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PART I

THE ART AND SCIENCE
OF INVESTING IN
EXCHANGE-TRADED FUNDS



 

You may have read about it in The Wall Street Journal back in March 2011. Or you may have heard about it elsewhere.

In a public announcement at an asset management conference, investment powerhouse Charles Schwab made public its design for a new type of retirement plan: specifically, a new type of 401(k) plan managed on behalf of its clients. This plan would consist of nothing but exchange-traded funds—ETFs for short. Further, Schwab would let its investors trade—that is, buy and sell—those ETFs at no charge.

We’ve come a long way, baby.

Way back when—up until the 1970s, anyway—stock investing was basically for the rich—famous or not. It was a closed and very private alliance between an exclusive set of individuals and their stockbrokers. Those individuals bought individual stocks, largely at their brokers’ recommendation. They typically paid hundreds of dollars in commissions to buy and sell, so they held onto their stocks for years. Business didn’t change as much or as fast in those days, so that was probably okay.

Mutual funds, which were started to provide a managed alternative to individual and some institutional investors, have been around since the 1920s in one form or another. The post–World War II prosperity led to a boom in saving and investing, combined with tax and compliance clarifications in the Securities Act of 1933 and the Investment Company Act of 1940. Now the average investor didn’t have to join the broker club. He or she could buy a mutual fund and expect it to pay for retirement—or if the investor also had one of the common legacy pensions, it could finance the American Dream.

The mutual fund in its traditional form first appeared as a fund called the Massachusetts Investors Trust. Now you didn’t need a broker—you just traded with the investment company, usually with a phone call and by mailing checks back and forth. That fund took care of your money and invested it in individual stocks, and a few times a year, you would receive a printed report of what the fund had invested in. It didn’t require much time or much expertise.

Trouble is, you didn’t know what you were investing in until the report came, which was long after you had invested in the fund (or divested yourself of it). The fund would charge you up-front fees—sales charges—to get in, and sometimes to get out. It would even levy a nefarious “12b-1” fee as a marketing charge to—guess what—market the fund to someone else. Sometimes these fees, or “load,” were buried in the fund’s performance. You could invest in a “no-load” fund, but somewhere or another you’d still pay anywhere from 1 percent to 2.5 percent or more of the fund’s value every year for the services of the fund manager.

Still, the commission structure, ambiguities, and time requirements of investing in individual stocks, coupled with an increasing public demand for investments, made mutual funds a real success story. By 1970, some 360 funds were available with combined assets of about $48 billion.

It was the wave of self-directed retirement savings, spearheaded by IRAs and the 401(k), creations of Congress in the early 1980s, that really caused mutual funds to take off.

But some investors were still not happy with the costs and opacities of traditional mutual funds. Some just wanted an inexpensive and easy-to-follow way to invest in a stock index or a selection of stocks, to get the diversification and growth without the time, energy, effort, and cost of buying individual stocks. That cry was first heard by John Bogle of Vanguard Funds in the late 1970s. Vanguard pioneered very low cost index-based mutual funds, which still exist today.

That fund and its brethren spearheaded another leg of the mutual fund boom, which has led to more than 7,000 mutual funds today holding more than $11 trillion in assets.

But investors wanted to reduce costs further and speed and simplify the process of buying and selling funds. They wanted to sell Fund A and buy Fund B at a current market price during the trading day, they wanted to know what that price would be, and they wanted to pay little to no commission. They wanted to use the order placement tools of the day, allowing limit orders, stop loss orders, and so forth.

Indeed, they wanted to buy and sell funds—bundles of stocks or other securities—just the way they bought and sold stocks. Online, real time, at the push of a button.

Responding to this demand, State Street Global Advisors (SSGA) came up with an idea. They would create a fund and list it on an exchange. They would buy and sell shares of that fund to and from the general public. The fund would be tied to a popular index—the Standard & Poor’s 500 index, and would hold an assortment of stocks as close as possible to the contents and weighting of that index. The investor would know exactly what those stocks were, and how much of each was held. As those stocks rose and fell, the asset value (the net asset value or NAV) of the fund would rise and fall throughout the trading day. Although influenced by other market forces, the price of the fund would move accordingly.

