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	If mutual funds are the building block of your clients’ portfolios, the last few years have been difficult. Not only have many of the winners of the 1990s gone downhill, but recent scandals in the mutual fund industry are clouding the landscape. With no obvious place to look for superior returns, with risk an issue of increasing importance for clients, and as the ethics of some fund companies creep into the news, evaluating and selecting mutual funds for your clients is more challenging than ever. Here, planners talk about that process, from the screening tools of choice to the anatomy of a sell decision, and the impact of the scandals on the selection process. 

Developing a Short List
Planners approach the more than 10,000 mutual funds armed with a variety of screening tools from Morningstar, Ibbottson Associates and Value Line. Says Stewart H. Welch III, CFP®, ChFC, CLU, AEP, of The Welch Group in Birmingham, Alabama: “In each asset class, we’re looking for fund managers in the top quartile. If I’m looking for a large-cap growth manager, it’s logical to choose one who has been successful over a one-, three-, five-, and possibly a ten-year period. What we are really looking for is someone who is a good stock picker, evidenced by being in the top of the pack of his or her peer group.”

Adds Jack C. Harmon, CFP®, CIMC, of Harmon Financial Advisors in Atlanta, Georgia: “Our heaviest weighting now is on five-year performance because the last one to three years has not been a typical time. Top performers over the last three years had little technology, and if you think we’re moving into a low-tech period, then you had better think again. Over five years, we’ve seen some of the good, some of the bad and some of the ugly, so that’s a better yardstick to judge a fund’s performance. Clients appreciate this approach and come to understand that some of what they read in the popular financial press is short-sighted and superficial.”

James M. Richardson, CFP®, of American Express Financial Advisors in Raleigh, North Carolina, looks to Morningstar’s star ratings for a quick snapshot of a fund. “Because I’m working mostly with retirees, I’m after superior performance with less risk,” he says. “Our fund evaluations are informed by our approach to financial planning where we first determine the rate of return a client must have to achieve goals. If they want to reach beyond that, we need to figure out how much risk they are willing to take.”

With all the science, however, there is still art involved. Sue Stevens, CFP®, CPA, CFA, is director of financial planning for Morningstar and president of Stevens Portfolio Design in Deerfield, Illinois. “The art of fund selection is being able to read between the lines,” she says. “You want to gather as much competitive intelligence as you can, but the value of what you bring to the table as an advisor is your take on the information. As planners, it’s our job to read the reports and do the research and come to our own decision about what’s right for our clients.”

Thorough Analysis
Once planners have a short list of funds, it’s time to delve into the list in a little more detail. For many planners, manager tenure emerges as the most significant factor. Says Richardson, “It’s the manager’s methodology that makes it all work.”

In researching fund managers, Barbara A. Comer, CFP®, of Comer & Greak Financial Consultants in New Haven, Connecticut, uses biographies on Morningstar and information on the funds’ Web sites. “I’m interested in a manager’s credentials and what kind of experience he or she has had managing other funds,” she says. “If there’s a fund with a Morningstar five-star rating and a new manager, I’d eliminate it unless the fund manager had a solid record managing another similar fund.”

In addition to checking out a manager’s résumé and track record, planners value the ability to communicate with the fund manager. Says Welch, “If you don’t have access to the manager, you lose the ability to know what’s going on. In the bear market, the fund companies we deal with stayed in close contact, and our research director has done a great job of building strong lines of communication. We have the ability to get on the phone and talk to the managers, and that’s important. If something starts to blow up or does unusually well, we’d like to know why.”

Richardson, too, notes that the fund companies he deals with have been very present during the market downturn. “Not a week goes by that I don’t get four or five offers to go out to lunch and talk,” he says.

Stevens notes that while she has access to the portfolio managers themselves, a conversation with the funds’ analysts often suffices. “Fund analysts are very open to talking with advisors, so it’s not always necessary to call the fund manager directly,” she says.

In addition to manager tenure, planners are paying careful attention to a fund’s level of risk. Says Harmon, “One of the tools we’re using more to recognize risk in mutual funds is the information ratio, defined as alpha over residual risk. It’s an attempt to determine how well the bets a fund is taking will pay off.”

Stevens says www.riskgrades.com is a valuable tool in assessing a fund’s risk level. “The site offers some interesting analytics,” she explains. “For example, you can look at the riskiest holding in the client’s portfolio and see how much of an impact there would be if something negative happened there.”

