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Fund Score Method: The Importance of Fund Selection 

 
At Nasdaq Dorsey Wright we grade ETFs and mutual funds using the Fund Score Methodology. Fund scores are used to assess overall 
technical strength by using a combination of trend analysis, market relative strength, and peer relative strength. Beneath these 
three buckets are nineteen individual data points that have varying weightings towards the overall fund score, but each of the major 
categories of trend analysis, market relative strength, and peer relative strength make up roughly a third of the overall score which 
ranges from 0 – 6, with six being a perfect score. For many, finding the right sector or size & style is enough for portfolio 
construction, but selecting the correct fund for that exposure is often overlooked. Whether it is familiarity with a certain provider or 
is the fund one has always used for certain exposure, the selection process can be neglected in favor of routine or timeliness. Fund 
scores offer an objective and efficient method for choosing technically sound candidates by simplifying the process into a single data 
point. For those that would like more information on fund scores from an academic perspective, please read our whitepaper on the 
subject here. 
 
Since mid-February of this year, basic materials has been one of the strongest sectors from a relative strength perspective as its one 
of the top-ranked sectors on the NDW platform. However, if one were to default using the SPDR sector fund for basic materials (XLB) 
they would be leaving quite a bit on the table in terms of performance compared to other available options in the same sector. 
Compared to four other options, XLB is the worst performing on the year and possesses the lowest fund score. In the same camp as 
XLB is the Vanguard Materials ETF (VAW) which has a similar fund score and performance to XLB. Each of these funds also have 
consistently had fund scores below 3.0, the threshold used to determine if a fund is acceptable to buy or hold. Most the sector funds 
had similar scores leading up to the beginning of February, with the lone exception of the Invesco S&P Equal Weight Materials ETF 
(RTM).  

 

http://www.dorseywright.com/
https://pro.docs.dorseywright.com/B/D/U/BDUgSHTJCysPI9pL.pdf
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The First Trust Materials AlphaDEX Fund (FXZ) and the iShares U.S. Basic Materials ETF (IYM) both saw quick improvement in their 
respective fund scores through February and March. FXZ gained the highest fund score on February 15th and has also been the best 
performing of the five ETFs since that time returning 12.20% through 3/31/2022 compared to XLB which posted a return of 3.90%. 
The mid-February time frame is also when the basic materials sector moved into overweight territory in both of NDW’s major asset 
allocation tools, the Dynamic Asset Level Investing tool and the Asset Class Group Scores. Both funds outpaced the S&P 500 Index’s 
return of 1.33%, but the fund with the highest score turned out to post the best returns while the worst scoring fund posted the 
worst returns. So, buying any of the five basic materials funds lead to outperformance versus the S&P 500, but there was extra alpha 
to be gained by simply choosing the fund with the highest fund score.  
 

 
 

When it comes to funds, names and labels can be deceiving. All five funds are basic materials funds but have seen varying results just 
over the past year. Fund methodology is often overlooked and it’s important to “know what you own” when choosing funds. There’s 
quite a bit of overlap in the holdings themselves, but the weight of the stocks and subsectors in each fund varies quite significantly. 
By comparing performance attributions of the stocks and subsectors between the funds, these differences become much more 
noticeable. In the image below, FXZ’s overweighting of the steel subsector compared to XLB was a major difference maker and 
contributed to 7.80% of the fund’s overall return over the period (2/15/2022 – 3/31/2022).  

http://www.dorseywright.com/
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XLB’s largest subsector exposure was specialty chemicals which proved to be one of the worst performing subsectors over the 
period and contributed -2.35% to the fund’s overall performance. Going through the list of subsector exposure for each fund, there 
are vastly different exposure profiles for two broad based basic materials funds which lead stark differences in overall performance. 
This isn’t to say XLB’s format is worse as there will be periods where its overweight towards certain subsectors will be beneficial 
while FXZ’s overweighted sectors may drag the portfolio in the future. The important takeaway is that by just identifying the right 
sector to allocate towards can leave quite a bit of performance on the table. Fund scores allow for a quick way to take the extra step 
of selecting the technically strongest fund for the desired exposure whether that be sector, broad market, international, or any 
other classification of funds.   

 
 
Dorsey, Wright & Associates, LLC, a Nasdaq Company, is a registered investment advisory firm. Registration does not imply any level of skill or training. 

Some performance information presented is the result of back-tested performance.  Back-tested performance is hypothetical (it does not reflect trading in actual 

accounts) and is provided for informational purposes to illustrate the effects of the strategy during a specific period.  Back-tested performance results have certain 

limitations. Back-testing performance differs from actual performance because it is achieved through retroactive application of a model investment methodology 

designed with the benefit of hindsight. Performance results (both backtested and model performance) do not represent the impact of material economic and market 

factors might have on an investment advisor’s decision making process if the advisor were actually managing client money. Dorsey, Wright & Associates, LLC 

(collectively, with is parent company and affiliates “DWA”) believes the data used in the testing to be from credible, reliable sources, however; DWA makes no 

representation or warranties of any kind as to the accuracy of such data.   

The relative strength strategy is NOT a guarantee.  There may be times where all investments and strategies are unfavorable and depreciate in value.  Relative 

Strength is a measure of price momentum based on historical price activity.  Relative Strength is not predictive and there is no assurance that forecasts based on 

relative strength can be relied upon to be successful or outperform any index, asset, or strategy. 

Past performance, hypothetical or actual, does not guarantee future results.  In  all securities trading there is a potential for loss as well as profit.  It should not be 

assumed that recommendations made in the future will be profitable or will equal the performance as shown.  Investors  should have long-term financial objectives.   

The information contained herein has been prepared without regard to any particular investor’s investment objectives, financial situation, and needs.  This does not 

represent an offer to sell or solicitation to buy any security or a recommendation to participate in any transaction or strategy.  Accordingly, investors should not act on 

any recommendation (express or implied) or information in this material without obtaining specific advice from their financial advisors and should not rely on 

information herein as the primary basis for their investment decisions.  Information contained herein is based on data obtained from recognized statistical services, 

issuer reports or communications, or other sources believed to be reliable (“information providers”).  However, such information has not been verified by DWA or the 

information provider and DWA and the information providers make no representations or warranties or take any responsibility as to the accuracy or completeness of 

any recommendation or information contained herein.  DWA and the information provider accept no liability to the recipient whatsoever whether in contract, in tort, 

for negligence, or otherwise for any direct, indirect, consequential, or special loss of any kind arising out of the use of this document or its contents or of the recipient 

relying on any such recommendation or information (except insofar as any statutory liability cannot be excluded).  Any statements nonfactual in nature constitute only 

current opinions, which are subject to change without notice.  Neither the information nor any opinion expressed shall constitute an offer to sell or a solicitation or an 

offer to buy any securities, commodities or exchange traded products.  This document does not purport to be complete description of the securities or commodities, 

markets or developments to which reference is made.   
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