7 BUILDING YOUR CUSTOM-
TAILORED PORTFOLIO

“Nature gave man two ends—one to sit on, and one
to think with. Even since then man’s success or failure
has been dependent on the one he used most.”

— George R. Kirkpatrick (1867-1937)

N ow it s time to meet the star of this book you. Every-
thing you ve read so far is just a prelude to the main
story: building the investment portfolio thats going to take
you where you want to go. What will it look like? What will
be in it? Its completely your call. And to help you make it,
I m going to walk you through the steps you need to consider
before you start to buy assets.

We ve seen that there are smart ways to invest in any asset
class. And we know that combining asset classes is the best
way to ensure a steady return on your investments. Further,
we ve learned that even volatile assets do well over time (in
fact, they perform best over time).

So the strategy you follow should be a function of your
investment time horizon how many years you Il be contrib-
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uting to your portfolio before you start taking money out of
it and your ability to tolerate volatility. After all, you ve got to
be comfortable with the decisions you make. If you had money
in the market in stocks in the fall of 2008 and you were able to
sleep soundly every night, you probably have a good tolerance
for volatility. If you woke up and paced the oor at 3:00 A.M.
each morning, you might not.

To help you decide whats best for your situation, Doug
Flynn, Certi ed Financial Planner , Chartered Financial
Consultant, and partner and co-founder of Flynn Zito Capi-
tal Management, LLC, has worked with me to construct ve
model portfolios. Each portfolio corresponds to a certain set
of life criteria, but the two most important determinants of
the portfolio appropriate for you are age and attitude toward
volatility.

ere are mild-mannered individuals who wouldnt dream
of playing chess without a helmet but who can handle short-
term market gyrations without inching. And there are sea-
soned bungee jumpers 25 years from retirement who cant ac-
cept even the possibility of losses in two consecutive quarters.
So you can see that theres a psychological component to in-
vesting that overlays the rational parts of the equation.

We Il de ne the ve investor segments by risk tolerance
and portfolio objectives, like this:

Very High Risk Tolerance (Aggressive Growth)

Most suitable for those with the longest time horizon (under
age 34) who focus on the highest long-term growth without
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regard for investment income and who can tolerate poten-
tial loss of principal in exchange for the potentially highest
returns.

High Risk Tolerance (Growth)

Most suitable for those with a long time horizon (ages 35 44)
who focus on strong growth without regard for investment in-
come and who can accept some declines in value in exchange
for potentially higher returns.

Moderate Risk Tolerance (Growth with Income)

Most suitable for those with a medium-term time horizon
(ages 45 54) who seek moderate growth and stable income,
and who can tolerate small drops in value during di  cult mar-
ket conditions.

Low Risk Tolerance (Income with Moderate Growth)

Most suitable for those with a shorter time until retirement
(ages 55 64) who seek cautious growth and steady income
and who nditdi cultto tolerate portfolio declines.

Very Low Risk Tolerance (Income)

Most suitable for investors near or in retirement (ages 65+)
who are focused on stability, small pro ts and the protection
of principal.

Lets start with a simple self-test to assess which portfolio
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will be most appropriate for your situation. We Il call it the
Velshi Volatility Test, because it will 1 hope help you make
decisions from a more informed perspective.

Your investment questionnaire

e test has seven questions, and each answer is awarded one
to ve points. e ve-point answer is always at the top of
each question; the one point answer at the bottom. At the end
of the test, add up your numbers and I Il tell you what they
mean. Ready? Here we go.

Time horizon

1. How old are you?
a. Under age 34 (5 points)

b. 35-44 (4 points)
c. 45-54 (3 points)
d. 55-64 (2 points)
e.65 or older (1 point)
2. When do you expect to start withdrawing

from your portfolio?
a. Not for at least 20 years (5 points)

b.In 10 to 20 years (4 points)
c.In 5 to 10 years (3 points)
d.Within 5 years (2 points)

e. Immediately (1 point)
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Goals and expectations

