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ACTIVE

INVESTMENT
MANAGEMENT
OBJECTIVE
 •Participate In Up Markets

 •Control In Down Markets
ALLOCATIONS
 •Asset Allocations
  (Secular/Cyclical Markets)
    •Opposite Categories

    •Different Classes

    •Independent Classes

FILL ALLOCATIONS
 •Use Best Funds
 •Monitor Choices
CONTROL SWINGS
 •Diversify Manager Styles• 
 •Control Sector 

  Concentration
 •Allow Fund Managers 

  To Make S/T Decisions

 •Rebalance
 •Fine Tuning Strategies
ADVISOR/CLIENT
 •Motivate Advisor
    •No Conflicts

    •% Of Assets Basis

   •Help Build Business
1. ACTIVE INVESTMENT MANAGEMENT  

CONTROL SECTOR CONCENTRATION

What is "Sector Concentration"?  To me and you, a "Sector" means the same as “industry”, e.g., Healthcare.  "Concentration" simply implies what percent of a portfolio is being allocated.  Therefore, "Sector Concentration" means what percent of a portfolio is being allocated to various industries.  The new twelve sectors tracked by Morningstar fall within three “Super Sectors”:

	MORNINGSTAR SECTORS WITHIN SUPER SECTORS

	INFORMATION
	SERVICE
	MANUFACTURING

	Software
	Healthcare
	Consumer

	Hardware
	Consumer
	Industrial

	Media
	Business
	Energy

	Telecommunications
	Financial
	Utilities


Fund managers may invest heavily or lightly in a "Sector" because of:

· The Fund's Investment Objective;

· The Sector's Perceived Strength By The Manager; and/or,

· The Manager's Style.

Because of these factors (and others), funds in the same broad category, or, more narrow asset class, have different "Sector Concentrations".

Sectors, even more than Styles, fall in and out of favor.  No one knows which sector will be the next big winner or loser, or how long it will remain so, but fund managers often make large "bets" thereon.  For example, in 2000 and at least part of 2001, Claire Young of Janus Olympus had over 60% in the Information Super Sector.  During this time the Information Super Sector declined more than any other sector or Super Sector (-60%+).  Young had a wonderful history of managing Janus Olympus (e.g., in 1999 Olympus made over 100%!), but during this time it was the wrong Super Sector at the wrong time.

Because R.O.I. doesn't pretend to be able to "outsmart" the great fund managers that work with the funds we use, R.O.I. simply tries to participate in large Sector Upswings and not fully participate in large Sector Downswings without making big bets (the old "Pigs Get Fed, But Hogs Get Slaughtered" principle).  R.O.I. does this by analyzing your entire portfolio (remember a portfolio may be made up of several assets such as one or more IRAs or Roths, and, individual, joint, or trust accounts, etc.) to avoid having very large concentrations of the ENTIRE portfolio in any one sector (R.O.I. usually prefers less than 20%/sector), even though there may be one or more Funds in the Portfolio that are making large "bets" on a particular sector or Super Sector.

However, via R.O.I.’s “Fine Tuning” strategies, R.O.I. will at times make larger allocations to various asset classes (in effect, to certain sectors or Super Sectors), like it did during the Secular Bull Market of the 1990s, to better participate in Cyclical Bull Markets, or, smaller allocations to limit participation in Cyclical Blah/Bear Markets like 2000-2002.
2. MARKETS
                                    Current Market Volatility
Last month, the Dow Jones Industrial Average hit a record 14,000, while the broader S& P 500 hit a closing record high of 1,553.  Currently these indexes are 13,206 and 1,459.  Why the sudden declines?  The three main causes for this market volatility are:  the Hedge Fund community; the sub-prime mortgage crisis; and fear.  

The Hedge Fund community is huge, and in many quarters, is highly exposed to risk.  When their big bets begin to go wrong, the hedge funds then “run for cover”.  The way the hedge funds “run for cover” is by selling the very stocks and/or bonds they have been piling into.  This is why emerging markets stocks have plunged along with the U.S. market.

The sub-prime mortgage crisis refers to the sharp rise in foreclosures in the sub-prime mortgage market that began in the United States in 2006 and has led to a global financial crisis that began in July of 2007.  Rising interest rates increased newly-popular adjustable rate mortgage payments at the same time property values suffered declines from the demise of the housing bubble, leaving home owners unable to meet financial commitments and lenders without a means to recoup their losses.  

