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The U.S. economy continues to slow down.  The latest report from the
Commerce Department put GDP growth at an annual rate of only 2.4% in
the 3Q, as compared with 5.6% in the 2Q and 4.8% in the 1Q.  Elsewhere,
durable goods orders fell 5.5% in October to the lowest level in more than
a year.  Consumer confidence fell by 1.7% in November.  These and other
reports confirm that the economy has finally slowed down to a pace that is
well within the Fed’s non-inflationary target.  However, there is still no rea-
son to believe that a recession lies ahead.

It is now widely expected that the Fed will lower interest rates soon
after the first of the year.  I would expect this to be the case, but only if there
is more confirmation that the economy is growing at a slower, non-infla-
tionary pace.  There is also speculation that we could have a new Fed chair-
man next year, especially under a Bush administration (possibly Lawrence
Lindsay).  It will be interesting to see how this plays out.

The stock markets continue in turmoil with the tech sector in a virtu-
al freefall.  The Nasdaq Index plunged 50% from its all-time high on
November 30th.  As troubling as the recent selloff has been, the tech sector
had been extremely over-valued, and the latest decline has gone a long way
toward correcting the excesses which occurred during the upward blowoff
period in December - March.  The Dow Jones and the S&P 500, by com-
parison, are only down 11% and 14%, respectively, from their peaks.  It will
not surprise me if we are witnessing a great buying opportunity in stocks as
you read this.  In this issue I will discuss a strategy for getting back into the
stock markets and mutual funds now that values are more reasonable.

With the economy slowing down, and with the Fed expected to lower
short-term rates soon after the first of the year, bond yields would now
appear to have more room to fall.  However, with 30-year yields down to
5.6% or below, I would not chase this market if you are not already in it.

The Diversified and Alternative Funds gained apprx. 2½% and 2%,
respectively, in November.  The Long/Short Growth Fund resumed trading
on December 1st under the management of three new Trading Advisors.
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Cautious Group

If the phone calls and letters I’ve been receiving
lately are any indication, most ProFutures clients
believe we are now in a bear market in stocks.  Most
also believe we are headed for a recession.  Many of
these same people have believed we were headed for a
recession and a bear market for several years and as a
result, missed out on the historic advance in equity
prices over the last few years.  

Each year we survey 500 randomly selected clients
and ask many questions about their likes and dislikes,
their investment criteria, their objectives, etc., and we
ask for their views on the economy and the stock mar-
kets.  Generally speaking, and based on these surveys
our clients are a cautious group.  More expected an
economic slowdown or recession for the last several
years, as opposed to a continuation of the current eco-
nomic expansion.  More also expected a serious cor-
rection or a bear market in stocks to unfold, as opposed
to a continuation of the bull market as we have seen.

Not surprisingly then, the surveys showed that
most of our clients are significantly under-invested in
equities. Most have had a sizable portion of their port-
folio in cash (money markets) or in bonds, waiting for
what they felt was the inevitable serious correction or
bear market in stocks.  As a result, many clients have
been waiting on the sidelines for several years for an
opportunity to get back in the market.

Is That Opportunity Unfolding Today?

There are those clients who are going to be peren-
nial bears, no matter what I might argue to the con-
trary, and no matter how cheap stock prices might
become.  However, in this issue I am going to make a
case that the current downturn in stock prices, while
perhaps not over yet, offers a great opportunity to repo-
sition your portfolio with a more normal allocation to
equities and mutual funds.

Picking bottoms in market corrections or bear
markets is virtually impossible, and I am the first to

admit that.  However, anytime we have a significant
move down in a market, such as we have seen since
April and especially over the last two months, I believe
it is imperative to at least consider that a major bottom
could come in the period just ahead.  And I believe that
you should develop a specific plan of action that you
will implement should there be indications that the
latest correction is over.  This is especially important
for clients who are significantly under-exposed to equi-
ties and have been waiting for an opportunity to invest
at more reasonable values.

In the pages that follow, I will discuss the outlook
for the now slower economy, the current status of the
stock markets and a strategy for re-entering the stock
market should you decide to do so.

The Economy:
Soft Landing Or Recession?

