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Not All Index Funds Are the Same

The choice to use index funds rather than actively
managed funds is a significant one. Index funds tend
to be rather straightforward, easy-to-own, and cost-
effective investment vehicles. But, just like actively
managed funds, index funds also have their differences
that investors should be aware of.

Cost Still Counts. Different index funds can charge
different fees. Funds that are otherwise virtually
identical (meaning they track the same index) can
nonetheless produce different returns based on their
fees, because fund fees are deducted from returns. This
cost difference can have a significant effect on fund
performance when compounded over time.

The Challenges of Tracking an Index. Tracking error
is the degree to which an index fund fails to mirror its
benchmark's performance during a given time period.
As the components and weightings of an index change

over time, the fund must buy and sell holdings in an
attempt to match it, and some funds may do this
better than others.

Subtle Index Differences. Index funds within the same
category may not track the same index. Consequently,
two index funds that may sound very similar could
actually have very different portfolios and performance
numbers.

The investment return and principal value of mutual
funds will fluctuate and shares, when sold, may be
worth more or less than their original cost. Mutual
funds are sold by prospectus, which can be obtained
from your financial professional or the company and
which contains complete information, including
investment objectives, risks, charges and expenses.
Investors should be read the prospectus and consider
this information carefully before investing or sending
money.
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Key Reasons Why a Taxable Account
May Be Underrated, Part 1

Tax-sheltered savings vehicles offer tax-deferred
compounding, meaning investors won't pay any taxes
on a year-to-year basis as long as they don't withdraw
any assets. And depending on the vehicle, they may
also receive a tax break on contributions and/or
withdrawals, too. Those tax breaks can help enhance
take-home return.

With all the attention paid to accumulating money in
those tax-sheltered accounts, many investors see saving
in a taxable account as a last resort—something to be
considered only after they've fully funded their tax-
sheltered accounts.

But investing via a taxable account can be a sensible
maneuver, and not just if you're running out of tax-
sheltered receptacles for your money. In fact, investors
may want to consider simultaneously funding their
taxable and tax-sheltered accounts, and the current tax
and interest-rate environment make saving in a taxable
account particularly sensible. Here are six key reasons
why.

Reason 1: Flexibility.

Investing via a taxable account carries two key
advantages, both of which make the taxable account
more flexible.

First, liquidity: If you have near-term income needs or
are simply building an emergency fund, a taxable
account will allow you access to your money without
any strings attached (though you may owe taxes if your
investments have appreciated). True, a Roth IRA
allows you to tap your contributions (not your
investment earnings) at any time and for any reason,
which is one reason it's a suitable vehicle for younger
investors who are conflicted between saving for near-
term financial goals and retirement. But for higher-
income folks who need to use their tax-advantaged
options for retirement savings, putting money for
liquidity needs into a taxable account may be the way
to go.

The other reason investing in a taxable account is so
flexible is that you can invest in literally anything.

You'll have to choose from a preset menu if you're
investing in a company retirement plan, for example.
And while you may have more leeway when investing
in an IRA, there are still a few investment types that
are off limits. A taxable account is the one account
type that gives you carte blanche. (Of course, it also
gives you more opportunity to make mistakes!)

Reason 2: Compounding and potentially minimizing
taxes if you plan carefully.

When investing inside of a taxable account, it may not
be all that difficult to simulate the tax-deferred
compounding you get with many tax-sheltered
vehicles. The key is to choose investments that kick off
limited taxable income and capital gains distributions.
For example, income from municipal bonds is exempt
from federal and in some cases state income taxes.
Choosing tax-efficient securities can make it possible
to buy and hold a basket of securities for years inside a
taxable account while owing very little in taxes on that
portfolio during your holding period.

It's also worth noting that income is low on an
absolute basis right now, so the tax hit associated with
owning securities that produce income that is taxed at
your ordinary income tax rate is also going to be pretty
low, at least in dollar terms. (That will change if yields
go up, though.)

Reason 3: You can use tax losses to reduce your tax
bill.

