The mutual fund industry group, the Investment Company Institute, recently released an unremarkable monthly note on exchange-traded funds. But buried in one of its tables was an intriguing statistic. In the five months to May 2002, assets in global and international ETFs had more than doubled, from $3bn to $7.2bn.

International stocks have outperformed US equities of late, but market performance alone does not account for this large gain, and the number of funds - 34 - has not changed.

A closer look at global ETF asset performance reveals these funds have been growing rapidly for almost a year. Assembled mainly by Barclays Global Investors under the "iShares" name, foreign ETF assets have more than tripled over the past eight months. While less than 8 per cent of all ETF assets, this growth reflects a big rise in international asset allocation by US investors, induced by an increasing number of funds, investor desire to diversify and the ease with which ETFs accomplish this.

"A whole new world of investment opportunities has opened up with the proliferation of ETFs," says Michael Carty, the chief investment adviser of New Millennium Advisors, a New York-based investment advisory.

Diverse and flexible, ETFs help constantly fine-tune asset allocation to where growth is most promising.

While passively managed ETFs are new products, most of the underlying indices they track have long been recognised as accurate measures of sector, country and regional performance.

The appeal of ETFs is based on advantages they offer over index-based mutual funds. Because ETFs trade like equities, primarily on the American Stock Exchange, investors can place limit orders when buying and selling and can short these funds. Short sellers can even buy the funds on a down-tick - something the SEC prohibits with individual stocks.

ETFs trade virtually at their net asset value, avoiding the perennial discounts that plague country and regional closed-end exchange-traded funds.

Annual fees of the most popular ETFs are low. For instance, annual expense of MSCI EAFE fund is 0.35 per cent of assets. However, the fee of the lesser traded S&P Europe 350 fund is 0.60 per cent of assets. Specific country funds cost investors from 0.84 to 0.99 per cent a year to hold, and for an index fund, that is expensive.

Acquisition of ETFs also cost more than no-load international funds. Buying shares through a web broker minimises this expense. Dividends can be reinvested in both instances. But ETF investors incur a cost every time they buy more shares.

ETFs have a tax advantage over their mutual fund equivalents. When MSCI or S&P recalibrate an index, a mutual fund buys and sells an index's constituent stocks, triggering a taxable event. Because ETFs operate differently, altering the portfolio does not generate capital gains or losses, unless an investor sells the fund.

Finally, foreign index funds - ETFs or mutual funds - are exposed to foreign exchange risks. Over the long term, however, foreign exchange movements tend to net themselves out. For instance, a stronger euro will boost the value of a US investor's eurozone portfolio. But eurozone-manufactured goods sold to dollar-based economies become more expensive, hurting exports.

One driver of global asset growth has been the recent creation of new funds. Last autumn, Barclays issued seven new ETFs with a market value of over $100m at the end of May. Most were global sector funds that track the Standard & Poor's basket of energy, financials, healthcare, tech and telecoms stocks.

These sector funds have not had an auspicious start. In the year to the end of May, only the energy and financials were in the black, up 8.14 and 2.94 per cent, respectively. Tech and telecoms were down 20.67 and 22.05 per cent, respectively.

In terms of assets, two ETFs dwarf the foreign market: the MSCI EAFE index ($3.85bn) and the S&P Europe 350 index ($634m). These two are popular because their underlying indices are used as benchmarks by institutional investors. And fund managers have driven the market for ETFs, relying on them to hedge positions, diversify exposure and equitise cash, says Avi Nachmany, director of research at the consulting group Strategic Insight.

This year, EAFE and Europe 350 ETFs have far outperformed the S&P 500. To the end of May, the US benchmark is off nearly 9 per cent while the EAFE index is up 2.85 per cent and the Europe 350 index is down 0.73 per cent.

This year's performance of foreign ETFs has also made the unexpected case for specific country exposure. Where, say, adopting the euro fortified the penchant toward sector investing, the top-performing ETFs have been far-eastern and European country funds. The biggest winners so far this year have been South Korea, whose economy is soaring after a restructuring, and Austria, whose traditional companies side-stepped the tech and telecoms crash.