Enter the exchange-traded fund, or ETF.

In this case, it was called the SPDR S&P 500 Trust. This first SPDR came to market in 1993. “SPDR” stands for S&P Depositary Receipts, a now-arcane phrase that has largely disappeared from the vernacular, although the term SPDR hasn’t. In fact, it has become the flagship brand for the 100-plus funds offered by SSGA. It is traded under the ticker symbol SPY and is listed later in this book.

Today, ETFs are the hottest, fastest-growing thing out there. They have grown from humble beginnings in the 1990s to about 1,300 funds managing $1 trillion in assets. Although still smaller in total assets managed, they are giving traditional mutual funds a run for their money.

For many investors, they are also giving individual stocks a run for their money.

As we’ve made clear in other books in the 100 Best series, we advocate—and provide tools for—individual investors to buy and sell individual stocks. We like individual stock investing and think that too many people are afraid of it; it isn’t as hard as it looks.

But we also recognize that people don’t want to spend all of their time looking at all of their money. They want ways to invest in things like international stocks or emerging country infrastructure or alternative energy without spending the time and overcoming the ambiguities of investing in those rather unfamiliar and—well—foreign corners of the investing space.

We think ETFs have a significant role to play for all investors, even for the most sophisticated individual stock investors. ETFs can play a substantial role in any stock portfolio and in any portfolio strategy. And now we have the first all-ETF 401(k) plan on the doorstep.

As with other forms of investment, it’s important to understand what you’re doing, and seek value—the greatest value—where there is value to be had among a number of complex choices.

It is in that spirit that we bring you the first of a new series: The 100 Best ETFs You Can Buy 2012.


In the Spirit of …100 Best Stocks


Our 100 Best Stocks series is based on the premise that you can do this investing thing yourself. You can be your own investment manager. You can make your own informed investing decisions, and manage your investments, time permitting. At the very least, you can become more knowledgeable about what to ask your hired professional investment manager or financial advisor, if you so prefer. Either way, you become a better investor.

In book form we can’t possibly give you everything you need to know about 100 companies so that you can simply log on and start buying. We can’t give you fish. There’s too much to know, and we can’t possibly keep it “fresh” in publishing cycle-dependent book form.

We can’t give you fish, but we can teach you how to fish. We can share enough knowledge about common-sense, value-driven investing in either stocks or ETFs to help you make informed decisions. And we can share our set of 100 Best choices, which gives you an informed place to start—a good fishing hole, if you will.

We’ve now applied this formula to three different investing spaces. First is our flagship book, The 100 Best Stocks You Can Buy, a favorite for fifteen years and most recently revamped this year. More recently, we’ve added The 100 Best Aggressive Stocks You Can Buy, and The 100 Best Technology Stocks You Can Buy. Each title is available in a 2012 edition. Each title employs the same approach—find value, invest strategically, learn how to fish, and find 100 good places to do it.

In this book, The 100 Best Exchange-Traded Funds You Can Buy 2012, we set out to do exactly the same. Except that now, instead of fishing for companies, we are fishing for ETFs. Is it the same? Is it different? Short answer: yes. It is the same, and it is different.

It is the same because in The 100 Best Exchange-Traded Funds You Can Buy 2012, like the other series titles, we look for value. Good results for the risk and cost involved. We look for funds you can understand, just like in the Stocks books, where we look for companies you can understand. We give you the facts you need, plus a short narrative interpretation of the story and the pros and cons of a particular fund. There are lots of places to get the facts. There are few places to get the interpretation and the pros and cons, especially applied consistently across a selection of funds.

So how is our ETF book different? First, we aren’t analyzing a company, so the discussion and interpretation of a story is different. We don’t have products, brands, marketplace excellence, supply chain excellence, innovation results, or deep layers of management and employees to examine. What we have with funds is more factual and less intangible. We have a list—a list of stocks, bonds, or commodities that comprise the fund. And we have some statistics reflecting how that composite of securities has performed over time. We have some mostly factual knowledge about how the index the fund is constructed around works. But there really isn’t a story about most funds. It’s like analyzing how a group of people work together, rather than understanding the personality, skills, and history of a single individual.

