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Good First--and Maybe Only—Funds

Introduction

At Morningstar, we would like to think that everyone's as jazzed about investing as we are. We would like to think that you, too, would fly across the country to attend investment conferences if you could. Or that you'd bypass the latest Stephen King novel for an investment book. That if forced to choose between "Wall Street Week" and "Frasier," you'd choose the former. 

But we know better. Many investors would rather own just one fund or may only be able to choose one fund today. Adding another is aways away. 

So here's our advice for some good types of first--and perhaps only--funds. 

Index Funds 

Index funds are pretty simple. You might remember from Mutual Funds 209: Why Knowing Your Manager Matters that index-fund managers are not picking stocks in the traditional sense. Instead, they are buying the same stocks in the same proportion as an index does. In other words, they don't buy a stock because they like the company's prospects or sell because their outlook is less than rosy. They simply own the index. They are passive investors. 

Index funds have plenty of benefits. Most importantly, they tend to be low in cost. For example, Vanguard 500 Index's VFINX expense ratio is just 0.18% versus 1.26% for the typical large-blend fund. Because the index-fund managers aren't actively managing their funds--put another way, they aren't making buy and sell decisions but simply doing what the index does--management fees tend to be low. 

Index funds are also advantageous because they are fairly predictable. First, they tend to return what the index does, minus their expenses. Second, they always own what the index owns, which means they tend to be style specific. For example, if a fund indexes the S&P 500, that means it owns large-blend stocks; it'll own those types of stocks today, tomorrow, and the next day. You know what to expect from an index fund. Funds that aren't indexed, also called actively managed funds, might not own the same types of stocks day in and day out. It all depends on the manager's style. He or she may like large companies one day and then see value in smaller firms the next. 

Finally, index-fund investors don't have to worry about manager turnover: If the manager leaves, the next manager will likely do just as well, considering that neither was actively picking stocks, but just buying the index. 

Nor is asset size an issue. Index funds can handle plenty of assets, because they don't use fast-trading strategies, frequently changing their holdings. (We'll cover index funds in-depth in a later session.) 

If you only plan to own one index fund for awhile, make sure it favors large companies. Some funds, including Vanguard Total Stock Market Index VTSMX, hold stocks of all sizes, though larger companies are most-heavily represented. Such funds would be excellent choices for one-fund owners. 

Funds of Funds 

Funds of funds are mutual funds that invest in other mutual funds. 

Come again? 

Just as a regular mutual fund offers the skills of a professional manager who assembles a portfolio of stocks or other securities, the manager of a fund of funds will select a portfolio of funds. 

If you have only a small amount to invest each month, a fund of funds allows you access to more funds than you might be able to afford on your own. It also allows investors to avoid the recordkeeping and paperwork that comes with owning an assortment of funds. 

So what's the catch? Expenses, mostly. The fund of funds' structure creates a double layer of costs. First, there are the expenses associated with running the fund of funds itself--management fees, administrative costs, etc. Then, there are the costs associated with the funds that the fund of funds owns--management fees, administrative costs, etc. So even if a fund of funds reports an expense ratio of just 1%, that's still quite a drag on your return, when you consider that you're also paying the expense ratios on each and every fund that the fund of fund owns. 

Some fine funds of funds eliminate the double-fee problem. Families such as T. Rowe Price and Vanguard offer funds of funds that invest only in their own funds. The families then waive the cost of the funds of funds--their reported expense ratios are 0%--and you only pay the costs of the underlying funds. Obviously, these funds are a much cheaper option. 

Lifecycle Funds 

First introduced in the early 1990s, life-cycle funds offer investors pre-mixed doses of stocks, bonds, and cash according to their age and risk tolerance. Most fund families offer life-cycle funds in three formulas--aggressive, moderate, and conservative--that you can cycle through as you progress from a young, aggressive investor to an older, more conservative one. Some life-cycle funds are funds of funds, while others own individual securities outright. 

All the life-cycle series share the same goal of first growing and then preserving your portfolio, but they vary in their methods. Some, such as Schwab's Market Track Portfolios, track indexes and maintain a more or less static mix of assets. Most life-cycle offerings, however, invest more actively. Even Vanguard, which promotes a passive indexing strategy in its Lifestrategy brochure, invests 25% of each life-cycle portfolio in the actively managed Vanguard Asset Allocation VAAPX. 

In the hands of the right manager, such active management can produce good results. But when an active manager concentrates in an asset class at the wrong time, tactical shifts can be deadly. If such market-timing makes you nervous, then a passive index approach might suit you better. 

Quiz 
There is only one correct answer to each question.

1. An index-fund manager:


a. Buys stocks that he likes.


b. Buys what an index does.


c. Sells stocks when he doesn't like them.


2. Which is not an advantage of indexing?


a. Low costs.


b. Predictability.


c. Great stock-picking.


3. Funds of funds directly buy:


a. Stocks.


b. Bonds.


c. Other mutual funds.


4. The main drawback to most funds of funds is:


a. High hidden costs.


b. Extra paperwork.


c. High up-front investment minimums.


5. Life-cycle funds:


a. Are all index funds.


b. Invest to fit an investor's age and risk tolerance.


  
c. Are all actively managed.

