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Exchange Traded Funds: A Top 10 
List for Your Clients 
 
Why be ing  prudent  i s  key.  
 
by Neal  Frankle , CFP  
 
When I f ina l ly  understood what my edi to r rea l ly  
wanted ,  I  fr oze .  

In  January,  I 'd  been as ked to  w ri te an a rti c le 
de ta i l ing the  prev ious year 's  top per fo rm ing  
exchange t raded funds (ET Fs).  I 'd  done my 
research  and  come up  w ith  the goods w ithout  too  
much hassle .  T ha t was easy,  I  thought.  Bu t  then  I  
sat  back and real ized  what  I 'd  rea l ly  been asked 
to  do .  

What Are  Exchan ge Traded F unds?  

An  ET F i s  a  basket  of  s tocks — just  l ike a  mutual  fund . The ETF 
buys stocks that  the  manager bel ieves w i l l  m irror the  re tu rns o f  an  
index.  The ETF usua l ly  ho lds on to the  stocks in the  basket  ra ther 
than  trade.  The management  fees associated with  ETF s are  
usual l y  75 percen t  lower than tha t  o f  mutual  funds. A lso,  ETF's 
trade l ike  stocks — you can  buy and se l l  them during the  day.  

We al l  know  that  the reason investors read Top 10 investment 
l is ts  is  to  consider  investing  in  funds on  tha t l is t . So my qu ick l is t 
cou ld be m isunderstood  as a  se t  o f  recommendat ions.  Yi kes.   

You see  why I  tensed up?  A s imple  rev iew  o f  the best  perform ing 
funds is  no t only  useless to  your c l ients,  but  i t  could actual ly  get  
them into  ho t water.  

Le t me expla in . 

In  any part icula r year,  the  best perfo rming  ETF , s tock o r fund  is  
l ikely  to be a h igh- r isk p roposi t ion:  If  the  fund  d idn' t  car ry  big  
r isks,  i t  wouldn ' t have  been ab le  to  de l iver  such  amazing resul ts .  
Bu t  many read  these  l is ts  and bl i nd ly  buy the h ighest -rated fund.  
They te l l  themse lves, "Wow! Th is fund  made 85  percent  last  year!  
If  i t on ly  makes ha l f tha t  much th is  year,  I ' l l  be del igh ted !"  They 
seldom consider  the  chances they 're  tak ing when they make such 
a cho ice . As a resul t ,  they expose  themselves to  undue r isk and 
are  of ten  sad ly disappo inted.  

On the  o ther hand,  soph istica ted  investors don 't  pu t a  la rge  
percentage  o f  their  asse ts in  h igh- r isk funds — a Top 10 l is t  o f  
high-r isk funds is  use less to them.  

So  why am I  w ri t ing  about  th is  in the  middle  of  the  year? Because 
chances are some o f  your c l ien ts use  those  T op 10  l is ts  and  as a 
resu l t , a re  tak ing  on  too much r isk w i th the ir  port fol io .  Now is  the  
time to understand the  possib le p i tfa l ls  and to he lp  your c l ien ts 
s top hur ting  themselves.  

In  o rder to  understand  the t rue na ture of  these l is ts ,  le t 's  take a  
di f feren t approach :  A long  with the  top  f ive  funds overa l l  in  2006,  
let 's  look at  a l is t  o f  the top  f ive  funds in the  modera te r isk level  
as we l l .  These funds a re  consis ten t wi th  what  a  prudent  investo r 
might  invest  in  at  least  a  port ion  of  the ir  port fo l io .  

This  way,  your c l ien ts can  have a bet ter  benchmark by which  to  
measure  and decide  about how  to  invest in  the futu re.  And, a t the  
end o f the  day,  i f  your c l ien ts s t i l l  dec ide  to  invest in  the  high  r isk 
funds,  they wi l l  have  done so  f rom an in fo rmed posi t ion .  Besides,  
they ' re p robab ly over 18 , so  they ' l l  do what you want anyway.  