Now you know a little about how we position this book with the 100 Best Stocks series and how it resembles and differs from those books. You’re probably thinking it’s time to get on with the story, and you’re right. First, a little roadmap.

In the rest of Part I, we will explain the basics of ETFs—what they are, how they work, who offers them, and what kinds are out there. We won’t go into depth on the mechanics of ETFs but rather will focus on what you need to know to make intelligent selections. It’s not just about picking ETFs but also how to use them in your portfolio, so we’ll offer some advice about where and how to use ETFs in your own personal portfolio strategy—which will look similar to the framework presented in the 100 Best Stocks books, if you’ve followed us there. Then we’ll give a short overview of how we picked our 100 Best ETFs. Finally, we will turn you loose with our short, two-plus page writeups on each of the 100 chosen ETFs.

Let’s start at the beginning.

What Are ETFs?

ETF stands for “exchange-traded fund.” But what does that mean?

When defining a phrase, we like to take it apart, word by word, to capture the meaning and start to understand it better. Suppose we start with the last word in the phrase—fund.

Fund, in the investing world, is a company that invests in other securities
—stocks, bonds, futures contracts, cash instruments, you name it. That fund, in turn, sells its own securities—shares—allowing you to own and participate in your share of that fund when you buy it. So now we have this fund, owning a collection of securities issued by individual companies or entities, and that fund has issued shares that you can buy.

That’s where the exchange traded part comes in. Exchange traded (we’ll do both words at once) means that you can buy and sell the fund’s shares on an exchange. Typically, today that exchange is the so-called “Arca” exchange, an electronic exchange now merged with the old New York Stock Exchange. The details aren’t important; for most of us investors, an exchange is an exchange—they’re all fast enough and cheap enough and easy enough that it doesn’t matter.

Since the fund trades on an exchange, it can be traded throughout the day, based on supply and demand, just like a stock. There are quotes just like a stock, including a “bid” and an “ask” quote, if you’re familiar with those concepts. (If you’re not familiar, that’s not really important either, if you’re investing rather than trading.) And just like a stock, the price can change throughout the day based on supply and demand for the shares of the fund.

The Exchange-Traded Advantage

Why do people invest in exchange-traded funds? What’s so great about them, anyway?

There are many reasons to invest in funds as opposed to individual stocks—diversification, participation in obscure markets, analysis time, etc. We’ll examine ETF investing as part of your overall investing strategy shortly. For now, it makes sense to discuss the advantage of ETFs over other kinds of funds.

When boiled down, there are two core advantages of ETFs. There are others, but the two you need to know right off the bat are:


	
Transparency. When you buy a fund, you would like to know what’s in that fund. What’s under the hood, pure and simple, right? Not that you have to know everything about every security in the fund, but you’d like to see, at least in a general sense, what the fund owns and how much of it. ETFs offer that transparency. You can see the fund holdings every night, not just on a printed quarterly statement. An adjunct to this notion of transparency: Most ETFs (all but thirty-four “actively managed” funds, in fact) are constructed around an established index. The fund buys and sells stocks according to predetermined rules and guidelines about following the index, not always one for one (we’ll get into that) but pretty close to the index. So you don’t have a fund manager making decisions you don’t know about or may not approve of.

	
Cost. Cost is the 800-pound gorilla that really got the whole thing started. Because ETFs follow indexes and trade like stocks (simpler) and because the investing public got tired of paying big bucks for investment managers who couldn’t even match the performance of major stock market indexes like the S&P 500 Index, ETFs came into existence as a low-cost model. Fees for equity ETFs average about 0.6 percent, in contrast to something north of 1 percent for traditional mutual funds (it used to be further north of 1 percent than it is now—thanks, of course, to competition from ETFs). That doesn’t sound like much, but if you have $100,000 invested, it might be a difference of $1,000 per year every year you own the fund. That adds up. Further, it is much easier to buy and sell ETFs. Yes, you’ll have to pay a brokerage commission, which might be $10 or less at an online broker, but it is much easier to get in, to get out, and to change your fund preferences.



