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Introduction

Just as surgeons don't operate on themselves, wealthy people usually do not invest their own money. They have
investment professionals manage their money for them.

In this booklet, we will discuss three types of professional money management and the differences between

each. We will look at mutual funds, exchange traded funds and separately managed accounts, and the pros and cons
of each.

Mutual Funds

rportfolios. ™k e some of the most

There are many reasons why people select Mutual Funds in their o
COMMmon reasons:

Advantages

taxes. The tixnover rate (frequency\of p ases and sales) in a fund is not necessarily a bad thing but it does
increase your tax bill if the fund is seNing stocks with lots of short-term gains. Additionally, turnovers cost you
money. If turnover does hurt a funds réturn, wouldn’t there be a correlation between a fund’s turnover rate and its
after-tax return? Indeed is!2

1http:// www.sec.gov/news/studies/feestudy.htm.

*"Taxes are one of the most significant costs of investing in mutual funds through taxable accounts Recent estimates suggest that more than
two and one-half percentage points of the average stock fund's total return is lost each year to taxes." SEC website
http://www .sec.gov/rules/final/33-7941.htm.
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To optimize your mutual fund returns, or any investment returns, know the effect that taxes can have on what
actually ends up in your pocket. Mutual funds that trade quickly in and out of stocks can have what is known as
“high turnover.” While selling a stock that has moved up in price does lock in a profit for the fund, this is a profit
for which taxes have to be paid. Turnover in a fund creates taxable capital gains, which are paid by the mutual fund
shareholders.

The SEC requires all mutual funds to show both their before- and after-tax returns. The differences between
what a fund is reportedly earning, and what a fund is earning after the investor pays taxes on the dividends and
cap1ta1 gains, can be tangible. If you plan to hold mutual funds in a taxable a ount please check out these

derivative could move even more. These issues are
that your fund can be volatile until your fund’s sem

open-end fund shares in the middle of
e to you, more active traders desire to trade
ket movements. While we will not discuss

in the fund. The sale is necessary to get the cash to send to
as an opportunity to buy, your fund manager cannot do so as

ETFs were developed to mitigate the disadvantages of open-end mutual funds, covered previously.

First, the shares provide diversification just as do open-end mutual funds in that they often track an entire
index, such as the S&P 500 index. Therefore, one could argue that this is similar to owning the 500 shares in the
S&P index.
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Secondly, ETFs’ shares are traded on the stock exchange. This means that the shares can be bought or sold at
any time during the day like any share of stock. A more active trader finds this flexibility appealing as open-end
mutual funds shares can only be bought or sold at the end of the day. Moreover, ETFs’ shares can be sold short and
many have puts and calls traded on them, thereby enhancing their appeal for an active investor.

Next, more sophisticated investors are typically sensitive about fees. Because many ETFs track an index, the
holdings within the ETF rarely change. Because there are few changes, there is no need for an active manager, and
as a result, the cost to manage the fund and the fees to the investor are much smaller. As Wikipedia summarizes,
"Mutual funds can charge 1% to 3%, or more; index fund expense ratios are generally lower, while ETFs are almost
always in the 0.1% to 1% range. Over the long term, these cost differences smpound into a noticeable
difference."?

within that port manage \yourOverall tax situation. Let's assume you sold a piece of real estate and
have a profit. You may ask your seéparate account manager to sell some stocks with losses before the end of the
year; thereby recognizin e papel losses to save you tax dollars.

3http://en.wikipedia.org/wiki/Exchange-traded_fund#Costs.
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To take the tax issue a step further, you may not have realized that when you buy a mutual fund, there may be
embedded capital gains. This means that the fund has already made sales, captured profits, and at the end of the
year — even though you are a new shareholder — you will be forced to pay your share of the tax on the gains that
occurred prior to you becoming a shareholder. With a separately managed account, you never have this embedded
capital gains issue.

Personalization

instruction to your separate account manager. Unlike a commingled account, wishes within reason can be

If you have specific social convictions, such as the avoidance of tobacco.stocks, you can provide that
reflected in your investment account. “

that matches the selected manager's expertise.

Transparency

Unlike a mutual fund that does not tell you how much

time, you will receive a quarterly report that shoy learly indicated.

holdings 24 hours
a day.

Fees

to those of an ETF.

Discipline
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This booklet is presented solely as educational material about some aspects of Mutual Funds and EFTs. It is not intended to recommend or
dissuade the purchase or sale of any particular Mutual Fund or EFTs. Mutual Funds and EFTs are sold by prospectus, which contains more
complete information including risk factors, fees, surrender charges and other costs. You should obtain a prospectus from your financial
representative. Please read the prospectuses carefully before you make a purchase or invest.
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