The Portfolio Review: Why It Is
Important and How to Do It

By Julie Jason

Article Highlights

® A regular portfolio review can help you reach your investment goals.
® The author explains how to conduct a proper and thorough review.
® Plus, find out why having goals can help you set better expectations.

The start of a new year
is the perfect time to review
your portfolio. If you have
not been monitoring your
portfolio on a regular basis,
now is the time to resolve to >

do so in the future.
Doing your own review periodi-
cally (quarterly or atleast yearly) will
help you understand whether you are

I ahead or behind this month com-
pared to last month? Indeed, this is
one quick way to gauge success or
failure, but it stops short of putting
things into meaningful context upon
which decisions can be based.
Lack of objective monitoring
may also explain why investors are
likely to sell at market bottoms and sit
on the sidelines as markets rebound.
A study conducted by investment
research firm Dalbar concluded that

on course to meeting your goals, or
whether you need to change your
strategy or tactics. The objective of such a review is to catch
mistakes and to correct your course on a timely basis, with
the ultimate goal of improving your results.

How a Review Can Improve Returns

After the end of every calendar quarter, a portfolio needs
to be reviewed to make sure that it is achieving your desired
results within acceptable risk and other constraints, such as
cash flow requirements and tax considerations.

In my experience speaking with investors, I can tell you
that it is a rare individual who takes the time to do such a
review, even though a regularly scheduled portfolio review is
the foundation of a constructive and successful investment
program. After all, how else can you determine if you are
on track? How else can you assess when and how to change
direction?

Many individual investors tend to look at the bottom line
on their brokerage statements to determine progress—am

individual investors underperform
the market due to the fact that they
enter and exit their investments at the wrong time.

According to the Investment Company Institute’s analy-
ses of money flows, individuals pull money out of stock
investments at the bottom of the market, preventing them
from participating in a recovery, and buy at the peak, just
in time to lose money.

The timing problem is also borne out by Morningstar’s
measure of “investor return,” which is a dollar-weighted
figure that measures the impact of cash flows on returns
when investors move out of a mutual fund by redeeming
shares or into a mutual fund by buying shates. Investors’
performance has significantly lagged those of funds’ actual
returns, as is shown in Table 1 (see the last column).

Moreover, investors tend to measure their happiness or
lack thereof from valleys to peaks and peaks to valleys. It’s
better to judge performance based on returns compared to
risk and whether investment objectives are met.

For example: looking backward, an investment with a
return of 10% per year over a 10-year period with a standard
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Table 1. Difference Between Fund Returns and Investor Experience

10 Yr Annualized
Total Investor
Return Return Investor Is

Fund Name (%) (%) Behind By
CGM Focus 19.1 -14.3 -33.4
Dryden Global Real Estate 12.4 -4.2 -16.7
Fidelity Advisor Latin America 15.8 -0.2 -16.1
Ivy European Opportunities 10.4 -5.4 -15.8
Pacific Advisors Small Cap 10.1 -5.2 -15.3
Ivy Global Natural Resources 13.7 -1.3 -15.0
Quant Emerging Markets 11.5 -2.0 -13.6
Goldman Sachs Emerging Mkts Equity Inst’l  10.2 -2.8 -13.1
Ivy Asset Strategy 10.3 -2.4 -12.7
Fidelity Select Natural Resources 11.8 -0.9 -12.6
JPMorgan Emerging Markets Debt 11.3 -1.2 -12.4
DFA Emerging Mkts II 114 -0.9 -12.3
DFA Continental Small Company 11.2 -0.9 -12.1
Hotchkis and Wiley Mid-Cap Value 10.5 -0.9 -11.4
American Beacon Small Cp Val Inst'l 10.2 -0.1 -10.3
Source: Morningstar Principia, October 31, 2009.

deviation (a measure of return volatility:
the higher the standard deviation, the
higher the risk) of 40% is not as good
an investment as another that produced
the same returns with a standard devia-
tion of 20%.

Table 2 demonstrates the point by
comparing different types of mutual
funds based on standard deviation.
The two funds with higher standard
deviations are at the top (CGM Realty
and Franklin Natural Resources) and
the two with lower standard deviations
are at the bottom (Bruce and Neubet-
ger Berman Genesis). As you can see,
higher returns are not always a reflec-
tion of higher standard deviations. The
best choice of the four would have

been the Bruce Fund, with its tie for
highest return and its lower standard
deviation.

