[bookmark: _GoBack][image: ][image: ][image: ][image: ][image: ][image: ][image: ][image: ][image: ][image: ]
[image: ][image: ][image: ]
[image: ]


[image: ]



[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]
[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]
[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]


[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]

[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]

[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ][image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ][image: ]


[image: ]


[image: ]


[image: ]


[image: ][image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]


[image: ]
image7.png
- a

A

(<Z5)(<) | IN] http:/rwmwinvestmentnews.comy/article/20160902/FREE/160909986/etfs-are-shuttering-at-a-record-pace - ‘ ’ ‘ ’ ‘ ‘ ‘ ‘ -
()& neee g p © & @ vouren.| @ vouren..| IN ETFs... x | (& Nortn k.| [B putin Pu.| 21 Us-Rus

File Edit View Favorites Tools

Help

[nvestmentNews

Todd Rosenbluth, director of ETF research at S&P Global Market
Intelligence, described the closings as “ongoing pruning,” which he
interprets as part of the evolution of the industry.

“It's not exactly like the ETF industry is retrenching, because firms have
continued to expand product lineups,” he said. “I think what's really
happening is large providers can afford to have products out there for a
few years to see if it attracts investor interest, and if it doesn't work they
will roll something new out.”

Unlike the mutual fund space, where similar funds can usually be merged
with other funds, ETFs that are pegged to indexes are more easily just shut
down when they are not attracting enough assets.

There is also the first-mover advantage in the ETF space that makes it
more difficult to compete with similar products unless the competitor has
the marketing and brand reputation to put up a good fight.

The shakeout could also be the result of the increased granularity of the
many of the ETF strategies.

“The slicing and dicing of the indexes is almost ridiculous,” said Kashif
Ahmed, president of American Private Wealth.

“One or two factors makes sense, but more than that makes no sense,” he
added. “Most of these new ETFs are 'me-too’ desperate attempts.”
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are better choices available. FXI's portolio s both shallow (25 stocks in total) and extremely unbalanced: financials account for
the majority of exposure, while consumer, tech, and health care stocks get it or no weighting

ALTERNATIVES ETF
CENTER

Don't assume that a hefty asset base is the only indication of the efficiency of an ETF. Hore often than not, digging beyond the
most popular product n a category will uncover some hidden gems in the space.

5. There's More To ETF Expenses Than Expense Ratios

It should also be noted that expense ratios do nottell the entire story when it comes to ETF expenses; there are ofher
components that must be considered when determining the total cost of an ETF investment

33

G MARKETS| ~ Commissions are one area inwhich a itle effort can go & long way: in recent years various brokerages have folled out programs.
CENTER thatinclude commission free trading on popular funds in an effortto attract investors who value and use ETFs frequently. Paying
$7 or $10 o execute a rade perhaps doesnt seem like much, and for larger portfolios with minimal tumover the impact of
trading commissions may be minimal. But for smaller accounts, fees can add up quickly, potentially equaling the basis point
contribution of expense ratios

Bid-ask spreads should also be considered when evalusting an ETF; bujing at a premium or selling at 3 discount has the same
impact on botiom line retums as 3 higher expense ratio [see The Total Cost Of ETE Investing

(suThanks 6 strycture Matters
ichael, Target

date funds are The term “ETF" is often used incarrectly o include products that are nottechnically exchange-raded funds. ore accurately, e
loaded with problems, and ETP umbrells can be described as covering a number of ypes of exchange-raded products, including ETFs, exchange-traded
the ETF form exacerates e notes (ETNs), unit investment trusts (UITs), arantor trusts, and others. From the perspecive of most investors, these slightly

flaws. But with some work, difierent structures are generally similar, each offers transparent,liquid access to an underlying basket of securities
these popular vehicles could

be muchimproved. Please
‘see “Occupy Target Date.
il

In Some instances, however, structure matters. ETFs and ETNs may be similar in many respects, butthey are very diferentin
Others. And the diferences are notlimited to credit sk and tracking erfr, in certain asset classes, such 35 commodities o
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the head-o-head ETF comparison tool to analyze AULP and MLP ilustrates this point quite nicely. Though AMLP (an ETF) and
WLPI (an ETN) are linked to the same index, the performances are clearly not identical [see When ETNs Are Better Than ETES]

There are a number of other examples of structure impaciing the riskiretum profile achieved by an exchange-traded product SPY.
3 UIT, will perform differently than [V, which is also linked to the S&P 500 but structured as an ETF. The three ETPs that offer
exposure to the USD  EUR exchange rate maintain unique tax consequences and counterparty risk, and annusl performance
canvary by more than 100 basis points depending on the environment.

7. Commodity ETFs Get A Bad Rap

Commasity ETFs have been dragged through the mud repeatedly over the last several years, the result primarily of
misunderstandings (or perhaps outight ignorance) over the tru objectives and limitations of these products. Specificall, the
“iracking error” between the retums generated by commadity ETPS and the change in the spot price of the related resource.
While its true that most commodity ETFs deliver returs that difie flom a hypothetical return on spot prices-sometimes by a
significant margin-ihat deviation isn'tthe result of 3 flaw in these products. Rather, it reflects confusion over exacly what these
products seeko achieve andthe methods they use to achieve their resuls.

It's importantto exercise caution when investing in commodity ETPS; ifyou don't have a firm arasp on the nuances of a futures-
based strategy, you probably have no business putiing these products in your clients’ portolios. But for those who understand
what's under the hood of these funds and the potental limitations associated with the methodology used to achieve exposure
commodity ETFs can be very powerful tools that can bring both retum enhancement and diversification benefits to traditional
stock-and-bond portflios [see What BusinessWeek Didnt Tell You About Commodity ETF]

Commedity ETPs aren'tfor everyone. Buttney certainly aren'tthe flawed, return-eroding vehicles that some have made them out
to be. [Pro members can see Special Report Finding The Right Commodity ETE P; sign up for a free 7-day tial o get full
access].

8. Diversification Should Not Be An Assumption
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8. Diversification Should Not Be An Assumption

ETFs, like mutual funds before them, have become popular among investors with a long-term focus because they can be used
to achieve cheap and easy diversification. lany ETFs include hundreds or even thousands of individual securites, allowing for
broad-based exposure that would be prohibitively expensive and time consuming to establish otherwise.

Butnot all ETFs offer tremendous diversification. Some, infact, are quite concentrated in a small number of individual stocks or
in afew select sectors. Itisn't all that uncommon for 3 productto allocate 20% or more to @ single holding, or for a single sector
(often financials) to make up 50% of a fund's portfolio. Diversification across companies and sectors is generally the fule, but
there are plenty of exceptions.

One of the oft-cited advantages of ETFs is the ransparency; investors can see exaclly what 3 fund holgs in close to real time.
Take advantage of that feature; be sure to know what 3 product holds before establishing a position

9. ETFs Can Close...

‘The ETF industry can be described 3s both extremely deep and extremely top-heavy. There are more than 1,300 products out
there, but about 25 of those account for nearly hlf of totsl asssts. Close to half ofthe funds now trading have less than 525
million in AUL-a rule of thumb for the level of assets required to break even. The economics of an industry buit around bargain
basement expense ratios can be challenging to issuers. It costs money to run an ETF, and a significant portion of the products
outthers now are losing money. Hany of those cash drains are young products that are still stablishing @ track record and
attracting assets. Some will grow into products with hundreds of millions in assets that generate profits for the issuers while st
offering low expenses to investors

But some will not, and they will ultimately be shut down. There are three certainties in Ife: death, taxes, and the fact hat several
ETFs will cose down in coming years. That's something that sdvisors should acknowledge, but it shouldn't necessarily scare
you off. An ETF closing is not cause for panic; you'll have the opportunity to either sel your shares prior to the delisting or to
receive your share of cash proceeds. That may be less than optimal: the sale may frigger some tax iabiliies, and there are costs
associated with redeploying capital. But overal, an ETF closure isn'treally a big deal; your clients will gettheir capital back, and
the huntfor a suitable altemative will begin [see How To Deal With ETF Closures]
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10. ...And ETNs Can Fail

ETNs have become popular tools for accessing certain asset classes; iis structure has several potential tax advantages 3s a
wayto access commodities, HLPs, and other strategies. The ETN structure allows for the avoidance of racking error, 3 deviation
from the performance of an indexihat can erode retums—especially to futures-based sirategies. But there are some risks to
ETNs as wel. These securiies are senior, unsecured debt instruments issued by financial instiutions, and as such are subject
tothe same risk factors as more traditional forms of debt. 1f an ETF issuer goes out of business, investors in that company's
funds will have their capital retumed. If an ETN issuer goes under, the consequences can be much more severe; investors in
those products are creditors to the bank, and as such will likely find themselves in line with other counterparties owed money by
& bankrupt institution

The risk of an T leaving investors holding the bag may seem pretty remote: the issuers of these notes are often large, well
capitslized banks such as Credit Suisse, UBS, and Barclays. 4nd evenin a less-{han-stellar economic environment the
possibilty of one of these firms gaing bely up is minimal. But the collapse of an ETN issuer wouldn't be without precedent,
Lehman Brothers offered a lineup of exchange-traded notes prior to its sudden bankruptey [see ETF Hall Of Shame]

11. There's An ETF For That

“The first generation of exchange-traded products were generally ‘plain vanilla® funds linked to well-known stock and bond
inderes, such as the S&P 500 or Russell 2000, But over the last several years, an impressive string of innovation in the industry
has resulted in a product lineup full of very specialized and targsted products. Just about every major alobal economy is now
coversd by an exchange-iraded fund-and in many cases there are multiple options availsble. Targeted sector funds are
becoming increasingly common; from the smariphone ETF to business development company ETN to funds focused on the
automotive industry, getting granular is not a problem.

