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	That’s not a description I would ever use casually, but I believe it’s true. As we have seen, for buy-and-hold investors, the most important factor that determines success is proper asset allocation. There are lots of places you can invest money and get an adequate return. But if you are parking money in one spot for a long time, you should find a great spot for it, not just a spot that’s good enough.

Great asset allocation should, over a long time period, add a few percentage points to your return while reducing the inevitable volatility of investing in equities.

You might be surprised to learn how much difference a few percentage points of return can make. Imagine a working couple who fund a pair of Roth IRAs at $6,000 a year for 30 years. By eliminating commissions, shaving ongoing expenses and in particular by investing in the right assets, it’s not unrealistic to think this couple could increase its long-term compound return from 10 percent to 12 percent without taking more risk.

Over 30 years, this couple would have invested a total of $180,000. At the end of that time, a 10 percent annualized return would make their two IRAs worth about $1,086,000. If they boosted that return to 12 percent, the IRAs would be worth about $1,622,000.

The difference, $536,000, is three times their entire outlay of $180,000. That extra $536,000 is the result of paying attention to details like expenses and proper diversification.

We have been managing money for clients since 1983, and the best way we have ever found to build a buy-and-hold portfolio is using no-load asset-class index funds offered by Dimensional Fund Advisors. These funds were specifically created to help investors pinpoint the most productive types of assets, as identified in academic research.

DFA funds have a couple of drawbacks. First, they are only available to individuals through investment advisors, whose management fees can range from 0.25 percent to 2 percent annually. Second, advisors who offer these funds normally require a minimum account size of $100,000 or more. But for investors who can get past those hurdles, we think DFA funds over time should provide the extra edge that will make them great investments instead of merely good ones.

Figure 1
 

DFA Portfolio
Weight
Fund
12.5
U.S. Large Company Fund
12.5
U.S. Large Cap Value
12.5
U.S. Micro Cap
12.5
U.S. Small Cap Value
10.0
Large Cap International
10.0
International Value
10.0
International Small Company
10.0
International Small Cap Value
10.0
Emerging Markets
 

Vanguard Portfolio
Weight
Fund
12.5
Vanguard 500 Index
12.5
Vanguard Value Index
12.5
Vanguard Small Cap Index
12.5
Vanguard Small Cap Value Index
13.3
Vanguard Developed Markets Index*
13.3
Vanguard International Explorer
13.4
Vanguard International Value
10.0
Vanguard Emerging Markets Stock Index
 

* See Appendix for details.
For investors with less than $100,000 or those who don’t want to hire an investment advisor, Vanguard’s low-cost index funds are the obvious alternative, and I’ll discuss them later in this article.

We have written extensively in the past about how to create just the right mix of assets in an equity portfolio. We’ve recommended buy-and-hold portfolios using DFA funds and Vanguard funds. You’ll see the funds listed in Figure 1, followed by Table 1, which shows annual performance starting in 1999, along with cumulative performance (assuming annual rebalancing) through 2002.

That of course is a very short time period, much shorter than the ones we usually call on to make our points. But the 1999-2002 period is particularly useful because it is fresh in the minds of most of today’s investors. It happened to them or to people they knew, and therefore it’s much more “real” than a dusty statistic about something that happened 60 or 70 years ago.

This period is also useful because it contains a dramatic bull market and a dramatic bear market that caught many eager investors by surprise.

Table 1

Portfolio

1999

2000

2001

2002

Ttl 
Return

Merriman DFA

23.7%

(3.6)%

(3.4))%

(10.7)%

2.9%

Merriman Vanguard

27.7

(4.3)

(9.0)

(16.3)

(6.9)

Source: Morningstar

Why DFA Funds Perform BETTER

The superior performance of DFA funds is not a result of having better managers picking better stocks. Stock picking plays only a very minor role in the Vanguard and DFA funds that we recommend. These are index or passively managed funds. Their edge comes not from stock selection but from precise asset allocation that gives investors more of what they need and less of what they don’t need.

