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g Fund Management
Market Price Measures of Common

Stocks

m Price / Earnings Ratio (P/E)
m Price / Book Ratio (P/B)
m Price / Cash flow Ratio (P/C)

m Dividend Yield / Price (D/P)
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u ._ Fund Management
Types of company Earnings

Movement

m Cyclical Stocks: earnings highly correlated
with the heath of the economy in general.

m Growth Stocks: earnings expected to grow
faster than the economy in general.

m Value Stocks: companies in mature
industries with relatively low prospects for
earnings and revenue growth.
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u ._ Fund Management
Stock Indices

m Dow Jones Industrial Average Index: 30 large,
primarily industrial stocks.

m Standard & Poor’ s 500 Index: 500 large stocks,
the most frequently used benchmark.

m Wilshire 5,000 index: all listed US. Stocks

m Russell 1,000 Index: largest 1,000 U.S. listed
stocks
1 Russell 1,000 Value
1 Russell 1,000 Growth

m Russell 2,000 Index: small-cap stocks, from
1,001 to 3,000.
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.._ Fund Management
Types of Securities Research

m Fundamental Analysis: focus on
estimating company’ s future earnings

m Technical Analysis: looks at past price
movements and trading volume

m Quantitative Analysis: develops
mathematical models to screen for
desirable stocks

2003/10/28 Prof. Shean-Bii Chiu 4

u ._ Fund Management
Fundamental Analysis

m Historical financial performance

m Projected performance

m Breakthrough of financial performance
m Current financial position

m Competitive environment

m Regulatory environment

m Event risk

m Quality of management
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g Fund Management

Technical Analysis
m Aggregate market data
m Relative strength to the market

m Sentiment
m Supply / demand relationship
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u ._ Fund Management
Quantitative Analysis

m Hypothesis formulation

m |dentification of key characteristics
m Model design

m Testing & Validation

m Application

m Monitoring and feed-back
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u ._ Fund Management
Buy-Side versus

Sell-Side Analysts

m Buy-side analysts

COWork directly for the investment adviser that
will “buy” securities for managed portfolios

0 Produce proprietary research

0Fund shareholders have “paid” for the
research through management fees

Copyright © Houghton Mifflin Company. All rights reserved.
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u ._ Fund Management
Buy-Side versus

Sell-Side Analysts (cont.)

m Sell-side analysts
0 Work for Wall Street-type firms

O Produce research that is widely disseminated (“sold”) to
numerous investment advisers

O Rarely issue sell recommendations on stocks, possibly due to
existing or potential I-banking relationships

O Can provide valuable insights on industries for buy-side analysts
and help produce new investment ideas

O Buy-side firms may pay for such research through trading
commissions
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u ._ Fund Management
Passive versus Active

Investment Strategies

m Passive management

O Objective is to match the performance of a particular
market index

00 Success may be measured by “tracking error” (the
deviation of the funds return from the return of the
index) must try to minimize trading costs and fees

1 May use full replication or sampling

00 Periodic index rebalancing or changes in composition
must be carefully monitored
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u ._ Fund Management
Passive versus Active

Investment Strategies (cont.)

m Active management
[0 Objective is to beat the return of the market, defined
as
= A market index and/or
= A competitive universe of funds with similar objectives
O Portfolio manager is buying and selling securities and
may use
= Top-down or bottom-up approach
= Team, individual, or composite approach
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u ._ Fund Management
Portfolio Construction

and Strategy

m Managers must make decisions within the basic
parameters of the fund
O Investment objectives (e.g., growth, capital
appreciation, income, etc.)
0 Constraints

= Name test: 80% of assets must meet description implied by
fund’s name (if specific)

= Diversification and other regulatory requirements

= Internal constraints
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u ._ Fund Management
Portfolio Construction

and Strategy (cont.)

m Managing against indexes

O May use broad market indices (e.g., S&P 500)

O May use more specific style indices (e.g., Russell 1000 Growth)
m Managing against peers

O Groupings are established by measurement organizations
(e.g., Lipper Analytical)