The sharp rise in foreclosures after the housing bubble caused several major sub-prime mortgage lenders, such as New Century Financial corporation, to stop issuing new loans or file for bankruptcy protection (some have been accused of actively encouraging fraudulent income inflation on loan applications), leading to the collapse of many sub-prime mortgage industry stock prices, and drops in stock prices of some large lenders like Countrywide Financial. 
This issue has influenced the declines in stock markets worldwide, several hedge funds becoming almost worthless, coordinated national bank and brokerage houses financial interventions, contractions of retail profits, and bankruptcy of several mortgage lenders.
As is often the case, fear has raised its ugly head and has compounded the effects of the downswings.  This leads other investors to seeing buying opportunities caused by the fear over-reaction which results in large upswings – like two giants pulling on a tug of rope, the indexes experience large up and down swings.

Some positive issues to keep in mind are:
1. The Fed is not on the warpath.  Policy here is not being tightened.  On August 17, 2007 the Federal Reserve approved a half-percentage point cut in its discount rate on loans to banks.  Though the move does not affect the Fed interest rates that holds the most sway over the economy, it does signal that policy makers may be prepared to cut interest rates more quickly than first thought if the outlook worsens;
2. Second quarter economic growth (GDP) grew at a healthy 3.4% while core inflation (ex-food and energy) was the lowest in four years at 1.4%.  We think the economy will not continue to grow at this pace for the second half of the year, but positive growth is still a probability;

3. Other positives factors are the underlying positives of strong global growth, mild inflation and interest rates, low unemployment, oil sliding below $70/barrel after setting a new all time high of $78+/barrel, and formidable corporate cash cushions (and government cash cushions in some ‘emerging’ markets).

R.O.I. feels that all these positive issues make a sustained double-digit percentage drop unlikely.  
R.O.I. feels that there is a good chance that the last couple of months of 2007 could be good months for investors who stay in the market, though getting there (September and maybe October) could be “bouncy” (so we will continue to make some “small bets” to hopefully cushion the downward part of the bounces).  We could be wrong, that is why we will continue to “straddle the fence”, but we think the positive issues listed above can pull us through this difficult period that is being caused by:  the Hedge Fund community; the sub-prime mortgage crisis; and fear.  We recommend that clients continue to let R.O.I. “Take Care of You” (i.e., your portfolios) just as we have in the past, don’t get scared, then panic and then sell low - instead, focus on the things that are most important in life, like family and health, that R.O.I. can’t help you with.
3.   CURRENT BEST FUNDS
	  
	LAST MONTH
	’07 YEAR TO DATE
	1/1/97 THROUGH ‘07

	ROI’S MPT INDEX*
	      -2.2%
	          +4.5%
	          +  86.4 %

	ROI’S “BEST FUNDS”**
	      -0.4%
	          +8.2% 
	          +122.7%


*  ROI’s MPT INDEX = An index based solely upon one Modern Portfolio Theory type of Asset Allocation to each of the following 12 Asset Classes, assuming from:  (1) 1/1/97, an 11% Target Re
turn (i.e., 70% in Stocks; 15% in Bonds; 15% in Anti-Inflation); and, (2) 3/1/03, a Moderate allocation (i.e., 50% in Stocks; 25% in Bonds; 25% in Anti-Inflation); using the average returns of all mutual funds in each Asset Class, Rebalanced on a monthly basis (data supplied by Morningstar).

**  ROI’s “BEST FUNDS” = Using the accumulated yearly IRR % of an actual client’s account that uses the same Moderate Asset allocation as in ROI’s MPT INDEX, but includes all of ROI’s other strategies.

ISSUE# ONE HUNDRED-THIRTY-THREE BEST FUND CHANGES & WHY?
(Funds or % in <   > are new funds and allocations replacing prior choices.  Current through Newsletter date.)
	STOCKS
	
	BONDS

	  Aggressive Growth
	
	  US/LT, ST, Mtg, Convertible

	    Janus Orion <117.0%> 
	
	    Northern Inc. Equity (25%)

	
	
	    DWS Short Dur A (33.3)

	  Growth
	
	   Loomis Sayles Invst (92%)

	    AmCent Heritage (175.0%)
	
	  Junk                                

	    Aston/Opt Mid Cap N (131.25%)
	
	    Excelsior High Yield (31%)