I can show this with a couple of examples, and I’ll start with a comparison of Vanguard’s large-cap U.S. value fund, the Vanguard Value Index, with DFA’s comparable fund, DFA U.S. Large Company Value. Statistics show that the DFA fund simply has a much stronger concentration of value.

Imagine that value vs. growth is represented by a straight line across the page, with “pure” value at the far left end of the line and “pure” growth at the far right end of the line. If we measure a mutual fund’s orientation to value or growth (which I’ll show you in a moment how to do it), we can assign a spot along the line to the fund. Most funds would fall somewhere between the extremes of growth and value.

Most experts on asset classification look at value vs. growth in two ways. First, they look at price/earnings ratios to represent value (low ratios) and growth (high ratios). Second, and widely regarded as the best measure of value, is the price/book value ratio. This ratio, which we’ll call the P/B ratio for short, indicates how much investors are willing to pay in relation to the company’s book value, which means the cash and all the other assets on its books, minus all liabilities. A low ratio indicates value, a high ratio indicates growth.

For instance, imagine a company facing enormous challenges, heavy debt, faltering management and perhaps other serious problems. In such a case, investors might price the stock so low that it approached the fire-sale value of the assets in case the company was liquidated. That would be an extreme or highly discounted value stock.

If the share price were equal to the book value, making the P/B ratio 1.0, investors would in effect be saying the company is worth exactly as much as the total of its balance sheet assets such as cash, trucks, buildings, land, machinery and inventory. The stock price would place no value at all on the company’s ability to use those assets to generate profits.

That’s an extreme definition, reflecting the most deeply discounted value company. Most stocks in the portfolios of value funds are not in dire straights, just relatively out of favor for various reasons.

One of the largest value companies in the DFA U.S. Large Cap Value Fund is Burlington Northern Santa Fe, with a P/B ratio of only 1.1. (For reference, the Standard & Poor's 500 Index has an average P/B ratio of 4.3.) Other companies among the fund’s top holdings in 2002 include General Motors, International Paper, Union Pacific, Sears Roebuck and KeyCorp.

On the other hand, imagine a company with rapidly growing profits and apparently a fine future. Investors would typically bid the price of that stock up on the hopes for future earnings, and the value of the company’s buildings and inventory, etc. would be only incidental.

That defines a classic growth company, and a prime example is General Electric, with a five year average P/B ratio of 8.3. General Electric is among the largest holdings of most large-cap growth funds, and it’s the No. 1 holding in the DFA U.S. Large Company Fund in 2002. Also among that fund’s top 10 holdings are such familiar names as Pfizer, Cisco, Microsoft and Intel.

What this means to an investor is simple: When you’re trying to capture the benefit of investing in value companies, you will get more of that benefit from funds with portfolios of stocks that fall farther to the left side of the imaginary line, companies with lower P/B ratios.

The Vanguard Value Index Fund’s portfolio has an average P/B ratio of 2.1, indicating it’s clearly on the side of value companies. But DFA’s U.S. Large Cap Value Fund has an average P/B ratio of only 1.3, indicating it’s much closer to the value end of the scale.

Here’s why that matters: Among U.S. stocks, for the past 76 years, and for the past 33 years, value companies have outperformed growth companies and small companies have outperformed large ones.

Table 2, below, shows annualized rates of return for both these periods:

Table 2

Asset Class

Return
 1927-1969

Return
 1970-2002

U.S. large growth stocks

    9.3%

   10.7%

U.S. large value stocks

11.1

13.9

U.S. small growth stocks

10.9

11.7

U.S. small value stocks

13.4

15.5

source: 

 Dimensional Fund Advisors

Those numbers hold the key to explaining why the DFA large cap value fund’s performance is superior when value funds are outperforming growth funds, as they have recently: The DFA fund shines because it invests in more deeply discounted value companies. For investors, the lesson is clear: the lower the price/book ratio of a value fund, the greater the historical advantage of that fund.

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-cap category.

For the past few years, small-cap stocks have been outperforming large-cap ones. From the start of 1999 thru 2002, the Standard & Poor's 500 Index fell 24.5 percent while the Russell 2000 Index rose fell 4.2 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 $236 billion. Although there are no hard-and-fast definitions, small-cap stocks are generally regarded as those with market caps of not more than $1 billion.

