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PORTFOLIO STRATEGIES

Most investors don’t know it yet, but the era of mutual funds is just about
over. In fact, I predict that in 10 years there may be no mutual funds. They
will be replaced by “personal funds”—individually customized stock and
bond portfolios that investors will buy over the Internet.

The mutual fund, which came along in the 1920s, was the first investment
to give individuals affordable access to the stock market. Mutual funds for
the first time gave small investors both diversified portfolios and professional
management at a relatively low price, allowing them to escape the clutches
of market manipulators. The mutual fund has served its purpose remarkably
well—until recently.

It’s no secret that mutual funds have become a sub-optimal way to invest.
The taxes they inflict on investors through heavy portfolio turnover and the
expense ratios they charge are a drag on returns. Mutual funds just aren’t
good enough in today’s investment world, especially now that investors have
low-cost on-line access to research and trading. Even exchange-traded funds
are more efficient. Exchange-traded funds represent a basket of securities that
mirror market indexes and trade on major stock exchanges like stocks. Most
exchange-traded funds reduce the tax problem with virtually no portfolio
turnover and minimal annual management fees. [For more on exchange-
traded funds, see “Exchange-Traded Funds: A New Twist on Index Investing,”
by Albert Fredman in the July 2000 AAII Journal.]

There are other problems with mutual funds. The investor has little control
over the stocks selected. You don’t like your favorite fund’s purchase of Philip
Morris or Microsoft stock? Tough luck. The mutual fund’s manager can even
change the investment strategy without your consent, upsetting your overall
asset allocation. Simply put, mutual funds are no longer designed to serve the
best interests of the individual investor.

The obvious alternative for individual investors is to buy individual stocks.
This approach lets you decide which stocks to own and which to reject,
giving you more control over the taxes you pay, your expenses, and your
preferred investment strategy.

Until recently, high minimum commissions on stock trades deterred small
investors who wanted to build diversified stock portfolios. In the past, indi-
vidual investors also had limited access to information about company
fundamentals or stock valuations.

The Internet has changed all of that. Trading costs have plummeted for on-
line investors. You can assemble a diversified portfolio of individual stocks,
investing as little as a few thousand dollars without paying absurdly high
commissions.

You also can pick your stocks using on-line research and screening tools
that just five years ago were the exclusive domain of institutional investors.
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James O’Shaughnessy is chairman and CEO of Netfolio, Inc., an Internet-based financial
advisory firm that recommends stock portfolios to investors based on their individual
needs and goals. Investors can customize these personal funds and invest in them at
Netfolio without paying a commission.

Netfolio is the official on-line portfolio provider to AAII and a basic benefit to all AAII
members. Visit www.netfolio.com for more information about the service, which launches
later this fall.
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There are many sites that offer
research. Two of the largest and
most well-known are MSN
MoneyCentral Investor (go to the
My Portfolio section at
www.moneycentral.com) and
Quicken (the My Portfolio section at
www.quicken.com).

As a result, individual investors
can build stock portfolios that suit
their goals and risk tolerance. You
can avoid specific stocks or indus-
tries and time sales to minimize
taxes and transaction costs. And it’s
absurdly easy to track the perfor-
mance of your portfolio.

Unfortunately, most people who
buy stocks over the Internet using an
on-line brokerage aren’t creating
true personal funds. Instead, many
investors use the Internet to buy and
sell stocks based on ticker symbols
they see in a chat room or on
television. Other investors do their
homework, but they invest on a
stock-by-stock basis—so their
portfolios lack a unifying theme or
strategy. They can’t be sure their
overall investment portfolio makes
sense for them. Worse yet, the
portfolios often don’t make much
sense, strategically.

A personal fund requires a consis-
tent and coherent investment strat-
egy. Creating personal funds over
the Internet isn’t an especially
complex task, but it does call for a
systematic approach.

These four steps will help you do
the job.

Step #1: Establish the goal of your
personal fund.

For a personal fund to be effective,
it needs an investment goal such as
retirement, a child’s college tuition,
or another major expenditure. The
goal’s time horizon is a key factor
in determining how you invest the
money in your personal fund.

For example, you’ll invest a
personal fund more aggressively for
retirement that’s 20 or 30 years
away, while you’ll invest more
conservatively if the fund must cover
college tuition in five years.

The beauty of this approach is
that you can target specific goals
with specific investments. By con-
trast, it’s very difficult to target
specific goals with mutual funds. As
a rule, a single mutual fund isn’t
designed to get you to a particular
goal. Instead, it’s supposed to play a
bit part in a broader portfolio that
includes a variety of mutual funds.

But who wants to build and
manage a portfolio of four or five
mutual funds for every single goal?
Instead, most mutual fund investors
try to create one portfolio to cover
all their goals—a creaky solution at
best. Others make vague assump-
tions: “Well, my 401(k) takes care
of my retirement, and the kids have
a college IRA…I should be fine.”

It’s much better to build a specific
portfolio for each goal in your life.

For example, an investor saving
for a goal that’s 20 years away
might allocate 45% of equity assets
to large-cap growth stocks, 30% to
large-cap value stocks and 25% to
small-cap stocks. This growth-
oriented portfolio provides exposure
to large technology stocks that are
likely to grow over time. Large-cap
value stocks are mostly undervalued
blue-chip companies and would limit
a portfolio’s downside risk during
market declines. Small-cap stocks
provide exposure to younger compa-
nies and would allow a portfolio to
benefit during periods when small-
cap stocks are in favor.