	  Small Cap
	
	  Global

	    Alger SC/MC Growth A (87.5%)
	
	    Templeton Glbl Bond (50%)

	    MIF Trust US Cap Vlu (87.5%)
	
	    DWS EM Bond (50%)

	  Equity Income
	
	ANTI-INFLATION

	    Mutual Beacon A (150%)
	
	  Asset Manager

	
	
	    Prudent Bear Fund <87.5%>

	
	
	    ProFunds Short RE <75%>

	  Stock Index
	
	    Eaton Vance Balanced (75%)

	    Fidelity Spartan Market Index (133%)
	
	  Ntrl Res, Utilities & Metals  

	           
	
	    JennDry Utilities (50%)

	  Overseas:  Int’l, World, SC, EM
	
	    Van Eck Hard Assets (106.25%)

	    Janus Overseas (176.7)
	
	   Real Estate 

	    Oppenheimer Intl SC (118%)
	
	     Davis Real Estate <33%>

	    Driehaus Emerging Markets (75%)
	
	     Alpine Intl RE (83.4%)


THE “WHYS”
1.  Allocation Changes – Normally R.O.I. waits to make “Fine Tuning” changes in clients’ portfolios until we make updates to “Best Funds”.  Due to the current market volatility, R.O.I. made “Fine Tuning” changes at the beginning and closer to the middle of the month to decrease the negative effects upon clients’ portfolios caused by the market volatility.  R.O.I. decreased its allocation to Davis Real Estate and increased its allocation to Pro Funds Short Real Estate because the U.S. real estate market is currently struggling and we anticipate continued struggles in this area at least in the short term future.  The Pro Funds Short Real Estate fund should perform well when the U.S. real estate market and the Davis Real Estate fund are performing poorly.  R.O.I. also increased its allocation to the Prudent Bear Fund because the Prudent Bear Fund shorts the U.S. stock market and should perform well when the U.S. stock market performs poorly.  R.O.I. also increased its allocation to the Janus Orion fund (our aggressive growth allocation) because it has been performing much better than any other stock allocations during this month, and because of its large allocation to U.S. Large/Europe it could perform very well in an upswing influenced by a “flight to quality”. R.O.I. will again make “Fine Tuning” changes when it updates to “Best Funds” at the end of August;
2. We made no updates to “Best Funds” because of Early Redemption Fee (ERF) restrictions that will expire at the end of this month.   
	THE PREDICTION WAS:
	
	THE DJIA WAS:
	
	THE PREDICTION WAS OFF BY:

	MADE
	FOR 
	DJIA
	
	ACTUALLY
	
	POINTS
	PERCENT

	   4/06
	  9/06
	11128
	
	11613
	
	- 485
	    -     4%

	   5/50

  6/06
	10/06

11/06
	11129

[Missing 
	
	12011

Information]
	
	- 882
	    -     8%

	   7/06
	12/06
	11400
	
	12421
	 
	-1021
	    -     8%

	   8/06
	  1/07
	12225
	 
	12475
	 
	-  250
	    -     2%

	   9/06    
  10/06   
  11/06   
  12/06
   1/07
   2/07
   3/07
	  2/07   
  3/07     4/07
  5/07
  6/07
  7/07
  8/08            
	11270    
11269
11342    
11544
11991
12269
12419
	   
	12770
12171
12937                    
13540
13489
13918
13090
	
	-1500
-  902
-1595
-1996
-1498
-1649
  -671
	    -   12%
    -     7%
    -    12%
    -    15%
    -    11%
    -    12%

    -      5%


	            TWELVE MONTH ERROR RANGE =
	
	-250/-1996
	 -2%/-15%


!!R.O.I. believes it is impossible to predict the short-term future.  If the “experts” can’t reliably do so what chance do you or R.O.I. have?  Should we make large bets on short-term predictions?
4.  COMPREHENSIVE FINANCIAL PLANNING
COMPREHENSIVE

FINANCIAL

PLANNING

INCOME & EXPENSE
 •Emergency Planning

 •Budgeting

 •Taxes

KIDS/GRANDKIDS’ GOALS
 •”Teach Them To Fish”

 •Missions, Education, Marriages,
  and Home Down Payments

RETIREMENT 

LONG TERM CARE
DEATH & DISABILITY

IDENTITY THEFT PROTECTION

ESTATE PLANNING

BUSINESS & ASSET PROTECTION PLANNING
THE MOST BORING (IMPORTANT) FINANCIAL SUBJECT OF ALL
In the previous issue we talked about “Protecting Yourselves from Very Inconsiderate Relatives” (financial emergency planning).  This time we want to discuss “The Most Boring (Important) Financial Subject of All” (budgeting, i.e., managing income and expenses).  This subject used to be called boring, but now it effects the lives of so many of us or the lives of our children and grandchildren (and if it doesn’t now, it will in the future), that it deserves our:  (1) Attention; (2) Time; and, (3) Efforts; before things get so bad that it takes all our:  (1) Attention; (2) Time; and, (3) Efforts.