The ETF boom has democratized enire asset classes—ihe surge in usage of commodity ETFs and volatiity ETPs is perhaps the
best example of that phenomenon. Growth in the space has also opensd up opportunities to achieve quick, easy exposure to an
investment sirategy; the investment disciplin ETFs from Russel offer exposure to techniques such as aggressive growth
contrarian investing, and low PIE stock selection
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Whatever investment strategy or asset class you have in ming, chances are there's an ETF that ines up quite nicely. ETFS aren't
justior buy-and-holders seeking plain vanilla exposure: they offer tne abilty to become extremely specialized and fine tune
exposure desired

12. Keep It Simple.

‘There are now more than 1,300 exchange-traded products, and the lineup is growing rapidly. While many of the most popular
funds offer exposure to straightforward sirategies covering key assst classes, there are hundreds of ETFs that utiize leverage.
derivatives, and sophisticated techniques to tap into sophisticated strategies. Aot of the ETFS on the market have lite or no use
tothe vast majority of investors; those looking to build  balanced, long-erm, buy-and-hold portilio realistically only care about a
‘smallfraction of the ETF universe,

“Think of the ETF universe as a toolkit, and individual ETFS as the tools. The more tools at your disposal, the befter. But certain
tools are useful for some tasks and wildly inappropriate for others. A chainsaw is pretty dam useful if ou're looking to cut down a
tre=. But when you're slicing a oaf of bread, that same tool can produce disastrous results

“The pointis this: most ETFs outthere are not useful for your clients’ objectives. And that's just fine; just because a productis out

there dossn'tmean that it needs to be included in your portolio. Here's 3 simple piece of advice when determining the suitabilit
of a potential ETF investment f you can't understand the components, sirategy, and fisk factors in five minutes, walk away.

13.

But Not Too Simple

One interesting developmentin the ETF industry includes “target retirement date” products that are designed to “glide” towards 3
refirement date in the future by gradually shifing towards bonds and away from stocks as clients are and presumably the risk
retum profile shifts. For those looking to minimize complexity and maintenance requirements, target retirement date ETFs are
about as simple as it gsts. Theoretically, a client could hold  single ticker that automatically adjusts allocations to key asset
classes as they age.

e suppose target retirement date ETFs might be useful for some. But the limitations and potential drawbacks of these products
are numerous. First there s the obvious pointthat time to retirement s only one factor that shapes a client asset allocation
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are numerous. First, there s the obvious pointthat time to retirement s only one factor that shapes a client' asset allocation
process. Overall wealth, risk tolerance, and presence of income streams should also be considered

‘Second, the allocations in some of these products seem to be disconnected from reality. Consider the iShares S8P Target Data
2080 Index Fund (TZY), presumably designed for investors with a fairy long time unti reticement Emerging markets, as
represented through EEN, account for about 4 2% of total sssets. Even acknowledging that U S. investors tend to maintain a
“home country bias” that results in underweighting emerging markets, tnat allocation seems wostully low.

Finally, there is the issue of expenses. Because target retirement date ETFs are structured 3s ETFs-o-ETFs, there are two layers
offees. In addition to the management fes on the fund (TZY charges 0.25%), each of the component products incurs expenses
that push up the effective costto your dlients. For those in itfor the long haul, the compounding of costs can eat nto retums.

0dds are, its best to stay away flom target refirement date ETFS; take the time co customize exposure to your clients” portolios,
and theyl thank you later

14. Watch Your Weight

Wihen considering potential ETF investments for accessing domestic or international stock markets, most advisors probably aive
lite or no thoughtto the weighting methodology employed by the underlying index. While that might seem like 3 minor impact
thatis unlikely o have much of an impact on returms, the reality is that the manner in which weighiings are assigned to
component stocks can translate into huge differentials in performance

‘The majorty of stock ETF asssts are in products linked to market capitalization weighted indexes, based on 3 methodology that
gives bigger weightings to more valuable companies. But in recent years the potential drawbacks of cap-weighting strategies
have become more obvious, and the altematives more readily available. Thers are now ETFs that assign weights to component
stocks based on various ‘fundsmentsl" factors, including sales, amings, dividend, cash flow, estimated eamings, and even
bookvalue.

“The impact of this seemingly minor nuance can be signiicant. The performance of the Rydex S&P Equal Weight ETF (RSP) and
'S&P 500 SPDR (SPY) in 2010 highlights this point nicely. The components of these two stocks are identical: both hold the 500 or
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'S&P 500 SPDR (SPY) in 2010 highiights this point nicely. The components of these two stocks are identical: both hold the 500 or
S0 equities that make up the S&P 500. But RSP, which gives an equal weightto each, outperformed SPY in 2010 by about 00
basis points. For two products that have identical portiolios, that's a pretty significant gap [see RSP Just Keeps Chugaing Along!

Ifyou've historically relied on cap-weighted products, tnere's a otto leam about the alteratives. But i a lesson well worth the
effort the result could be a relatively easy way to improve your clients’ bottom line returns

15. Contango Can Be A Killer (And Backwardation Can Be A Blessing)

Arecuring theme here has been the importance of looking under the hood and knowing exactly what you are buying for your
clients. Thatis particularly rue in the commadity ETF space, a comer of the market that has exploded in recent years as investors,
have embraced the exchange-iraded structure s 3 way {0 tap into an asset class with tremendous retum enhancement and
diversification potential

Itis important to understand that the vast majorit of exchange-traded commodity products do not seek to deliver retums that
cormespond to movements in the price of the spot commodity. In most cases, that simply is not possible; the Iogistics of owning
livestock or natural gas are obviously challenging. Rather, these funds offer access to a futures-based strategy that invests in
‘securities linked to underlying commodities. While the correlation is strang, the performances are in no way identical; often, the
ap between a futures-based product and the hypothetical return on spotis significant,

Commadity ETFs can be very powerful tools. But it's importantto recognize their imitations. If you're expecting access to spot
natural resources, you haven't done your homework, and could be setting clients up for a big disappointment [see How
Contango Impacts ETFs|

16. There's More To ETFs Than Low Fees

Wihen asked to explain the undeniable shiftin the investing landscape from mutual funds to ETFs, mostinvestors, jouralists,
and analysts will jump to one issue: expenses—or the lack thereof. The average expense ratio in the ETF universe comes in at
bout 59 basis points, and the weighted average is considrably lower than that in the neighborhood of 0.33%). Some ETFs
charne as lffie as five hasis nnints afractinn fthe 1 4% or sn that is the averane amana muial finds
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S01t's easyto see why expenses stand out as the primary driver of the river of cash lowing from mutual funds to ETFs. Butits
‘worth noting that the lower expenses are just one of the value adds that the exchange-traded structure can bring to client
portfolios. Relative to their mutual fund counterparts, exchange-traded products have 3 number of other advantages:

= Liquidity: ETFs can be traded like stocks, throughoutthe course of the day. That fleibilty can come in handy when you're
looking to be nimble and move a client quickly out of or in to a position. Instead of waiting untilthe end of the day, ETFs allow.
adisors to execute trades in 3 matter of seconds—a period of time that can translate into significant dollars in some cases

= Transparency: The transparency of ETFs allows advisors to know whatthey hold in close to real time, instead of waiting for
quartery disclosure statements to se= how significant your dlient's exposure to 3 particular securit is. When stocks are
tanking, it can help to know exactly what you hold-as anyone who has been forced to speculate on the degree of exposure to
BAC or NFLX can attest.

= TaxEfficiency: The nuances of the creation / redempiion mechanism generally resultin superior tax effciencies for ETFs,
essentially allowing investors to control the timing of their obligations. For those who have become accustomed to being
impacted by the redemptions of other fund investors, this eficiency might be a welcome change.

‘The low cost feature is just the tip of the iceberg; there are plenty of other reasons to make the switch from ETFs to mutual funds.

17. ETFs Are Not An Acceptance Of Mediocrity

‘Some skeptics view ETFs s an acceptance of mediociity, tools for simply running with the pack and aiving up on any chance to
generate alpha through stock picking or other aciive techniques. But that argument fals apart under even the most cursory of
examinations. First, there is 3 boatioad of academic evidence suggesting that active managers, on the whole, fail to beat heir
benchmarks after fees are considersd. Sure, there are some superstars who top their index year in and year out But unless
you'e foundthe next Peter Lynch, an attempt to generate alpha is more likely to destroy value than itis to create it

Regardless of where you stand on the value of active management, it should be abundantly clear that ‘bets instruments” such as
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ETFs can most certainly be used in he pursuit of alpha. Again, he research suggests that asset allocaton is responsible for a
significant porion of partolc refurs. And ETF are fhe perfect ool for ifing exposure fowards certain assets and away flom
athers without diving into the weeds and racking up he fees to choose between various stocks.
Ifoure looking to actvely manage a client porfli, there's no reason that ETFs can't be an integral,cost efcent partof that
strategy.
18. ETFs Did Not Cause The Flash Crash

3 Anciher myth about ETF is hat hese securifies were the primary culprits behind the “Flash Crash,”a chaotic day of trading that
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‘saw several securiies-incluging @ number of ETFs—lose and then recover billions of dollars in @ matter of seconds. Because a
disproportionate number of the securities impacted on that day were ETFs, rumors began to spread that these vehicles were
‘somehow responsible. In reality, ETFs were simply swept up in the chaos, and were impacted heavily because of the breakdown
inthe creationiredempiion mechanism that generally keeps prices and NAV closely aligned

‘The details behind that day and the role that ETFs played in the chaos is enough to fill s novel: for those who wantto dig a bit
deeperinto the weeds, there is plenty of well-reasoned analysis of exactly what happened that day, and the role ETFS played,

19. An ETF Cannot Collapse

To continue the myth-busting porion of this aricle, let's move on to another misconception that gained momenturn earlier this
year after the publication of research papers that purporiedly detsiled how certain exchange-tradd products could collapse.
leaving investors without the exposure they thought they had established. The notion that ETFS with significant short positions
can potentially collapse centered around the idea that 3 wave of redemptions would eliminate all outstanding shares of the fund
Butthe reasoning behind the paper-which was picked up by seversl mainsiream media outlsts, presumably for the “shock”
value-was flawed from the beginning.

The reason an ETF cannot collapse is pretty straightforward; redempiions require setled shares of an ETF, meaning that access
to and control ofthe shares in question must be shown before a redemption can take place. The mechanics here get pretty
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complex.rather than delve into an extended analysis, el leave a few links that contain in-depth explanations and analysis of
why ETFs—even those with huge net short positions—are in no danger of collapsing

20. Bond ETFs Can Be Flawed

In recent years, more and more advisors have embraced exchange-traded funds as tools for establishing fixed income:
exposure, slecting to access bonds through a structure that provides lower costs and enhanced transparency. While the
marriage of fixed income and the exchange-traded structure has tremendous potentia, there are  number of noteworthy factors
that should be considered before going down this road. First, the cash flow experience of bond ETFS differs from holding an
actual bond. The majority of bond ETFs, including popular funds such as AGG and BND, are designed to operate indefinitely.
‘That means that proceeds from any bonds reaching maturity are reinvested in new securities. In most cases, the effective
maturities of bond ETFs remains constant over time, meaning that interest rate risk will not decline as clients age. Thatisn'tthe
end ofthe world for advisors, butt does mean that more diligent monitoring may be required with these products [see Are Bond
ETFs Broken?]

