’s Android operating system, Apple’s iOS, Microsoft’s Windows 10, or other wireless devices. You have several ways to accomplish this:


	
From a laptop:
 Most laptops are equipped with wireless capabilities. If your laptop is set up for wireless access, using popular Wi-Fi technology, you can get online at thousands of locations that offer wireless Internet connections, called Wi-Fi hotspots. Some hotspots available across the country are free to use, and you can find them by using this site: 

www.wififreespot.com


 .

	
From a smartphone or tablet’s web browser:
 Several online brokers reformat their web pages so they appear correctly on the small screen of smartphones. This technology is usually called mobile web trading
 . Just open the wireless browser in your web-enabled phone, Android, iPhone, or Windows 10 device and type the broker’s address. Most brokers can detect that you’re accessing their site from a phone and reformat the pages automatically.

	
From a smartphone or tablet (or computer) using an app:
 Most major online brokers are making special software, popularly called apps,
 that you can download to your smartphone or tablet and use to check stock quotes or trade stocks. Once you download and install these apps, you can enjoy an online trading experience that’s more engaging. Many investors prefer so-called “mobile trading apps” over mobile web trading because the interface is spiffier and typically easier to use. Online brokerages have been rushing to offer mobile trading apps. TD Ameritrade, for instance, offers two apps: TD Ameritrade Mobile for most users and TD Ameritrade Mobile Trader for more advanced traders.
 






A WORD ABOUT WIRELESS SECURITY


Security is a serious concern when dealing with your money. When you access your stock data wirelessly, especially from a public area, you nee d to pay special attention to security. Here are three ways to do just that:


	

Make sure your data is encrypted.


Most Internet browsers let you know whether the data is being encrypted
 — scrambled, in other words. If you’re using Microsoft’s Edge browser, you can check by looking for the icon of a padlock. The padlock icon usually appears to the left of the address bar when a website asks for potentially sensitive information, such as account numbers, or when the website address begins with https
 (s
 stands for secure
 ) rather than the usual http
 . When you see a padlock icon, that’s a signal to you that the data is being scrambled to make it harder for the guy sitting next to you at Starbucks to read your information. Your computer and Windows then scramble your data. The data is then decrypted, or unscrambled, by the website.

You can click the padlock icon to get more information about the security of the website. Be sure to select the check box that pops up to confirm that the site’s certificate, or identification, lists the name of your brokerage firm. If the padlock doesn’t appear, that might mean the site uses a different method of securing data, which is something you should ask your broker about.



	

Use virtual private network (VPN) software.


A VPN is a technology used to protect your data from snoops over the Internet. Some Internet service providers (ISPs) offer this service to customers, or if you’re using your work laptop, a VPN might be installed already. You might also consider installing VPN software on your computer. Some VPN software is free, like Hotspot Shield (

www.hotspotshield.com


 ) and OpenVPN (

http://openvpn.net


 ), while others have a free trial version, such as LogMeInHamachi (

https://secure.logmein.com/products/hamachi


 ). PublicVPN.com (

http://publicvpn.com


 ) charges $6.95 a month, and Hotspot.vpn (

www.hotspotvpn.com


 ) charges $8.88 a month.



	

Consider digital security key fobs.


Some brokers, such as E*TRADE, provide key fobs that digitally display a new six-digit code every minute (

https://us.etrade.com/landing/secureid_enter


 ). The idea here is that you’d then take that code and use it (in addition to your username and password) to log on to the website. The added wrinkle of an always-changing code makes it extremely unlikely that a hacker could break into your accounts. E*TRADE also has an app that will provide the secret code to you on your smartphone.





Be sure to ask your broker what kind of protection it gives you if a hacker gets into your account. E*TRADE and TD Ameritrade, for instance, will cover the entire loss. Also, TD Ameritrade (

www.tdameritrade.com/security/index.html


 ) provides a very detailed guide to all the things you can do to protect your computer when investing online. You don’t need to be a TD Ameritrade customer to use the site. The site also provides tips for more than one browser.






Pay Attention to Where Your Cash Is Parked: Money Market Funds

You’re an online investor, right? So why would you care about money that you haven’t invested? It turns out that one of the biggest secrets in the brokerage world is what happens to cash sitting in your account that’s not invested. Don’t underestimate how important this is. If you have $10,000 in cash in your account waiting to be invested, that’s worth $100 a year at a 1 percent interest rate. And while rates have been historically low, if they rise to more normal levels, the interest rates earned by uninvested cash will be even more important.

With this in mind, before choosing an online broker, you want to be absolutely sure what rate of interest your uninvested cash will get and how it’s handled. Ideally, you want a sweep
 account. With a sweep account, idle cash is automatically scooped up and put into a savings or money market account. It’s ideal because you don’t have to do anything, and you’re certain that your money is working for you. Just make sure your money is being swept into a savings account or money market that pays an interest rate that is competitive with the going market rate. Savings accounts tend to pay higher interest rates than money market funds do. Some brokers won’t automatically sweep your uninvested cash into a money market fund, so it’s up to you to ask about having it done. Because interest rates were at historical lows in 2016, don’t expect to get rich off your savings held at a brokerage site. Still, there’s usually no additional charge for sweeping cash to a money market fund, so it doesn’t hurt.

[image: warning]
 There’s a dirty little secret in the brokerage industry: Uninvested cash gets about 0% interest at nearly all brokers. Even many brokerage firms’ “sweep” accounts pay next to nothing on uninvested cash. Don’t leave cash sitting in a brokerage account long. Most brokerages allow you to transfer cash in and out of your account from an outside bank using Automated Clearing House or ACH technology. You can create an ACH link between your brokerage account and savings account so money earns interest when it’s not invested. Be sure to set up a savings account outside the brokerage that pays a decent amount of interest. Check 

Bankrate.com


 to find banks offering decent interest rates.



Buying Stocks and Mutual Funds without a Broker

Can you be an online investor without a broker? Sure. Some investors want to buy stocks but don’t want to bother with a broker. There’s nothing that says you need to have a broker to buy and sell stocks or mutual funds.



Stocks: Direct investments

Direct investments are where you buy the stock straight from the company. Many large companies, such as Coca-Cola, Procter & Gamble (P&G), and Walt Disney, allow you to buy and sell your stock with them and avoid a broker. Many direct investment programs are connected with dividend reinvestment plans (DRIPs), where the companies let you use dividend payments to buy, or reinvest, additional shares.

If you’re interested in going with a direct investment program, you can visit the investor-relations section of the company’s website to see whether it offers one. Many companies allow you to participate in direct investment programs through their transfer agent
 — or a company with the responsibility of tracking ownership of shares.

The other way to find direct investment programs is through directory services, such as The Moneypaper’s Directinvesting.com (

www.directinvesting.com


 ). The site provides a search function so you can see whether a company you’re interested in sells shares directly to investors. Just enter the symbol of the company you’re interested in, and you can see whether the company offers a direct investment plan.

Here are the upsides to direct investing:


	
Potential commission savings:
 The fees charged by direct investment programs can be lower than what some brokers charge. P&G, for instance, charges $0 if you pay for it using an electronic transfer from your bank, and $2.50 if you send a check or money order to buy the stock.

	
Dividend reinvestments:
 Dividends can often be reinvested for free. If you’re with a broker, you would often incur a commission to reinvest a dividend into the company stock.



As you might suspect, direct investing has some downsides:


	
Not free for all transactions:
 Some companies charge commissions that exceed what deep discount brokerages charge for certain services. For instance, P&G charges $25 if you want to sell the shares immediately and $15 if you’re willing to wait. There can also be loads of additional fees, including quarterly maintenance fees. Be sure to check the company’s website, usually in a document called a direct stock plan prospectus,
 and understand all the fees that are charged.


	
Setup fees:
 Although opening a brokerage account is usually free, some direct investment plans charge a fee to get started. Some plans also have minimum initial deposits. P&G, for instance, requires a $250 investment for a new account. Some charge setup fees.

	
Limited universe:
 By using direct investment plans, you’re narrowing your universe of possible investments to the hundreds of the largely older, blue-chip companies that offer these programs. That means you miss out on younger or smaller companies.

	
Administrative hassles:
 With direct investment plans, you need to manage all your separate accounts, which could be a pain if you have ten or more investments. You also won’t get access to any of the tax assistance or research brokers provide.





Mutual funds: Straight from the mutual fund company


Mutual funds
 gather money from many investors and use the cash to invest in a basket of assets. When you buy a mutual fund, you’re joining a pool with other investors that own assets rather than owning the assets yourself. You can read more about mutual funds in Book 5
 .

Nearly all brokers let you buy and sell mutual funds in addition to stocks and other investments. And sometimes trading in mutual funds can make sense, especially if it’s free. Most brokers have a list of “transaction-free” mutual funds you can buy and sell for no charge. Schwab, for instance, lets you buy and sell more than 2,000 mutual funds that are part of its OneSource Select program at no cost (

www.schwab.com/public/schwab/investing/accounts_products/investment/mutual_funds/no_load_mutual_funds


 ).

But if you’re not going to buy from the transaction-free lists, you’re wasting your money buying mutual funds this way. Schwab, for instance, charges $76 to buy a mutual fund not on its list (selling is free). Don’t let your broker’s commission schedule determine which mutual funds you buy.

[image: remember]
 One advantage of buying some mutual funds is that you can often buy them with no transaction fee if you deal directly with the mutual fund company. This can be a tremendous advantage, especially if you’re making frequent and regular investments into a fund. After you figure out what fund you want to buy, log on to the mutual fund company’s website, open an account, and buy it. You’ll save yourself some cash. Some funds do charge an up-front fee, which could be worth it if the fund has an investing objective that suits your financial goal.


[image: warning]
 When opening an account with a mutual fund company to buy a mutual fund, be sure to open a mutual fund
 account, not a brokerage account. Several mutual fund companies, including Vanguard and Fidelity, offer brokerage accounts in addition to mutual fund accounts, and the fees are completely different.




Opening and Setting Up Your Account

After you’ve made the decision about which broker to go with, the hard work is done. All you need to do to get started is open an account and get your cash to the broker. You can do this online or through the mail. If you’re comfortable doing this online, the online route is definitely the way to go because the cash can be transferred from your bank account and you can be up and running in a few hours or days. Signing up by mailing in a check and application, on the other hand, could take weeks.

[image: tip]
 Don’t be shocked by the seemingly endless number of questions you’ll be asked when setting up a new account. It’s common for the broker to ask for your Social Security number and other personal information. Given the sensitivity of the information you’ll be sharing, that’s all the more reason to make sure you understand online security by reading the previous sections.


The checklist of what you need to know

The biggest button on most brokers’ websites is the Open an Account or Start Now button, so you won’t have trouble finding it. Typically, that’s all you need to click to launch the area of the website that can set up your account. (If you want to sign up through the mail, click a link to download the necessary forms.)

Typically, you need to know three things to complete the application:


	
The kind of account you want to create:
 This is usually a cash account.

	
The number of people associated with this account:
 Is this just for you or for you and a spouse? This determines whether you create an individual or joint account.

	
The tax status of the account:
 Is this a taxable account or a tax-deferred account, such as an IRA or a fund for college?




[image: tip]
 If you’re opening a retirement account, make sure the broker you’re considering doesn’t charge a monthly, quarterly, or annual maintenance fee. Most brokers waive maintenance fees if you’re opening an IRA account because they figure you’ll keep your money with them for quite some time. Many also waive the minimum deposits. For these reasons, if you’re just starting out with online investing, you might consider opening a retirement account first.



The checklist of what you need to have

You need these bits of info if you want to set up an account:


	
Identification,
 such as a driver’s license or government-issued ID card.

	
A Social Security number
 is necessary, of course. If you’re creating a joint account, you’ll also need the Social Security number of the person you’re setting up the account with. This is used for tax-reporting purposes.

	
The bank statement of the financial institution from which you’ll transfer money.
 This contains the account and bank routing numbers you’ll need to instruct the broker to get your cash. Keep in mind that some brokers won’t let you open an account with electronically transferred money if you’re depositing less than $500. In those cases, you need to mail a check.

	
The address of your employer
 if you’re an officer, director, or large shareholder of a publicly traded company.



See, that wasn’t hard. And here’s the best part: Now that you’ve entered all your information and funded your account, you’re all set to start investing.




Chapter 4

Entering and Executing Trades



 
IN THIS CHAPTER

[image: check]
 Understanding the different ways your broker can hold your shares


[image: check]
 Differentiating between different types of orders




All the theory in the world about online investing won’t do you a bit of good if you can’t seal the deal and execute
 your trades. Trade execution is the process of logging on to your online broker and buying or selling investments. You might be wondering what’s so hard about buying a stock: Just log on to the online broker’s website and click the Buy button. And in some cases, you’re right. But sometimes you want to be a little more exacting. You have ways to tailor your buys and sells so your broker carries out the transaction precisely how you want it to be handled. For instance, you might want to buy a stock only if it falls below $25 a share, or you might want your broker to automatically sell shares if they fall below a certain price.

In this chapter, we start at the beginning and go over all the ways you can hold your stock and how that decision affects how your trades are executed. Then we cover the main ways to enter orders — ranging from market orders to limit orders — and talk about the advantages and costs of each.




Understanding How Stock Trades and Shares Are Handled

When you buy or sell a share of stock online, you click a few buttons and everything is done. In a few seconds, if even that long, you’ll often have a confirmation sitting in the messages section of your online broker’s website or in your email box. The confirmation
 is a memo that shows you what stock you bought or sold, the number of shares involved, and the price at which the trade was executed.

But perhaps unbeknownst to you, after you clicked the Buy button, your trade wiggled its way through countless computer networks where buyers and sellers competed for your order to buy stock until it was ultimately executed,
 or filled. You might never need to know how this works, much like you might never need to know what’s going on under the hood of your car, but it’s an important part of investing online. The following sections describe a day in the life of a trade that’s on its way from being an order on your computer screen to a done deal.


Ways you can hold your investments

The biggest factor that influences how your investments will actually make their way to Wall Street depends on how you hold your shares. The three main types are as follows:


	
Street name ownership
 is the most common with most online brokers. It’s so common that unless you tell your online broker to do otherwise, your broker will assume that you want your shares owned in street name.

	
Holding paper stock certificates
 is the old-school way of owning stocks. Despite the few advantages, it’s generally not a good idea for the reasons we outline in the section “Paper certificate ownership
 ” later in this chapter. If you insist on paper certificates, you just have to let your online broker know so it can mail them to you.

	
Direct registration
 is when the company that issues the stock holds your stock for you but lists you, not your broker, as the owner. If you buy stock through a direct stock purchase plan, as we discuss in Book 6, Chapter 3
 , this is a common form of ownership.




Street name ownership

If you’re not sure how to hold your shares, street name ownership is probably your best bet. For most investors, the advantages of this form of ownership outweigh the few negatives.


Shares kept in street name are listed on the books of the company in your broker’s name, not yours. The broker then lists you as the owner of the shares on its books. That might seem scary, but you do have safeguards against broker fraud, as we describe in Book 6, Chapter 3
 .

Street name ownership has several advantages:


	
Easy handling of dividends:
 Dividends paid by companies you own stock in are sent directly to your online broker, which then deposits them to your account. For online investors used to doing almost everything on a website, this is a huge advantage and saves you from having to deposit dividend checks in your bank’s ATM or mailing them to your broker.

	

Central source of company documents:
 If you’re like most online investors, you probably own shares of several companies. When you own the stock in street name, all the paper correspondence sent out by the companies first goes to your broker. The broker then forwards it to you. This situation has a giant advantage, especially if you move often: You can just let your broker know where you live and not worry about missing important documents. If you’ve asked to only hear from companies electronically, rather than on paper, then your brokerage will email you links so you can read the materials.

Your broker can also help make sure you get everything that’s due to you. Periodically, a company you invested in years ago is sued or forced by regulators to make payments to past investors. If you own the stock in street name, you can be certain to receive these old payments, even if you’re living somewhere else, because your broker will forward the checks.



	
Security:
 It’s up to the brokerage to safeguard your stock. And that’s a good thing because getting paper stock certificates replaced, if you lose them, can be a hassle.

	
Easy to sell:
 If your online broker has your shares on hand, you can sell them anytime you want without having to mail in a paper certificate first. That saves you time and postage, not to mention the worry about sending an important document through the mail.



Sounds great, right? Street name ownership does come with a few disadvantages, however:


	
Potential delays in dividend payments:
 Some brokers are quicker about crediting dividends to your account than others. You might have to wait a few days to actually receive a dividend after it was paid by the company. Delays, however, are pretty rare now that many of these accounting matters are handled electronically.

	
Hassle if your broker fails:
 Getting stock certificates transferred back to your name might be harder if your brokerage becomes insolvent.






Paper certificate ownership

Maybe the cons of street ownership are enough to make you consider Route 2 — the paper certificate option. The advantages to paper certificate ownership include the following:


	
Cutting out the middleman:
 Company materials come straight to you. This can reduce the time it takes to get some documents.

	
Using certificates as loan collateral:
 When you have the actual certificates, you might have a little easier time using the stock value to secure a loan.

	
Having an easier form to give as gifts or for display:
 A paper certificate can be framed and given to young investors as a present. There’s something nice about having an item to wrap.

	
Being in control:
 With the certificates in your possession, you know where they are and can decide who can have them.



In all honesty, though, the main disadvantages to paper certificate ownership far outweigh the advantages. The disadvantages of paper certificate ownership include the following:


	
Difficulty in selling:
 You might not be able to sell the stock as quickly as you’d like. Paper certificates must be mailed to your broker or to the company or a firm it hires to handle such matters so the stock can be sold. Nearly all online brokers charge significantly more to process paper certificates and strongly discourage investors from using them.

	
Burden of keeping your contact information current with the company:
 It’s up to you to make sure the company has your current address.

	
Responsibility for safekeeping the certificates:
 It’s up to you to keep the paper certificates safe. You’ll probably have to spend money to get a safe deposit box or at least lock the paper stock certificates in your home somewhere. And when you send them through the mail, you will need to insure them in case they get lost. Some financial institutions recommend insuring mailed certificates for 2 percent of the market value, for reasons we explain later in this chapter.



If you decide to hold paper certificates rather than listing them in street name, don’t lose them. Getting lost paper certificates replaced can be a hassle and somewhat costly. If the unfortunate event does occur, though, here’s what to do to try to make it right: 



	

Call or email your broker or the company’s transfer agent and explain what happened.



Transfer agents
 are firms that companies hire to handle the processing of shares. The transfer agent will likely ask you to explain how you lost the shares in a written report.



	

Buy an indemnity bond with the help of your transfer agent.


An indemnity bond protects the company that issued the lost stock in case someone tries to cash it in later. Indemnity bonds usually cost up to 2 percent of the market value of the stock you lost.





For more details on what to do if you lose a stock certificate, the Securities and Exchange Commission maintains advice at 

www.sec.gov/answers/lostcert.htm


 .



Direct registration

If the hassles of losing paper certificates make you long for another way of owning stock, you can always go for direct registration. You get several advantages from having direct registration, including


	Company correspondence coming straight to you

	Being able to sell shares without mailing certificates to your broker

	Not having to worry about keeping the certificates safe



Direct registration has two main downsides:


	
Inability to sell shares immediately:
 Selling shares you hold in direct registration almost always takes longer than you might think. You may instruct the company to sell the shares, but your request is generally put into a pool and executed at set times in the future, such as later in the day, week, or month. You may also sell your shares by instructing the company’s transfer agent to electronically send the stock to your online broker. (A transfer agent is a firm hired by a company to track its shareholders and record transactions.) The transfer process can take a few days, so the price might change by the time you’re able to sell the stock.

	
Pool of stock choices is somewhat reduced:
 Most companies offer direct registration, but not all. Many of the stocks you want to buy might not offer direct registration.







A second in the life of a trade

When you buy or sell a stock on your online broker’s site, your order is usually filled in seconds. Just a few years ago, it could take about 12 seconds for a trade to go from your desk to the floor of the New York Stock Exchange and back. But now that most of the steps have been computerized, it takes less than a second. Using NASDAQ as an example, here’s what happens in the one second it takes to execute an online trade:


	You enter your order with your online broker.

	The order is placed in a database.

	The database checks all the different markets that trade the stock and looks for the best price. The different markets might include the NASDAQ and New York Stock Exchange in addition to electronic communications networks (ECNs). ECNs are computerized networks that connect buyers and sellers of stocks.

	The market that successfully matched the buyer and seller sends a confirmation to both parties’ brokers.

	The order and the price are reported to the regulatory bodies that oversee trading activity so they can be displayed to all investors.

	NASDAQ stores a record of the trade in case regulators want to study past transactions.

	NASDAQ sends a contract to the broker who sold the shares and the broker who bought them.



After all that is completed, the brokers have three days, called T+3,
 to actually exchange the cash and shares in a process called settlement.
 Then the money or shares are officially in your account.




Getting It Done: Executing Your Trades

If you’re buying something from a regular store, say a new computer, you can either buy it or not. End of discussion. But in more casual marketplaces, such as flea markets or garage sales, where prices are fluid and changing, there’s a strategy to buying and selling things. It might surprise you that buying stock is more like a flea market than shopping at your local Walmart, where prices are set. Because investments are priced in real time through active bidding between buyers and sellers, there are techniques to buying and selling.



Types of orders

When dealing with investments, you have five main ways to buy or sell them online:


	
Market orders
 are the most common types of orders and the ones you will probably use the most. This is where you tell your broker to sell your shares at the best price someone is willing to pay right now or buy shares at the price currently being offered. Because these orders are executed almost immediately and are straightforward, they typically have the lowest commissions. (In Book 6, Chapter 3
 , where we discuss different online brokers’ commissions, we concentrate on market orders because they’re the most common.)

	

Limit orders
 let you be pickier about the price you’re willing to take for a stock you’re selling or the price you’re willing to pay if you’re buying. With a limit order, you tell your online broker the price you’re willing to take if you’re selling stocks and the price you’re willing to pay if you’re buying. The order will execute only if your price, or something better, is reached.

For example, imagine you own 100 shares of ABC Company, which are trading for $50 a share. The stock has been on a tear, but you’re convinced it will fall dramatically soon — by your estimate, to $30. You could just sell the stock outright with a market order, but you don’t want to because you’re a bit greedy and don’t want to miss out on any gains in case you’re wrong. A limit order could be the answer. Here, you’d instruct your broker to sell the stock if it falls to $45 a share. If you’re right, and the stock falls to $45 a share, your online broker will sell as many shares as possible at that price. You can also set a time limit on limit orders and tell your broker to let them expire after a few days or weeks. Limit orders can also protect you during market malfunctions. If there’s a flash crash
 — or a quick and dramatic drop in stock prices because of rapid-fire trading — a limit order can save you from getting chewed up. Rather than entering a market order to sell (which would be executed at a depressed price during a flash crash), putting in a limit order could avoid selling during the tumult.

[image: warning]
 The precision of limit orders can be a shortcoming, too. Limit orders are filled only at the price you set. If the stock falls further than the price you set, the broker might be able to sell only some of the shares, or none, at the price you set. If that happens, you’re stuck with the stock. In the preceding example, if ABC Company opened for trading and plunged straight to $25, never stopping at $45, you will still be holding the stock. This is a serious limitation that can give you a false sense of security.



	

Stop market orders
 are similar to limit orders in that they let you set a price you want to buy or sell shares at. They have a very important difference, though, that addresses some of the shortcomings of limit orders. When a 
 stock hits the price you designated, the order converts into a market order and executes immediately.

Imagine again that you have 100 shares of ABC Company, which are trading for $50 a share. But this time, you enter a stop market order for $45. And again, you wake up to find the stock plunged instantly to $25. This time, though, all your stock would have been sold. But, maybe not at $45. Your online broker will sell the shares at whatever the price was the moment your order converted to a market order, which in this case could have been $25.



	

Stop limit orders
 are like stop market orders, but they’re designed to cure the danger that your shares will be blindly unloaded when a stock is moving. Stop limit orders are very customizable. First, you can set the activation price.
 When the activation price is hit, the order turns into a limit order with the limit price you’ve set.

Okay, ABC Company is trading for $50 a share when you enter a stop limit order with an activation price of $45 and a limit price of $35. It would work like this: Again, you wake up to find that the stock plunged instantly to $25. This time, your broker would turn your order into a limit order after it fell below $45. When the stock fell to $35, the broker would try to fill orders at that price if possible. Most likely, though, you’d still be stuck with shares. But unlike with the stop market order, you would not dump the shares when they fell as low as $25.



	

Trailing stops
 are a way to keep up with the times. With regular limit orders, they’re either executed or they expire. Trailing stop orders get around this problem by letting you tell your broker to sell a stock if it falls by a certain number of points or a percentage.

[image: tip]
 If you’re buying and selling individual stocks, trailing stops can be a good idea. Even before you buy a stock, you should have an idea of how far you’ll let it fall before you cut your losses. Some investment professionals suggest never letting a stock fall more than 10 percent below the price you paid. If this sounds like a good idea to you, a trailing stop could work for you.







Costs of different orders

Market orders are the most straightforward orders, so it shouldn’t be that surprising that they’re also usually the least expensive. Limit orders, though, can help save investors from volatile markets. During the Flash Crash of 2010, prices of several stocks, including giants like Procter & Gamble, plummeted for about 15 minutes for no reason other than a system malfunction. Had you entered a market order to sell P&G during those 15 minutes, you would have sold at the current market price, which was 20 percent below where it was supposed to be. 
 However, if you used a limit order that was close to the accurate market price, your order would not have been executed. An increasing chorus of market experts are urging investors to use limit orders to protect themselves from such market malfunctions.

[image: warning]
 A few brokers charge extra for limit orders, so check the commission fees before you start trading.



Tailoring your trades even more

When you enter an order for a stock, you have a few other levers you can pull, including


	
Designating lots:
 Many people buy the same stock many times. Each time you buy, that bundle of stock is called a lot.
 When you sell, your broker will assume you’d like to sell the lot that you’ve held for the longest time for recordkeeping purposes. This method, called first-in-first-out,
 or FIFO, is the standard and what the Internal Revenue Service expects. If, for tax reasons, you’d like to sell a specific lot that’s not the oldest, you can tell your broker which lot you’d like to sell.

	
Setting time frames:
 You can enter an order for a stock that is active only for the day you place the trade. If it’s not filled — perhaps a limit order for the price you ask for isn’t reached — the order expires. That is called day only.
 You can also enter orders and let them stay active until you cancel them. That is called good till canceled.
 Good-till-canceled orders are generally active for up to six months after you enter the order, but that limit varies for each broker.

	
Placing rules:
 When you issue an “all or none” restriction on your trade, your broker must completely fill the order or not fill it at all. Say you want to sell 100 shares of stock at a limit price of $45, but the broker can find buyers for only 10 shares at that price. If you stipulated all or none, none of your 100 shares would be sold.
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Chapter 1

Understanding Fundamental Analysis



 
IN THIS CHAPTER

[image: check]
 Getting a solid overview of why fundamental analysis is worth your time


[image: check]
 Stepping through some of the main concepts critical to fundamental analysis
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 Understanding how fundamental analysis can fit into many investment strategies




Before you gulp down that neon-colored energy drink or pour yourself a bowl of super-sweetened cereal that looks like it was made by Willy Wonka himself, you probably do something first. It’s probably not a bad idea to take a glance at the nutrition label that spells out what ingredients are in the box.

You might not know what guar gum, guarana, or other ingredients that often show up on the labels of such processed foods are, but you can get a pretty good idea of what’s good for you and what’s not. If a bottle of apple juice, for instance, has a list of ingredients longer than your arm and is filled with stuff you can’t pronounce, you know you’re not drinking squeezed apples. Being aware of what’s in a food may or may not sway your decision to eat it, but at least you know what you’re putting into your body.

Companies and stocks, too, come with similar labels. All companies that are publicly traded,
 or that take investment money from the public, are required to disclose what they’re all about. Just as food processors must list all the ingredients that go into their products, companies must tell investors what they’re composed of.

Unfortunately, all the information investors need to know about a company doesn’t fit inside a tiny rectangle like it does on a food label. Instead, the key elements that 
 make up a company are broken down at length in a series of financial statements
 and other sources of fundamental data.

Reading these critical financial statements and gleaning insights from them are the most basic goals of fundamental analysis. Fundamental analysis is the skill of reading through all the information companies provide about themselves to make intelligent decisions. Just as you’d want to know what’s in that Frankenfood you’re about to bite into, you want to know what’s in an investment you’re thinking about adding to your portfolio.



Why Bother with Fundamental Analysis?

You might wonder why you need to hassle with fundamental analysis. After all, at every family picnic there’s undoubtedly the loudmouthed relative who’s filled with all sorts of can’t-go-wrong stock tips. Why bother with technical things like net income or discounted cash flow analysis when you can just turn on the TV, write down a couple of stock symbols, buy the stocks, and hope for the best?

You might also figure learning how companies operate is just needless information. After all, you don’t need to know about fuel injection systems, suspensions, and car battery technology to drive a car. And you don’t need to know what’s going on behind the curtain to enjoy a play. Some investors figure they can just pick a couple of hot stocks, buy them, and drive off to riches.

[image: remember]
 If the vicious bear market that began in 2007 taught investors anything, it’s that blindly buying stocks just because you might “like” a company or its products was hardly a sound way to tune up a portfolio. Chasing hunches and personal opinion about stocks is often not a great way to invest. The financial crisis is now becoming a distant memory for many investors who might again think fundamental analysis doesn’t matter. Investors have taken to chasing stories and hype again in the bull market that kicked off in 2011 — and most or certainly many of those “can’t-go-wrong” investments will meet a poor fate as the fundamentals catch up to reality.


Some of the real values of fundamental analysis

Ever notice how there’s always a new wonder diet promising to make you skinny, and a new pill to make you healthier? More times than not, though, it seems these things never work. Getting healthy comes back to the basics — a balanced diet and exercise.


The same goes with investing. Believe it or not, investing can be somewhat full of fads. There’s always a new investment pundit or economist with a novel way to pick winning stocks. And just as an hour on the treadmill will do you more good than a bottle full of miracle pills, successfully choosing stocks often comes back to fundamental analysis.

Fundamental analysis is the classic way to examine companies and investments for a variety of reasons, including the fact it is


	
Based on fact, not opinion:
 It’s easy to get caught up in general enthusiasm about what a company is doing or the products it’s selling. Fundamental analysis blinds you to this investment hype and gets you focused on cold-hard business realities. It doesn’t matter if all the kids in your neighborhood are buying a company’s products if the company isn’t making any money at selling them.

	
Good at pinpointing shifts in the business’s health:
 If a company’s success is starting to fade, you’ll see it show up in the fundamentals. No, there won’t be a giant sign saying “Sell this stock.” But there are clues if you know how to look. Companies are required to disclose key aspects of their business, so if there’s a problem, a fundamental analyst will often be early at spotting some trouble.

	
All about execution:
 Companies’ CEOs are usually good at getting investors focused on the future and how things are going to get better next quarter. But fundamentals are based in reality — right now. Just think of children who say how hard they’re working at school. The report card is still the tangible evidence of how things are actually going. The numbers don’t lie — if you know where to look.

	
A way to put price tags on companies:
 What’s a painting worth? What’s a used car worth? The price of an asset with a subjective value is generally what someone else is willing to pay for it. The stock market, an auction of buyers and sellers, does a good job putting price tags on companies. But fundamental analysis gives you another way to see just how much investors, by buying or selling stock, are paying for a stock.





Driving home an example

One of the best recent examples of how fundamental analysis can help you and your portfolio is General Motors. For decades, GM represented the might of U.S. industriousness, know-how, and creativity. GM commanded a massive market value of $3.5 billion in 1928, says Standard & Poor’s.

For decades, investors figured a dollar invested in GM was money in the bank. The company slugged through upturns and downturns and was a lasting power that 
 helped drive the U.S. economy. The company kept paying fat dividends and kept powering profits higher. There was even an expression: “As GM goes, so goes the nation.”

