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“Salvator Mundi” by DaVinci (1500) The most expensive painting ever sold!



	     The Voice for Reason 
Comments and Views for the Individual Investor 

(February 28, 2018)-   It is estimated that there are over 9,500 mutual funds 
registered in the United States today (Source: MutualFunds.com ) and a multiple 
of  that figure globally.   While the existence of  mutual funds probably dates back 
to Holland in the late 18th Century,  modern day open-ended mutual fund 
activity became more mainstream in the United States about a hundred years 
ago.  Longstanding names like State Street and Wellington Fund had started 
fund offerings to investors by the early 1920s.  Today’s mutual fund industry 
encompasses an estimated USD 17 trillion in assets under management.  

Mutual funds can be broadly categorized into seven categories: 

1) Money Market Funds (MMF)-  
These are typically time deposit prototype funds which are good for short term 
placement of  cash.  Rates of  return are generally similar to time deposits.  
However, one advantage is that cash placed into money market funds can 
usually be redeemed within 48 hours.   As such, if  you have bought, let’s say, a 
stock or bond that might typically have a settlement that is “Trade Date + 2 
days,” or you have an urgent need of  cash,  you can redeem the cash in MMF 
without incurring interest loss of  interest or penalty as would be the case with 
breaking a time deposit.  

However, one word of  caution when dealing with MMFs:  unlike time deposits, 
cash placed with them may not be guaranteed by FDIC or local country deposit 
insurance.  In addition, there are even some scenarios under which the MMF 
might actually offer a return that is inferior to time deposits.  Generally when 
interest rates are falling, MMF often outperform time deposits.  However, in an 
interest rate rising environment, MMFs may underperform time deposits.  

2) Bond or Fixed Income Funds- 
These funds typically invest in a selection of  bonds issued by a certain category 
of  issuer and /or based on the average duration of  the bonds.  On the risk scale, 
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bond funds are less risk averse than MMFs.   One chief  advantage of  selecting a 
bond fund (rather than the outright bond issue) is the diversification that a bond 
fund offers  It is not uncommon for a bond mutual fund to hold positions in up 
to 35 or 40 different bond issues. As such, an investor in a bond fund is not 
exposed so substantially to any one bond issue should one of  them held within 
the fund go into default.  Also, investing in bond funds allows the investor to 
invest in smaller denominations.  In the world of  wealth management, bonds are 
often bought or sold in minimum denominations of  USD 200,000 to 250,000.  
Amounts less than that are often viewed as “odd lot” and unlikely to command 
attractive pricing when the investor wishes to buy or sell, whereas bond fund 
purchase minimums can sometimes be as low as USD 10,000.   Bond funds are 
estimated to account for just over 20% of  all mutual funds in the market today. 

3) Equity Funds- 
Equity funds essentially invest in the equity market.  However, the variety of  
equity exposure one can find within an equity fund today is tremendously 
varied.  One can select equity funds  top-down according to country market or 
regional geographical location or bottom up according to an industry sector,  
according to company size, or according to dividend reputation.  In the world of  
mutual funds, equity theme funds account for over 40% of  all mutual funds. 

4) Multi-Asset or Balanced Funds- 
Such funds are often a mixture of  both bond and equity exposure.  The 
advantage of  such type of  fund is that it allows the investor to have exposure 
both to the bond market and equity market and (in the case of  a highly 
proficient multi-assets fund manager) take advantage of  the superior returns 
offered by equities and yet also take advantage of  the more predictable cash flow 
and price stability of  bonds.   

5) Index Funds-  
Index funds have been gaining popularity in recent years.  Instead of  picking 
and choosing stocks in a portfolio, the index fund holds exposure representing all 
the shares that make up a particular index (e.g. S & P 500 or the Russell 2000).  
The intended purpose is to replicate the performance of  the entire market. 
Index Funds are typically a “buy and hold” investing style.  They are also 
among the most cost efficient types of  fund to operate, often charging the 
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investor much lower fees than actively managed funds.  It is no wonder that 
exposure to index funds by investors has grown at such a robust pace the past 
few years.  While still only representing approximately 15% of  the mutual fund 
market, it is estimated that performance by index funds the past decade has 
outperformed 80% of  the actively managed funds.  This being said, with stock 
market returns now slowing in 2018 after a remarkable 9 year bull run,  it 
remains to be seen whether or not “passive investing style” represented by index 
funds can continue to achieve such outperformance vis-a-vis actively managed 
funds.  

6) Specialty Funds- 
Specialty funds are funds that allow the investor to gain exposure to a specific 
niche in the investment world.  Some outstanding examples of  this category 
might include real estate funds, commodity or natural resource funds,  foreign 
exchange trading funds, exotic wine funds, leveraged buyout (LBO) funds, and  
market volatility funds just to mention a few. 

7) Fund of  Funds- 
This category of  funds attempts to allow the investor to select “best of  breed.”  
Many hedge funds fall into this category of  funds.  While such type of  fund may 
require a higher buying commission or cost, the best fund of  funds are often 
able to achieved a better return than the simple traditional mutual fund 
approach.   

Beyond understanding the broad category of  funds, it might be useful to use this 
checklist when actually making the selection of  a fund for your investment 
portfolio: 

Checklist #1-  Who is the issuer? You should easily be able determine how 
long the investment management team have been in business.  In general, avoid 
funds that have no track record.  Also try to gather information on the fund 
management team.  What is their number of  years of  service in the industry 
and to the organization they represent?  Does the fund management team invest 
in their own fund (i.e. do they have skin in the game?)?  If  they do, it is usually 
considered a positive sign. 
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Checklist #2-  Where is the fund domiciled and is the fund licensed by 
the local financial authorities in the local jurisdiction where it is 
being sold?   Fund management teams should be open about disclosing this 
information when asked.  If  not, buyer beware! 