It should be noted that there are now a number of ‘target date” bond ETFs designed to more clossly replicate the experience of
holding actual bonds. These ETFs, including the BulletShares products ffom Guggenheim and muni bond funds from iShares,
focus on debtissues maturing in a specific year. 4s the maturiy dates approach, the ETF's porfolio shifts to cash, ufimately
making a distribution to investors that represents the return of principal

‘There are some addiional factors that should be noted with respectto some popular bond ETFs. Some investors see products
‘such 3 AGG and BND s one stop shops for fixed income exposure. But even thought these funds are in our Total Bond Harket
ETFdb Category, there are some noteworthy omissions from the portfolo [see our Better-Than-AGG Total Bond Warket ETEdD
Borfolio P]. AGG and BND are tited heavily towards U S, Treasuries, with zich in the way of infernational bonds o junk bonds.
Wihile these ETFs can be valuable core holdings in a fired income portfoli, there is much more to complets bond market
exposure thatisn'tfound in these funds [see Dont Put &1l Your AGGs In One Baske]

21. ETFs Are A Vehide (Not A Strategy)
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Summary

* For a taxable account, there are typically tax advantages of an ETF over a
mutual fund with a similar objective.

* But merely always choosing an ETF, or even an index fund, over a
managed mutual fund doesn't always come out ahead.

* One should compare the after-tax return of potential fund/ETF choices to
see how well each actually does post-taxes, which is easy to do.

Recently, a reader of my Newsletter posed an interesting question: In
choosing a fund for a taxable account, should one lean toward an ETF over a
mutual fund with a similar objective? Why? Because of the near absence of
long-term capital gain distributions in ETFs resulting less taxes to pay and
therefore a better final outcome.

For those who might be attuned to the matter of taxes on funds, you will

already be aware that most mutual funds distribute dividends as well as short-

and long-term capital gains. This means that for each distribution, your tax bill

will typically go up. However, if you invest in indexed mutual funds, as

opposed to ones that are actively managed, the capital gains, if any, tend to DIVIDEND STOCKS ANALYSIS.

be much less because hardly any investments in the portfolio are being sold in 1. If 1 Had To Build An Income Portfolio Today -

any given year. But, either way, you will still have about the same amount of Update 5 by Dirk Leach

)l

1124 AM

ETFs Vs. Mutual Fund.
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21. ETFs Are A Vehide (Not A Strategy)

ETFs are generally associated with passive management, and held out as itematives to actively-managed mutual funds.Its
‘Somewhat commonto hear investors compare “ETFs vs. active management or ‘mutual funds vs. indexing strategies.” Butit's
importantto keep in mind that ETFs are a vehicle that can be used to achieve exposure to passive index replication or active
management, just as mutual funds can tap into either strategy.

22. 0dds Are, You've Got Options

Once upon 3 time, sccessing a strategy or asset class through exchange-raded products was a binary decision: you either did i
or you didn't And while the surge in ETPs in recent years has primarily been the result of innovation, there's been @ fair amount
of duplication as well. The result: many ssset classes and even indexes are now covered by multiple exchangs-traded products
For example, there are three S&P 500 ETFs, five pharmaceutical ETPs, three funds offering exposure to the Australian stock
market, and four bond ETFs that seek to replicate the Barclays Capital U.S. Agaregate Bond Index

In other words, advisors likely have options among the ETF universe. And you would be wise to take advantage of the abundance
of choice; combing through the various options targeting a specific sector or benchmark can lower fees, improve depth and
balance of a portfolio, and optimize tax efficiency [see ETF Webinar. How To Find The Right ETF

23. Nice Returns Can Come In Small Caps (Or Not)

ETFs have become popular as tools for establishing exposure to inferational stock markets, ranging from developed markets in
Western Europe to emerging economies in Asia to frontier markets in Affica and beyond. And thanks to impressive innovation in
the last several years, just about every major global economy is accessible through & pure play ETF

Butitis important to understand that most intemational stock ETFs-especially those that were launched in the early 2000s-are
linked to cap-welghted inderes thattend to be dominated by the largest and most valusble companies in that market Thatisn't

necessarly a bad thing, butthe tittowards large caps can have 3 meaningful impact on the returns achieved

‘Specifically,large cap-heavy ETF are likely to include companies that may generate revenue around the world though
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China and ndia
‘Small cap ETFs have become popular tools in recent years because they can represent more of a “pure play” on the local
economy—a chance to get coserto the ground ininferational markets and investin companies thatstand o bengft from growth
in'the local market, And in many cases, these funds can exhibit returns tat ifier cramaticalyrom ther large cap counterparts
45 anillustation, consider he performance of two BrazilETFS lastyear the large cap heawy EWZ and smallcap focused ERF.
Ticker £ 2010 Gain

I BRE BraziSmallCapETF  77%

+1

[in L

share

K1

EWZ WSCIBraziindexFund  24.1%

Both are Brazil ETFs, butthese two products are clearly far from identical

There are a number of small cap ETFS outthere that offer international equity exposure, and in many cases these products may
be a betier fitfor clients’ portolios than their arge cap counterparts

24. Sometimes, ETFs Aren't The Best Option

Don't get us wrong; the team at ETFdb includes some of the biggest ETF fans in the world. The tremendous growth of the
industry in the Isstfew years is a testament to the sdvantages inherent in the exchange-raded structure, ranging from lower
costs to excellent transparency to intraday liquidity and improved tax eficiencies. In many cases, the exchange-traded structure is
Simply a better mousetrap; it represents the optimal vehicle for accessing a wide variety of asset classes. Butthere are some
cases where it might make sense to employ another strategy: ETFS are not aways the most appropriate tool in the toolbox.

Though ETFs are generslly cheaper than their mutual fund counterparts, that isn't slways the case; some Vanguard mutual
funds, for example, offer a total cost proposition-including management fees, ransaction fees, and bid-ask spread
considerations—hat ETFs can'ttop.
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Horeover, there may be some asset classes where investors are more comfortable with the expertise of an experienced
managementteam, s opposed to subscribing to an indexing strategy that simply seeks to replicate  rules-based benchmark.
Emerging market debt,for example, is ne comer of the market where knowledge on liquidity issues and the nuances of
indiidual issues can come in handy, potentislly allowing n active manager the opportunity to add value.

25. Free ETF Tools Can Make Your Life Easier

“The ETP universe now stands at more than 1,300 products—and is expanding rapidly. With  growing number of increasingly
‘complex tools available to more and more investors, keeping track of all the choices and identifying the best productfor your
investment objectives is no easy task. Butthere are a number of ree analytical resources out there designed specifically for

33 financial advisors who use exchange-traded funds. Among the free tools available at ETFdb com are:

= ETF Screener
= ETF Country Exposure Tool

= Stock Lookup Tool

= Hutual Fund To-ETF Converter

= Head-To-Head ETF Comparison Tool

These tools help build & oadmap to successiul investing sirategies, allowing adsors to dissect the ETF universe in countiess
ways and easily compare products to fings the funds that are best for their clients.

[This article is a free preview of the November Edition of ET Edge P. ETFdb Pro members can read the entire newsletter here;
sign up for a free 7-day tal to get your copy]

MNext: Actionable ETF Investment ideas >»>>> P

Disclosure: No positions attime of witing

ETF Database is not an investment advisor, and any content published by ETF Database does ot constiute individual
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Exchange-Traded Funds: Benefits and
Risks of the Popular Investment Vehicle

While ETFs are widely utiized and can be a very useful investment product, many brokers and
investors do not understand the products.

December 01, 2011 /24-7PressRelease/ - Exchange-traded funds, or ETFs, are investment
products that can have a great deal of utility in certain sophisticated trading strategies. Since the
first ETF was listed in 1993, these specialized funds have become increasingly popular with
investors. Today, there are more than 1,000 ETFs in the United States, allowing investors to
allocate their resources in very specific ways

While ETFs are widely utized and can be a very useful investment product, many brokers and
investors do not understand the products. If you need a complete review of the terms and
features of an ETF or have questions about the ETF recommended to you by your stockbroker or

brkerage i, xpernced secutis o atomes re e bestresource o deposal 5. [
2 general understanding of the pros and cons of ETFs can beneft investors. Pictures of the Day
ETF Overview T thehindu com

Islamists Gain in Egypt Elec:

As defined by New York Stock Exchange regulations, an exchange-traded fund is an investment
vehicle that allows an investor to buy and sell shares in a single security that represent a
fractional ownership of a portfolio of Securities. This portfolio of securities typically tracks an
underlying benchmark or index — for instance, the first ETF ever listed was meant to replicate the

performance of the S&P 500 index. ETFs are structured similarly to mutual funds. Unlike mutual IR teleqraph co uk
funds, however, shares of ETFs can be bought and sold throughout the traing day, much like Iran Has Trampled on the Ei

common stocks X Scored a Diplomatic Own G

So called "non-traditional” ETFs are a more specialized ETF subset that are growing in both
number and popularity. Yet, despite their proliferation, non-traditional ETFs are one of the greatest

sources of confusion and problems for ETF investors. SR bbc.co.uk _'LI
« [ >
Pt spressure con] 2l [ [ [ [ [@meme [fa-[Ris% -,
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The two primary types of non-traditional ETFs are leveraged and inverse ETFs Leveraged ETFs m&w

are designed to produce a retur that is a multiple of the retur of the benchmarked index (200
percent, 300 percent, etc.). Inverse ETFs, also known as “short” funds, attempt to deliver the
opposite performance of the tracked index — thus allowing investors to profit on a declining
market. Leveraged and inverse ETFs may be combined in hybridized leveraged inverse ETFs,
which are also called “uitra short" funds (e.q.. seeking a return of 2x or 3x the opposite of the
benchmark).