In addition to the ability to have your assets grow
without owing a lot in taxes, investing in a taxable
account also gives you the ability to harvest losses,
something that is not easy to do with investments held
inside tax-sheltered accounts. You can sell securities
that are trading below your purchase price and use
your loss (the difference between your purchase price
and your sale price) to offset capital gains or, if you
still have excess losses, up to $3,000 in ordinary
income.
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Key Reasons Why a Taxable Account
May Be Underrated, Part 2

In a year like 2008, when stocks were badly in the
dumps, the ability to engage in tax-loss selling was a
rare silver lining.

Reason 4: You may be able to enjoy no- or low-tax
withdrawals.

In addition to being able to keep your tax costs down
while you own the securities in a taxable account,
currently low capital gains rates also help you limit
your tax costs when you eventually sell them. As
recently as the late 1990s, a 20% long-term capital
gains rate applied to investors in the 28% income tax
bracket and above. Now, only investors in the very
highest income tax bracket (39.6%) pay a 20% long-
term capital gains rate; investors in the 25% to 35%
brackets pay 15% and investors in the 10% and 15%
brackets currently owe no taxes on long-term capital
gains.

Reason 5: You'll have more control over your tax bill
in retirement.

The ability to pull your money out with limited tax
liability (because capital gains rates are pretty benign
right now) can prove particularly beneficial when you
begin taking money out of your accounts during
retirement. You'll owe ordinary income tax on
distributions from traditional 401(k)s and IRAs during
retirement, and the timing and size of those
distributions will be out of your control once you have
to begin taking required minimum distributions
(RMDs). By diversifying your asset mix across taxable
and Roth accounts, you'll help ensure that at least
some of your distributions will come out with low or
no tax ramifications.

Holding taxable assets in addition to tax-deferred and
Roth also helps ensure that, if you determine that you
want to convert some of your Traditional IRA or
401(k) assets to Roth, you'll be able to pay the
conversion-related taxes without having to dip into
your IRA/401(k) funds, thereby sidestepping further
taxes.

Reason 6: Your heirs will receive a step-up in basis.

Another key advantage to investing inside of a taxable
account is that your heirs will be able to take
advantage of a step-up in cost basis, essentially wiping
out any capital gains tax liability that you racked up
over your own holding period. That means that when
they inherit assets from you, the taxes they'll eventually
owe when they sell will be calculated by looking not at
your purchase price but what they were worth at the
time of your death. Even if your heirs end up selling
the inherited assets shortly thereafter, you've still
reduced the drag of taxes on your overall estate.

401(k) and IRA plans are long-term retirement-
savings vehicles. Withdrawal of pretax contributions
and/or earnings will be subject to ordinary income tax
and, if taken prior to age 59 1/2, may be subject to a
10% federal tax penalty. Direct contributions to a
Roth IRA are not tax-deductible but may be
withdrawn free of tax at any time.  Earnings may be
withdrawn tax and penalty free after a 5 year holding
period if the age of 59 1/2 (or other qualifying
condition) is met. Otherwise, a 10% federal tax penalty
may apply. This is for informational purposes only and
should not be considered tax or financial planning
advice. Please consult with a financial or tax
professional for advice specific to your situation.

A municipal bond investor is a creditor of the issuing
municipality and the bond is subject to default risk.
Municipal bonds may be subject to the alternative
minimum tax (AMT) and state and local taxes, and
federal taxes would apply to any capital gains
distributions.

Investing does not ensure a profitable outcome and
always involves risk of loss. There is no guarantee that
diversification or asset allocation will protect against
market risk. These investment strategies do not ensure
a profit or protect against loss in a declining market.
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The Many Faces of Risk, Part 1

There is no question that risk carries a negative
connotation for investors.  But the simple fact about
risk is that it’s ever-present. There is more to risk than
market volatility, and trying to avoid risk is like trying
to avoid the oxygen in the room. You might think
you're avoiding it by sticking with safer investments,
such as bonds. But when you make moves like this,
you're usually just swapping one kind of risk for
another. In this case, you may have reduced short-
term volatility risk, but you likely increased long-term
shortfall risk: With a heavy emphasis on lower-
yielding "safe" investments, your portfolio may not
grow enough to meet your retirement needs or
overcome inflation over the long term.