To be fair, you need to compare
like investment objectives. Table 3
shows small blend/growth mutual
funds sorted highest to lowest by stan-
dard deviation. Notice two things:
There is a wide range of returns and
higher risk as measured by standard de-
viation does not mean higher returns.
The most volatile (highest standard
deviation) fund, Frontier MicroCap,
has the lowest 10-year return. The
best choice in this list for the period
would have been Royce Select Fund,
with a 12.6% return and a standard
deviation of 19%.

Table 2. Fund Risk Versus Return

Total Return Standard
Annualized Deviation

10 Yr 10 Yr
Fund Name (%) (%) Prospectus Objective
CGM Realty 17.8 26.6 Specialty—Real Estate
Franklin Natural Resources 11.6 26.5 Specialty—Natural Resources
Bruce 17.8 15.9 Asset Allocation
Neuberger Berman Genesis 11.4 15.4 Small Company

Source: Morningstar Principia, October 31, 2009.

Post-Crash Objectives

After riding down their investments
during a correction or a crash, you often
hear people say they want to “recover
their losses.” Investors need to keep in
mind that their results are driven by how
they define their goals. Having a goal of
recovering losses as quickly as possible
is a dangerous mission that sets you up
to make speculative bets.

Think of what would motivate a
money manager who was given this task.
Assume this is his charge from a client:
“I lost 50% of my retirement savings.
I want you to make up that loss in six
months. Any money you make beyond
that you can keep.”

Given this assignment, the manager
has a lot to gain if he performs and
nothing to lose if he does not. So, his
incentive is to do everything he can
to drive returns as high as possible as
quickly as possible. If he bets wrong,
he loses nothing other than the time
he puts into the project. So, he can use
leverage and make bets with abandon.
The reality is that some managers are
incented this way and do take chances
that you may not want to take with your
OwWN MONEY.

That brings us back to risk. Your
investment objectives need to take into
account the fact that you may want to
recover your “losses” but not at all
costs—that is, you do not want to lose
money while you are trying to recover
your losses. That is something you will
want to address when you set your in-
vestment objectives—those objectives
will guide your actions and provide a
roadmap with risk/return goals. The
investor who works without a roadmap
has no way to judge where he is going;
all he can judge is where he has been.

What You Should Consider

The following considerations will
help you set a framework for your
review.

Time. How much time and effort
are you willing to devote to your review?
What is realistic for you? One day a
year? One day a quarter? More, or less?
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Experience. How experienced are
you as an investor? If you are a less
experienced investor, your review may
not be thorough, but still a bigimprove-
ment over not opening your statements.

Investments. What types of invest-
ment vehicles do you hold? Structured
products, options, futures, and stocks
call for more frequent monitoring,
whereas mutual funds, bonds, and
broadly diversified vehicles may take
less time and effort to monitor.

Size of portfolio. No matter how
large or small your portfolio, it is all you
have, so itis important to you. However,
the size of each account comprising the
portfolio will make a difference and
call for a different level of review. If
you have a $500,000 IRA and a $5,000
taxable account, you should pay more
attention to the IRA.

Risk. Risk is always a consideration
for your overall portfolio and for each
and every holding. Every investment
must be assessed from the point of view
of liquidity (can I get my money out?),
potential for success (expected results
are realized), potential for failure (how
much can I lose?), and how it fits with
the other investments in the portfolio.

Demands of the portfolio. If
the portfolio is constructed to produce
income, it takes more time and effort
to monitor results and a greater under-
standing of the bond markets, interest
rates and inflation than a growth portfo-
lio. For example, if you are withdrawing
$10,000 but the portfolio is only pro-
ducing $5,000 in income, the principal
is being drawn down. Therefore, you
need to address your future income
needs as part of the review.

Complexity. The level of complex-
ity of your overall financial picture will
determine the information you will need
to consider in your review. You could
have multiple goals, including a shorter-
term more conservative goal (college
tuition for your kids) and a longer-term
more aggressive goal (retirement).