But investors who blindly bet GM would remain a lasting force and ignored the fundamental signs of trouble suffered a brutal blow on June 1, 2009. On that day, which will forever remain one of the lowlights of capitalism, GM became the fourth-largest public company to seek bankruptcy protection, according to BankruptcyData.com. Shares of GM stock collapsed to just 75 cents a share, down 97 percent from their level just three years before.


Fundamental analysis may not have helped you predict just how shocking GM’s fate would be. But concrete elements from the company’s financial statements could have tipped you off to just how challenged GM was well before it became a penny stock and was liquidated. GM was ultimately reborn when a new company was created and bought many of the old company’s assets, including the GM name. You can be sure that investors in the new GM paid much closer attention to the fundamentals.



GM VERSUS FORD


Even months before GM filed for bankruptcy protection, fundamental analysis could have served you well.

Back in January 2009, seeing both GM and Ford facing intense financial strain, many investors wondered whether either one was worth taking a bet on. Some helpful fundamental analysis tools, including an analysis of the statement of cash flows, could have determined whether you lost a fortune or enjoyed a big gain.

At the beginning of 2009, both Ford and GM were constantly in the news. Both faced a tough business climate and both had depressed stock prices: Ford began 2009 at $2.46 a share and GM $3.65. The market clearly saw big-time troubles at both firms.

But a quick fundamental analysis showed Ford was the much better bet. Ford ended the quarter with $27.5 billion in cash and burnt $600 million in cash. Don’t let the numbers scare you at this point. This is just a basic free cash flow analysis. For now, know that at the quarterly rate, Ford had enough cash to last nearly 46 quarters.

Over at GM, however, the company ended the quarter with just $15.9 billion in cash. Meanwhile, it burnt through $8.9 billion during the quarter. A fundamental analyst knew right away the company wasn’t going to make it through the year at that rate. That’s critical information to have known.

Knowing how to do this one type of fundamental analysis made a world of difference for investors. In the following six months, shares of Ford jumped 149 percent to $6.13. Ford also did not accept government funding assistance. By the end of 2014, Ford’s shares bounced back to about $15 a share. Meanwhile, shares of GM crashed 79 percent to 75 cents, the company was renamed Motors Liquidation Company, its assets were sold off, and investors were decimated.






Putting fundamental analysis to work

It’s easy to get consumed with the fast-money trading aspects of stocks. Exciting TV reports about stocks on the move and companies that have new products practically turn investing into a sporting event. If you listen to some traders talk, they rattle off companies’ ticker symbols in rapid-fire delivery just as sports fans talk about teams. Flashing arrows and rapid trading can become an addiction for people who get into it.

Fundamental analysis is trying to help you avoid these headaches and insanity. Stocks rise and fall each minute, day, and week based on a random flow of news. That’s mostly noise to a fundamental analyst. The constant ups and downs of stocks can sometimes confound logic and reason. Many new investors are baffled when a stock falls even after the company reports what appears to be good news. Trying to profit from these short-term swings is a game for gamblers and speculators. It’s futile on a long-term basis.

But that’s not to say investing is gambling. Remember that those stock symbols you see flashing red and green aren’t dice, horses, or cards. They’re more than just the two, three, or four letters of their ticker symbol.

When you buy a stock, you’re buying a piece of ownership in companies that make and sell products and services. You’re buying a claim to the companies’ future profits. Owning a piece of a real business over time isn’t gambling, it’s capitalism.
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 Fundamental analysis forces you to focus on investing in businesses, not stocks. You’re not buying a lottery ticket, but a piece of ownership in an actual company. Sometimes this gets lost by investors who pay more attention to stock charts than to financial statements.

If jumping in and out of stocks at the right time isn’t the way to riches, then what is the trick to successful investing? The answer is to stop thinking of stocks as just symbols that gyrate each day. The goal of fundamental analysis is to help you step away from the short-term trading and gambling of stocks. Instead, you approach investing as if you’re buying a business, not rolling the dice.


Fundamental analysis ideally helps you identify businesses that sell goods and services for more than what they paid to produce them. Fundamental analysis is your tool to evaluate how good a company is at turning raw materials into profits. If there’s an investor who best personifies fundamental analysis over speculation, it’s famed investor Warren Buffett of Berkshire Hathaway. Buffett is one of the best-known users of fundamental analysis — in fact, he’s so confident in his analysis of a business he’ll often buy very large stakes and hold on to it for decades. You will read more about how Buffett applies fundamental analysis to investing in Book 7, Chapter 3
 .

[image: tip]
 No matter how you choose investments currently, you can likely apply fundamental analysis. Even if you’re the kind of investor who likes to buy diversified mutual funds and hold onto them forever, called a passive investor,
 it can be helpful to understand basic financial characteristics of the companies.



Knowing what fundamentals to look for

Knowing what makes a company tick isn’t as convoluted as it may sound. Companies are so regulated and scrutinized, all the things you need to pay attention to are usually listed and published for all to see. Generally, when you hear about a company’s fundamentals, the key elements to be concerned with will fall into several categories including the following:


	
Financial performance:
 Here you’re looking at how much a company collects from customers who buy its products or services and how much it keeps in profit. Terms you probably hear quite a bit about, such as earnings
 and revenue
 , are examples of ways fundamental analysts evaluate a company’s financial performance.

	
Financial resources:
 It’s not enough for a company to sell goods and services. It’s not even enough to turn a profit. Companies must also have the financial firepower to invest in themselves and keep their businesses going and growing. Aspects of a business, such as its assets and liabilities, are ways to measure a company’s resources.

	
Management team:
 When you invest in a company, you’re entrusting your money to the CEO and other managers to put your cash to work. Fundamental analysis helps you separate the good managers from the bad.

	
Valuation:
 It’s not enough to identify which companies are the best. What’s a “good” company anyway? Definitions of “good” can run the gamut. You also need to consider how much you’re paying to own a piece of a company. If you overpay for the best company on the planet, it’s still likely you’ll end up losing money on the investment.


	
Macro trends:
 No company operates in a vacuum. A company’s performance is highly influenced by actions of competitors or the condition of the economy. These broad factors need to be incorporated into fundamental analysis.





Knowing what you need

One of the great things about running as a hobby is all you need is a pair of decent shoes. And basketball? Just grab a ball and find a hoop. No fancy equipment is required. The same goes with fundamental analysis. Much of the data you need is provided free by companies and can be accessed in seconds from any computer connected to the Internet.

Fundamental analysis can get pretty involved. But in its most basic form, fundamental analysis has just a few basic ideas behind it, including


	
Awareness of the benefits:
 Because fundamental analysis takes some know-how and time spent learning a bit, you’ll want to know ahead of time why you’re going to the trouble. Chapter 2
 and Chapter 3
 in Book 7 highlight the payoff of fundamental analysis. Even if you’re a passive investor, or one who simply buys a basket of stocks and holds on, there are reasons why fundamental analysis might be worth your while.

	
Retrieval of financial data:
 Getting all the key data you need to apply fundamental analysis is easy, if you know where to look. Book 7, Chapter 4
 gives you quick tips on how to round up all the company financial data you’ll need.

	
Basic math:
 There it is: The M word. There’s no way around the fact there will be some number crunching involved in some aspects of fundamental analysis. Don’t worry; we guide you to help keep the math as painless as possible.






Knowing the Tools of the Fundamental Analysis Trade

You can read all sorts of books on home repair and even take a trip to your hardware store and buy lots of screws, nails, and glue. But none of that effort will benefit you unless you have the knowledge of how to get started and turn your plan into reality.

The same importance of execution is part of fundamental analysis. You may appreciate the significance of fundamental analysis and may even be able to download 
 fundamental data from websites or from a company’s annual report. But you need to have the tools to analyze the fundamentals to get any real value from them.


Staying focused on the bottom line

When it comes down to it, when you invest in a stock you’re buying a piece of the company’s earnings. Knowing how to read and understand how much profit a company is making is important when it comes to knowing whether or not to invest.

The income statement will be your guide when you’re trying to determine how profitable a company is. What might also surprise you is that the income statement can tell you a great deal about a company in addition to just how much income it brings in.



Sizing up what a company has to its name

During times of intense financial stress, investors often make a very important mental shift. They’re not so concerned about making money as they are about just getting their money back. Similarly, when things get tough in the economy, investors are less interested in how profitable a company is and are more mindful of whether a company will survive the economic downturn.

When you’re trying to understand the lasting power of a company, fundamental analysis is of great value. By reading the company’s balance sheet,
 you can get a rundown of what a company has — its assets
 — and what is owes — its liabilities
 . Monitoring these items give you a very good picture of how much financial dry powder a company has to endure a tough period.



Eyeing a company’s cash flow

One of the biggest killers of companies, especially smaller firms just starting out, is poor cash flow. While a company might have a great product concept, excellent management, and even dedicated financial backers, timing is everything. If a company is using up cash to pay its bills and employees but not bringing in enough cold, hard cash from customers, it can run into a giant financial headache very quickly and not have enough cash to reach its potential.
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 Fundamental analysis helps you keep a close eye on how much cash is coming into and out of a company. Monitoring cash flow is critical to know if a company is running perilously close to empty on cash. Tracking a company’s cash flow is also a very important way fundamental analysis helps you put a price tag on that company.




Financial ratios: Your friend in making sense of a company

As you check out the chapters in Book 7
 , you might be a bit bewildered by just how many pieces of financial data fundamental analysts must deal with. You’ve got the financial statements that measure just about every aspect of the company. It can be intimidating to decide what numbers matter most and which ones can be ignored.

Financial ratios will be a great help here. These ratios draw all sorts of fundamental data from different sources and put them into perspective.

Financial ratios are also important because they form the vocabulary of fundamental analysts. You’ll soon be using seemingly unrelated pieces of financial data about a company to glean some very important conclusions about the company.




Making Fundamental Analysis Work for You

Imagine a young child who has memorized an entire dictionary but can’t use a single word in a sentence. That’s a basic analogy of some investors’ fundamental analysis knowledge. You may know some things about the income statement and balance sheet and have a great knowledge of what’s contained in the statements. But when it comes to applying your know-how, that can be a bit trickier.

Putting fundamental analysis in action requires taking everything you know about a company and mixing in some estimates and best guesses about the future to arrive at a decent expectation of whether to invest in a company.


Using fundamentals as signals to buy or sell

Buying a stock at the right time is very difficult. But knowing when to sell it is even tougher. And while fundamental analysis won’t tell you the exact best time and day to buy or sell a stock, it can at least give you a better understanding of things to look out for when it comes to making decisions.
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 If you’re a passive investor and buy large baskets of stocks, such as those in the Standard & Poor’s 500 Index, you can afford to buy and hold the stocks as a group. Even if one company runs into big-time trouble, it’s just one holding in a large basket of stocks and not all that catastrophic. However, if you choose to invest in individual stocks, trying to pick companies you think will beat the market, 
 monitoring the fundamentals is critical. If you start noticing a company’s trend deteriorating, you don’t want to be the last investor to get out.



The perils of ignoring the fundamentals

Blindly following a company and investing in the stock can be very dangerous — if you pick the wrong one. The dot-com bubble and subsequent financial crisis of 2008 and 2009 are still the best recent examples of how ugly things can get for investors who buy what’s popular and ignore the fundamentals. Table 1-1
 shows a list of a few major U.S. stocks that were worth $100 a share or more at the beginning of 2000, but saw their share prices fall to below $10 a share by the start of 2009. Ouch!




TABLE 1-1
 A Sampling of Stock Disasters 1999–2009





	

Stock



	

Stock price 12/31/1999



	

Stock price 1/1/2009








	
JDS Uniphase


	
$645.25


	
$3.65





	
InfoSpace


	
$535.00


	
$7.55





	
Blue Coat Systems


	
$326.72


	
$8.40





	
Ciena


	
$201.25


	
$6.70





	
Sun Microsystems


	
$154.88


	
$3.82







Source: S&P Capital IQ


Avoiding stock disasters like those in Table 1-1
 is one thing that makes fundamental analysis so powerful. Losses that large are nearly impossible to recover from in a single person’s lifetime.



Using fundamental analysis as your guide

As Table 1-1
 shows, investing in individual stocks is very risky. Losses can be sizeable. That’s why if you’re going to buy individual stocks, you want to invest with your eyes wide open. Just as you probably wouldn’t dare fire a loaded weapon or jump out of an airplane without proper training, the same goes with investing in individual stocks.

Luckily, fundamental analysis provides investors with a host of very specific tools to help them protect themselves. And while the tools of fundamental analysts aren’t foolproof, they give investors guidance of when a stock might be getting a little dangerous or the underlying trends might be changing.




Chapter 2

Getting Up to Speed with Fundamental Analysis



 
IN THIS CHAPTER

[image: check]
 Comprehending what fundamental analysis is and how it can help your portfolio


[image: check]
 Finding out what’s involved in using fundamental analysis


[image: check]
 Comparing fundamental analysis with other ways of selecting investments


[image: check]
 Getting an understanding of what tools are needed to analyze an investment




Try to remember what it was like being a beginner at something you’re good at now. Whether it was karate, ballet, or basketball, as a beginner, you may have been tempted to bypass all the basics and go straight for the advanced techniques. It’s natural to want to try breaking boards with your bare hands or doing pirouettes or slam-dunks on your first day of trying something new.

Good coaches, though, encourage you to slow down and start from the very beginning. It’s almost always best to start working on the basic karate stances, ballet positions, and basketball dribbling before even thinking about moving to the showy and advanced aspects of each sport.

Beginning investors often experience a similar overconfidence at first. Many hope they can skip mundane things — like reading accounting statements, understanding basic financial ratios, and calculating discounted cash-flow models — and get right to the exotic rapid-fire trading. It’s tempting to think you can trade complex securities, dabble in highly volatile stocks, and dart in and out of investments with 
 ease right away. Realistically, though, investors usually lose money when they try to get too advanced too soon. And unfortunately, there’s no coach to cool off investors who are just starting out.

So consider Book 7
 to be your coach as you begin. Starting with this chapter, we introduce you to the basic skills that make up fundamental analysis. The basics explained in this chapter set you up for taking fundamental analysis to the next level. (If you like what you read in Book 7
 , pick up a copy of coauthor Matt Krantz’s Fundamental Analysis For Dummies
 [Wiley]. It goes into great detail about how to look at the facts of a company and evaluate whether it’s a good buy.)



What Is Fundamental Analysis?

Ask 20 people how they choose their investments, and you’ll probably hear 20 different methods. Some like to buy stocks recommended by a friend or broker. Others think it’s wise to invest in companies making products they personally enjoy and use. A few even consult with astrologers (seriously). What most people have in common, though, is that they feel they’re always paying too much for stocks and selling them when they’re too cheap.

Perhaps you swing between different investment strategies like some folks switch diets to lose weight. Experimenting with different ways of picking stocks may have worked fine as stocks made breathtaking advances in the 1990s. But the financial crisis of 2008 and 2009 changed everything, serving up a harsh reminder to many investors that it’s possible to overpay for stocks. Not realizing that ahead of time can be hazardous to your portfolio, and perhaps after losing money a few too many times, you’re looking for a method with a little more science behind it.

That’s where fundamental analysis comes in. Fundamental analysis is one of the most sound and primary ways to evaluate investments. As a fundamental analyst, you carefully and thoroughly study every aspect of a company’s operations. Much of your analysis will be focused on financial statements companies provide, as described briefly in this chapter.


Going beyond betting

If you’re like most investors, even the words fundamental analysis
 may turn you off a bit. Fundamental analysis sounds somewhat stuffy and academic. And it’s true that fundamental analysis finds much of its roots in academia. But you might be surprised to find you probably are using some basic forms of fundamental analysis in your life, perhaps even in places you wouldn’t expect.


One of our favorite examples of where a type of fundamental analysis is used is at the horse races. Before a race, you’ll notice groups of bettors doing some serious work trying to pick the day’s winning horses. Some may pore over the life histories of horses in the race, getting to know the jockeys and their techniques, and even studying how wet or dry the track is.

Although investing isn’t exactly like horse racing, the analogy is a helpful way to understand fundamental analysis. For instance, some fundamental analysts will study a company like a bettor will study a horse. How successful has the company been recently, and is it healthy and well-cared for? Next, in fundamental analysis you might study a company’s management like a bettor would consider the jockey. Is the management experienced, and has it competed against rivals before like the ones it’s facing now? Lastly, you must evaluate the broad economic climate, just like a bettor will consider the weather and condition of the track.

But here’s where things get even trickier. It’s not good enough to find the best company, or horse, to take the metaphor a little further. After all, if all the other bettors at the track did the same work and picked the same horse you selected, you’d have a problem. The odds would be adjusted so the payout on the favorite horse will fall. Bettors know that picking a favorite horse to win doesn’t pay off much. And you’re also taking a chance that the favorite will surprise almost everyone by losing and cost you money. Similarly, if you invest in a company that’s widely considered to be a darling with other investors, your payoff is reduced for reasons you can discover in Book 7, Chapter 3
 .

Now that you see what fundamental analysis is, broadly speaking, consider how it can be applied to investing. Fundamental analysis is used to size up investments in several key ways:


	
Analyzing the financial statements:
 Fundamental analysts pore over public documents companies provide to understand how the business is performing. Many fundamental analysts’ starting point is digging into a company’s financial statements to see how profitable a company is, how rapidly it’s growing, what kind of financial health it’s in, and whether it has the ability to withstand tough economic times.

	
Getting an idea of how solid a company is:
 Many fundamental analysts are fixed-income investors.
 These investors have loaned money to companies, usually by buying bonds. Bond investors give money to a company in exchange for an agreed-upon payment each month, quarter, or year. Because bond investors get a fixed amount of pay, they don’t care if a company is wildly successful. Bond investors, unlike stock investors, don’t get a share of future earnings and growth. Bond investors just want to know the company is healthy enough so it can keep paying interest and return the money it borrowed.


	
Understanding the value of a company:
 Stock investors use fundamental analysis to gauge whether a company’s stock is a good deal. By studying financial statements, financial analysts determine whether a stock’s price undervalues or overvalues the company. You can find out how to value a company using the discounted cash flow analysis — a favorite with fundamental analysts.

	
Going beyond the financials:
 Fundamental analysis goes beyond where accounting stops. Accountants’ goal is to precisely measure business activity. Fundamental analysts are looking for much more: They want to understand how a business actually works and what it’s worth. Using fundamental analysis, you will evaluate other factors that affect a company’s prospects that go beyond what an accountant would care about. Common factors you might consider include sizing up a company against its rivals, determining how skilled a company’s management team is in navigating through boom and bust times, and understanding the broad economic climate.

	
Comparing a company’s performance with its industry and competitors:
 A company’s value, financial resources, or performance is measured relative to its peers. Fundamental analysis will show you how to not just size up the company you’re interested in, but see how it measures up with the companies it is competing with.
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 Fundamental analysts take all the intelligence they gather to arrive at an investment decision and to take action. The most common question fundamental analysts ask themselves is whether a stock, at its current price, is cheap or expensive. The answer to that question will determine whether you choose to invest.



Understanding how fundamental analysis works

[image: tip]
 Fundamental analysts often dig well beyond a company’s financial statements and try to unearth things. Sometimes fundamental analysts might spot a trend forming before a company’s management acknowledges it. A fundamental analyst, for instance, might visit a retailer’s stores and see how crowded they are to get an idea of what earnings might be in the future. Similarly, the fundamental analyst may try to get an idea of future demand by considering how busy a company’s suppliers are. The goal of fundamental analysis is to measure how much a company is worth by using any shred of information possible.

The way you use fundamental analysis to understand what a company is worth gets down to the core essence of what a business is. With fundamental analysis, your goal is to monitor a company to see how it brings in money by selling goods and services to generate revenue. Next, you determine how much of revenue a company manages to keep after paying its expenses. What’s left after paying all the bills is profit, or earnings.
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 The fact that fundamental analysts take action on their research is what separates them from accountants. Fundamental analysts compare what they think a company is worth with what other investors think. If the stock is undervalued, the fundamental analyst will buy the stock. Accountants, on the other hand, record sales and revenue but try not to profit off their findings.
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 Fundamental analysis isn’t perfect. But as this chapter shows, fundamental analysis is rigorous and rooted in understanding the most basic elements of business. Even if you have no plans to be a fundamental analyst, knowing how fundamental analysis works can only boost your investment success.



ACCOUNTANTS AREN’T SUPPOSED TO BE STOCK PICKERS


Accountants who step over the line — and try to profit from fundamental analysis — can get themselves into trouble. Most accounting firms have strict rules that prohibit employees from owning shares of companies the firm analyzes and renders opinions on. Knowing the fundamentals of a company is so powerful that the knowledge can give accountants material and non-public information
 that would amount to inside information that would be illegal to profit from. Just ask former KPMG accountant Scott London. London was charged of tipping a friend with fundamental details of five KPMG clients in 2013 — which his friend used to make more than $1.2 million in profits trading ahead of profit reports and merger deals, according to the SEC. In exchange, London’s friend gave him bags of cash and a pricey Rolex watch. It’s a great example that shows how fundamental analysts and accountants have very different needs from financial statements.






Who can perform fundamental analysis?

You don’t have to be a high-powered investor to use fundamental analysis. If you have an interest in finding out more deeply about how companies work, you’re a candidate for learning about fundamental analysis. In fact, knowing how to read, analyze, and take action from information you glean about a company can be helpful for many users, including


	
Stock investors:
 Those looking to take an ownership stake in a company have a great financial incentive to master fundamental analysis. What they find out about companies may help them to decide when a good time to buy or sell may be.


	
Lenders:
 When you give someone a loan, you want to make sure they have the ability to pay you back. If you lend money to a company, perhaps by buying bonds it issues, you’re more concerned about getting your money back than about making a killing on the investment.

	
Mutual fund investors:
 Even if you don’t pick individual stocks or bonds to invest in, you probably own mutual funds that do. Mutual funds are investments that invest in a basket of individual securities. Using fundamental analysis, you can investigate some of the stocks your mutual funds may own. You might take a look at the top holdings of your mutual fund and question why your mutual fund owns them.

	
Employees:
 Workers may be anxious about the health of their company for several reasons. Using the same techniques an investor would use, you can study your company’s financial resources and roughly estimate how likely it might be to pursue aggressive cost-cutting, like layoffs. Employees who depend on a pension paid by a former employer might also want to study the health of the company and make sure it will stick around.

	
Board members:
 Whether you’re a board member of a large company, your local museum, or your condominium association, understanding the flow of money in and out can make you more valuable. Understanding fundamental analysis will help you be a solid watchdog of the organization’s management by looking at facts, not promises.

	
Donors:
 Even some nonprofit charities disclose their financial standing. Fundamental analysis will help you see where donations are being spent and whether money is getting to those in need or being soaked up by the bureaucracy.

	
Consumers:
 When you buy a product or service, you may not think of yourself as investing in a company. Most of the time, you’re not. But sometimes by buying a product, you are forming a long-term relationship with a company. Take a car or an insurance product. These types of long-lived assets can attach you to the hip of a company for years. It’s a good idea to know how to analyze a company if you plan on relying on its products for a long time.



Above all, fundamental analysts are good at not getting hoodwinked by companies. That’s not a bad skill to have. You can’t always take the financial statements at face value. Fundamental analysis gives you the tools you’ll need to get to the truth beyond the numbers.
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 Fundamental analysts spend quite a bit of time looking at companies’ financial statements. But skilled fundamental analysts do more than just pick apart financial statements. After all, if that’s all it was, fundamental analysis would be synonymous with accounting. Fundamental analysts use their findings to make investment decisions.




Following the money using fundamentals

One of the basic rules of investigative journalism is following the money. Tracing the movement of dollars through an organization will quickly show you the motives of the leaders, availability of resources, and vulnerabilities. Regulators will often follow the movement of money to pinpoint illegal cartels, Ponzi schemes, and other frauds.

[image: tip]
 All this might sound very cloak-and-dagger. But there’s something to be learned from approaching fundamental analysis with the mind of an investigator. Your job is to take available information and dig up data yourself to get a complete picture of a company and whether it’s a suitable place for you to entrust your money. Following the way money moves through a company will tell you more about it than just about anything else.

While no two companies are the same, the basics of business are universal. That’s why fundamental analysis is such a powerful tool you can apply to high-tech companies, low-tech companies, and everything in between.
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 Companies are merely in the business of selling things they acquire for more than what they paid. Sounds simple. But that can be easy to forget after you get mired in details like profit margins, earnings per share, and P/E ratios.

Following the money at a company, so to speak, traces a predictable cycle. Just like the cycle of life repeats and refreshes, companies follow a pretty predictable pattern, too. Fundamental analysts call this the trade cycle
 — and understanding the cycle is pretty important if you want the financial statements to make sense.


The trade cycle begins with a business idea, but more specifically it starts when a company raises money so it can buy the equipment it needs to get started. Money might be raised by borrowing it, called debt,
 or by lining up investors willing to bet their money for a piece of future profits, called equity.
 The money raised is then used to acquire raw materials, office space, or whatever the company needs.

Next, the company tries to add value to the raw materials in some way and sell the product to customers. Typically, companies will also incur indirect costs,
 or overhead, to make all this happen. Overhead costs include everything from advertising to research and development to hiring skilled managers. The products are created and (hopefully) sold to the consumers. The cash collected from customers is then used to repay debt. The cycle then repeats all over again. Isn’t this fun?


Now here’s where fundamental analysis comes in. Consider these questions a fundamental analyst might ask when taking a look at a company:


	After factoring in all the costs, did the company make money?

	How much money did the company raise to get started?

	Is the company able to maintain itself without borrowing more or getting more investors?

	Can the company create new products to keep buyers coming back?

	Are competitors catching onto the idea and selling a similar product for less?






Comparing Fundamental Analysis with Other Ways of Picking Investments

Fundamental analysis is a well-known way of choosing investments. It’s often the preferred method taught in business schools, largely because of its roots in things that can be measured and understood. But it’s not, by any means, the only method of choosing stocks.
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 If you’re still a little foggy on what fundamental analysis is, comparing it with other ways of evaluating investments might clear things up for you.


How fundamental analysis stacks up against index investing

If fundamental analysis seems like a lot of work, you can probably identify with index investors.
 Index investors think taking the time to pore over companies’ financial statements is a whole lot of trouble for nothing. Index investors figure any information to be gleaned from company reports has already been extracted by other investors and acted upon.

For instance, if a company’s stock was truly undervalued, other investors will have already recognized it and bought the stock. If enough investors buy a stock, they push the price up, and the shares are no longer undervalued. And thanks to the proliferation of electronic investing, analysts and investment firms with access to instantaneous information feeds can make such trading moves very quickly.


For that reason, index investors think trying to buy and sell stocks at just the right time, or use market timing, is impossible. In addition, index investors say that if there is an edge to fundamental analysis, it’s wiped out by the cost and time consumed digging out the information. Index investors skip the fundamental analysis and do the following instead:


	
Diversify:
 Rather than trying to pick the companies and stocks that will do best, fundamental analysts buy small stakes in as many stocks as possible. Generally, index investors will buy mutual funds that own hundreds, if not thousands, of stocks. That way, if any one company stumbles badly, the loss is very small as a percentage of the portfolio.

	
Buy index funds:
 Because index investors don’t think fundamental analysis gives investors an edge, they don’t see any reason to pay a mutual fund manager to pick stocks for them. Instead, they buy mutual funds that own all the stocks in popular stock indexes, such as the Dow Jones Industrial Average or Standard & Poor’s 500. The Dow mirrors the ups and downs of 30 large, well-known companies, and the S&P 500 measures the market’s performance using 500 of the largest companies’ shares.

	
Focus on costs:
 Index investors assume the best way to make money in the stock market is by keeping costs low. Index funds generally have low expenses. And rather than spend personal time researching stocks, index investors generally buy a diversified basket of stocks and then forget about the holdings.





Comparing fundamental analysis with technical analysis

Like index investors, investors who use technical analysis shake their heads in disapproval when they see fundamental analysts carefully examining spreadsheets and financial statements. They, like index investors, see all the effort that goes into fundamental analysis as a waste of time and calculator batteries. That’s because technical analysts assume any information worth knowing is reflected in a stock price.

But technical analysts agree with fundamental analysts in one important way: They, too, think it’s possible to beat the stock market. Unlike index investors, who think that timing the market is futile, technical analysts think stock prices move up and down in observable patterns. Knowing how to recognize patterns in stock price movements can signal a technical analyst the best times to get in, and out, of stocks. Technical analysts may not even care what a company does, because they’re just looking at the price chart. To a technical analyst, buying and selling at 
 the right time is more important than buying and selling the right stock. Technical analysts pay close attention to the following:


	
Stock price charts:
 Technical analysts focus on stock price charts, which are graphs that plot a stock’s movement over a period of time. These charts will show instantly whether a stock is rising or falling in addition to how many trades, or volume,
 are occurring.

	
Trading patterns:
 Much as an astronomer sees patterns of stars in the sky, technical analysts look for stock price movements that follow a pattern. For instance, if a stock price falls to a low level, rises a bit, and sinks back down to near that same low level, technical analysts call that a support level.
 A support level is considered a point where demand for a stock is strong enough to stop it from sinking much further.

	
Moving averages:
 Technical analysts often pay close attention to a stock’s average price over a period of time, say 200 days. When a stock falls below its 200-day moving average, or its average price over the past 200 days, that means the stock is vulnerable to fall further, technicians say. The idea is that when stocks fall below their 200-day moving average, many investors who bought within the past year are losing money and may be nervous and quick to sell.
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 Here’s an easy way to keep fundamental analysis and technical analysis clear in your mind. Fundamental analysts are looking for the what,
 or the companies that are attractively priced. Fundamental analysts will often hold their investments for a long time. Technical analysis is more useful for the when.
 Technical analysts are usually just looking for opportune times to try to profit from short-term moves.




Putting Fundamental Analysis to Work for You

If you ever see the library of a fundamental analyst, it can be a pretty intimidating sight. Inevitably, there will be a copy of Security Analysis
 (McGraw-Hill), a 766-page tome stuffed with gnarly formulas and arcane wording that makes your high school algebra book look like a comic book. There will also be dog-eared copies of books with words like value, financial statements,
 and ratios.


Fundamental analysis has the rap of being for people who wouldn’t be caught dead without a pen, mechanical pencil, and calculator in their shirt pockets. But even if you don’t walk around carrying such instruments, you, too, can benefit 
 from fundamental analysis. With an understanding of a few terms and basic techniques, fundamental analysis is within reach if you’re interested and willing to put in a bit of time.
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 Who knows, maybe after reading Book 7
 you’ll want to dig deeper into fundamental analysis. After all, fundamental analysis is a bit like art: As you learn a little you naturally get curious and want to learn more. If that’s the case, we urge you to check out Fundamental Analysis For Dummies
 (Wiley) by Matt Krantz for a deeper look at this topic.


How difficult is fundamental analysis? Do I need to be a math wizard?

Contrary to popular belief, you don’t need to be a math wizard to use fundamental analysis. Most of the math you’ll use is pretty basic arithmetic. And there’s no need to memorize formulas, because you can find them in lots of places. You’ll need to know how to build some financial models,
 which try to forecast how much profit a company will make in the future. But to help you out, we point out some online tools and calculators to crunch some of the trickier stuff for you.



Is fundamental analysis for you?

If you’re tired of trusting other people to tell you how a company is doing financially, you’re a prime candidate for fundamental analysis. The whole premise of fundamental analysis is to reduce, if not eliminate, speculation and wild guesswork from investing. Fundamental analysis is rooted in the idea that you want to look at cold, hard data to make informed decisions on why an investment might be worth buying. If someone tells you a company is “doing well,” fundamental analysis gives you the background to know whether that claim is really true.