On the flip side, we may also mistake an upward trend
in the market for the absence of risk. A strong
performance streak doesn't mean there was no risk. It
just means that risk didn't bite hard during that time
period. Don't confuse being lucky with being risk-
proof.

So, we can't avoid risk. But neither should we be
oblivious to it. What we need to do is understand the
risks we're taking, and remember risk's traveling
companion: reward. This keys in on an important
point: Risk isn't inherently bad. When you take risk,
you can have good outcomes, too. Risks should have
related and commensurate potential rewards. We
invest in the market not because risk is bad and we
expect to lose money, but because taking risk can be
profitable. So, the question is not whether to take risk.
Instead, it's what risks do you want to take, and how
much?

Types of Risk

As suggested above, there is more than one kind of
risk, and to manage risk well, you need to consider the
different types. For instance, investing risk is not all
(or even mostly) about the market's volatility (the
Dow's daily ups and downs on Fed talk, China's latest
data, or any number of global worries).

When thinking about investment risk, you need to
consider company fundamentals (what will cause this
firm to succeed or fail), because that will ultimately

drive the stock price over time. There is also price risk.
Even if the company is poised for tremendous success,
how much are you paying to own a piece of it? If you
overpay, you can still lose money, because stocks tend
to revert to their fair value over time, even if they
occasionally become under- or overvalued.

You also have to consider your own shortfall risk.
Conceivably, you're investing in the market to fund
some future expense (for instance, college or
retirement). If you take money out of the market, or
move money from stocks to bonds, what does that
mean for your long-term earning potential, given the
types of returns bonds tend to produce over long
periods of time? Remember, funding that future
expense is your primary objective, not avoiding every
little dip in the market along the way.

But instead of fundamental, price, and shortfall risk,
we investors tend to focus on short-term volatility
because that's the thing we see every day, in real time.
It's the most apparent and seemingly uncontrollable
risk. Make no mistake, volatility may reflect real
changes in a company's fundamentals, and that can
mean a real loss of money for you. But volatility is
often just noise, reflecting worries that won't have any
lasting or appreciable effect on a company's operations.
In these cases, we shouldn't let volatility risk leave the
realm of paper losses.

That's easier said than done, of course, especially
during a market crisis or correction. But one way of
getting around that is by considering another type of
risk: liquidity risk. That's the risk that you can't sell an
asset (or at least can't sell it for a reasonable price)
when you need to sell it. The upshot: If you have a
short-term need for cash, then have cash on hand.
That allows you to ride through the volatility risk of
your other assets.
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The Many Faces of Risk, Part 2

The Risks You Do Take Are Manageable

The good news is, even if you have to take some short-
term risks you'd rather not, you can take the edge off
in a number of ways. Diversification among asset
classes may reduce marketwide or so-called systematic
risk. In 2008, the bond market held up just fine even
though stocks uniformly fell on their face. Holding
assets that move in different directions at the same
time makes for a smoother ride overall and gives you
more options should you need to liquidate a portion of
your holdings for some reason.

You may also want to consider diversification within
one asset class. Holding several stocks (as opposed to
just one) from the same industry and other industries
may reduce company-specific risk (such as product-
launch failure) and sector-specific risk (such as e-
books and e-mail taking a bite out of paper company
profits). Another way to manage fundamental risk is to
invest in companies that have sustainable competitive
advantages.

Dollar-cost averaging, or putting your money to work
in smaller chunks over time, may reduce that risk. It
also happens to be the de facto way that most people
end up investing—with a little bit of money coming
out of every paycheck. Another way to potentially
reduce price risk is requiring a margin of safety before
buying. All else equal, if you like a stock at $50 per
share, you should love it at $30. Buying at a discount
means you have room for error in your analysis, a
buffer in case of an unforeseen complication, or the
chance for extra return if everything goes as planned.

Don't Let Risk Take You

Unlike the familiar risk of going to work for an
immediate reward (a paycheck), when it comes to
investing, the reward is typically delayed, while the
perceived risk (specifically market volatility) is
immediate. Because of short-term market gyrations,
investors may also feel that they can't control or
moderate their investment risk. So, there is a
disconnect between perceived high and uncontrollable
present risk on one side, and an uncertain future
reward on the other. That just doesn't sound like a

good trade-off.

