What to Look for in an ETF Advisor
The proliferation of new exchange-traded funds (ETFs) and similar products that are very different from traditional mutual funds has stimulated growth in the client base of advisors who help investors choose and use mutual funds and ETFs. Among the causes of this growth are (1) the newness and perceived complexity of many of these financial products and (2) investor concern about changes in retirement funding.  On the latter point, investors are being bombarded with stories about the demise of defined benefit retirement plans and the corresponding need for the individual to take greater charge of his or her retirement investments and retirement planning. 

In many cases, investors have turned to brokerage firm ETF reports – some of which are excellent – or ETF and mutual fund newsletters and websites for information and advice. The need investors perceive for specific help from an ETF “expert” will vary greatly. If an investor is convinced that his or her only requirement is help in evaluating the relative cost and investment value of a limited number of exchange-traded funds and, in some cases, mutual funds, free or low-cost online and hard copy fund services and fund websites can provide a lot of information. Even with the published material that is available, however, investors are increasingly looking for someone they can talk to, someone who can answer specific questions.
The bibliographies and appendices in my two ETF books provide guidance to sources of information on ETFs. They are, The Exchange-Traded Funds Manual, and Someone Will Make Money On Your Funds, Why Not You? A Better Way to Select Mutual and Exchange-Traded Funds.  The latter provides some suggestions and guidance for integrating funds into a financial plan.
An online search of “exchange-traded funds” will give you an enhanced appreciation of the Google- and Yahoo!-sponsored search business model as well as links to an unprecedented number of additional resources if you are in a do-it-yourself mode. You should do this search, if only to appreciate the breadth of what is available.  
You cannot do everything on the internet, but the more you do, the more efficient your interaction with prospective planners and advisors will be. The purpose of this posting is to suggest what you might look for in a personal advisor to help you in the selection and integration of an ETF and/or mutual fund portfolio into your financial plan. 
It is always a good idea to find out as much as you can about the education and professional experience of anyone who is a candidate to be your advisor. Academic degrees and professional designations such as Chartered Financial Analyst (CFA) or Certified Financial Planner (CFP) can be evidence that the advisor or planner has studied and been tested on a significant portion of the knowledge you want the advisor to have. There are a number of other certifications that require significant study and examination, and there are still other certifications that are worthless.  You should be able to learn the requirements for any certification a prospective advisor presents from the certification organization’s website. Professional certification claims will also be easy to check out. The certification organization should be able to verify an advisor’s status. 

Advisors are not interchangeable. The qualifications you will be looking for depend in large measure on what you want the advisor to do for you. If you are financially naïve or simply lack financial knowledge, you will probably want a financial planner to help you understand your situation and align your resources with your needs and objectives. If you are looking only for investment advice and support, you will probably choose someone who emphasizes investment advice. 

A financial planner or advisor, who is working with you on the development of a securities portfolio, whether the securities are individual stocks and bonds or basket products like mutual funds and ETFs, should have a solid background in securities investments. If you will be using mutual funds and/or ETFs, the advisor’s knowledge should extend to the mechanics and economics of these funds. You should understand how and how much you are paying the advisor and how and how much the manager of the funds receives. Avoid advisors who are not willing or able to explain costs clearly. On the other hand, cost should not be the dominant issue unless your assets are so modest that costs can eliminate any return. When you pose questions on costs or any other issue, you should try to use your advisor’s time wisely. Keep in mind that your face time with the advisor is only part of the time the advisor will devote to your interests.

There is considerable controversy over the nature and necessity of a fiduciary relationship between an advisor and a client. If the advisor is a Registered Investment Advisor (RIA) or is affiliated with an RIA, a fiduciary relationship typically exists. If your advisor is a Registered Representative at a brokerage firm and the firm is not acting as a Registered Investment Advisor, the relationship is probably not a fiduciary relationship. Whether a fiduciary relationship is important to you will depend on your needs and expectations. Ask prospective advisors on both sides of this issue for information and consider your needs.
After preliminaries that will vary with the nature of the prospective advisory relationship, you and your planner or advisor will discuss your investment and personal objectives with a view to arriving at an allocation of the securities component of your investable assets and the relationship of that asset allocation to your financial situation, lifestyle, retirement plans, bequest objectives and, most importantly, your risk tolerance. 
There is a myth that asset allocation is the most important part of a financial plan. Belief in this myth stems from a study made many years ago that asked and answered a different question than “what is an appropriate asset allocation?” In my experience, the asset allocation decisions that a sensible individual makes with the guidance of a sensible advisor are rarely controversial and are remarkably consistent regardless of the process used to arrive at the asset allocation. Your advisor will work with you to develop an appropriate asset allocation given your objectives and risk tolerance and help you set up a program for rebalancing your asset allocation in the light of the subsequent performance of different segments of your portfolio. Nonetheless, the allocation decisions you make will rarely have a substantial effect on your investment results. Without in any way minimizing the significance of an appropriate asset allocation and provisions for periodic rebalancing, asset allocation is essentially a risk management, not a return generation decision. Getting the risk right is important, but for most people, it is an easy and rarely controversial decision making process. 
Your investment advisor (or your financial planner wearing an investment hat) will contribute most to the return side of your investment program by helping you with the analysis of investment structures, costs and performance expectations. A good advisor will not necessarily initiate discussions of the characteristics of individual funds with you in detail or in the context of fund structure, costs, historic performance and expectations, but the advisor should be able to answer your questions and will usually be pleased that you are interested in what he knows to be important in the selection of appropriate funds and, in some cases, money manager relationships. 

An advisor should have a framework for evaluation of investment managers and fund structures. Because individual portfolio managers come and go, the evaluation of a manager will often center on evaluating investment management companies. This is appropriate because the portfolio manager selection, the development of fund structures and products and the oversight of the investment process are the responsibility of the fund company or the advisory firm that will manage your account, not of a particular individual. Similarly, if you are using ETFs and indexed mutual funds, index selection will be an important issue. 

As a general rule, it is desirable to avoid index funds based on the most popular benchmark indexes. Popular indexes are rarely efficient portfolio templates because changes in the index composition require the large portfolios trading these indexes to trade large stock positions when the indexes change. The portfolio changes create costs for the investor that will often more than offset any cost advantage associated with a low fund expense ratio. 
Ask your financial advisor to get you more information on the short interest in any exchange-traded fund you are considering. An ETF’s short interest may increase at times for a number of reasons, but a short interest percentage consistently over 100% is rarely a good sign. An extremely high (200%) and persistent short interest generally suggests that a fund is likely to underperform its market segment. Ask for information on the tracking error of any index fund relative to its benchmark index. A large negative tracking error, i.e., performance below the benchmark, is not a good sign. Significant variability in the tracking error from year to year or a large positive tracking error for an index fund (the fund beats the benchmark) suggests that the index is not suitable for use as a fund template, rather than that the fund manager is a genius.
In an actively managed fund, the prospectus and periodic reports to shareholders will discuss various aspects of the fund’s investment process. While you should keep in mind that these are legal documents and not necessarily the most effective way of communicating what the portfolio manager is doing, reading them can be worthwhile. 
Just because an advisor agrees with me on all these points does not necessarily make him a good advisor. If he disagrees with some of them, it does not necessarily make him a bad advisor. Discussing these points and other observations and suggestions that the advisor makes will go a long way toward increasing your comfort with the advice you are getting.
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