An “F” or an “N” or a “P”

Those who are familiar with ETFs—or those who have read ahead—know that there are different forms of exchange-traded funds. Some of these are conventional while others are organized and set up differently.

The standard ETF is technically an investment company designed to sell shares to the public and use the proceeds to invest in securities, as previously described. ETFs own the securities, and all of an ETF’s investors own a share of that basket. Each share has a net asset value (NAV) equal to the total fund holdings divided by the total number of shares the ETF has issued. Each shareowner owns exactly that NAV.

As ETFs tried to put more and different types of securities, such as commodity futures contracts, into their baskets, a funny thing happened. The mechanism for buying and selling futures contracts created small losses every time the contract was rolled over into the next month’s contract. This effect, called contango, caused an almost automatic, built-in loss for these funds and will be described later. It is also difficult and sometimes expensive to own physical commodities, like precious metals.

Because of the difficulties inherent in actual ownership, several fund providers brought to market a new form of “fund” called an exchange-traded note (ETN). They aren’t really funds at all because they don’t own a basket of securities. Rather, each ETN is an unsecured debt instrument issued by a financial institution, the value of which varies according to the index or commodity price it is set up to follow.

Before the 2008 collapse of key financial institutions like Bear Stearns and Lehman Brothers, ETNs gained a lot of popularity as a way to invest in specialized markets. Today, there are about 165 ETNs in existence.

Since an ETN technically isn’t an ETF, there must be another important acronym out there that covers both of these things, right? Indeed, there is: the all-inclusive ETPs—simply, exchange-traded products. There are 1,293 ETPs.

Indexes, Plus

Most ETFs have been tied to indexes. That is, their holdings replicate or attempt to replicate the performance of a popular or not-so-popular stock or bond index. Those indexes might be created by a large, “blue-chip” financial institution like S&P or Deutsche Bank, or they might be created by a smaller “boutique” index provider like Russell (as in Russell 2000) or MSCI Inc.—a “… provider of investment decision support tools to investment institutions”—or by any one of dozens of other firms in the business.

An ETF will decide to utilize such an index and, of course, pay its provider a fee for that use. Not surprisingly, many indexes have been custom-
created during the ETF boom to serve niche needs. An example is the 
NASDAQ OMX Clean Edge Global Wind Energy Index, which supports our PowerShares Global Wind Energy Portfolio (PWND) 100 Best ETF pick.

Indexes can track the largest and most well-known stock and bond market indices—the S&P 500, NASDAQ 100 Index, or the Barclays Capital U.S. Aggregate Bond Index. Many indexes fall between these major market indexes and the boutique indexes such as the NASDAQ OMX Clean Edge Global Wind Energy Index—they track narrower market segments by market capitalization (such as the S&P Small Cap 600 Index) or style (growth or value) or international markets or specific sectors (like financials or technology) or specific industries, like infrastructure or computer networking.

Index-based ETFs attempt to “track” their chosen indexes by holding a basket of securities representing those indexes. They buy and sell every security in the basket—or a statistical sampling of that basket, as investors buy or redeem ETF shares. They do this in batch mode instead of selling 1.3 shares—or whatever—of Apple when you sell your 100 shares of the SPDR S&P 500 Trust ETF. But at least for U.S-based funds trading in large-cap stocks, these buys and sells happen fairly quickly—and the recent advent of so-called high-frequency trading and some of its tools has made it faster. Faster is better, because the true contents of your ETF will more closely match the index.


GETTING OFF TRACK

When you buy an ETF, you aren’t buying an index directly, because there’s nothing to buy. An index is simply a measurement of a market or market segment. Instead, you’re buying a basket, or a collection, of actual shares or securities that ideally match the index.

But a particular fund or ETF may be slow to update the portfolio for a variety of reasons. If an index contains 500 stocks, the logistics of making all those buys and sells is difficult. If the ETF specializes in international stocks, many of those markets aren’t even open when you are buying or selling your ETF shares. Therefore, a fund’s actual contents may vary from the securities in the index and their weighting.