But that story is not complete. You also have to think
about shortfall risk and the opportunity cost of not
investing (in other words, the money you could have
made over time but didn't because you weren't
invested). You have to think about the cost of inaction,
because not taking any action is potentially risky, too,
just in a different way.

When you look at it this way, you should realize you
can't avoid risk. So, don't let risk just happen to you.
Since you'll end up taking risk in one form or another,
you might as well take control, and take smart risks.
Take risks in a way that you choose, in a form that you
manage to reach your goals—knowing the trade-offs
and the consequences and the rewards.

There is no guarantee that diversification, asset
allocation and dollar-cost averaging will protect
against market risk. These investment strategies do
not ensure a profit or protect against loss in a declining
market. In addition, since investing by dollar-cost
averaging involves continuous investment in securities
regardless of fluctuating prices, investors should
consider their financial ability to continue purchases
through periods of both low and high price levels.

Returns and principal invested in stocks are not
guaranteed, and stocks have been more volatile than
bonds. Investing does not ensure a profitable outcome
and always involves risk of loss.

This is for informational purposes only and should not
be considered financial planning advice.  Please
consult a financial professional for advice specific to
your individual circumstances. This article contributed
by Christine Benz, Director of Personal Finance with
Morningstar.
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Retirement Distribution Pitfalls:
Income-Producing Securities

Accumulation is a key facet of reaching your
retirement goals. However, we tend to see far less
about portfolio drawdown, or decumulation—the
logistics of managing a portfolio from which you're
simultaneously extracting living expenses during
retirement. This can be even more complicated than
accumulating assets.

Pitfall: One of the big mistakes of retirement
distribution can be relying strictly on income-
producing securities to meet income needs. Sticking
exclusively with income distributions can leave retirees
beholden to the current interest-rate environment.
We've seen that problem in sharp relief during the
past several years, as income-oriented investors have
been forced into riskier areas, such as emerging-
markets bonds, to scare up the income they need.

Workaround: The bucket approach to retirement

income is essentially a total-return approach that relies
on regular rebalancing to provide income for living
expenses. Using such a structure, a retiree would own
bonds and dividend-paying stocks but would also own
other stock types, including those that don't pay
dividends. Such a strategy could potentially provide a
better-diversified portfolio than the income-only
approach for some retirees, and may also allow a
retiree to enjoy a fairly stable standard of living.

All investments involve risk, including the loss of
principal. There can be no assurance that any financial
strategy will be successful.  Diversification is an
investment method used to help manage risk.  It does
not ensure a profit or protect against a loss.  This is for
informational purposes only and should not be
considered tax or financial planning advice. Please
consult a tax and/or financial professional for advice
specific to your individual circumstances.

Options to Invest Cash

Investors with cash holdings want to invest them in
something safe that will earn at least a little interest.
Money markets and short-term bond funds are good
places to start. Money markets come in two flavors:
money-market accounts offered by banks and money-
market funds offered by mutual fund companies. Bank
money-market accounts are typically protected by the
Federal Deposit Insurance Corporation, or FDIC,
while money-market funds are not.

For a combination of safety and yield, an FDIC-
insured online bank money-market account may be a
good option, at least for now. That could change if
and when interest rates rise, if such an increase would
allow short-term bond funds to begin paying yields
that are significantly higher than money-market yields.
But given today's choice between a guaranteed rate of
close to 1% and a nonguaranteed rate that's not much
higher, the former appears to be a better option.

The investment return and principal value of mutual
funds will fluctuate and shares, when sold, may be
worth more or less than their original cost. Mutual
funds are sold by prospectus, which can be obtained
from your financial professional or the company and
which contains complete information, including
investment objectives, risks, charges and expenses.
Investors should read the prospectus and consider this
information carefully before investing or sending
money. An investment in a money-market fund is not
insured or guaranteed by the FDIC or any other
government agency. Although money-market funds
seek to preserve the value of your investment at $1.00
per share, it is possible to lose money by investing in
them. Bonds are subject to interest-rate risk. As the
prevailing level of bond interest rates rise, the value of
bonds already held in a portfolio declines. Portfolios
that hold bonds are subject to fluctuations in value due
to changes in interest rates.
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Retirement Distribution Pitfalls:
Variability in Withdrawals

Accumulation is a key facet of reaching your
retirement goals. However, we tend to see far less
about portfolio drawdown, or decumulation—the
logistics of managing a portfolio from which you're
simultaneously extracting living expenses during
retirement. This can be even more complicated than
accumulating assets.