@ PRESSWIRE

The major stumbiing block many investors face when investing in leveraged or inverse ETFs is

getting a solid grasp on the fact that these funds are typically designed to achieve their stated

performance on a daily basis. In other words, leveraged or inverse ETFs are not designed to @ China Chamber of Commerce for Import and
match the return of their underlying benchmark or index for a holding period that is longer than the Electronic Products (CCCE) Statement n &

objective stated in the prospectus (generally one day). Yet, many brokers do not understand and Countervailing Duty Investigations in the
these products and mistakenly sell them to investors as long-term buy-and-hold securities, much and Countervaiing Duty Investigations in the |

like a mutual fund PR Newswire

But the compounded return of a leveraged ETF or inverse ETF over a year, a week, orevenafew O Afrtransport Commission welcomes agreem
days can difer substantially from the actual returns of the index to which the ETF is tied. This [01 Dec 2011] EU Trade Commission
potential discord between daily investment objectives and long-term goals can be exacerbated by §
volatile markets. As a result, investors in leveraged ETFs often are shocked when the. @ FErost & Sulivan Accolade Highlights Ansel's |
performance of their ETFs is substantially worse than the performance of the index that they Focus [01 Dec 2011] Marketwire

thought was being tracked. This surprise generally stems from the broker's failure to properly

understand and explain the products to the investor @ TransUnion: Canadian Total Debt Stabilizes A

Increases [01 Dec 2011] Marketwire
ETFs Have Many Advantages, But Detractors Recommend Caution

@ Bumper Xmas Bonus to Be Won in LadyLuck
Proponents argue that ETFs are an ideal investment tool in today's volatile markets. For one .
thing, ETFs may be traded rapidly to reflect market swings. In addition, the broad range of 01 Dec 2011]24-7 pressrelease
available ETFs allows investors to allocate thelr resources in a very specific, targeted manner. @ eBook Sales to Smartphones. Tablets & eRe:
And, in a stagnant or downward marke, there is obvious appeal n inverse ETFs. But because 2016, 22 Storeront Tablet A Fuct Usage I
ETFs generaly are designed to track only the dally performance of the related index, t is crucial

that brokers and investors monitor their ETF investments on a daily basis. The failure to do so ) Exchange-Traded Funds Beneits and R‘Sﬁ;‘
e ‘ - — - — | >
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canlead to devastating investment losses. Treating ETFs as long-term, buy-and-hold
investments can be a recipe for financial disaster.

Of course, like any investment, the value of an ETF may decline due to market condiions. But,
ETFs also have certain unique risks built into their structure. For instance, while ETFs are meant
to provide investment results that correspond to the price and yield performance of their tracked
underlying indexes, trust expenses and other factors mean that ETFs do not always achieve the
desired mirroring effect (his is known as "tracking error'). Leveraged and inverse ETFs, in
addiion to being more volatile than standard ETFs, may include extra fees and fund expenses,
and can also be less tax efficient than their traditional counterparts. Finally, ETFs may not belong
in the portfolios of many long-term investors at all, and their complexity makes them more suited
to professional traders

A Keener Understanding of Your Rights

Most of us with investable assets rely on the services of a professional brokerage firm to help
qguide our long-term strategy. But, even professionals can get swept up in the popularity of a
relatively new investment vehicle and give bad advice. Many brokers fail o take the time to
understand the complex products that they sell and brokerage firms often do a poor job educating
their brokers about those products. When stock broker misconduct impacts your financial
situation, you may have legal recourse.

The Financial Industry Regulatory Authority (‘FINRA') has a series of rules that brokers and
brokerage firms are required to follow in the performance of their professional duties. Among
other things, before recommending the purchase, sale, or exchange of a security (including an
ETF), a firm must understand the product and have a reasonable basis to believe that the product
is suitable as an investment tool and suitable for the specific customer to whom it is
recommended. False, exaggerated, or misleading Statements are also prohibited: data presented
about ETFs must present a fair and balanced picture of both the potential risks and benefits of the
securities.

Violation of  FINRA rule does not necessarily give rise to alegal cause of action against a
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Violation of  FINRA rule does not necessarily give rise to alegal cause of action against a
stockbroker. But, it can be a good indicator that your rights as an investor have been violated. ff
you believe you have suffered investment losses due to a brokerage firm's or a broker's
misconduct, contact a stockbroker fraud attorney today to explore your legal options.

Article provided by Dimond Kaplan & Rothstein, P.A
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Exchange-traded funds blamed for swings
Accessible ETFs highlighted as cause of increasing volatility in
market

BY SHANINON D. HARRINGTON AND LISA ABRAMOWICZ, BLOOMBERG  JA1IUAR Y 15,2012
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Funds that give everyone from retirees to institutional money managers
easier access to Junk bonds are fuelling the biggest price swings in more
than two years after their buying power surged ten-fold
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Exchange-traded funds that track high-yield bond indexes exceed $22

Font o A[A A
billion US. up from about $2 billion three years ago. While that's just two.
per cent of the $1 trillion in U.S. corporate speculative-grade debt TED 57O
outstanding, ETFs are among the biggest holders of benchmark 'FROM AROUND THE
securities, including those of Las Vegas-based casino owner Caesars WEB
Entertainment Corp. and HCA Inc. itpaytobea
couch potato?

ETFs. which drew U S. Congressional scrutiny last year as more complex
and riskier versions emerged. are adding to volatilty because of rules
that promote trading. A measure of price swings for junk bonds was
seven times higher in November than May, making it harder for the
neediest borrowers to raise capital

Financial Post, Canada
Saturday, January 14,
2012

Their influence in the market for high-yield high-risk debt is becoming
similar to what ETFs, which have grown to $1.5 trilion from $109 bilion in
10 years. have done in other assets

While cash has poured into ETFs, they haven't outperformed. New York-
based BlackRock Inc 's $11.6-billion iShares iBoxx High Yield Corporate
Bond Fund, which started in April 2007, has retumed a cumulative 28.2
per cent since inception, with dividends rein-vested. A $9 26-billion in
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per cent since inception, with dividends rein-vested. A $9 26-billion in

assets ETF from State Street Corp. in Boston has retumed 25.6 per cent m—
since December 2007, the month after it was created LN Y eiish Columbia =]

MORTGAGES | CREDIT CARDS | saviNGs
ETFs allow individual investors to speculate on debt ranked below

investment grade - less than Baa3 at Moody's Investors Service and ‘GET 0% INTEREST = mbna
. AND SAVE ON =|

BBB-at Standard & Poor's - without owning the bonds. Uniike mutuals INTEREST SIARGES) Z T

whose shares are priced once dally. ETFs are listed on exchanges and

are bought and sold like stocks Best Mortgage Rates
Variable  SYear  275%
The average default rate the past five years for speculative-grade bonds Fixed SYear  200%

was 4 67 per cent, compared with 0.2 per cent for investment-grade
debt. according to Moody's

ards

CashBack NoFee  5.00%

As Europe's deb crisis erupted last year, causing a sell-off in assets Lowintorest NoFee  299%

woridwide and an 11-per-cent drop in the BlackRock fund's share price.
the Caesars bond plunged to as low as 54 cents on the dollar on Oct. 4 Savings Accounts & GIC Rates
from about 90 cents at the end of July.

Bank NoFee  150%
Bank NoFee  135%

The U'S. Securities and Exchange Commission has examined whether
ETFs that use derivatives to amplify returns contributed to equity-market
volatiity in August and on May 6, 2010, when the Dow Jones Industrial
Average plunged almost 1,000 points in an hour and bounced back just
s quickly. The regulator said in March 2010 it wouldn't approve new
ETFs that make substantial use of derivatives

Life Insurance Quotes

Temlfe  10Year 57.09+m
Temlife  20Year $827+m

-8

Janvary 15,2012

© Copyright (c) The Province

E-mail this Article Print this Article Share this Aricle MORE BUSINESS HEADLINES »

[X] The euro sign s ssen in frontof the ECBin Frankiurt am Maf

S&P takes axe to euro nations

‘Standard & Poor's carried out a mass downgrade of
eurozone countries Friday, stripping France and -

[T @& [ @ mene [7a - [®Rio0% ~
1 start| () Outhox - Outiaok Express | 5] work To Da.docx - Micro... | (€ Goagle News - Windows . | (3] Microsaft FrontPage - Ci... | 1] More_abaut_ETFs.docx ... [ @ Enchange-traded fun. 127 am





image116.png
Exchange-traded funds still useless trash - Aurora Beacon News - Windows Internet Explorer =10l x]

CIE) = [ roioescorrene umimes cominens/ 0130520-316feschange-radecurd <t e el = [ x) 87 e e (2]

| He Edt vew Favortes Toos tep

U Favortes

Exchange-traded funds still useless
trash

By Malcolm Berko January 21, 2012 3-12PH

STAY CONNECTED

Tweet Reprints ‘Stay Connected with the Beacon News

Updated: Janusry 21, 2012 3:16PM

Dear Mr. Berko: A broker wants me to sell my 600 shares of General Electric (I have a $3.000 loss) MARKETPLACE
and invest in some exchange-traded funds. One ETF he likes is the MSCI Kokusai, which s very

diversified because it invests money in stocks of 22 different companies. The broker believes that Autos Place an Ad
using ETFs, he can build a portolio that will appreciate 8 to 12 percent annually during the coming 10
years. This sounds pretty good Homes pets
T've never owned ETFs, and they sound a lot safer than common stocks. Please tell me what you Jobs Yellow Pages
think.

Buy Photos Wantsadeal

PF. Wimington, N.C

Dear PF- | have never cared for 85 percent of those silly things called exchange-traded funds (some
call them “index funds"), such as the S&P/TSX 60 Index. or the FTSE EPRA Plumbing Index. or the
iShares Islamic Index, o the iShares FTSE NAREIT Resid Plus Cp Index. or the S&P Aggressive
Allocation Index. or the S&P TSX Capped Composite Index. or the iShares STOCC Europe 50 Index.
or the iShares Cialis Birth Rate Index.

There are over 900 of these exchange-traded funds (ETFs). many of which are lekage from the LSD-
soaked brain stems of Wall Street's lapdog MBAs. A few are good. but most are a waste of time,

sening litle purpose other than to generate obscene quarterly management fees for the scrofulous

profiteers who demand new products for their Wall Street wallets. And among the many guileful COLUMNISTS
‘examples of this “trash” is your broker's MSCI Kokusai Index (TOK-539.22)

TOK is an ETF that is required to invest at least 80 percent of its 5688 million portflio in the Morgan

Stanley Capital Index, which includes 22 developed nations, excluding Japan DearAthy | FickArmsirong | MalcoimBerio =
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dividends to pay taxes on. Of course, within a non-taxable account such as a
401(k), none of this is particularly relevant since you only pay tax sometime in
the future when you withdraw money.

