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Buying the Unloved 

Introduction
It's hard to turn your back on winners. No wonder investors usually flock to those parts of the market with great returns. But nothing lasts. Sears S is no longer the nation's preeminent retailer, I Love Lucy is no longer a top prime-time sitcom, and few of us are walking around in poodle skirts. 

Play against the crowd, though, and you just may catch a future trend today. We explain in Mutual Funds 409: The Plight of the Fickle Investor that fund investors, as a group, have lousy timing. Most investors buy high and sell low, instead of the other way around. Opportunists can therefore make a bundle by buying what everyone else is selling. 

So here’s how to be an opportunist, the Morningstar Way. 

Morningstar's Unpopularity Contest 

At the end of every year, we find the three most  unpopular fund categories of the year based on percentage change in cash flows, or how much money is going into and out of mutual funds. We then recommend that you buy one fund from each unpopular category and stick with the funds for three years. 

Morningstar back-tested this strategy to 1987 and found winning results. Unpopular categories beat the average equity fund more than three fourths of the time. The odds versus popular categories have been even better. Unpopular categories topped the popular ones over the next three years more than 80% of the time. Investing doesn't get much closer to a sure thing than that. 

The Rules 

Putting our unpopular-categories strategy into action is simple. In fact, there are just three rules to follow: 

Buy one fund from each category.
Staking everything on just one unpopular category can be risky. Not every unloved category will catch fire, and one category can pull the weight for the entire group. The unpopular categories from 1988, for instance, averaged a 19.2% annualized return for the three subsequent years, but the health-care category's 37.7% annualized return was crucial to that performance. 

Buy before summer vacation.
After examining category returns for the three-year holding period minus one month, minus two months, and so on, we found that there's not much of a penalty for lateness. Most of the time, you could buy the unpopular categories as much as a year after reading our story and the strategy still worked. We would rather err on the side of caution, though. Buying the funds at the beginning of June worked as well as buying them in January, so just be sure to purchase by midyear. If you buy later, your odds of success will be lower. 

Limit your bets. 
Resist the urge to put more than 5%, or at most 10%, of your portfolio into unpopular categories. That way you'll minimize the disappointment in one of those rare occasions when the strategy doesn't work. We advocated holding precious metals, communications, and Europe-stock funds from 1996 through 1998, for example. Precious-metals funds lost an annualized 18% for those three years, dragging the unpopular average down to 10%. The popular technology, financials, and mid-cap growth categories, meanwhile, rumbled on to an average annual return of more than 20%. You can minimize risk in such situations by investing only 5 to 10% of your portfolio into unpopular categories. 

Three Ways to Use the Strategy 

Invest new money.
Maybe your company paid you a nice bonus this year, or maybe you have some cash you have been sitting on. Put that money to work by buying one fund from each of our unpopular categories for the year. 

Sell one, buy the other.
If you are strapped for cash, try taking gains on popular fund categories and shifting the gains into out-of-favor categories. 

Cut back on the favorites.
You'll do yourself a favor by simply reducing your exposure to popular categories. Had you followed this advice in early 1998, you would have avoided real-estate and small-value funds' losses of 16% and 7%, respectively, and financials' sub par 6% gain in 1998. None of those categories did better than mark time in 1999. However, don’t automatically sell funds in popular categories. If you do, you might suffer ugly tax consequences, as well as mess up your asset allocation. 

Quiz 

There is only one correct answer to each question.


1. Morningstar's unpopular strategy works because:


a. Most fund investors have lousy timing.


b. Most fund investors have good timing.


c. Unpopular funds stay unpopular.


2. Unpopular categories are categories:


a. That have poor returns.


b. That don't have much money going into them.


c. That have terrific returns.


3. To improve your odds:


a. Buy one fund from one of the unpopular categories.


b. Buy one fund from each of the three unpopular categories.


c. Buy after June.


4. You should put how much of your assets into unpopular categories?


a. Five percent.


b. Twenty-five percent.


c. As much as you want.


5. What should you do about popular categories?


a. Buy more of them.


b. Sell them, no matter what.


c. Consider cutting back on them.