Comer scrutinizes a fund’s standard deviation. “I would rather not invest in a fund much more volatile than its peers,” she says.

Comer also tries to control risk by steering clear of funds with concentrated holdings. “I don’t want to own a fund focused on just three sectors if we don’t want to weight a portfolio that way,” she says. “Because we want clients exposed to all asset classes and investment styles, we also guard against style drift. It’s important that the mid-cap value fund we invest in remains a mid-cap value fund and doesn’t attempt to be everything to all investors.”

In the final analysis, Comer runs client portfolios through Morningstar’s portfolio developer to ensure that the funds’ individual sector weightings add up to overall sector balance for the portfolio. “This enables me to see if there’s too much in technology and figure out a way to fix that,” she explains. “Once we make our fund selections in each category, we have to make sure the funds work well together. Sometimes, we go back to a fund that wasn’t our first pick in a category because it will work better with all the other funds we’ve selected.”

While fund fees and expenses get a ton of attention from the press, planners stress that you cannot focus on the cost without knowing what the value is. Says Harmon, “Fees and expenses are one of the things we look at, but they are way down the line. The bottom line is, we want to know who’s bringing home the bacon. In some instances, you get what you pay for. It’s the same thing as a baseball team paying a lot of money for a Cy Young Award-winning pitcher because, on average, he’ll win more games.”

Richardson notes that many funds are raising their fees to make up for the fact that they now have fewer assets under management. “Some of the funds we bought with expenses less than one percent are now well over one percent,” he says. “It’s shocking that fund companies will do this when the market isn’t doing well, but they don’t have to face the client.”

While after-tax returns are a concern, planners concentrate more on dividing funds appropriately between taxable and nontaxable accounts, and less on choosing tax-managed funds. Says Harmon, “After-tax returns have always been a big focus for us; they take on a more crucial role when performance is down.”

Harmon is also sensitive to the size of a fund. “Whether a fund has $8 billion or $800,000 in assets makes a difference,” he says. “Small funds tend to be more consistent in outperforming than larger funds. They are more nimble and can move in and out of positions without moving the market.”

Another way planners seek to control risk is to spread assets among fund families. “When you work on a fee basis, there is no reason to work with one family alone,” says Harmon. “Our job is to find the best funds for our clients. When all things are equal and you get better service out of one fund family, we’d go that way. But seldom are all things equal.”

Richardson adds, “I’ve never thought it was wise to concentrate on one particular fund family. With the recent scandals, I feel even more strongly that diversifying among fund families affords clients some extra protection. No one fund family can be strong in all investment asset classes or styles. Every fund family has some weakness or cost inefficiencies. My clients are mostly retirees and need as much protection as I can give them. Clients used to ask, ‘Why so many mutual funds?’ I don’t hear that question anymore.”

Richardson adds that although he uses a number of fund families, he dedicates the time necessary to get to know all of them well. He urges other planners not to overlook the value of going to visit the fund company. “Going to a fund company’s office gives you a real sense of the corporate culture,” he says. “I get plenty of offers from fund company representatives to come to my office, but I’d rather visit them. Those visits give me a sense of the type of people working there, what the environment is like, et cetera. I remember feeling that one company’s offices were a little too lavish. At another firm, I noticed lots of new space as if they were getting ready to expand. These trips provide great insights.”

Stevens notes that in some instances it’s a better plan to use a combination of mutual funds and stocks to control portfolio risk. She explains, “When people come in the door, everyone is different in terms of what they bring in. My first step is to go through and weed out what I know I don’t want in the portfolio. Then, I’ll look at the holdings that I’ve kept and fill in what’s missing in terms of market cap or investment style. In some instances, instead of a mutual fund, I’ll use stocks to fill the categories. For example, over the last few years, large-cap growth funds were not doing well at all, but I could find some large-cap stocks I thought were doing well.”

Monitoring Selections, Deciding to Sell
Once planners choose funds, they monitor them very closely. For example, Stewart Welch receives a daily report on how each fund is doing against the broad market and a weekly report that details performance versus the broad market, specific benchmarks, and key members of the fund’s peer group. “We watch the managers we consider alternates to the funds we’ve chosen very closely,” he says. “If one of the managers we are not using starts to outperform us, we’ll get on the phone to figure out why. Maybe we’ll discover their outperformance is due to what we consider too much of a concentration in several sectors.”