Above all, fundamental analysis is ideal for people who want to approach an investment fully informed of the risks and with their eyes wide open. An in-depth fundamental analysis on a stock will not only alert you to potentially troubling trends at a company but also give you clues to whether a stock may be overvalued by investors who aren’t paying attention. An overvalued company is one that commands a stock price that well exceeds any possible profit it could generate for investors.

In many ways, fundamental analysis is as much about helping you avoid poor investments as much as it is about helping you find good ones.




The risks of fundamental analysis

Fundamental analysis, while it’s rooted in math and objective information, isn’t without its flaws. After all, if fundamental analysis were perfect, everyone would quit his or her day job, analyze stocks, and make bundles of money. That’s why it’s important to understand the shortcomings of fundamental analysis, which include


	
Vulnerability to wrong data, including your assumptions:
 Fundamental analysis is heavily based in fact. But if a company incorrectly reports data or you misinterpret them, you’re going to have a false conclusion. Miscalculations are especially likely when making assumptions about things like a company’s future growth rate, future interest rates, or profits. Even fundamental analysts are human, you know.

	
Overreliance on past data:
 Perhaps the biggest knock against fundamental analysis is how much weight it puts on a company’s past performance. There is some truth to that, because the numbers companies report can be a month or more old. However, true fundamental analysis uses historical numbers to make an educated guess about the future.

	
Bad timing:
 Say you do all the homework in researching a stock. You find a stock that appears to be a screaming buy, so you buy it. Guess what? A stock can remain a screaming buy for many years or even decades until investors come to the same conclusion. Fundamental analysts often have to be wrong for a long time before making money.

	
Betting against the market:
 If you buy a stock because you think it’s a steal, you’re in effect betting against thousands of the most sophisticated trading desks around the world with access to the same data. If you think a stock is too cheap, you’re making the gamble that other investors are missing something you can see.

	

Concentrated positions:
 If you’re going to the trouble to meticulously study a company, you’re going to want to make sure you’re positioned to profit if you’re right. Unless you have a team of analysts working for you, when you find a stock that fits your fundamental criteria, you’re going to want to own a large chunk of it. As a result, investors who use fundamental analysis may have large exposure to individual companies.

This concept contradicts the idea of diversification,
 which is owning hundreds and hundreds of small pieces of many companies. With diversification, you’re spreading your risk over many companies so if one has a problem, it doesn’t hurt quite as badly. Fundamental analysts, though, think that owning just a few investments that you know inside and out is actually safer than owning everything.









Making Money with Fundamental Analysis

Face it. You’re probably not reading this book because you have a deep yearning to understand how to read and analyze company information. You’re looking to dig into company reports for a reason, which is most likely to make money.
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 Fundamental analysis can be profitable. If you’re able to find hidden value in a company or its stock and buy in before other investors discover what you know, you’ll cash in once the rest of Wall Street catches up to you.


Putting a price tag on a stock or bond

If you’ve ever wondered whether a stock is “cheap” or “pricey,” fundamental analysis can be a big help. Fundamental analysis helps you understand exactly what you’re getting when you buy an investment.

Here’s an example to help you see what we mean. Say you have the opportunity to buy a tree that literally grows dollar bills. Sounds great, right? How much should you pay for the tree? You might be tempted to pay millions of dollars, especially if others have their wallets out and start bidding.

Fundamental analysis can help you intelligently put a price tag on this amazing plant. By asking some questions and doing some due diligence, you can actually arrive at a correct price. The farmer tells you the tree grows 20 one-dollar bills every month. He also says the tree will likely die in a year and then stop growing money. Lastly, the farmer promises to pay you $20 a month if, for any reason, the tree stops growing money in less than a year. Suddenly this tree that grows money doesn’t sound so wonderful.

Knowing these fundamental details, the tree can be priced. You now know the tree is expected to generate about $240 over the next 12 months until it shrivels up and dies. So, is the tree worth $240? Not so fast. Remember, the tree won’t grow the $240 right away. You have to wait a year to get the entire wad of cash — as you’ll only harvest $20 a month. Because you have to wait a year to get the $240, the tree is worth less than $240. That’s because of the time value of money
 — a key principle to fundamental analysis — which essentially means a dollar received now is worth more than one received tomorrow. So if there’s a bidding war for the tree that drives the price over $240, you know to walk away based on your fundamental research.




Being profitable by being a “contrarian”

Being a successful fundamental analyst can be pretty lonely. If you’re trying to make money from studying a company and determining the company is worth more than its stock price, you’re betting that other investors bidding for the stock are wrong.

Fundamental analysis, therefore, is somewhat at odds with the efficient market theory.
 Efficient market theory says that trying to beat the market by picking winning stocks is futile. The strong form
 of the efficient market theory says that all information that’s knowable about a company is reflected in a company’s stock price. So say that you dig through a company’s financial statements and find that a company has great prospects. Efficient market theory would suggest that you’re not the first person to discover this, and that other investors have already bid the stock up with the same information.

But before you throw your hands up and give up on fundamental analysis, there are some caveats to the efficient market theory worth noting. Most important, while stocks may reflect all information over the long term, there can be short-term periods when prices might excessively rise or fall because of extreme and fleeting optimism or pessimism. For instance, many high-technology stocks skyrocketed during the late 1990s as investors bid up share prices on the idea that they’d be worth a fortune in the future. Fundamental analysts, looking at the fact many of the companies didn’t make money and never would, avoided the dot-com bubble. Eventually, the fundamentals caught up to the companies, and many of the stocks collapsed 90 percent or more. In some cases, the companies completely failed.
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 To profit from fundamental analysis, you have to be comfortable going against the crowd or — in Wall Street parlance — being a contrarian
 . When other investors are overly enthusiastic about a stock, they bid the price so high that it’s practically impossible for anyone to make money. A contrarian would not buy those stocks.




The Fundamental Analysis Toolbox

One of the great things about fundamental analysis is that you don’t really need much to get started. If you have a computer and calculator, you’re pretty much set.


Unlike technical analysis, which may require sophisticated and costly stock chart services, most of the data you need for fundamental analysis is provided free from nearly every company. Plus, many free online services offer increasingly detailed access to company financial data, making it easy for you to download and analyze. There are three key financial documents that are the cornerstone of financial analysis: the income statement, balance sheet, and statement of cash flows.


Introducing the income statement

Want to know how much a company made or lost during a year or a quarter? The income statement is for you. The income statement is the financial statement containing data you probably hear the most about, including revenue, net income, and earnings per share. This financial statement shows you a company’s revenues, expenses, gains, and losses. If you’ve ever read news stories about how much a company earned during a quarter, for instance, the information was taken off the company’s income statement.



Balance-sheet basics

Want to know how much money a company has or how much it owes to others? That’s where the balance sheet comes in. This financial statement spells out all the cash a company has in addition to its debt. The difference between what a company owns (its assets
 ) and what it owes (its liabilities
 ) is its equity.
 The basic formula is


Assets equal Liabilities plus Equity
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 Sometimes it’s helpful to understand corporate-finance jargon by putting it in personal-finance terms. If you’ve ever calculated your personal net worth by subtracting all your loans from all your savings, you’ve essentially created a balance sheet.


Figure 2-1
 shows a favorite way to look at the relationship among assets, liabilities, and equity. Think of the company’s financial position as a square. Next, cut the square in half. The left-hand side of the square, which we’ll call assets, is worth the same as the right-hand side of the square, which we’ll call liabilities and equity. The left-hand side of the square must always equal the right hand side of the square. Remember that liabilities and equity don’t have to equal each other, but together they must equal the assets.
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FIGURE 2-1:

 A square with three slices is the best way to understand the relationship among assets, liabilities, and equity.







Getting the mojo of cash flows

One of the first things fundamental analysts need to understand is that earnings aren’t necessarily cash. Accounting rules, for instance, allow companies to include in their income statement revenue from products they may have sold to consumers without having actually collected dollars from customers yet. Yes, you read that right. A company might say it earned $100 million, even though it hasn’t collected a dime from customers. This method of accounting, called accrual accounting,
 is done for a good reason. Accrual accounting lets analysts see more accurately how much it cost a company to generate sales.

But accrual accounting makes it critical for investors to monitor not just a company’s earnings but also how much cash it brings in. The statement of cash flows holds a company’s feet to the fire and requires it to disclose how much cold, hard cash is coming into the company. The statement of cash flows lets you see how much cash a company generated from its primary business operations. The statement, though, also lets you see how much cash a company brought in from lenders and investors.



Familiarizing yourself with financial ratios (including the P/E)

While the financial statements are enormously valuable to financial analysts, they only go so far. Not only do companies tend to only give the information they’re required to, but the data can also only tell you so much. You didn’t expect companies to do everything for you, right? That’s where financial ratios can be very important.

Financial ratios take different numbers from the income statement, balance sheet, and statement of cash flows, and compare them with each other. You’ll be amazed 
 at what you can find out about a company by mixing numbers from different statements. Financial ratios can provide great insight when applied to analysis.

There are dozens of helpful financial ratios, but at this point, you’ll just want to know the basic flavors and ratios and what they tell you, including


	
Valuation:
 If you’ve ever heard of the price-to-earnings ratio, or P/E, you’ve used a financial ratio. The P/E is one of many valuation ratios.
 Valuation ratios help fundamental analysts find out if a stock is cheap or expensive by comparing the stock price to a basic piece of data about a company. For instance, the P/E ratio compares a stock’s price to its earnings. The higher the P/E, the more richly valued a stock is.

	
Financial health:
 If a company is no longer a going concern and isn’t functioning, it’s not a great idea to invest in it. Some ratios, called liquidity ratios,
 measure how easily a company is able to keep up with its bills. Fundamental analysts will look for red flags that a company might be about to face some tough times.

	
Return on investment:
 If you’re going to give your money to a company, either as a loan or investment, you want to make sure you’re getting enough in return. Return on investment ratios help you determine how well the company is putting your money to work.

	
Operating performance:
 The more a company can increase its sales, while at the same time lowering costs, the more profitable it is. This balancing act is the essence of business. And the stakes for investors are huge, because the more profit a company generates, the bigger piece of the pie that’s left for investors. Operating performance ratios let you quickly see how well a company is managing its costs and increasing sales.
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 All the types of ratios and financial measures above are best understood when put into context. Fundamental analysts typically compare financial metrics to those of a company’s rivals. It can be useful to have financial data not just on the company you’re interested in but also on the industry for comparison.




Chapter 3

Gaining an Edge with Fundamental Analysis



 
IN THIS CHAPTER

[image: check]
 Finding out how fundamental analysis can turn you into a better investor


[image: check]
 Discovering how some of the best investors put fundamental analysis to use


[image: check]
 Uncovering clues on when to buy or sell a stock


[image: check]
 Applying fundamental analysis to buy-and-hold investment strategies




Fundamental analysis isn’t the easiest way to invest. There’s a bit of math involved. You need to learn some terms. And to perform fundamental analysis, you need to ferret out and analyze somewhat arcane pieces of financial information.

Why go to all this trouble? That’s the question you find the answer to in this chapter. You discover why the rigors of fundamental analysis, and the ultimate goal of not overpaying for stocks and finding cheap stocks to buy, can help you obtain better long-term success in investing. Meanwhile, you see how some basic fundamental analysis can help you avoid making mistakes that will be difficult to recover from.

Of course, no discussion of fundamental analysis is complete without exploring its best-known master: Warren Buffett. Buffett is a hero in investing, thanks to his discipline and long-term ability to find and hold companies with attractive fundamental characteristics.


Finally, in this chapter, you get a general taste of how fundamental analysis can give you cues on when you might consider buying or selling stocks. No method will work 100 percent all the time, but fundamental analysis can at least provide a guide and keep you from getting caught up in stock manias and bubbles.



Better Investing with Fundamentals

One of the biggest strengths of fundamental analysis is the fact that it attempts to help you keep the emotion out of investing. While momentum investors
 chase after the hottest stocks hoping they’ll go higher and day traders
 buy and sell every few minutes looking for a quick buck, fundamental analysis is more of a data-driven discipline.

Fundamental analysts analyze investments by examining the business that’s behind a stock or bond. Even if you’re just looking to buy a few shares of a company, you approach the analysis with the same level of research, or due diligence,
 as if you’re thinking about buying the whole company. Fundamental analysis lets you approach a stock as an investor, not a speculator.
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 Investors look to buy a stock because they believe the underlying company will generate profits in the future that exceed the price they’re paying. Speculators look to make money on an investment by simply finding someone else to sell it to for a higher price.

The careful consideration of a company’s fundamentals, such as revenue and earnings, is a key distinction of this approach from other methods of choosing investments. The name fundamental analysis
 really says it all, because the approach gets down to the most basic aspects of a business, including the trade cycle, which is discussed in Book 7, Chapter 2
 .

Fundamental analysis is generally connected with value investors.
 Value investors tend to buy stocks they think are undervalued,
 or have stock prices below what they think the company is actually worth. But fundamental analysis can help you no matter how you invest. Perhaps you’re a technical analyst,
 who studies stock charts to find stocks to buy. Maybe you’re an index investor,
 who buys all the stocks in a broad stock market index, such as the Standard & Poor’s 500. No matter what kind of investing you prefer, fundamental analysis can help you find suitable stocks and investments.



Picking stocks for fundamental reasons

Value investors are often drawn to the idea that they can get an edge on other investors by doing their homework and studying a company’s financial statements. These investors believe if they put in the time to understand a company’s business, accurately forecast its future, and pay the right price, they can achieve greater upside and less downside than the market as a whole.

There’s some truth to this. Academic studies have shown that stocks that are cheap, or value priced, tend to have strong long-term performance.

Need proof? Table 3-1
 shows how so-called value-priced
 stocks have performed compared with so-called growth
 stocks. Value-priced stocks are those that are cheaper than the market based on fundamental metrics, like the ones we introduce you to in Book 7
 . Growth stocks are those that are more expensive than the market. The numbers speak for themselves. Cheap stocks win over the long term. And it gets better: The edge of value stocks carries over to a company of any size — large or small.




TABLE 3-1
 Fundamentals Matter: Value Beats Growth





	

Type of stock based on index



	

Average annual % growth








	
Large value


	
10.6





	
Large growth


	
8.2





	
Small value


	
12.6





	
Small growth


	
9.6







Source: Index Fund Advisors based on IFA indexes and data from 1928
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 Fundamental analysis can also help you protect yourself from your own speculative juices. By studying the cold, hard numbers of a company’s business, you can get a strong dose of reality while other investors get caught up in the hype surrounding a particular stock. Because fundamental analysis is based in the laws of business, it can give you a greater perspective on how much an investment is worth.

Fundamental analysis allows you to have a pretty good idea of what a company or stock is worth, even before you buy it. That’s critical in investing, where the prices of stocks aren’t always the same as the value of the company. How can that be?

Value and price are determined by two very different things. A stock’s price is determined by an auction, very similar to how the price on a Pez dispenser is set on eBay. Investors frenetically buy and sell stocks every trading day, pushing the price up and down based on how optimistic or pessimistic they are about a 
 company’s future potential that second or even nanosecond. Just as you can see a bidding war erupt over a Pez dispenser and push its value to extreme highs, the same can occur for a stock if many investors are willing to buy it.

A company’s value is very different — and quite disconnected from the noise on Wall Street. A company’s value is a mathematical measurement of what the company is worth based on how much profit it generates and how much growth it’s expected to generate. The value of a company doesn’t change second to second. Quite the opposite.
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 John Bogle, founder of the Vanguard investment company, separates the true value of companies from the market value determined by Wall Street noise. Bogle says the value of companies is determined by the slow creep upward of their dividends and earnings, which he calls the investment return.
 Then there’s the speculative return,
 which is the price that traders are willing to pay for shares of that company at the moment. Speculative returns aren’t rooted in anything other than how much traders are willing to pay. When you start paying more attention to the speculative gains, you’re setting yourself up for trouble. “In the short run, speculative returns are only tenuously linked with investment returns,” Bogle says. “But in the long run, both returns must be — and will be — identical.” In other words, the company’s market value will eventually match the fundamental value.

A great example of how fundamental analysis can help you spot a frenzy over a stock, causing its price to get out of line, occurred in March 2000. (Incidentally, the dot-com boom was one of the best eras in recent memory for showing the danger of speculation.) Shares of Palm Computing, a maker of the Palm electronic organizer (remember those?), soared 150 percent to more than $95 a share in their first day of trading. At that price, investors put a total price tag of $54.3 billion on the company and its 23 million shares.

Just a little bit of fundamental sleuthing could have protected investors from the coming brutal collapse in the stock. Here’s how. Palm Computing was 95 percent owned by its parent company, 3Com, at the time. And the entire value of 3Com, including its 95 percent stock in Palm Computing, was just $28 billion. So why would investors be willing to pay nearly twice as much for a 5 percent piece of Palm than they would the entire parent company, 3Com? This kind of madness shows investors losing sight of fundamentals. It’s kind of like paying $20 for a slice of pie when you can buy the whole pie for $10. Fundamental analysts knew something was a little off. And they were right. The stock lost more than 70 percent of its value in just seven months. Ouch!


Uses for the index investor

Index investors don’t try to pick individual stocks or time the market. Index investors buy a broad basket of investments and hold it for a long period of time 
 (see Book 7, Chapter 2
 for more on index investors). Many index investors think trying to choose stocks that will outperform the broad market is extremely difficult, if not impossible. As a result, index investors buy small stakes of hundreds of companies so any difficulties that arise at one firm won’t hurt much.

Index investors often say fundamental analysis is a waste of time. Even so, many index investors apply some aspects of fundamental analysis. Index investors routinely choose to invest in baskets of either value
 stocks or growth
 stocks. Value stocks are those that are largely ignored by investors and command low stock prices relative to their fundamentals, such as profits or asset values. Growth stocks, on the other hand, are the darlings of Wall Street and demand huge stock prices compared to their fundamentals.

It’s not just value versus growth that index investors pay attention to, but also the size of the company. Index investors often divvy up money between shares of large companies and small companies — as companies’ sizes often have a bearing on what kinds of returns to expect. Large companies tend to generate lower returns than smaller companies — but they also tend to be less risky. These measures of size, again, are rooted in fundamental analysis.

Market value, also known as market capitalization,
 is the total price tag placed on a company and a good proxy for its size. Market value bears mentioning because it’s so important to index investors. Market value is rooted in fundamental analysis. To determine a company’s market value, you’ll need to know its number of shares outstanding, which comes from the balance sheet.

You calculate a company’s market value like this:


Stock price times company’s number of shares outstanding



So what? Does this mean the company is large or small? Table 3-2
 does the work for you and shows you how to know whether a company is small, midsized, or large.





TABLE 3-2
 Measuring the Size of Companies





	

Stock size classification



	

Market value more than ($ millions)



	

Market value less than ($ millions)








	
Large


	
$15,100


	
No limit





	
Medium


	
$2,035


	
$15,099





	
Small


	
$297


	
$2,034







Source: S&P Dow Jones Indices




WHY THE THREE FACTORS MATTER


It’s rare that academic research can make you money. But one of the most influential pieces of academic research ever written about investing is certainly worth your time.

Professors Eugene Fama and Kenneth French found that nearly 95 percent of stock price movements are explained by just three things, two of which are determined by a company’s fundamentals:


	
Size:
 Shares of smaller companies measured by market value
 tend to beat the stock market, in part because they are riskier and less established. Market value, also called market capitalization or market cap, measures the total price the market assigns to a company by multiplying a stock price by the total number of its shares outstanding.

	
Price or value:
 The lower a stock’s price, relative to its book value
 , the better it tends to do relative to the rest of the stock market. Book value, much like the net worth of a company, is a key aspect of fundamental analysis. It’s the company’s total assets minus liabilities. This is the fundamental value, or equity, in the stock.

	
Market risk:
 Movements of the broad economy have a large sway on how individual stocks perform. This is the part of stock values not determined by fundamental measures. Market risk can be very important in the short run, but eventually the fundamentals win out.








Assisting technical analysts

Like fundamental analysts, technical analysts think they can beat the stock market by picking the right stocks at the right time. But unlike fundamental analysis, technical analysis calls for a close study of stock price movements over time.

Still, technical analysts can benefit from fundamental analysis, too. For instance, some technical analysts might look for companies that are increasing their revenue or earnings growth each quarter. This information is found on a company’s income statement. Similarly, technical analysts might look for the best company in an industry by looking for companies with the most attractive financial ratios.




Dooming your portfolio by paying too much

No matter what type of investor you are, there are several absolutes. Here’s one of them: If you overpay for a stock, you’re accepting a sentence of poor returns in the future. Your return on a stock is a function of how much you pay for it. By definition, the more you pay for an investment, the lower your return will be.


Imagine you have the opportunity to buy a Laundromat. The Laundromat has been open for 30 years, and in each of those years, it generates a profit of $100,000. Because the Laundromat is in a strip mall that will close in five years, you figure the business will generate $500,000 in profit over the years and then will be shut down.

[image: technicalstuff]
 To keep this example simple, forget about the role of inflation,
 or the decreasing value of money each year, at this point. Also assume that your estimate was correct, and the Laundromat generated $100,000 a year in profit.

Just imagine what would happen if you offered to buy this Laundromat for $200,000. Your gain would be 150 percent. You know this because your profit is $300,000 because that’s the difference between the Laundromat’s earnings ($500,000) and what you paid ($200,000). Your return is your profit of $300,000 divided by the price you paid, $200,000.

Now, what if you got into a bidding war with another person interested in buying the Laundromat? In the heat of the moment, you offered to buy the business for $400,000 instead of $200,000. Your return will take a big hit, now equaling 25 percent. Nothing changed with the Laundromat. It will function the same whether you paid $400,000 or $200,000. But your return is now the profit of $100,000 divided by your purchase price of $400,000.

The same goes for investments, including stocks and bonds. If you increase the amount you pay for a share of stock, for instance, you eat into your return.
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 Overpaying for a stock is even more dangerous than increasing your offer for the Laundromat. If a company you invest in suffers a slowdown and its earnings are smaller than expected, you’ll find your return to be very small, or you may not get back what you invested.



Sitting through short-term volatility

Sometimes the excitement of daily market activity can get intoxicating. Ticker symbols scrolling at the bottom of the TV screen during financial programs can make you feel as if the markets are constantly moving and changing. And that’s true; markets are constantly moving as investors trade shares back and forth and push stock prices up and down. This is how the speculative return, as described previously, gets generated.

But a fundamental analysis can help you block out a great deal of this noise and be a better investor as a result. An example is perhaps with your house. Say you’re living in a home you know is worth $200,000. You know that because you hired an appraiser to look at the condition of the roof, remodeled kitchen, and bath, as well 
 as look at the prices of identical homes in the area. You have a pretty good idea of what the house is worth.

With this in mind, would you panic if you were sitting on the patio while a person walking by randomly offered you $100,000 for the home? Probably not. After all, you know the home is worth more than $100,000. Besides, you’re not in the market to sell anyway.

Still, that’s what stock investors commonly do when they pay too much attention to day-to-day movements in stock prices. They may have felt great about buying a stock for $10 a share, but if the stock falls to $8 a month later, they panic and wonder if they should sell. It doesn’t have to be that way.
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 One of the mantras of fundamental analysis comes from Benjamin Graham, the pioneer of the method and mentor to Warren Buffett. Fundamental analysts often say the market is a voting machine in the short term but a weighing machine in the long run. In other words, stock prices can be kicked dramatically higher or lower in the short term. But over the longer term, the underlying value of a company will prevail, and its true heft will be recognized.

Fundamental analysis helps you focus on an investment’s true value, or weight, using Graham’s analogy. If you know you correctly analyzed a company and assigned the correct value to it, then you don’t need to be as concerned about whether a company is popular or not in any given day, month, or year. Having a fundamental grasp of a company gives you the peace of mind to hold an investment for a long period of time and resist the urge to sell at the wrong time.




Relying on the Basic Info the Pros Use

It’s natural to think successful fundamental analysts have some kind of secret that’s beyond the reach of regular investors. Looking at the long-term success of Warren Buffett, for instance, makes you think perhaps he has a supercomputer that’s able to forecast the future. Similarly, many analysts who study companies have deep insights about their businesses, which might lead you to think they have access to data you don’t.

But here’s the truth. Fundamental analysts, with a few exceptions, are using all the same financial statements you have access to. Even the professionals are looking at all the same things such as the following: 



	
The financial statements:
 The income statement, balance sheet, statement of cash flows, and ratios are the cornerstone of the analysis done by most fundamental analysts.

	
The financial ratios:
 These seemingly simple calculations put the numbers in the financial statements into perspective. That perspective helps you determine whether stocks are cheap or expensive.

	
Industry analysis:
 Understanding the dynamics of the industry a company is in can help you do a better job investing.

	
Economic analysis:
 Investments can swing in value based largely on how the broad economy is doing. The influence of the economy became clear in 2008, when shares of companies having nothing to do with subprime loans were dragged down with the financial debacle. But fundamental analysis also helped investors pinpoint companies that would benefit most when the economy recovered. Stocks more than doubled from the lows of 2009 through 2015.
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 Clearly, the pros have distinct advantages. Large investment firms can afford to deploy armies of research experts to pore over the financial statements, allowing them to trade while you’re still downloading the results. Some systems used by professionals make fundamental analysis easier by automatically calculating growth trends and the financial ratios. Experience can also be a big help in helping a fundamental analyst spot things that a beginner might miss. But that doesn’t mean you can’t use fundamental analysis to help boost your success.


What is “the Warren Buffett Way”?

For many fundamental analysts, Warren Buffett is the ultimate role model. There’s no denying his success. Shares of Buffett’s Berkshire Hathaway rose from $87,800 a share to $204,624 in the ten years ending November 2014 — an impressive 133 percent gain. That works out to about 8.8 percent a year on average. During that same time period, the Russell 3000 index, which measures the performance of the stock market in general, gained 7.5 percent in value including dividends, according to Russell Investments. Buffett’s longer-term record is strong, too. No wonder he’s called the Oracle of Omaha.

Trying to figure out Buffett’s secret is the investment world’s equivalent of the search for the Holy Grail. Scores of investors make the pilgrimage to Berkshire Hathaway shareholder meetings in Omaha each year. Hour-long lunches with Buffett auction off on eBay for hundreds of thousands of dollars. And there are countless books on Buffett, most notably Robert G. Hagstrom’s The Warren Buffett Way
 (Wiley).

Interestingly, though, Buffett doesn’t make much of a secret of his techniques. Every year, in his letter to shareholders and also in Berkshire Hathaway’s Owner’s 
 Manual, he paints a picture of his approach. If you’re looking to up your fundamental analysis game, you’re wise to learn from the master. Much of Buffett’s approach is based in key elements of fundamental analysis, including the following:


	
Invest as an owner, not a trader.
 Buffett is very clear that he looks at an investment not as a short-term trade but as a long-term relationship. Berkshire Hathaway will often invest in a company and hold it for a very long time, perhaps never selling the position. “Regardless of price, we have no interest at all in selling any good businesses that Berkshire owns,” according to Berkshire’s Owner’s Manual.

	
Consider carefully a company’s intrinsic value.
 Buffet repeatedly discusses intrinsic value,
 which is a measure of what a company is truly worth. Intrinsic value is how much cash a company is expected to generate over its lifetime, which is a good measure of what it’s worth. Buying a stock for less than its intrinsic value gives you a bit of a margin of safety.

	
Analyze management.
 Buffett routinely says even a seemingly ho-hum company can generate dazzling returns with a good management team at the helm. For that reason, Buffett will often leave the top officers and directors of a company in place, even after buying a company.

	
Stick with businesses you understand.
 The better you grasp how a company makes its money and operates, the more informed you’ll be after reviewing its financial statements. You’ll also know better what to look for, because every industry and company has unique financial traits.

	
Find businesses that have a real advantage.
 In capitalism, if a company has a good idea, other firms will try to copy it and steal market share. Buffett combats that by investing in businesses with a strong brand or unique product, such as Coca-Cola.
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 Many investors hope to profit like Buffett without actually learning fundamental analysis. There are plenty of ways to do that. Investors who want to ride Buffett’s coattails could just invest in Berkshire Hathaway’s shares. Others try to mimic what Buffett does. Some investors try to figure out what Buffett is investing in by reading Berkshire Hathaway’s annual report,
 a document that discloses all the firm’s large holdings.

It’s never a good idea to blindly buy stocks just because another investor did. Still, reviewing the stocks that pass Buffett’s fundamental analysis might be a good place to start. The list of Berkshire Hathaway’s holdings in publicly traded companies can be found in the company’s annual reports, available here: 

www.berkshirehathaway.com/reports.html


 . Table 3-3
 shows you what some of Berkshire’s biggest positions were at the end of 2015.





TABLE 3-3
 Big Buffett Bets





	

Company



	

% of company owned by Berkshire



	

Market value of holding end of 2015 ($ Billions)








	
Wells Fargo


	
9.8


	
$27.2





	
Coca-Cola


	
9.3


	
$17.2





	
American Express


	
15.6


	
$10.5





	
IBM


	
8.4


	
$13.8





	
Walmart Stores


	
2.0


	
$3.6







Source: Berkshire Hathaway Annual Report


[image: warning]
 Blindly following moves of top investors isn’t an instant route to riches. That’s especially the case when trying to take cues from Buffett. Buffett constantly reminds his shareholders that he plans to hold investments for a long time. And his holdings can also suffer large losses in the short term. For instance, had you bought Tesco at the beginning of 2008 after seeing it was a top holding at the end of 2007, you would have suffered a 75 percent loss. Shares in American Express — a big holding going into 2014 — lost a quarter of their value in 2015; IBM dropped about 15 percent, while Walmart fell by nearly a third. Sometimes even Buffett’s speculative plays don’t pay off right away.



Checking in on Graham and Dodd

As much as Buffett is revered and admired, he, too was a student of fundamental analysis. Buffett has utilized and perfected the tools of professors Benjamin Graham and David Dodd, who are discussed at more length in the following sections. Graham and Dodd, whose names are synonymous with a method of investing called value investing,
 trace their roots to Columbia University, which Buffett attended.


The origins of value investing

Value investing, along with the work of Graham and Dodd, is usually central to the work of fundamental analysis. Graham and Dodd explained a stock is really a claim on the cash a company is expected to generate in the future, or its intrinsic value, as referred to in the earlier section “What is ‘the Warren Buffett Way’?
 ”. Just know the following:


	If a stock is trading for less than the cash it will generate, it’s undervalued
 and may be bought.

	If a stock is trading for more than the value of cash a company is expected to churn out, it’s overvalued.







Using fundamentals to see when a stock is priced right

Graham and Dodd took things a bit further than just weighing whether stocks were over- or undervalued. Other lessons from Graham and Dodd worth noting include


	
Protecting yourself:
 Buy stocks well below what they are worth, or their intrinsic value. This extra cushion gives you a margin of safety
 in case the business runs into trouble and the stock price falls further.

	
Investing isn’t necessarily speculating:
 While it’s tempting to think of Wall Street as a giant casino, Graham and Dodd explained that wasn’t necessarily the case. If you’re buying stocks with little information about the companies’ business, then yes, you’re betting or speculating. When you speculate, you bet you can sell the stock to someone else for more. But with fundamental analysis, you become more of an investor by understanding what you paid and what you can expect to receive in exchange.

	
Being cautious of companies with excessive debt:
 Companies that borrow heavily to finance their operations may face onerous debt payments during difficult economies.







Figuring Out When to Buy or Sell a Stock

Most investors are frustrated by the difficulty of getting the timing just right when buying or selling stocks. Even professional investors complain that while it’s hard enough trying to find the right investment and buy it at a good price, it’s even harder to know when to sell. Fundamental analysis can help you with this because you’ll learn how to estimate what a company is worth. As discussed earlier in the chapter, knowing what a company is worth is very helpful, because you’ll know whether the current stock price is higher or lower than what you think the company’s value is.
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 On the flip side, the discipline of fundamental analysis can help you evaluate when you might want to sell a stock. If a stock price is well below what you think the stock is worth, why would you sell at that price unless you had to?