As a result, ETFs calculate, which is a statistical evaluation of the differences in content and timing between the contents of an ETF and the index it is set up to track. ETFs that have a high tracking error may not deliver the results you expect in a particular market segment. We’ll discuss tracking error among other ETF performance metrics under “ETFs—Just the Facts” later in this section.



Weight, Weight, Don’t Tell Me

Indexes actually do two things to shape the contents of a fund that tracks them. First and most obvious, an index provides the list of securities that an ETF needs to own, either exactly or as a representative statistical sample, if that is in the stated operational mode of the fund.

Second, it provides the weighting of the securities in that fund. Apple, Inc., and Microsoft may be part of the S&P 500 and thus will be included in the SPDR S&P 500 Trust ETF. But how much Apple? How much Microsoft? That’s a critical question, and the index involved must have a weighting scheme. That weighting could be by market capitalization (biggest cap stock gets the top spot) or it could be equal weighted, where every security is held in the same proportion, or it could be on some more exotic or esoteric criterion, like dividends (dividend weighted) or earnings (earnings weighted) or some other scheme.

We will return to the subject of weighting later. It is important, for every weighting method has its advantages and disadvantages.


ETFS: UP AND TO THE RIGHT

And just how many ETFs are there? You now know that ETFs are a relatively new phenomenon in the investing space. We started with one in 1993. Since then, the idea has caught on, as we can see from these numbers from one of the leading providers in the industry:






	Year
	Number of ETFs



	1993
	1



	1997
	19



	2001
	102



	2005
	204



	2009
	819



	2010
	1,099



	2011
	1,293 (August)








(Source: State Street Global Advisors)

The 1,293 number may include some funds that have been discontinued or that don’t trade in the United States. We’ve seen numbers from other sources as high as 1,310. But you get the idea. We expect the existing ETF numbers to rise, and the number retired to rise as well, particularly with Merrill Lynch’s August 2011 decision to shut down its “HOLDRs,” a unique and somewhat outdated form of ETF.



Actively Managed ETFs

Recently, actively managed ETFs have been introduced. These permit the fund manager to buy and sell individual securities according to the strategy stated in the fund’s prospectus. Here, the line between an index-based ETF and a fully managed mutual fund starts to blur. These funds offer the benefits of active management and diversification, all at a lower cost.

There are only thirty-four such funds in the 1,293-fund universe at present, and only eleven of those are equity funds. That said, we expect this niche within a niche to grow rapidly in the next few years as people get used to using the ETF format to invest.

How Big Are These Funds?

Like most businesses—or households for that matter—a handful achieve huge size and scale, while the rest of the pack, perfectly good businesses or households in their own right, well, they run with the pack.

In the ETF space, there are some really gigantic funds. Of the approximately $1.1 trillion invested in exchange-traded products today, the top three funds make up almost $200 billion, or just under 20 percent of that.

Here’s a bit more about how they break down, size-wise. The median equity-based ETF has assets of about $68 million (that’s with an “m,” not with a “b”). Of the approximately 1,293 funds out there, 157 of them have assets of more than $1 billion, and 290 of them have assets under $10 million. The rest fall in between, although you can see from the median that a significant number are closer to $10 million than $1 billion.

The largest fund? It’s the SPDR S&P 500 Trust (SPY), the one that kicked it all off in 1993, with assets of $93 billion. The second largest is the SPDR Gold Trust (GLD), which tracks the price of gold, with assets of $63 billion. The third largest is a bit of a surprise—the Vanguard Emerging Markets Index Fund (VWO)—at about $50 billion. That in itself should show how ETFs can be used (and are used) to pick up exposure to more challenging segments of the market, in this case, emerging markets. Incidentally, we included two of these three funds—the SPY and VWO funds—in our 100 Best ETFs list.

A Few More ETF Tidbits

The 100 Best Exchange-Traded Funds You Can Buy 2012 is not really intended to make you an ETF expert. Rather, we want to give you a good start toward understanding how to use ETFs to accomplish your investing objectives. That said, it’s worth sharing, or reinforcing, a few more facts and truths about just what ETFs are and how they work.