Overal l  To p F unds  

It  w i l l  come as no  surpr ise  to  y ou  that  inte rnat iona l  exchange 
traded funds were  the top  overa l l  performers in 2006.  Ch ina 's  
economy is  booming  and tha t  helped push  Ch inese  ETF s to the  
top two spo ts for  the year.  iShares F TSE/Xinhua Ch ina 25 Index  
(FXI)  and PowerShares Go lden D ragon (PGJ) rocke ted  up  83 
percent  and 53 percen t respect ive ly . Ch ina needs to  bui ld 
inf rastructu re,  so o f course they 're  l apping  up  a l l  the  construct ion  
mater ia ls  they can . In add i tion , i ts  in f rastructure expansion  is  
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fuel i ng  a  th r iv ing  m iddle -c lass.  These  newly min ted  consumers 
have a  rea l  yen  to  purchase  i tems they cou ldn' t  af ford only  a  few  
short  years ago.  Ch inese  in f rastructure g row th creates p lent i ful  
jobs. Th is  pu ts more money  in  the pocke ts o f  the employees and 
al lows Ch inese  consumers to  sat is fy  their  pen t -up  demand.  T his  
translates in to g rea ter  p ro fi ts  fo r Ch inese  compan ies and  higher 
s tock marke t p r ices . 

Turning  West,  Spa in hosts one o f the  fastest  growing  economies 
in Europe.  It  is  exper iencing a  surge in  mergers and  acquis i t ions. 
It 's  also  experiencing a  surge  in  const ruct ion and  a boom in  rea l  
estate . iShares MSCI  Spa in  (EWP) ended the year  up  49.2  
percent .  

With  the world 's  busiest port ,  S ingapore benef i ts  by Ch ina and 
Asia 's  s t reng th .  iShares MSCI S ingapore  (EWS) is  a fair  
representat ive  o f  the a rea  and  i t  ended up  45 .8  percent  in 2006 to  
fin ish  in  four th  place .  

Rounding  ou t the  top f ive for  overal l  per fo rmance, iShares Mexico  
(EWW) jo ined  the l is t , up 43  percen t for the  year.  Desp i te pol i t ica l  
tu rmoi l ,  the  Mexi can  economy boomed as a  resu l t o f explod ing  
trade and  huge inf rast ructu re  investments.  

Moderate Risk ETFs  

Le t' s  tu rn our  a t tent ion to the  more  d ivers i f ied ,  modera te -r isk 
funds.  T o determine  the  best  performers,  I  exc luded sector  funds 
(those invest ing exclus ive ly  in one  country  o r industr y). I  d id  th is  
because r isk is  inheren tly  reduced by b roadening  the investment 
base.  

It  s houldn ' t  su rp r ise  anyone tha t  in terna ti onal  funds took the  top 
five  spo ts.  What may be surpr is ing  is  that  these funds  were  
Europe — rather  than  Asia -based.  T he weakening  do l lar  versus 
the euro he lped  euro-denomina ted  funds.  F unds concentrated in 
Europe did  very wel l .  

Coming in  f i rs t  was iShares MSCI (EZU),  which  invests in  Europe 
bu t exc ludes the Un ited  Kingdom (whi ch is  no t euro denominated).  
EZ U retu rned  35 .5  percent  in 2006. Next  was Vanguard  Europe 
(VGK)  w ith  a 33.1 percen t  re turn.  iShares S&P Euro  350 (IEV)  
came in  a  c lose  th ird  wi th 32.6 percen t  fo l lowed by Dow Jones 
Euro  S toxx (FEZ) with a  31 .5  percent  retu rn . The f i fth  best 
performing moderate  r isk ETF  was iShares MSCI  EAFE Value  fund  
(EFV) retu rning  30 .3  percent .  T his  is  a European l arge-cap  va lue 
fund .  

I want  to  po in t out  two very impor tan t pr inc ip les that  are 
demonstra ted  by last year 's  performance.  

