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The simplest way to get adequate diversification within  
an asset class may be to use a combination of actively 
managed mutual funds, index funds, or exchange traded 
funds (ETFs). But you may prefer to select individual  
securities for some or all of the asset classes  
or combine funds and individual securities  
in your portfolio.

MAKING A FUND CHOICE
One reason you may select actively man-
aged mutual funds is that professional 
managers choose the funds’ investments. 
They also determine when to sell hold-
ings to cash in on capital gains or prevent 
potential losses—decisions based on  
the research from a team of investment 
analysts. Another appeal is that mutual 
funds pool assets from many investors,  
so they are typically able to diversify 
broadly, providing greater protection 
against nonsystematic risk. 

One challenge is to select a range of 
funds that invest differently from each 
other. If you own several funds invested 
in large-company stock, you’re probably 
much less diversified than you want to  
be. You’ll want to check each fund’s  
prospectus for its most recent list of  
holdings and choose funds that invest  
differently from each other. 

Similarly, you’ll want to choose funds 
that invest in a way that’s consistent  
with their stated objectives and style.  
For example, if you own a long-term bond 
fund whose manager decides to sell bonds 
and hold cash because he or she believes  
interest rates are going to rise, that move 
will affect the way the fund behaves. 

Any style drift, or shift away from the 
investments you expect the fund to make, 
may provide short-term gains. But your 
portfolio will not behave the same way as a 
portfolio with the allocation you selected. 

THE INDEX ALTERNATIVE
One reason index funds and index-based 
ETFs may attract your attention is that 
they’re designed to replicate—not  
beat—the results of the indexes they  
track. That means there is no reason for 
these funds to make other investments—
including those in a different asset 
class—to improve their return. As  
a result, they exhibit little style drift.

In addition, index and index-based 
funds are transparent. That means you 
know at all times what the fund owns: the 
securities in the index. Further, turnover 
tends to be limited to transactions that 
reflect changes in the index itself. That 
keeps buying and selling within the funds 
to a minimum, reducing your short-term 
capital gains and making the funds more 
tax efficient than many managed funds. 

Of course, index funds and ETFs also 
have their shortcomings—including their 
performance in a falling market and the 
extent to which weighting impacts their 
returns. You should consider those factors 
in selecting your investments. 

Choosing Securities
You can take different routes to creating a  
well-balanced portfolio.

ONE BY ONE
You may prefer to choose individual  
securities within some asset classes, 
or use both individual securities and 
funds. For example, you might create an 
equity portfolio of large-company stocks 
combined with small-company and mid-
sized company mutual funds or ETFs. Or 
you may put together a bond portfolio 
of  intermediate-term Treasury notes and 
long-term municipal bonds combined with 
short-term corporate bond funds.

One challenge with an equity portfolio 
is creating a rich enough mix of industry, 
market capitalization, or size, and 
style—that is, growth or value—so you 
hold some securities that are providing 
strong returns at any given time. To create 
a broad mix in a fixed-income portfolio, 
you’ll want to consider term, issuer, and 
credit quality, since the highest-rated 
bonds tend to pay the lowest rates.

Once you’ve built a portfolio of indi-
vidual securities, you’re also responsible 
for deciding if and when to sell certain 
ones. Failing to shed investments that 
are unlikely to provide consistent future 
returns can be a drag on performance. 

Despite the added work that may be 
involved, you may find this approach more 
rewarding personally and financially than 
a more hands-off investment style.

MANAGED ACCOUNTS
You can also invest in specific asset  
classes through managed accounts.  
To have access to the services of a  
professional investment manager, you 
work with your financial adviser or  
consultant to select account managers 
who specialize in the asset classes you 
want to include in your portfolio. 

For example, you might select a  
manager for US equities, another for  
non-US equities, and a third for long-
term debt. There are also multi-manager 
accounts, which allow you to spread a  
certain amount of money across several 
asset classes. Or, you might prefer a 
portfolio of managed accounts, individual 
securities, and a variety of funds.

CHANGING VIEWS
In the past, influential economists have 
suggested that between 10 and 30 indi-
vidual securities were adequate for an 
individual investor who wanted to man-
age investment risk. For example, Burton 
Malkiel, in A Random Walk Down Wall 
Street, concluded that if you owned a  
well-diversified portfolio of 20 equally 
weighted stocks, you had as much risk 
reduction as you were going to achieve. 

More recently, others have suggested  
a higher number is more appropriate, 
based in part on the difficulty of choosing 
specific securities and in part because  
the increased volatility of the markets  
as a whole makes it more difficult to 
anticipate returns.

ISSUES OF COST
Since cost has an impact on your return, 
you’ll want to compare the expense of  
buying and holding various investments. 
As a rule, no-load mutual funds with low 
annual expenses, ETFs that you buy for 
a modest commission and hold for an 
extended period, and individual securities 
you buy and hold in the same way are  
generally the least-expensive investments.