Looking beyond the per-share price to market value

Look at just about any financial website, and the screen will be covered with stock prices, probably flashing green or red as they move up or down. Many investors get obsessed with the per-share price of a stock. It’s easy to understand why. When you buy a slice of pizza, for instance, you might not think to calculate how much, based on the per-slice price, you’re paying for the entire pie.

But one of the basic premises of fundamental investing is just that. You want to know how much you’re paying for your slice of a company and how that compares to what it’s really worth. And if there’s one aspect of fundamental analysis you can use immediately from this chapter, it’s that the per-share price of a stock, by itself, doesn’t tell you much.

[image: tip]
 Just looking at a company’s per-share price can lead you to make incorrect judgments. Some investors, for instance, have puzzled over how shares of Visa could trade for less than $80 a share while rival MasterCard commands a price of upward of $100 a share, because Visa processes more credit card transactions than MasterCard does. You might assume Visa is a better value than MasterCard because the per-share stock price is lower. But that’s not necessarily the case, and you need to take the analysis beyond the stock price.

Fundamental analysis, though, will show you that Visa’s lower per-share price doesn’t mean it’s a screaming buy. Market value tells you how much investors are paying for an entire company based on the price of the single share of stock. Using the pizza metaphor, market value tells you what the price of the whole pizza is, based on the price of one slice. You can apply this information immediately to stocks by using this formula:


Market value equals share price times number of shares outstanding



The key parts of market value are these:


	
Share price:
 How much investors are willing to pay for a slice of ownership in a company. You can get a company’s share price from many sources, including your online brokerage firm, investing websites, or the business section of your newspaper.

	
Number of shares outstanding:
 The number of slices, or shares, a company’s value is cut into. The number of shares outstanding is available in a company’s balance sheet.




We’ll do the work for you and grab the stock prices of both Visa and MasterCard, as well as each company’s total number of shares outstanding. Applying market value to Visa and MasterCard reveals much more than simply looking at their share prices does. The analysis shows that despite its lower per-share price, Visa is actually the company with the bigger total value. You figure this out by calculating the market value of each:


	

Calculating market value of Visa:


$80 a share price times 2,429.5 million shares equals $194.4 billion



	

Calculating market value of MasterCard:


$100 a share price times 1,131.4 million shares equals $113.1 billion





You can see that investors are in fact paying 70 percent more for Visa than MasterCard. Whether they’re paying too much is another question. But at this point, it’s important to understand how fundamental analysis goes well beyond just taking a look at a company’s share price.



Seeing how a company’s fundamentals and its price may get out of alignment

You don’t need a long memory to remember how fundamental analysis could have helped your investing. During the tech-stock boom of the late 1990s, investors were so enamored with dot-coms they were willing to pay boundless amounts for them. Just a few years later, in the mid-2000s, investors repeated their mistakes by creating a housing boom that drove up shares of homebuilders’ stocks. What’s remarkable is there were at least two massive stock market bubbles in just one decade. Fundamental analysis could have helped you sidestep the intense pain after both these bubbles inevitably burst.

You can put one of these bubbles into context by using market value. KB Home, a southern California homebuilder, was at the epicenter of the housing bubble. Back in early 2006, investors awarded the company with a total market value of $6.8 billion. Fast-forward to the end of 2014 — long after the housing bubble burst. KB Home’s market value was pricked to $1.5 billion. Where did the missing $5.3 billion in market value go? Out of the pockets of speculators. KB Home’s market value collapsed a remarkable 78 percent, erasing $5.3 billion in market value.

Academics argue over why bubbles and manias occur with investing. And you can leave that heady discussion to them. Just know that sometimes, overenthusiasm for stocks can drive prices, albeit temporarily, to levels that aren’t justified by their underlying businesses. Fundamental analysis is one way to try to see when a bubble is forming and try to profit from it.


[image: remember]
 Even masters of fundamental analysis have difficulty timing bubbles just right. Many analysts had warned that tech stocks were overvalued in 1998, for instance. And they were right — eventually. These investors had to bear being wrong and missing out on huge gains as tech stocks continued to soar in 1999 and early 2000, even though the stocks proved to be wildly overvalued.

Investors who pay attention to company fundamentals are often able to at least recognize when a bubble is forming. Weak fundamentals, for instance, were the tip-off for the dot-com bubble. More than a third of the 109 Internet companies that failed had business models that didn’t bring in enough revenue or had costs too high to ever make a profit, according to Boston Consulting.



Avoiding overhyped story stocks

Fundamental analysis can help you recognize when stocks are rising too much, well beyond what’s justified by their businesses. It’s a great way to resist the story stocks
 trance, or overinfatuation with companies that seem to have boundless potential and grab the attention of the masses. Like clockwork, investors go gung-ho over a type of company — usually in a seemingly promising industry. Investors have had temporary insanity over biotech firms, 3-D printing companies, social media stocks, for-profit colleges, satellite radio operators, and even retailers. Most of these spells eventually end badly.

Alternative energy stocks, including solar companies, are a recent example of stocks that lured investors with an irresistible premise but have struggled to deliver the fundamentals to support the optimism. Take the example of SolarCity. The company, which builds and leases back residential solar installations, seemed like a total winner in 2014. The company is also linked to Elon Musk, famed founder of Tesla Motors, as chairman. What’s not to like?

SolarCity saw its stock soar 634 percent in early 2014, racing to the point where it had a market value of $7 billion in February 2014. While the company was losing money in 2012, 2013, and 2014, it told investors that customers were signing up at a rapid clip and profits would eventually roll in. Investors continued to buy in.

It took some time, but investors who’d made the effort to actually read the company’s financial statements with horror were proven right. Fundamental analysts spotted two signs they routinely look for:


	
Lack of profit:
 Even as SolarCity grew, the losses continued to mount. SolarCity lost money in five of the six years between 2009 and 2014. Just in 2014 alone, the company posted a net loss of $66.5 million.


	
Large debt burden:
 The company continued to pile on more and more debt as it grew. As of September 2015, SolarCity was carrying $2.1 billion in long-term debt,
 or debt that’s due in more than a year or longer. That debt load was up 50 percent from 2013.



Despite the glowing promises of the company, investors ended up suffering as those plans didn’t pan out. By November 2015, the company’s stock price had fallen by 65 percent from the high in February 2014, when it was valued at $6.7 billion. In August 2016, Tesla bought SolarCity for roughly $2.5 billion, locking in a considerable loss for investors. Once again, fundamental analysis proved correct. It’s too soon to say whether SolarCity’s business model will prove out. But investors paying attention to fundamental analysis clearly knew the hype wasn’t justified at the high — avoiding a massive loss.



Pairing buy-and-hold strategies with fundamental analysis

Buying and holding stocks over the long term can be a great way to make money. Just ask Warren Buffett. Fundamental analysis can help give you the insights in companies to have the faith to hold on.

Fundamental analysis doesn’t require you to constantly buy and sell stocks. In fact, many investors tend to do their homework, buy a stock, and hold. They realize that constantly buying and selling stocks can be hazardous for your portfolio because it may hurt you with


	

Mounting trading costs:
 Every time you buy or sell a stock, it costs you something. Certainly, you can reduce commissions by opening an account with a deep-discount online brokerage, as described in Book 6, Chapter 3
 . But the costs are still a factor, including ones you might not notice.

[image: warning]
 There are two prices for stocks, the bid price
 and the ask price.
 The ask is the price you must pay when you buy a stock. The bid is the price you get when you sell. The ask is always higher than the bid; just like the price you get for trading in a car to a dealer, the bid is less than the price the dealer will resell the car for, or the ask. When you buy a stock, you’re paying a hidden fee, which is the difference between the bid and ask, or the spread.




	
Unnecessary taxes:
 Flipping in and out of stocks can end up making Uncle Sam rich. If you sell a stock for a profit before you’ve owned it at least a year, it’s a short-term capital gain.
 Short-term capital gains are taxed at your ordinary income-tax rates, which can be up to 39.6 percent. On the other hand, if you hold onto a stock for more than a year and sell it, the highest tax rate you’ll 
 likely pay is 15 percent. By just holding on a little longer, you can save a bundle on taxes.

	
Mistakes:
 It’s tempting to think that you’re never wrong. And after reading this book and applying fundamental analysis, you’ll be more informed than many other investors. Still, it’s easy to make a mistake if you sell too early.





Looking to the long term

While it’s not always the case, investors who rely on fundamental analysis are often resigned to being patient and waiting for the rest of the world to see how great the company you own is. After all, when you’re counting on the fact that the stock market and its scores of traders, portfolio managers, and other investors are wrong, you can’t expect them to arrive at your way of thinking overnight.

Fundamental analysis often works best when paired with a passive investing
 strategy. With passive investing, you do all your homework, pick your stock, and then wait. The stock might fall further. But it’s up to you to have the courage to trust your research and wait until other investors see what attracted you to the stock.

And because making money with fundamental analysis requires you to go against the crowd, you often need to buy the stock when you think others are wrong. A few of the times where stock prices might, temporarily, undervalue a company include


	

In the wake of an accounting scandal:
 When investors can no longer trust a management team because the financial statements have been falsified, they might sell the stock indiscriminately. If the stock is adequately beaten down to a point where you feel the company’s not being properly appreciated, there could be opportunity.

[image: warning]
 Trying to buy a stock after it’s been “cooking the books” is extremely difficult. Because fundamental analysis is based on accurate financial accounting, making a decision based on false information is complicated.



	
Amid pending litigation or liability claims:
 Stocks often trade at discounts, or below their true value, when investors are worried a company might face massive claims. This has happened with companies involved in tobacco and asbestos.

	
Slowing growth:
 When a company or its industry matures, it may see the rate of increase in revenue and earnings slow. When that happens, growth investors,
 who buy growth stocks, may dump the stock so they can move on to the new darling.


	
Industry shifts:
 When there’s a major disruption to an industry, the stocks in the group might get seriously punished. Following the credit crunch, for instance, stocks in the financial sector lost 58 percent of their value as a group in 2008. Certainly, not all banks and financial firms deserved to be punished that badly. Fundamentals analysts who bought the surviving bank stocks at the end of 2012 enjoyed a 56 percent rally through late 2015 — which beat the market’s gain.



Being willing to step up and invest in a company others want nothing to do with can be lucrative. Beaten-down stocks that get rediscovered by investors can rally strongly.



Patience isn’t always a virtue

According to classic value investing, if you’ve done your fundamental analysis, you can buy stocks, forget about them, and wait a few years to count your riches. Unless there’s a major change that warrants changing your opinion, value investors hang on and wait for the market to wake up.

[image: warning]
 Don’t let the fact you’ve done your fundamental research blind you to the fact that sometimes a cheap stock can get cheaper and stay that way. Overconfidence in fundamental analysis can turn a bad decision into a devastating one. The brutal decline suffered by Lucent shareholders is a classic example. Lucent was born out of the technology arm of AT&T, which was known for innovative patents for telecommunication and computing. Lucent, considered a blue chip by many investors, routinely showed up on lists of the most popular stocks with individual investors.

The stock’s downfall remains an example of the dangers of hanging on too long. The stock hit its all-time high of $85 a share in 1999 amid the technology boom. Many investors looking at the stock’s falling market value figured the company would come back. They kept thinking that as the stock fell to $75, $65, and $55. But it didn’t come back. The stock collapsed to $2.34, the price at which rival Alcatel offered to buy it in 2006. Remember that even when you’re using fundamental analysis, you’re making a bet that the market is mispricing a company. If you’re wrong, you need to be prepared to either be very patient or protect yourself against extreme downside by selling before losses become devastating.




Chapter 4

Getting Your Hands on Fundamental Data



 
IN THIS CHAPTER

[image: check]
 Understanding what information companies must provide to investors


[image: check]
 Grasping on some basic accounting and math for fundamental analysis


[image: check]
 Discovering how to access fundamental data right when they are released by companies


[image: check]
 Becoming familiar with databases that allow you to access financial information




By now, your financial calculator or spreadsheet is probably fired up and ready to start crunching down fundamental data. There’s just one little problem: You need to get the data first.

Here’s the good news. Getting your hands on financial data has never been easier, so there’s never been a better time to be a fundamental analyst. You’re able to get data faster, at less cost, and with less technical expertise than ever before. The ability to obtain financial data almost immediately from companies — and for free — allows fundamental analysts to closely monitor how a company is doing.

This chapter shows you what types of fundamental data companies provide to investors, what form they come in, and when you can expect to get them. You also get a quick refresher on accounting basics you’ll need in order to understand what’s contained in the reports when they land. Finally, this chapter shows you how to obtain financial data, including a detailed look at the treasure trove of fundamental data provided by the nation’s top financial cop, the Securities and Exchange Commission, or SEC.




Getting In Sync with the Fundamental Calendar

Companies you can invest in don’t get to decide whether to give you their financial information. It’s not a choice — it’s an obligation. Trust us, that’s a good thing. Just imagine how haphazard it would be if companies could choose what and when they’d tell their investors about how they’re doing. What if companies just weren’t in the mood to report their revenue or earnings in a quarter? If a retailer had a bad holiday selling season, for instance, it could tell investors, “Sorry, we’re not going to tell you how we did.” Such selective disclosure
 would be the corporate version of letting your kids only bring report cards home if they got all A’s.

In reality, publicly traded
 companies (those that sell ownership stakes of themselves to the general public) agree to be somewhat transparent. Transparency
 is a popular buzzword in business, and it’s a noble goal. To be transparent, companies must adhere to strict rules about what financial information they disclose and must even meet strict deadlines in getting fundamental data to investors. Similarly, when companies borrow money from the public, they, too, must disclose their financial results to the public.

[image: remember]
 By taking the public’s money, companies agree to give investors quarterly updates on their financial progress. Access to current and accurate fundamental data is one of your most basic rights when you either invest in or lend money to a company.


Which companies must report their financials to the public?

Just about any company you can invest in must follow financial reporting rules. That includes companies that are publicly traded, as explained in the preceding section. But even some private companies, which haven’t sold stock, must provide some financial information if they have $10 million or more in assets and 500 or more owners.

Most major stock market exchanges, including the New York Stock Exchange and NASDAQ, require their listed companies to provide quarterly and annual financial reports to investors. That includes foreign companies with shares of stock that trade on either exchange.

[image: tip]
 Some private companies offering generous stock option programs to employees often find they eventually have to start filing financial reports. Google, for instance, was private for roughly six years after it was founded in 1998. The company quickly hit the $10 million threshold for total assets, meaning it was required 
 to provide financial statements. At that time, Google decided it might as well become publicly traded and sell shares to investors in an IPO because it was going to have to report its financial statements. Google launched its IPO in August 2004.



NO DATA IS BAD DATA


If a company claims to be publicly traded but doesn’t provide financial information, be highly skeptical. The lack of financial information is especially critical when dealing with stocks that trade on the lightly regulated markets known as the OTC Pink
 or OTC Bulletin Board.
 The OTC Pink market is often nicknamed the Pink Sheets.

Unlike regulated exchanges, like the NYSE and NASDAQ, stocks that trade on the OTC Pink are not required to provide any financial information to investors. You read that right. These companies may even have ticker symbols, but never disclose how much they made or even how much revenue they generated. Most of the stocks on these markets are lightly regulated, if at all. Companies that trade on the OTC Bulletin Board must disclose current financial statements, but are exempt from other investor protections such as market value minimums.

The lack of financial information is a huge reason investors, especially those who rely on fundamental analysis, are often best served by avoiding stocks that trade on the OTC Bulletin Board or OTC Pink. These markets are infamous hangouts for so-called penny stocks.
 These stocks, which generally trade for a few pennies, are often just a name and little else. Sometimes penny-stock companies claim to have products and a management team, but don’t actually generate any money to speak of. Penny stocks are popular with speculators, who like to talk up a shell company’s prospects, get investors excited enough to buy in, and then dump the shares for a quick profit.






Kicking it all off: Earnings season

Sports fans wait all year for the beginning of football, basketball, or baseball season. Children can’t help but anticipate the holiday season. But it’s earnings season that fundamental analysts look forward to.

Four times a year, shortly after the end of the quarter, companies begin to report their financial results to investors. Because most companies are on a calendar year, the results generally start trickling out two weeks after the quarter ends. Four times a year, usually in January, April, July, and October, thousands of companies report their financial results en masse. These times of year are called earnings season.



Aluminum maker Alcoa earned the unofficial designation as the company to kick off earnings season. The company’s advanced accounting system allows it to close its books very rapidly following the end of the quarter. Alcoa for years was the first stock in the storied Dow Jones Industrial Average to report its earnings each quarter. Alcoa was kicked out of the Dow by shoe maker Nike in 2013, but even to this day, many investors see Alcoa’s report as the start of earning season.

[image: remember]
 Not all companies follow a calendar year. For instance, retailers generally bring in a vast majority of their sales each year during December. For that reason, many retailers close their books at the end of January to give them time to tally up their performance in December and give a full report for the year. When a company ends its year for accounting purposes in a month other than December, it’s often called a fiscal year
 .



Getting the earnings press release

You don’t have to be a journalist to appreciate the earnings press release.
 Contrary to its name, the earnings press release is for all investors, not just the media. When it’s time for a company to tell the world how it did after the quarter ends, the first move is to issue an earnings press release. The press release is usually, but not always, accompanied by a conference call for investors and analysts. During the call, the management team will go over the quarter or year, describe the information in the earnings press release, and answer questions from the analysts who cover the company’s stock for research firms.

[image: tip]
 When you read or hear a company reported its financial results, the information almost always comes from the company’s earnings press release. While earnings press releases are technically unofficial and preliminary, they’re usually accurate enough for investors, analysts, and the news media to use the numbers immediately. It’s important to remember, though, that the earnings press release is not reviewed by an accountant or auditor.

When companies issue an earnings press release, they will often notify the regulators by filing a form 8-K.
 The 8-K filing is the official way to signal to the world that the company has released critical information.

Regulators do not directly stipulate what companies must say in earnings press releases. But generally, earnings press releases contain several key parts:


	

Summary of the results:
 Most earnings press releases give the numbers investors want most right at the top, maybe even in the headline. That includes the revenue and earnings the company generated during the quarter and how much it grew (or shrunk) from the same quarter last year.


Be leery when a company brags about a quarter being a “record” quarter. Even if a company’s revenue rose to a record amount, its costs may have also run out of control and eaten into its earnings.



	
Management comment:
 A member of the management team will usually opine on how the quarter went. As you might imagine, these statements are generally very carefully crafted, overly optimistic, and not particularly useful.

	
Description of major business events during the year:
 Companies might break down — and even provide succinct bullet points — of the major accomplishments during the period.

	
Guidance for the future:
 Most companies often provide earnings guidance,
 or an estimate on how much the company might earn in the upcoming year or quarter. This guidance is important because it lets you know what the company expects in the near future.

	
Financial statements:
 The earnings press release is the first glimpse investors will get of the company’s income statement and balance sheet. These statements are among the most critical documents for fundamental data you’ll get.



[image: tip]
 It’s a good idea, when reading an earnings press release, to bypass almost everything except the financial statements. While earnings press releases are intended to be honest representations of a company’s performance, companies use the first parts of the earnings press release to put their performance in the best light. In contrast, the financial statements are the purest and least-biased parts of the press release.



Bracing for the 10-Q

Following the earnings press release, the next document to trickle out from the company is the 10-Q.
 The 10-Q is the official financial report submitted by a company to summarize its performance during the quarter. Companies are required to file their 10-Qs with the SEC.

Most companies have 40 days from the end of each fiscal quarter to produce and provide the 10-Q to investors. Generally, companies file the 10-Q a week or two after they provide the earnings press release. You can see the deadlines for the key financial documents in Table 4-1
 (we discuss the 10-K in the following section).




TABLE 4-1
 Filing Deadlines for Key Documents





	

Type of company



	

10-K deadline



	

10-Q deadline








	
Most large firms


	
75 days after quarter


	
40 days





	
Small firms (less than $75 million in market value traded)


	
90 days


	
45 days







Source: Securities and Exchange Commission


[image: tip]
 Both the earnings press release and 10-Q serve the same basic purpose: They tell investors how the company did, financially, during the quarter. But because the 10-Q is written primarily to satisfy regulatory requirements, it’s usually much more straightforward and contains less spin.


The 10-Q must be filed with the chief regulator of the financial markets, the SEC. As a result, companies are careful to include the following key components:


	

Financial statements:
 Companies don’t waste any time getting straight to the point with the 10-Q. The key financial statements are presented right at the top, while they’re usually at the bottom of earnings press releases.

Don’t make the mistake of assuming that you don’t need to bother with the 10-Q because you read the earnings press release. The 10-Q usually goes into greater detail than the press release — not because companies feel like spilling the beans, but because these documents are filed with regulators. For instance, a vast majority of companies don’t include a statement of cash flows in the earnings press release. The statement of cash flows, however, must be included in the 10-Q.



	

Footnotes:
 Just as some books just don’t fit correctly in your bookshelf, some financial information doesn’t slip nicely into the financial statements. Unusual or noteworthy financial events might require more description than will fit into the financial statements, and those are available in the footnotes in the 10-Q.

[image: tip]
 Never skip the footnotes. Companies will often throw items in the footnotes, hoping you’ll miss them as an investor. Remember Enron, the energy company that failed in 2001 and was one of the biggest corporate frauds in U.S. history? The company stuffed much of the information about its cryptic partnerships in the footnotes.



	
Management’s discussion and analysis of financial condition:
 This section of the 10-Q is usually called the MD&A. In the MD&A, management steps investors through its financial results for the quarter. The narrative is usually stripped down and, well, straightforward because executives know the SEC will review it. So they don’t want to say anything that may haunt them later.

	
Controls and procedures:
 The company will let investors know if it found any problems in the way it monitors its accounting and present the information to investors. Following the accounting scandal at Enron, new rules from the Sarbanes-Oxley Act of 2002 forced companies to make sure they had adequate controls in place over their accounting. Many companies fought tooth-and-nail to avoid these rules. You might as well read them.


	
Other information:
 Here, companies can throw in other material that might be of note to investors. This may include any pending litigation or whether the company sold additional stock or is having trouble paying interest on its debt.



Many investors don’t realize a company’s 10-Q is not officially audited by a third-party accounting firm. That doesn’t mean you can’t necessarily trust the numbers; just know a little more skepticism isn’t a bad idea.



Running through the 10-K

If you’ve ever run a 10K race, you know that it can be pretty grueling if you haven’t trained properly. The same goes for companies looking to report their annual financial performance in the form called the 10-K.
 This document is a monster, and producing it is one of the biggest financial chores a company faces. It’s also the most comprehensive piece of fundamental data you’ll get as an investor. The SEC requires most companies to file their 10-K forms within 75 days from the end of their fiscal year. Some smaller companies, though, have 90 days to comply with the rules. (See Table 4-1
 in the preceding section.)
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 Due to the complexity of producing a 10-K, there can be a significant delay between the end of the calendar year and the time the report gets released.

The 10-K is kind of like a company’s annual review. The level of detail of the 10-K is exhaustive, and unless you know what you’re looking for, it’s easy to get lost in the hundreds of pages of tables and text.

That’s why fundamental analysts rarely curl up with a 10-K and read it from start to finish like a novel. They just know how to skip around in a 10-K and look for these key elements:


	
Everything in the 10-Q, just for the whole year:
 All the data you get in the 10-Q for the quarter, you get for the year in the 10-K. That includes the financial statements and legal proceedings, but also a more expanded MD&A where the management team explains more fully how the year progressed. The controls and procedures section may also be more fleshed out, because the 10-K has been checked over by the auditors. (The preceding section has details on the 10-Q.)

	
Changes in accounting and disagreements with accountants:
 You might not expect to see conflict and intrigue in a company’s financial report, but sometimes you can find it here. Companies and their accountants will state in this section whether they saw eye to eye on financial reporting matters.


	
Long-term financial data:
 Companies give you the financial results for the year that just ended. But you’ll also find data for the past three, five, or even ten years. These data are very useful when looking for trends,
 or changes in fundamentals like revenue and earnings.

	
Business summary:
 Here, the company lays out the nitty-gritty of what it does for a living. The company may break down its major business units and even, in some cases, tell you which parts of the business are the most profitable.

	
Risk factors:
 Imagine picking up a date only to have the person sit you down with a huge list of everything that’s wrong with him or her. That would save quite a bit of time. Yet that’s precisely what companies must do in their 10-Ks. If there’s a known factor that could impair a company’s fundamentals, the company is required to tell you about it here.

	
Auditor’s opinion:
 Close to the bottom of the 10-K, the accountants will need to sign off on the books to indicate the books reasonably reflect the financial condition of the firm.



[image: tip]
 When reviewing a 10-K, always read the auditor’s opinion. The statement from the auditor can be telling. While an auditor may not wave a red flag and tell you not to buy stock, you can read between the lines. For instance, if you see the word qualified,
 watch out. That means the auditor has some issues with the way the books are kept, so you should too. Also, be careful when an auditor says a company may not be able to remain a going concern.
 That’s accounting talk for, “This company might not make it.”



Flipping through the annual report

If you visit a CEO’s office, you might see the annual report sitting on the coffee table. Some companies’ annual reports are gorgeous — well, as much as financial documents can be. The annual report is essentially the 10-K, but formatted like a magazine. There might be lovely photos of smiling executives, employees, and customers. Even the financial statements are given a facelift, usually printed on luxurious paper using an elegant font or in a fancy website. The annual report is usually released several months after the 10-K is published, often landing around the time companies have their shareholders’ meetings.

[image: tip]
 Unlike the 10-Q and 10-K, which you can download directly from the SEC’s website, the annual report is obtained directly from the company either through the mail in paper or on the company’s website. If you call a company, it will usually be happy to mail you a copy. You can also usually view an electronic form of the paper annual report by downloading it from the company’s website.


The annual report is the glossy and slick version of the 10-K. Companies produce the annual report mainly to hand out to employees and customers while courting them.

The annual report is the management team’s opportunity to put its spin on how the year went. Most annual reports, for instance, begin with a letter to shareholders that is generally very hopeful, even after a dismal year.



ANNUAL REPORTS: A CORPORATE BEAUTY CONTEST


Some companies go to great expense creating visually stunning annual reports. Some truly are wonders of publishing, putting some magazines to shame. Surfwear maker Quiksilver, for instance, for years produced annual reports containing full-color photos of surfers, exotic beaches, and colorful surfboards. By contrast, Warren Buffett’s Berkshire Hathaway’s report is a boring-looking document with no photos. However, it’s packed with wisdom and worth a read even if you don’t own the stock. There doesn’t appear to be any connection with the beauty of an annual report and company performance. Quiksilver actually filed for bankruptcy protection in 2015.

Beautiful annual reports, however, seem to be as much of an anachronism as beauty pageants. Increasingly, companies are taking the cheap way out by producing 10-K wraps
 instead of full-fledged annual reports. 10-K wraps are usually a short six-page brochure with some words from the CEO and a few photos. The boring old annual report is then stapled inside. Thinning of annual reports is a growing trend as companies look to cut costs — and as more companies put this information online.






There’s no proxy like the proxy statement

If you’re looking for the most salacious statement released by companies, that must be the proxy statement.
 The proxy statement is a document the SEC requires companies to distribute to shareholders ahead of the annual shareholder meeting. It’s kind of like the absentee ballot you might get before a presidential election.

Shareholder meetings happen every year as companies gather shareholders, usually in the spring, to go over their initiatives and goals. The proxy is sometimes known by its regulatory name, 14A,
 named after the portion of the SEC rules that stipulate what it must contain.


The proxy statement is fascinating reading because it lays out all the most sensitive information most companies have to offer, including the following:


	
Executive compensation:
 Want to find out how much a CEO gets paid? The proxy is your document. It spells out not only the annual salaries of the top executives but also the amounts of their bonuses.

	
Corporate matters subject to a vote:
 Companies’ proxies contain a section that looks almost like a ballot. There will be several measures that require shareholder approval. Usually, the items up for a vote include the selection of the auditing firm and the board members standing for reelection on the board.

	
Shareholder proposals:
 If a company has any ill will with shareholders, it will become very clear in the proxy. Dissident shareholders may offer proposals to replace the management team. Other investors might lobby for the company to adopt more socially responsible business practices.

	
Related-party transactions:
 This part of the proxy shows whether any of the company’s officers or directors have business relationships with it. Individuals that have business relationships with the company, in theory, may have trouble being impartial because there’s a potential conflict of interest.






Getting up to Speed with the Basic Accounting and Math

Even if you hated math in high school and avoided accounting in college, you can still put fundamental analysis to use. The more you dig into the financials of companies and see how math and accounting can help you, the more curious you may become to learn more. And if that’s the case, you might look into Business Math For Dummies
 by Mary Jane Sterling (Wiley) or the latest edition of Accounting For Dummies
 by John A. Tracy (Wiley).

But in this section, we give you the basics of what you need to know about the concept of accounting. You see that accounting is really just a way to condense millions of individual business transactions down to a form that makes it possible for you to analyze.

When you’re studying financial statements, just remember there are three primary functions of business you’re trying to analyze: operating activities, investing activities, and financing activities.



Operating activities: Finding smooth operators

A company’s operations get the most attention. Typically, when you hear a company is or is not “doing well,” that is a reference to the firm’s operating activities.

Simply stated, a company’s operations
 are the process of converting raw materials into products that are, hopefully, sold to customers for a profit. Many elements go into operations, including effective new product development (which generates revenue), cost control, marketing, and manufacturing. The income statement lets you see how well a company is operating.



Investing activities: You have to spend money to make money

Unless they’ve found a goose that lays platinum eggs, all companies, at some point, must put money back into their business. Equipment used to make products wears out and needs to be replaced. Companies outgrow their headquarters and must acquire a bigger building. It’s common for companies to overhaul their computer systems to keep up with tracking their business.

When companies spend money to make more money, they’re investing
 in their future. And while investing is a necessary part of doing business, it can also be done poorly. Companies might spend too much for equipment they didn’t need. Or worse, they might overexpand, resulting in a glut of their product, which hurts their profits. There are two key things for a fundamental analyst to monitor when it comes to investment:


	
Is the return on the investment adequate?
 If a company is spending money to expand, and revenue and profit aren’t growing too, you might be throwing your money down the drain as an investor.

	
Is the company using the equipment it has bought?
 In business, having too much capacity is not a good idea. You don’t want to spend money renting a warehouse, for instance, if it’s usually empty.





Financing activities: Getting in tune with high finance

So you can understand how a company operates and how much it’s investing in itself. But who’s going to pay for all this stuff? That’s the final and critical element that accounting helps you with.


Generally speaking, companies can finance,
 or fund their operations, in two ways. They can either rustle up investors, or they can borrow money. Investors provide money, called equity capital,
 to companies in exchange for a piece of the company. If all goes well, the company operates extremely well, profits soar, and investors are very happy because their share of the company will be worth more. When you buy stock in a company, you are an investor.

[image: technicalstuff]
 Some beginning investors incorrectly think money they use when buying a stock goes directly to the company. That’s not usually the case. Companies sell their stock to the public once, in a process called an initial public offering,
 or IPO. When those shares sell for that first time, the companies get that money. But after the IPO, the company doesn’t get additional cash. The shares and money are trading hands between other investors in the secondary market.


Selling stock is a great way for companies to raise money with no strings attached. The company sells the stock, and the investors hand over cash. But selling stock can be costly in the long run, especially if the company does well. When the profits come pouring in — the original owners must share the profits with the shareholders.

To avoid having to share ownership of the company, some companies might look to borrow money instead. Companies may borrow money from a local bank or sell IOUs, called bonds,
 to the public. Investors who lend money to a company simply want to get their money back, plus an amount of interest agreed upon ahead of time. If the company winds up doing fabulously well, the lenders only get the pre-agreed upon interest payments and not a penny more. The drawback, though, is that borrowers demand market interest rates and companies must pay on time or the company could go into default
 . Default is when a company can no longer afford to pay the interest on its debt and can lead to a company’s filing for bankruptcy protection or even liquidating,
 or selling off all its assets.

