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Choosing an Index Fund

Introduction 

As we suggested in Mutual Funds 211: Good First--and Maybe Only--Stock Funds, index funds make low-maintenance investments. You don't need to worry about a manager changing her strategy: Because index funds rigorously track specific indexes, the manager doesn't have much say in the matter. Don't fear that your manager will leave for greener pastures: Index-fund managers aren't actively selecting stocks, so it doesn't really matter who is calling the shots. Finally, asset growth isn't an issue: Because indexing is a relatively low-turnover approach, index funds don't suffer under the weight of too many assets. 

Choosing an index fund isn't such a snap, though. More than 200 index funds ply their trade in 24 different investment categories. To complicate matters, some investment categories (such as large blend) have multiple index funds, each locked to a different benchmark. It's getting so you can't tell the players without a program. 

To simplify the process of choosing an index fund that meets your needs, follow the suggestions below. 

Know Which Index the Fund Follows 

Vanguard 500 Index VFINX, Vanguard Total Stock Market VTSMX, Domini Social Equity DSEFX, and Schwab 1000 SNXFX all land in the large-cap blend category. But their three-year annual returns ending December 31, 1999, range from 23.8% (Total Stock Market) to 28.2% (Social Equity). Chalk up the return differences to the different indexes they track. 

Domini Social Equity focuses only on socially responsible firms in the S&P 500, then adds about 150 companies that aren't in the index. (We'll cover socially responsible investing in an upcoming session.) Even though those companies are added for some extra diversification, the Domini index's technology, services, staples, and retail stakes are each at least 30% more than the S&P 500's, while the Domini index is much lighter than the S&P 500 in the utilities, industrials, and consumer-durables sectors. Domini's makeup has done well for it the past few years. 

Knowing what index a fund tracks gives you a handle on the risks and returns you can expect and how they differ from other index funds. If you are buying Domini Social Equity, for example, you'd better be a fan of Microsoft MSFT, which constituted 9.1% of assets and was the fund's largest holding as of the end of 1999. Meanwhile, Microsoft is a relatively measly 4.9% of Vanguard 500. Thanks to big positions in Microsoft and in growth sectors such as technology, services, and retail, Social Equity has outpaced Vanguard 500. But it has been more volatile, too. 

Know Your Options 

Thanks to the variety of index funds, you have much more flexibility than a decade ago, when tracking the S&P 500 was pretty much your only option. Today, you can build a well-balanced portfolio made up entirely of index funds. 

Here are some common indexes; there are various funds tracking these indexes, or some variation on them. 

	U.S. Stock Indexes

	

	Wilshire Large Growth
Screens 750 largest U.S. stocks for sales growth and other growth indicators.

	S&P 500
500 of the largest U.S. stocks, both value and growth.

	Wilshire Large Value
Screens 750 largest U.S. stocks for lowest P/E and P/B ratios, and highest yields.

	Wilshire Mid-Cap Growth
Screens 501st to 1,250th largest U.S. stocks, following same criteria as Wilshire Large Growth.

	S&P 400
501st to 900th largest U.S. stocks, both value and growth.

	Wilshire Mid-Cap Value
Screens 501st to 1,250th largest U.S. stocks, following same criteria as Wilshire Large Value.

	Wilshire Small Growth
Screens 751st to 2,500th largest U.S. stocks, following same criteria as Wilshire Large Growth.

	Russell 2000
1,001st to 3,000th largest U.S. stocks, both value and growth. 
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	International Indexes
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	MSCI The World
Captures 60% of every developed country's market capitalization and industry sectors, including the United States 

	MSCI EAFE
Captures 60% of market cap and industry for 20 countries in Europe, Australia, and the Far East, excluding the United States.

	MSCI Emerging Markets
Applies MSCI criteria to countries identified as emerging by in-house guidelines. 
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	Bond Indexes
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	Lehman Bros. Long-Term Govt/Corp
Treasury, agency, and corporate bonds with face values more than $100 million and maturities of at least 10 years.

	Lehman Bros. Interm-Term Govt/Corp 
Same criteria as Lehman Brothers Long-Term, but maturities of at least one year and less than 10 years.


Know the Tax Effects 

One of the most common myths about indexing is that all index funds are tax-efficient. Funds that buy the biggest stocks, such as Vanguard 500, do boast terrific tax efficiency; as of December 31, 1999, Vanguard 500's shareholders have kept about 96% of their pretax earnings from the past three years. That's because stocks that drop out of the large-cap S&P 500 usually are pretty small players in the index (most companies drop out of the index precisely because they've become too small)--after the 231st stock, none accounts for more than 0.10% of the index. When index funds sell these smaller positions, they don't reap sizable taxable gains. 

Don't expect tax efficiency from funds tracking other indexes, though. Shareholders of Vanguard Small Cap Index NAESX, for example, have kept just 85% of their pre-tax return during the past three years. Funds following smaller-cap indexes have to sell stocks that have grown too large to remain in the small-company index; because those are also the funds' largest positions, selling them means realizing large capital gains, which then have to be distributed to shareholders. 

Premium members can find out how tax efficient an index fund is by clicking on the Tax Analysis section of the fund's Quicktake Report. 

Know the Costs 

Another common assumption about indexing is that all index funds are cheap. Because they don't demand the resources of active management, they certainly ought to be. But some index funds charge surprisingly high annual expenses. Consider this: Devcap Shared Return DESRX, the priciest no-load large-blend index fund at the end of 1999, takes a huge 1.75% bite out of your investment every year. That is awfully steep when you consider that the average large-blend index fund's expense ratio is 0.41%. And even that looks pretty stiff compared with Vanguard 500's modest 0.19% fee. 

Of course, you might willingly pay more for some index funds, such as Domini Social Equity (0.98%), because you want the socially responsible screens it applies in deciding which companies to include in its index. But all things being equal, cheapness counts.

Quiz 

There is only one correct answer to each question.


1. Which is an advantage of index funds?



a. There aren't many of them, so it's easy to choose one.


b. They're low maintenance.



c. They're all incredibly tax efficient.


2. Which statement is true?



a. All index funds in the large-blend category follow the S&P 500.



b. All index funds in the large-cap blend category are cheap.



c. Index funds in the large-cap blend category can follow different indexes.


3. Which type of index fund is bound to be the least tax friendly?



a. Small-company index funds.



b. Large-company index funds.


c. S&P 500 index funds.


4. Which statement is false?



a. You can build a portfolio entirely of index funds.



b. Because index funds don't involve managers actively choosing stocks, their management fees should be low.



c. Index funds are all cheap.


5. The Russell 2000 index includes:



a. Large U.S. stocks.



b. Small U.S. stocks.



c. Bonds.