The stocks in the portfolio of the Vanguard Small Cap Index Fund have a median market capitalization of $568 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 $212 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 $568 million and $212 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 while the DFA fund was up 29.8 percent. In 2001, the Vanguard fund was up 3.1 percent while the DFA fund was up 22.8 percent.  In 2002, the Vanguard fund lost 20.0 percent while the DFA fund lost 13.3 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 2.7 percent, its DFA counterpart was off 3.6 percent.

For the four years, 1998 through 2002, $10,000 invested in the Vanguard fund would have shrunk to $9,622; that much invested in the DFA fund would have grown to $12,349.

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 micro-cap 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 a broadly diversified portfolio of very small companies represents a carefully controlled risk that does give investors a premium return .

A major decision facing buy-and-hold investors is whether to use DFA or Vanguard funds. Our studies indicate that over time, DFA equity funds should have an advantage of about two percentage points a year over Vanguard funds, even after the effect of a 1 percent annual management fee. That is because DFA funds do the best job of pinpointing productive assets. Let’s look at some examples.

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.

In Table 3, below, you’ll see the year-by-year results of rebalancing the DFA Large Company Fund and the DFA Micro Cap Fund from 1991 through 2002. The combination, which came from rebalancing each year, produced an annualized return higher than the average of each fund’s return individually.

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
(12.1.)
22.8
5.4
2002
(22.2)
(13.3)
(17.8)
Annualized
10.6
15.0
13.1
$10,000 grew to
$33,468
$53,328
$43,795
Do you want the very best?
To recap a few important points: We can’t know the future; but we can do our best to learn from the past. The past 76 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 investors 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 one additional international small-cap fund; DFA has two.  DFA's international small cap funds are smaller and represent better value than Vanguard.

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 estate. 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 and less as the account size grows.  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.

 

THE COST OF KEEPING IT SIMPLE
Not everybody will want to invest through an advisor or be able to meet the minimum requirements – our minimum requirement is $100,000. For those people, we recommend the Vanguard equity funds. Even that is too much for some people. For taxable accounts Vanguard requires $3,000 per fund to open accounts in most of the funds we recommend. An investor must have $75,000 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 not very well. 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 2002, a period that contained both a raging bull market and a prolonged, tough bear market. We held this Utterly Simple Portfolio up against our recommended Vanguard funds, and the results are shown in Table 4. We’ll let the numbers speak for themselves.

Table 4 
Portfolio
1999
2000
2001
2002
Ttl 
Return
Utterly Simple
26.9%
(13.1)%
(15.6)%
(18.1)
(23.8)%
Merriman Vanguard
27.7
(4.3)
(9.0)
(16.3)
(6.9)
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 $16.7 billion and a price/book ratio of 2.7.

The Vanguard Total Stock Market Fund, by contrast, has a median market cap of $26.0 billion, indicating it invests in slightly larger companies, and a price/book ratio of 4.1, indicating its portfolio is much more oriented toward growth than toward value.

On the international side, the difference is equally striking. The weighted averages of the four Vanguard funds in our Model Portfolio are a market cap of $12.8 billion and a price/book ratio of 2.4. But the Vanguard Total International Stock Market Fund has a median market cap of $34.4 billion and a price/book ratio of 2.6.

What these numbers mean is plain: Vanguard’s “total market” funds are oriented toward large-cap stocks and growth stocks. This is why those funds outperformed slightly in 1999 – and why they fell far behind in 2000, 2001 and 2002.

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 five tax-managed funds: Tax Managed U.S. Equity, Tax Managed U.S. Marketwide Value, Tax Managed U.S. Small Cap, Tax Managed U.S. Small Cap Value and Tax Managed International Value.