O Relative performance rankings are calculated and published on
a regular basis; performers often divided into quartiles

Copyright © Houghton Mifflin Company. All rights reserved.
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Fund Management

Styles of Popular Benchmarks

é SP500
g R1V R1 R1G
5 R3V R3 R3G
Wilshire 5000
. RMG
RMV Russell Midcap
S&P Midcap NASDAQ

8 R2v R2 R2G
=
=
0
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Portfolio Strategy : Security Selection

Index weights as of Dec. 2001

S&P 500 Fund XYZ
Top 10 Index Holdings Index % Wt % Wt
GENERAL ELECTRIC CO 3.63 3.94
MICROSOFT CORP 3.54 2.60
EXXON MOBIL CORP 2.52 2.39
PFIZER INC 244 2.24
CITIGROUP INC 242 2.62
WAL-MART STORES 2.38 0.18
INTEL CORP 2.22 0.88
INTL BUSINESS MACHINES CORP 1.98 -
AMERICAN INTERNATIONAL GROUP 1.95 1.97
JOHNSON & JOHNSON 1.71 -
Total Weight --These 10 24.79 16.82
Total Weight -- Top 10 37.86
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u ._ Fund Management
Portfolio Strategy : Sector Weighting

MSCI/S&P Group Fund Weight % BM Weight % Relative Weight

Health Care Equipment & Svcs. 8.62 2.72 5.90

Media 6.68 4.48 2.20
Diversified Financials 9.56 7.59 1.97

Banks 7.19 5.77 1.41

Hotels Restaurants & Leisure 1.82 0.92 0.90
Transportation 1.37 0.72 0.65
Household & Personal Products 2.28 1.96 0.31

Futures and Options 0.17 0.00 0.17

Real Estate 0.07 0.03 0.04

Capital Goods 8.49 8.48 0.01
Software & Services 5.50 5.52 -0.02
Technology Hardware & Equip 12.76 12.78 -0.02
Pharmaceuticals & Biotech 11.02 11.11 -0.09
Consumer Durables & Apparel 0.60 0.78 -0.17
Materials 2.27 2.55 -0.29
Telecommunication Services 5.59 5.91 -0.32

Energy 6.28 6.63 -0.35

Food & Drug Retailing 0.69 1.27 -0.58

Food Beverage & Tobacco 4.11 4.84 -0.73
Commercial Services & Supplies 0.89 1.70 -0.82
Automobiles & Components 0.08 1.07 -0.99
Insurance 2.45 4.07 -1.62
Retailing 1.52 5.42 -3.90

Utilities 0.00 3.66 -3.66

Total Primary Assets 100.00 100.00 na
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Perf Attributi
Fund BM Relative Fund BM Relative Stock Sector Total Rel.

