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Refining Your Portfolio 

Introduction

You've turned out to be the model mutual-fund investor. You monitor your portfolio regularly and have set up a rebalancing program. Every few years, you make sure your portfolio is on track to meet your goals. And you tweak things here and there when necessary. 

This lesson involves dealing with change--specifically, how you may change over your investment lifetime. A life event, such as a death, birth, or marriage, may alter your investment approach. Tax entanglements or estate-planning dilemmas may lead you to seek the advice of a financial professional. Or you may simply find that you're itching to move beyond mutual funds and try your hand at stock investing. Here's how to handle each of those possibilities. 

Entering a New Life Stage 

Not every life event means change for every investor’s portfolio. But we all should re-evaluate investment goals and risk levels after we pass into a new life stage. 

For example, there's marriage. The dream of sharing your life with another person has become a reality. You then fantasize about buying a home together and about spending your golden years in side-by-side rockers. But those rockers will cost you. So will that home. You and your spouse need an investment plan that takes both of you into account. If you thought that planning for one person was tough, imagine planning for two. 

Perhaps you've finally gotten a handle on that investing-for-two idea and, lo and behold, there's three--or more--of you. Saving for college turns into an obsession before the kid can even crawl. Then you feel the need to strike a better balance between work and motherhood. And before you know it, your daughter asks for $50 to go to the mall.

Suddenly, you're retired. Now you need an effective strategy for drawing on your portfolio while making sure it lasts as long as you do. And you want to leave something to your children while minimizing the tax burden. 

In any of these examples, you need to step back to get your arms around your altered financial situation. Re-examine your money needs and goals, and readjust your investments accordingly. 

Seeking Financial Advice 

Maybe your nest egg becomes larger than you're comfortable managing on your own. Or you need estate-planning advice. Or you could use some tax help.

Even do-it-yourselfers sometimes find the need to work with a financial professional. To choose an advisor who suits your financial needs and personality, follow these five steps.

Decide what you want. 
Are you looking for someone to handle one part of your financial life, such as taxes or estate planning, or are you seeking a financial advisor who can take care of it all? Knowing the answer to that question helps you narrow your search to those advisors with skills to match your needs.

Once you've set your priorities, begin your search by asking your accountant or attorney for recommendations. Query friends and professional colleagues who work with advisors. Identify a handful of advisors whose services meet your needs, and then call to determine their investment and income requirements, or how much money you'll need to become a client. Confirm their services and specialties. After you've found a few good matches, schedule initial meetings, which should be free of charge. 

Ask the right questions. 
Bring a checklist of questions, concerns, or issues you want addressed to that first meeting. Ask for and scrutinize a copy of the advisor’s resume, known as the ADV form, as soon as you walk in the door. ADV forms include advisors' educational backgrounds and list which professional designations they hold. In Schedule F of the form, you'll discover how advisors are compensated, and whether they have business ties to particular insurance or mutual-fund companies. If these ties exist, they should be disclosed to you in writing.

If you'll be relying on the advisor for investment suggestions--which funds or stocks to buy--be sure the two of you share the same investment philosophy. Ask advisors to walk you through their investment process, and to explain thoroughly what would make them sell a stock or fund. Request a copy of a typical financial plan. 
Calculate the cost.
Don't leave an advisor's office until you completely understand what the advice will cost--and get that fee in writing. Have the advisor estimate what it will cost to create your plan and manage your investments, including both fees and commissions. 

Conduct a background check. 
Ask the advisor for references from investment professionals (such as certified public accountants or certified financial planners) or attorneys who have seen the advisor's work before. Such professionals have reputations they won't want to jeopardize. 

Next, contact professional and government regulatory organizations to verify that no disciplinary action has been taken against your candidate. Some resources are the CFP Board of Standards, the National Association of Securities Dealers Regulation, and the Securities and Exchange Commission . 

Adding Stocks 

After assembling and monitoring your portfolio of mutual funds, you make a discovery: You kinda like this investing stuff. Maybe you want to be your own fund manager--maybe you want to start investing in individual stocks. 

In fact, investing isn't an either-or process; you don't need to be either a fund investor or a stock investor. You can be both. 

Once you've developed your portfolio's core, feel free to break out of mutual funds and dabble in stocks. Stocks can do wonders for your portfolio. Of course, they can rev up returns. But they can also be great tax-management tools. As we discuss in Mutual Funds 104: Mutual Funds and Taxes, mutual funds can cause tax headaches. But stock investors get to decide when they take gains (or losses), and thereby determine their own tax destinies. You could, for example, defer gains if you choose. Or sell a losing position to offset distributed gains in your funds. 

If you decide to try your hand at stocks, where do you begin? When it comes to stock analysis, Morningstar looks for four traits in a great stock. In fact, we value these traits so much that we grade companies on each trait. These grades appear on our stock Quicktake Reports. 
Growth. We like companies that are able to increase the size of their businessess consistently over time. Our stock grades look at how fast sales have grown relative to other companies in the same sector. We also take into account the trend in sales growth--whether it's speeding up or slowing down--and its consistency during the past five years. 
Profitability. We favor companies that earn consistently high returns on the money entrusted to them by shareholders. Our stock grades examine the absolute value of a company's return on assets (ROA), a key measure of how well a company uses investors' money. We also look at the trend in those ROAs and their consistency. 
Financial Health. Companies that keep debt low and generate cash every year get our attention. We grade companies based on the strength of their balance sheets and the level of their free cash flows. 

Valuations. What can we say: We like a bargain. At the very least, we like stocks whose current prices are reasonable based on Morningstar's business appraisal, or our conservative estimate of its fair value. 

To learn more about these characteristics and how to choose stocks, work your way through our stocks courses.

Quiz 

There is only one correct answer to each question.


1. After a major life event, you should:


 
a. Always change your portfolio.


b. Re-evaluate your investment goals and risk tolerance.


c. Do nothing.


 2. If you want to work with a financial advisor, what's the first thing you should do?


 
a. Decide what you're looking for--a comprehensive plan or help with a specific issue. 


 
b. Set up a meeting with a handful of candidates. 


 
c. Request references from some advisors.


3. What is an ADV form?


 
a. The contract you sign with an advisor. 


b. The advisor's bill. 


 
c. The advisor's resume.


4. To determine how quickly a company is growing, examine its:


a. Sales growth.


 
b. Cash flows.


c. Return on assets.


5. To determine how profitable a company is, examine its:


a. Sales growth.


b. Cash flows.


c. Return on assets.