	ETFs are traded on a stock exchange. Like stocks and unlike mutual funds, that means ETFs:

	Trade like a stock during market hours

	Trade with standard order types such as market orders, limit orders, and stop-loss orders to set and/or execute at certain price points

	Are fully quoted, with a real time bid and ask price as well as most recent price traded

	Are usually subject to normal brokerage trading commissions, but there are no other “loads” or sales charges. Some financial service companies may offer free commissions for certain ETFs traded online.



These features do a lot to increase price transparency, reduce cost, and to make trading easier than ordinary mutual funds.

	Like mutual funds, ETFs have ongoing management, operating, and marketing expenses. These expenses are expressed as an annualized percentage of the ETF’s net assets and are deducted from the fund’s net asset value. The percentage is known as the “expense ratio” and ranges from 0.05 percent for the simplest index funds to 2.25 percent for some complex leveraged funds. The median is 0.60 percent for equity ETFs, although we prefer a lower figure. More to come under “Selecting the 100 Best ETFs.”

	ETFs may or may not trade at the value of their underlying assets. Depending on market conditions, the price paid may be at a premium or discount to the ETF’s NAV. Ordinarily these premiums or discounts are very small, usually less than a tenth of a percent, but if the ETF is small and illiquid (that is, not a lot of trading activity), the “premium/discount” is worth watching.

	Unlike many mutual funds, ETFs have no minimum investment. You can buy just one share if you want, although you’ll still pay a full commission.

	ETFs tend to be tax efficient. Most ETFs are some form of an index fund, and as most indexes are relatively stable, there isn’t a lot of buying and selling of securities within the fund. Therefore, capital gains and losses are usually minimal. When redemptions occur, ETFs can usually handle them without creating a taxable transaction within the fund. So, unlike mutual funds, where you will pay capital gains taxes on holdings sold even if you don’t sell your shares, ETFs generally do not create a taxable event until you sell the fund itself. There are exceptions, particularly with commodity funds, where each fund must “mark to market” its asset value each year, and you will have to pay taxes on any gains realized. Research your tax concerns on the fund’s website and with a qualified tax advisor.



Who Are We to Write about ETFs?

Time for an aside. The text was starting to get a bit heavy here, a bit too deep into the subject at hand. It’s time to step back and tell you a little bit about us.

First, you may (or may not) know us as the authors of the 100 Best Stocks series of books (which we’ve freely taken the opportunity to mention a couple of times). That qualifies us, right?

Yes, it does help. Just as we were able to extend our tested 100 Best Stocks approach into The 100 Best Aggressive Stocks and the 100 Best Technology Stocks, we think we can offer something useful about ETFs for the same group of individual investors. We understand the idea of culling down 1,300 funds into a useful 100 Best list mainly aligned to the idea of investing for value.

We are value finders, regardless of how it’s delivered. The value may be anchored to safety and current cash returns, or it may come in the form of growth and growth potential. The 100 Best Exchange-Traded Funds were all chosen with this in mind.

We function as a team. But a team is made up of individuals, so here is a brief summary of who we are, where we came from, and how our experiences relate to bringing you the 100 Best Exchange-Traded Funds You Can Buy 2012. If you’ve read any of the sister 100 Best Stocks books, these biographical sketches will look familiar.

Peter Sander

Peter is an independent professional researcher, writer, and journalist specializing in personal finance, investing, and location reference, as well as other general business topics. He has written twenty-seven books on these topics, done numerous financial columns, and conducted independent privately contracted research and studies. He came from a background in the corporate world, having experienced a twenty-one-year career with a major West Coast technology firm.

He is most definitely an individual investor, and has been since the age of twelve, when his curiosity at the family breakfast table got the better of him. He started reading the stock pages with his parents. He had an opportunity during a one-week “project week” in the seventh grade to read and learn about the stock market. He read Louis Engel’s How to Buy Stocks, then the pre-eminent—and one of the only—books about investing available at the time (it first appeared in 1953; he thinks he read a 1962 paperback edition). He read Engel, picked stocks, and made graphs of their performance by hand with colored pens on real graph paper. He put his hard-earned savings into buying five shares of three different companies. He watched those stocks like a hawk and salted away the meager dividends to reinvest. He’s been investing ever since, and in combination with twenty-eight years of home ownership and a rigorous savings regimen, he has done quite well in the net worth department, pretty much on his own.