Firs t , not ice  that  in the  modera te - r isk c lass.  The  top  f ive  had 
s imi la r re tu rns whi le the  (higher -r isk) overa l l  top  per fo rmers had a  
huge var iance  between the  funds.  In  the 25 years I 've  been i n th is  
business,  I 've  no t iced  that  wi th the  modera te r isk ca tegory,  i ts  
much more  importan t to be in  the r ight  genera l  area  of  the market  
(Europe,  in this  case)  than  to  p ick the  exact best  fund .  A  
modera te - r isk i nvestor can be in  the r ight  ne ighborhood,  go  to  the 
wrong house and  st i l l  be inv i ted  in  fo r a spot  of  tea.  As you ' l l  s ee  
in a moment , i f  a more  aggressive  investor  is  in  the r ight  
ne ighborhood bu t  goes to the  w rong house ,  he  o r she wi l l  l ike ly  
ge t mugged.  

I th ink i t 's  a lso instruct ive  to  no tice  the geograph ic d i f ferences 
be tween the top  performers in each  category.  Within  the  h igher-
r isk g roup,  the funds were ma in ly  Asian  o r La t in American . On ly 
one fund  was f rom Europe.  

Ye t  in  the  moderate -r isk g roup,  we found only  European funds.  
The  conclus ion  is  that  Europe as a  who le  was st rong  in 2006.  
Some Asian  and Lat in  Amer ican  countr i es were  ou tstand ing,  whi le 
others must  have been rea l  dogs.  (Had a l l  of  Asia  or  La tin  
America been st rong ,  we wou ld have  seen a  b roader based Asian  
and/or La ti n American funds on  the modera te l is t  of  top 
performers. )  This  indica tes tha t  fo r higher r isk invest ing,  you  take  
the rea l  r isk o f  b ig  losses i f  you  ge t i t  wrong.  

Keep in  m ind  tha t the  marke t d id qui te  wel l  last year . You 'd  a lmost  
have to been work ing  a t  i t  to  have  earned less than a  doub le -dig i t  
retu rn  in  2006.  Don 't  l et  th is  lul l  your c l ien ts in to  a sense  o f  fa lse 
comfort  or make them cava l ie r about  their  investment  cho ices. 
The  past  rea l ly  is  no  guaran tee o f futu re  resu l ts .   

When your c l ients make the ir  futu re  investment  decis ions,  p lease  
encourage them not  to  rely  on Top 10 l is ts  bl ind ly  — that  inc l udes 
mine.  They shou ld be c lear  on  what k ind o f investo r they a re . I f 
they ' re only  w i l l ing  to  take  modera te  r isk, they shou ld stay away 
from the overa l l  top  perfo rmers, because they expose  your c l ients 
to  undue r i sk. A lso,  and  th is  is  cr i t ica l , the  marke t changes a l l  the 
time.  S ta ti s tica l ly ,  the chances a re  low tha t  what  d id  wel l  this  year  
wi l l  do  we l l  next year . Investi ng  i s  not  a specta to r sport .  

For  long- te rm success, i t 's  v i ta l ly  importan t to deve lop too ls  to  
he lp iden t i fy  s t rong  and weak marke ts.  For  a  free  white  paper on  
how to  do  th is  — how to  " take  the marke t 's  temperatu re" —  
e-ma i l  me. 

Neal  F rankle  is  the  au thor of  Why Smart Peop le Lose  a Fortune : 
5 S teps to Restor ing  Your Wea lth  and  Sanity . He  he lps a ff luen t  



cl ien ts estab l ish  and  imp lement a sa fe ty-ne t s t ra tegy to  p ro tect  
their  wea lth.  He a lso  he lps o ther p ro fess ionals,  such  as CPAs,  do 
the same fo r the ir  c l ien ts. To  rece ive  a  free  report  on how  to  h ire  
the r igh t f inancial  advisor,  con tact  h im  by send ing  e-ma i l .  
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