Most economic forecasters have predicted that the
US economy would slow down for over a year now, but
it continued to surprise on the upside.  While the econ-
omy has proven to be much stronger than most econo-
mists forecasted, the latest report on Gross Domestic
Product is definitive - a slowdown has finally occurred.

The Commerce Department’s preliminary esti-
mate put 3Q GDP growth at a 2.4% annual rate.  That
follows annual growth rates of 5.6% in the 2Q and
4.8% in the 1Q.  The latest GDP report was actually a
bit lower than the advance estimates.  While the pre-
liminary report will undergo two additional revisions,
it is clear that the economy has slowed to a rate well
within the Fed’s target for non-inflationary growth.

You would think that the latest GDP report would
have been welcomed in the financial markets as great
news, given that so much attention has been focused on
the idea that continued above-trend economic growth
would lead to higher inflation and more onerous mon-
etary policy by the Fed.  Yet the response to the latest
GDP report was largely one of a defacto recession.   In
the span of just a week or so, talk went from welcom-
ing the slowdown to fears of a recession.
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Frankly, I attribute much of this negativity to the
fact that the presidential race is still undecided and all
the pandering that has gone on since the election, and
the current widespread discontent with our future in
the post-Clinton era.  It is not clear how public senti-
ment about the economy will fall once it is decided who
will occupy the White House next year.  However,
there is no compelling evidence yet that we are headed
for a recession in 2001.

The Economy Had To Slow

Following five consecutive interest rate hikes by
the Fed, an inverted yield curve at times, and a near
blowout in the stock markets (especially the high flying
tech stocks), the equity-driven economy had to slow
down.  Yes, it took longer than expected, but then this
was the longest and strongest economic expansion in
history.  In retrospect, it should have taken longer to
slow down.  Now that it finally has, let’s look at the
most likely scenario for going forward from here.

The “soft landing” (no recession) crowd believes
the Fed has done a good job of slowing the economy
and keeping inflation in check.  With the latest report
showing that GDP rose at a pace of only 2.4% in the
3Q, they believe the Fed has completed its job and  can
now begin to lower interest rates.  This group now
expects the economy to settle into a 2-4% annual
growth path with inflation remaining in the 2-3%
range.  And for the most part they believe the econom-
ic expansion will continue for several more years or
even longer.  They do not see a recession in 2001.

The economic naysayers, on the other hand, point
to a variety of indicators and conditions that they
believe will lead to a recession next year.  They cor-
rectly point out that the phase of easy money has
ended, and that banks continue to tighten lending stan-
dards.  They point to the fact that bank liquidity is at
the lowest level in nine years, and warn that loan loss-
es (bad loans) will most surely move higher in this
highly leveraged economy.  The chairman of the FDIC
recently stated, for example, that there has been a wor-
rying deterioration in the quality of bank loan portfo-
lios, especially in commercial real estate loans which
have often been the catalyst for recessions in the past.
These points should not be taken lightly.

The recession crowd has seen more ammunition
fall on the side of their argument with the latest implo-
sion in the tech stocks.  As they have warned for a very
long time, the technology sector finally succumbed to
the inevitable selloff.  This, the bears argue, puts the
already stressed financial system at extreme risk of a
financial accident, especially if stocks continue to fall.

Finally, the recession crowd argues that consumer
demand, the engine of the economy, is set to fall sig-
nificantly just ahead.  As noted on page one, consumer
confidence has peaked in the last few months.  This
fact would seem obvious, even to those who are not
economists, in that consumer demand had to slow for
economic growth to ease from a 5.6% growth rate to
2.4%.  The question is, will consumer spending
retrench to the point that it causes a recession?

Too Early To Tell & Too Early To
Declare That A Recession Is Inevitable

While you may be prone to take a negative view of
the economy and the stock markets, I would advise you
to keep an open mind.  The fact that the economy has
finally slowed from its blistering pace of the last sever-
al years is no assurance that a recession will follow.  In
fact, The Bank Credit Analyst continues to believe that
a soft landing in the economy is the most likely sce-
nario, although they caution that a further blowout in
the equity markets would undermine that view.

