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In this month’s newsletter we summarize a recent study of mutual fund returns by Morningstar, the
preeminent mutual fund rating firm. The study basically shows that fund fees, not the very popular
Morningstar ‘Star’ system is a better predictor of fund performance. In addition, we discuss the role of
fixed income, i.e. bonds, in the portfolio and its associated risk.
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Low Fees Outshine Fund Star System

Low mutual fund fees are likely to be the best predictor of a mutual fund's future success, according to a
new study by Morningstar Inc. The study shows that using low fees as a guide would give investors better
results than even Morningstar's vaunted star-rating system, which looks at past returns.

Morningstar examined five broad categories of equity and fixed-income funds over multiple periods
beginning in 2005, 2006, 2007 and 2008 and ending in March 2010. Funds were sorted based on
expenses and the performance of the cheapest funds was compared to that of the most expensive.

Unsurprisingly, cheap funds outperformed their expensive cousins. Commenting on the results,
Morningstar Director of Mutual Fund Research Russel Kinnel observed: "In every single time period and
data point tested, low-cost funds beat high-cost funds." A similar exercise evaluated the same funds using
the Morningstar Ratings assigned at the beginning of each time period. The ratings showed predictive
power as well, although not as pronounced as the expenses ratios. "In general,” Kinnel states, "5-star
mutual funds beat 1-star funds on our three measures, although there were exceptions. All told, the stars
guided investors to better results in 59 out of 70 (84%) observations."

So which measure is more useful for investors—fund expenses or ratings? Morningstar declines to crown
a champion, finding merit in both, maybe because Morningstar developed the star system. Expenses were
a more reliable predictor ("they worked every time"), while stars could be helpful "In identifying funds
that might be merged out of existence."

Morningstar concludes that "Investors should make expense ratios a primary test in fund selection. They
are still the most dependable predictor of performance.'!

1. Russel Kinnel. "Fund Spy—How Fund Expense Ratios and Star Ratings Predict Success" Morningstar, August 9, 2010

Fixed Income Risk in Your Portfolio

With interest rates near historical lows, some investors may be anxious about a possible rate climb and its
potential impact on their fixed income investments. Rising interest rates typically cause existing bonds to



lose value. While investors might hold short-term instruments to manage this risk, an interest rate decline
could spoil this strategy by forcing investors to reinvest in lower yields when their short-term instruments
mature.

Rate movements in either direction affect portfolio returns. This is true in any market environment,
regardless of the current rate level. The larger question is how to manage the risk. As you read the
financial headlines and evaluate your current fixed income exposure, it may be helpful to consider these
principles about fixed income investing:

Interest rate movements are unpredictable.

Academic research offers strong evidence that the bond market is efficient, and that bond prices and
interest rates are not predictable over the short term.! This uncertainty is reflected in the often-
contradictory interest rate forecasts offered by economists, analysts, and other market watchers.2

Even when the experts share similar views on the direction of the economy and credit markets, reality
often proves them wrong. Last year’s Wall Street Journal forecasting survey offers a recent example.3
Among fifty economic forecasters surveyed in 2009, forty-three expected the ten-year US Treasury note
yield to move higher over the next year, with an average estimate of a 4.13% yield. Only two respondents
predicted rates to fall below 3.00%. The ten-year Treasury yield slumped to 2.95% on June 30, 2010, and
rates on thirty-year mortgages fell to their lowest level since Fannie Mae began tracking them in 1971.

If prices were easy to forecast, you should find a host of fixed income managers with market-beating
returns. But most of them underperform their respective benchmarks over longer time periods.# Since no
one has a reliable method for determining whether interest rates will rise or fall in the near future,
investors should avoid making fixed income decisions based on a forecast, media coverage, or their own
hunches.

Pursuing higher expected returns requires more risk taking.

The strong link between risk and return appears in all properly functioning capital markets. When
investing in stocks, bonds, or other assets, investors must accept more risk to pursue a higher potential
return.

In the fixed income markets, earning a return above short-term government instruments is usually a
function of assuming risk. Bonds with longer maturities and lower credit quality are usually considered
riskier and have offered higher yields and returns to compensate investors for higher risk.

Investors who commit their capital for longer periods of time are exposed to the amplified effects of
changing interest rates. Bond prices and interest rates move in the opposite direction: When rates rise,
the value of an existing bond declines; when rates fall, bond values rise. The longer the bond’s maturity,
the greater the price adjustment for a particular interest rate change. A long-term bond is more exposed
to rate changes than a short-term instrument, and usually (but not always) offers a higher yield to
compensate investors for the extra risk.

On the credit risk side, the government is considered the strongest borrower in the market, so it has a
lower cost of capital relative to other issuers. The most creditworthy companies are considered relatively
safe, but they must still offer a higher rate than the government to compensate investors for taking more
default risk. The weaker a corporate borrower’s financial condition, the more it must pay in yield to attract
investors. Investors seeking higher returns on the credit spectrum must bear a higher risk of default.>

Investment strategy should drive fixed income decisions.



Investors may hold fixed income securities for a variety of reasons—for example, to reduce portfolio
volatility, generate income, maintain liquidity, pursue higher returns, or meet a future funding obligation.
Each objective may involve a different portfolio approach, or a combination of strategies to manage
tradeoffs. For example, investors who want to maximize current income may not be strongly concerned
with the effects of short-term price volatility. They may extend maturity or accept slightly lower credit
guality when the market offers a yield premium for doing so. On the other hand, investors seeking long-
term wealth appreciation may commit most of their portfolio to equities and keep their fixed income
investments short term and high quality to buffer the volatility of stocks.

Regardless of your approach, you should know the difference between controlling risk and avoiding it.
You cannot eliminate risk, but you can manage your exposure by diversifying across bond maturities,
industries, countries, and currencies to reduce the impact of rates, inflation, currency fluctuations, and
other risks.

Many factors influence the direction of interest rates and performance in the bond markets, and these are
too complex for anyone to reliably predict. Rather than placing your faith in the experts or reacting to
economic news, manage your fixed income component from a portfolio perspective. Your strategy should
reflect your overall investment goals, risk tolerance, and other personal financial considerations. This is a
solid approach to managing your portfolio in an uncertain interest rate market.
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If you have any questions on this topics, or need some help with other financial issues
you are facing give me a call at (603) 373-8793.



