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Investing in ETFs?

The dramatic increased investor demand for passive investment strategies has not gone unnoticed by the investment community. Increasingly, investors can gain access to index funds that track the S&P 500 as well as broader market indices such as the Wilshire 5000. They can even invest passively in the full spectrum of asset classes including real estate, small- and large-cap, value and growth, international, and even emerging markets. This heightened demand for passively managed investment options has also fueled the introduction of a new array of investment vehicles, collectively called Exchange Traded Funds (ETFs). 

As “the new kid on the block,” ETFs are understandably beginning to receive attention from the popular financial media, with perhaps the greatest coverage going to Barclays Global Investors and their “iSharessm” line of ETFs. Naturally, investors are asking questions: What are ETFs? What are their advantages and disadvantages? How do they (or do they) fit into my current investment portfolio? 

DEFINING THE ETF

There are many ETF types and providers. The most popular and fastest-growing segment of ETFs are traded predominantly on the American Stock Exchange (AMEX) under the following names:

· SPDRs — Standard & Poor’s Depository Receipts, pronounced “Spiders,” track the various S&P 500 and subsectors thereof 

· Diamonds — Track the Dow Jones Industrial Average  

· QQQs — Named after the QQQ ticker and pronounced “Qubes,” track the NASDAQ 100. 

· VIPERs — Vanguard Index Participation Equity Receipts, are Vanguard’s entry into ETFs; they track several of Vanguard’s popular indices. 

· WEBS — World Equity Benchmark Securities, track various foreign country indices such as the United Kingdom, German, and French equivalents of the S&P 500 Index 

Since the demand for passive investment vehicles is growing at a rapid pace, it is likely that we will witness an explosive increase in the number and type of ETFs. As of February 2000, there were already 30 ETFs accounting for about $30 billion of assets.1 By June 2000, there were nearly four dozen ETFs, with dozens more planned. 

ETFs, for most practical purposes, can function like open-ended, no-load mutual funds. Like mutual funds, they can be created to represent virtually any index or asset class. Like traditional index funds, they allow investors to purchase a portfolio of stocks through a single investment vehicle. 

However, ETFs are not mutual funds. Instead, they represent a cross between an exchange-listed stock and an open-ended, no-load mutual fund. They function under a unique operating structure, outlined below, that offers the potential for greater tax efficiency and lower annual operating expenses. Like stocks, they offer continuous pricing throughout the trading day (even into extended trading hour sessions), the ability to sell short, or hedge an existing long position, and the ability to place market and limit orders. 

HOW ETFs WORK

A traditional mutual fund directly sells shares of an individual fund to an individual investor in return for cash. Unlike mutual funds, the sponsor of an ETF does not sell directly to the individual investor. It instead exchanges large blocks of ETF shares called “Creation Units” for portfolios of securities that comprise the underlying index. Holders of these Creation Units (those with whom the sponsor exchanges) can be:

· Professional exchange specialists

· Institutional investors seeking to position them in their portfolio

· Broker-dealers seeking to break up the Creation Units and offer individual ETF shares to individual investors

· Arbitrageurs seeking to profit from any disparity between the market price of the ETF and the price of the shares that constitute the underlying index. 

ETF redemptions occur in a reverse manner. Sponsors exchange the underlying shares of the index plus a specified amount of cash in return for ETF Creation Units. As a result of this continual creation and redemption, the ETF closely tracks, but may not exactly match, its underlying index. If the price of the underlying securities exceeds the price of the ETF, institutional investors/arbitrageurs will redeem their lower-priced Creation Units to the sponsor in return for the more valuable individual securities. Conversely, when the price of the underlying securities is below the ETF price, investors/arbitrageurs will trade the lower priced securities for the more valuable Creation Units. 

The arbitrage mechanism introduces a stabilizing element that helps the price of the ETF track the price of its underlying assets. The accuracy of the tracking will depend upon the number of securities in the underlying index as well as the costs associated with trading them (such as bid/offer spread, market impact, foreign stamp duties, etc.). For example, the preceding factors are likely to enable a SPDR to more closely track its underlying assets than will a WEB. This characteristic of ETFs minimizes one of the problems associated with closed-end mutual funds. Unlike open-ended funds that almost always trade at their underlying assets’ value, closed-end funds can trade at substantial discounts and premiums. |

WHAT ARE THE ADVANTAGES?

As described briefly above, ETFs offer the potential for greater tax efficiency, lower annual operating expenses, more flexible trading characteristics, and enhanced opportunities to create more accurate risk/return profiles (i.e., more accurately enhancing expected returns given the rate of risk the investor is willing to accept). Following is a more detailed discussion of these potential advantages.

Tax Savings 

Both ETFs and mutual funds must distribute virtually all (at least 98 percent) of realized capital gains and dividends to shareholders, to avoid paying tax at the fund level. When applied to open-ended mutual funds, any current (remaining) shareholder who is invested in the fund on the day the tax-related distribution occurs shares in the tax burden. Shareholders who may have benefited from gains during the year but who redeemed prior to the tax-related distribution do not assume their proportionate share of the taxes. 

ETFs’ Creation Unit structure and related redemption process, however, allow a substantial reduction in taxable distributions. During the redemption process, the sponsor takes in Creation Units and assigns individual shares of the portfolio. Because each security held by the sponsor has a unique cost basis, it is relatively straightforward to assign securities with the lowest cost basis (i.e., those subject to the highest taxes) and to place the tax responsibility on the redeeming investors instead of on all current shareholders. This process can “cleanse” the portfolio of its unrealized gains and associated future tax liabilities. The redeeming institutional investor, not the current shareholders can become responsible for the taxes. 

