The Best Funds from Dimensional Fund Advisors and Vanguard 
Size matters: Think small
My second example is small-cap funds. And again, to get the benefits from investing in small companies, you should invest in really small companies, not just ones at the lower end of the mid-size category.  For the past two years, small-cap stocks have been outperforming large-cap ones. From the start of 1999 thru May 2001, the Standard & Poor's 500 Index was up 5.2 percent, but the Russell 2000 Index was up 17.7 percent. (The Russell 2000 index tracks the smallest two-thirds of the largest 3,000 U.S. stocks.)

Again you can imagine a horizontal line representing the spectrum from tiny companies with total market capitalizations (total shares outstanding multiplied by share price) under $50 million to giants like General Electric, which has a market capitalization over $500 billion. Although there are no hard-and-fast definitions, small-cap stocks are generally regarded as those with market caps of $1 billion and less.

The stocks in the portfolio of the Vanguard Small Cap Index Fund have a median market capitalization of $932 million. (“Median” means half the stocks are higher than that and half are lower.) The DFA U.S. Micro Cap Fund (formerly the Small Company 9-10 Fund) has a portfolio with a median market capitalization of $152 million. This fund invests only in the smallest 20 percent of all stocks. The DFA fund clearly gives investors more of the benefits from investing in small companies.

The difference between $932 million and $152 million is the key to the difference in performance between these two funds. When small companies outperform large ones, stocks of “smaller small” companies are more profitable than those of “larger small” companies.

Investors will get much more of that effect from the DFA small cap fund than from the similar Vanguard one. In 1999, the Vanguard fund was up 23.1 percent and the DFA fund was up 29.8 percent. In the first five months of 2001, the Vanguard fund was up 3.2 percent while the DFA fund was up 18.5 percent.

The effect also works in reverse. When small-cap stocks are lagging, the DFA fund’s returns will be hit harder. In 1998, Vanguard Small Cap Index was down 2.6 percent while DFA U.S. Micro Cap fell 7.3 percent. In 2000, when the Vanguard fund was down 2.5 percent, its DFA counterpart was off 3.6 percent.

This shows that the DFA premium comes at a price: underperformance when small-cap stocks are lagging large-cap stocks. Should that deter you from investing in DFA’s really-small fund? I don’t think so, and here’s why: We believe that over the long term, investors should – and usually do – get premium returns for taking carefully controlled risks. Investing in very small companies gives that premium return .

The secret ingredient: rebalancing
If you invested only in the DFA U.S. Micro Cap Fund, your risk would indeed be high. But when you include this fund as part of a diverse portfolio and rebalance that portfolio annually, this fund contributes in a powerful way to the expected premium return from the portfolio. The rebalancing does the trick.

	
	Table 3
	
	

	Year
	DFA Large
Company Fund
	DFA U.S.
Micro Cap Fund
	Combined

	1991
	30.1%
	44.3%
	37.2%

	1992
	7.4
	23.5
	15.5

	1993
	9.6
	21.0
	15.3

	1994
	1.3
	3.1
	2.2

	1995
	37.1
	34.5
	35.8

	1996
	22.6
	17.6
	20.1

	1997
	33.1
	22.8
	28.0

	1998
	28.7
	-7.3
	10.7

	1999
	20.8
	29.8
	25.3

	2000
	-9.3
	-3.6
	-6.5

	2001
 (through May)
	-4.5
	18.5
	7.0

	Annualized
	16.0
	18.6
	17.6

	$10,000 grew to
	$46,737
	$59,355
	$54,096


In Table 3 (shown on the right), you’ll see the year-by-year results of rebalancing the DFA Large Company Fund and the DFA Micro Cap Fund from 1991 through May 2001. The combination, which came from rebalancing each year, produced an annualized return higher than the average of each fund’s return individually.