This strategy is appropriate for a
disciplined investor who doesn’t
need to use the assets in the near
future.

Step # 2: Determine your strategy for
each personal fund.

The Internet is loaded with quizzes
and calculators that can help you
decide how to divide your assets
among stocks, bonds, and cash,
taking into account when you’ll
need the money and your tolerance
for risk.

Once you know your asset alloca-
tion, you’ll need to choose a strat-
egy or mix of strategies for the stock

portion of your portfolio. Internet
sites including the Motley Fool
(www.fool.com) and MSN
MoneyCentral Investor offer hun-
dreds of stock market portfolio
strategies ranging from the Dogs of
the Dow to Flare-Out Growth.

Once you choose a strategy, you
need to stick to it. This is hard for
many investors. Despite the stock
market correction earlier this year,
many investors still secretly expect
ridiculous returns. When investments
don’t perform as expected, investors
abandon the strategy and the stocks
in the strategy, forgetting about how
the strategy has performed over long
periods of time. When you under-
stand both, you’ll be more likely to
stick around long enough for the
strategy to produce its expected
returns.

For example, the long-term
strategy mentioned above had a 12-
month return in 1999 of 48.8%, but
its average annual return over the
past 13 years was 24.8%, which
better reflects its return over a
variety of past economic and market
conditions.

Step #3: Select the stocks for your
personal fund.

Once you select a strategy for
your goal, make sure your personal
fund is well-diversified among
companies and industries. Within
each strategy, it makes sense to
diversify your assets among a dozen
or so stocks that span several
industries.

But which stocks? The Internet
offers a variety of screening tools on
sites such as Hoover’s
(www.hoovers.com) or Quicken that
let you insert a strategy’s criteria
and find stocks that satisfy them.
Some strategies call for you to buy
small-cap stocks with below-average
price-earnings ratios while others
look for large-cap stocks with
superior dividend growth.

Once again, you want to approach
stock selection from a strategic point
of view and not simply because a
particular stock has a great story.
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You buy Sun Microsystems not
because a magazine or analyst on
TV tells you it is a good stock, but
because it meets certain well-defined
characteristics of your strategy.

For example, you could achieve
your 20-year goal by investing
solely in three exchange-traded
funds—those that track the S&P
500, the Nasdaq 100 and Russell
2000 indexes. This is what I call a
“passive” investment, designed to
mirror market indexes. You may
eventually reach your goal, but you
could also reach it faster by includ-
ing individual stocks that share
characteristics that have beaten the
market in the past.

Step #4: Rebalance when
appropriate.

The key to creating a personal

fund is to select stocks that fit a
chosen strategy’s criteria. But some
stocks rise or fall faster than others
and can leave your portfolio out of
balance.

So every 11 months, you need to
revisit your personal fund’s portfolio
and determine whether all of the
stocks still meet your strategy’s
original criteria. The reason I
suggest 11 months is because before
you sell shares, you must consider
the impact of these moves on your
tax bill. Remember, gains on shares
held for less than a year are taxed
as ordinary income. Sell the same
shares after holding them for longer
than a year, and you will owe only
20% on the gains.

Reviewing your stocks after
holding them for 11 months gives
you time to determine whether they

still meet your strategy and whether
to sell short-term losses to offset the
tax impact of selling long-term gains
when rebalancing.

This is yet another benefit of a
personal fund. Unlike a mutual fund,
a personal fund lets you refresh your
portfolio and time sales to minimize
your taxes. All of this sounds a lot
better than trying to paste together a
portfolio of mutual funds, which are
not designed for specific individuals
and are managed at great expense
by people who don’t know a thing
about you or your goals.

And once you set up your personal
funds, you will own the individual
stocks for reasons that actually
make sense to you.

Surprisingly few investors—or
mutual fund managers—can match
that claim. ✦

AAII’s instructional Investment Home Study
Program is your step-by-step tour through the hows
and whys of a complete range of investment vehicles—
from mutual funds, stocks (domestic and interna-
tional), and bonds through REITs and options.

You will learn critical concepts of investment risks,
returns, and diversification, including an overview of
portfolio construction and monitoring. Ten fact-filled
lessons explain the risks and rewards inherent in
various investment instruments available to the indi-
vidual investor, even covering annuities, stripped
Treasury securities, CMOs, and more.

FREE upgrades and revisions—forever.

Whenever updates or revisions are made, critical new
information is sent free of charge to all active members
who have purchased the course. This means your
investment education continues over time to meet
future changes in the investment landscape. As an
added benefit, AAII offers Web site support if you
need clarification for any topic in the program.

Maximize your opportunities and
your potential by maximizing
your knowledge of  how
investment vehicles work.
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I N V E S T O R S

OF

®

Investment Home Study
· 10 in-depth lessons
· Convenient 3-ring binder
· All future product updates are free

Only $55
Order Today

Call 1-800-428-2244
Orders can also be placed by calling 312-280-0170,

by sending E-mail to members@aaii.com,
or sending in the postpaid envelope in this
issue. If you are not completely satisfied
with the Investment Home Study Program,
simply notify us for a full refund.
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