At the same time I would advise you not to assume
a recession is inevitable, I would also recommend that
you not assume the latest downtrend in stocks is going
to turn into a long, severe bear market.  In my view, the
only thing we can conclude about the stock markets at
this point is that a much needed and long overdue cor-
rection has now occurred in the technology sector.
Some powerhouse companies can today be bought for
a fraction of their value a year ago.  Who would have
thought you could buy AT&T for less than $20 per
share, down from $61, or General Motors for $50 per
share, down from $95, or Dell Computer for $19 per
share, down from $60?

My point is, this may be a great buying opportuni-
ty in the weeks ahead, and there is, as of yet, no com-
pelling evidence that a recession is imminent.
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Getting Back In The Game

If you come to believe, as I do, that we are seeing
a great buying opportunity in stocks, there are some
very common and well documented mistakes that you
can avoid.  Numerous research groups have conducted
indepth studies on the patterns and practices of mutu-
al fund investors.  I have reported some of these stud-
ies in the past, but the updated results are well worth
noting, especially if you plan to get back in the equity
markets in the weeks or months ahead.  The facts stat-
ed below come from studies by Morningstar and
Dalbar, both of which publish data on mutual funds
and investor behavior.

Not Making What The Indexes Make

We’ve been in the greatest bull market in history,
and more people are invested in stocks and mutual
funds than ever before.  With all the access to infor-
mation, with the Internet and with round-the-clock
financial shows on television, you would think most
people have made a fortune in the last 5-10 years.  You
would probably think that most mutual fund investors
have made at least as much as the market indexes, or
even more.  But the fact is that the average mutual fund
investor has not even come close to making what the
relevant market indexes have during the bull market.

The latest Dalbar study analyzed mutual fund cash
flow data from 1984 through the end of 1998. Over
this 15-year period of time, the S&P 500 Index aver-
aged 17.90% per annum, while the average equity
mutual fund investor averaged only 7.25%.  This dif-
ference of over 10 percentage points per year in aver-
age annual returns is huge!

What makes this figure even more astounding is
the fact that many equity mutual funds beat the S&P
500 during this 15 year period.  Had you invested in
one or more of these funds that beat the S&P, and had
you stayed in it for the entire period, you could have
made even more than the 17.9% average annual gain in
the S&P 500 Index. Many funds did that or better.

Chasing The Latest “Hot” Funds

What the various studies have consistently shown,
however, is that most investors do not hold their mutu-
al funds for the long-term.  Instead they tend to switch
from fund to fund with increasing frequency.  There are
many reasons for this, but among them are: 1) the bar-
rage of financial information we have today; 2) the
armies of so-called “experts” in the media; 3) the ease
of switching; and 4) the desire to beat the market.

As a result, most investors are continually chasing
the latest “hot” funds.  Unfortunately, today’s hot
funds may well be the laggards in the months or years
ahead, especially with the now common “rotation”
among the various market sectors.  Many investors find
themselves on what I call the “mutual fund merry-go-
round” or the “fund of the month club” where they are
continually changing their holdings, often buying high
and selling low.  But as the studies repeatedly show,
frequent switching has resulted in the average investor
making less than half of what the S&P 500 made.

Another 10-year study by Dalbar revealed that
investors who bought “load” mutual funds outper-
formed their counterparts who bought only “no-load”
funds.  This study showed that over the 10 year period,
the load fund investors gained a cumulative 20% more
than those who bought similar types of no-load funds.
This study dispelled a long-held belief that no-load
funds significantly outperform load funds, but had
another even more important conclusion: investors
tend to hold onto load funds longer than no-load
funds.  Because they paid a load in, they tended to stay
with the fund and earned better returns on average.

Buying Only For The Long-Term

If you believe that we are seeing a great buying
opportunity in the markets, and if you plan to get back
into the market sometime soon, I would strongly advise
you to do so only with a long-term view of these invest-
ments.  No one can tell you when the current correc-
tion will end, and you should assume you will be either
a little late or a little early when you make your deci-
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sion to get back in or bring your portfolio back to a nor-
mal allocation of equities.  In my view, which is sup-
ported by the various studies, you should plan to hold
your selected mutual funds for several years at least,
and not bail out at the first sign of trouble.

