
Stocks and bonds were incredibly cheap in 
the first quarter of 2009. They were priced  
as though they were all going out of business, 
and it took only a glimmer of hope to spark 
powerful returns. Today, they are priced  
as though the economy will continue to grow 
at a moderate pace, and that means the  
bar has been raised much higher for news that 
would spur yet more gains. That’s a dicier 
proposition given all the problems that are 
still left over from the Great Recession.

Therefore, this is a time to rebalance, book 
some gains, and get cautious. In picking  
funds for 2010 and many years beyond, I’ll hit 
upon a few closely related themes: caution, 
dividends, taxes, allocation, and quality.  
Each can help you improve your portfolio. I’ll 
also share the complete list of funds that 
passed my Fund Spy test.

How have my previous buying guides worked 
out? So far, so good—I started doing this  
in 2006, and we tracked each year’s picks from 
Feb. 1 of that year through December 2009.  
To date, 69% have outperformed their peers 
and 61% have beaten their benchmarks. 

Let’s Get Cautious

If you already took a lot of risk off the table in 
reaction to the bear market of 2008, you might 
not need to make changes, but the rest of  
us could use a little more downside protection. 
As Warren Buffett likes to say, “Be fearful 
when others are greedy and greedy when oth-
ers are fearful.”

Let’s start with some nice, basic low-risk, 
low-return funds. No, they aren’t exciting.  
But if you had a big cash stake last winter, you 
know what a good feeling it is to have dry 
powder when there’s a fire sale. Boring low-
yield money market funds from Vanguard and 
Fidelity are a good way to be sure you have 
some rainy-day money stowed away. While 
the yields are lousy, you’re getting a pretty 
good deal, as some fund companies are being 
forced to waive fees for money market inves-
tors just to keep the yield from going to zero.

Next up on the risk/reward ladder are shorter-
term bond funds, such as Vanguard Short-
Term Bond Index VBISx. Keep your expecta-
tions low, and you won’t be disappointed—
just be sure that you find low-cost funds, 

given the low yields out there. If interest rates 
surge, funds, such as this one, will be hurt 
much less than funds with longer duration. 

Cautious funds with a toe in equities are also 
a good idea here. Hussman Strategic 
Growth HSGFx aims to limit losses by reduc-
ing equity exposure with options, partic- 
ularly when the stock market looks overpriced. 
That’s why the fund lost just 9% in 2008  
but gained just 5% in 2009. I also like Gateway 
GATEx, a low-risk fund that sells index  
call options. To cover the call options, the fund 
owns a broadly diversified portfolio of stocks 
that resembles the S&P 500. When stock  
prices go up, the fund’s ownership of stocks 
compensates for losses on call options. 

Two global load funds have also done a good 
job of limiting the downside, though they  
do so more with cash and savvy value invest-
ing than with derivatives. First Eagle Global 
SGENx (with 9% cash) and Mutual Quest 
mqIFx (with 31% cash) have done an outstand-
ing job of limiting risk in bear markets.  
Both have seen some manager turnover, but 
they have good people in place and continue  
to stick with proven cautious strategies.

It’s also a good idea to hedge your inflation 
risk. Although inflation is tame now, it could 
surge, and the low interest rates on bonds 
leave them vulnerable to a spike. You could 
use a modest (say, 5%) stake in a commodity 
fund, such as Harbor Commodity Real Return 
Strategy HACmx, but keep in mind that the 
fund itself is quite volatile. Or you could put a 
slug in Treasury Inflation-Protected Securities 
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How Our Annual Recommendations Have Performed

2006  70 78

2007 72 80

2008 67 73

2009 68 60

Overall 69.35 61.11
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via funds, such as Vanguard Inflation-
Protected Securities VIPSx. Today, TIPS are 
more attractive than Treasuries but not a 
great deal relative to most other bonds, so I’d 
limit TIPS to a small position with plans to 
build over time.

Dividend-Oriented Funds

Investors haven’t been this disdainful of  
dividend stocks and the funds that buy them  
since 1999. That was a great time to buy 
them, and this could be, too. If you have a 
growth-heavy portfolio, these make a great 
anchor because that dividend discipline  
keeps them grounded. my favorites in the 
area are T. Rowe Price Equity Income 
PRFDx, American Funds Washington Mutual 
AWSHx, and Causeway International  
Value CIVVx. 

