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Shotgun Portfolios

When I analyze client portfolios, common weaknesses repeatedly appear.    These flaws are serious enough to prevent investors from achieving their hoped for financial goals.   Considering the investment industry and the products it sells, these weaknesses are predictable. Fortunately, they are easily fixable. 
The investment industry and financial media barrage investors with ads proclaiming their latest must buy product. It might be a hot mutual fund run by a star money manager or a must buy stock.  These loud and repetitive voices carry a sense of urgency, leaving investors feeling that if they don’t act now, they’re sure to miss the boat.  Often they are aimed directly at our fears over the latest economic, political, or social crisis.   We know we should be preparing for our financial futures; we feel that to do nothing would be a mistake, so we act on a hunch and take the plunge.   Sometimes things work out, but usually the results are disappointing.

The result is a portfolio consisting of haphazardly chosen assets. They are not working together in a plan designed to achieve financial goals with consideration for an individual’s risk tolerance.  In investment speak; the stocks or mutual funds in the portfolio have a high positive correlation. That is to say, they go up and down in value together.  I see portfolios too heavily invested in US large growth stocks.   Not enough is invested in value stocks, or small company stocks.  Any international investments typically comprise less than 10% of the portfolio and usually consist of large growth European and Asian companies.  Apart from a personal residence; there is no real estate exposure.   Bonds are confusing to most people, so bond exposure is minimal.  Mutual funds often have overlapping holdings and a lack of diversification.  
Many investors will buy last year’s best performing funds.  This is understandable, since they get much favorable press and make all the year end top ten lists. If you buy several of these funds, it’s inevitable that they will have similar holdings.  These best performing mutual funds usually own companies in a booming sector of the economy.  When the sector cools (after you buy the fund), you get to experience the poor performance that inevitably occurs. 
Most investors have portfolios that were designed bit by bit, with assets that seemed to be a good idea at the time of purchase. I call these shotgun portfolios, because they’ve got lots of pellets (individual investments) going off in all directions, none really aimed at anything. 
Compare the shotgun portfolio with what I’ll call a “rifle” portfolio.  It’s a silly name, but for the purpose of our discussion, it’s a perfect analogy.  The rifle is a weapon with range and accuracy.   With it we can take aim at the bull’s-eye in the center of the target.   Consider the targets as the four main asset classes in the world of equities–
	
	Value
	Growth

	Large
	
	

	Small
	
	


The “rifle” portfolio is designed so that each investment is aimed at a specific target, or asset class.  We find an asset allocation that is designed around your goals and risk tolerance.   We take aim at the center of each investment box. For our ammunition, we use no-load, low-cost index funds or exchange traded funds specifically tracking that asset class.   We do this for US and International assets as well as income producing real estate and fixed income.   The portfolio is well diversified and consists of long term investments.    Each asset in the portfolio is like a bullet aimed at a specific target.  During the design process, I will explain the reasons behind the design and give reasonable expectations about future returns.   Understanding what you own, and why you own it, minimizes the chance of getting on the buy and sell emotional roller coaster.  Once the portfolio is designed, it’s reviewed quarterly,  re-evaluated periodically and adjusted for changes in goals or life events.   Annually it is rebalanced to maintain allocation percentages. 
The advantages of this type of portfolio are many.   You know why you own a particular mutual fund.  It’s aimed at a particular target.   The sense of unease that accompanies following the daily ups and downs of markets disappears.  The media driven feeling of urgency, to do something now, (and to keep watching every day) disappears. It doesn’t matter what sector is hot, because you own it.   It doesn’t matter what sector is cold, because you’re well diversified and don’t have too much invested there.  And besides, you already own the sector the “experts” say will be the place to be next year.   This type of passive index investing allows you to get on with the more enjoyable and important things in life.    And if history is any guide, this portfolio will yield results that are superior to what that shotgun portfolio of yours will achieve. 

Disclaimer:

The information in this article is educational in nature.   It should not be considered as personal investment, tax or legal advice.  Is the reader's responsibility to determine how the content of this newsletter should be applied to their own investment portfolio. Investing in stocks and mutual funds involves risk and the potential loss of principal.   Historical data is from sources believed to be reliable.   Past performance is not a guarantee of future returns.
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