Let me be clear, however, that there is nothing
wrong with making periodic changes in your mutual
fund portfolio.  Sometimes changes are in order, espe-
cially in instances where the fund manager leaves or
the fund takes on a new strategy.  In fact, I think it is
wise to review your holdings at least annually and make
changes when necessary - but only IF they are neces-
sary.  You definitely don’t want to be on the mutual
fund merry-go-round!

You Need To Have A Plan

If you are under-invested or not in the market, and
you intend to get back in soon, above all you need a
well thought out - and written - plan to follow.  Write
down the details of  what you wish to accomplish, and
in what time frame, and what amount of risk you are
willing to take to get there.  If you have a plan and you
follow it, you always know what to do, you will not fall
prey to the fund of the month club, and you should see
the results you want over the long-term. 

If you are uncomfortable in doing this on your own
there is no shortage of professionals who will help you
create a financial plan.  In fact, we have several people
at ProFutures who are qualified to help you.

Finding The Right Funds For You
Is A Daunting Challenge

If you’ve been out of the stock market, or signifi-
cantly under-invested for the last several years, it is dif-
ficult enough just to pull the trigger and get back in.
But once you’ve made that decision, then comes the
task of selecting a group of funds that have delivered
the kind of performance you want.  There are over
10,000 mutual funds to choose from and more arrive
almost every day.

On the surface, selecting the right funds for you
would seem easy.  Walk into any airport newsstand, for
example, and you will likely find at least a dozen

investment related magazines, most of which regularly
feature their “Top 10” (or 20 or 30) mutual funds.  But
what you will also find is that none of them agree on
which funds are the best and, even worse, their top rec-
ommendations continually change.

I used to subscribe to a bunch of these magazines,
thinking I needed to peruse them to stay current on
the mutual fund world.  But what I concluded after a
few years is that these publications, with their con-
stantly changing advice, are certain to put you in the
fund of the month club if you follow their advice!  I
have long since let my subscriptions lapse, and I rarely
even pick one up when I am looking for reading mate -
rial in an airport.  Obviously, I don’t recommend that
you rely on these publications, or what you hear on tel-
evision, when selecting your mutual funds.

What Criteria Is Right For You?

We all have different investment objectives and
risk tolerance based on our ages, income, dependents,
retirement goals, etc., etc.  The magazines and the talk-
ing heads on television, while purporting to be
“experts,” cannot know if the funds they tout would be
suitable for you or not.

When choosing what funds are right for you, one
of the first things you have to do is decide how much
performance history you will require.  Will you narrow
the field by only looking at those funds with a 10-year
track record, or would you be comfortable with funds
that have only 5 years or 3 years?  This is especially
challenging in the current market environment because
many funds with outstanding 10-15 year or even longer
records have faltered in this year’s very difficult mar-
ket.  As a result, some investors are now looking only
at funds which have done well this year.  This is what I
call the “what have you done for me lately” crowd.
While this year has been extremely difficult, I believe
you should stick with funds that have a good long-term
record, generally at least five years and preferably 10.

Even if you narrow it down to only those with 10
years of history, that still leaves you with thousands of
funds to choose from.  And this is precisely where most
investors throw up their hands and simply buy index
funds, or worse do nothing at all.
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A New Service You Asked For

As I mentioned earlier, each year we survey a rep-
resentative sampling of our client base. In analyzing
these surveys, it is clear that many of our clients would
like help in selecting and managing their mutual funds
that they intend to hold long-term.  Unlike our ADVI-
SORLINK program where “active” managers buy and
sell mutual funds and time the market, these clients
were looking for help with their other “passive” mutu-
al funds which they intend to buy-and-hold long-term.
Very few companies offer both active and passive man-
agement of mutual funds.

Over a year ago, and after many requests, we
decided to look into providing an investment product
to meet this need.  But before we would attempt to
expand into this area, we wanted to be sure that we
could bring you a first-class, professional service that
would both suit your needs and deliver the kind of per-
formance we know you want.  

Thus, for almost a year now, we have been investi-
gating and researching the various methods for select-
ing mutual funds, the latest hardware and software
available to help in this process and relationships with
several large brokerage firms that offer very competi-
tive services in this area.  We have spared no expense
in this process and have made a substantial investment
in what we have called our Dynamic Allocation
Program.