Pitfall: One of the big mistakes of retirement
distribution can be not allowing for some variability in
your withdrawals, based on need. Many retirees use
the 4% rule, which holds that you withdraw a specific
dollar amount in year 1 of retirement, then adjust that
dollar amount upward each year to account for
inflation. Even though this rule can provide a good
starting point, it's unrealistic to expect that you'll stick
with a fixed withdrawal amount every year. You may
have years when you need to spend more, such as for a
new car, new roof, child's wedding, or a special
vacation, and years when you can get by with less.

Workaround: Be sure to pad anticipated expenses a bit
to account for extras and unanticipated expenditures.
Some retirees, for example, forecast when they would
need to replace cars, take big trips, and repair roofs.
Those padded expenses should be used when
determining whether a withdrawal rate is sustainable.
Alternatively, retirees could manage their distributions
with the expectations that they will in fact not be static
from year to year—for example, paying for
unanticipated expenses on an as-needed basis with the
expectation that they'll have to tighten their belt in
subsequent years.

This is for informational purposes only and should not
be considered tax or financial planning advice. Please
consult a tax and/or financial professional for advice
specific to your individual circumstances. This article
contributed by Christine Benz, Director of Personal
Finance with Morningstar.

Retirement Distribution Pitfalls:
Income-Producing Securities

Accumulation is a key facet of reaching your
retirement goals. However, we tend to see far less
about portfolio drawdown, or decumulation—the
logistics of managing a portfolio from which you're
simultaneously extracting living expenses during
retirement. This can be even more complicated than
accumulating assets.

Pitfall: One of the big mistakes of retirement
distribution can be relying strictly on income-
producing securities to meet income needs. Sticking
exclusively with income distributions can leave retirees
beholden to the current interest-rate environment.
We've seen that problem in sharp relief during the
past several years, as income-oriented investors have
been forced into riskier areas, such as emerging-
markets bonds, to scare up the income they need.

Workaround: The bucket approach to retirement

income is essentially a total-return approach that relies
on regular rebalancing to provide income for living
expenses. Using such a structure, a retiree would own
bonds and dividend-paying stocks but would also own
other stock types, including those that don't pay
dividends. Such a strategy could potentially provide a
better-diversified portfolio than the income-only
approach for some retirees, and may also allow a
retiree to enjoy a fairly stable standard of living.

All investments involve risk, including the loss of
principal. There can be no assurance that any financial
strategy will be successful.  Diversification is an
investment method used to help manage risk.  It does
not ensure a profit or protect against a loss.  This is for
informational purposes only and should not be
considered tax or financial planning advice. Please
consult a tax and/or financial professional for advice
specific to your individual circumstances.
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Success Factors for Retirement, Part
1

OK, folks, here's what we're asking you to do.  First,
save as much money as you can while you're working,
despite ongoing expenses. Next, figure out how to
invest the money and, once you've gained critical mass
on your savings, determine if it's going to be enough.
Is it any wonder so many pre-retirees are overwhelmed
by retirement planning?

However, there is good news, as well. Some of the key
success factors that have the power to make or break a
retirement plan can be simple if understood correctly.
While investors don’t need to hit the mark on every
last one of them, handling the majority of them
correctly increases the chances of a successful
retirement plan.

Success Factor 1: A Flexible Retirement Date. For
investors who analyzed the numbers on their
retirement plans and found that their nest egg could
come up short, one option to consider is working
longer. Doing so can be advantageous on a few
different levels. Investors will have more years to save
and fewer years to draw from their portfolios. They
may also be able to defer Social Security, which can be
profitable, especially for people with a longer-than-
average life expectancy. Another option to consider is
a hybrid strategy, shifting into a lower-paid, but more
rewarding and/or less stressful, career. Alternatively,
investors could stay put in their current positions but
spend (rather than bank) additional retirement-plan
contributions. Such a strategy could allow some people
to pay for retirement dreams, such as exotic travel,
while still working. Additional retirement-plan
contributions in your 60s benefit less from tax-
deferred compounding than do contributions made
earlier on. Of course, working longer isn't always a
possibility: Health considerations (for oneself, a
spouse, or a parent) may interfere, or aging employees
may not be able to hang on to their jobs. That's why
working longer can't be the only fallback plan;
investors need to make sure they have other success
factors working in their favor, too.