•  Provide  
diversification

•  May not be 
focused

•  May not be 
fully invested

•  Professional  
management

•  Advantage  
of multiple  
managers

•  Replicate index 
results

•  Transparency
•  May be more tax 

efficient
•  Poor performance 

in down market

•  Investments  
must be balanced

•  Need a varied, 
representative 
sample

•  Can be costly  
to diversify

•  Performance must  
be monitored

INFINITE VARIETY
Your diversified portfolio is likely to 
be one-of-a-kind because the unique 
combination of factors that define 
your goals, time frame, and risk  
tolerance won’t be exactly the  
same as any other investor’s.
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One result of the normal ups and downs  
of the financial markets is that, at any 
given point, your actual portfolio alloca-
tion may be significantly different from 
the one you started with—and the one 
that you prefer to maintain.

That’s because market performance 
increases or decreases the value of  
individual investments all the time,  
affecting the composite value of the  

asset classes to which the investments 
belong. If one asset class increases in 
value more than other classes, it will,  
over time, make up a greater percentage  
of your portfolio. And, conversely, if an 
asset class underperforms, it may not 
carry the weight you expected.

As an example of how your portfolio allocation 
can drift away from the one you intended, 
consider a $100,000 portfolio that you have 
allocated 60% to equities, 30% to long-term 
debt securities, and 10% to cash. 

Now suppose that equities overall provided 
a one-year return at a higher-than-average 
rate—say 20% rather than 10%—at the 
same time that long-term debt returned 
2.5% rather than the historical average  
of about 6%, and cash returned a  
lower than average 1%. 

Rebalancing
Keeping your asset allocation on an even footing may 
require some fancy footwork.

BegINNINg of yeAR:
equities $60,000
Debt $30,000
Cash $10,000

 eND of yeAR:
 equities $72,000
 Debt $30,750
 Cash $10,100

Those different rates of returns 
affect the balance among the three 
asset classes.

What began as a 60-30-10  
relationship is now 64-27-9. While 
that shift isn’t particularly dramatic, 
another year of similar returns could 
increase your equity allocation to 
67% while reducing debt to 25% and 
cash to less than 8%.

After several years, you could  
easily have drifted into an allocation 
than exposes you to significantly 
more risk or is likely to provide a 
significantly lower return.

KEEPING YOUR  
BALANCE
To maintain the asset allocation you 
intended, you may reallocate, or  
rebalance, your holdings. If you don’t, 
you may find your portfolio exposes you 
to greater investment risk than you’re 
comfortable with or is likely to provide 
a smaller long-term return than you  
had anticipated.

You can reallocate your portfolio in 
different ways. They all work, but you 
may prefer one approach to another.

You can sell off a portion of the asset 
class or classes that have increased 

disproportionately in value and reinvest your 
profits in the lagging class or classes. 

You can change the way your new  
investment money is allocated, putting 

more money into the lagging class or classes 
until the allocation mix has returned to the  
balance you intended.

You can put extra money into the  
lagging class or classes in your portfolio 

to correct the drift.

A REBALANCING TIMETABLE
You might rebalance once a year as part of 
an annual reassessment of your financial 
plan. But there’s no official timetable,  
and the more time you have to attain a 
particular financial goal, the less reason 
there may be for frequent rebalancing.

Alternately, you might sell off hold-
ings in your portfolio’s strongest asset 
class when that class exceeds a specific 
percentage—say 10% or 15%—over your 
target allocation and reinvest the money 
in the lagging class. While it may seem 
counterintuitive to shed the strongest 

performers, what you’re actually doing is 
selling high and buying low. You do the 
same when you sell some shares of a  
stock that has increased in value to buy 
a lower-priced stock with growth potential.

Remember, too, that asset allocation is 
built on the principle that different assets 
outperform and underperform others in a 
recurrent though not regular pattern. As 
you buy assets that are underperforming, 
it’s reasonable to anticipate that they will 
be the stronger performers in the next 
phase of the economic cycle.

THE COST OF SHIFTING
When selling investments to keep your 
asset allocation in balance, you need to 
plan for the tax consequences. If you  
realize a capital gain in a taxable  
account because you’re selling an  
investment that has increased in value, 

you’ll owe tax on that gain when you file 
your income tax return for the year unless 
you can offset gains with capital losses. 

One way to reduce the tax you owe is 
to sell off only those investments you have 
owned for more than a year. Any profit,  
in that case, is considered a long-term 
gain. In 2016, it’s taxed at 15% if your  
marginal rate is 25% to 35%, but 20% if  
it’s 39.6%. But if your marginal rate is  
10% or 15%, no capital gains taxes are  
due on profits realized during the year.

You can postpone the tax bite if you 
reallocate a tax-deferred account, such 
as a 401(k) plan, a traditional individual 
retirement account (IRA), or a deferred 
annuity. And you will owe no tax at all on 
capital gains you realize from reallocating 
a tax-free account such as a Roth IRA, a 
Coverdell education savings account, or  
a 529 college savings plan. 

OTHER MOTIVES 
You may also want to rebalance your asset allocation if your 
personal situation or your time frame for meeting specific goals 
changes. The impetus might be a fairly dramatic one, such as 
the birth of a new child, or, less happily, a divorce or death in the 
family. But you may also rethink what you want to accomplish.

If you’ve earmarked part of your investment portfolio with  
the idea that you’ll need the money to pay your daughter’s  
college expenses and her grandfather accumulates savings in  
a 529 plan that will more than cover her needs, you may want  
to reapply those funds to retirement savings or to some other 
goal that hadn’t seemed feasible before.
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