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 NEW YORK (Dow Jones) 12/19/03----Finding attractive stocks to own can be like searching for a needle in a field full of haystacks.  So rather than finding the needle, what if all that was needed was to pick the right haystack?  That's one way the money managers at San Francisco's Main Management LLC describe their investment approach - one that uses exchange-traded funds, rather than individual stocks, to build a portfolio for their clients.  An ETF is essentially a basket of securities that trades like a stock on an exchange. They are typically created to track certain established indexes, and they're favored for their low cost, tax efficiency and risk-reducing diversification.  While the notion of using strictly ETFs to build portfolios may be new, the talent behind Main Management is not.   

The firm was founded in August 2002 by five former executives from Montgomery Asset Management, including its founder and former chairman, Stephen Doyle, who retired from the firm when it was purchased by Germany's Commerzbank AG in 1997.  In an interview, Doyle said he became disillusioned with actively managed portfolios because of the difficulty fund managers have in producing market-beating returns. He was enticed back into managing money by former Montgomery colleague James Concidine after Concidine sold him on using low-cost, tax-efficient ETFs to build low-risk, diversified portfolios.  Three other former Montgomery associates joined Doyle and Concidine: Dick Fredericks, a highly regarded former commercial banking analyst, Kim Arthur and Jane Husband.  All are managing directors of the firm and their investment decisions are based on a collaborative effort with input from all five, Arthur said in an interview.  Following a strategy that favors value-style investing, the team at Main examines forsaken, out-of-favor areas of the market, and looks for catalysts that might foster a turnaround. Since its inception, Main's model portfolio is up 38%, net of fees, Arthur said, compared with a 33.5% gain for the S&P 500.  Two ETFs they spotted in August 2002 that represented beaten-down sectors of the market were the Software Holdrs Trust (SWH) and Semiconductor Holdrs Trust (SMH).  With a positive view for the prospects of a recovering economy, and a feeling that stocks in those sectors might move higher on a recovery, Main took positions in both the software and semiconductor ETFs. Software Holdrs shares are up about 35% over the last 12 months, while the Semiconductor's shares are up about 73%.   When they jumped into the software and semiconductor ETFs, Wall Street analysts and the public were generally negative on the groups. "That just got us more excited," Fredericks said.  

In addition to looking for out-of-favor market segments, the managers also take a close look at certain qualities of an ETF, as well as the fundamentals of the companies whose stocks have the largest weightings in the fund.    They compare expenses charged by the ETFs, the timing on when they dish out dividends, or when they rebalance the weight of their holdings. ETFs that pay dividends monthly or rebalance less frequently may underperform those that pay out dividends immediately or rebalance sooner, Fredericks explained.  A more recent addition to the portfolio is the iShares Dow Jones Select Dividend Index Fund (DVY). The fund was just launched in early November, and more favorable dividend taxation helped make it an attractive addition to the portfolio, Fredericks said.  The fund and index are made up of the 50 highest dividend-yielding securities, excluding real estate investment trusts, in the Dow Jones U.S. Total Market Index.  Fredericks said they traded out of a utilities ETF, the Utilities Select Sector SPDR fund (XLU), in favor of the dividend index fund, which offers a better yield.  "If you have a view like we do that's constructive on the economy, the dividend index fund offers a little sexier play than on the utilities," he added.  With an eye on what looks like improving foreign economies, and some concern about the U.S. dollar, the portfolio has exposure to Europe, Japan and China through three funds - iShares S&P Europe 350 Index Fund (IEV), iShares MSCI Japan Index Fund (EWJ) and iShares MSCI Hong Kong Index Fund (EWH).  Fredericks said he thinks Japan's economic news is getting better, with the performance of the country's banks improving, and corporate profits and capital spending increasing.    With Japanese exports to China also rising, owning a Japan ETF is also a way to benefit from China's growth, Fredericks said.  Shares of the iShares MSCI Japan fund are up more than 32% in the past 12 months.   Rising commodity prices are another trend Fredericks forecasts. To benefit, the portfolio owns the Materials Select Sector SPDR Fund (XLB). It mainly holds companies involved in such industries as chemicals, construction materials, containers and packaging, metals and mining, and paper and forest products.  Three other ETFs round out the portfolio's holdings. They include the Standard & Poor's Depository Receipts SPDR (SPY), which currently has the highest weighting in the portfolio; Wireless Holdrs Trust (WMH), which has the lowest weighting; and the iShares S&P SmallCap 600 Index Fund (IJR).   -  John Shipman, Dow Jones
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