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The Flavors of Investing

It is tempting to jump on the investment bandwagon
when certain parts of the market soar based on a trend
or analyst report. While great potential exists, sector
investing can also come with great risk.

As seen in the image, what is hot one year isn’t always
hot the next. Interested investors should be willing to
follow a sector’s ups and downs, as timing the market
is difficult. Investing in specific sectors can add
volatility to a portfolio, but exposure to the right
sectors can contribute to improved financial
performance. Keep in mind that while sector investing
can fill a gap or serve as a speculative play, a balanced
asset allocation should be the core of any portfolio.
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Monthly Market Commentary

In early September, the European Central Bank took
steps to ease monetary policy and China introduced
new infrastructure stimulus measures, as economic
news in both regions continued to show signs of
slowing. Both these actions have led many to expect
the Federal Reserve to do the same with some form of
quantitative easing, following poor manufacturing data
and a softer-than-expected employment report in
August. Morningstar economists believe that lowering
rates further may do little to help the economy.
Corporations are already awash with cash, while
consumers are still finding it difficult to get loans at
these low rates. Furthermore, commodities are on the
rise again with gold setting a five-month high, and oil
prices moving higher.

GDP: Second quarter real GDP was revised upward
to 1.7% from 1.5%, which typically means that things
were stronger in the last month of the quarter than
originally anticipated. Overall, consumer spending was
revised up, exports also improved (despite turmoil in
Europe), and government spending shrank less than
previously estimated. Although the quarter-to-quarter
data over the last 2 years continued to be extremely
volatile (ranging from 0.1% to 4.1%), the year-over-
year data shows GDP growing at a slow but consistent
pace (1.6% to 2.8%).

Employment: August saw a disappointing 96,000 jobs
being added, down from 163,000 jobs in July.
Morningstar economists have highlighted a few
inconsistencies over this data: at a time when new and
existing home sales were up, the report indicated
construction employment did not grow at all. Also, the
employment at building material and garden centers
was reported to have fallen by almost 10,000 people,
which Morningstar economists felt was unlikely, given
the better construction market. An unusually large
number of employees (380,000) left the workforce in
August, which caused the unemployment rate to drop
to 8.1% from 8.3%. Morningstar economists believe
that this was mainly because of students returning to
school from their summer jobs. While seasonal
adjustment factors are typically supposed to capture
this change, many schools and universities are shifting
the start of their school year earlier in August. The
high dropout rate could also have come from more
employees quitting, or ceasing to look for jobs, to go

back to school due to poor economic prospects.

Housing: The housing recovery has continued long
enough that both leading indicators (pending home
sales) and lagging indicators (Case-Shiller Home Price
Index) were moving in the same positive direction.
July pending home sales jumped 2.4% compared with
June and 12.4% compared with July 2011. It is
important to note that pending sales have been higher
than closed sales all year, as the failure of homes to
appraise at the agreed-upon price and tight lending
conditions are holding back closings. In June, the Case
-Shiller 20-city index increased 0.5% on a year-over-
year basis, which marked the first year-over-year
increase in two years. Although the index just broke
into positive territory, the improving trend has been in
place for six consecutive months. Month-to-month
data showed a 2.3% increase, and all 20 cities in the
index showed home price improvement.

Manufacturing: U.S. manufacturing in August
continued to slow, as new orders fell and inventory
levels increased. However, auto sales accelerated to
14.52 million units in August, the best performance
since the cash-for-clunkers promotion in 2009. Year-
over-year sales growth of over 20% was inflated by a
strong recovery from Japanese brands that suffered
supply shortages last August because of the tsunami.
Pent-up demand and low cost has also resulted in the
Detroit Big Three reporting year-over-year gains of
more than 10%, mainly from pickup truck sales.
Outside the U.S., manufacturing in Europe continued
to weaken, including Germany, because of softer
orders from China. China’s manufacturing sector also
underperformed, reporting its lowest level since 2009.
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Five Ways to Cut Housing-Related
Costs in Retirement

Housing-related costs are often the largest component
of retirees' household budgets, so this article will
address some of the key ways in which retirees can cut
this type of costs.