MSCI/S&P Group Weight Weight Weight Return Return Return  Selection Selection Contribut'n
Technology Hardware & Equip 8.31 10.17 -1.86 38.60 -12.60 51.20 3.40 0.43 3.83
Software & Services 5.62 7.09 -1.47 4452 -16.73 61.25 2.35 1.16 3.50
Retailing 11.72 4.60 711 54,60 45.54 9.06 0.53 2.52 3.05
Health Care Equipment & Svcs. 9.18 7.34 1.84 24.49 -0.45 24.94 1.99 -0.08 1.92
Consumer Durables & Apparel 8.26 4.96 3.31 39.12 16.40 2272 1.48 0.43 1.92
Energy 5.20 4.00 1.20 8.07 -25.16 33.23 1.89 -0.32 1.57
Capital Goods 8.83 7.73 1.10 20.66 2.29 18.37 1.43 0.01 1.44
Pharmaceuticals & Biotech 0.59 5.80 -5.21 -0.35 -18.73 18.37 0.10 1.27 1.37
Hotels Restaurants & Leisure 6.00 2.76 3.24 4522 30.53 14.69 0.60 0.74 1.34
Materials 4.80 5.10 -0.30 30.50 9.25 21.25 0.81 0.03 0.84
Utilities 0.57 4.52 -3.95 12.28 -8.99 21.27 0.17 0.59 0.76
Insurance 8.24 272 5.52 10.12 1.156 8.96 0.77 -0.15 0.61
Banks 6.59 9.06 -2.46 2129 13.21 8.08 0.42 -0.06 0.36
Transportation 2.15 2.26 -0.11 25.66 6.53 19.13 0.31 0.01 0.32
Commercial Services & Supplies 1.87 4.04 -2.17 38.27 9.26 29.02 0.45 -0.13 0.32
Household & Personal Products 0.89 0.64 0.25 6174 23.50 38.25 0.23 0.07 0.29
Telecommunication Services 0.44 1.25 -0.81 -5.51 -16.05 10.55 0.10 0.16 0.26
Diversified Financials 2.06 2.1 -0.05 15,50 15.35 0.15 0.11 0.05 0.15
Food Beverage & Tobacco 2.99 2.16 0.82 2264 3472 -12.08 -0.18 0.29 0.1
Automobiles & Components 1.36 1.31 0.05 37.50 29.88 7.63 0.05 0.02 0.07
Real Estate 0.55 7.19 -6.64 34.40 21.41 12.99 0.04 -0.93 -0.88
Food & Drug Retailing 242 0.82 1.60 17.69 19.90 -2.21 0.02 -0.19 -0.16
Media 1.27 2.36 -1.09 -7.09 0.08 -7.17 -0.13 0.03 -0.10
Other 0.08 0.00 0.08 -20.00 2.38  -22.37 -0.02 0.00 -0.01
Total Primary Assets 100.00 100.00 na 30.41 2.43 na 16.94 5.93 22.87]
Cash 15.64 0.00 15.64 419  0.00 4.19 2.55]
Totals na na na  26.71 2.43 na 16.94 5.93 24.28
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u ._ Fund Management
Summary of Steps

In the Investment Process

m |dentify security pool that is appropriate for portfolio
objective and benchmark

m Choose individual securities with expected returns above
average

m Design the portfolio by sector and individual security
weightings

m Conduct performance attribution analysis to determine

what did and did not add value

Monitor and adjust portfolio composition

Start over

Copyright © Houghton Mifflin Company. All rights reserved.
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u ._ Fund Management
Other Portfolio Considerations

m Portfolio liquidity
O Individual securities
1Markets (e.g., foreign)
m Cash flows
00 Purchases and redemptions by shareholders
1 Settlement of portfolio trades

Copyright © Houghton Mifflin Company. All rights reserved.
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u ._ Fund Management
---And How Rules Are Enforced

The five largest mutual fund companies follow
these compliance procedures governing personal
trading recommended by the Investment
Company Institute:

m All Trades must be cleared in advance. (At
capital Research, trades over $25,000 must also
be cleared by a special committee.)

m Investment activity is monitored after clearance
is given.
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u ._ Fund Management
---And How Rules Are Enforced
(cont.)

m Records of personal transactions are
automatically supplied to the company’ s
compliance officer by the broker.

m Personal holdings must be disclosed
annually.

m Employees must certify that they have
complied with the ethics codes.
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Code of Ethics

Fund Management

Company Fidelity

Investments

Vanguard Group

Capital Research
and Management

Assets under management $391.9 billion

Participation in initial Prohibited.
public offering
Private placement Restricted.

investments

Holding period
(minimum time between
purchase and sale of the
same security)

60 calendar days.

Blackout period
(ban on trading in a
security before and
after the company’s
funds trade in it)

7 calender days.

$208.5 billion
Prohibited.

Restricted.

60 calendar days.

7 calendar days.
If a Vanguard
fund buys the
SAINE SCCUrity
within 7 days of
an employee's
purchase, the
employee must
hold the security
for at least six

5155.1 billion

Prohibited.

Restricted.

60 calendar days.

7 calendar days.

Source: The mutual fund business, Robert C. Pozen, 1998, p.258 months.
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