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LAST YEAR, VANGUARD GROUP BECAME THE NATION’S LARGEST PROVIDER OF MUTUAL
funds, overtaking Fidelity Investments. Benefiting from its focus on index funds,

its super-low fees, and growing investor disenchantment with funds that shine for a
time and then blow up, the company has seen its assets surge over the past decade. //
Now that it’s on top, Vanguard wants to protect its position. In an internal memo,

chief executive William McNabb

acknowledged Vanguard’s ascendancy
not with fanfare but with a cautionary

note: “We are always just one mistake
away from ruining that trust and that
reputation....Our ranking and our
reputation do not earn us a free pass.”
Says Dan Wiener, editor of a newslet-
ter that tracks Vanguard funds: “The
overarching strategy at Vanguard is
not to screw up the franchise.”

Fund companies can screw up in
a number of ways. They can offer slip-
shod service, which by all accounts
vanguard does not do. They can
charge too much, which isn’t a prob-
lem at Vanguard, the fund industry’s
low-cost leader. And, of course, they
can perform poorly—the quickest way
to drive away investors. Just look at
Legg Mason Value Trust and Fidelity
Magellan, two onetime behemoths
that crashed and took a piece of their
sponsors’ goodwill along with them.
But because Vanguard focuses on in-
dex funds—products that seek only to
match a market’s return—most of the

firm’s assets are insulated from the
risk that they will lag their bench-
marks substantially.

How Vanguard became a jugger
naut—it now sucks up $100 billion
in new assets every year—says a lot
about today’s investment landscape.
Vanguard’s success speaks to a grow-
ing distaste for funds that charge
exorbitant fees and a loss of trust in
companies that lure us into funds that
chase the hot investment theme du
jour. Vanguard’s index funds are cheap
and anything but faddish. Yet, in what
might be called the Vanguard paradox,
the firm also peddles a large stable of
actively managed funds. For the most
part, those funds have delivered de-
cent returns.

®  ADIFFERENT APPROACH

From the day John Bogle started

the firm in 1975, after being fired by
Wellington Management, Vanguard
was a different kind of fund company.
Instead of being owned by a money-
management firm (or a bank or an

HOW VANGUARD HAS GROWN

insurance company), it was set up
essentially as a co-op, to be owned by
the shareholders of its funds. Unlike
other fund companies. Vanguard
makes no profit. It sells all of its funds
without loads, or commissions, and
the company insists on ultra-low fees
because that's what the owners want
and because lower costs lead to better
results. The alignment of Vanguard’s
interests with those of its customers
is the foundation of the trust the firm
engenders among its clients.

Bogle's first product at Vanguard
was Index Trust, the first mutual fund
available to the general public to track
Standard & Poor’s 500-stock index.
One of the beauties of index funds is
that because they are basically un-
managed, they don’t have to pay big
management fees. That gives them an
edge over actively run funds, which
bestow fat salaries on managers and
analysts. Knowing that over time a
low-cost index stock fund beats the
returns of three-fourths of actively
managed stock funds, Bogle became
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a champion of the concept and never
stopped firing salvos at the fund in-
dustry for what he deemed high fees
and excessive profits.

Even as Vanguard grew steadily,
critics dismissed Bogle as a fanatic,
maybe even a bit of a kook. When the
stock market took off in the 1990s,
he continued to sing the praises of
indexing and steadfastly refused to
endorse any new Vanguard funds that
would focus on torrid tech stocks. In
fact, in 1994 Bogle eliminated a Van-
guard tech fund by merging it into
another fund.

The '90s turned out to be a banner
decade for indexing; from 1990 .
through the end 0f 1999, the fund now
called Vanguard 500 Index (symbol
VFINX) produced an astounding re-
turn of 18.1% annualized. But, geez,
with the Internet thing ushering in
a New Era, even 18% a vear seemed
paltry—or so the thinking went when
Bogle left Vanguard in 1999 at the
firm’s mandated retirement age of 70.

