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Balanced and Life Style Funds 

Investors who are fortunate enough to work with a skilled investment advisor receive the benefit of a professional who will help make important allocation decisions. These decisions not only include allocations between various asset classes, but skillfully considering how to allocate between taxable and tax-deferred portfolios. An advisor relationship allows investors to take full advantage of constructing a balanced or life style portfolio that both manages risk through diversification and addresses maximum tax efficiency.  

However, not all investors are able to work with an advisor under all circumstances. Some fail to appreciate the advantages an investment advisor offers. Some don’t have a portfolio of a size that justifies the assistance of an advisor. Some may have all or a vast majority of their savings tied up within a company retirement plan. In such cases, investors might wish to consider balanced or lifestyle funds as an appropriate proxy. 

The concept behind balanced or lifestyle funds that use passive investment vehicles is fundamentally sound. Managers create a fund of funds that invests in various asset classes. These funds can be structured to accommodate the full spectrum of investor risk profiles from aggressive (100 percent equity allocation) to very conservative (20 percent equity allocation). The balanced or lifestyle fund provides the following benefits:

· It allows investors to hold a diversified portfolio within a single fund, including exposure to US equities (typically large-cap, large-cap value, small-cap, and small-cap value) as well as international (typically large-cap and possibly including emerging markets).

· The fund automatically rebalances its assets to the targeted exposures, helping to ensure that the investor adheres to a disciplined approach that remains true to his or her investment objectives.

· If the fund is not an all-equity fund, it will also rebalance between equities and fixed income, again, providing discipline.

However, investors should also be aware of the disadvantages of these funds.

· Unless the balanced or lifestyle fund is an all-equity fund, combining equities and fixed income assets in one fund results in the investor holding one of the two assets in a tax-inefficient manner. If the fund of funds is held in a taxable account, the investor is holding the fixed income assets in a tax-inefficient location. If the fund is held in a tax-deferred account, then the equities are being held in a tax-inefficient location, in which he or she loses the benefits of long-term capital gains treatment, the ability to tax-loss harvest, and the potential for a step-up in basis upon death.

· If the fund is held in a taxable account, the investor loses the ability to tax-loss harvest at the individual asset class level.

· If the fund is in a tax-deferred account, the investor loses the ability to use any foreign tax credits that are generated by the international equity holdings.

· If the fund is held in a taxable account, the equities should be in funds that are tax-managed. We are not aware of any lifestyle or balanced funds that tax-manage the equity portion (which makes sense, since the fund managers cannot know whether investors are holding the fund in a taxable or tax-deferred location).    

These disadvantages can greatly impact the after-tax return of a portfolio. The more efficient investment strategy is to hold individual assets in separate funds, each in the most tax-efficient location, and to maintain the discipline to rebalance and adhere to a carefully designed investment policy. Investors who do use balanced funds should consider all of their investable assets in determining their portfolios’ and their balanced funds’ appropriate asset allocations as well as the proper asset location for each asset. 

This material is derived from sources believed to be reliable, but its accuracy and the opinions based thereon are not guaranteed. The content of this publication is for general information only and are not intended to serve as specific financial, accounting or tax advice. To be distributed only by a registered investment advisor. Copyright © BAM Advisor Services, 2002.
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