1. Consider a Cheaper Location: Talk about trade-
offs. The decision to relocate is a difficult one,
particularly if it means venturing away from kids,
grandkids, and longtime friends. It's also worth noting
that the highest-cost housing markets also tend to be
close to other amenities that may be important to a
retiree's quality of life, such as cultural and leisure
attractions. But if you reside in a high-cost locale and
are assessing how you can make your nest egg last,
relocating ought to be high on your list of
considerations. By selling your high-priced home and
moving to a cheaper location, you may be able to
unlock a significant amount of equity while also
reducing your housing costs on an ongoing basis.

2. Downsize in the Same Location: If you're not up
for relocating, you might still be able to save money by
downsizing to a smaller home in your same geographic
locale. Like relocation, this decision usually doesn't
come without compromise: Many people have a
sentimental attachment to the homes in which they
raised their families, and after a lifetime of
accumulation, a move across town may seem like more
trouble than it's worth. And if you stay in the same
geographic locale, your non-housing costs (food,
entertainment, and the like) will stay the same. But
even within a depressed housing market, you may be
able to unlock valuable equity by selling your larger
home, and your ongoing costs for taxes, maintenance,
and utilities are also likely to be a lot lower.

3. Consider Combining Households: Thanks to the
economic downturn, there's a well-documented trend
toward children remaining with their parents for a
much longer time than in the past. But we may also
start to see more people combining households later in
life—grown children moving in with elderly parents,
retired siblings moving in with one another, and so
forth. Of course, such setups sound a lot simpler than
they are in practice, but consolidating what would've
been two households into one can help reduce costs
greatly.

4. Don't Pay for Care Until You Need It: Seniors are
increasingly gravitating to so-called continuous-care
retirement communities, which allow them a great
amount of independence as long as their health allows
but also provide for ongoing health care and other
assistance later in life. Such facilities allow seniors to
transition from one life stage to the next with a
minimal amount of disruption--a huge attraction
given the upheaval that often occurs when seniors
move from an independent home to assisted living to a
hospital and back again.

As sensible as such arrangements are, however, they
carry significant costs. If you've run the numbers and
think there's a significant risk you could outlive your
assets, a continuous-care retirement community may
entail more costs than you can afford to bear,
particularly if you don't yet need any help. The
decision to move into a continuous-care community is
a hugely complicated one that should entail a full cost-
benefit analysis.

5. Refinance: One of the best financial steps you can
take in the years leading up to retirement is to pay
down your debt, because reducing your fixed costs in
retirement will reduce the income demands you make
on your portfolio. But if you still have a mortgage and
are preparing to retire or you're retired already,
refinancing ought to be on your radar. Mortgage rates
have ticked up in recent weeks, but they're still
ultralow relative to long-term averages.
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The Art of Asset Location

Asset location is a part of the investing strategy that
involves deciding which investments to hold in which
accounts, and taxes play an important role in this
decision. Here are a few basic guidelines.

Hold in Your Tax-Sheltered Accounts: Assets With
High Tax Costs. In general, government or corporate
bonds and bond funds may be a better fit for tax-
sheltered accounts (like IRAs and 401(k)s) than for
taxable accounts because their payouts are taxed at an
investor's ordinary income tax rate. If you need to hold
bonds in your taxable accounts, a municipal bond or
municipal bond fund might offer you a better after-tax
yield than a taxable bond investment, because income
from munis is exempt of federal income taxes.

Hold in Your Taxable Accounts: Assets With Low
Tax Costs. By contrast, stocks and stock funds may
generally be a better bet for taxable accounts. Long-

term capital gains, which is what you have when you
sell a stock that you've held for at least a year, are taxed
at a much lower rate than bond income (however,
these favorable tax rates are set to expire at the end of
2012).

Stocks are not guaranteed and have been more volatile
than the other asset classes. Dividends are not
guaranteed. Bonds are subject to credit/default risk
and interest-rate risk. Municipal bonds may be subject
to the alternative minimum tax (AMT) and state and
local taxes, and federal taxes apply to any capital gains
distributions. Retirement accounts are tax-deferred
vehicles designed for retirement savings. Any
withdrawals of earnings will be subject to ordinary
income tax and, if taken prior to age 59½, may be
subject to a 10% federal tax penalty. This should not
be considered tax or financial planning advice. Please
consult a tax and/or financial professional for advice
specific to your individual circumstances.
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