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The world of mutuals 1s changing

Most people don’t realize 1t,
but the golden days of mutual
funds are past. ‘There are now
11,000 different fund offerings,
more than the number of stocks
that trade on the New York
Stock Exchange. Unbcknownst
to the general public, a growing
majority of wealthy individuals
and professional moncey
managers arc moving away
from using’
these forms of
“pooled”
investment
vehicles and
are once again
using individ-
ual stocks and
bonds.

I'or thosc of
you who aren't
quite sure
what a mutual
fund is, here
is a bricf and simple explanation
of how they work. Iirst,
investors put money into a com-
mon holding tank and then some-
one clse, either a manager or a
computer program, chooscs the
actual stocks or bonds to be
bought with those combinced
funds. The investment philoso-
phy to be followed in these pur-
chases is described in a publica-
tion called a prospectus, which
almost no one reads because the
print is so small. The company
that supplics the management
expertise or proprictary
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softwarc program takes a fee
cach ycar for their intellectual
contribution to the effort.

When the fund managers sell
any sccurities inside the “pooled
account,” they are required to
nass along to the lucky
sharcholder any tax
conscquences of the
transactions. In other words,
what a mutual fund investor
actually own is a small portion
of a company whosc only assets
are other companics. The actual
investments inside of a fund can
and do change without an
investor’'s knowledge. What does
all this mcan?

First, you never rcally know
what you own if all of your
money is in funds. This can be
important if a majority of your
funds overlap, which means they
own the same companics (such
as technology). If this sector of .
the market collapses, the goal of
“diversification” (spreading risk
out amongst various industries)
is lost. Second, the management
fees inside most funds, including
their sales commissions, make it

difficult for the mutual fund
managers to mect or exceed the
performance benchmarks set
for them. Most U.S. blue chip
funds under performed the Stan-
dard and Poor's 500 index, at
least until 1999, when many
climbed onto the “tech” band-
wagon. The pressure for short-
term performance inside of

mutual funds increases the prob-
ability that buying and sclling
will occur at a fairly high level.
This contributes to the tax dis-
tribution problem noted above.
There are certain markets and
situations in which mutual funds
do perform a valuable function.
Small companics and emerging
markets overscas arc both arcas
in which investors have difficul-
ty obtaining adequate financial
information and so the tax bur-
den, lack of control and addition-
al fees of mutual funds are justi-
fiable. Many cmployees arc
required to use mutual funds
within their 401(k) or other
retirement plans. This is
because mutual funds are very
convenient investment vehicles
for peoplc who have little time
or interest in learning to make
their own investment decisions.
Likewise, when individuals
have only a moderate amount of
money, say less than $10,000, it
is impossible to buy the normal
denomination of stocks, 100
sharcs, of some companies. This,
by the way, is the rcason why
companies declare “stock splits”
— it brings down the cost per
share of the investment so more
people can participate. New
investors and those with 401¢k)
or salary-deferral retirement



plans arc well served by some
mutual fund options.

If mutual funds or pooled
investments are your only
options, which should you
choose? 1 believe that “index”
funds represent the best alterna-
tive for peoplic who have to use
mutual funds. Indexes are
unmanaged mutual funds that
buy and hold a specific scgment
of the market, such as U.S. large
companies, European blue-chip
companies, ctc. They are by far
the lowest cost in terms of man-
agement fees. They have the
lcast amount of sales comuis-
sions if you buy them through a
discount brokerage firm. They
sometimes approach some mod-
crate level of “tax cfficiency” by
consciously trying to not trade
inside of the fund. But cven
index funds can be forced to scll
stocks and distribute taxable
income or capital gains to you,
outside of your desired time
frame or tax planning cfforts.
This can and probably will occur
if the market heads down for a

protracted period of time. When
other investors or your “co-own-
ers” of the pooled fund want to
sell and the fund is forced to lig-
uidate appreciated holdings to
mecet investor's demands for
cash, you will have no choice but
to incur taxes.

What are the alternatives to
mutual funds for people who
want the case and convenience
of not having to choose specific
investment for themsclves? A
recent development at the ..
American Stock Exchange has
resulted in the creation of “bas-

- kets” of stocks, which trade as

stocks and not as funds, so they
have ncither managers nor any
taxable distributions. These
stocks have instant liquidity
because they are compendiums
of unchanging portfolios of 20 or
30 or 100 companies in a particu-
lar industry. Biotechnology
(BBH), Telecommunications
(TTH), the NASDAQ technology
companies (QQQ), Pharmaceuti-
cals (PPH), Internct service
providers (HHH), the Dow Jones
Industrial 30(DIA), and the S&P
S00(SPY) are some of the better,
diversified, and lowest cost vehi-
cles available.

.Most mutual funds are run by
extremely intelligent people,
and they continue to be market-
ed to the public through amaz-
ingly sophisticated channcls so
they will continue to be around
for a long time. The fact is that
only a very few companies are
contributing to the stock mar-
ket's advances. Most companies,
mutual funds, and indexes are
down so far this year. We call
this a “narrow” market. As peo-
ple rush in to participate in that
segment of the market that has

- gone up 20 percent year-to-date,

the danger of a potential wide-

spread unraveling increascs if
public confidence in the market
falters.

The best bet in the event of a
protracted down market would
be to own a broadly diversified
portfolio of individual compa-
nies in which you, as an individ-
ual investor, have confidence.
By this I mean companics like
Albertsons, Target, Intel, John-
son and Johnson. Well-managed
companies that make a profit
are the sanest and safest ways to
build wealth over time. It doesn’t
happen overnight nor is it guat-
anteed to occur over the course
of any particular 2 or 3 ycar
period. The best gift you can
give yourself in relating to
investments is freedom {rom
anxicty. The only way mutual

- funds fit this bill is that what

you don't know, you won’t worry
about. My preferred option for
clients is for them to know what
they own and own what they
know. That way, we get to turn
off the financial news on TV
with a clear conscience and
everyone sleeps well at night.

Rob Rikoon is the President of
Rikoon Investment Advisors,
Inc., an investment management
and financial counseling firm
located in Santa Fe since 1983.

He can be reached via e-mail
at rrikoon@aol.com or at 989-
3581.