Figure 2 

 

Tax-managed DFA Portfolio
Weight
Fund
12.5
Tax Managed U.S. Equity
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
Tax Managed Capital Appreciation
12.5
Value Index
12.5
Tax Managed Small Cap Index
12.5
Small Cap Value Index
13.3
Developed Markets Index
13.3
International Explorer
13.4
International Value
10.0
Emerging Markets Stock Index
Figure 2 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 can start 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 IT YOURSELF WITH VANGUARD
Using nine Vanguard no-load funds, you can create a portfolio that comes reasonably close to the Ultimate Buy-and-Hold Strategy. (See Figure 2.) This is the cheapest way to invest in this strategy. You pay no sales commission or investment advisory fee, and Vanguard is legendary for low expenses and wide diversification. If you take this option, everything will be under your control and you can easily rebalance among funds, as we recommend you do.

Most of the Vanguard funds we recommend for taxable accounts has a $3,000 minimum. You will need at least $75,000 to set up the equity allocation we recommend. Within an IRA, Vanguard’s minimum for these funds is $1,000 (International Explorer requires $2,000), so you could set up that allocation for as little as $15,000. Vanguard’s minimum for its tax-managed funds is $10,000; the minimum required for our recommended allocation using those funds is $80,000.

Here’s what we recommend: First, determine what percentage of your portfolio should be in bond funds. Invest that entire amount in Vanguard’s Short-Term Corporate Bond Fund. All the rest of the money goes into the equity funds, as shown in Figure 1. (Percentages add up to 100 because they refer to the total of equity investments.)

These funds are our choices for tax-sheltered accounts such as IRAs and 401(k)s. In a taxable account, you should use Vanguard’s tax-managed funds whenever possible. Our suggested equity allocation for a taxable account is shown in Figure 2.

These two variations of the Vanguard strategy keep all your investments within a single fund family, which is very convenient.

DO IT YOURSELF WITH SCHWAB OR FIDELITY

Charles Schwab’s OneSource account gives you access to a wider selection of funds, some of which have lower requirements for a minimum initial investment. Fidelity also has funds that can be used to approximate the Ultimate Buy-and-Hold Strategy. However, in both cases, most of the funds you’ll want to use are actively managed, not index funds. That means they have higher expenses than Vanguard’s index funds, and the asset classes in which they invest may vary.

For our specific recommendations for Schwab and Fidelity funds, see the Model Portfolios on our Web site.

DO IT WITH AN ADVISOR

As we already saw, Dimensional Fund Advisor funds give investors more of what they should want than those investors can get anywhere else.

Despite the appeal of doing it yourself, I believe you will get better results from hiring a professional investment advisor to implement the Ultimate Buy-and-Hold Strategy. Vanguard, Schwab and Fidelity funds have major drawbacks.

The whole idea of the Ultimate Buy-and-Hold Strategy is to properly load your portfolio with small-cap stocks and value stocks. The better you do that, the better your results should be. But you can’t get the best loading with Vanguard funds, as we saw above.

Vanguard also does an inadequate job of covering a few of the important asset classes. Vanguard does not have either an U.S. Micro Cap fund or an international small cap value fund. This leaves a couple of very important gaps in the Ultimate Buy-and-Hold Strategy.

In short, at Vanguard you get only an approximation of the asset allocations recommended by the academic research. This is not a minor detail, as you will recall, because the research said 94 percent of the returns of a pension fund portfolio could be accounted for by its asset classes.

You can come closer to the right mix of asset classes at Schwab. But the higher expenses of the Schwab funds will rob you of some of the return. You’ll pay more and still not get the real thing.

Finally, you will be likely to pay higher taxes on funds from Fidelity and Schwab than on DFA funds. This is largely because of portfolio turnover that creates capital gains liability to shareholders.

This might seem trivial, but it can make a very significant difference at tax time, when you have to either come up with additional money (the equivalent of investing more) or sell some of your funds in order to pay the taxes. In either case, your long-term returns are eroded by your tax liability. (This is not a consideration if these funds are owned within tax-sheltered accounts like IRAs.)

We have seen how the right mix of assets can make a big improvement in a traditional retirement portfolio. The only way you can truly duplicate the Ultimate Buy-and-Hold Strategy is to use an advisor and invest in DFA’s funds.

What’s at stake is your money and your future. It’s your choice, and now you have all the information you need to make the right choice.