Watch Out for Rising Taxes

In 2011, tax cuts are set to expire, making 
income and capital gains taxes higher.  
The new/old level for income tax will be 39.6%, 
and the maximum tax on long-term capital 
gains will rise from 15% to 20%. 

In addition, the big rally we enjoyed in 2009 
means that funds could start to make capital 
gains distributions again. Twenty-six funds  
in the 500 have potential capital gains expo-
sure of 20% or more, and 210 funds have posi-
tive capital gains exposure. Depending on 
returns in 2010, the first distributions will like-
ly be modest in most cases, but they could 
grow each year if the market goes higher.

To combat those challenges, I offer three tools 
for minimizing your tax bill and thus maxi- 
mizing your aftertax returns. First, there are  
good old municipal-bond funds. Their  
income is tax-free, and they are still attractive  
relative to the taxable market. Vanguard 
Intermediate-Term Tax-Exempt VWITx and 

Fidelity Tax-Free Bond FTABx are two of my 
favorites. The second tool is tax-managed 
funds. Tax-managed funds realize losses and 
use other tactics to avoid capital gains  
distributions. The tax-managed funds that are  
passive, near-index funds have avoided mak-
ing any distri-butions, while actively managed 
tax-managed funds make some payouts  
but fewer than most. Vanguard Tax-Managed 
Capital Appreciation VmCAx is a pure stock  
fund, and Vanguard Tax-Managed Balanced 
VTmFx is half munis—this one might just 
encapsulate all my themes. 

Tax-reduction tool number three is to buy an 
actively managed fund that has a big negative 
potential capital gains exposure and thus 
should be good for years of tax-free investing. 
Of course, having a big buildup loss means 
there are likely some blemishes in the record. 
Loomis Sayles Small Cap Growth LCGRx  
has a lousy 10-year record, but its managers 
only started in 2005, and they’ve done a fine 
job since then. They look for cheap growth 
names, but they match that with a strict sell 
discipline that limits losses. Three more  
favorites in this area are the recently reopened 
Bogle Small Cap Growth BOGLx, Masters’ 
Select Smaller Companies mSSFx, and 
Clipper CFImx.

Allocation Funds

Investors tend to use allocation funds better 
than pure stock funds simply because they are 
less volatile. With that in mind, I’ll share 
some ideas for funds that have an appealing 
mix of stock and bond expertise and then  
a second group that does a good job actively 
shifting among asset classes.

Vanguard Wellesley Income VWINx and 
Manning & Napier Pro-Blend Conservative 
Term ExDAx are two of the best conser- 
vative-allocation funds around. You get a 

straightforward mix of stocks and bonds that 
tilt toward the bond side. The funds have 
been models of consistency when it comes to 
management, strategy, and performance.

I’m also a fan of FPA Crescent FPACx, which 
is run by Steve Romick with an eye toward 
protecting on the downside. He’ll even short 
stocks when he finds overpriced dogs. It is 
higher risk than the two conservative-alloca-
tion funds because it tends to own  
more stocks.

Among active allocators, PIMCO All Asset 
All Authority PAuDx and PIMCO Global 
Multi-Asset PGmDx are great choices. The 
former is run by Rob Arnott, who seeks to 
beat inflation by 6.5% per year through quant-
driven asset allocation. Currently, he’s got  
a low weighting in stocks and sizable bets on 
commodities, emerging-markets debt, and 
TIPS. The latter also does asset allocation but 
with an attempt to protect against market 
extremes. Thus, PImCO Global multi-Asset fits 
nicely with a number of themes here.

Quality

High-quality companies tend to have strong 
brands, clean balance sheets, and high  
barriers to entry. They usually outperform in 
times of strife, as they did in 2008, but lag 
when the economy grows faster than expect-
ed because they tend not to be the fastest 
growers out there. I like funds that buy these 
sorts of names but have the discipline not  
to overpay. Sequoia SEqux is a standout with 
a little more of a value leaning, while Dreyfus 
Appreciation DGAGx and Jensen JENSx  
are a touch more growth-oriented but still 
rock-solid. Primecap Odyssey Growth POGRx 
is also a great choice with a little more of a 
bias toward technology stocks. K
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