Admittedly, almost every brokerage firm offers
some form of asset allocation program, and there are
numerous Internet websites that have similar services.
We researched many of these services in our effort to
design an asset allocation program that would be: dif-
ferent, very personalized and better.  

[By the way, I definitely would NOT recommend
that you use a website service for selecting your mutu-
al funds.  With these services, you have to make all the
decisions yourself.  You can’t talk with an experienced
professional about your needs, and they don’t call you
back if their recommendations change.]

Experience Within

Fortunately, when it came to designing our own
program I had to look no further than our own three
professionals - Brad Unruh, Phil Denney and Spencer
Wright - who all came to ProFutures after working for
large brokerage firms.  They could not only relate to
the practices at their old brokerage firms, but also had
detailed knowledge of how other firms' asset allocation
programs worked.  

Unfortunately, they told me that many brokerage
firms' asset allocation programs are more driven by
commissions than by what is best for the client.  In
some cases, the only products the brokers can recom-
mend are the firm's own mutual funds, etc., which
often aren't the best for the clients.  Also, some bro-
kerage firms do not offer dollar cost averaging for
clients who would like to ease into the market, since
that would delay the realization of commission earn-
ings. Well, in my opinion, that's just wrong!

Building a Superior Program

Most asset allocation programs are based on soft-
ware that incorporates "Modern Portfolio Theory."  (Be
sure to read this month's Professional Investing for
more information about this important topic.)  The
objective is to maximize the "risk-adjusted" return over
the long-term.

The software analyzes the stated objectives and
risk tolerance of the investor, and then creates a rec-
ommended allocation of the investor's funds among
various asset classes.  The more expensive programs,
such as we selected, are loaded with the historical per-
formance data for a wide variety of asset classes includ-
ing stocks, bonds, real estate, foreign investments, ven-
ture capital and other alternative investments. 

This all sounds great, but the idea of a computer
generating a rather automatic allocation recommenda-
tion isn't nearly enough in my opinion.  For one thing,
many investors will give very different answers about
their objectives and risk tolerance when they fill-out a
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standardized questionnaire than they will when they
actually talk to an experienced professional they can
trust.  So, as we built our program, we emphasized a
very personal, very hands-on approach that utilized
both the vast resources of the software programs AND
our own years of collective experience.

While the software programs are impressive, there
is a great deal of fine tuning that must be done.  One
of the most critical areas is that of determining the spe-
cific criteria to be used in selecting the various mutual
funds to be considered for the allocation recommenda-
tions.  To do this, we purchased Morningstar's mutual
fund evaluation software. We then spent many long
meetings, with all of our collective experience, to
decide the selection criteria we would use for the mutu-
al funds that would be a part of our allocation program.  

As a general rule, our selection criteria only per-
mitted funds that had a minimum of a 10-year track
record.  A long track record alone, however, is insuffi-
cient.  We also wanted the funds to be in the top 25%
of its asset class for the 10-year and 5-year time win-
dows.  Wherever possible, we also required the funds
to be in the top 25% of its asset class over the past 3
years.   Many funds have good long-term numbers due
to spectacular performance early in their history, but
have not done well in recent years.  Others have great
performance in the last three years but lackluster
results prior to that.  To be included in our Dynamic
Allocation Program, the funds had to have consistently
good performance over the past 10 years or so.

After months of research was done, we had pared
down the list of thousands of possible choices to a rel-
atively short list of mutual funds in each asset class.
Once we got the list down to a workable number, we
then delved further into the details of the funds' oper-
ations, managers, portfolio holdings, availability,
turnover, etc., etc. to make the final selections.  

After months of research, hundreds of hours of
manpower and a substantial investment in software,
the result is that we now have a recommended list of 2-
3 outstanding mutual funds per asset class.  These are
all excellent funds, from several different fund families,
that I am very confident in and feel very comfortable
putting my own money into.

We Don’t Stop There

However, just because we have a final list of supe-
rior funds for each asset class, we won't stop there.  We
will continually monitor each of the funds in our pro-
gram to insure that their performance stays within the
parameters we have established. What's more, we'll
monitor other factors, such as manager changes, etc.
that can affect the performance of a fund in the future.

Should any of these factors make us change our
recommendation of any fund, we will let you know
immediately and suggest a replacement.