Sue Stevens regularly reviews clients’ portfolios on a global basis. “I look for volatility,” she says. “I want to know if any holding has moved more than ten percent in either direction. I don’t ever want to be in a position where my clients have lost more than 25 percent in anything.”

Welch stresses that when he hires a manager, he gives them “plenty of rope, the ability to move around.” He notes, “From time to time, every fund manager is going to get disconnected from the market, benchmark or peer group. We let our managers move around in the top quartile. If they fall outside the top quartile for the trailing 12-month period, then they go on our watch list. Frankly, 12 months is not enough time to fire a manager for nonperformance, but it is enough time to become concerned. If the manager is outside the top quartile for a three-year trailing period, we feel that’s enough time. So, our investment committee would meet, and in order to continue to hold the fund, there would have to be a compelling reason. For instance, maybe we’ve had conversations with the manager and the strategy seems logical to us. If the fund falls outside the top quartile for a five-year period, we feel we’ve given the investment plenty of time—we issue a sell order.”

Adds Jack Harmon, “We agonize over exit decisions more than acquisitions. One of the things we hope differentiates us and our professional advice is that we remove the emotions from the process and avoid the lemming syndrome of chasing into funds that did great last year, and getting out of funds at the wrong time. That kind of movement is the public’s Achilles’ heel, so we agonize over those moves. We are more prone to give a manager more time than the public would give—most of the time, it pays off.”

Says Richardson, “I choose funds based on their long-term history and I invest in them for the long term. My rule of thumb is that you need to stick with a fund for a market cycle. You need 6 to 12 months to evaluate fund managers.”

The Black Eye of Scandals
While planners think there will be more fallout from the recent mutual fund scandals, nobody is making rash portfolio moves. Rather, they are watching closely, staying out in front of the issue with clients, and are ready to react and make changes if necessary.

Says Harmon, “We hear that the late trading and market timing apply to just a handful of funds in a family, but we’re concerned about the corporate culture that allowed this type of behavior to begin with. The mutual fund arena was supposed to be the great equalizer, a place where all investors were treated equally, and now we’re finding out that’s not true—and that knowledge hurts.”

“Not in my wildest dreams would I have thought to ask, ‘Are you letting the institutional guys do something different than individual investors?’” continues Richardson. “Had I asked, I think the answer would have been no. We are all on the same playing field. So, there never really was a way to protect our investors. Now that the story has broken, we have to assume that institutional investors are no longer allowed to trade after hours. However, we have to ask ourselves, what else are these fund managers doing that we have not thought to ask about? Also, if they had not been caught, how far would they have gone?”

Planners agree that mutual fund governance issues are only going to get more intense, making it increasingly important to ensure that clients understand what is going on. Barbara Comer says she’s been very proactive in addressing market timing and after-hours trading. “I want clients to understand that if they are invested in any of these funds where there’s been wrong-doing, performance could be negatively affected. If, for example, other investors begin to leave a fund because they’ve lost confidence in the fund’s management, then redemptions become an issue. Fund managers will be forced into selling holdings they don’t necessarily want to sell to meet redemptions. In that way, performance could suffer.”

Stevens, too, has addressed the variety of governance issues with her clients. “I expect there will be a fairly major shakeout after all of this. I think we needed one,” she says. “There needs to be some kind of confidence that the people running the funds are ethical people. Increased scrutiny will mean a cleaner investment environment, but we need to realize that more layers of regulations will mean greater costs. So that we don’t start hurting investors from another direction, there needs to be some balance to shining the light on what’s going on and how costly that can get.”

Continues Stevens, “Increased costs may be great enough to cause some of the fund companies to close their doors. At the very least, people will get fired and there will be a public display along the lines of saying, ‘This will never happen again because we have all these additional regulations in place now.’”

Stewart Welch also sees the fund industry consolidating, perhaps to 5,000 fund companies, by the end of the decade. “What’s going to drive that is losing money to exchange-traded funds,” he says. “ETFs will begin to dominate once the public becomes educated and then only the really strong, best of the best, mutual funds will survive.”

Nancy Opiela is a freelance writer based in Medfield, Massachusetts, and an associate editor of the Journal of Financial Planning.
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