Yes, he has an MBA from a top-rated university (Indiana University, Bloomington), but it isn’t an MBA in finance. He also took the coursework and certification exam to become a certified financial planner (CFP). But by design and choice, he has never worked in the financial profession. His goal has always been to share his knowledge and experience in an educational way, a way helpful for the individual as an investor and personal financier to make his or her own decisions.

He has never made money giving investment advice or managing money for others, nor does he intend to.

Outside of an occasional warm Friday evening at the harness race track or a nickel-dime-quarter poker game with former work buddies, Peter just doesn’t gamble. Not that he thinks it’s unethical; he just doesn’t like to lose hard-earned money on games of chance. But when it comes to investing, Peter can be fairly aggressive. Not with all of his investments, but with a portion. He is a classic Buffettonian value investor in most ways, investing for value in businesses he understands. He occasionally will make a big bet on something that appears to be an obvious winner.

By nature, Peter has traditionally not been an active fund investor, choosing most of his stocks on his own and preferring not to leave his driving to anyone else. But he applauds these vehicles as a way to diversify his portfolio into some of the far corners and critical sectors of the investing world.

Scott Bobo

Scott is relatively new to the professional writing game, but has been an investor since age fourteen, when he made the switch from analyzing baseball box scores to looking at the numbers and charts in the business section. Cautious from the start, his first stock purchase was an electric utility with a spicy dash of dividend reinvestment. Unfortunately, the investing career was cut short by a lack of investment capital, and eight years later his brokerage firm was nice enough to send him a letter asking him if he was still alive and would he mind terribly taking his business elsewhere. As it turned out, that early 1980s episode was the real start of his investing career, since he now had an income and lived five minutes from a brokerage with half a dozen open Quotron machines.

In his twenty-plus years in engineering and technology management, he’s learned that a unique product value proposition is important to the success of any company. He’s also learned (the hard way) that proper financial fundamentals are just as critical. From a development manager’s perspective, comprehending a new product’s risk/reward proposition is one of the keys to a company’s success. From an investor’s perspective, it’s also one of the keys to successful value investing in a dynamic, innovation-driven market.

Like Peter, Scott has always been a value investor. Choosing a company to buy based on momentum or popularity won’t always result in a bad pick, just usually so. And while there are plenty of companies out there that can point to a history of increasing stock prices, there are far fewer that can point to a future of the same. Looking hard at the numbers, picking through the pretenders, and finding the contenders is where Scott adds his own value.

Scott likes to use ETFs when there’s an identifiable trend in the market with no single clear leader, or there are several players that are all attractive for different reasons. Some may have greater growth potential, some may offer better stability … with the right ETF, you can have a little (or a lot) of the best of both worlds. Scott also thinks ETFs are a great way to gain entry into a sector that you may eventually wish to focus on with just a few individual share selections. You can buy the ETF, and if you like its performance, pick those component stocks that most closely align with the performance of the fund.

Scott plays poker too and finds the atmosphere around a poker table to be a bit like the stock market. Everyone knows there’s money to be made, but not everyone is willing to do the math. Rather than figure out if they’ve got a reasonable chance of achieving financial gain with the cards (or stocks) they see in front of them, some simply bet on a combination of hope and the theory that “if you don’t bet, you can’t win.” While that’s true, it’s also true that if you don’t bet, you can’t lose. You only have so much money to play with—make the most of it by understanding what you’re betting on, where the opportunities are, and what you’re up against. This is where this book can help.

Why ETFs?

So the big question many of you are probably asking is, “Why?” Why ETFs? Why ETFs instead of individual stocks, which we’ve been researching and bringing your way for years?

We consider ETFs to be an excellent way to build a complete portfolio.

What do we mean by that?

The truth is that while we like individual stocks because we think, as investors, you should invest in good businesses and manage those investments as if you own the business, that simply isn’t practical across an entire investment portfolio. That is, unless you really like doing it and have the time and resources to pull it off.