Success Factor 2: A Well-Considered Social Security
Strategy. Deciding when to file for Social Security is
one of the most consequential financial decisions most
Americans will make about their retirement. The

1980s and 1990s were all about maximizing portfolio
returns. But the specter of twin bear markets in the
2000s, as well as ultra-low interest rates, shone a light
on more mundane matters, including trying to get the
most out of Social Security. Even casual students of
Social Security planning have heard the admonition to
not take Social Security at age 62, when they're first
eligible, as doing so will result in a permanent cut to
benefits. And for people who have longevity on their
side, it may be better to delay benefits for as long as
possible, because benefits increase for every year from
full retirement age until age 70. Keeping those rules of
thumb in mind is a great first step toward getting a
Social Security plan moving in the right direction, but
retirement planners can also take advantage of more
sophisticated strategies, especially if they’re part of a
married couple. More and more financial planners are
focusing on Social Security maximization, and there
are also a number of online tools that can help craft a
prudent Social Security plan.

Success Factor 3: A Large Enough Stock Allocation.
The traditional lifetime glide path calls for
accumulators to hold very high weightings in stocks,
and then gradually peel back equity exposure as the
years go by. But make no mistake: Pre-retirees and
retirees may need plenty of stocks, too. The key reason
is purchasing-power preservation. If inflation runs at
3%, it's hard to see how a portfolio of nominal bonds
and cash yielding 2% to 3% is going to be able to hold
up. Of course, there are other ways to hedge inflation
risk, but stocks are the asset class with the highest
probability of out-earning inflation over time. That
argues for most retirees holding at least half of their
assets in stocks coming into retirement.
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Success Factors for Retirement, Part
2

Of course, holding a higher equity weighting also
means higher short-term volatility, but that may be an
acceptable trade-off when considering the bigger risk
of running out of money prematurely.

Success Factor 4: A Sensible (and Dynamic) Spending
Strategy. The size and composition of a retirement
portfolio are just one side of the ledger. On the other
side? The strategy used for extracting the cash needed
from that portfolio on an ongoing basis. Even very
large portfolios aren't big enough to last for an entire
retirement if the withdrawal, or spending, rate is too
high. That's why financial-planning researchers have
been focusing so much energy on this area in recent
years. Many experts think that the old 4% rule, which
involves taking 4% of a portfolio's balance in year one
of retirement and inflation-adjusting that amount
thereafter, still gives a person with a 60% equity/40%
bond portfolio good odds of not outliving their money
over a 30-year retirement. But there's also widespread
agreement that retirees can greatly improve their
portfolios’ longevity if they're willing to be flexible
about withdrawals, reducing spending in lean years for
the market and potentially taking a bit more in good
ones. In addition to being willing to adjust their
withdrawal rates, retirees may also want to be flexible
about withdrawal strategies, using an income-centric
approach in more yield-rich eras and relying more on
rebalancing proceeds in others.

Success Factor 5: Flexibility on In-Retirement Living
Expenses. Even people who aren’t in the habit of
driving 16-year-old cars (and don't plan to) can make
their retirement finances better if they're willing to
contemplate a less costly in-retirement lifestyle. One
of the easiest ways to bring costs down without
throwing quality-of-life considerations out the
window is to consider downsizing homes. Like
working longer, downsizing can have a positive impact
on a few different levels. Even if you own your home
free and clear, you're apt to have lower outlays for
taxes, utilities, and maintenance costs than you did in
your larger home. And the sale of a home that realizes
a profit means more money for retirement.