Diversification and correlation.
Until the market meltdown of 2008,
those who believed in modern portfolio
theory assumed that asset allocation
and diversification among asset classes

Table 3. Small Blend/Growth Funds Ranked by Risk

Total Return Standard
Annualized Deviation

10 Yr 10 Yr
Fund Name (%) (%)
Frontier MicroCap -35.0 47.7
Putnam Capital Opportunities 5.7 25.6
Perritt Micro Cap Opportunities 12.5 24.5
Natixis Vaughan Nelson Small Cap Value 3.7 23.7
Undiscovered Managers Behavioral Value Inst'l 8.0 23.4
FMI Focus 8.7 23.0
USAA Small Cap Stock 2.5 22.9
SA US Small Company 5.0 22.9
Bogle Small Cap Growth Inst'l 7.7 22.6
Transamerica Partners Small Core 1.2 21.7
First American Small Cap Index 5.0 20.9
SSgA Small Cap 0.7 20.3
Vanguard Tax-Managed Small Cap 6.6 20.2
Wells Fargo Advantage Diversified Small Cap 5.1 19.7
FMC Strategic Value 11.1 19.2
Evergreen Small Cap Value 6.1 19.2
Timothy Plan Small-Cap Value 5.0 19.2
Steward Small-Mid Cap Enhanced Index -2.2 19.1
Royce Select 12.6 19.0
Lazard US Small-Mid Cap Equity Inst'l 6.9 18.6
Schwartz Value 6.4 17.7
Source: Morningstar Principia, October 31, 2009.

(stocks, bonds, and money markets)
would protect them from a major
decline of their portfolio. To be truly
effective, asset classes do need to be
relatively uncorrelated to make a dif-
ference in results.

Leverage. If you borrow to in-
vest and you make correct decisions,
you can boost your returns. If your
decisions are wrong, you can wipe out
your savings. Leverage, in the form of
margin borrowing (your broker lends
you money) or embedded in a product
(such as a leveraged ETF or a leveraged
closed-end fund) must be understood
and monitored.

Benchmarks. When studying how
an individual holding (or your overall
portfolio) is performing, you always
need to compare to an appropriate
benchmark. The S&P 500 index is a
widely accepted benchmark for the
overall stock market and the Barclay’s
Aggregate Bond index is the benchmark

for the bond market. When it comes to
monitoring results of individual hold-
ings, you’ll want to compare your results
to sectors and industries.

Thesis. What do you expect the
economic and tax environment to look
like in the future? How will your thesis
help you preserve what you have while
giving you the opportunity to grow your
assets for the future?

Taxes. Your personal tax situation
will determine whether you need to add
tax expertise to your review. You may
need to consider various tax-advantaged
strategies such as a Roth IRA conver-
sion, the savers tax credit, tax-free mu-
nicipal bonds or harvesting tax losses.

Retirement plans. Are you maxi-
mizing your company retirement plans?
If you are self-employed, are you taking
advantage of high-deductible retirement
opportunities, such as pension plans?

Ownership. If you are married,
should your assets be held in joint
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name? Should they be held in individual
name? Should you have trusts set up
to side-step the probate process? Are
beneficiary designations taken care of?

Tools. What tools do you need to
perform your review? Do you subscribe
to databases and research services?

Training. If you use such tools,
do you need special training to make
sure that you are getting the most of
these services?

Timeframe. The review needs to
consider different timeframes. For ex-
ample, when you are investing for the
long term, interim results may not be
positive—or perhaps worse, they may be
too positive. How will those short-term
results affect your decisions?

Alone or with an adviser? If you
are working with an adviser, you will
need to address the role the adviser is
playing. If you have a fiduciary relation-
ship, your role will likely be to receive
reports and contribute to the definition
of investment objectives. If you are
working with a sales professional who
works on commission, you will need to
review each recommendation and accept
or reject it based on your assessment.

Costs. Your costs in transactions,
research, tools, and advisory services are
all part of the overall equation.

Returns. All investing has to be
considered in light of real returns, which
means after taxes—and after inflation.
How are your investments being taxed?
What is the current inflation rate?

Portfolio Review Steps

Taking these considerations into
account, let me take you through the
steps to start your own portfolio review.

Step 1: Situation Analysis
Determine how much time and effort
you would like to spend on your review:.
Determine the tools and resources you
will need to make your review meaning-
ful. Determine what you would like your
review to achieve. For example, a more
experienced investor will want to have
the review be detailed enough to guide
the investment selection and deselection
process. Less-experienced investors will

want to compare their results against their
objectives and adjust accordingly.

Step 2: Review Results

Investment performance is all about
results, but how you view the results
is equally as important as what those
results are. A good place to start is to
ask how the actual returns look relative
to the level of risk taken. For example,
if your portfolio is 100% stocks, you
should measure your returns against the
S&P 500 index for different periods.
Results should also be measured relative
to your goals.

Realize that positive results may
not be immediate, but rather delayed.
Investors who started buying depressed
stocks in late 2008 and eatly 2009 were
well rewarded later in 2009 even though
the eatly returns were abysmal.