[image: remember]
 If a company defaults, investors and lenders are treated very differently. The difference has a big influence on whether you decide to buy a company’s stock or bonds.

If a company is unable to keep paying interest to its lenders, the company goes into default.
 Typically, at that point, the bondholders take control of the company. In the worst-case scenario, when a company cannot be saved, bondholders get repaid first. Say a company defaulted and had a giant garage sale to sell its desks and chairs. The money would be used to pay back debt holders before stock investors see a penny. That means, as a stock investor, you’re accepting the possibility that you can lose your entire investment.




Learning a key fundamental math skill: Percentage changes

So far, we’ve tried to spare you from much ugly math. It’s time to start crunching some numbers.

There’s one math skill that you’ll encounter so frequently in fundamental analysis, you might as well tackle it now. That’s the concept of percentage change.
 Because fundamental analysis is infatuated with looking at increases and decreases in business factors, such as sales
 and revenues,
 the percentage change is a way to put gains and declines into context. For instance, if we told you that the price of a sweater rose $40 this year, that doesn’t tell you much. But if we told you the price was $60 before, then you know that the price jumped 66 percent to $100.

You calculate a percentage change this way:

[image: images]


Going back to the sweater example, the new price is $100 and the old price was $60, so

[image: images]


If you don’t think parentheses and math belong together, here’s a mantra to help you remember it: “New minus old divided by old.”

If you like the mantra better, follow these steps:


	“New minus old:” Subtract the old number from the new one. That’s 100 minus 60, or 40.

	“Divide by old:” Take the answer from Step 1 and divide by the old number. Divide the 40 you got from Step 1 by the old number, 60. That’s 0.67.

	Convert to a percentage: Take the answer from Step 2 and multiply by 100. That gives you a 66.7 percent increase, which is the 0.67 from Step 2 multiplied by 100.
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 If a value rises by 100 percent, then it has doubled. Similarly, if a number rises by 200 percent, it has tripled and 300 percent, quadrupled. Some make the mistake, for instance, of seeing the 2 in the 200 percent and saying it has doubled when it has in fact tripled.





How to Get the Fundamental Data You Need

You might have the fastest car in the neighborhood, but if you don’t have any gas, you’re not going to get far. So goes fundamental analysis. You might build the fanciest financial spreadsheet, but it’s not going to do you any good if you don’t have the raw financial numbers to put in it.

Until the dawn of the Internet, getting fundamental data could be a real hassle. You would have to call or write a company and ask it to mail — yes, mail — its 10-K, 10-Q, and annual report to you.
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 Thankfully, the days of having to deal strictly with paper financial statements are over. But the skills of the fundamental analyst must keep up with the electronic age. In this section, you find out how to quickly, and for no cost, get your hands on the fundamental data you need to complete your analysis.


Getting acquainted with the SEC’s database

You can spend thousands of dollars for access to websites that provide fundamental data. But really, to get started, you don’t have to spend a dime.

The SEC’s website at 

www.sec.gov


 is a treasure trove for fundamental analysis. You’ll find all the financial forms discussed in this chapter, and then some. All the fundamental data are stored in the SEC’s Electronic Data Gathering, Analysis and Retrieval, or EDGAR, database. You can use EDGAR to look up any public company’s filings and even download the financial statements to your computer so you can do further analysis.



Step-by-step directions on accessing company fundamentals using EDGAR

When you know how powerful EDGAR is, you’re ready to dive in and discover how to get what you need from it. For the following example, we show you how to get the 10-Q, 10-K, and proxy statement for General Electric. Just follow these steps:


	
Log into the SEC’s website at
 

www.sec.gov


 .


	
Click the Company Filings link on the upper right-hand corner of the page.



	

Enter the name of the company in the Company name blank.


It’s the first blank in the top page as shown in Figure 4-1
 . Type in General Electric for this example. If you know the company’s symbol, GE in our example, you can enter that in the Fast Search blank.



	
Click the Search button.


	

Choose the company name.


Because General Electric has separate business units, you’ll see companies like General Electric Capital Assurance Co. But you want the main company, so click on the red numbers to the left of where it says General Electric Co.



	

Click on the form you want.


If you want GE’s 10-Q, scroll down until you see the form 10-Q listed and click the Documents button. If you want the 10-K, choose 10-K; the proxy is marked as 14-A. You’ll be taken to a page outlining everything contained in that filing.



	

Click on the red code under the document column in the first line.


This line should have the form under the Type head, which in this case is the 10-Q. When you’re downloading the 10-K, the line should read 10-K.







[image: image]

Source: U.S. Securities and Exchange Commission



FIGURE 4-1:

 EDGAR makes it easy and free to grab companies’ financial statements.





[image: technicalstuff]
 When you’re scrolling down through the list of forms, you might notice that some have a blue button that says Interactive Data. These forms are presented in a special format that computers can read, called eXtensive Business Reporting Language
 or XBRL. Financial statements available in XBRL can be easily processed and downloaded. If you click on the Voluntary Interactive Data button, you’ll be moved to an area of the SEC’s website that lets you view financial reports using XBRL. You can easily skip between the income statement and balance sheet without scrolling, for instance. XBRL also lets you easily download the financial statements to a spreadsheet. Because it’s not required to file using XBRL, only a few companies do. But that’s changing.
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 Most of the major web portals, such as Yahoo!, at 

http://finance.yahoo.com


 , and MSN, at 

http://money.msn.com


 , provide summaries of companies’ primary financial statements. Most companies, too, put their financial data on their websites. But as a fundamental analyst, it’s important to know how to get the data direct from the source: the SEC’s EDGAR database.



Pulling fundamental data from websites into spreadsheets

Sometimes reading a company’s financial statements using the SEC’s EDGAR database isn’t enough. If you want to perform a true analysis, you’ll likely need to download the data into a spreadsheet. (Pick up a copy of Matt Krantz’s Fundamental Analysis For Dummies
 [Wiley] to find out the nitty-gritty.)
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 If the company you’re analyzing provides XBRL data, it’s easy to download into a spreadsheet.

Luckily, there’s a handy trick using Microsoft Excel all fundamental analysts should know about. While it’s possible to cut-and-paste the financial data from a company filing into a spreadsheet, the results can be a disorganized mess. Instead, use an Excel function that’s built to order. Here’s how:


	

Open the filing.


Find the filing you’re interested in downloading using the steps outlined in the preceding section. Copy the web address from the address bar in your browser by highlighting the address and holding the Control button and the C key.



	
Open Microsoft Excel.


	

Instruct Excel to find the filing.


Choose Excel’s Data menu on the ribbon and click the From Web option on the left-hand side of the screen. A new window, titled New Web Query, will pop up.




	

Enter the web address of the filing into the New Web Query window.


Paste the filing’s address (by holding down the Control button and choosing the V key) in the address bar at the top.



	

Import the filing.


Click the Go button at the top of the New Web Query page in Excel.



	

Select the relevant financial data.


Scroll down in the New Web Query window in Excel until you see the financial data you would like to download. Click the small yellow arrow next to the data, click the Import button, and then click the OK button in the Import Data window.





After you follow these steps, the financial information you want, such as the company’s income statement or balance sheet, will automatically appear in a spreadsheet.



Finding stocks’ dividend histories


Dividends
 are periodic cash payments some companies make to their shareholders. The dividends are paid out of the company’s cash as a way of returning profits to the shareholders. Dividends are a very important piece of your total return on an investment.
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 Don’t ignore dividends. These cash payments, over time, account for about one-third of the total return investors make on the market, according to Standard & Poor’s. The remaining two-thirds of total return come from the stock price rising. During difficult times for the stock market, when stock prices fall, the dividends might be the only gains you get.

Dividends are also important ways to help value a company. Companies that pay dividends generally pay them quarterly.

The best way to look up a dividend history is on the company’s website. Nearly all companies’ sites provide an area where you can look up dividend payment histories. The Bing search engine can save you a step. From Bing.com, enter the name of the company and “dividend history.” Many times, you’ll be given a link that takes you directly to the company’s website that lists all the dividends paid.

You can also navigate to the dividend history by finding the investor relations
 section of a company’s website. For the GE example (see the earlier section “Step-by-step directions on accessing company fundamentals using EDGAR
 ”), go to 
 

www.ge.com


 and click on the Investors link at the top of the page. Next, click on the Stock Information link on the left-hand side. Scroll down, and you’ll find GE’s Dividend History, which lists GE’s dividend payments going back for two decades.



Getting stock-split information

Money for nothing is hard to find on Wall Street. But sometimes investors get additional shares — well, sort of. When a company’s stock price rises dramatically and begins to approach $50 a share or more, the executives might decide to split the shares. In a stock split, the company cuts its share price, say in half, by cutting the shares into multiple shares. For instance, say you own 100 shares in a stock trading for $60 a share. If the company has a 2-for-1 split, you will suddenly have 200 shares, but they’ll be worth $30 apiece. Management feels some investors are more likely to buy stock in a company for $30 a share than $60.

The theory goes that some naïve investors who read too much into a stock’s per-share price might assume a stock trading for $50 or more is too expensive.

[image: warning]
 Some investors assume that a stock split is a major boon because they suddenly have more shares. But, as discussed in Book 7, Chapter 3
 , the per-share price of a stock doesn’t tell you much. The value of your shares is still $6,000, whether you own 100 shares at $60 or 200 shares at $30 a share. The company’s market value also stays the same.

Understanding when stock splits occur is important for fundamental analysis, though, because it can affect the number of shares outstanding, which is described in Book 7, Chapter 3
 .

Fortunately, many companies provide stock-split histories on their websites. But not all do — and you might want to look up stock splits at multiple companies without navigating to several investor relations websites. That’s where other online tools can help you find when splits happened and how many shares were affected come in.

Yahoo! Finance helps you look up if, and when, a company split its shares. Here’s how:


	
Log into
 

http://finance.yahoo.com


 .


	

Enter the name of the company or symbol in the Quote Lookup blank and click on the name of the company.


For GE, for instance, enter GE and click the General Electric link.




	

Click the Interactive chart link.


This will take you to Yahoo! Finance’s advanced charting feature.



	

Choose the time frame by hovering over the field next to the Compare option.


If you want to see all the company’s split in its history, choose Max.



	

Observe the chart.


If the stock has been split, you’ll see a small purple hexagon with the letter S
 in the center on the bottom of the stock chart. For instance, the chart tells you that GE last split its stock, by 3 for 1, on May 8, 2000.
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Chapter 1

Evaluating Real Estate as an Investment



 
IN THIS CHAPTER

[image: check]
 Focusing on the potential for real estate investing
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 Contrasting real estate with other investing options
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 Deciding whether real estate is really for you
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 Arranging your overall investment and financial plans to include real estate




Real estate is one of the three time-tested ways for people of varied economic means to build wealth (the others are stocks and small business). The challenge involved with real estate is that it takes some real planning to get started. Contacting an investment company and purchasing some shares of your favorite mutual fund or stock is a lot easier than acquiring your first rental property. Buying property isn’t that difficult, though. You just need a financial and real estate investment plan, a lot of patience, and the willingness to do some hard work, and you’re on your way to building your own real estate empire!

In this chapter, we give you some information that can help you decide whether you have what it takes to make money and
 be comfortable with investing in real estate. We compare real estate investments to other investments. We provide some questions you need to ask yourself before making any decisions. And finally, we offer guidance on how real estate investments can fit into your overall personal financial plans. Along the way, we share our experience, insights, and thoughts on a long-term strategy for building wealth through real estate that virtually everyone can understand and achieve.




Understanding Real Estate’s Income- and Wealth-Producing Potential

Compared with most other investments, good real estate can excel at producing periodic or monthly cash flow for property owners. So in addition to the longer-term appreciation potential, you can also earn investment income year in and year out. Real estate is a true growth and
 income investment.
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 The vast majority of people who don’t make money in real estate make easily avoidable mistakes, which we help you avoid.

The following list highlights the major benefits of investing in real estate:


	
Tax-deferred compounding of value:
 In real estate investing, the appreciation of your properties compounds tax-deferred
 during your years of ownership. You don’t pay tax on this profit until you sell your property — and even then you can roll over your gain into another investment property and avoid paying taxes. (See the “Being aware of the tax advantages
 ” section later in this chapter.)

	

Regular cash flow:
 If you have property that you rent out, you have money coming in every month in the form of rents. Some properties, particularly larger multiunit complexes, may have some additional income sources, such as from coin-operated washers and dryers.
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 When you own investment real estate, you should also expect to incur expenses that include your mortgage payment, property taxes, insurance, and maintenance. The interaction of the revenues coming in and the expenses going out is what tells you whether you realize positive operating profit each month.



	
Reduced income tax bills:
 For income tax purposes, you also get to claim an expense that isn’t really an out-of-pocket cost — depreciation. Depreciation enables you to reduce your current income tax bill and hence increase your cash flow from a property. (We explain this tax advantage and others later in the “Being aware of the tax advantages
 ” section.)

	
Rate of increase of rental income versus overall expenses:
 Over time, your operating profit, which is subject to ordinary income tax, should rise as you increase your rental prices faster than the rate of increase for your property’s overall expenses. What follows is a simple example to show why even modest rental increases are magnified into larger operating profits and healthy returns on investment over time.



Suppose you’re in the market to purchase a single-family home that you want to rent out. Such properties are selling for about $200,000 in the area you’ve deemed 
 to be a good investment. (
Note:

 Housing prices vary widely across different areas, but the following example should give you a relative sense of how a rental property’s expenses and revenue change over time.) You expect to make a 20 percent down payment and take out a 30-year fixed rate mortgage at 6 percent for the remainder of the purchase price — $160,000. Here are the details:





	
Monthly mortgage payment


	
$960





	
Monthly property tax


	
$200





	
Other monthly expenses (maintenance, insurance)


	
$200





	
Monthly rent


	
$1,400








In Table 1-1
 , we show you what happens with your investment over time. We assume that your rent and expenses (except for your mortgage payment, which is fixed) increase 3 percent annually and that your property appreciates a conservative 4 percent per year. (For simplification purposes, we ignore depreciation in this example. If we had included the benefit of depreciation, it would further enhance the calculated returns.)




TABLE 1-1
 How a Rental Property’s Income and Wealth Build Over Time





	

Year



	

Monthly Rent



	

Monthly Expenses



	

Property Value



	

Mortgage Balance








	
0


	
$1,400


	
$1,360


	
$200,000


	
$160,000





	
5


	
$1,623


	
$1,424


	
$243,330


	
$148,960





	
10


	
$1,881


	
$1,498


	
$296,050


	
$133,920





	
20


	
$2,529


	
$1,682


	
$438,225


	
$86,400





	
30


	
$3,398


	
$1,931


	
$648,680


	
$0





	
31


	
$3,500


	
$1,000


	
$674,625


	
$0








Now, notice what happens over time. When you first buy the property, the monthly rent and the monthly expenses are about equal. By year five, the monthly income exceeds the expenses by about $200 per month. Consider why this happens — your largest monthly expense, the mortgage payment, doesn’t increase. So, even though we assume that the rent increases just 3 percent per year, which is the same rate of increase assumed for your nonmortgage expenses, the compounding of rental inflation begins to produce larger and larger cash flow to you, the property owner. Cash flow of $200 per month may not sound like much, but consider that this $2,400 annual income is from an original $40,000 investment. Thus, by 
 year five, your rental property is producing a 6 percent return on your down payment investment. (And remember, if you factor in the tax deduction for depreciation, your cash flow and return are even higher.)

In addition to the monthly cash flow from the amount that the rent exceeds the property’s expenses, also look at the last two columns in Table 1-1
 to see what has happened by year five to your equity
 (the difference between market value and mortgage balance owed) in the property. With just a 4 percent annual increase in market value, your $40,000 in equity (the down payment) has more than doubled to $94,370 ($243,330 – 148,960).

By years 10 and 20, you can see the further increases in your monthly cash flow and significant expansion in your property’s equity. By year 30, the property is producing more than $1,400 per month cash flow, and you’re now the proud owner of a mortgage-free property worth more than triple what you paid for it!

After you get the mortgage paid off in year 30, take a look at what happens in year 31 and beyond to your monthly expenses (big drop) and therefore your cash flow (big increase).



Recognizing the Caveats of Real Estate Investing

Despite all its potential, real estate investing isn’t lucrative at all times and for all people. Here’s a quick outline of the biggest caveats that accompany investing in real estate:


	
Few home runs:
 Your likely returns from real estate won’t approach the home runs that the most accomplished entrepreneurs achieve in the business world.
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 Up-front operating profit challenges:
 Unless you make a large down payment, your monthly operating profit may be small, nonexistent, or negative in the early years of rental property ownership. During soft periods in the local economy, rents may rise more slowly than your expenses or they may even fall. That’s why you must ensure that you can weather financially tough times. In the worst cases, we’ve seen rental property owners lose both their investment property and their homes. See the section “Fitting Real Estate into Your Plans
 ” later in this chapter.



	
Ups and downs:
 You’re not going to earn an 8 to 10 percent return every year. Although you have the potential for significant profits, owning real estate 
 isn’t like owning a printing press at the U.S. Treasury. Like stocks and other types of ownership investments, real estate goes through down as well as up periods. Most people who make money investing in real estate do so because they invest and hold property over many years.

	
Relatively high transaction costs:
 If you buy a property and then want out a year or two later, you may find that even though it has appreciated in value, much (if not all) of your profit has been wiped away by the high transaction costs. Typically, the costs of buying and selling — which include real estate agent commissions, loan fees, title insurance, and other closing costs — amount to about 10 to 15 percent of the purchase price of a property. So, although you may be elated if your property appreciates 15 percent in value in short order, you may not be so thrilled to realize that if you sell the property, you may not have any greater return than if you had stashed your money in a lowly bank account.

	
Tax implications:
 Last, but not least, when you make a positive net return or profit on your real estate investment, the federal and state governments are waiting with open hands for their share.



These drawbacks shouldn’t keep you from exploring real estate investing as an option; rather, they simply reinforce the need to really know what you’re getting into with this type of investing and whether it’s a good match for you. The rest of this chapter takes you deeper into an assessment of real estate as an investment as well as introspection about your goals, interests, and abilities.



Comparing Real Estate to Other Investments

Surely you’ve considered or heard about many different investments over the years. To help you grasp and understand the unique characteristics of real estate, we compare and contrast real estate’s attributes with those of other wealth-building investments like stocks and small business.


Returns

Clearly, a major reason that many people invest in real estate is for the healthy total returns
 (which include ongoing cash flow and the appreciation of the property). Real estate often generates robust long-term returns because, like stocks and small business, it’s an ownership investment.
 By that, we mean that real estate is an asset that has the ability to produce periodic income and
 gain or profits upon refinancing or sale.


Our research and experience suggest that total real estate investment returns are comparable to those from stocks — about 8 to 10 percent annually. Over recent decades, the average annual return on real estate investment trusts (REITs), publicly traded companies that invest in income-producing real estate such as apartment buildings, office complexes, and shopping centers, have appreciated at about this pace as well.

And you can earn long-term returns better than 10 percent per year if you select excellent properties in the best areas, hold them for several years, and manage them well.




HOW LEVERAGE AFFECTS YOUR REAL ESTATE RETURNS


Real estate is different from most other investments in that you can typically borrow (finance) up to 70 to 80 percent or more of the value of the property. Thus, you can use your small down payment of 20 to 30 percent of the purchase price to buy, own, and control a much larger investment. (During market downturns, lenders tighten requirements and may require larger down payments than they do during good times.) So when your real estate increases in value (which is what you hope and expect), you make money on your investment as well as on the money that you borrowed. That’s what we mean when we say that the investment returns from real estate are enhanced due to leverage.


Take a look at this simple example. Suppose you purchase a property for $150,000 and make a $30,000 down payment. Over the next three years, imagine that the property appreciates 10 percent to $165,000. Thus, you have a profit (on paper) of $15,000 ($165,000 – $150,000) on an investment of just $30,000. In other words, you’ve made a 50 percent return on your investment. (
Note:

 We ignore cash flow
 — whether the rental income that you collect from the property exceeds the expenses that you pay or vice versa, and the tax benefits associated with rental real estate.)

Remember, leverage magnifies all your returns, and those returns aren’t always positive! If your $150,000 property decreases in value to $135,000, even though it has only dropped 10 percent in value, you actually lose (on paper) 50 percent of your original $30,000 investment. (In case you care, and it’s okay if you don’t, some wonks apply the terms positive leverage
 and negative leverage.
 ) Please see the “Understanding Real Estate’s Income- and Wealth-Producing Potential
 ” section earlier in this chapter for a more detailed example of investment property profit and return.






Risk

Real estate doesn’t always rise in value — witness the decline that occurred in most parts of the United States during the late 2000s. That said, market values for real estate generally don’t suffer from as much volatility as stock prices do. You may recall how the excitement surrounding the rapid sustained increase of technology and Internet stock prices in the late 1990s turned into the dismay and agony of those same sectors’ stock prices crashing in the early 2000s. Many stocks in this industry, including those of leaders in their niches, saw their stock prices plummet by 80 percent, 90 percent, or more. Generally, you don’t see that kind of dramatic roller-coaster shifts in values over the short run with the residential income property real estate market.

However, keep in mind (especially if you tend to be concerned about shorter-term risks) that real estate can suffer from declines of 10 percent, 20 percent, or more. If you make a down payment of say, 20 percent, and want to sell your property after a 10 to 15 percent price decline, you may find that all (as in 100 percent) of your invested dollars (down payment) are wiped out after you factor in transaction costs. So you can lose everything.
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 You can greatly reduce and minimize your risk investing in real estate through buying and holding property for many years (seven to ten or more).



Liquidity


Liquidity
 — the ease and cost with which you can sell and get your money out of an investment — is one of real estate’s shortcomings. Real estate is relatively illiquid:
 You can’t sell a piece of property with the same speed with which you whip out your ATM card and withdraw money from your bank account or sell a stock or an exchange-traded fund with a phone call or click of your computer’s mouse.

We actually view real estate’s relative illiquidity as a strength, certainly compared with stocks that people often trade in and out of because doing so is so easy and seemingly cheap. As a result, many stock market investors tend to lose sight of the long term and miss out on the bigger gains that accrue to patient buy-and-stick-with-it investors. Because you can’t track the value of investment real estate daily on your computer, and because real estate takes considerable time, energy, and money to sell, you’re far more likely to buy and hold onto your properties for the longer term.

Although real estate investments are generally less liquid than stocks, they’re generally more liquid than investments made in your own or someone else’s small business. People need a place to live and businesses need a place to operate, 
 so there’s always demand for real estate (although the supply of such available properties can greatly exceed the demand in some areas during certain time periods).



Capital requirements

Although you can easily get started with traditional investments such as stocks and mutual funds with a few hundred or thousand dollars, the vast majority of quality real estate investments require far greater investments — usually on the order of tens of thousands of dollars. (Book 8, Chapter 3
 gives you an idea of where to look for capital.)
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 If you’re one of the many people who don’t have that kind of money burning a hole in your pocket, don’t despair. Among the simplest low-cost real estate investment options are real estate investment trusts (REITs). You can buy these as exchange-traded stocks or invest in a portfolio of REITs through an REIT mutual fund.



Diversification value

An advantage of holding investment real estate is that its value doesn’t necessarily move in tandem with other investments, such as stocks or small-business investments that you hold. You may recall, for example, the massive stock market decline in the early 2000s. In most communities around America, real estate values were either steady or actually rising during this horrendous period for stock prices.

However, real estate prices and stock prices, for example, can move down together in value (witness the severe recession and stock market drop that took hold in 2008). Sluggish business conditions and lower corporate profits can depress stock and real estate prices.



Opportunities to add value

Although you may not know much about investing in the stock market, you may have some good ideas about how to improve a property and make it more valuable. You can fix up a property or develop it further and raise the rental income accordingly. Perhaps through legwork, persistence, and good negotiating skills, you can purchase a property below its fair market value.

Relative to investing in the stock market, tenacious and savvy real estate investors can more easily buy property in the private real estate market at below fair market value because the real estate market is somewhat less efficient and some owners don’t realize the value of their income property or they need to sell quickly. 
 Theoretically, you can do the same in the stock market, but the scores of professional, full-time money managers who analyze the public market for stocks make finding bargains more difficult.



Being aware of the tax advantages

Real estate investment offers numerous tax advantages. In this section, we compare and contrast investment property tax issues with those of other investments.


Deductible expenses (including depreciation)

Owning a property has much in common with owning your own small business. Every year, you account for your income and expenses on a tax return. One expense that you get to deduct for rental real estate on your tax return — depreciation — doesn’t actually involve spending or outlaying money. Depreciation
 is an allowable tax deduction for buildings, because structures wear out over time. Under current tax laws, residential real estate is depreciated over 27½ years (commercial buildings are less favored in the tax code and can be depreciated over 39 years). Residential real estate is depreciated over shorter time periods because it has traditionally been a favored investment in our nation’s tax laws.



Tax-free rollovers of rental property profits

When you sell a stock, mutual fund, or exchange-traded investment that you hold outside a retirement account, you must pay tax on your profits. By contrast, you can avoid paying tax on your profit when you sell a rental property if you roll over your gain into another like-kind investment real estate property.

The rules for properly making one of these 1031 exchanges are complex and involve third parties. Make sure you find an attorney and/or tax advisor who is an expert at these transactions to ensure that you meet the technical and strict timing requirements so everything goes smoothly (and legally).

If you don’t roll over your gain, you may owe significant taxes because of how the IRS defines your gain. For example, if you buy a property for $200,000 and sell it for $550,000, you not only owe tax on the gain from the increased property value, but you also owe tax on an additional amount, the property’s depreciation you used during your ownership. The amount of depreciation that you deduct on your tax returns reduces the original $200,000 purchase price, making the taxable difference that much larger. For example, if you deducted $125,000 for depreciation over the years that you owned the property, you owe tax on the difference between the sale price of $550,000 and $75,000 ($200,000 purchase price – $125,000 depreciation).




Deferred taxes with installment sales


Installment sales
 are a complex method that can be used to defer your tax bill when you sell an investment property at a profit and you don’t buy another rental property. With such a sale, you play the role of banker and provide financing to the buyer. In addition to often collecting a competitive interest rate from the seller, you only have to pay capital gains tax as you receive proceeds over time from the sale.



Special tax credits for low-income housing and old buildings

If you invest in and upgrade low-income housing or certified historic buildings, you can gain special tax credits. The credits represent a direct reduction in your tax bill from expenditures to rehabilitate and improve such properties. These tax credits exist to encourage investors to invest in and fix up old or run-down buildings that likely would continue to deteriorate otherwise. The IRS has strict rules governing what types of properties qualify. See IRS Form 3468 to discover more about these credits.





Determining Whether You Should Invest in Real Estate

We believe that most people can succeed at investing in real estate if they’re willing to do their homework, which includes selecting top real estate professionals. In the sections that follow, we ask several important questions to help you decide whether you have what it takes to succeed and be happy with real estate investments that involve managing property. Income-producing real estate isn’t a passive investment.


Do you have sufficient time?

Purchasing and owning investment real estate and being a landlord is time-consuming. The same way an uninformed owner can sell his property for less than it’s worth, if you fail to do your homework before purchasing property, you can end up overpaying or buying real estate with a slew of problems. Finding competent and ethical real estate professionals takes time. Investigating communities, neighborhoods, and zoning also soaks up plenty of hours, as does examining tenant issues with potential properties.


As for managing a property, you can hire a property manager to interview tenants, collect the rent, and solve problems such as leaky faucets and broken appliances, but doing so costs money and still requires some of your time.



Can you deal with problems?

Challenges and problems inevitably occur when you try to buy a property. Purchase negotiations can be stressful and frustrating. You can also count on some problems coming up when you own and manage investment real estate. Most tenants won’t care for a property the way property owners do.

If every little problem (especially those that you think may have been caused by your tenants) causes you distress, at a minimum, you should only own rental property with the assistance of a property manager. You should also question whether you’re really going to be happy owning investment property. The financial rewards come well down the road, but you live the day-to-day ownership headaches immediately.



Does real estate interest you?

In our experience, some of the best real estate investors have a curiosity and interest in real estate. If you don’t already possess it, such an interest and curiosity can be cultivated.

On the other hand, some people simply aren’t comfortable investing in rental property. For example, if you’ve had experience and success with stock market investing, you may be uncomfortable venturing into real estate investments. Some people are on a mission to start their own business and may prefer to channel the time and money into that outlet.



Can you handle market downturns?

Real estate investing isn’t for the faint of heart. Buying and holding real estate is a whole lot of fun when prices and rents are rising. But market downturns happen, and they test you emotionally as well as financially.

Consider the real estate market price declines that happened in most communities and types of property in the late 2000s. Such drops can present attractive buying opportunities for those with courage and cash.

No one has a crystal ball, though, so don’t expect to be able to buy at the precise bottom of prices and sell at the exact peak of your local market. Even if you 
 make a smart buy now, you’ll inevitably end up holding some of your investment property during a difficult market (recessions where you have trouble finding and retaining quality tenants, where rents and property values may fall rather than rise). Do you have the financial wherewithal to handle such a downturn? How have you handled other investments when their values have fallen?




Fitting Real Estate into Your Plans

For most nonwealthy people, purchasing investment real estate has a major impact on their overall personal financial situation. So before you go out to buy property, you should inventory your financial life and be sure your fiscal house is in order. This section explains how you can do just that.


Ensure your best personal financial health

If you’re trying to improve your physical fitness by exercising, you may find that eating lots of junk food and smoking are barriers to your goal. Likewise, investing in real estate or other growth investments such as stocks while you’re carrying high-cost consumer debt (credit cards, auto loans, and so on) and spending more than you earn impedes your financial goals.
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 Before you set out to invest in real estate, pay off all your consumer debt. Not only will you be financially healthier for doing so, but you’ll also enhance your future mortgage applications. (See Book 2, Chapter 3
 .)

Eliminate wasteful and unnecessary spending; analyze your monthly spending to identify target areas for reduction. This practice enables you to save more and better afford making investments, including real estate. If you can cut your spending to a point that you’re living significantly below your means, so much the better.



Protect yourself with insurance

Regardless of your real estate investment desires and decisions, you must have comprehensive insurance for yourself and your major assets, including


	
Health insurance:
 Major medical coverage protects you from financial ruin if you have a major accident or illness that requires significant hospital and other medical care.

	
Disability insurance:
 For most working people, their biggest asset is their future income-earning ability. Disability insurance replaces a portion of your 
 employment earnings if you’re unable to work for an extended period of time because of an incapacitating illness or injury.

	
Life insurance:
 If loved ones are financially dependent on you, term life insurance, which provides a lump sum death benefit, can help to replace your employment earnings if you pass away.

	
Homeowner’s insurance:
 Not only do you want homeowner’s insurance to protect you against the financial cost because of a fire or other home-damaging catastrophe, but such coverage also provides you with liability protection. (After you buy and operate a rental property with tenants, you should obtain rental owner’s insurance.)

	
Auto insurance:
 This coverage is similar to homeowner’s coverage in that it insures a valuable asset and also provides liability insurance should you be involved in an accident.

	
Excess liability (umbrella) insurance:
 This relatively inexpensive coverage, available in million dollar increments, adds on to the modest liability protection offered on your basic home and auto policies, which is inadequate for more-affluent people.



Nobody enjoys spending hard-earned money on insurance. However, having proper protection gives you peace of mind and financial security, so don’t put off reviewing and securing needed policies. For assistance, see the latest edition of Personal Finance For Dummies
 by Eric Tyson (Wiley).



Consider retirement account funding

If you’re not taking advantage of your retirement accounts (such as 401(k)s, 403(b)s, and SEP-IRAs), you may be missing out on some terrific tax benefits. Funding retirement accounts gives you an immediate tax deduction when you contribute to them (see Book 2, Chapter 1
 ). And some employer accounts offer “free” matching money — but you’ve got to contribute to earn the matching money.