Success Factor 6: Vigilance on Portfolio Costs. As a
portfolio’s asset allocation gets more conservative over

time, its return potential declines as well. This means
that investment-related costs, on a percentage basis,
will extract an even bigger toll than they did when the
portfolios was younger and earning a high return. Let's
say a 50% stock/50% bond portfolio earns a 4.5%
annualized return, on a pre-expense basis, over the
next few decades. Assuming a 3% inflation rate, that's
just a 1.5% real return. And unless investors are
careful, nearly all of that return could disappear in
investment-related and tax costs. After all, it's not
unusual for funds to have expenses over 1%, and
they're just one piece of the expense pie. The good
news is that investment costs are one of the easier
factors for investors to control. Another area to focus
on is tax management. Retirees may want to hang on
to tax-advantaged accounts for as long as possible.
When it comes time to pull money out, investors
should carefully consider which accounts to withdraw
from, with an eye toward staying in the lowest possible
tax bracket.

Returns and principal invested in stocks are not
guaranteed, and stocks have been more volatile than
other asset classes. Investing does not ensure a
profitable outcome and always involves risk of loss.

Asset allocation is a method used to help manage risk.
It does not ensure a profit or protect against a loss.
This is for informational purposes only and should not
be considered tax or financial planning advice.  Please
consult a tax and/or financial professional for advice
specific to your individual circumstances.

This article contributed by Christine Benz, Director of
Personal Finance with Morningstar.
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Monthly Market Commentary

In recent economic data, employment matches
expectations, manufacturing flattens after a period of
decline, and auto sales growth continues to moderate.

Employment: The U.S. economy added 223,000 jobs
in April, matching expectations. However, it wasn't all
good news; the March estimate was reduced from
126,000 jobs added to just 85,000, providing a much
easier set of goalposts to hit for the April report.
Furthermore, hourly wage growth, at least on a month
-to-month basis, was surprisingly weak with just 0.1%
growth or 1.2% annualized. On the positive side, the
unemployment rate continued to trend down, ending
April at 5.4%, down from 5.5% a month ago and 6.2%
a year ago. This is the lowest reading in seven years.
For a change, the rate went down exclusively because
new jobs were added even as 166,000 people entered
the work force in April. The higher percentage of
people looking for jobs is a sign of increased consumer
confidence.

Looking at private sector job growth, which excludes
the much slower-growing government sector, the
three-month average, year-over-year growth rate
remains relatively high at 2.6%, which is down just a
touch from recent highs and still above the 2.4%
average growth rate of the past 12 months. Those year
-over-year growth rates are likely to continue
deteriorating modestly in the months ahead.

GDP: The U.S. GDP report of just 0.2% GDP
growth in the first quarter was disappointing to
everyone, as falling oil drilling activity ruined a report
that was already expected to be hit hard by bad
weather and West Coast port-related activities.
Drilling activity pushed GDP growth down by 0.8%,
about the size of the negative surprise. Still, we
wouldn't be too upset with a GDP report that shows
four-quarter-over-four-quarter growth of over 3%.
Seasonal factors and weather have really confounded
economists and statisticians, who tend to favor the
sequential quarter-over-quarter growth methodology.

The individual GDP component factors weren't too
far off of consensus forecasts. Consumption growth
was cut in half in a widely expected drop from 4.4% to
just 1.9% growth between the fourth quarter and the

first quarter. At almost 70% of GDP, that fall single-
handedly took off 1.7% from the GDP growth rate
(contribution from 3% to 1.3%). The rapid
deterioration in consumption, however, was widely
expected. Morningstar economists still predict that
U.S. GDP will grow at a rate of 2.0%–2.5% in 2015.

Manufacturing: The overall ISM Purchasing Manager
Index, a great leading indicator of manufacturing
activity, was flat in April at 51.5, after falling for five
consecutive months. At a reading of 51.5, the metric
shows that more businesses are seeing an increase in
activity versus a decline. Still, the number, at least on
the surface, disappointed analysts who expected a
weather- and port-related bounce to 52.2. That said,
the April report was a bit stronger than it looked. New
orders—the leading part of the index—increased from
51.8 to 53.5, and current production moved from 53.8
to 56. Exports and imports also showed nice increases,
though these are not used in calculating the composite
index.