Retirement portfolios typically have
the objective of generating desired
cash flow today and tomorrow, plus a
long-term goal of capital appreciation
for the future as inflation eats away at
spending power.

Step 3: Review Risk

You will want to measure your
results (returns) in light of the risk you
have assumed to achieve those returns.
And, you will want to lessen the likeli-
hood of losses in order to preserve
your capital. (For example, you can sell
a liquid investment if it drops a certain
percentage from your purchase price.)
Be aware of changes in your risk profile:
In good markets, people tend to accept
more risk than they do in bad markets.

How do you measure risk? One
method is to measure standard de-
viation. You can use a spreadsheet
or purchase a portfolio management
program to do so (one example is Fund
Manager from Beiley Software, Inc. at
www.fundmanagersoftware.com). A
high standard deviation shows higher
risk. Without a risk measure, you can’t
put returns into context.

Step 4: Revisit Investment
Objectives

What are your goals for your port-
folio? Do you want to have enough

money to live on for the rest of your life
after you retire? What do you want your
investments to do for you? For example,
one investment objective will be to save
and invest enough money to be able to
retire. Nothing can be more important
in directing investment decisions than
setting appropriate investment objec-
tives: These are the goal posts that
define the end game.

Step 5: Review Each Holding

You should know how each hold-
ing contributed to the overall results of
the portfolio through an “attribution
analysis.” Attribution can be viewed by
asset class (growth, income, cash), sec-
tor (using the 10 Standard and Poor’s
sectors—namely, consumer staples, con-
sumer discretionary, energy, financials,
healthcare, industrials, information tech-
nology, materials, telecommunications,
and utilities), and even more finely, by
industry and sub-industry.

You can do such an analysis on your
own using a spreadsheet. Look at the
holding and see if it added to or de-
tracted from your overall results. Follow-
ing attribution closely helps you make
buy and sell decisions and determine
whether a particular holding is in line
with your goals. Also consider the role
the investment s playing in the portfolio,
since each holding should have a reason
for being. Does the holding provide
the potential for producing income, or
capital appreciation, or stability?

Step 6: Re-Assess Your Tactics

Each tactic should have a logical
basis (a thesis) and an entry and exit
strategy. For example, you believe the
market is declining, so you buy puts
or an inverse ETF for protection. An
inverse ETF makes money when the
underlying index is declining. You moni-
tor these holdings closely and close out
the positions according to plan.

Step 7: Revisit Your Strategy
Strategy sets the stage for results.
Work on a thesis of what to expect
from the financial markets. For example,
during the disturbing market of 2007
and 2008—especially in September
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2008 when Lehman Brothers filed for
bankruptcy—one strategy was to get out
of the way, to protect assets as much as
possible. The operative thesis was that
the market was in a state of severe un-
certainty, therefore, run for cover. Then,
as markets started to stabilize, some
theorized that our government would
step in to protect the banking system;
so the strategy was to buy severely
depressed bank stocks. The former

was a defensive strategy; the latter was
offensive, opportunistic and quite risky.
Both are acceptable if understood and
closely monitored.

Step 8: Retool Your Portfolio

After performing this review, you’ll
find areas that you’ll want to improve.
Reconsider your holdings based on
your investment objectives, strategy,
and desired results.

Conclusion

Once you know where you are go-
ing by setting appropriate investment
objectives, your portfolio review will
help you reach your destination. How?
By identifying problems and mistakes
that you can correct midcourse. Much
like a pilot, your job is to stay on course
so that you can reach your destination
safely and in a timely manner. A

Julie Jason directs the money management practice of Jackson, Grant Investment Advisers, Inc. of Stamford, CT. She is the
author of “The AARP Retirement Survival Guide: How to Make Smart Financial Decisions in Good Times and Bad,” (Sterling
Publishers 2009), which helps individuals acquire a dose of healthy skepticism when approaching investment decisions in

retirement.

Related Articles on AAll.com

Journal

AAII Journal

For more information relating to reviewing your portfolio, you can access these articles at AAll.com. Go to the
AAII Journal area and select this January 2010 Portfolio Strategies article for direct links to the following,

* “The Bottom Line: How to Calculate Your Portfolio’s Return,” August 2008 _AAII Journal
* “A Performance Tape Measure: How to Benchmark Your Portfolio,” by John Markese, November 2007 .4AI1

* “Investment Quality Control: The Importance of Risk Management,” by Chris Orndorff, CFA, January 2007

* “AAIl’s Guide to the Top Web Sites,” found in the AAII Guides area, lists the top sites for portfolio tracking.
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