@ AHUMBLING DECADE

Fast forward to 2011. In an office on
Vanguard’s sprawling campus in Mal-
vern, Pa., chief investment officer Gus
Sauter reminisces about the late '90s.
“I can’t tell vou how many letters I
received from investors who wanted
a Nasdaq 100 fund,” he says, referring
to an index that then contained many
of the raciest Internet stocks. Of
course, the Net bubble burst in 2000,
and the Nasdaq 100 fell by roughly
one-third in each of the next three
vears. “Just because investors want us
to do something doesn’t mean we're
going to do it,” Sauter says.

The people who run Vanguard be-
lieve that investors’ whims can under-
mine their quest for good results.
Market volatility, for example, plays
to our worst instincts, prompting us
to buy high and sell low. So Vanguard
does not create funds that ride the
latest fad or hot sector.

The collapse of Internet stocks in
2000, followed by the bursting of the
real estate bubble a few vears later and
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the horrific 2007-09 bear market,
shook the faith of many investors.
Given investors’ tendency toward
“huge inertia,” says Vanguard strate-
gist Francis Kinniry, it took major
market setbacks to get them to reeval-
uate their strategies and principles.

“When they
devise portfolios,
Vanguard planners

suggest splitting
assets between
index funds and
active funds.”

Markets in the century’s first decade
“were like a perfect storm for us, but
in a good way,” he says. After enduring
the debacle of the *00s, many people
find plain-vanilla, low-fee funds pretty
appealing nowadays.

Two other developments have
helped Vanguard. The first was the
growth of 401(k) plans. Plan providers
see Vanguard funds as safe and popu-
lar choices for their employees. Van-
guard has become a “major, respected
player” in the retirement field and has
played a major role in educating retire-
ment-plan sponsors, as well as inves-
tors, about the virtues of index funds,
says Ed Ferrigno, of the Profit
Sharing/401k Council of America.

The second development was a shift
in how many financial advisers are
compensated. Instead of making
money from mutual fund loads and
stock-trading commissions, more
have begun charging a percentage of
the size of the portfolios they manage
for clients. Because compensation
grows as a portfolio expands, this
“fee-based” approach does a better job
of aligning the interests of clients and
advisers. The percentage of advisers
who generate all or most of their reve-
nues from fees has risen from 34% in

2005 to 66% last year, according to
a study by Cerulli Associates.

Before the shift, Vanguard didn’t
bother courting a whole class of advis-
ers. “Their interests didn’t intersect
with anything Vanguard had to offer,”
says Martha King, who heads the
unit that deals with advisers. But then
came the rise of the exchange-traded
fund, a type of investment that Van-
guard began to embrace in 2001, ETFs,
which are typically index funds that
trade like stocks, appeal to advisers
who assemble portfolios, as well as
to brokers, who can charge commis-
sions on ETF trades.

As Vanguard has grown, its econo-
mies of scale have allowed it to drive
down costs. For instance, Vanguard
charges an average of 0.13% for its
diversified domestic stock index
funds, compared with 0.84% for
similar index funds from other man-
agers. The average expense ratio for
all diversified domestic stock funds
is 1.34%. The expense ratios for
Vanguard’s ETFs are microscopic—
as low as 0.06% a year for the ETF
version of 500 Index.

®° THE VANGUARD PARADOX

But if Vanguard is so wedded to index-
ing, why does it sell actively managed
funds? About 20% of its $1.7 trillion
in assets is in actively managed prod-
ucts, mostly stock and balanced funds
run by 29 outside money managers.
About one-fourth of its assets is in
actively managed bond funds and
money market funds, nearly all of
which are managed in-house.

When they devise portfolios for cli-
ents, Vanguard planners suggest split-
ting the assets 50-50 between index
funds and active funds. Wiener, editor
of the newsletter Independent Adviser
for Vanguard Investors, calls this hypo-
critical. *If you really believed in in-
dexing, vou wouldn’t be putting active
funds in portfolios,” he says.

The job of selecting and monitoring
outside fund managers falls to Chris
Mclsaac and a team of 40 analysts.
Mclsaac explains the rationale for






