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OUR 25 FAVORITE FUNDS

WE TWEAKED THE KIPLINGER 25 TO BUILD IN MORE SAFETY AND DIVERSIFICATION.

BY ANDREW TANZER

IF YOU STAYED THE COURSE OVER THE PAST YEAR AND STUCK WITH YOUR INVESTING

plan, you’re probably feeling much better about your portfolio than you did a year

ago. Nearly every investment class—U.S. and foreign stocks, bonds, and commodities—

has rewarded patient investors. // Before you lapse into complacency, though,

consider some of the risks out there. In the U.S., debt among all levels of government

is too high. The same goes for house-
hold balance sheets. Employment, in-
come growth and consumption may
remain subdued for years to come,
weighing down economic expansion.
Interest rates, which essentially de-
clined for nearly 30 years (lifting bond
returns), have nowhere to go but up.
And the picture is no cheerier in Japan
and most of Europe.

Many risks—excess leverage, gov-
ernment deficits, higher taxes, cur-
rency instability, defaults by nations—
will stay with us for years, so it might
be time to build more diversification
and safety into your portfolio. And
because you can make a plausible case
for inflation or deflation, you might
also want to build in protection
against either occurrence.

It is with these goals in mind that
we made some adjustments to the Kip-
linger 25, our favorite no-load funds.
In particular, our new list includes a
short-term bond fund and a merger-
arbitrage fund. Our method of picking
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funds remains the same. We prefer
funds with low fees run by managers
with long, solid track records who
work for fund families we trust. We
like funds with low turnover that in-
vestors can hold for the long term.

©®© FUNDS THAT ZIG
Modern portfolio theory teaches that
if you skillfully combine investments
that move out of sync with one an-
other, you can increase your portfo-
lio’s return while reducing volatility.
But it’s getting tougher to identify in-
vestments that zig when others zag.
For example, the degree to which
emerging-markets stocks and com-
modities move with the S&P 500 has
risen dramatically in recent years.
We’ve added ARBITRAGE FUND to our
list this year because of its ability to
march to its own tune. This fund in-
vests in takeover stocks after a merger
or acquisition has been announced.
There’s typically a gap between the
share price of the target after the deal
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is disclosed and the closing price of
the deal. Arbitrage seeks to capture
the final few dollars—or cents—of
appreciation by investing in deals
that are most likely to reach fruition.
The beauty of Arbitrage is that it has a
low correlation with both stocks and
bonds. John Orrico, the fund’s senior
manager, notes that merger-arbitrage
strategies have historically captured
about two-thirds of stock-market gains
while suffering only one-third the vola-
tility. During the 2007-09 bear market,
Arbitrage remarkably gained 1.6%. Since
its September 2000 launch, the fund re-
turned 6% annualized, an average of six
points per year better than the S&P 500.
Orrico, who runs the fund with
Todd Munn and Roger Foltynowicz,
says that at any given time his team is
typically studying 120 to 150 transac-
tions and will invest in 40 to 50 of
them. He particularly likes those of
$500 million or less, because small
deals are likely to attract more com-
peting bids with higher offers.
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SPECIALIZED/COMMODITY FUNDS

Arbitrage Fund R RREIALIEED HETIEN EXPENSE  This fund invests in shares of target companies after potential buyers
(ARBFX) @ 92% s 51% ramo have announced their acquisition plans. Most years, Arbitrage grinds out
800-295-4485 s 50% n = 1.95%  positive returns regardless of gyrations in the stock or bond markets.
Pimco CommodityRealReturn ~ ANNUALZEDRETURN  oypeyqe — This fund is far more volatile than Arbitrage, but it acts as a nice hedge
Strategy D (PCRDX) ©@48.2% 3 -27%  ramo against rising inflation. Manager Mihir Worah collateralizes his commadity-
800-426-0107 s =0.4% w0 — 1.28%  fytures positions with holdings in Treasury inflation-protected bonds.
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