Auto sales: While auto manufacturers were trumpeting
good April numbers, the auto recovery is looking a
little long in the tooth. The auto sales for April were
about 16.5 million units, which marks a 3.1% annual
increase. That’s down from the 3.8% rate reported in
March. It is now apparent that auto sales growth has
peaked and further year-over-year increases will be
modest, indicating that the auto industry will have
limited impact on GDP and employment going
forward.
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Bill Gross Speaks at 2014
Morningstar Investment Conference

Interest rates need to rise but must not be extended
too far or a bear market may result, says PIMCO
founder and CIO Bill Gross.

Speaking at the Morningstar Investment Conference
on June 19, Gross outlined details of his firm's "New
Neutral" market outlook. The concept focuses in part
on the belief that interest rates closer to 0% after
inflation are necessary for more stable, if less dramatic,
growth than in the past. Currently the real rate
(meaning the Fed funds rate minus the rate of
inflation) stands at around negative 1.25%, Gross said.
"A negative rate for a long period of time hasn't really
done much," he said. "The problem is that what it has
done is to stimulate financial markets." He said the
Fed will have to raise rates "to prevent the bubble
popping."

Gross seemed to suggest that higher rates could help
the economy, but that raising rates too much could be
disastrous. "It was a real rate of only 1% that broke the
economy and led to a global recession," he said. "I
guess my point is that if the new neutral is closer to
0%, then asset prices are less bubbly," he added. "...
They can't survive a 2% real rate."

Gross said the real rate is crucial as it will dictate the
performance not only of bonds but of stocks and other
asset classes as well. He said that real policy rates have
varied from 0% to 8% historically but need to be at the
low end now. "In a highly levered economy, the new
neutral has to be lower than it's been historically," he
said.

He added that keeping the real rate closer to 0%
should help keep volatility in check as well, adding,
"At 2% you've got bear markets ahead."

Overall Gross said his firm expects 3–4% annual
returns for bonds and 4–5% annual returns for stocks
in the future.

Gross also expressed concern about the end of the
Fed's quantitative easing program, wondering aloud
who will buy 30-year Treasuries once the program that
has been purchasing so many of them ends. Gross did

not directly address the recent high-profile departure
of former PIMCO CEO Mohamed El-Erian, but
spent his opening remarks discussing how he's been
portrayed in the press.

Overall, he said, "I've never been happier at work." He
cited the company's new deputy CIO structure and a
new building as signs of progress, adding "and if
there's a happier kingdom on earth it may be 15 miles
up the road ... at Disneyland."

In discussing the idea of investing templates and
structures, Gross said that PIMCO's template is based
on three components. The first of these he called
"bonds plus," combining investments in interest rate
futures and swaps ("vehicles that [don't] require very
much cash") with short-term corporate notes and
floating-rate notes. "In effect we turned our Treasuries
into corporate bonds," he said.

The second element is a focus on intermediate-term
issues and rolling down the yield curve. Gross says this
technique has allowed 5-year Treasuries to equal the
performance of 30-year Treasuries over time.

The third element is what he described as
"employ[ing] volatility sales"—for example, selling
exposure to mortgage-backed securities. He said this
approach must be used responsibly and admitted that
when markets are volatile it hurts his firm's
performance but added "otherwise it's a good
business." He compared the practice to what Warren
Buffett does at Berkshire-Hathaway, using premiums
from his insurance holdings to underwrite riskier bets.

"At PIMCO we're willing to sell that insurance," he
said. "We're willing to sleep less [at night] but perform
better."

Gross estimated that these three "structural tilts"
together add 75-80 basis points per year to fund
performance.
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Two Types of Diversification

Diversification works on the principle that not all asset
classes react the same way to market events. For
example, when stocks go down, bonds have a tendency
to go up, and vice versa. This way, by combining
various assets in a portfolio, investors may be able to
protect themselves from extreme market fluctuations.

Classic diversification involves combining different
asset classes: stocks, bonds, cash, gold, and so on.
However, it is also possible to diversify within a
certain asset class; by size, for example. Within the
stock portion of a portfolio, an investor could combine
large-, small-, and mid-cap stocks and obtain potential
diversification benefits, because stocks may behave
differently based on their market capitalization.
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