The redemption process also can address tax distribution issues that result from changes to the index that the ETF tracks. For example, if an index mutual fund is forced to sell a security that has been removed from its benchmark index, the sale of the outgoing security can generate taxable distributions. With ETFs, sponsors can eliminate, or at least minimize, the need to realize capital gain by passing the holding that dropped from the index to the next redeeming party (without actually selling the holding). Thus it is possible that the only capital gains investors might face are those that occur when they decide to sell their own ETF shares — a decision clearly within their own control. Unlike mutual funds and more similar to individual stock holdings, investors are thus less likely to be faced with capital gains generated by the ETF sponsor. 

Reduced Expenses

Due to their passive nature, ETFs should generally have operating expense ratios that are comparable to, or even lower than, the lowest-cost open-ended mutual funds. Further, it is interesting to observe that ETFs trade to large institutions and broker dealers rather than directly to individual investors. They thus face less record keeping and accounting than that required by traditional mutual funds (which must track, for every single owner, number of shares held and acquisition date of each holding). We believe the resulting reduced overhead costs most likely explain the dramatic decrease in overhead expenses we are seeing in the most recent product introductions. 

An Option for Foreign Investors

ETFs are available to foreign, non-US residents who otherwise face tax and regulatory restrictions on purchasing US mutual funds. Because ETFs trade as stocks, they face no such problems.

WHAT ARE THE DISADVANTAGES?

So what is the potential downside to incorporating ETFs into one’s portfolio? There are a few issues of which it is important to be aware:

Trading Costs

Investors in open-ended mutual funds incur no trading costs since the funds trade at their NAV. However, because ETFs trade like stocks, they can incur bid/offer spreads. For buy-and-hold investors, this should not present a significant issue. 

Brokerage Commissions and Other Expenses

When an investor purchases a no-load mutual fund directly from the fund sponsor, no fees are incurred. Once again, because ETFs are like stocks, brokerage commissions will be incurred. But again, for the buy-and-hold investor, this should not present much of a problem, since the expense should be incurred infrequently and the availability of discount brokerages should keep costs low. Trading costs may make a difference if investing on a frequent basis and/or in very small amounts. For example, expenses could become a significant issue for investors who are actively trading, who are dollar-cost averaging or who are investing in small, regular amounts via a retirement or profit-sharing plan. 

As mentioned previously, ETFs also offer stock-like characteristics such as continuous pricing throughout the trading day (even into extended trading hour sessions), the ability to sell short, or hedge an existing long position, and the ability to place market and limit orders. These characteristics could in some respects be considered a disadvantage for individual investors, since they might encourage increased, possibly counter‑productive trading that would generate even more expenses.

Advantages of Pure Passive Asset Class Investing 

Of course the investment approach we advise remains maximizing returns within one’s individual investment profile (risk tolerance, time-frame and objective), and we will not deviate from this advice. Further, we continue to believe (and research continues to indicate that) proper allocation among all asset classes remains vital to attempting to achieve our goals. 

To date, while we expect that even the poorest-performing ETF should perform at least as well as a typical index mutual fund, we do not expect ETFs to outperform a portfolio that has been designed to accurately capture the returns generated by specific asset classes. For proponents of passive asset class investing, the retail benchmarks upon which ETFs are based do not fully capture the value and small-cap asset class premiums that are expected to be available from certain mutual funds. 

Short Track Records — Most ETFs are so new that it is impossible to asset yet whether potential advantages (particularly tax efficiency) are actually being achieved. The exception is the SPDR, which became the first available ETF in 1993, and to date has proven to be an extremely tax-efficient vehicle with respect to capital gains. 

SHOULD AN INVESTOR PURCHASE ETFs?

SPDRs have been traded for a sufficient period of time to begin performance analysis; based on our initial analysis, we believe they are a viable investment option for ​investors who might otherwise be considering an S&P 500 Index mutual fund in a taxable account, and who are not planning to invest frequently or in very small amounts. Beyond this single application, we believe there are better vehicles to use for maintaining a low-cost, tax-​efficient, fully diversified portfolio and for gaining exposure to the small-cap and value risk factors.  

Whether or not ETFs prove to deliver on their potential, the educated investor is likely to benefit. First, competition is good; it usually leads to lower costs and product innovations. Given investor demand and the sheer size of the market opportunity facing the investment community, the pace of change is likely to continue at a very rapid rate. Stay tuned. 

1 “Spiders and WEBS: Amex is Back, Thanks To a Tradable Variety of Index Mutual Funds,” Wall Street Journal, February 22, 2000.

Another good summary about ETFs is available via the Web: “Everything You Wanted to Know About ETFs — But Didn’t Know How to Ask,” by Dagen McDowell, Senior Writer at TheStreet.com Network. The link to this article is: http://www.thestreet.com/funds/funds/957009.html. 

This material is derived from sources believed to be reliable, but its accuracy and the opinions based thereon are not guaranteed. The content of this publication is for general information only and are not intended to serve as specific financial, accounting or tax advice. To be distributed only by a registered investment advisor. Copyright © BAM Advisor Services, 2000.
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