Checklist #3-  What is the asset allocation of  the fund and what is the 
largest single asset held by the fund?   In general, most funds rarely expose 
the investor to any security position that exceeds 5% to 8% of  the total value of  
the fund portfolio.  Exposure beyond that level should be noted to the investor as 
it represents significant “concentration risk.”  There are, however, some funds in 
the market (namely Janus Funds Group) who have been notorious in past years 
for seeking to maximize investor return via more aggressive asset allocation 
policies including concentration risk.  

Checklist #4-  What is the size of  the fund?  Most major wealth 
management banks normally “seed” their fund offerings with USD 20 to 30 
million start-up funding in order to ensure a critical mass needed to launch the 
fund properly.   Take extra precaution when the fund assets under management 
(AUM) are extremely small unless the fund management team has a credible 
track record.  On the other hand, sometimes when the fund AUM is too big, it 
can also be a “red herring” particularly in the world of  hedge funds.  Hedge 
funds can sometimes run out of  good ideas when their AUM becomes too large 
and they are unable to invest it in the intended strategy.  

Checklist #5-  What are the pricing dynamics of  the fund? Normally 
investors pay a “buy commission” to invest in a mutual fund.  Traditionally this 
commission is paid up-front.  However, some financial institutions waive “buy 
commission fees” and only charge “redemption fees” in arrears that are 
staggered according to how long the investor’s funds stay invested in the fund.  
In addition,  mutual funds typically charge a fund “management fee.”  These 
are normally published in the fund’s prospectus and fund performance returns 
are quoted net of  the management fee.   

In general, equity funds are more costly to manage than, let’s say, bond or 
money market funds.  One might expect an equity fund management fee to be 
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1.25% per annum.  By contrast, bond fund management fees are likely to be 
lower, let’s say, in the 0.80% range.   Meanwhile, fund management teams that 
manage more exotic and specialty funds may charge a higher management fees 
to account for the more extensive research and data gathering needed to  
manage the fund.  It is not uncommon for hedge funds to quote “two percent 
and twenty,” pricing, meaning they charge a management fee of  2% plus a 
performance enhancement fee of  20% of  any return above a stated benchmark.  
In recent years, media and some market analysts have been critical of  this type 
of  pricing particularly in years when hedge funds provided mediocre returns.  
However, “beauty is often in the eye of  the beholder” and funds that consistently 
offer superior returns may, in fact, be worth the enhancement commission. 

Checklist #6-  What is the “watermark” level of  the fund?  
“Watermark” is a term that applies to a fund’s Net Asset Value (NAV) 
particularly if  it has had a bad performance year in a prior year.  Funds that 
charge a “performance enhancement fee” should be willing to reveal the NAV 
value in prior years in which the fund may have suffered a negative return.  In 
doing so,  the fund management team concedes the “watermark” level.  As such, 
performance enhancement calculations should be based only on performance 
above the “watermark.” 

Checklist #7-  Does the investor’s bank offer collateral value to the 
fund? It is not uncommon for investors to sometimes have cash flow needs that 
require borrowing.  As such, the investor should also be aware of  the collateral 
value of  a mutual fund before making a final decision to invest in it.  If  a bank is 
unwilling to lend against a mutual fund, it often means that the fund has a 
higher level of  riskiness than the average mutual fund.  In such case, investors 
should exercise caution.  
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Checklist #8-  What is the best measure of  performance in a mutual 
fund?   Never invest in a mutual fund before you consider whether or not it is 
suitable to your risk profile.  Some funds are in a higher risk category than 
others.  Most funds have a stated “benchmark” and offer in their prospectus 
historical performance return data that can be compared to the benchmark.   A 
fund that rarely exceeds the positive return of  a benchmark should be a red flag 
to the investor.  However, sometimes a fund that rarely loses more than the 
benchmark may be a positive sign to the investor that the fund pays a lot of  
attention to downside market risk. 
___________________________________________________________ 
Footnotes:                                                                                                   
i) This edition’s cover page features a photo of  “Salvator Mundi,” a 
painting by Italian master Leonardo daVinci (1500) that recently sold in 
New York for USD 450.3 million.  Purchased by Abu Dhabi buyers,  it is 
now on display at the Louvre Abu Dhabi. 

ii) The first mutual fund was believed to have been founded by Dutch 
merchant Adriaan VanKetwich in 1774. 

iii) In an interest rate falling environment, MMFs often outperform time 
deposits because of  their staggered maturities of  cash funds rolling off  at 
a slower pace than the changes in short term rates.  When rates are rising, 
MMF cash rolls off  placement in existing deposits within the fund at a 
slower pace than the increase in interest rates.  

!7



About the author: 
Bruce VonCannon is a native of  North Carolina USA and currently a 
Managing Director with Vanheel Management Ltd., a Hong Kong SFC  
and U.S. licensed independent asset management firm founded in 2002.   His 
career spanning 27 years in international banking and wealth  
management has included assignments in New York, Taiwan, Hong Kong, 
Singapore and Geneva.  He is a frequent speaker at financial seminars, 
universities, and business forums and author of  “A Guidebook for Today’s Asian 
Investor” (2017) published by Palgrave Macmillan.

!8