In comparison, you derive no tax benefits while you accumulate your down payment for an investment real estate purchase (or other investment such as for a small business). Furthermore, the operating positive cash flow or income from your real estate investment is subject to ordinary income taxes as you earn it. To be fair and balanced, we must mention here that investment real estate offers numerous tax benefits, which we detail in the “Being aware of the tax advantages
 ” section earlier in this chapter.




Think about asset allocation

With money that you invest for the longer term, you should have an overall game plan in mind. Fancy-talking financial advisors like to use buzzwords such as asset allocation,
 a term that indicates what portion of your money you have invested in different types of investment vehicles, such as stocks and real estate (for appreciation or growth) versus lending vehicles, such as bonds and CDs (which produce current income).
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 Here’s a simple way to calculate asset allocation for long-term investments: Subtract your age from 110. The result is the percentage of your long-term money that you should invest in ownership investments for appreciation. So, for example, a 40-year-old would take 110 minus 40 equals 70 percent in growth investments such as stocks and real estate. If you want to be more aggressive, subtract your age from 120; a 40-year-old would then have 80 percent in growth investments.

As you gain more knowledge, assets, and diversification of growth assets, you’re in a better position to take on more risk. Just be sure you’re properly covered with insurance as discussed earlier in the section “Protect yourself with insurance
 .”

[image: remember]
 These are simply guidelines, not hard-and-fast rules or mandates. If you want to be more aggressive and are comfortable taking on greater risk, you can invest higher portions in ownership investments.

As you consider asset allocation, when classifying your investments, determine and use your equity
 in your real estate holdings, which is the market value of property less outstanding mortgages. For example, suppose that before buying an investment property, your long-term investments consist of the following:





	
Stocks


	
$150,000





	
Bonds


	
$50,000





	
CDs


	
$50,000





	
Total


	
$250,000








So you have 60 percent in ownership investments ($150,000) and 40 percent in lending investments ($50,000 + $50,000). Now, suppose you plan to purchase a $300,000 income property making a $75,000 down payment. Because you’ve decided to bump up your ownership investment portion to make your money grow more over the years, you plan to use your maturing CD balance and sell some of your bonds for the down payment. After your real estate purchase, here’s how your investment portfolio looks: 






	
Stocks


	
$150,000





	
Real estate


	
$75,000 ($300,000 property – $225,000 mortgage)





	
Bonds


	
$25,000





	
Total


	
$250,000








Thus, after the real estate purchase, you have 90 percent in ownership investments ($150,000 + $75,000) and just 10 percent in lending investments ($25,000). Such a mix may be appropriate for someone under the age of 50 who desires an aggressive investment portfolio positioned for long-term growth potential.



BECOME YOUR OWN LANDLORD


Many real estate investors are involved in other activities as their primary source of income. Ironically, many of these business owners come to realize the benefits of real estate investing but miss the single greatest opportunity that is right before their eyes — the prospect of being their own landlord. Business owners who want to invest in real estate should consider purchasing the buildings occupied by their own businesses and essentially pay the rent to themselves. If you own a business that rents, do yourself a favor — consider becoming your own landlord!







Chapter 2

Covering Common Real Estate Investments



 
IN THIS CHAPTER
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 Keeping your investments close to home
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 Looking at residential properties
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 Getting to know commercial real estate
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 Studying undeveloped land




If you lack substantial experience investing in real estate, you should avoid more esoteric and complicated properties and strategies. In this chapter, we discuss the more accessible and easy-to-master income-producing property options. In particular, residential income property,
 which we discuss in the next section, can be an attractive real estate investment for many people. Residential housing is easier to understand, purchase, and manage than most other types of property, such as office, industrial, and retail property. If you’re a homeowner, you already have experience locating, purchasing, and maintaining residential property.

In addition to discussing the pros and cons of investing in residential income property, we add insights as to which may be the most appropriate and profitable for you and touch on the topics of investing in commercial property as well as undeveloped land.



Identifying the Various Ways to Invest in Residential Income Property

The first (and one of the best) real estate investment for many people is a home in which to live. In this section, we cover the investment possibilities inherent in 
 buying a home for your own use, including potential profit to be had from converting your home to a rental or fixing it up and selling it. We also give you some pointers on how to profit from owning your own vacation home.


Buying a place of your own

During your adult life, you’re going to need a roof over your head for many decades. And real estate is the only investment that you can live in or rent out to produce income. A stock, bond, or mutual fund doesn’t work too well as a roof over your head!
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 Unless you expect to move within the next few years, buying a place may make good long-term financial sense. (Even if you need to relocate, you may decide to continue owning the property and use it as a rental property.) Owning usually costs less than renting over the long haul and allows you to build equity
 (the difference between market value and the current balance of the mortgage loans against the property) in an asset.

Under current tax law, you can also pocket substantial tax-free profits when you sell your home for more than you originally paid plus the money you sunk into improvements during your ownership. Specifically, single taxpayers can realize up to a $250,000 tax-free capital gain; married couples filing jointly get up to $500,000. To qualify for this homeowner’s gains tax exemption,
 you (or your spouse if you’re married) must have owned the home and used it as your primary residence for a minimum of 24 months out of the past 60 months. The 24 months doesn’t have to be continuous. Additionally, the IRS now provides for pro-rata (proportionate) credit based on hardship or change of employment. Also note that the full exemption amounts are reduced proportionately for the length of time you rented out your home over the five-year period referenced above.

Some commentators have stated that your home isn’t an investment, because you’re not renting it out. We respectfully disagree: Consider the fact that many people move to a less costly home when they retire (because it’s smaller and/or because it’s in a lower cost area). Trading down to a lower priced property in retirement frees up equity that has built up over many years of homeownership. This money can be used to supplement your retirement income and for any other purpose your heart desires. Your home is an investment because it can appreciate in value over the years, and you can use that money toward your financial or personal goals. The most recent version of Home Buying For Dummies
 (Wiley) by Eric Tyson and residential real estate expert Ray Brown can help you make terrific home buying decisions.




Converting your home to a rental

Turning your current home into a rental property when you move is a simple way to buy and own more properties. You can do this multiple times (as you move out of homes you own over the years), and you can do this strategy of acquiring rental properties not only with a house but also with a duplex or other small rental property where you reside in one of the units. This approach is an option if you’re already considering investing in real estate (either now or in the future), and you can afford to own two or more properties. Holding onto your current home when you’re buying a new one is more advisable if you’re moving within the same area so you’re close by to manage the property. This approach presents a number of positives:


	You save the time and cost of finding a separate rental property, not to mention the associated transaction costs.

	You know the property and have probably taken good care of it and perhaps made some improvements.

	You know the target market because the home appealed to you.



Some people unfortunately make the mistake of holding onto their current home for the wrong reasons when they buy another. This situation often happens when a homeowner must sell their home in a depressed market. Nobody likes to lose money and sell their home for less than they paid for it. Thus, some owners hold onto their homes until prices recover. If you plan to move and want to keep your current home as a long-term investment (rental) property, you can. If you fully convert your home to rental property and use it that way for years before selling it, after you do sell you can either take advantage of the lower long-term capital gains rates or do a tax deferred exchange. For tax purposes, you get to deduct depreciation and all the write-offs during the ownership and you can shelter up to $25,000 in income from active sources subject to income eligibility requirements.

[image: warning]
 Turning your home into a short-term
 rental, however, is usually a bad move because


	You may not want the responsibilities of being a landlord, yet you force yourself into the landlord business when you convert your home into a rental.

	You owe tax on the sales’ profit if your property is classified for tax purposes as a rental when you sell it and don’t buy another rental property. (You can purchase another rental property through a 1031 exchange to defer paying taxes on your profit.)




Effective tax year 2009, you lose some of the capital gains tax exclusion if you sell your home and you had rented it out for a portion of the five-year period before selling it. For example, if you rented your home for two of the last five years, you may only exclude 60 percent of your gain (up to the maximums of $250,000 for single taxpayers and $500,000 for married couples filing jointly), whereas the other 40 percent is taxed as a long-term capital gain. Also be aware that when you sell a home previously rented and are accounting for the sale on your tax return, you have to recapture the depreciation taken during the rental period.



Investing and living in well-situated fixer-uppers


Serial home selling
 is a variation on the tried-and-true real estate investment strategy of investing in well-located fixer-upper homes where you can invest your time, sweat equity, and materials to make improvements that add more value than they cost. The only catch is that you must actually move into the fixer-upper for at least 24 months to earn the full homeowner’s capital gains exemption of up to $250,000 for single taxpayers and $500,000 for married couples filing jointly (as we cover in the “Buying a place of your own
 ” section earlier in this chapter).
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 Be sure to buy a home in need of that special TLC in a great neighborhood where you’re willing to live for 24 months or more! But because you’re a savvy investor, you would’ve invested in a great neighborhood anyway.

Here’s a simple example to illustrate the potentially significant benefits of this strategy. You purchase a fixer-upper for $275,000 that becomes your principal residence, and then over the next 24 months you invest $25,000 in improvements (paint, repairs, landscaping, appliances, decorator items, and so on) and you also invest the amount of sweat equity that suits your skills and wallet. You now have one of the nicer homes in the neighborhood, and you can sell this home for a net price of $400,000 after your transaction costs. With your total investment of $300,000 ($275,000 plus $25,000), your efforts have earned you a $100,000 profit completely tax-free. Thus, you’ve earned an average of $50,000 per year, which isn’t bad for a tax-exempt second income without strict office hours. (Note that many states also allow you to avoid state income taxes on the sale of your personal residence, using many of the same requirements as the federal tax laws.)
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 Now, some cautions are in order here. This strategy is clearly not for everyone interested in making money from real estate investments. We recommend that you bypass this strategy if any of the following apply:


	You’re unwilling or reluctant to live through redecorating, minor remodeling, or major construction.


	You dislike having to move every few years.

	You’re not experienced or comfortable with identifying undervalued property and improving it.

	You lack a financial cushion to withstand a significant downturn in your local real estate market as happened in numerous parts of the country during the mid-to-late 2000s.

	You don’t have the budget to hire a professional contractor to do the work, and you don’t have the free time or the home improvement skills needed to enhance the value of a home.



[image: warning]
 One final caution: Beware of transaction costs. The expenses involved with buying and selling property — such as real estate agent commissions, loan fees, title insurance, and so forth — can gobble up a large portion of your profits. With most properties, the long-term appreciation is what drives your returns. Consider keeping homes you buy and improve as long-term investment properties.



Purchasing a vacation home

Many people of means expand their real estate holdings by purchasing a vacation home
 — a home in an area where they enjoy taking pleasure trips. For most people, buying a vacation home is more of a consumption decision than it is an investment decision. That’s not to say that you can’t make a profit from owning a second home. However, potential investment returns shouldn’t be the main reason you buy a second home.

For example, we know a family that lived in Pennsylvania and didn’t particularly like the hot and humid summer weather. They enjoyed taking trips and staying in various spots in northern New England and eventually bought a small home in New Hampshire. Their situation highlights the pros and cons that many people face with vacation or second homes. The obvious advantage this family enjoyed in having a vacation home is that they no longer had the hassle of securing accommodations when they wanted to enjoy some downtime. Also, after they arrived at their home away from home, they were, well, home! Things were just as they expected — with no surprises, unless squirrels had taken up residence on their porch.
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 The downsides to vacation homes can be numerous, as our Pennsylvania friends found, including the following:


	
Expenses:
 With a second home, you have the range of nearly all the costs of a primary home — mortgage interest, property taxes, insurance, repairs and maintenance, utilities, and so on.


	
Property management:
 When you’re not at your vacation home, things can go wrong. A pipe can burst, for example, and the mess may not be found for days or weeks. Unless the property is close to a good neighbor or other kind person willing to keep an eye on it for you, you may incur the additional expense of paying a property manager to watch the property for you.

	
Lack of rental income:
 Most people don’t rent out their vacation homes, thus negating the investment property income stream that contributes to the returns real estate investors enjoy (see Book 8, Chapter 1
 ). If your second home is in a vacation area where you have access to plenty of short-term renters, you or your designated property manager can rent out the property. However, this entails all the headaches and hassles of having many short-term renters. (But you do gain the tax advantages of depreciation and all expenses as with other rental properties.)

	
Obligation to use:
 Some second homeowners we know complain about feeling forced to use their vacation homes. Oftentimes in marriages, one spouse likes the vacation home much more than the other spouse (or one spouse enjoys working on the second home rather than enjoying the home itself).
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 Before we close out this section on vacation homes, we want to share a few tax tips, as found in the current tax code:


	If you retain your vacation home or secondary home as personal property, forgoing the large income streams and tax write-offs for depreciation and operating expenses associated with rental properties, you can still make a nice little chunk of tax-free cash on the side. The current tax code permits you to rent the property for up to 14 days a year — and that income is tax-free!
 You don’t have to claim it. Yes, you read that right. And you can still deduct the costs of ownership, including mortgage interest and property taxes, as you do for all other personal properties.

	If you decide to maintain the property as a rental (you rent it out for more than 14 days a year), you, as the property owner, can still use the rental property as a vacation home for up to 14 days a year, or a maximum of 10 percent of the days gainfully rented, whichever is greater, and the property still qualifies as a rental. Also, all days spent cleaning or repairing the rental home don’t count as personal use days — so that’s why you paint for a couple of hours every afternoon and spend the morning fishing!



Before you buy a second home, weigh all the pros and cons. If you have a spouse or partner with whom you’re buying the property, have a candid discussion. Also consult with your tax advisor for other tax-saving strategies for your second home or vacation home.




Paying for condo hotels and timeshares


Timeshares,
 a concept created in the 1960s, are a form of ownership or right to use a property. A more recent trend in real estate investing is condo hotels, which in many ways are simply a new angle on the old concept of timeshares. A condo hotel looks and operates just like any other first-class hotel, with the difference that each room is separately owned. The guests (renters) have no idea who owns their room.

Both timeshares and condo hotels typically involve luxury resort locations with amenities such as golf or spas. The difference between the traditional timeshare and condo hotel is the interval that the unit is available — condo hotels are operated on a day-to-day availability, and timeshares typically rent in fixed intervals such as weeks.

Some of the most popular projects have been the branded condo hotels such as Ritz Carlton, Four Seasons, W, Westin, and Hilton located in the high-profile vacation destinations like Hawaii, Las Vegas, New York, Chicago, and Miami. You can also find many foreign condo hotel properties in the Caribbean and Mexico, and the concept is expanding to Europe, the Middle East, and Asia.

Two types of individuals are attracted to investing in condo hotels and timeshares. One group is investors who believe that the property will appreciate like any other investment. The other group is people who use the condo hotel or timeshare for personal use and offset some of their costs.

From an investment standpoint, the fundamental problem with timeshares is that they’re overpriced, and like a condominium, you own no land (which is what generally appreciates well over time). For example, suppose that a particular unit would cost $150,000 to buy. When this unit is carved up into weekly ownership units, the total cost of all those units can easily approach four to five times that amount!

To add insult to injury, investors find that another problem with timeshares is the high maintenance or annual service fees. Is it worth buying a slice of real estate at a 400 to 500 percent premium to its fair market value and pay high fees on top of that? We don’t think so.

Many owners of timeshares find that they want to vacation at a different location or time of year than what they originally purchased. To meet this need, several companies offer to broker or sell timeshare slots. However, timeshare availability and desirability have so many variables — including location, time of year, and quality of the particular resort — that it has been difficult to fairly value and trade timeshares. As a result, resort rating systems have been developed 
 (Resorts Condominiums International and Interval International are two of the most well-known) to compare resort location, amenities, and quality.

The developers and operators of condo hotels love the concept because one of the most consistently successful principles of real estate is increasing value by fractionalizing interests in real estate. As with timeshares, the developers are able to sell each individual hotel room for much more than they could get for the entire project.

Condo hotel operators are able to generate additional revenue from service and maintenance fees to cover their costs of operations. Often the owners’ use of their own rooms doesn’t negatively impact the overall revenues of the property because the rooms would have sometimes been vacant anyway. Condo hotels allow their owners to stay in their units but often impose limits on the amount of personal usage.

The purchaser of the condo hotel unit sees this type of investment as an option to direct ownership of a second home and likes the ability to generate income. The professional management is another one of the attractions to investors. The owners don’t pay a management fee to the hotel operator unless their room is rented, and then the collected revenue is split.

These properties are often hyped, and the expectations of the condo hotel investor are often much greater than the reality. Investors are lured to condo hotels by the potential for appreciation and cash flow as well as professional management. Many investors find themselves being pressured into pre-sale offering presentations even before the units are built. These events can be tempting, but savvy investors need to do their own due diligence. So when you hear a sales pitch indicating that your proposed investment in a condo hotel unit will provide significant income from hotel rentals and cover most or all of your mortgage and carrying costs, that’s the time to grab your wallet and find the nearest exit.

Many investors’ first experiences with timeshares are tempting offers of a free meal, a great discount offer to a theme park, or even a free one or two night stay at the resort, with the catch that they have to spend some time listening to an informational presentation. These offers usually come from individuals contacting you in known tourist locations or when you check into a hotel that just happens to offer condos as well.
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 Timeshares may make sense for you if you like to vacation at the same resort around the same time every year and if the annual service or maintenance fees compare favorably to the cost of simply staying in a comparable resort. Remember, though, that if the deal seems too good to be true, it is
 too good to be true. As with timeshares, the only folks who generally make money with condo hotels are the developers, not the folks who buy specific days of ownership.





Surveying the Types of Residential Properties You Can Buy

If you’ve been in the market for a home, you know that in addition to single-family homes, you can choose from numerous types of attached or shared housing, including duplexes, triplexes, apartment buildings, condominiums, townhomes, and co-operatives. In this section, we provide an overview of each of these properties and show how they may make an attractive real estate investment for you.
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 From an investment perspective, our top recommendations are apartment buildings and single-family homes. We generally don’t recommend attached-housing units. If you can afford a smaller single-family home or apartment building rather than a shared-housing unit, buy the single-family home or apartments.
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 Unless you can afford a large down payment (25 percent or more), the early years of rental property ownership may financially challenge you: With all properties, as time goes on, generating a positive cash flow gets easier because your mortgage expense stays fixed (if you use fixed-rate financing) while your rents increase faster than your expenses. Regardless of what you choose to buy, make sure that you run the numbers on your rental income and expenses to see if you can afford the negative cash flow that often occurs in the early years of ownership.


Single-family homes

As an investment, single-family detached homes generally perform better in the long run than attached or shared housing. In a good real estate market, most housing appreciates, but single-family homes tend to outperform other housing types for the following reasons:


	Single-family homes tend to attract more potential buyers — most people, when they can afford it, prefer a detached or stand-alone home, especially for the increased privacy.

	Attached or shared housing is less expensive and easier to build and to overbuild;
 because of this surplus potential, such property tends to appreciate more moderately in price.
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 Because so many people prefer to live in detached, single-family homes, market prices for such dwellings can often become inflated beyond what’s justified by the rental income these homes can produce. That’s exactly what happened in some parts of the United States in the mid-2000s and led in part to a significant price correction in the subsequent years. To discover whether you’re buying in 
 such a market, compare the monthly cost (after tax) of owning a home to monthly rent for that same property. Focus on markets where the rent exceeds or comes close to equaling the cost of owning and shun areas where the ownership costs exceed rents.

Single-family homes that require just one tenant are simpler to deal with than a multiunit apartment building that requires the management and maintenance of multiple renters and units. The downside, though, is that a vacancy means you have no income coming in. Look at the effect of 0 percent occupancy for a couple of months on your projected income and expense statement! By contrast, one vacancy in a four-unit apartment building (each with the same rents) means that you’re still taking in 75 percent of the gross potential (maximum total) rent.

With a single-family home, you’re responsible for all repairs and maintenance. You can hire someone to do the work, but you still have to find the contractors and coordinate and oversee the work. Also recognize that if you purchase a single-family home with many fine features and amenities, you may find it more stressful and difficult to have tenants living in your property who don’t treat it with the same tender loving care that you may yourself.
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 The first rule of being a successful landlord is to let go of any emotional attachment to a home. But that sort of attachment on the tenant’s part is favorable: The more they make your rental property their home, the more likely they are to stay and return it to you in good condition — except for the expected normal wear and tear of day-to-day living.
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 Making a profit in the early years of ownership from the monthly cash flow with a single-family home is generally the hardest stage. The reason: Such properties usually sell at a premium price relative to the rent that they can command (you pay extra for the land, which you can’t rent). Also remember that with just one tenant, you have no rental income when you have a vacancy.



Attached housing

As the cost of land has climbed over the decades in many areas, packing more housing units that are attached into a given plot of land keeps housing somewhat more affordable. Shared housing makes more sense for investors who don’t want to deal with building maintenance and security issues.

In this section, we discuss the investment merits of three forms of attached housing: condominiums, townhomes, and co-ops.



Condos


Condominiums
 are typically apartment-style units stacked on top of and/or beside one another and sold to individual owners. When you purchase a condominium, you’re actually purchasing the interior of a specific unit as well as a proportionate interest in the common areas — the pool, tennis courts, grounds, hallways, laundry room, and so on. Although you (and your tenants) have full use and enjoyment of the common areas, remember that the homeowner’s association actually owns and maintains the common areas as well as the building structures themselves (which typically include the foundation, exterior walls, roof, plumbing, electrical, and other major building systems).

One advantage to a condo as an investment property is that of all the attached housing options, condos are generally the lowest-maintenance properties because most condominium or homeowner associations deal with issues such as roofing, landscaping, and so on for the entire building and receive the benefits of quantity purchasing. Note that you’re still responsible for necessary maintenance inside your unit, such as servicing appliances, floor and window coverings, interior painting, and so on.

Although condos may be somewhat easier to keep up, they tend to appreciate less than single-family homes or apartment buildings unless the condo is located in a desirable urban area.

Condominium buildings may start out in life as condos or as apartment complexes that are then converted into condominiums.

[image: warning]
 Be wary of apartments that have been converted to condominiums. Although they’re often the most affordable housing options in many areas of the country and may also be blessed with an excellent urban location that can’t easily be re-created, you may be buying into some not so obvious problems. These converted apartments are typically older properties with a cosmetic makeover (new floors, new appliances, new landscaping, and a fresh coat of paint). However, be forewarned: The cosmetic makeover may look good at first glance, but the property probably still boasts 40-year-old plumbing and electrical systems, poor soundproofing, and a host of economic and functional obsolescence.

Within a few years, most of the owner-occupants move on to the traditional single-family home and rent out their condos. You may then find the property is predominantly renter-occupied and has a volunteer board of directors unwilling to levy the monthly assessments necessary to properly maintain the aging structure. Within 10 to 15 years of the conversion, these properties may well be the worst in the neighborhood.




Townhomes


Townhomes
 are essentially attached or row homes — a hybrid between a typical airspace-only condominium and a single-family house. Like condominiums, townhomes are generally attached, typically sharing walls and a continuous roof. But townhomes are often two-story buildings that come with a small yard and offer more privacy than a condominium because you don’t have someone living on top of your unit.

[image: remember]
 As with condominiums, you absolutely must review the governing documents before you purchase the property to see exactly what you legally own. Generally, townhomes are organized as planned unit developments
 (PUDs) in which each owner has a fee simple
 ownership (no limitations as to transferability of ownership — the most complete ownership rights one can have) of his individual lot that encompasses his dwelling unit and often a small area of immediately adjacent land for a patio or balcony. The common areas are all part of a larger single lot, and each owner holds title to a proportionate share of the common area.



Co-ops

Co-operatives are a type of shared housing that has elements in common with apartments and condos. When you buy a co-operative, you own a stock certificate that represents your share of the entire building, including usage rights to a specific living space per a separate written occupancy agreement. Unlike a condo, you generally need to get approval from the co-operative association if you want to remodel or rent your unit to a tenant. In some co-ops, you must even gain approval from the association for the sale of your unit to a proposed buyer.

[image: warning]
 Turning a co-op into a rental unit is often severely restricted or even forbidden and, if allowed, is usually a major headache because you must satisfy not only your tenant but also the other owners in the building. Co-ops are also generally much harder to finance, and a sale requires the approval of the typically finicky association board. Therefore, we highly recommend that you avoid co-ops for investment purposes.




Apartments

Not only do apartment buildings generally enjoy healthy long-term appreciation potential, but they also often produce positive cash flow
 (rental income – expenses) in the early years of ownership. But as with a single-family home, the buck stops with you for maintenance of an apartment building. You may hire a property manager to assist you, but you still have oversight responsibilities (and additional expenses).
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 In the real-estate financing world, apartment buildings are divided into two groups based on the number of units:


	
Four or fewer units:
 You can obtain more favorable financing options and terms for apartment buildings that have four or fewer units because they’re treated as residential property.

	
Five or more units:
 Complexes with five or more units are treated as commercial property and don’t enjoy the extremely favorable loan terms of the one- to four-unit properties.



Apartment buildings, particularly those with more units, generally produce a small positive cash flow, even in the early years of rental ownership (unless you’re in an overpriced market where it may take two to four years before you break even on a before-tax basis).


[image: tip]
 One way to add value, if zoning allows, is to convert an apartment building into condominiums. Keep in mind, however, that this metamorphosis requires significant research on the zoning front and with estimating remodeling and construction costs.



EASY FIXES CAN YIELD BIG BUCKS


Avoid shared housing units in suburban areas with substantial undeveloped land that enables building many more units. Attached housing prices tend to perform best in fully developed or built-out urban environments.

For higher returns, look for property where relatively simple cosmetic and other fixes may allow you to increase rents and, therefore, the market value of the property. Examples of such improvements may include but not be limited to


	Adding fresh paint and flooring

	Improving the landscaping

	Upgrading the kitchen with new appliances and new cabinet/drawer hardware that can totally change the look

	Converting five-unit apartment buildings into four-unit buildings to qualify for more favorable mortgage terms (see the nearby “Apartments
 ” section)



Look for property with a great location and good physical condition but some minor deferred maintenance. Then you can develop the punch list of items with maximum results for minimum dollars — for example, a property with a large yard but dead grass, a two- or three-car garage but peeling paint or a broken garage door. You can also add a garage door opener to jazz up the property for minimum cost. You can also really add value to a property with a burnt-out, absentee, or totally disinterested owner who is tired of the property.







Considering Commercial Real Estate


Commercial real estate
 is a generic term that includes properties used for office, retail, and industrial purposes. You can also include self-storage and hospitality (hotels and motels) properties in this category. If you’re a knowledgeable real estate investor and you like a challenge, you need to know two good reasons to invest in commercial real estate:


	You can use some of the space if you own your own small business. Just as it’s generally more cost-effective to own your home rather than rent over the years, so it is with commercial real estate if — and this is a big if
 — you buy at a reasonably good time and hold the property for many years.

	You’re a more sophisticated investor who understands the more complicated aspects of commercial leases and has a higher tolerance for risk because these properties can have longer intervals of vacancy or increased tenant improvement costs plus rent concessions. Of course, just like with residential income property, only invest when your analysis of your local market suggests that it’s a good time to buy. We discuss more on this point in a moment.
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 We want to be clear, though, that commercial real estate isn’t our first recommendation, especially for inexperienced investors. Residential real estate is generally easier to understand and also usually carries lower investment and tenant risks.

With commercial real estate, when tenants move out, new tenants nearly always require extensive and costly improvements to customize the space to meet their planned usage of the property. And you usually have to pay for the majority of the associated costs in order to compete with other building owners. Fortunes can quickly change — small companies can go under, get too big for a space, and so on. Change is the order of the day in commercial real estate, and especially in the small-business world where you’re most likely to find your tenants.

So how do you evaluate the state of your local commercial real estate market? You must check out, over a number of years, the supply and demand statistics. How much total space (sublease and vacant space) is available for rent, and how has that changed in recent months or years? What’s the vacancy rate for comparable 
 space, and how has that changed over time? Also, examine the rental rates, usually quoted as a price per square foot.
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 One danger sign that purchasing a commercial property in an area is likely to produce disappointing investment returns is a market where the supply of available space has increased faster than demand, leading to higher vacancies and falling rental rates. (This is called negative absorption.
 What you want instead is a track record and projections showing positive absorption
 — when the supply of space isn’t keeping up with the demand.) A slowing local economy and a higher unemployment rate also spell trouble for commercial real estate prices. You have to consider not only vacant space but also space available for subleasing (the current tenant isn’t using the space and will rent it to someone else often at favorable terms) when evaluating the overall supply and demand for commercial income properties. Each market is different, so make sure you check out the details of your area.



Buying Undeveloped Land

For prospective real estate investors who feel tenants and building maintenance are ongoing headaches, buying undeveloped land may appear attractive. If you buy land in an area that’s expected to experience expanding demand in the years ahead, you should be able to make a tidy return on your investment. This is called buying in the path of progress,
 but of course the trick is to buy before everybody realizes that new development is moving in your direction.

You may even hit a home run if you can identify land that others don’t currently see the future value in holding. However, identifying many years in advance which communities will experience rapid population and job growth isn’t easy. Land prices in areas that people believe will be the next hot spot likely already sell at a premium price. That’s what happened in most major cities with new sports facilities (especially because these decisions often are disclosed well in advance of the municipality leadership vote or the ballot initiative). You don’t have much opportunity to get ahead of the curve — or if you guess wrong, you may own some costly land for a long time!
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 Investing in land certainly has other drawbacks and risks:


	
Care and feeding:
 Land requires ongoing cash to pay the property taxes and liability insurance and to keep the land clear and free of debris while it most likely produces little or no income. Although land doesn’t require much upkeep compared with tenant-occupied property, it almost always does require financial feeding.


	
Opportunity costs:
 Investing in land is a cash drain, and of course, purchasing the land in the first place costs money. If you buy the land with cash, you have the opportunity cost of tying up your valuable capital (which could be invested elsewhere), but most likely you will put down 30 to 40 percent in cash and finance the balance of the purchase price instead. Although you can often buy residential income property with much lower down payments, the fact that there is typically no periodic rental income with vacant undeveloped land means down payments are higher. Many times you can only acquire these properties with cash.

	
Costly mortgages:
 Mortgage lenders require much higher down payments and charge higher loan fees and interest rates on loans to purchase land because they see it as a more speculative investment. Obtaining a loan for development of land is challenging and more expensive than obtaining a loan for a developed property.

	
Lack of depreciation:
 You don’t get depreciation tax write-offs because land isn’t depreciable.



On the income side, some properties may be able to be used for parking, storage income, or maybe even growing Christmas trees in the Northwest or grain in the Midwest! (After you make sure you’ve complied with local zoning restrictions and have the proper insurance in place.)
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 Although large-scale land investment isn’t for the entry-level real estate investor, savvy real estate investors have made fortunes taking raw land and getting the proper entitlements and then selling (or better yet, subdividing and then selling) the parcels to developers of commercial and residential properties (primarily home builders). If you decide to invest in land, be sure that you


	
Do your homework.
 Ideally, you want to buy land in an area that’s attracting rapidly expanding companies and that has a shortage of housing and developable land. Take your time to really know the area. This isn’t a situation in which you should take a hot tip from someone to invest in faraway property in another state.

	
Know all the costs.
 Tally up your annual carrying costs
 (ongoing ownership expenses such as property taxes) so you can see what your annual cash drain may be. What are the financial consequences of this cash outflow — for example, will you be able to fully fund your tax-advantaged retirement accounts? If you can’t, count the lost tax benefits as another cost of owning land.

	

Determine what improvements the land may need.
 Engineering fees; subdivision map and permit costs; running utility, water, and sewer lines; building roads; curbs and gutters; landscaping; and so on all cost money. 
 If you plan to develop and build on the land that you purchase, research these costs. Make sure you don’t make these estimates with your rose-tinted sunglasses on — improvements almost always cost more than you expect them to. (You need to check with the planning or building department for their list of requirements.)