Keeping it simple
Our recommended Vanguard portfolio calls for investing in eight equity funds, and that’s just too much for some people. For taxable accounts Vanguard requires $3,000 per fund to open accounts in the funds we recommend. That means an investor must have $30,000 to implement our recommended allocations in a taxable account.

In addition, many investors just don’t see much point in having lots of separate funds to keep track of and worry about when it seems that they can get it all under one roof.

We are sometimes asked if there’s any reason not to simply buy the Vanguard Total Stock Market Index Fund (which owns U.S. stocks) and the Vanguard Total International Stock Fund. After all, those cover all the bases, don’t they?

Our answer is that yes, they do cover all the bases. But just as a good cook chooses spices carefully for a soup, a good investor chooses assets carefully for a portfolio. If a cook simply put a little bit of every spice in the cupboard into the soup, the result would be interesting, to say the least. But a great cook will leave out some spices and carefully use others.

A great portfolio will do the same, pinpointing the assets that the portfolio’s creator believes will give the best overall result. We believe that over time, the carefully chosen portfolio we recommend, especially when it is rebalanced annually, will have an advantage of 2 to 3 percentage points of return over the total stock market funds that include everything.

We’re never sure whether our arguments are convincing enough to dissuade people who want to keep everything simple. So we decided to put our idea to the test.

We created what we call the Utterly Simple Portfolio, a 50/50 mix of Vanguard Total Stock Market Index Fund and Vanguard Total International Stock Fund. We tracked that portfolio for 1999 through May 2001, a period that contained both a raging bull market and a full-blown bear market. We held this Utterly Simple Portfolio up against our recommended Vanguard funds, and the results are shown in Table 2. We’ll let the numbers speak for themselves.

	
	Table 4
	

	Portfolio
	1999
	2000
	2001*
	Ttl 
Return

	Utterly Simple
	26.9%
	(13.1)%
	(7.0)%
	2.6%

	Merriman Vanguard
	25.4
	(5.6)
	(2.0)
	16.1

	* through may
	Source: Morningstar


Why simple isn’t superior
That difference is impressive, and the reason is easy to find. The two Utterly Simple funds are oriented toward growth stocks and large-cap stocks.

To quantify this, we computed the average price/book ratio (to measure value vs. growth) and the average median market capitalization (to measure size) of the four U.S. equity funds in our Vanguard buy-and-hold Model Portfolio. The U.S. equity part of that portfolio would mirror those averages, with a median market cap of $24.8 billion and a price/book ratio of 3.9.

The Vanguard Total Stock Market Fund, by contrast, has a median market cap of $38.1 billion, indicating it invests in slightly larger companies, and a price/book ratio of 6.2, indicating its portfolio is much more oriented toward growth than toward value.

On the international side, the difference is even more striking. The weighted averages of the four Vanguard funds in our Model Portfolio are a market cap of $20.6 billion and a price/book ratio of 3.5. But the Vanguard Total International Stock Market Fund has a median market cap of $48.7 billion and a price/book ratio of 6.0.

This is why the “total market” funds outperformed slightly in 1999 – and why they fell behind in 2000 and the first part of 2001.

Of course there will be periods when large companies and growth companies outperform. The way to take advantage of those times is to include growth funds and large-cap funds in your portfolio. But all the historical information we have shows that simplicity comes at a price over the long run. We don’t think it’s a price worth paying.

Minimizing taxes
The DFA and Vanguard funds we recommend are already very tax efficient. In addition, both DFA and Vanguard have funds specifically managed to minimize taxes.

Not every important asset class is represented by a tax-managed fund, but several are. If we were designing a worldwide buy-and-hold portfolio for somebody for whom taxes were a primary concern, we’d use our same basic portfolio, substituting tax-managed funds where they are available. For instance, we’d substitute Vanguard’s Tax-Managed Growth & Income Fund for the Vanguard 500 Index. The funds’ portfolios and returns are extremely similar, and the tax-managed one leaves investors with slightly more of that return.