3. Which statement best describes your long-
term investment objectives?

a. I'm willing to accept substantial risk and potential
loss of principal in exchange for the highest poten-
tial long-term gains (5 points)

b. I want to build my nest egg and will accept some
losses on the way to potentially higher returns (4
points)

c. I'm looking for a balance between growth and
tubcjijuz xjuipvu upp nvdi Gvduvbujpo bspvoe Nz
targeted return (3 points)

d. | want to grow with caution. | can tolerate small,
short-term losses but I'm concerned about protect-
ing my money (2 points)

e. | want to avoid losing money. My main concerns
are safety and a stable return (1 point)

4. Assuming normal market conditions, what
would you expect from this investment over
time?

a.To generally keep pace with the stock market (5
points)

b.To slightly trail the stock market, but make a good
gsplu )5 gpjout*
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c. To trail the stock market but make a moderate
gsplu )4 gpjout*

e/Up ibwf tpnf tubcjrjuz cvu nblf npeftu gsplut
(2 points)

e.To have a high degree of stability but make small

gspaut )2 gpjou*

5. Suppose the stock market performs unusu-
ally poorly over the next decade. What would
you expect to happen to your portfolio?

a. It would lose money (5 points)

b. It would make very little or nothing (4 points)
c. It would eke out a little gain (3 points)

d. It would come out slightly ahead (2 points)

e. It would be little affected by what happens in the
stock market (1 point)

Short-term risk attitudes

6. Which of these statements would best
describe your attitude about the next three
years’ performance of the investment?

a.I’'min it for the long term.Whatever happens, hap-
pens (5 points)

b.1 can tolerate a loss because I've got time to make
it up (4 points)

c. | can tolerate a small loss (3 points)
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d. 'd have a hard time tolerating any losses (2
points)

e.1 need to see at least a little return (1 point)

7. Which of these statements would best
describe your attitude about the next three
months’ performance of this investment?

a. Who cares? Three months means nothing (5
points)

b. I wouldn’t worry too much about losses in that
time frame (4 points)

c. If I suffered a loss of greater than 10 percent, I'd
be concerned (3 points)

d. I'd be worried about any loss of more than a few
points (2 points)

e. I'd have a hard time accepting any losses (1
point)

You’re done! Enter total score:

What you ve done is answered questions about three is-
sues that a ect investment decisions: time horizon, long-term
goals and short-term risk attitudes. Here s how your total score
matches up with our model portfolios:

32-35: Very High Risk (Aggressive Growth) Portfolio
25-31: High Risk (Moderately Aggressive Growth) Portfolio
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18-24: Moderate Risk (Growth with Income) Portfolio

11-17: Low Risk (Income with Moderate Growth) Portfolio

7-10: Very Low Risk (Income with Capital Preservation)
Portfolio

Remember, there are no right or wrong answers to any of
these questions. Except for your age, the questions are com-
pletely subjective theyre about your attitudes and expec-
tations. A further caveat is that each of us interprets words
di erently. One persons idea of moderate growth or small
losses may be unlike anothers. So this test is only a guide to
get you thinking about the implications of the decisions you
will make. No matter how you answered, you did great.

Your model portfolios

Now lets take a look at the portfolios that suit your risk
tolerance.

While an IRA allows you to buy pretty much any regu-
lated investment out there, your 401(k) or 403(b) investment
choices will be far more limited. e names of those funds
may not correspond to the categories listed here. But a quick
check on Morningstar, or a call to the company that adminis-
ters your plan, will tell you which funds t into the categories
you need.
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VERY HIGH RISK

AGGRESSIVE GROWTH

ALTERNATIVES
25% LARGE CAP

93%

INTERNATIONAL 0 oap
14% 0

8%

Based on historical averages this portfolio
has an expected annual rate of return of

11.50%

Source: Flynn Zito Capital Management, LLC
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HIGH RISK

MODERATELY AGGRESSIVE GROWTH

HIGH YIELD/  ALTERNATIVE
STRATEGIC/ 20% °

INTERNATIONAL BOND LARGE CAP

48%

INTERMEDIATE/ SMALL/MID-CAP
LONG HIGH 7%

QUALITY BOND 0
0,
10% INTERNATIONAL

SHORT/ 9%
INTERMEDIATE HIGH
QUALITY BOND

2%

Based on historical averages this portfolio
has an expected annual rate of return of

9.75%

Source: Flynn Zito Capital Management, LLC
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