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Is It Time to Remodel Your Portfolio?

By Richard D. Romey

Having recently endured my kitchen being re-
modeled, I believe I’'m more than qualified to say that
there is nothing pleasant about it. The dirt, the noise,
the mess and the complete upheaval it causes to your
normal daily routine. I wouldn’t wish it on anyone.

Now that the project is completed, however, |
will be the first to admit that it was well worth it. The
kitchen is updated and comfortable. My wife and |
love the way it turned out. We can hardly wait for
friends and family to see our new kitchen. Updating
the kitchen will also increase the value of our house.
While the remodeling process was painful and un-
pleasant the results are exciting.

Believe it or not, there are many similarities
between remodeling a room in your house and remod-
eling your investment portfolio. No different than
your house, your portfolio needs to be updated or it
will become outdated and no longer meet your needs.
Remodeling your investment portfolio will also in-
crease its value over the long run. Like a home re-
model, however, the thought of remodeling an invest-
ment portfolio strikes fear in the hearts of most inves-
tors.

Despite the unpleasantness, there are three rea-
sons why you need to remodel your portfolio from
time to time. First, most investor’s risk tolerance will
change over time. As it does, their portfolio must be
changed to reflect the different risk level. Second, the
investment products you’re using may be outdated.
Finally, the asset allocation mix of your portfolio will
shift over time if you don’t reallocate on a regular ba-
sis.

The level of risk most investors are willing to
take typically decreases as they near retirement or
move into retirement. It’s only natural. At age 30 it’s
far easier to watch your investment portfolio drop in
value than it is at age 55. As your tolerance for risk
changes, the overall asset allocation of your portfolio

must change as well. For example, instead of having
90% of your portfolio allocated to equities and 10% to
bonds you may want a more moderate allocation of
60% equities and 40% bonds.

It’s important to make sure that your portfo-
lio’s overall allocation is aligned with your goals be-
cause research has shown that the greatest determinate
of your portfolio’s risk and expected return is the re-
sult of how it’s allocated among equities and bonds.
This is commonly referred to as asset allocation. It
represents the best way for an investor to build a di-
versified portfolio that will maximize expected return
for a given level of acceptable risk. This one step
alone will do wonders in helping you achieve your in-
vestment goals.

Another aspect of your portfolio, which may
need to be remodeled or changed, is the investments
you’re using. Ironically, millions of investors who
would never consider using a Polaroid camera to take
a picture or an 8-track tape player to listen to their fa-
vorite music routinely use outdated technology when it
comes to investing. Traditional mutual funds were
introduced over 70 years ago to meet the needs of in-
vestors from a different era. It was a time when every-
thing moved a little slower and the telegraph was the
primary way investors got their news. Today, there is
a better alternative.

Exchange-Traded Funds or ETFs are the most
efficient way to build and manage an investment port-
folio. First introduced in 1993, ETFs are rapidly be-
coming the investment tool of choice for millions of
investors. The reason why is simple: ETFs are better
than mutual funds. ETFs typically have lower operat-
ing expenses than mutual funds and are generally
more tax efficient. ETFs are index-based investment
products and over the years indexing has been a very
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difficult strategy for most mutual fund managers to beat.

Exchange-traded funds are essentially a cross between common stocks and index mutual funds. Like index
mutual funds, each ETF is designed to track the performance of a specific market index or benchmark. Like shares
of stock, investors can buy or sell shares of ETFs throughout the day. It’s this unique hybrid structure — part mu-
tual fund and part stock — that makes ETFs such a powerful investment tool. An easy way to modernize your port-
folio and bring it into the 21% century is to update the investment tool you’re using from mutual funds to ETFs.

Finally, if you’re not systematically rebalancing your portfolio on a regular basis I’ve got news for you, the
market is doing it for you. Every day the market fluctuates. This shouldn’t be a surprise to anyone. As different
asset classes outperform each other your portfolio’s asset allocation changes as well. When you don’t rebalance
your asset allocation mix on a regular basis, your actual allocation can deviate dramatically from the intended allo-
cation. The result could be a portfolio that is far riskier than anticipated.

For example, during the 1990s large cap stocks in general and large cap growth stocks in particular did ex-
tremely well. If an investor had allocated 25% of their portfolio to large cap growth stocks in the early 1990s, by
the end of the decade their portfolio may have had 40% in large cap growth stocks, simply because large cap
growth stocks did so well relative to other asset classes. Investors who didn’t rebalance their portfolio’s allocation
allowed the market to increase their weighting in large cap growth stocks. When the market corrected large cap
growth stocks got hit hard. For investors who were over-weighted in this area, either by their own choice or be-
cause they had not reallocated, the losses were devastating.

I think it’s safe to say that few people look forward to remodeling their house or investment portfolio. It
can be a painful and unpleasant experience. Yet, it’s important if you want to keep up-to-date. Sometimes we have
to put up with a little pain and trouble if we want to improve the value of our house or investment portfolio. By not
remodeling, you avoid the mess, but it isn’t the best decision in the long run - for either your home or your portfo-
lio. Don’t put it off any longer. Make a New Year’s resolution to remodel your portfolio. You will be glad you
did.
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