
1The Six-Step Tactical ETF Investing Playbook

The following steps are the guidelines that we follow
whenever we are considering making a purchase
for the Morningstar ETFInvestor Hands-On Portfolio. 
These may seem simple, but I’ve long been a 
believer in the K.I.S.S. policy: Keep It Simple, Stupid.

Step 1: Know your investment thesis.
You will notice that the first step of the playbook
doesn’t even involve ETFs or looking at ETFs. Before
we even start screening for ETFs we first come  
up with the idea that we are looking to capitalize  
on. For example, we think that corporate credit 
spreads are too high, we think that quality compa- 
nies are cheap, or we want to invest in small-cap 
emerging markets because we think they have great  
growth prospects.

One of the biggest mistakes that investors make
when they are looking to tactically purchase ETFs  
is to go looking for a fund to generate an idea instead 
of first having an idea and then finding the ETF that 
best fits that idea.

As part of this process, you should write down your
investment thesis and stick it somewhere that you
won’t lose it. Write down all of the reasons that you
think your investment is a sound one as well as all  
of the risks. Again, this might seem simple, but when
you write down all of the reasons you made an in- 
vestment, it allows you to maintain discipline, both 
when things are working out and if things go against 
you. If, a couple of months after a purchase, you 
expected certain things to occur and the evidence is 
mounting to the contrary, you will have the mental 
model built to cut your losses and look for your next 

opportunity. On the flip side, if your thesis is playing 
out, you can have the discipline to hold and wait for 
the market to catch on to what is happening.

Step 2: Assess the suitability and risk.
Not all ideas are created equal in terms of the risks
presented, and even in a tactical portfolio you  
still have to pay attention to things like volatility and
downside risk. Lower-risk investments allow for  
you to take down bigger chunks at a time. Keep 
higher-risk investments a smaller part of your portfolio  
and manage your overall exposure.

Step 3: Evaluate your ETF options.
So we have our thesis and we’ve assessed the risk
and suitability of the thesis. Now is the time to  
start evaluating our fund options. When doing this, 
the mantra is always “Know what you own.” Your  
due diligence on a fund can’t simply stop at the name 
of the fund or the expense ratio. You need to look at 
the holdings and how the index is constructed.

Ask yourself some questions: Is this fund cap
weighted, fundamentally weighted, equally weighted,
or even active? Is the fund top heavy with a large
concentration of its holdings in a few names? Is it
domestic only or does it contain inter-national hold-
ings as well? Does the fund live up to its name—in 
other words, is it delivering the kind of exposure the 
name would imply? How liquid is it? Are there 
cheaper alternatives? What is the rebalancing  
mechanism?

We’ve addressed all of these questions over the  
past few months in articles and postings, but having a
checklist to run through is important to make sure
that you have the right tool for the job. Remember,
there are often trade-offs that have to be made
between holdings, expense ratios, and liquidity. Even
with the 900-plus ETFs in our database, there still
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might not be the perfect fund to match your needs.
There is nothing wrong with not investing if you can’t
find the appropriate tool for what you need.

Step 4: Look at the fundamentals.
An ETF is a collection of individual securities whose
value is the sum of its parts. That’s obvious when you
look at the market price, but it is also true in terms
of an ETF’s intrinsic or relative value. When looking at
an equity ETF, remember that it is undervalued only
if the collective holdings are undervalued. For
example, if you think that solar power is going to be
the key to our nation’s energy needs, that’s great.
Unfortunately, if the market came to that conclusion
three months ago, you aren’t going to get much
out of your correct thesis in terms of investment re- 
turns. In fact, you may be buying into a momentum-
driven bubble.

Luckily, at Morningstar we have the benefit of
working with our 80-plus staff of equity analysts who
assign fair value estimates to more than 1,800
stocks. This allows us to aggregate and weight these
estimates on more than 250 ETFs creating a unique
price/fair value datapoint that gives investors a  
sense of where the sum-of-the-ETF parts are trading 
at, relative to their long-term intrinsic values.

Step 5: Consider the portfolio impact.
When you buy an individual stock or bond in a port-
folio that is composed of other stocks, bonds, or
even funds, the overlap potential is usually minimal.
ETFs, on the other hand, are baskets that often
hold hundreds of securities. When you start adding
baskets with hundreds of securities to other baskets,
the potential for overlap can magnify exponentially.

Furthermore, when you start overlaying ETFs, you 
have the increased risk of running into the correlation 
trap. Funds focusing on Brazil, the steel industry, and
domestic oil and gas producers may all seem fairly
independent of each other, but when you drill down
into the correlations, you will see that these funds
sport a near 90% correlation with each other. With
correlations that high, there is no diversification to be
afforded by holding all three of these funds together.

Step 6: Understand the nuts and bolts.
By this, we mean taking a step back and looking at
the things that come with owning an ETF beyond the
portfolio holdings. You need to understand the tax
implications of holding a fund. You also need to think
about the trading aspects of the fund. If it is a less
liquid fund or you are planning to make a sizeable
order, you will want to use limit orders, block trades,
or reach out to a liquidity specialist in order to get
the best execution on your purchase.

That is it for the basic steps of tactically investing in
an ETF. One thing to keep in mind is that this is an
iterative process. Often, as we start to look for funds
to match our investment thesis, we encounter new
information that helps us refine our investment thesis
and narrow our focus. œ
 