Most ETFs are really just a type of index fund and so, in general, such ETFs
should also tend to have low capital gains distributions as compared to
managed funds. So it might appear that one should always pick either index
funds or ETFs within their taxable account. But not so fast.

While picking ETFs and index funds does make a lot of sense for investors who
wish to minimize their tax bill, one still needs to consider whether such an
ETF/index fund is really going to come out ahead in the long run as compared
to an excellently managed fund.

Here is an example. Suppose you are able to identify a managed fund with an
excellent track record, one that has, over a significant stretch of time,
outperformed a particular benchmark index such as the S&P 500. While
generally few and far between, there are some funds, guided by excellent
long-term managers, who have often shown such market-beating propensities.
While not guaranteed of outperforming in any given year, you might still have
confidence such a fund will do better than the S&P 500 over the next few
years.

page 1/3 | Next»

Research 2,000 ETFs with Seeking Alpha's ETF Hub »
About this article: Expand~
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But if you buy this Morgan Stanley ETF, you should be told that TOK's largest investments are
American issues such as Exxon, Apple, IBM. Microsof, Procter & Gamble, ATAT and Johnson &
Johnson. How disingenuous can this be? And for the prvilege of buying 300 shares of TOK. you will
pay your brokester $300 in commissions, plus a sweet management fee every quarter to Morgan
Stanley

Other ETFs that are even more useless than TOK are the CS Global Warming Index Fund (GWO-
57.22) or the Global Mexican Small Cap Index Fund (MEXS §11.12) or the Global Fishing Industry
Index Fund (FIXN -56.34) __ ad nauseam! Steve “The Apple Man Jobs said that he had no use for
market research. We design a product, he said, and then tell the consumer what he wants. And it
works. Wall Street s little diferent, and most investors follow their brokers like lemmings. allowing
BlackRock. State Street and others to design ETFs that scoop billions of dollars in annual fees from
simple-minded suckers

1 know a few folks who've made big bucks over the past few decades owning Johnson & Johnson,
AT&T, Sigma-Adirich, United Health. Zimmer. Intuitive Surgical or some of the Fidelity, Vanguard and
T Rowe Price mutual funds. But | don't know of  single investor who has made big money with
ETFs. There are certainly a hundred or so ETFs vith which | have no beef But Wall Street's usual
excesses have fouled this venue with this smelly garbage.

If your broker believes he can build a profitable portolio of ETFs that “will appreciate 8 to 12 percent
‘annually during the coming 10 years.” then go for it But before you sign on the line. ask him to
provide a guarantes on his firm's stationery to that effect, and make sure that he signs it. He should
be willing to do it

Meamwhile, do not sell your 600 shares of General Electric (GE-$17.98). GE recently raised its
quarterly diidend from 15 cents to 17 cents and now yields a sweet 4 percent. GE has been in the
cellar for several years. but this worldwide, $150 billon-revenue company should be in the portfolio of
every growth-and-income investor, no matter his age or stage

And 'm willing to give you a written “guaranteed maybe” that in the coming 18 months, GE will raise
its dividend at least twice — perhaps to 90 cents a share — and that its eamings will be very close to
$1.90 a share by 2014

Please address your financial questions to Malcolm Berko, P.O. Box 8303, Largo, FL 33775, or e-
mail him at mjberko@yahoo com
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Is the ETF bubble
about to burst?

By Hibah Yousuf @CNNMoneyMarkets January 23, 2012 7:09 PM ET

NEW ETFs STRUGGLE
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80

g

GWMoney

comments

[ 64%
40
20

2009

2010

profitabilty

2011

Recently-launched ETFs are struggling to attract investors. Of the 308 ETFs launched last year. 86%
of them failed to draw in at least $30 million in assets under management, an industry benchmark for
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NEW YORK (CNNMoney) — A record number ETFs entered the market in 2011,
but the number of funds struggling to survive is also at a record high, a sign that s ina ot
ndexes
the that hip and trendy ETF market may be reaching a tipping point =
Index Last Change % Change
Of the 308 ETFs launched last year, nearly 90% failed to draw in at least $30 5 08 e o0
ow I x
million in assets under management, an industry benchmark for profitabilty, .
according to data from XTF, a global ETF research and advisory firm Nasdaq 278417 v-253 v -009%
S&P 500 1,316.00 +0862 0.05% o
Sponsored Links In contrast, about 70% of ETFs Trensuros Sor po0e o
launched in 2010 struggled to attract ot e
6.7% Super Annuities? sufficient investor demand, and in 2009, o Subscribeto
Don't Buy Any Annuity Until You Waich  the figure was around 60%. [ oo Spen=ored b Forune

This Special Video Report!

"A few years ago, it didn' take much to

Disability Benefits Help launch a successful ETF, as long as K N ow YO U R
Answers within minutes. See if you qualify ~ You were first to the market in a

for SocialSecurty Benefits particular niche," said Ron Rowland,
founder of Capitl Cities Asset
Buyalinkhers 1o nagement. "Now it takes a whole lot

of marketing and media attention to get
noticed. Most fund providers underestimate the amount of marketing dollars it will
take to aftract the asset levels they want.”

or
NVESORSGULE

Rowland maintains an ETF "death watch" list, which includes all funds that are at
high risk of shutting down because they lack sizable assets or negligible trading
volume. Since October, the number of ETFs on that list has been growing each

@ 'Start| @ Google News - Wind....|| @ ETF bubble may b... ] etf.docx - Microsoft.
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market
Mortgage & Savings Center
Beware of amped-up ETFs
Mortgages Home Insurance Credit Cards CDs
Rowland gives every fund a six-month grace period, but if it fails to rake in at least Equity Loan
$5 million in assets, or an average daily trading volume of $100,000 for three Ovemight Avg Rate Latest Change Last Week
consecutive months, the fund gets placed on "death watch." 20yrfxed 2e% 2 e
The challenges of luring in investors and assets, along with the fallout from the 15 yrfixed 2% A 322%
financial crisis, has forced firms to shutter more than a few funds. Since 2008, 5/1 ARM 201% A 286%
more than 200 ETFs have been liquidated and closed, according to Michael 0yren o A Sou
Johnston, co-founder and managing director of ETF Database. Prior to that, only
10 funds closed, he noted 15 yr ref 2%  * 331%

View rates in your area
While new funds struggle, the ETF market as a whole continues to gain ground Erter 2P s

thanks to the oldest, most popular funds that track broad indexes and familiar
commodities like gold and silver.

Rate data provided
by Bankrate.com

Today's featured rates:
Emerging market ETFs: A steadier strategy, fast growth 30 yr fixed mtg, 0 points, Los Angeles, CA, APR 4.625%

“Rates subjectto change
For the last three years, investors have been withdrawing assets from mutual

funds and plowing into ETFs. Last year, mutual fund assets fell by almost $50 5

billion, while ETFs brought in close to $100 billion, according to fund flow data Hot List
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Pimco's big splash

The polls say they are virtually tied. So
how do Romney and Gingrich stack up
onthe economy? More

Despite the current saturated environment, Pimco is launching an ETF that will
mirror its Pimco's Total Return Fund (@) PTTRX), the world's largest bond fund
with nearly $245 billion in assets.

And like its mutual fund counterpart, Pimco founder and chief investment officer
Bill Gross thinks the Total Return ETF, which will debut in March under the ticker
symbol TRXT, is going to become the biggest ETF in the world, topping the 19-
year-old $100 billion SPDR S&P 500 ETF () SPY)

Steal this house! 7 foreclosure
deals

Athree-bedroom home for $15,0002
These foreclosed homes may be deals
that are too good for some buyers to

"The Total Return Fund is the largest in the world, and | hope and we expect at pass up. More

Pimco that the Total Return ETF will be the biggest as well" said Gross at the ETF
Virtual Summit earlier this month. "We don't always do it perfectly, as 2011
suggests, but over time we do it well, and we hope we can do the same in the
ETF space as we have in the total return space over 25 years."

25 top-paying companies

Engineers at Devon Energy eam an
average $178,305 total compensation.
See which other Best Companies offer
big paychecks. More

That could be a fall order for Gross, who will manage the fund.

5 Worst Market Calls of 2011

While plenty of young ETFs struggle, actively-managed ETFs have a particularly

difficult time. Super Bowl ad sneak peek

Hot girls and funny animals are, once
again, the theme of upcoming Super
Bowl ads. Who would have
auessed? More I
[ @ memet [~ [Riz% -

#'Start| @ Google News - Wind... || @ ETF bubble may b... ] etf.docx - Microsoft, «

Of the 40 or so actively-managed ETFs, which represent just 0.5% of the total

ETF market, more than 40% have a spot on Rowland's death watch list. "Actives
hava heon 2 hin hiist en far " ha caid
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have been a big bust so far,” he said. quessed? More E
Most ETFs are "passive,” in that they track an index of holdings. That makes them
extremely transparent and allows investors to easily get broad exposure and
execute their asset allocation strategies at lower costs and better tax efficiencies
than mutual funds, Rowland said.

LA Dodgers bidders line up billions

Potential buyers are submitting bids to
purchase the Los Angeles Dodgers
and stiitors are expected to drive the
price north of $1.5 Bin. Play

But since holdings can change at any point in an actively-managed ETF,
investors haven't been as quick to jump in, he added.

Pimco's Total Return ETF may have a litle more luck, thanks to the Pimco brand.
The firm already boasts the biggest actively-managed ETF on the market, with the
$1.8 billion Pimco Enhanced Short Maturity Strategy ETF () MINT).

And Bill Gross' popularity and reputation, as well as the stellar historic
performance of the Total Return mutual fund, should boost the ETF version even
more.

"The problem with the actively-managed ETFs currently on the market is that they
lack a track record - so far, none are spin-offs or versions of actively managed
mutual funds,” said Paul Weisbruch, head of ETF/options sales and trading at
Street One Financial.