Also make sure you have access to the land or the right to enter and leave through a public right-of-way or another’s property (known as ingress
 and egress
 ). Some people foolishly invest in landlocked properties. When they discover the fact later, they think that they can easily get an easement
 (legal permission to use someone else’s property). Wrong!



	

Understand the zoning and environmental issues.
 The value of land is heavily dependent on what you can develop on it. Never purchase land without thoroughly understanding its zoning status and what you can and can’t build on it. This advice also applies to environmental limitations that may be in place or that may come into effect without warning, diminishing the potential of your property (with no compensation).

This potential for surprise is why you must research the disposition of the planning department and nearby communities. Attend the meetings of local planning groups, if any, because some areas that are antigrowth and antidevelopment are less likely to be good places for you to buy land, especially if you need permission to do the type of project you have in mind. Through the empowerment of local residents who sit on community boards and can influence local government officials, zoning can suddenly change for the worse; sometimes, you may find that your property has been downzoned
 — a zoning alteration that can significantly reduce what you can develop on a property and therefore the property’s value.







Chapter 3

Identifying Sources of Capital
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For many people, the trouble with real estate investing is that they lack the access to cash for the down payment. The old adage that “it takes money to make money” is generally true in our experience. Most real estate investing books make one of two assumptions. Some assume that you have plenty of money and just need to figure out how to buy, add value to a property, and then sell. Of course, it would be great if that were true, but not everyone is flush with cash. The other common assumption is that you have no money and must resort to scouring the real estate market in search of sellers so desperate to sell that they or their lenders don’t require any down payment. We assume neither.

So how do you get started in real estate if you don’t want to own distressed properties in the worst neighborhoods and you don’t have a six-figure balance in your bank account to pay top dollar in the best neighborhoods? You muster all the patience you can and embrace a long-term vision. You don’t have to be wealthy or have great savings to begin making attractive real estate investments. There’s something for virtually everyone’s budget and personal situation. Our method of building real estate wealth over time is to create investment returns that are sustainable and generous.




Calculating the Costs of Admission

At some point in your life, you’ve surely had the experience of wanting to do something and then realizing you don’t have sufficient money to accomplish your goal. Perhaps it was as simple as lacking the pocket change to buy a chocolate bar as a child. Or maybe it happened on a vacation when you ran low on funds and tried to do business with a merchant who only took Visa when you only carried American Express. No matter — the world of real estate investing is no different. You can’t play if you can’t pay.

In the following sections, we discuss the realities of the cash requirements to be a successful real estate investor.


Forgetting the myth of no money down

The title of this chapter says it all: To invest in real estate, you need capital, and likewise you need a source from which to gather said capital. On late-night infomercials, at seminars, and in some books, you may hear self-appointed real estate experts tell you that you can invest in real estate with literally no money. And if that’s not enticing enough, you may hear that you can buy properties where the seller will put cash in your hands.

Have such no-money-down situations ever existed among the billions of completed real estate transactions in the history of the modern world? Why, yes they have. Realistically, can you find such opportunities among the best real estate investing options available to you? Why, no you can’t.

Think of the people you know who still haven’t found the perfect mate after decades of searching. Mr. and Ms. Perfect don’t exist. Ditto the ideal real estate investment. If you use our sensible criteria when seeking out properties that’ll be good real estate investments and then add the requirement that you can only make such investments with no money down, you’ll probably waste years searching to no avail. We’ve never made a no-money-down real estate investment because the best properties simply aren’t available on that basis.
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 Our experience is that the no-money-down properties we’ve seen aren’t properties we want to own. And if you receive cash out of escrow upon closing on a property, you’re either buying a severely distressed property that will soon require major cash infusions or you’ve overleveraged the property. If it sounds too good to be true, it is
 too good to be true!




Determining what you need to get started

Most of the time, real estate investors make a down payment and borrow the majority of the money needed to complete a purchase. That is the conventional way to purchase real estate investment properties and will be the most successful method for you in the long run.
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 In order to qualify for the most attractive financing, lenders typically require that your down payment be at least 20 percent of the property’s purchase price. The best investment property loans sometimes require 25 to 30 percent down for the most favorable terms. Lenders tend to be more conservative and require larger down payments during periods of falling real estate prices such as most areas experienced in the late 2000s.

For most residential investment properties, such as single-family homes, attached housing such as condos and townhomes, and small apartment buildings of up to four units, you can get access to the best financing terms by making at least a 20 to 25 percent down payment. (Mortgages on non-owner-occupied property tend to be 0.25 to 0.5 percent higher). You may be able to make smaller down payments (as low as 10 percent or less), but you’ll pay much higher interest rates and loan fees, including private mortgage insurance.

You won’t find such wonderful financing options for larger apartment buildings (five or more units), commercial real estate, and raw land. Compared with residential properties of up to four units, such investment property generally requires more money down and/or higher interest rates and loan fees.

Determining how much cash you need to close on a purchase is largely a function of the negotiated purchase price, including all closing costs and fees. Suppose you’re looking to buy some modest residential housing for $100,000. For a 25 percent down payment, you need $25,000, and adding in another 5 percent for closing costs brings you to $30,000. If you have your heart set on buying a property that costs three times as much ($300,000 sticker price), you need to triple these amounts to a total of about $90,000 for the best financing options.




GETTING IN THE DOOR WITH GOOD CREDIT


Don’t underestimate the importance of establishing good credit because the best returns on real estate rely on the use of credit to obtain the leverage of using other people’s money. Lenders, property sellers, potential partners, and so on all prefer to deal with you if you’ve established a reputation for paying your bills. Good to great credit is essential. Why pay more for money when you can show the ability to handle it properly and be rewarded with a lower price?







Rounding Up the Required Cash by Saving

Most successful real estate investors got started building their real estate investment portfolio the old-fashioned way — through saving money and then gradually buying properties over the years. Many people have difficulty saving money because they don’t know how to or are simply unwilling to limit their spending. Easy access to consumer debt (through credit cards and auto loans) creates huge obstacles to saving more and spending less.

Investing in real estate requires self-control, sacrifice, and discipline. Like most good things in life, you must be patient and plan ahead to be able to invest in real estate.
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 If you’re not satisfied with how much of your monthly earnings you’re able to save, you have two options (and you can take advantage of both):


	
Boost your income:
 To increase your take-home pay, working more may be a possibility, or you may be able to take a more lucrative career path. Our main advice on this topic is to keep your priorities in order. You shouldn’t put your personal health and relationships on the back burner for a workaholic schedule. We also believe in investing in your education. A solid education is the path to greater financial rewards and leads to all the great goals we discuss here. Education is key not only for your chosen profession but also for real estate investing. Consider getting a real estate license or learning to be an appraiser or property manager — skills that not only help you with your property investing but that also may allow you to take on part-time work to supplement your income.

	
Reduce your spending:
 For most people, this is the path to increased savings. You can generate cash flow for investments by living well beneath your means. Start by analyzing how much you expend on different areas (for instance, food, clothing, transportation, insurance, and entertainment) each month. After you’ve got the data, decide where and how you want to cut back. Would you rather eat out less or have a maid come less often? How about driving a less expensive (but not less safe) car versus taking lower-cost vacations? Although the possibilities to reduce your spending are many, you and only you can decide which options you’re willing and able to implement.





Overcoming Down Payment Limitations

Most people, especially when they make their first real estate purchase, are strapped for cash. If you don’t have 20-plus percent of the purchase price, don’t panic and don’t get depressed — you can still own real estate. We’ve got some 
 solutions: You can either change your approach, allowing you more time to save or lowering your entry fees, or you can seek other sources of funding. In the following sections, we lay out your options.


Changing your approach

Some ways you can alter your approach without having to find money elsewhere are as follows:


	
Seek low-money-down loans with private mortgage insurance:
 Some lenders may offer you a mortgage even though you may be able to put down only 10 percent of the purchase price. These lenders will likely require you to purchase private mortgage insurance
 (PMI) for your loan. This insurance generally costs several hundred dollars per year and protects the lender if you default on your loan. (When you do have at least 20 percent or higher equity in the property, you can generally eliminate the PMI.)

	
Delay your gratification:
 If you don’t want the cost and strain of extra fees and bad mortgage terms, postpone your purchase. Boost your savings rate. Examine your current spending habits and plan to build up a nest egg to use to invest in your first rental. Often real estate investors get started by actually buying a new home and simply keeping their old home as a rental.

	
Think smaller:
 Consider lower-priced properties. Smaller properties and ones that need some major work can help keep down the purchase price and the required down payment. For example, a duplex where you live in one unit and rent out the other is also a cost-effective way to get started. Many people have used this entry strategy into rental property ownerships to achieve two goals: an owner-occupied place to live and a rental property that is convenient to manage.

	
Turn to low entry cost options:
 For the ultimate in low entry costs while adding real estate to your investment allocation strategy, real estate investment trusts
 (REITs) are best. You can buy into these stock exchange traded securities (which can also be bought through REIT-focused mutual funds and exchange-traded funds [ETFs]) for several thousand dollars or less (you can invest even less in ETFs). REIT mutual funds can often be purchased for $1,000 or less inside retirement accounts.





Tapping into other common cash sources

Saving money from your monthly earnings will probably be the foundation for your real estate investing program. However, you may have access to other financial resources for down payments. Before we jump into these, we offer a friendly 
 little reminder: Monitor how much of your overall investment portfolio you place into real estate and how diversified and appropriate your holdings are given your overall goals. (Refer to Book 8, Chapter 1
 .)


Dipping into your retirement savings

Some employers allow you to borrow against your retirement account balance, under the condition that you repay the loan within a set number of years. Subject to eligibility requirements, first-time homebuyers can make penalty-free withdrawals of up to $10,000 from IRA accounts. (
Note:

 You still must pay regular income tax on the withdrawal, which can significantly reduce the cash available.)



Borrowing against home equity

Many real estate investors begin building their real estate portfolio after they buy their own home. Conservatively tapping into your home’s equity may be a good down payment source for your property investments.
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 You can generally obtain mortgage money at a lower interest rate on your home than you can on investment property. The smaller the risk to the lender, the lower its required return, and thus, the better rates for you as the borrower. Lenders view rental property as a higher risk proposition and for good reason: They know that when finances go downhill and the going gets really tough, people pay their home mortgage to avoid losing the roof over their heads before they pay debt on a rental property.
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 Unless your current mortgage was locked in at lower rates than are available today, we generally recommend refinancing the first trust deed loan and freeing up equity that way versus taking out a home equity loan or line of credit.

A variation on the borrowing-against-home-equity idea uses the keep-your-original-home-as-a-rental strategy. You build up significant equity in your owner-occupied home and then need or want a new home. Refinance the existing home (while you still live there for the best owner-occupied rates) and then convert it into a rental. Take the tax-free proceeds from the refinance and use that as the down payment on your new owner-occupied home.

Before you go running out to borrow to the maximum against your home, be sure that you


	
[image: warning]
 Can handle the larger payments:
 We don’t recommend borrowing more than the value of your home, as you may be enticed to do with some of the loan programs that pitch borrowing upward of 125 percent of the value of your home. We hear these programs being routinely touted as not only a way 
 to free up equity and pay down consumer debt but also encouragement for people to borrow in excess of the current value of their home so they can invest in more real estate. This excessive leveraging is dangerous and could come back to haunt you! See Book 8, Chapter 1
 for the big picture on personal financial considerations.



	

Understand the tax ramifications of all your alternatives:
 Borrowing more against your home at what appears to be a slightly lower rate may end up costing you more after taxes if some of the borrowing isn’t tax-deductible. Under current tax laws, interest paid on home mortgages (first and second homes) of up to $1 million is tax-deductible. You may also deduct the interest on home equity loans of up to $100,000.

Be careful to understand the tax-deductibility issue when you refinance a home mortgage and borrow more than you originally had outstanding on the prior loan. If any of the extra amount borrowed isn’t used to buy, build, or improve your primary or secondary residence, the deductibility of the interest on the excess amount borrowed is limited. Specifically, you may not deduct the interest on the extra amount borrowed that exceeds the $100,000 home equity limit.



	
Fully comprehend the risks of losing your home to foreclosure:
 The more you borrow against your home, the greater the risk that you may lose the roof over your head to foreclosure should you not be able to make your mortgage payments. That’s exactly what happened to too many folks during the late-2000s real estate market decline. Although you need to use your cash for investing in and improving real estate, our advice always includes keeping some cash in a checking or money market rainy day account (for example for a new roof, painting, and so on) and not cutting things so close that you could lose it all.





Moving financial investments into property investments

As you gain more comfort and confidence as a real estate investor, you may want to redirect some of your dollars from other investments like stocks, bonds, mutual, and ETFs into property. If you do, be mindful of the following:


	
Diversification:
 Real estate is one of the prime investments (the others being stocks and small business) for long-term appreciation potential. Be sure you understand your portfolio’s overall asset allocation and risk when making changes. Please see Book 8, Chapter 1
 for more details.

	
Tax issues:
 If you’ve held other investments for more than one year, you can take advantage of the low long-term capital gains tax rates if you now want 
 to sell. The maximum federal tax rate for so-called long-term capital gains (investments sold for more than they were purchased for after more than 12 months) is now 20 percent. If your modified adjusted gross income exceeds $200,000 for single taxpayers or $250,000 for married taxpayers filing jointly, you have to pay an extra 3.8 percent to help pay for the Affordable Care Act (also known as Obamacare). Investors in the two lowest federal income tax brackets of 10 and 15 percent enjoy a 0 percent long-term capital gains tax rate. Try to avoid selling appreciated investments within the first year of ownership. Be sure to check on the latest tax laws because there’s no guarantee these rates will continue in the future.





Separating investments from cash value life insurance

You may own a cash value
 life insurance policy — one that combines a life insurance death benefit with a savings type account in which some money accumulates and on which interest is paid. In addition to being a costly cash drain with its relatively high premiums, cash value life insurance investment returns tend to be mediocre to dismal.
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 You’re best off separating your life insurance purchases from your investing. If you need life insurance (because others are dependent on your income), buy a term life
 policy, which is pure, unadulterated life insurance. But don’t cancel your current cash value policies before replacing them with term if you do indeed need life insurance protection.





Chapter 4

Location, Location, Value
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As the well-known real estate saying goes, “The three most important factors to success in real estate are location, location, and location!” There is
 a strong correlation between the location of your real estate investments and your financial success. And we firmly agree that the location of your real estate investment is critical in determining your success as a real estate investor. But we prefer the phrase coined by coauthor Eric Tyson: “Location, location, value.” This revised adage clearly emphasizes location but also stresses the importance of finding good value for your investment dollar.

Merely owning real estate isn’t the key to success in real estate investing; acquiring and owning the right real estate at the right price is how to build wealth! As you gain experience in real estate, you’ll develop your own strategy, but to make any strategy succeed, you need to do your homework and diligently and fairly evaluate both the positive and negative aspects of your proposed real estate investment. That’s where we come in.

In this chapter, we cover important aspects of regional and local demographics, how to analyze the economy, and which factors are most important to real estate investing. We also discuss barriers to entry and the supply/demand equation. Then we show you where to find this information and how to interpret the numbers to determine your local areas with the most potential. Finally, we discuss real estate cycles and timing.




Deciding Where to Invest

If you’re going to invest in real estate, you need to decide on a location. Most real estate investors initially — and wisely — look in their local communities.
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 We give you the tools to evaluate properties anywhere, but you have an inherent advantage if you begin your search close to home. Unless you really know another real estate market and regularly find yourself there for other reasons anyway, we recommend that you stay close to home with your real estate investments — no more than one to two hours away by your favorite mode of transportation.


Although we strongly advise that you cut your teeth on an income property or two in your local market, establish parameters that meet your specific needs. For example, maybe you have family responsibilities that limit the amount of time you can devote to overseeing and managing your real estate investments.

Although virtually everyone lives in an area with opportunities for real estate investing, not everyone lives in an area where the prospects are good for real estate in general. That’s why it’s important to broaden your geographic investment horizon as long as you don’t compromise your ability to effectively manage and control your property.

Even if you decide to invest in real estate in your own locale, you still need to do tons of research to decide where and what to buy — extremely important decisions with long-term consequences. In the pages that follow, we explain what to look for in a region, a community, and even a neighborhood before you make that investment decision. Keep in mind, though, that you can spend the rest of your life looking for the perfect
 real estate investment, never find it, never invest, and miss out on lots of opportunities, profit, and even fun.



THE DANGERS OF INVESTING OUT OF YOUR AREA


In many regions of the country, real estate prices escalated in the early- to mid-2000s to the point that it was difficult for entry-level real estate investors to buy. And in some areas it may be happening again (as this book goes to press in 2017). If you live in such an area, you may be tempted to go far afield in search of reasonably priced property. The subsequent decline in prices after the market peaked in some areas was and in a few places still is equally enticing, but you need to exercise caution.

Regardless of whether prices are up or down, a proliferation of seminars always seems to promise real estate investment opportunities in other areas of the country. In California and other areas (where prices are always relatively high), seminar sponsors target owners and wannabe real estate investors, touting the great investments that can be found in other, often unnamed, parts of the country. They claim that you can buy rental real estate for a fraction of your local prices and achieve high returns on your investment. They even provide pictures of these properties — but there are always tiny little disclaimers somewhere on the page!

We strongly advise against investing blindly in areas that you don’t know personally. And never consider these investments unless you have the proper local contacts such as a great property manager, contractors and suppliers, and competent legal and accounting advice.

When you read about great real estate opportunities in faraway places, it’s better to be safe than sorry. Our experience indicates that if it sounds too good to be true, it is
 too good to be true! Risk and return are truly related. It’s better to have a more solid and easy-to-manage property in your own community than to try to hit a home run in a different time zone.






Finding Properties to Add Value

So you’re looking for properties that allow you to make physical and/or fiscal improvements that will ultimately lower the expected cap rate to a future investor, which is essentially lowering the required rate of return because you have taken out much of the risk. You want to buy when you determine that the property has a strong likelihood of producing future increases in net operating income (NOI) and cash flow. So you should look for properties where your analysis shows that the income for the property can be increased or the expenses reduced.

As you look for your next rental property, many sellers, and especially their real estate brokers, will assure you that the current rents are really too low and that there is tremendous upside in the property to be tapped simply by buying the property and raising the rents. If it were that easy, then why wouldn’t the current owner raise the rent and then sell the property for a higher price?

However, if you thoroughly research the market, you’ll know how to identify certain clues that indicate whether a property really has rents that are below market. Properties with no vacancies and a waiting list are prime candidates. Other telltale signs are properties that have low turnover and then have multiple applicants for those rare vacancies. Economics 101 says that if demand exceeds supply, the price is too low.


Some owners actually market their real estate investment properties at a below-market price. These are motivated sellers, probably with a variety of personal reasons for their need to sell more quickly and cheaply than they would if they had more time and patience. Health reasons, family dissolutions, financial issues, and so on are all likely reasons that a seller will agree to a quick sale at a below-market price.

However, some sellers don’t achieve the top value in the market for other reasons. For example, some owners despise the whole process of selling their rental properties so much that they knowingly underprice the property to ensure a quick and clean transaction and retain the ability to reject any and all contingencies that a buyer would typically require in a market deal.
 The elimination of hassling and haggling is paramount to these sellers; they just want to get the sale done, so they’re willing to give the buyer such a good deal that the buyer takes the property essentially as-is.

Some sellers are truly ignorant of the actual market value of the property they’re selling. There really is no excuse (save laziness) for a seller in a major metropolitan area to not know the true value of the property he owns, because there are many real estate professionals who can inexpensively assist sellers in determining the estimated value of their property. Simply ask a real estate broker for a comparative market analysis (CMA) or hire an appraiser, and you’ll get a detailed report determining the current as-is value of the investment property. Of course, a seller should always keep in mind that some real estate brokers may be overly optimistic on pricing with the hope that they can get a listing and then still close the sale at a price that is really the market value.
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 The most common question real estate investors ask is “How do I find these underpriced properties?” Our experience indicates that underpriced investment properties typically have older owners with no mortgage who have exhausted the possibility of taking depreciation deductions on their tax returns.

Look for properties where you can increase value. These value-added properties
 are properties that allow you to either increase the NOI or decrease the rate and thus create value. The value of a property is increased with an increase in NOI or a decrease in the capitalization rate. The capitalization rate is directly correlated to the anticipated risk of the investment, so stabilizing properties through long-term leases and more financially viable tenants can reduce risk and lead to a lower cap rate and hence a higher value.

A simple example of how to increase the value of a building is to find a residential rental property in a high-demand area where all rental rates are the same for similar floor plans. In reality, the rents should reflect the fact that, say, not all two-bedroom units have the same location benefits. For example, a unit overlooking the pool is often more desirable than a unit on the main street, or units on the upper floors are in greater demand, so raising the rents for the more desirable units increases rental income.




Evaluating a Region: The Big Picture

Though we advise you to think local, any decision about where to invest should start with an evaluation of the overall economic viability and trends of the surrounding region. If the region isn’t economically sound, the likelihood for successful real estate investments within that area is diminished. Understand how to evaluate important economic data so you can invest in the areas that are poised for growth.

We define a region
 as a concentrated population base (rather than an entire state or section of the country). Data for any larger geographic area would be difficult to use for the types of real estate investments you’ll be making. For example, data for the state of Texas isn’t as important as vital economic trends for your proposed investment in the Houston area.

Gathering and analyzing the relevant economic data has never been easier, thanks to the Internet. The most important data for population growth, job growth, and economic trends is available online, and there are numerous entities tracking this information. From the federal government to state and local governments to universities and business groups, information on regional economic trends is readily available.
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 In addition to the academic and governmental agencies that provide broader economic indicators, several private firms specialize in providing specific data on occupancy, availability, and rental rates for different types of real estate for many of the major cities throughout the country. These services offer limited information to non-subscribers. For example, two of our favorites with a national perspective are the CoStar Group (

www.costar.com


 ) and Situs RERC (

www.rerc.com


 ). There are many smaller firms that specialize in specific geographic areas, like MarketPointe Realty Advisors, which focuses on Southern California (

www.marketpointe.com


 ), or Yardi Matrix (

www.yardimarix.com


 ), which focuses on larger apartment communities of 50 or more units throughout most major metropolitan areas of the country. Check with real estate investment professionals that hold the Certified Commercial Investment Member (CCIM) designation in your area, because they have access to the excellent CCIM Institute’s Site to Do Business (STDB) (

www.stdbinc.com


 ).
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 You can find the vital economic data you need for your evaluation through your local economic development department, chamber of commerce, or public library. Real estate lenders often have in-house economists that collect information concerning areas where they lend money, and these folks are often the first to detect weaknesses in the market. So if your lender isn’t particularly enamored about the location for your proposed real estate investment, it probably knows something that you should heed. Also, contact a professional appraiser in your area, because they routinely collect this information for their appraisals.


These sources collect, record, analyze, and report information according to specific geographic boundaries as established by the federal government. The U.S. government divides urbanized areas of the country into Standardized Metropolitan Statistical Areas
 (SMSA). SMSAs are large areas that consist of one or more major cities. For example, the entire San Francisco Bay Area, the combined areas of Dallas and Fort Worth, Greater Los Angeles, and Greater New York City are each a single SMSA.

If your proposed investment isn’t in an area tracked as part of an SMSA, much of the same information is available, but you have to do a little more digging.
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 You’re looking for more than just numbers. Attitude and leadership are important as well. Many neighboring cities are work with regional planning boards and economic development agencies. Their goal is job creation, and they possess great powers to make important economic decisions regarding regional airports, mass transportation, and the reuse of surplus military installations. Clearly, such regional governance can have a major impact for better or worse on your real estate investments.

You’re looking for a region or area that is growing and has a diverse economic base with strong employment prospects. In the following sections, we cover some of the more significant factors that can impact real estate demand and values.


Population growth

Population growth is one of the cornerstones upon which demand for real estate is based. More people means more demand for housing, retail shopping, and offices and service providers. In other words, people use real estate, so the demand for real estate is enhanced as the population increases.

Increases or decreases in population are the result of three activities: births, mortality, and people moving into or out of the area. In most areas, births exceed deaths, and thus most areas experience moderate growth. So the real impact comes from a dynamic and mobile society. We’ve seen tremendous shifts in population from northern states to the more temperate climates of the Sunbelt. Immigration has also been a major factor in many parts of the country.
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 How does population growth affect your real estate decisions? Simply put, economists find that a new household is needed for every increase in population of three persons. Of course, these numbers can vary based on average household size, which is different in some parts of the country, especially in urban areas with population increases from immigration. So if you’re considering investments in rental homes or small apartment buildings in a certain area, the overall net population growth can be a factor in determining current and future demand for rental housing.


But knowing the increase in population for the entire SMSA or region isn’t enough because population growth isn’t evenly spread and can vary. As you get down to the next level in your research (see the “Investigating Your Local Market
 ” section later in the chapter), you need to determine the communities and even neighborhoods where the increased population will want to live, work, and shop. Real estate developers, and their lenders, look closely at net population growth in specific submarkets to forecast the demand for their proposed developments.



Job growth and income levels

Job growth is another fundamental element in determining demand for real estate. Economists generally predict that a new household is needed for every 1.5 jobs created. So if a new employer moves into the area and brings 150 new jobs, the local real estate housing market will need approximately 100 new dwelling units. Of course, these new jobs also positively impact the demand for commercial, industrial, and retail properties.
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 The U.S. Bureau of Labor Statistics compiles job growth and other economic data by SMSA as well as by county. This info is available at the Bureau’s website (

www.bls.gov


 ). Other great sources for economic data are local colleges and universities and good local libraries.

But you need more information about the types of jobs before you can estimate their effect on the demand for each type of real estate. Although job growth is critical, so are the following factors:


	
Income levels:
 Without stable, well-paying
 jobs, an area can stagnate. Even with positive growth in population and jobs, a lack of income can stifle the demand for additional residential and commercial properties.
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 Level of employment diversification:
 If the local economy is heavily reliant on jobs in a small number of industries, that dependence increases the risk of your real estate investments. Some areas of the country have plenty of jobs, but they’re lower- rather than higher-paying jobs. Ideally, look to invest in real estate in communities that maintain diverse job bases.



	
Industries represented:
 Consider which industries are more heavily represented in the local economy. If most of the jobs come from slow-growing or shrinking employment sectors, such as farming, small retail, shoe and apparel manufacturing, and government, real estate prices are unlikely to rise quickly in the years ahead. On the other hand, areas with a greater preponderance of high-growth industries, such as technology and biotech, generally stand a greater chance of faster price appreciation.


	
Types of jobs:
 The specific types of jobs available can be important, depending on the target market for your income property. If you’re buying a class A office building in an urban area, look for statistics on current and future employment levels for professional employment. For example, owning an office building across the street from the new regional courthouse gives you a real advantage in attracting law firms and legal support firms. Of course, you also want to make sure the area boasts a good mix of nearby retail and food services to complement and support the tenants in your building.
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 In addition to job growth, other good signs to look for include the following:


	
Stable-to-increasing wages:
 The demand for real estate clearly correlates to income levels, so local jobs with strong underlying demand are key. With many jobs being outsourced to other parts of the country and world, it’s important that the local jobs aren’t only secure but also unlikely to see an erosion in purchasing power.

	
A recession-resistant employment base:
 Traditionally, jobs that enjoy stability are in the fields of education, government, and healthcare. Even areas renowned for strong demand and limited supply of real estate can slow down if the economy is hit hard, as shown by the collapse of some technology firms in the early 2000s and outsourcing or consolidations and mergers in the mid-2000s.

	
Employment that’s highly unlikely to be outsourced:
 Jobs can flow to another area of the country or overseas to the latest low-cost manufacturing base.

	
Declining unemployment:
 Examine how the jobless rate has changed in recent years.
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 No one can precisely predict the future. And with due respect to our friendly economists, forecasts of population and job growth can go awry.




Investigating Your Local Market

Although everything starts at the regional level, you need to fine-tune your perspective and look at your local real estate market, too. All the same types of economic data that you collect on a regional basis are important in evaluating your local real estate market.
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 With real estate investing, deciding where to invest is frequently more important than choosing the specific rental property. You can have a rental property that meets the needs of the market, but if it’s located in a declining area where the demand is weak or an area with overbuilding and an excess of available properties, 
 your investment won’t perform financially. (These properties perform the worst over time, but are typically the types of properties highly touted by the infomercial gurus who love to brag about how much real estate they control but rarely tell you about their long-term investment returns.)

Likewise, you need to determine the areas that may be too richly priced, because your cash flow and future appreciation will be hurt if you overpay for a property. Often properties in the best neighborhoods in town are so overpriced that there is little appreciation potential and thus we advise you to seek other properties unless you’re content with low returns similar to investing in safe and low yielding bonds.

In many local real estate markets, the demand for real estate is affected more by the regional economy than by the local economy. For example, bedroom communities have high demand for rental homes and apartments even though they may only have service sector jobs in the immediate area, because the higher income professional and manufacturing jobs are concentrated in other areas of the region.

[image: remember]
 In the sections that follow, we help you research quantitative issues to consider when deciding where to invest in real estate. But you also must consider other factors — for instance, the weather or recreation and entertainment options, all key factors in the livability or quality of life for citizens. All these criteria contribute to the overall desirability of a local market area and should be important considerations for the real estate investor. And don’t underestimate the image or reputation of an area.


Supply and demand

The supply and demand for real estate in a given market has a direct impact on the financial performance of your income property. And although we firmly believe that the overall economic prospects for a region or community are vital, you must also find supply-and-demand information about the specific type of real estate that you plan to purchase.

Obviously, the best environment for investing in real estate is one with strong demand and limited supply. When the demand exceeds supply, shortages of available real estate push up prices.

Both sides of the equation — supply and demand — have indicators that you should evaluate in forming your consensus about the strength of the local real estate market. In the sections that follow, we take a close look at each indicator in detail. Supply-side indicators include building permits, the rate at which new properties have been rented or absorbed into the market, and the availability of alternatives for similar real estate. Demand indicators include occupancy and rent levels.


The overall relationship between supply and demand determines the market conditions for real estate. For example, a large number of pending or recently issued building permits, weak absorption or rental of new properties, and an excess of income property listings that have been on the market for an extended time are all indicators that the supply of a specific product type is greater than the demand. Such market conditions soon result in lower occupancy, lower rents, and often rental concessions like free rent or lower rental rates early in the lease, which mean lower cash flow and smaller appreciation potential. These aren’t the markets you should be seeking.

When the demand for real estate is high, there are few vacancies, and property owners raise rents and eliminate or minimize any concessions. In commercial properties, landlords cut back on the tenant improvement (TI) allowance and require the tenants to take the space as-is and make any upgrades or changes to the space at their own expense.


Building permits and absorption

Building permits are often the first tangible step outlining the intent of a developer to build new real estate projects. Therefore, knowing about the issuance of building permits is an essential leading indicator to future supply of real estate.
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 The trend in the number of building permits tells you how the supply of real estate properties may soon change. A long and sustained rise in permits over several years can indicate that the supply of new property may dampen future price appreciation. Many areas experienced enormous increases in new building during the late 1980s, right before prices peaked because of excess inventory. Conversely, new building dried up in many areas in the late 1970s and early 1980s as onerous interest rates strangled builders and developers. In the late 1990s, despite the low-interest-rate environment, most parts of the country weren’t overbuilding, but by the mid- to late 2000s, there was nevertheless an excess of supply. The problem was that the demand was artificially inflated, which was the result of governmental pressure to increase home ownership by offering creative financing to individuals who were unqualified to borrow such large amounts, as well as speculation by some real estate investors.


Absorption,
 the rate at which new buildings are rented and occupied, can be useful to determine the potential for the market to become saturated,
 or oversupplied with certain types of real estate. A healthy real estate market is one in which the available new properties have rented in a relatively short period of time — typically measured in months. Absorption is measured in housing units for residential properties and in square footage for commercial properties.