The controlling principle about budgeting can be stated as follows:  “Before you can influence your financial future, you must first control your financial moment.”  Another way to state this principle is:  “Your budget provides the fuel (i.e., the resources) to drive your financial future ( No fuel = No future.”

ROI believes there are four “Budgeting Priorities”: 

1st  = Pay the Lord (you can’t take it with you, and faith precedes the miracle);

2nd = Pay yourself (any fool can spend – no talent and no discipline is required – it takes a wise person to save);

3rd = Pay those who have to be paid (the required payments to have food, shelter, clothing, the necessities);

4th = Be selective and wise with the rest!

The sooner we learn and put into practice these priorities, the better off we will be.  The rest of this discussion will be about the 4th Priority = Be selective and wise with the rest!  Specifically, we are going to discuss:  (1) Controlling debt; and, (2) Using “Sinking Funds”.

CONTROLLING DEBT:  Remember, debt is a mortgage on your future, i.e., something becomes so important for you to have it now that you are sacrificing some of your future income ( the HAVE NOW, PAY LATER SYNDROME.  Something this important should provide you with future value or income ( that is why it is usually o.k. to borrow for a home (it will almost always grow in value), or education (it will almost always generate more income), but why it is probably wise to save for everything else (including transportation, because they go down in value and don’t produce more income).  For example, instead of driving a “clunker” for a few years and saving to buy the new car, you buy the new car right now:

	HAVE NOW, PAY LATER SYNDROME ( THE NEW CAR

	Down

Payment
	Amount

Borrowed
	Interest

Rate
	Payback

Period
	Total Cost
Of Car
	Cost of Credit $
	Cost of

Credit %
	Worth of Car
When “Paid For” 

	$  2,000
	$18,000
	  8%
	48 months
	$22,953
	$  2,953
	13%
	$10,000


In this example, a person pays an extra 13% in the form of future income for the privilege of owning an asset NOW that is probably going to lose 50% of its value in about four years.  A bad syndrome!
SINKING FUNDS:  What is a “sinking fund”?  There are many expenditures over the course of a year (or years) that do not happen monthly, e.g., real estate property taxes, car and house insurance premiums, vacations and anniversaries, Christmas, home improvements, buying a car, etc.  Most of these non-monthly expenses are foreseeable (you know about when they will happen) and can be valued (you know about what they will cost).  A “sinking fund” is simply taking the value of the non-monthly expense, dividing it by the number of months till it happens, and setting that amount aside each month so the total value will be there when the non-monthly expense needs to be paid, e.g., car replacement cost of $20,000 - $10,000/future sale value of current car, in three years = ($20,000 - $10,000)/36months = $278 set aside/month.

Sinking funds are in addition to Emergency Funds, i.e., your minimum three months of Emergency Funds is over and above the total value of your sinking funds.  If you have a Quicken type software package it is easy to set up an “asset account” for each sinking fund item, including your Emergency Fund, and to set aside each monthly contribution to each “asset account”, and to draw from the “asset account” when it comes time to spend that particular chunk of money for real estate property taxes, car and house insurance premiums, vacations and anniversaries, Christmas, home improvements, buying a car, etc.  If you don’t use a Quicken type software package, you can set aside each monthly contribution by writing a check to a separate envelope, or, set up a money market account for all of the sinking funds (and keeping tract on paper or in a ledger what part of this money market account is for each sinking fund item), and a separate money market account or savings account for your Emergency Funds.

Getting accustomed to using sinking funds is such a blessing to your finances because the money for these non-monthly expenses is “always there” when you need it, and, you never drain your Emergency Funds for a non-emergency expenditure that was simply not planned for.  Life is good, but even better when you use wise and simple accounting techniques to minimize financial surprises!
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