"But that's what makes the Pimco Total Return ETF different,” he added. "There's
no guarantee that the ETF will perform as well as the mutual fund has, but

investors can find comfort in the fact that the same management team is behind ~
2 [ @ memet Vv [ ®azse - Z
start| @ Google News - Wind... || @ ETF bubble may b... ] etf.doc - Micrasoft « 7:38 P
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That's why Pimco's new ETF could be a real "game changer," said Scott Burns,
director of ETF research at Morningstar.

5 mutual fund all-stars

"We haven't seen a brand name manager come out in the active ETF wrapper
yet, so the Total Return ETF will be a test case,” he said. "l think it will be quite
successful. It will open up a lot of interesting doors for Total Return investors at all
levels, beyond cost.”

Burns said Pimco has likely done plenty of research and tested demand for the
upcoming product, which he said should be a big hit among retail investors and
investment advisors thanks to its price structure.

While the ETF won't be as cost effective for insitutional investors, they willlikely
still use it to hedge their positions, buy options and buy on margin, said Burns,
who expects the ETF to be one of the Top 10 in terms of assets within 18 months
of its launch

If Pimco's Total Return ETF is welcomed with open arms, other large firms may
also dip their toes in the actively-managed ETF pool. Already, a slew of name
brand fund companies have filed documents with the Securities and Exchange
Commission to launch actively-managed ETFs, including T. Rowe Price, Legg

Macon and lanue

AStart| @ Google News - Wind....|| @ ETF bubble may b... ] etf.docx - Microsoft.
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Social media ETF is a ‘gimmick’

But smaller fund companies, like Global X, the provider behind the Social Media
ETF (@) SOCL), are sticking with passive strategies

"When you sell an actively-managed ETF, you're selling the manager's ability to
beat a benchmark,” said Global X Funds CEO Bruno del Ama. "We don't have the
expertise in-house to do that.”

“But from our perspective, the Pimco Total Return ETF will be an extremely
successful product because of the tremendous intellectual capital behind it, and
it's great to welcome Bill Gross to the ETF space,” he added. m

First Published: January 23, 2012: 7:02 P ET
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Looks Like We Really Can Blame ETFs After
All

Article Comments MARKETBE

(5] Email Print Bike & send ] Mo [=]Text[+]

By Tom Lauricella

A running debate in the
markets for the last few
years has been the degree
to which exchange traded
funds have been driving the
ups and downs of underlying
stocks that make up ETFs.

A big part of the problem is
simply that it's difficult to
know precisely just how
much trading of individual
stocks is generated by REUTERS
shares of ETFs being bought

and sold, especially if the trading doesn't result in ETF shares being created or redeemed

(which is more likelv to result in the underiving stocks beina bouaht or sold by ETF market | '
3
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makers as part of the ETF basket.)

Then there’s the question of whether the impact is a positive of negative. Many argue ETFs
contribute to volatiity (we're looking at you VNQ, IYR and RWRI) Seemingly just as many
argue that any increase in the trading of the underlying stocks generated by ETF shares is a
positive. That's because, they say, it increases the volume of stocks that otherwise would be
lightly traded as individual names.

Steven DeSanctis, Merrill Lynch's head of U.S. small cap strategy, has waded into the question
with a lengthy report published today looking at the impact of ETFs on small caps — specifically
the $16 billion iShares Russell 2000 Index Fund (IWM). DeSanctis looked at the impact from
both the standpoint of manager performance and the underlying market

We think ETFs have had a significant effect on trading volume and can also impact both
relative and absolute performance. When ETF flows were strong, active managers tend
to struggle to get ahead of their benchmarks and when flows were weak, managers tend
to outperform.

DeSanctis crunched the numbers and came up with some estimates of how much of individual
stock trading volume can be traced to trading in the IWM ETF

In 2011, we estimated that the IWM saw $384.2 million dollars of flows on an absolute
basis each day, this is both inflows and outflows. We then took the current WM holdings
and their respective weights in the ETF and muttiplied each name by the $384.2 millon.
This represents the theoretical dollar amount traded each day by each name. We then
divided this figure by the stock's current price to come up with the average number of
shares that could hypothetically traded by the ETF on daily basis. Lastly, we took this
share amount and it divided by each stock's 52-week average daily volume to get the
percent of trading volume potentially traded by the WM. We then quintiled the universe:
by market cap bucket and looked at size buckets. “We estimate that the IWM could
represent about 5.4% of the index's overall volume, with the smallest names (in Q5)
seeina the FTF renresent 8 0% of the total fradina volume In contrast the FTF could | : '
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One such a fund might be the T. Rowe Price Blue Chip Growth (MUTF:TRBCX),
a fund I came across in a listing of funds that currently have the most assets.
With the same fund manager, it has beaten the S&P 500 when held over 15,
10, and 5 year periods.

But even assuming this fund can continue this outperformance, how well has it
done when taxes resulting from distributions are taken into account? One can

answer this question by referring to morningstar.com under the "Tax" tab after

entering the fund's symbol. According to information displayed there, even
after maximum bracket yearly taxes are taken out, one would have lost only a
little less than 1/2 of 1% to taxes per year (0.41%) on average over the last 5
years for a post-tax total return, that is, tax-adjusted, of 11.31% annualized.
This compares favorably to investing in the Vanguard 500 Index Fund
(MUTF:VFINX), the Vanguard 500 ETF (NYSEARCA:VOO), or even the
Vanguard Growth ETF (NYSEARCA:VUG), which had tax-adjusted annualized
returns of 9.33, 9.45, and 10.22% respectively. (Data as of the end of
February.)

Clearly, then, one cannot argue that the investor who chose this fund would
have been better off by selecting an alternative fund, merely because it was
an index fund, or even an ETF.

While the great majority of managed funds will not stack up as well as TRBCX,
it goes to show that a good performing managed fund, frequently managed
with an eye to keeping long-term capital gains distributions low, can at times
be a better choice than either an index fund or an ETF.

Now if we had picked another T. Rowe Price fund for the above example, the
US Large-Cap Core (MUTF:TRULX), it would seem we made a good choice as
well. It has too has beaten the S&P 500 by a small amount when held over the
last 5 years under the same manager, although largely as a result of its
performance in 2015.
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Share amount and It avided by each STocK s 52-WeeK average daily Volume 1o get the
percent of trading volume potentially traded by the WM. We then quintiled the universe:
by market cap bucket and looked at size buckets. “We estimate that the IWM could
represent about 5.4% of the index's overall volume, with the smallest names (in Q5)
seeing the ETF represent 8.0% of the total trading volume. In contrast, the ETF could
represent just 3.6% of the largest market cap quintiles trading volume Breaking it out by
size bucket, we see that the ETF could be 7.7% of the volume for names under $250
million as opposed to 3.7% for those companies with market caps above $1 bilion.

Where the impact has really shown up, DeSanctis data suggests, is in correlations. Taken at
face value, his data would validate lots of grumblings from frustrated stock pickers.

The pair-wise correlation in the Russell 2000 was 54.5% i the fourth quarter, which just
below the high of 56.4% set in the third quarter of 2011. We have noticed that pair-wise

correlations have been on the rise in the small caps since the WM was introduced in Available to WSJ.com Subscribers
2000. Prior to the introduction of the WM in the second quarter of 2000, pair-wise
correlations in the small caps averaged 5.3%. Since then, pair-wise correlations have = Corporate Taxes Fall to 12.1%

risen dramatically, averaging 25.0%. We think ETFs have contribted to the increase in

pair-wise correlations. In fact, the since the WM was introduced in the second quarter of

2000, the correlation between the WM's shares outstanding and the average pair-wise

correlation is a very strong 72.9% o Senate Passes
Insider-Trading Ban

There you have it. Let the “ETFs are our savior/ETFs are evil” debate continue.
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such as the Standard & Poor's 500 index. ETF assets have doubled

since 2007 to about $1.3 trillion, according to Deutsche Bank AG.

Some of the most popular ETFs are those that use derivatives to give

investors exposure to commodities, high-yield bonds or ETFs that own

other ETFs. J

'SHORT' IMPACT

Hedge funds often "short" ETFs, or make a bet that the price of the
ETF will fall. In such a trade, the fund sells borrowed ETF shares in
hopes of profiting by buying them back later at a lower price. The
SPDR S&P Retail ETF, for instance, has a short interest of nearly 200
percent, meaning short investors' bets amount to three times the total
number of shares outstanding for the ETF. That is possible because
traders lend ETFs to other investors or traders. These ETFs can be
lent again to others, and show up on the books of multiple parties.

ETF experts discount criticism of ETFs. In a recent report, State
Street Corp, a Boston asset manager that created the first ETF in
1993, said that "short interest theoretically should have no impact on
an ETF's performance.”

State Street created the SPDR S&P Retail ETF, which is often the

most-traded security on U.S. equity markets, outpacing daily volume of
large-capitalization stocks like Microsoft Corp and Apple Inc. _';‘
| »
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State Street said its analysis of SPDR S&P Retail and 19 other most-

shorted ETFs, including popular names like SPY, IWM and QQQ,

found that high levels of short sales did not affect the ETFs' ability to

track their corresponding index.

However, 14 of the 20 most-shorted ETFs on State Street's list also
ranked highest in total value of reported settlement fails across all
equity securities for 2011, according to data published by the SEC. J

The overlap "deserves further exploration,” said John W. Emerson, a
statistics professor at Yale University. He said, though, that "some of
the reason for the coincidence might be a simple association with
volume."

On an average trading day in 2011, failure to deliver shares amounted
to 4.3 percent of the total volume of shares traded that day, according
to a Reuters analysis of settlement fail data published by the SEC. The
impact of failed settlements on investors remains unknown. ETFs
account for about 30 percent of the value of U.S. equities traded daily,
according to a recent report by Credit Suisse.

ETF industry leaders say the data on ETF trade failures does not
account for the fact that market-makers, the firms that do the bulk of
. ETF trading, have seven days to clear trades. The data assumes that
;‘w erreaser e “  all market particinants must clear in four davs. and anv trade that | _},;I
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all market participants must clear in four days, and any trade that =
settles later is counted as a failed trade by the National Securities

Clearing Corp, a trade processing subsidiary of the Depository Trust &

Clearing Corp.

"The main issue is bad vocabulary," said Dave Nadig, director of
research at San Francisco research firm IndexUniverse, referring to
the fact that any trade that settles between the fourth and sixth day is
considered a fail.