Absorption can be either a positive or negative number and is usually tracked on a quarterly and annual basis:


	
Positive absorption:
 More space is rented or occupied by owners/users during the measured time period than was built or taken out of the rental housing supply by demolition or even conversion to owner-occupied condominiums.

	
Negative absorption:
 The new supply of a given type of real estate is being built faster than users can or want to use it.
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 You can obtain information on building permits from your local planning or building department. Absorption statistics aren’t as easy to find, but local real estate appraisers and real estate brokers track absorption. For example, professional real estate brokers holding the CCIM (Certified Commercial Investment Member) designation specialize in the sale of income properties and often have that information.
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 Building permits and absorption are property-type specific, and an oversupply in industrial properties generally has no bearing on other types of commercial income properties such as retail or office. The only exception is when the use of a property can be changed. For example, many industrial properties have been upgraded to add office space for manufacturing firms so they can have their administrative functions and operations in the same facility. This type of hybrid usage is more difficult to track — but extremely important to note if it’s occurring in your proposed investment market.

Another noteworthy trend for residential real estate investors is that new construction favors single-family homes rather than multifamily apartments. This discrepancy can have a significant impact on your decision whether to invest in single-family rental properties or multifamily properties, because multifamily properties benefit from the reduced competition. There are several reasons for this phenomenon, and we discuss some of them in the section “Considering barriers to entry
 ” later in this chapter.



Availability of alternatives — renting versus buying

When the cost of buying is relatively low compared with the cost of renting, more renters can afford to purchase, thus increasing the number of home sales and lowering demand for rentals. A key indicator you can use to gauge the market is the number of property listings:


	
Increase in property listings:
 Increasing numbers of property listings or a significant increase in the time the average property is unsold is an indication of future trouble for real estate price appreciation. However, as property 
 prices reach high levels, some investors decide that they can make more money cashing in and investing elsewhere. When the market is flooded with listings, prospective buyers can be choosier, exerting downward pressure on prices.

	
Decrease in property listings:
 A sign of a healthy real estate market is a decreasing and low level of property listings, which indicates that the demand from buyers meets or exceeds the supply of property for sale from sellers. At high prices (relative to the cost of renting), more prospective buyers elect to rent, and the number of sales relative to listings drops.





Occupancy levels

Before you invest your hard-earned money, determine the current occupancy levels for your proposed type of income property.

The market occupancy rate is another way to gauge the supply and demand for a given property type in the local market. The market occupancy
 rate for a particular type of property is the percentage of that type of property available for occupancy that’s currently rented. For example, you may find data telling you that there are 2,312 total residential rental units in apartment buildings in a local market, and the occupancy rate is 97 percent (or 2,242 are occupied), which would mean that 3 percent (or approximately 70) of the units are vacant. For commercial, industrial, and retail properties, the occupancy level is calculated based on square footage.

With commercial, industrial, and retail properties, determining the occupancy levels is relatively easy. A quick look at the directory or a walkthrough of the property can give you a lot of information.
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 The true occupancy rate is actually much more difficult to determine with apartment buildings. With apartments, the vacancies aren’t as obvious, and obtaining accurate information can be challenging — most professionally managed properties don’t advertise their occupancy levels or volunteer this info (nor do they post tenant directories anymore because of safety and privacy concerns). But fear not; we have some suggestions:


	
Trade organizations and industry service providers:
 Some of these groups track this data. For example, the local affiliates of the National Apartment Association (

www.naahq.org


 ) and the Building Owners and Managers Association (

www.boma.org


 ) often publish vacancy and rent surveys for apartments and office buildings, respectively.

	
The do-it-yourself approach:
 You can contact owners of comparable properties and offer to collect this data and give them a copy of the results.




After you acquire the info, here’s how to use it:


	
Low vacancy rates:
 When combined with a low number of building permits, low vacancy rates generally foretell future real estate price appreciation. If you find minimal vacancy in your market, it’s a landlord’s market with higher demand from tenants for existing units, which is a good sign for real estate owners. And it’s good for real estate investors, if the market prices remain reasonable.

	
High vacancy rates:
 High rates indicate an excess supply of real estate, which may put downward pressure on rental rates as many landlords compete to attract tenants.
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 Concessions,
 which typically include free rent, often indicate weakness in the rental market. However, some types of real estate and rental markets almost always have concessions, no matter how strong the rental market. This practice is very common in larger professionally managed apartment communities where a prospective tenant’s first question when calling to inquire about a potential rental unit is inevitably “What’s your special?” Apartments in Phoenix and many other areas of the Sunbelt may be able to raise their rents and maintain occupancies at or above 95 percent, but they can’t eliminate the rental concessions, or their rental traffic will diminish. In commercial properties, the TI or tenant improvement allowance is similar, with many markets requiring certain levels of dollars per square foot in custom build-outs or upgrades when the rental rate is actually less negotiable.



Rental levels

The trend in rent levels,
 or rental rates,
 that renters are willing and able to pay over the years also gives a good indication as to the supply/demand relationship for income properties. When the demand for real estate just keeps up with the supply of housing and the local economy continues to grow, rents generally increase. This increase is a positive sign for continued real estate price appreciation.

Of course, you need to be careful to make sure you’re getting the true and complete story on rents. Owners and their property managers are very smooth and savvy and don’t allow their quoted rental rates to fall when the market shows some signs of softening. This strategy is logical because other tenants may have recently leased at a higher rate and would be upset to see the new tenants getting a better deal. So owners and property managers offer concessions or other perks to make sure they’re competitive in the current market while maintaining the perception of stable rents.
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 As a prospective rental property owner competing against these owners, you need to evaluate the current rent levels on a level playing field, so you want to calculate the effective rental rate.
 For example, if you see a comparable rental property available at $1,200 per month, but the owner is offering a concession of one month free 
 rent on a 12-month lease, the effective rent is really $1,100 per month (the $1,200 loss of one month’s rent spread out over the rest of the year).

[image: warning]
 An advantage of investing in commercial real estate is that there are few governmental regulations and controls, and the relationship between tenants and landlords is essentially a free market. However, residential rent control
 or rent stabilization
 (local laws regulating how much rents may increase) is an issue in some cities and towns. Investing in markets with rent control, or even with a pro-tenant environment where a landlord has difficulty terminating a lease, may not provide adequate returns on investment, and appreciation will be more limited. Although occupancy levels are usually strong in such areas, your overall cash flow may be threatened because the property’s expenses may rise faster than you can legally raise the rents. In these communities, landlords who invest in major upgrades or capital improvements to a rental unit may not be able to raise rents or recover their costs because any rent increases must be approved by the local rent control board. Then, even if allowed at all, the approved capital improvements are amortized or spread over many years. Don’t put your real estate future in the hands of others!




Focusing on the path of progress

Buying real estate in up-and-coming areas with new development or renovated properties not only greatly enhances the ease of finding and keeping good tenants but also leads to higher occupancy, lower turnover, and higher rates of appreciation.

In virtually all major cities, some areas are experiencing new construction and growth — and have the reputation of being the
 area to live in. But by the time most folks feel this way, you’ve lost an opportunity to get in when prices have more appreciation potential. So here are a few indicators to use to stay ahead of the game:


	
Follow the retailers:
 You can often take a clue about where you should invest by looking for major retailers who do extensive research before making a decision to open in a given neighborhood. For instance, maybe a new Costco or Sam’s Club is anchoring the new shopping center.

	
Follow the highways:
 One of the best and most obvious indicators of where new development is headed is transportation. But make sure the roads or mass transit projects actually get built. With so many funding and environmental challenges today, it can be extremely risky to invest in real estate based on proposed transportation projects. But after they’re built, you’re sure to find real estate investment opportunities.




But the path of progress isn’t limited to new development. Many cities have areas that have seen better days, and local leaders are doing their best to revitalize these tired and even blighted sections of town. A key component can be redevelopment districts that are formed with the property tax revenues being diverted to a special redevelopment agency that promotes new projects through a streamlined approval process and financial assistance. Often, the traditional downtown areas are being redeveloped with many incentives for developers and owners willing to be among the first ones in.
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 Although redevelopment areas can be great opportunities, significant risk is associated with investing in areas that are dynamic and changing. Like transportation projects, sometimes the best intentions of local leaders and redevelopment agencies can hit a snag.



Considering barriers to entry

Investing in real estate in an area that has strong demand and limited supply is likely to enhance your profits. One of the trends to follow is the creation of more roadblocks to new development and thus severe limitations on the construction of additional buildings to meet even the increasing demands for real estate from natural population growth.

For example, maybe your chosen area has inhabitants with strong anti-apartment sentiments or concerns about the environment. If you currently own or quickly invest in existing apartments in such areas, these factors can actually work to your benefit, because they make the addition of more housing units (competition) difficult.
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 We suggest that you look for markets where natural and even man-made barriers to entry exist.

The popular board game Monopoly taught most people from an early age about the importance of location and barriers to entry. When you control the playing field and prime properties, you dramatically improve your odds of successfully building wealth. (
Note:

 The real world of real estate isn’t like Monopoly, where you’re getting money at the other players’ expense.) In the following sections, we cover some of the more prominent factors that limit the supply of real estate and enhance cash flow and future appreciation for those who already own existing properties.
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 But, in the long term, the lack of buildable land in an area can prove a problem. Real estate prices that are too high may cause employers and employees to relocate to less expensive areas. If you want to invest in real estate in an area with little buildable land and sky-high prices, run the numbers to see whether the deal makes economic sense.



Environmental issues

Individuals and organizations concerned about the environment aren’t a new trend. Environmental issues are now a key factor in the potential development of real estate projects in just about every area of the country.

Those concerned about the environment are expressing their disapproval of new and proposed projects with more authority and success because federal and state laws require excruciating investigative reports on all aspects of proposed land development. It’s extremely difficult in most urban areas to find land suitable for development that doesn’t have some limitations or require remediation, such as the relocation or preservation of endangered species or plants. (Remediation can also include the cleanup and removal of contaminants.)

Many of these laws or guidelines find universal support — no one wants to live in a concrete world or destroy the beautiful countryside. And nearly everyone wants clean air, clean water, and the highest quality of living possible.

But preserving and protecting the environment comes at a cost: A large portion of potential developable land is being taken out of production or even consideration for use. The land that isn’t available for development is being broadened and now includes much of the government-owned lands and virtually all land that can be classified as a hillside, wetland, or vernal pool
 (seasonal or temporary wetland). In many areas, additional swaths of public and private land are being designated and set aside by governmental agencies to protect endangered plants and wildlife.

These man-made decisions to preserve land, combined with other factors, can lead to a shortage of buildable land.



Shortage of buildable land

Economics 101 teaches that strong demand and a limited supply lead to rationing through higher pricing. Well, that is exactly what’s happening over the decades in many of America’s major metropolitan areas as people exhaust the supply of buildable land (notwithstanding the general decline in real estate prices in the late 2000s).

Upward pressure on real estate prices tends to be greatest in areas with little buildable land. Consider the San Francisco Bay Area. If you look at a map of this area, you can see that the city of San Francisco and the communities to the south are on a peninsula. The ocean, bay inlets, and mountains bound the rest of the Bay Area. More than 80 percent of the land in the greater Bay Area isn’t available for development because state and federal government parks, preserves, and other areas protect the land from development, or the land is impossible to develop. Of the land available for development in San Francisco and the vast majority of it in 
 nearby counties, virtually all of it had already been developed as far back as the mid-1980s.



CANES: Citizens Against Nearly Everything

Many cities are now putting more authority into the hands of local and even neighborhood planning boards that exercise their influence and control over proposed new developments. Although many of the representatives on these local planning boards are just interested in maintaining the aesthetics or compatibility of proposed developments with the existing land uses, some are motivated by another agenda.

The term CANES — Citizens Against Nearly Everything
 — was coined by then-San Diego Padres President Larry Lucchino, who was in charge when the baseball team proposed and fought for the development of a new ballpark. Various groups claiming to represent taxpayers, citizens, and environmentalists objected at every opportunity. Ultimately, after years of delays and dozens of lawsuits, the ballpark finally opened in downtown San Diego and has been a tremendous catalyst for redevelopment just as new sports venues have done in many other cities.

This trend isn’t unique to San Diego. Across the country, those opposed to growth seek to avoid increased traffic, congestion, and overcrowding of their schools and parks. In many communities and neighborhoods, homeowners are expressing their disapproval of new multifamily development. (If you want a big turnout at city hall, just announce that 300 new low-income apartments are being built across the street from the new for-sale housing tract.)

[image: remember]
 Such resistance to new development or even redevelopment isn’t new. But it does seem to be a trend that should be considered by even a real estate investor with a duplex or a couple of rental homes. Unbridled growth isn’t the answer (nor are stagnation and decline), but you need to evaluate the impact of such attitudes on your income properties. Barriers to entry are a reality that you shouldn’t overlook.

For example, increased demand in a community opposed to growth results in higher prices, so investing in these areas certainly enhances your prospects for appreciation. However, well-planned or smart
 growth can also lead to a higher quality of living and greater long-term returns on your investment.



Condo conversion and construction defect lawsuits

The real estate boom and bust cycles are often most pronounced in those cities that experience large numbers of apartment buildings being converted to condominiums. When the prices for new construction homes becomes too high, developers have a lucrative market to buy apartments and cosmetically upgrade the units and sell them to entry-level buyers who want to own rather than rent. 
 The early projects often do well, but the developers who are late entries after the initial demand has been met and when the market becomes oversaturated aren’t so fortunate.

Carefully evaluate the impact of the condominium market in your area because it can have a material effect on the overall supply of rental housing. Apartments converted to condos often result in fewer rental units because condo conversion units are typically purchased by owner-occupants that find such housing to be a financially viable entry-level opportunity.

But the reverse trend is also a concern because many areas have a significant number of failed condo conversion projects where only a portion of the units are sold; the remaining units are in foreclosure or bankruptcy and are being sold in bulk to owners who rent them until the market improves. Investors often purchase new condominiums to use as rentals that will compete for tenants. Some of these projects were financially unsuccessful and are in the hands of court-appointed receivers or lenders. These are supply-and-demand factors that can affect your real estate market and should be part of your real estate strategy.

Many apartment buildings in urban areas were originally built as condominiums, but market weakness or the threat of construction defect legislation (discussed later in this section) led to a business decision by the developers to operate these condos as rental units. There isn’t much controversy about the ultimate conversion of these rental condos to owner-occupied units; it’s just a function of market timing, with most remaining as rentals in the current market environment.

However, a dilemma faced by many cities is the excessive number of conversion projects of apartment rental communities into condominiums. On one hand, the severe shortage of affordable entry-level housing in many cities made the conversion of apartments to condominiums an excellent opportunity for first-time home buyers. The concern was that conversion of apartments to owner-occupied condos reduced the supply of rentals.

How are condo conversions typically handled? The most common game plan for a conversion of an existing apartment community to a condominium project almost always consists of extensive exterior renovation, including painting, landscaping, and other cosmetic items. Occasionally, local ordinances require some structural repairs or upgrades, but the exterior work is primarily limited to the cosmetic issues. In other words, rarely do developers spend a lot of money on a new roof!

The unit interiors also receive a complete overhaul and upgrade — new flooring, window treatments, new and often upgraded appliances, and solid countertops and other decorative touches to really make the unit shine. These converted condos can be quite attractive as reasonably priced investments that look great and are well located, many times in areas where new development is difficult because 
 the area is completely built-out and the cost to acquire the land would be prohibitive. But you need to look deeper than the smoke and mirrors that create the attractive façade of quality construction.

[image: warning]
 The problem is that in most cases, the existing building systems, such as the roof, plumbing, electrical, and HVAC, haven’t been upgraded or replaced. So you may have a brand-new interior that looks sharp, but the major structural systems are quite old. Also, properties built under the code requirements in effect at the time of original construction usually have lower standards for weatherproofing, insulation, and noise reduction. If you buy one of these converted apartments as a rental property, you may not know that your tenants can hear everything (and we mean everything) that goes on in the adjacent unit. That is, until they call to complain!

This conversion of apartments to condominiums can impact the rental market in one of two ways.


	
Some of the condos are purchased by individuals who intend to live there personally. In this case, that reduces the rental housing stock, which means less competition for apartments.

[image: tip]
 Further, a good balance of owner-occupied housing units (with their inherent increased pride of ownership) can be healthy for the overall rental market. We strongly advise real estate investors to purchase rental homes in areas that are predominantly owner-occupied.



	Other converted condos aren’t owner occupied, with many investors snapping up the reasonably priced units, speculating that they’ll enjoy good returns. These units will be rented out, so there is no reduction in the rental housing stock.



[image: tip]
 In the long run, we believe that investing in condominiums that began life as apartments isn’t wise. In the early years, when the appliances and surface interior and exterior cosmetic finishes are relatively new, not much can go wrong. But after the true age of the building begins to show through increased repairs and maintenance, the volunteer association board of directors will face challenges. Will it be willing and able to dramatically increase the monthly assessments to cover the increased costs and to accrue the funds necessary to handle major capital items? Our experience is that the assessments stay artificially low and the property condition declines over time. You don’t want to own a unit in an association with major physical problems and no reserves.

The construction of new, attached, for-sale housing (or condominiums) has been severely restricted since the 1990s in many parts of the country because of construction defect lawsuits
 . The building industry claims that such lawsuits are unnecessary and extremely wasteful, and the attorneys representing homeowners insist 
 that litigation would be unwarranted if the builders didn’t build such shoddy and poorly constructed housing units. Construction defect lawsuits are reducing the number of attached housing projects that are being built, because insurance is virtually nonexistent for developers and subcontractors.




Government’s effect on real estate

This country offers many examples of the importance of state and local government on prospects for prosperity. The following are key governmental and quasi-governmental factors to consider when researching a prospective community in which to invest:


	

Tax considerations:
 For decades, California had an unbeatable combination of great weather and job growth that attracted millions from around the world. Over the past decade and with no end in sight, California has suffered from a declining economy and what some real estate investors and business owners feel is excessive government regulation and taxation. After the recall of Governor Gray Davis in 2003 and the election of Arnold Schwarzenegger, there was a lot of reason for Californians to be optimistic. Unfortunately, the subsequent years, under Governor Jerry Brown and his super majority in the state legislature, have seen an ever-increasing litany of pro-tenant, anti-investment, job-killing legislation policies that offset many of the natural attributes of California and are being exploited by other Western states.

California real estate investors and others with means are establishing legal residency in Nevada, Texas, Washington, Florida, and other states without state income taxes in increasing numbers. Many states (such as Colorado, Illinois, Indiana, Massachusetts, and North Carolina) have established flat rate taxes whereas other states (like Kansas, Ohio, and Wisconsin) lowered their state income taxes. Of course, local taxes can be a factor for real estate investors as well.

So relocating your place of legal residence can make a significant improvement in your overall income tax liability, and it may not even be that much of a sacrifice. For example, a California real estate syndicator found that living on the east side of beautiful Lake Tahoe (in the state of Nevada) was just as nice as the west (or California) side, where the top income tax rate can add up to another 13.3+ percent in addition to the federal income tax.

You should also have a detailed understanding of the property taxation system and appeals process. Be sure to determine whether a proposed income property acquisition is in a special assessment district where additional taxes are assessed against properties. Such special assessment districts may offer some advantages like better schools, parks, and fire and police services and may be well worth the additional annual investment. But you should know in advance how much the additional costs will be, how long you’ll 
 be required to participate, and exactly what you’re getting in return so you can properly evaluate whether you’ll be able to generate a commensurate increase in your rental income.



	
Economic development incentives:
 The economic development groups for many of these states are advertising in business publications and major newspapers and aggressively encouraging employers to relocate with incredible real estate incentives such as virtually free land or lower property and/or income taxation. Besides lucrative offers of real estate and tax incentives, as the global economy becomes ever more competitive, businesses are being lured to locations that can reduce their costs of labor, energy, and transportation.

	
Community’s reputation:
 Your local chamber of commerce, tourism bureau, and city hall all work very hard to establish the right reputation and attract the top employers. These organizations can have a real impact on the market environment for businesses and thus create more jobs in the long run, which leads to increased population and higher demand for all types of real estate.

	
Business-friendly environment:
 You can’t underestimate the importance of a probusiness attitude among state, regional, and local governments to help create a vibrant economy where your real estate investments can prosper.






Evaluating Neighborhoods

The reputation of particular neighborhoods can be based on many factors. Certain key or essential elements, which we discuss in these sections, differentiate the neighborhoods with good reputations and positive trends from the areas that are stagnant or trending the wrong direction.


Schools

If you don’t have school-age children, you may not be concerned about the reputation and test scores of the local schools. But whether you’re investing in residential or commercial income properties, schools matter. The demand for residential and commercial property (and the subsequent value of the property) is highly correlated to the quality of local schools.

Ask any real estate agent about the impact of schools on the demand and sales price for a home in a great school district. Likewise, employers use the quality of local schools in recruiting their key personnel — and sometimes even relocate company facilities to be near areas known for their schools.


The Internet can be a very useful tool in determining the quality of local schools. Most school districts have websites that include information on the test scores of their students for mandatory state and federal testing. Unfortunately, many people make snap judgments about school quality without doing their homework. Visit the schools and don’t blindly rely on test scores. Talk to parents and teachers, and discover what goes on at the school.



Crime rates

Crime can have a significant and sobering effect on the demand and desirability of all types of income properties. No one wants to live in a high-crime area, and commercial tenants and their customers neither work at nor patronize unsafe businesses. No areas are going to be crime-free, but you don’t want to find out after the close of escrow that you have purchased a rental property that is claimed by rival gangs. Before you make your investment decision, consult these sources:


	
Local law enforcement:
 Contact local law enforcement and obtain the latest and historical crime statistics.

	
Local newspapers:
 Newspapers (and their websites) often have a police blotter section that provides information on major and even petty crimes in the community.

	

Sexual-offender databases:
 Laws require certain convicted sexual offenders to register with local law enforcement. These databases allow you to identify the general locations of convicted sex offenders who have committed sexual offenses against minors and violent sexual offenses against anyone.

These databases aren’t foolproof. A few states haven’t been consistent in their efforts to maintain and make them available. Also, people required to register don’t always follow the requirements, but at least you can find out about the known ones.

[image: remember]
 Even if not legally required in your area, be sure to advise your tenants to check the database; this information is dynamic, and everyone needs to make his own decision about the safety of his family.







Pride of ownership


Pride of ownership
 is an intangible attitude that has tangible results. Pride of ownership also has no economic boundaries — even modest-income areas can really look sharp. Look for rental properties in neighborhoods that reflect pride of ownership — well-kept and litter-free grounds, trimmed plants, beautiful flowers, fresh paint, and so on. This curb appeal helps you attract and retain your tenants.


Although everyone may have a different perception of exactly what constitutes a well-maintained property, pride of ownership is readily apparent, and the effort made by business owners and homeowners to keep their properties looking sharp is important to real estate values.

You may find that some of the more aesthetically pleasing areas look that way for a reason. Homeowner’s associations and business parks typically have a board of directors and architectural review committee that routinely inspect the properties under their jurisdiction, as well as review and restrict improvements to meet certain standards.

Other areas may have informal committees of neighbors who band together to keep their properties in tiptop condition. This tendency is also true of multifamily residential and commercial properties, and these properties usually must also submit to local laws and regulations enforced by the building or code enforcement departments.

You can control the appearance, condition, and maintenance of your own property, but your options are limited if the properties surrounding it fall into disrepair. Your purchase of a fixer-upper and the investment of time, money, and sweat equity won’t be rewarded financially if the surrounding properties are in a state of disrepair and have owners who don’t really care.

[image: warning]
 Property values, occupancy, and rental rates all sag when property owners no longer take pride in their property. Avoid declining neighborhoods that display the red flags of dispirited owners — poorly kept properties, junk-filled vacant lots, inoperative cars in the parking lot or street, graffiti, vandalism, and deferred maintenance. Neighborhood deterioration is a blight that spreads from one property to another.



Role play: What attracts you to the property?

One of the best ways to evaluate the prospects for a particular neighborhood is to play the role of a residential tenant looking for the best place to call home. Go back in time to when you made the decision to live in your neighborhood. What were the primary criteria you used to make that determination? You’re probably typical of many of your potential tenants. They prefer rental properties in close proximity to various amenities, all of which can be captured in a property knowledge sheet.


Property knowledge sheets

One of the best ways to have the answers to the questions that may be raised by your rental prospect is to prepare a property knowledge sheet for each of your 
 rental property locations. A property knowledge sheet
 contains all the basic information about your rental property, such as the size and type of the rental unit and the unit number (for multiple-unit properties), plus the age, type of construction, and other important details about the unit.

[image: tip]
 A thorough property knowledge sheet also contains important information about the local neighborhood and general area. Like the chamber of commerce or visitor’s information bureau, you want to be able to answer questions accurately about the area. Rental prospects are generally interested in knowing about employment centers, transportation, local schools, child-care, places of worship, shopping, and medical facilities. You can really make a positive impression on your rental prospect if you can tell them where the nearest dry cleaners or Thai restaurants are located.

With all this vital information from your property knowledge sheet at your fingertips, you can be ready to answer your rental prospect’s questions. The more you know about your property, the easier it is for you to offer important reasons for a prospect to select your rental over the competition.

Property knowledge sheets can definitely give you the edge over your competition. Because you’re often competing with large multifamily rental properties, you need to be prepared to answer important questions about the area. Often, immediately knowing a detail such as whether a certain child-care center is in your area can make the difference between success and failure.

Check out Figure 4-1
 for an example of a property knowledge sheet.


[image: image]

© John Wiley & Sons, Inc.



FIGURE 4-1:

 Property knowledge sheet.







Commercial property considerations

Looking at a property from a tenant’s perspective is also useful if you’re investing in commercial properties. Remember that your commercial tenants are in business to make money — and their location is often a key factor. Have you ever seen a small retail center that includes several vacant suites with butcher paper in the windows? That is the universal sign that a property is in financial trouble and in need of proactive ownership, management, and leasing — or the spiral toward foreclosure will continue.

Right down the street from a failing property, you may find another retail property with long-term leases and a waiting list, because successful retailers almost always flock together. That explains the success of many regional shopping malls that command high rents. Sometimes, just getting the right anchor or primary tenant in a commercial, industrial, or retail income property is all it takes to start the chain reaction toward the dream for any landlord — high occupancy, high rents, and low turnover!


Finding well-situated properties is easier when you’re considering investing in an area where you’ve lived your entire life but not as easy for investing in other locales. Nonetheless, every area has potential if you know what you’re looking for and are willing to take the time to do the research.






Mastering Seller’s and Buyer’s Markets

Some real estate investors make the mistake of not continuing to research the economics of their real estate markets after they’ve made their investments. Even if you plan to buy and hold, you need to pay attention to the market conditions. The criteria we advise you to consider in making decisions about which markets are the best for investing are dynamic and can fluctuate.

Savvy real estate investors monitor their markets and look for the telltale signs of real estate cycles. These cycles present opportunities for expanding your real estate portfolio or repositioning from weakening markets to strengthening markets because not all areas experience peaks and troughs at the same time. That is why you need to know and track the timing of seller’s and buyer’s markets.


Understanding real estate cycles

Real estate markets are cyclical, and successful real estate investors remain aware of the real estate cycles in their areas. First, we need to define seller’s and buyer’s market:


	A buyer’s market
 occurs when current property owners are unable to sell their properties quickly and must be more flexible on the price and terms. This is a great opportunity to seek seller financing.

	A seller’s market
 is almost like the classic definition of inflation — “too much money chasing too few goods.” In this case, the goods are real estate properties, which are in high demand. When sellers are receiving multiple offers within 24 to 48 hours of a listing or you see properties selling for more than the asking price, you’re in a strong seller’s market.



Real estate traditionally experiences cycles as the demand for real estate leads to a shortage of supply and higher rents and appreciation. That leads to the building of additional properties, which, along with changes in demand because of economic cycles, usually results in overbuilding and a decline in rents and property valuation.

However, not everyone agrees that real estate cycles are relevant to residential real estate investors. Some of the real estate infomercial gurus claim that real estate investing in homes and apartments is recession-proof because people always need a place to live. Although that is partly true, we think that the economic base of the community where you invest does have a direct impact on all aspects of your operations — occupancy, turnover, rental rates, and even quality of tenant.


For example, when times are tough, residential tenants are the first to improvise, with some finding that “doubling up” or even taking in roommates is palatable if it results in lower costs for housing. Some younger renters are even willing to move back in with Mom and Dad or another relative when their personal budgets don’t allow them to have their own rental unit.

Can real estate investors who track real estate cycles make investment decisions based on this information? Absolutely. That is where most successful and knowledgeable real estate investors see potential for increasing their real estate investment returns by timing the real estate market.



Timing the real estate market

Although the length and depth of real estate cycles vary, there are clear highs and lows that real estate investors need to consider.

In some real estate markets, the double-digit appreciation over the first half of the 2000s brought record prices for homes and income properties. In the mid-2000s, the most common question asked on a Southern California NBC call-in feature was “Should I buy income properties in Southern California at these seemingly high price levels, or should I invest elsewhere?” These callers didn’t want to miss out on what they thought was almost guaranteed price appreciation. But what goes up must come down, so when the market corrected in the late 2000s with significant price declines in most areas of the country, the most common question was, “When will we reach the bottom of the market?”

No one-size-fits-all answer solves this critical question. A key factor is the investment horizon,
 or planned holding period for a particular investor and that specific investment. If the holding period is long enough, even purchasing income properties in today’s seemingly overpriced markets will probably look good 15 to 20 years from now.

The alternatives are to identify those markets with excellent economic fundamentals where prices have remained low and invest there. The concept is similar to the “buy low, sell high” truism for stocks, except you sell in overpriced markets and reinvest in the lower-priced markets. Such markets do exist, but the question is whether the properties in the lower-priced markets are going to provide the same or better investment returns in the long run versus alternative markets.

[image: warning]
 Unlike the stock market, real estate transactions entail significant transaction costs (as a percentage of the market value of the property). That’s why selling and buying property too frequently undermines your returns.


It’s our contention that even in the few markets where such “bargains” exist, they aren’t really great opportunities. We are reminded of the business concept that in the long run you usually get what you pay for! There is so much more than just the projected rent and the selling price. Without going into a detailed analysis of property condition, expenses, and other invaluable criteria, you should simply consider whether these areas pass muster after performing the economic analysis described earlier. Probably not.

You may already recognize that risk and return are generally related (we discuss this correlation as it pertains to investments in Book 1, Chapter 2
 ). That is, the lower the risk you take, the lower your expected return.

So the real question is, what are the risk-adjusted returns like for investing in these areas of the country with record high prices versus the risk-adjusted returns available in other, lower-priced real estate markets? You may find a rural property where the monthly rent exceeds the going average for the area, but what about rent growth and appreciation? At the end of the day, you may find that the lower-priced market with all those “bargains” provided you with minimal cash flow and marginal appreciation.

Knowing when to sell and when to buy real estate is easier said than done. But if you follow the fundamentals of economic analysis, and remember that “location, location, value” is the key to successful real estate investing, you can do well.
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FEE TABLE

Shareholder Transaction Expenses

Maximum Sales Charge Imposed on
Purchase (as a percentage of offering price)

Sales Charge Imposed on None
Dividend Reinvestments

Deferred Sales Charge None
Exchange Fee None

Annual Fund Operating Expenses

(as a percentage of average net assets):

Management Fee 1.00%
12b-1 Fees None
Other Expenses 025%
Total Fund Operating Expenses 1.25%
Example:

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

the period:
Class A 18 $106

Class B 3

You would pay the following
expenses on the same $1,000
investment, assuming no
redemption atthe end of

the period:
Class A 18 §106
Class B s 13

Class A Shares

Class B Shares

None

None

4.0% during
the first year,

decreasing 1.0%
annually o 00%
after the fourth year

None

$137 s29

s

5137 29
s124 $265
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