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Investment Idea
Question: What is a window dressing (in mutual funds) and why should it matter
to me?

Answer: Window dressing takes place at the end of each quarter / year. Itis an
action by actively managed mutual fund managers who buy the recent winners
and sell losers to make their mutual fund look pretty (to show them in the
quarterly / annual statements).

What does it mean to you?

According to the market efficiency theory, window dressing should never take
place but it is only a theory. As we know, mutual fund managers are human
beings who care more about their paychecks than returns of unitholders of
mutual funds. In short, if the mutual fund does not look pretty, they could lose
their jobs. In the long run, however, the window dressing has a negative impact
on the returns of holders of mutual funds.

N.B. The concept of window dressing does not apply to index funds since they do
not actively buy / sell stocks.

Quiz

What is the main reason why window dressing has a negative impact on returns
of mutual fund unitholders?

A) mutual funds focus on momentum trading

B) unitholders generally prefer growth stocks to value stocks

C) value stocks outperform growth stocks in the long run

D) mutual fund managers favor their own interest over unitholders’ interest

Answer at the bottom of the newsletter.




Our Results (Cumulative %)
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Last week, InvestWELL Picks went up more than the market.
mind that InvestWELL Picks contains only 2 positions which means it is subject
to a greater volatility.

Please keep in

Market Highlights

Jun 18 — Jun 24, 2006
e Last week, the US markets recorded a strong rebound following another
raise in interest rates last Thursday (Chart 2 & 3). We believe it is quite

likely that the market will advance in the near term, given the depth of the

previously oversold condition.

Charts 2 & 3. S&P 500: 5 Years and Last 10 Days
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Last week, the Canadian equities posted gains that have exceeded their
US counterparts (Chart 4 & 5). However, the love affair with resource
stocks is over and Canadian equities will need to broaden their support to
stay strong.

Charts 4 & 5. TSX Canada: 5 Years and Last 10 Days
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The number of mortgage applications is down 31% compared with a year
ago. It means the lowest level on a seasonally adjusted basis since May
2002. Something is clearly brewing in the real estate sector. We can only
hope for a mildly negative impact of the decline of real estate on the
overall economy.

Warren Buffett has surprised many with his grand gesture of turning over
the bulk of his celebrated estate (valued at $37 billion) to total strangers.
With gestures like this, who needs communism! Capitalists were not
amused!

The Middle East is enjoying the current oil boom but with restraint,
according to the World Bank this week. Middle Eastern countries have
learned their lessons and are pouring new profits into economic
development. Oil exports have more than doubled over the past three
years and the economic boost lifted growth in the region to 6% in 2005,
versus 3.5% in the late 1990s.

Worth Watching

Morningstar has applauded regulators requiring that portfolio managers
disclose how much money they have invested in their own funds, a move
that has recently allowed investors to see if their manager is paddling in
the same boat. The evidence suggests that managers who invest in their
own fund do a better job for investors than those who don’t buy their own
funds. It relates to the issue of incentives, which is quite applicable to our
discussion of window dressing.



A Nobel laureate in economics, Daniel Kahneman, and an economist,
Alan Krueger, have found that people with above-average incomes do not
necessarily spend more time doing things they enjoy. The authors write
that if people continue to think a higher income will make them happier, it
may lead to “a misallocation of time,” with people going to such lengths as
accepting longer commutes for higher-paying jobs and sacrificing time
spent socializing with family and friends. InvestWELL Financial believes
they have a point i.e. the importance of the balance between money and
time.

Behavioral Finance Indicators (see explanation)

During the previous two weeks, the contrary indicators pointed to a strong
oversold condition (Charts 6 — 8). As a result, equities staged a solid rebound
and will likely continue to hold the gains in the near term. However, we believe
the market will find it quite difficult to climb back to the levels reached last May.

Please consider the following factors:

Chart 6 — the prices (black line) and the advancing/declining line (red line)
are converging but the two started to diverge in February this year which
signaled that the market was heading for trouble.

Chart 7 — a low confidence of small investors (as represented by AAll, i.e.,
the ratio of bulls/bears). Small investors are usually a contrary indicator.
Chart 8 — the rising put/call equity ratio indicates that small investors are
losing their confidence that the market will advance (red line). Again, an
excellent contrary indicator.

Charts 6 - 8: Advancing/Declining Line, AAll and Equity Put/Call Ratio
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Charts courtesy of StockCharts.com and DecisionPoint.com

Answer to the Quiz:

D is correct. Mutual fund managers care about their paychecks more than
returns of mutual fund unitholders. This is a classic example of a conflict of
interest where unitholders delegate a job to an agent and the agent looks after
his interests first, as opposed to doing a proper job for unitholders (i.e. managing
their funds well).

Thank you for reading Markets This Week.

Please feel free to share it with your friends.

Copyright
The contents of this publication are the property of InvestWELL Financial and may not be summarized,
reproduced, or rebroadcast in any fashion without our written permission.

Disclaimer

InvestWELL Financial’s first priority, as a provider of independent and unbiased financial information, is to
educate our clients. Not only do we provide practical information about securities, but we also coach our
clients to become successful independent investors. As such, InvestWELL Financial does not assume any
responsibility whatsoever for the use of any information from the website or related publications. Although all
sources of information are vetted and the information is believed to be reliable, it is not provided as
investment advice. Past performance is not an indicator of future performance in securities. Each portfolio
must be balanced and based on personal circumstances. High-risk investment decisions should be made in
consultation with a professional.




InvestWELL receives no commission or benefit of any kind from the companies whose securities
InvestWELL Financial showcases. We do not necessarily own shares in the showcased securities, but if we
do, these shares would only form a very small part of widely-held and publicly distributed companies. There
is no intention whatsoever of profiting in a manner where the price-impact of trading or holding of a security
might arise. The website and related publications of InvestWELL Financial are intended to only be used for
educational purposes.