We think the diversification, the transparency and simplicity, and the access to more obscure market segments, such as emerging country infrastructure, for example, make ETFs a compelling story.

Does that mean you should invest in nothing but ETFs, as Charles Schwab seems to imply by creating the all-ETF 401(k) plan? Maybe, maybe not. Because of the diverse offerings in the current ETF universe, we believe you could put together a pretty good nothing-but-ETF portfolio, although paying the average 0.60 percent expense ratio across your entire portfolio should be a consideration. We actually like the idea of blending ETFs and individual stocks to build a strategic and tiered portfolio.

What is a tiered portfolio?

Read on …

ETFs and Portfolio Strategy

For faithful readers of our 100 Best Stocks series, what follows will again look familiar. But we typically covered it as sort of a “dessert” for the meal, as a way to think strategically about how to place your individual stocks in your portfolio.

Now we cover it as a main course.

What do we mean by “it”? “It” is the segmentation of your portfolio into tiers—three tiers to be exact, the foundation, rotational, and opportunistic portfolio—to achieve different purposes and thus to be filled with different kinds of securities. The idea is to center your investing efforts and choices on these tiers and to manage risk. The reason that it’s a “main course” in this book is that ETFs can play an important role in building out the portfolio, especially its foundation and rotational segments.

Building a Tiered Portfolio

Just like owning an automobile goes far beyond buying it, investing in stocks or funds goes well beyond just buying and selling them. There should be some underlying strategy shaping your fund or stock picks, and that strategy should lead to a greater whole of maximum returns, short and long term, with minimal risk and cost.

We find that many investors lose the forest in the trees, spending all of their energy trying to find individual stocks or funds without putting enough consideration into their overall investing framework. If they look at the big picture at all, they tend to look at the formulaic covenants of asset allocation, a favorite subject of the financial planning and advisory community, as though the difference between 50 percent equities and 60 percent equities makes all the difference in the world. Sure, it might in the world of pension funds and other institutional investments, where a 10 percent adjustment could move millions into or out of a particular asset class and more or less toward safety, but what about a $100,000 portfolio? Does $10,000 more or less in stocks, bonds, or cash make that much difference?

Perhaps not. And of course, there’s more to that story—doesn’t it matter more which equities or funds you invest in than just the fact that you’re 60 percent in equities? While asset allocation models make for nice pie charts, we prefer to approach big-picture portfolio constructs differently.

Moreover, in connecting 100 Best Exchange-Traded Funds with our individual stock books, 100 Best Stocks, 100 Best Aggressive Stocks, and 100 Best Technology Stocks, the question becomes what percentage of your portfolio should be allocated to each, as well as other assets such as fixed income, real estate, gold, etc.? Further, how can ETFs be used to get exposure to certain sectors, like fixed income, real estate, gold, or even areas of technology that don’t lend themselves to individual stock investing? It makes sense to put some thought into your overall portfolio and the components of that portfolio and figure out how they all fit together.

Start with a Portfolio in Mind

First, we’ll make an assumption: You are not a professional investor. You have other things to do with your time, and time is of the essence. You cannot spend forty, fifty, or sixty hours a week glued to a computer screen analyzing your investments.

To that assumption, we’ll add another: As an individual investor, you’re looking to beat the market. Not by a ton—20 percent sustained returns simply aren’t possible for all of your portfolio without taking outlandish risks. But perhaps, if the market is up 4 percent in a year, you’d like to achieve 6, perhaps 7 or 8 percent without taking excessive risks. Or if the market is down 20 percent, perhaps you cut your losses at 5 or 10 percent. You’re looking to do somewhat better than the market.

Because of time constraints, and owing to your objective to do slightly better than average and because you have The 100 Best Exchange-Traded Funds and perhaps our other books already at your fingertips, we suggest taking a tiered approach to your portfolio. The tiers aren’t based on the type of assets; they’re based on the amount of activity and attention you want to pay to different parts of your portfolio. It’s a strategic portfolio approach you would probably take if you were managing a small business—put most of your focus on the products and customers who might bring the greatest new return to your business. Let the rest of your slow, steady customer base function as it has for the long term.
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