Even if ETFs did fail to settle on time, investors would not be on the
hook because the NSCC, which clears all of the trades, guarantees J
the delivery of the shares. "There is no possibility for a trade to truly

fail," Nadig said. "That is why the NSCC exists."

LARGE, FAILED TRADE SPARKS REVIEW

The SEC's decision to widen its review came after a sizable trade in a
large, liquid ETF failed to settle within the four days, said the person
familiar with the inquiry. The specific ETF is not known.

Regulators want to better understand whether high-speed trading can
contribute to settlement fails. They also are studying links between
ETF prices and the value of securities underpinning an ETF.

"If you can't figure out what price a stock is at because there are
Login or register e R multiple high-frequency traders using ETFs to trade in and out," then
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when a sudden, unexpected shock occurs in the market, "no one is

going to know what caused it," said Joseph Saluzzi, co-founder of

Themis Trading, a Chatham, New Jersey brokerage.

The SEC began looking at ETFs following the 2010 "Flash Crash" in
which the Dow Jones industrial average plunged 1,000 points in
minutes, only to rebound quickly.

The agency again raised concerns about ETFs last October when the
U.S. Senate Committee on Banking, Housing and Urban Affairs held a
hearing on ETFs. An SEC official said a number of the SEC's divisions,
including enforcement, were charged with oversight of ETFs.

"This proliferation (of ETFs) has been accompanied by product J
innovation, giving rise to new and increasingly complex products,” said
Eileen Rominger, director of the Division of Investment Management.

Rominger, who joined the agency from Goldman Sachs Group last
year, added that investors might not understand the risks of complex
ETFs such as those that traders are prone to using for short sales.

(By Jessica Toonkel, Carrick Mollenkamp and Cezary Podkul in New
York; Editing By Alwyn Scott and Matthew Lewis)
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By John Prestbo

NEW YORK (MarketWatch) - Financials and industrials are the two sectors that
have done the best since last Oct. 3, when the stock market shook off its
lethargy and began climbing.

now they did. Financi
or was It 38.8%2 Industrials leap
or at least 33.7%

All four numbers are correct, according
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Select Sector SPDRs is the older ETF family. launched in December 1998 and now with
$49.3 billion in assets. The iShares ETFs were first listed in May and June 2000 and
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549 3 billon in assets. The iShares ETFs were first listed in May and June 2000 and
then expanded to include 12 smaller groupings. such as regional banks and medical
devices. All told. they have $13 4 billion in assets 5.
Restricting this assessment to just the top layer of big sectors, the first difference is that W
iShares has 10 ETFs and Select Sector SPDRs have nine. Both are based on index

families with 10 big divisions, but the SPDRs combine technology and
telecommunications into one ETF, while iShares offers them separately.

Login
UM R —
in five years

Osborne cuts U.K. corporate tax,
top personal rate

Join the Conversation | 0 Comments

Most of the groupings correspond from one family to the other. Both have basic
materials, health care, utiities and so on. Besides the technology-telecom disparity they.
also differ in treating consumer spending. SPDRS uses the Global Industrial
Classification System (GICS). which denotes consumer staples — things people need for
everyday living, even in economic downtums — and consumer discretionary — things
people like to buy but defer when times are tough

iy comments.

By contrast, the Dow Jones indexes on which the iShares ETFs are based use a
proprietary classification system that divides the consumer bloc into goods and services
Consumer staples are usually consumer goods. and consumer services are mostly the
same as consumer discretionary

But the overlap s not perfect. The 77 consumer discretionary components within the
‘S&P 500 [SPX=007%] consist of 50 consumer services (84% weight) and 18 consumer
‘goods (16% weight). The 42 consumer staples components within the S&P 500 consist
of 33 consumer goods (77% weight) and nine consumer services (23% weight).

Dow Jones puts all retailers in the services sector, while S&P spits them according to
what they sell - groceries in staples and jewelry in discretionary, for example. Another
distinction: Dow Jones classifies airlines as consumer services and S&P puts them in

L 4
W
W

industrials. W
Athird, less-obvious difference is the number of stocks in corresponding ETFs. For

instance. the industrials SPDR X -021%| holds 61 stocks: the iShares DJ Industrials
ETF[[71-018% has 243 The average market capitalization is $54.8 bilion for the SPDR
Vs. $43.1 billion for the iShares industrials
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The reason is that SPDR components come from the S&P 500, while the iShares
holdings are drawn from the Dow Jones U.S. Market index. which has 1,336 components
(as of March 16)

Difference in returns

This difference perhaps has the biggest potential impact on returns. More important, the
two ETF families are not really interchangeable. even with identically named sectors

‘Sometimes more concentrated portfolios perform better, and at other times more diverse
portfolios are better off.

In the recent runup, diverse seemed to have the upper hand. The table shows total
return performance (dividends included) of the 19 ETFs from Oct. 3, 2011 through
March 16

Name. Oct3, | Name oct.3,

201110 201110
War. 15, Mar.16, || -
2012 2012 Video

‘S&P Hiaterials ETF XLB 3004%  iShares DJBasichiaterials 1YW 31.47%
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ETF ETF

VK 19.38%

Quality Is Investors’ No. 1 Job

'S&P Consumer XY 31.08%  iShares DJ Consumer ve 28.99%
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S8P Energy ETF XLE  3234%  iShares DJ Energy ETF VE 3263% Market of Steel
SEPFinancialsETF  XLF  3936%  iSharesDUFinancialsETF  IF 3876%
SEPHealhcareETF XLV 19.95%  isharesDJHealihcareETF  IYH  2177%
Did Apple Signal a Top to the
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© Dave Dave Dierking @ Follow

E;e’k‘ Value, dividend investing, ETF investing, growth at reasonable price
Send Message | Get Smart, Get Wealthy
Summary

* Many market watchers proclaim ETFs to be superior to mutual funds but
that's not always the case.

Mutual funds can carry identical expense ratios to their ETF counterparts.

Many mutual funds are no-load and can avoid the commissions that come
with ETFs.

Automatic investing is easily achievable through a mutual fund but no so
much with an ETF.

With the advent of exchange traded funds, mutual funds have become the red
headed stepchild of the investment marketplace. While still popular in
workplace retirement plans like 401(k)s, many financial advisors and
investment pros tend to prefer ETFs for their intraday tradeability and,
generally speaking, lower expense ratios. But what if I told you that in many
cases, maybe even in most cases, individuals looking to make an investment
in an S&P 500 index fund (like the SPDR S&P 500 Trust ETF (SPY)) should be
doing so in a mutual fund and NOT in an ETF?

Obviously, a mutual fund will not always be better than an ETF. How often you
plan on trading and how much you plan on investing will be the primary
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S&P Utilties ETF 597%  iShares DJ Uties ETF Www AwesomePennyStocks com

‘SPDR S&F 500 ETF 27.63%  iShares DJ U.S. Market ETF
Free Penny Stock Alerts
Join our ree newsletter and get penny stock picks that jump high
W PennyStockadvice com

Just two of the SPDR ETFs did better than the more-or-less comparable iShares

vehicles: consumer discretionary trumped consumer services and. as noted, the S e ETF2 ctem Averages s%imn Tracing DIA
financials SPDR outran the iShares Financials ETF. Even those two represent a certain Q00 & Worel

achievement, considering the broad, all-sector ETF tilted in favor of the iShares entry. etfippingpont com

Active investors know that stock picking is the most important contributor to their portfolio
performance. Indexed investors need to learn that vehicle selection can make a
difference to them, too.

John Prestoo is editor and executive director of Dow Jones Indexes, a joint venture of
GME Group, Inc., and Dow Jones &amp; Go,, Inc., publisher of MarketWatch. Fernando
Fernandes and Jeffrey Fernandez contributed research to this report.
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FINRA sanctions brokerages $9.1 million

over ETF sales

#Recommend | [ Sign Up to see what your friends recommend.

By Jessica Toonkel and Suzanne Barlyn
NEW YORK| Tue May 1, 2012 10:47am €DT

(Reuters) - The Financial Industry Regulatory
Authority on Tuesday sanctioned Citigroup Inc
Morgan Stanley, UBS AG and Wells Fargo & Co
more than $9.1 million for selling leveraged and
inverse exchange-traded funds "without reasonable
supervision."

The agency also said the firms sold these ETFs without "a reasonable
basis for recommending the securities.” according to a statement.

Leveraged and inverse ETFs are designed to amplify short-term returns
by using debt and derivatives and are considered more suitable for
professional traders than for long-term retail investors. They make up only
520 3 billon of the $1.15 trllion U.S. ETF market, according to Lipper.

FINRA found that, from January 2008 through June 2009, the brokerage
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Faceook | Twer | RS YouTube | seiement leveraged, inverse
ETFs
The brokerage sold more than $7.9 million of leveraged and inverse ETFs /¢ 47 122012
MOST POPULAR during the 2008-2009 period
. A major problem, however, is that the ETFs were not suitable for many of ~ Anaysis & Opinion
its customers partly because they are not buy and hold investments. FOr  watehdogs coming up =
FL otel Goes All-Nude to Boost Bottom Line example. a 59-year old investor with a with a conservative risk profile ang ~ Short on ETF risks
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Exclusive: Bo's wite dressed as Chinese IRA account and lost over $4.500 coses uncertain lavyers
army general after Heywood death source v
. T At Wells Fargo, a 65-year old conservative customer with a stated net
ConasoPhillps completes spinoffof efning  WOrth Under $50,000 held a non-traditional ETF for 43 days and sustained losses of over 525,000
b
uenese Citigroup was fined $2 million and ordered to pay $146.431 in restitution. Wells Fargo was fined
52.1 million and ordered to pay $641.489 in restitution. Morgan Stanley was fined $1.75 milion
Five arrested in U.S. plotto blow up bridge and ordered to pay $504,584, and UBS was fined $1.5 million and ordered to pay $431,486
UK Fawmakers: Rupert Hrdoch it o rn The firms said they supervised these non-traditional ETFs the same way they supervised
company traditional ETFs, but that the general supervisory systems in place were not tailored enough to
‘address the risks and unique features involved with these products
oiscusseD "UBS is pleased to have resolved this FINRA matter. More than two years ago. UBS developed and
implemented ennanced training, suitabilty and supervisory policies and procedures regarding
— o leveraced. inverse. and inverse-leveraoed ETFS." a sookeswoman said in a statement.
et e R =

Dane.