Here are Vanguard’s other tax-managed funds: Tax Managed Balanced, Tax Managed Capital Appreciation, Tax Managed Small Cap and Tax Managed International. In addition, DFA has four tax-managed funds: Tax Managed U.S. Marketwide Value, Tax Managed U.S. Small Cap, Tax Managed U.S. Small Cap Value and Tax Managed International Value.
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	Tax-managed DFA Portfolio

	Weight
	Fund

	12.5
	U.S. Large Company Fund

	12.5
	Tax Managed U.S. Marketwide Value

	12.5
	Tax Managed U.S. Small Cap

	12.5
	Tax Managed U.S. Small Cap Value

	10.0
	Large Cap International

	10.0
	Tax Managed International Value

	10.0
	International Small Company

	10.0
	International Small Cap Value

	10.0
	Emerging Markets

	
	

	 
	Tax-managed Vanguard Portfolio

	Weight
	Fund

	12.5
	Vanguard Tax Managed Growth & Income

	12.5
	Vanguard Value Index

	12.5
	Vanguard Tax Managed Small Cap

	12.5
	Vanguard Small Cap Value Index

	20.0
	Vanguard Tax Managed International

	20.0
	Vanguard International Value

	10.0
	Vanguard Emerging Markets Stock Index


Figure 2 (shown on the right) shows how we would modify our suggested buy-and-hold portfolios for the most tax-efficient strategy using these funds.

DFA’s tax-managed funds have a distinct bias toward value, for a good reason: That’s where tax efficiency matters more to investors. Why? Because value investing involves buying stocks that are depressed. When the companies behind those stocks get their acts together, or when investors in general just start favoring those stocks, the prices go up. After a while an “ugly duckling” value stock starts to look like a growth stock, and a value fund may sell it, ideally at a nice profit. Those profits can turn into unpleasant capital gains distributions for taxable investors. But when such funds are managed to minimize taxes, that can make a big difference to investors.

Do you want the very best?
We can’t know the future; but we can do our best to learn from the past. The past 75 years tells me that value funds have an advantage over growth funds and that small-cap funds have an advantage over large-cap ones. Investors can capture that advantage by investing in funds that target the differences. And those who own those funds can increase their advantage by annual rebalancing.

We advise investors to focus on what they can control. That means expenses, taxes and most important, asset characteristics. The really big decision investors face is what kind of assets they want in their portfolios. That, more than anything else, determines their returns.

DFA funds give investors more accuracy in nailing down the right assets than any other investment. They give you combinations of assets you can’t get anywhere else. DFA puts more “small” in its small-cap funds and more value in its value funds. Vanguard has no international small-cap funds; DFA has two.

Our studies indicate the final “moment of truth” for serious buy-and-hold investors is this question: Am I willing to pay an advisor in order to get access to the best product? For many years I have preached the gospel of low-cost investing, and I don’t want you to pay a penny more for your investments than you have to. But neither do I want you to be penny-wise and pound foolish.

Having exactly the right assets can add at least two percentage points of return per year to the typical investor’s portfolio. Over a period of years, two extra percentage points of return can make a huge difference. To a retiree, it can be the difference between running out of money or having enough to leave a healthy inheritance. To somebody accumulating retirement savings, it can be the difference between having a comfortable retirement and just getting by. Those two percentage points could be the difference between being able to retire at age 61 or having to wait until age 65.

Our analysis suggests that DFA funds can add 1 percent or more to the annual return of a our Vanguard portfolio, after taking out assumed annual management fees of 1 percent. (Some advisors charge more, some less.) We believe this advantage, a net result of 1 percent or more per year, results from DFA’s concentration on small-cap stocks and value stocks.

Many investors are reluctant to pay for a manager’s services. But professional guidance can be very valuable. If you pay 1 percent of your assets in order to boost them by 2 percent, that could be the best investment you’ll make.

