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Building Your Mutual-Fund Portfolio

Introduction 

What makes us laugh? 

Some people think the Three Stooges are a hoot. Some just don't find slapstick violence that funny. What makes one person laugh might make others groan and roll their eyes. Comedy is a matter of personal taste. 

So, too, is assembling a mutual-fund portfolio. How to invest depends on who is doing the investing. We would love to say that we know how to create the perfect portfolio--what funds you and everyone else should buy, and in what proportion, to meet each and every one of your goals. We would like to give you the model portfolio that will allow you and everyone else to retire at age 55, to buy that second home, to send your children to college. But we can't. There is just no one-size-fits-all answer. There is no one "correct" way to build a mutual-fund portfolio. 

Putting together a group of mutual funds is a matter of personal preference and personal goals. But there are some universals you should think about when choosing and combining funds. 

Define Your Objectives and Priorities 

This step is probably the toughest part of the investing process: Sitting down to figure out why you're investing, what you're investing for, and how much money you'll need to reach that goal. Your goals and your risk tolerance should then determine what your portfolio looks like. 

Keep in mind that your goals and your stomach for ups and downs might not agree. You may find, for example, that you can't imagine losing 20% in one quarter, but you need to invest aggressively to have a shot at accumulating the return you'll need to reach your goal. If so, you will need to compromise by either accepting the risk or changing your goal. 

Time plays a part, too. If your goal is to retire in 30 years, you might be more willing to take on volatility, since you can spread your risk over a long time period. If you suffer a loss, you have time to make up for it. But if your goal is just five years away, taking on more risk might not be a good idea, because you have less time to make up for any losses. 

Develop a Focused Core 

For each goal you have identified, you should have a core group of three or four funds that are proven performers. The bulk of your assets--typically 70% to 80%--should be invested in these core funds. 

What are core holdings? They're the engines of your portfolios, the steady Eddies that you can count on to deliver year in and year out. Think of your typical large-blend fund, as well as some of the more prosaic large-value offerings, as core investments for meeting your long-term goals. For shorter-term goals, think short- or intermediate-term high-quality bond funds (more on those later). Simplify the investing process by focusing on a few funds that can deliver what you want, and gradually add to your investment in those funds rather than adding more funds to your core. 

When looking for core funds, simple rules prevail. The more boring, the better; the goal is steady gains, not excitement. Look for funds with low fees, long-tenured managers, easily understandable strategies, moderate risk, and consistent performance. 

Limit How Much You Put outside the Core 

Noncore holdings are the stop-and-go funds that may juice up returns--sector funds, emerging-markets funds, and funds run by managers who make large bets on particular holdings or on certain parts of the market. Small-cap funds could also fall into that category, simply because they tend to be more volatile than large-cap funds.Use noncore funds for diversification and growth potential. For instance, if your core is made up of large-cap funds, you might want to add small-cap, international, or sector funds to the noncore portion of your portfolio for diversification. As we discussed in the previous session, a variety of funds improves the likelihood of at least one of your investments doing well at a given time. 

Though you probably wouldn't want to put a significant portion of your portfolio in any one of these types of funds, they do allow for the possibility of extraordinary returns. Of course, they also generally carry a higher level of risk. But as long as you limit the riskier portion of your portfolio, you aren't likely to threaten the bulk of your nest egg. And for some people, core funds may be all they ever need. 

Don't Worry about an Optimal "Number" of Funds 

There is no ideal number of funds to own. We have seen fund junkies build 30-fund portfolios while other investors can be perfectly diversified owning just two or three funds. 

What you should worry about is how diversified your portfolio is, regardless of how many funds are in it. If all of your funds were growth funds or were overweighted in a particular sector, you could own dozens of funds and still not be adequately diversified. Conversely, a one-fund portfolio could be better diversified than a multifund portfolio, if that one fund were an index fund covering the entire stock market. 

Before adding an investment to your portfolio for diversification's sake, run your portfolio through the Morningstar.com Portfolio Manager. See how diversified your holdings really are. Then type in the investment that you want to buy and see what happens to your portfolio's overall profile. Did the fund add the diversification that you had hoped it would? If not, ask yourself if you really need this new fund. 

Consider Your Tax Situation 

Are you investing in a tax-deferred account, such as an IRA or a 401(k)? If not, recognize that you'll be paying taxes on any income and realized gains from your funds. And as you learned in our earlier session about mutual funds and taxes, funds can be tax nightmares. So if you are investing in a taxable account, remember to look for funds (particularly tax-managed funds) that generate strong aftertax results. Premium members can find information on a fund's aftertax returns in the Morningstar.com fund Quicktake Reports.

Quiz 
There is only one correct answer to each question.

1. If you find that you need to take on a good deal more risk than you are comfortable with to reach a goal, which is not an option?


a. Take on the risk.


b. Adjust the goal.



c. Don't take on the risk and still plan to meet the goal.


2. Which type of fund makes a good core investment for most investors?



a. A large-cap blend fund.



b. An emerging-markets fund.



c. A technology fund.


3. Noncore funds can add what to a portfolio?



a. Spiced-up returns.



b. Diversification.



c. Both.


4. Everyone needs:



a. Core funds.



b. Noncore funds.



c. Tax-efficient funds.


5. Which is the better-diversified portfolio?



a. A portfolio with 10 funds.



b. A portfolio with two funds.



c. Can't tell.