How Do You Get Started?

The best way for you to learn more about our
Dynamic Allocation Program is to call Brad, Phil or
Spencer. These fellows have years of experience in
helping investors choose mutual funds and allocating
their assets.  They all have experience in financial plan-
ning as well.  This is precisely why I convinced them to
join ProFutures over the last couple of years, and I
could not be more pleased that they are on our team!

They will send you one of our Confidential
Investor Profile questionnaires that will give us the ini-
tial information needed to help develop a portfolio
suited to your risk tolerance and future goals.  Once
they have that, they will call you to talk about your
answers and determine if there are any special needs or
preferences you may have that are not covered in the
Profile questions.  A proposal will then be prepared
and sent to you.  All of this is FREE of charge, by the
way, with no obligation on your part.

The proposal will contain a description of the
advantages of asset allocation, along with our cus-
tomized recommendations for your particular portfo-
lio.  Our Representative will call you a week or so later
to discuss the recommendations, and help you with any
final changes or adjustments you may want.  As always,
there will be no pressure to do this should you decide
not to; high pressure is not our style, and our
Representatives do not work on commission.

Once you approve of a final recommendation, you
complete the paperwork to establish your account and
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name us as the Advisor.  You send us the paperwork
along with a check made payable to our custodial bro-
kerage firm, T.D. Waterhouse, and we will take it from
there.  We will get your account established, see that
the selected mutual funds are purchased in the
account, and in the correct amounts, and we will mon-
itor the account thereafter.  All along the way, your
Representative will be there to answer any questions
and help you make any adjustments if needed.

The minimum investment for the 
Dynamic Allocation Program is $50,000.  

Our research tells us this minimum is necessary to
get a sufficient diversification of asset classes within
your portfolio which, after all, is the primary purpose
for entering into an investment program like this.  For
those of you who are nervous about the stock market,
we offer a flexible dollar-cost-averaging feature that will
let you ease into the market in stages over a period of
time.

Special Report On
Professional Asset Allocation

Very shortly I will have a Special Report discussing
the value of investing in a professionally-designed asset
allocation program.  This Report should be available
later this month.  If you would like a copy of this
Report, please call one of our Investor Representatives
(Brad, Phil, or Spencer) at 800-348-3601 and request
your copy.  Along with the Special Report, you'll also
receive one of our Confidential Investor Profile ques-
tionnaires for your review.  If you complete that ques-
tionnaire and return it to us, you can start the process
of allocating your assets in a diversified portfolio of
top-notch mutual funds.  Remember, it costs you noth-
ing for us to prepare a customized proposal for you.

Conclusions

As we worked long and hard on our Dynamic
Allocation Program for most of this year, one over-rid-
ing thought continued to occur to me:

There is NO WAY most investors
could do this on their own.

When I consider how many hours it took us to
develop the program, to decide on the selection criteria
for the funds, to research the funds we ultimately
selected, it is clear that it would be next to impossible
for an individual investor to do this.  We have had as
many as seven people at ProFutures working on this
project at times during the year.  And I don’t even know
how much money we spent on it - I don’t think I want
to know!  The point is, we have put a lot of effort into
developing what I consider an excellent service for you.
I hope you will take advantage of it.

To do so, you will have to get comfortable about
being in the stock market with a long-term perspective.
As discussed earlier, I believe the markets are nearing a
major bottom.  On December 5th, for example, we saw
the strongest one-day advance in history in the Nasdaq
Index.  That, of course, does not mean that a bottom
has been reached, but it adds to the argument that the
recent correction may be ending soon.  Additionally,
Alan Greenspan said this week that the Fed has now
moved away from its tightening bias - interest rates
could start to come down soon.  This, too, should be
good for the markets.

If you have been under-invested in equities, or out
of the market altogether, this may be your opportunity
to get back in the hunt.  While I don’t expect the stock
markets to return to the 20-30-40% gains of the last
several years, I do believe the long-term uptrend will
resume at some point.  If I am correct, the timing of
our Dynamic Allocation Program may be excellent.
Call us at 800-348-3601 to get your free proposal.
*     *      *      *      *

Let’s hope we have a President soon!

HAPPY HOLIDAYS EVERYONE!!