#'Start| @ Google News - Wind... || @ FINRA sanctions br... ] etf.docx - Microsoft,

Internet

[~ [Rion -

«@ 1113 AM





image140.png
Windows Internet Explore

T~ [¢ o unverse,comfht-opics| 2525 f-usselnext-on-et-dosure st il
SIS [42] [ % [@ reepi o hot-topics/12626- I-next-on-etf-closure-ist.html

=[] [P tve search

Ele Edt View Favortes Toos Help

i Favortes

<%a/ Is Russell Next On ETF-Closure List?
By Carolyn Hill| August 09, 2012
Related ETFs: FLG / EMU/LBTA/LVOL / CONG / EQIN/ GRPC / HDIV
On Monday, FocusShares announced it would be closing its entire suite of 15 funds effective
Aug. 17.

Amid all the hoopla over FocusShares, Russell has announced a strategic review of its ETF
business and a plan to scale back its ETF team.

While I would expect Russell to close some of its funds, it seems unlikely it will shut down its
entire ETF business, since it is still in better shape than FocusShares’.

As of July 31, the FocusShares funds had just over $100 million in AUM. Its most popular
fund, the Focus Morningstar U.S. Market ETF (NYSEArca: FMU), still had less than $20
million.

The FocusShares funds offered broad, neutral exposure to their target markets at low cost.
FMU, along with the Focus Morningstar Large Cap ETF (NYSEArca: FLG) charged just 0.05
percent. Its other 13 funds charged between 0.12 and 0.19 percent.

The cost model was great for investors, but not great from a business continuity standpoint.
With such low expense ratios, the funds needed a high asset base to remain viable. Yearly
revenues based on July 31 AUM would be just $141,000—hardly enough to keep a company
going.

‘

As investors pile into the debt markets
to search for yield in the midst of
uncertainty, equities aren’t getting the
love they deserve. Minimum volatility
plays might be the key to restoring that
love.

By Dennis Hudachek

Behind the ‘PGJ Incident’

On July 17, PGJ, the 4th-largest China
ETF by assets, fell more than 4 percent,
while its competitors—FXI, GXC, and
MCHI—posted positive gains for the
day. What happened?

By Paul Baiocchi

The S&P Downgrade, One
Crazy Year Later

On Aug. 5, 2011, financial markets as
we know them were supposed to have
ended. They didn’t then, but when will
they?
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In contrast, Russell has over $300 million spread unevenly across 26 funds. Twenty of the 26
have less than $10 million in AUM, with the vast majority of those 20 clustering around $5
million.

At least four, however, have been successful. The Russell 1000 Low Volatility ETF (NYSEArca:
LVOL) has close to $70 million, the Russell Equity Income ETF (NYSEArca: EQIN) has $50
million, and the Russell Consistent Growth (NYSEArca: CONG) and Russell 1000 Low Beta
ETFs (NYSEArca: LBTA) have attracted reasonable asset bases as well.

In addition, the Russell funds all charge higher expense ratios than the FocusShares funds, so
they don't need to attract the same large asset base: On average, the Russell ETFs charge
around 0.33 percent.

Overall, based on AUM counts on July 31, Russell's yearly revenues would be just under $1
‘million. That amount isn’t enough to run 26 funds, but it's certainly enough to keep the
profitable funds running—LVOL, CONG and EQIN alone make up about half of the Russell
ETF’ revenues.

‘Adding the Russell High Dividend Yield ETF (NYSEArca: HDIV), the Russell Growth at a
Reasonable Price ETF (NYSEArca: GRPC) and LBTA brings projected yearly revenues up to
$610,000—a reasonable, albeit not particularly exciting, figure.

If Thad to predict the results of Russells strategic review, I would predict it closes the 20 funds
that haven't made inroads with investors and keeps the remaining 6. If you're holding any of its

smaller funds, now would be a good time to start researching alternate modes of exposure.
‘

By Paul Britt | August 09, 2012 =
HDGE Gathers Steam Despite High Fees
HDGE has attracted over $300 million in assets

despite a sky-high expense ratio. Why?

By Paul Amery | August 09, 2012
The ETF Giants Grow Regulatory changes are
reinforcing the trend toward the ETF market's
domination by a few large firms.

By Gene Koyfman | August 08, 2012
FocusShares' Misplaced Focus The No. 1
feature ETFs are touted for is their low costs. But
as FocusShares' failed go at the ETF market
proves, there's more to it than that.

By Cinthia Murphy | August 08, 2012
AdvisorShares Launches Hedge-

Fundlike ETF The company’s latest ETF heats
up the hedge fund replication space populated by
the likes of IndexIQ, ProShares and AlphaClone.

By Ugo Egbunike | August 08, 2012

What’s The Best Minimum Volatility

ETF? As investors pile into the debt markets to

search for yield in the midst of uncertainty,

equities aren’t getting the love they deserve. _,_l
| »
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* Agency advises investors to check on costs

usual trading affair

/ .
vamagetradg Click Here: NEW YORK, Aug 13 (Reuters) - The U.S. Securities and Exchange Commission e
on Monday issued an investor bulletin on exchange-traded funds, explaining how </ Email
they trade and the differences between the various types of products )
Follow Reuters & Print
o In the United States, ETFs - baskets of securities similar to mutual funds that
n u trade on exchanges like individual stocks - have become more popular with Related Topics
Facebook | Tuiter RS YouTube investors in recent years. ETFs now hold $1.2 trillion in assets Regulatory News »
But investors need to know how to invest in ETFs and the differences between
Stocks

more complex products and plain vanilla funds, according to the bulietin, which
MOSTPOPULAR || MOST SHARED Invesco Municipal

was issued by the agency's Office of Investor Education and Advocacy. e rust
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brokerage commissions - before investing. The agency also advises investors to make sure that their
needs would not be better suited with a similar mutual fund

The Office of Investor Education and Advocacy regularly publishes bulletins on a number of topics, an
SEC spokesman said

Last October, the SEC's Division of Investment Management said it had launched a broad review of
exchange-traded funds to ensure that they are adequately transparent and are not fueling market volatilty.

This investor bulletin marks the first time the agency has addressed ETFs publicly since Norm Champ, the
former deputy director of the agency's examinations program, replaced Eileen Rominger as head of the
SEC's division of investment management
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FocusShares to Close and Liquidate All Its
ETFs; Direxion to Shutter 9 Funds
Russell Investments to close its ETF business? Plus, the week's

best- and worst-performing ETFs.

Siprint [ Comment % Recommend (0)
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It was a week of retrenchment in the exchange-traded fund world, as three
different ETF providers made announcements that offer clear proof that fund
providers will not continue indefinitely running funds with minimal asset levels.

30 provocative sector ideas
from our sector experts
Put them to work in your portfolio.

Fidelity* Select Portfolios®

Read Our Thinking
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About the Author

First, on Sunday, Aug. 5,
Focusshares announced plans
to close and liquidate all 15 of
its exchange-traded funds,
which together have about
$100 million in assets.

A unit of discount online trading
firm Scottrade, FocusShares
brought the low-priced ETFs to
market last year, playing up its
funds' low price tags. The ETFs
never caught on with investors,
and in its press release,
Focusshares cited current
market conditions, the funds'
inability to draw assets, and
their future viability, as well as
prospects for growth in the
ETFs' assets. The largest of the
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15 ETFs, & Focus Morningstar ~ EQIN FLED T (sl
US Market ETE (EMU), has just  Lvou s2.62 0.04  NotRated
$18.7 million in assets. Many of the other funds have less than $5 millon in assets. .o srse 065 NetRated
The 15 ETFs will cease trading on Aug. 17. Any investors holding the funds after 2 2562 017 NotRated
Aug. 30 will receive cash at the net asset value of their shares, including any capital go, s ov——
gains and distributions. We remind investors that when an ETF liquidates, it closes
and is delisted, and investors receive net asset value returned to them. = 2o 055 NotRated
£8m 2143 075 NotRated
The 15 ETFs that FocusShares is shuttering are as follows:
© Focus Morningstar US Market Index ETE (EMU) = 2443 029 NotRated
® Focus Morningstar Large Cap Index ETE (ELG) = 2454 05 NotRated

® Focus Morningstar Mid Cap Index ETF (EMM) e 27.08 2007 NotRated
® Focus Morningstar Small Cap Index ETE (EOS)

% 027 NotRated
® Focus Morningstar Basic Materials Index ETE (EBM) =5 = 27 NotRates
® Focus Morningstar Communication Services Index ETE (ECQ) o 2765 0.1 NotRated
© Focus Morningstar Consumer Cyclical Index ETE (ECL) R 2754 -0.07 NotRated
® Focus Morningstar Consumer Defensive Index ETE (ECD)

En 2448 033 NotRated
® Focus Morningstar Energy Index ETE (EEG)
® Focus Morningstar Financial Services Index ETE (EEL) e 2547 037 NotRated
® Focus Morningstar Health Care Index ETE (EHC) R 2303 004 NotRated
® Focus Morningstar Industrials Index ETE (EIL)

eny 2655 015 NotRated
® Focus Morningstar Real Estate Index ETE (ERL)
® Focus Morningstar Technology Index ETE (ETQ) oen RS OB cERzte
® Focus Morningstar Utiities Index ETE (EUI) o 3372 024 NotRated

BRI 2248 235 NotRated

Focusshares' origins were as a provider of narrowly geared ETFs (hence its name).  BRIL
The firm liquidated its ETFs after the 2008 market crash. In June 2010, Scottrade BRIs 2366 102 NotRated
acquired the dormant FocusShares brand and resurrected it as a broad-based ETF

moz 2639 115 NotRated
provider. FocusShares' current suite of ETFs launched in March 2011 amid much
fanfare, given the firm's wilingness to compete on price. In fact, at the time of their  HE 127 25D Wit
launch, its broad-market and large-cap ETFs had the lowest fees of any ETFs [ With Morningstar Analyst reports you can get our expert
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Morningstar, Inc. receives fees for licensing its indexes to Scottrade. These fees
are mainly based on fund assets under management. The ETFs are not sponsored,
issued, or sold by Morningstar.

Video Reports

:xion to Close, Liquidate 9 Triple-Leveraged ETFs
On Friday, Aug. 3, Direxion Funds announced plans to close and liquidate nine thinly
traded, triple-leveraged and triple-inverse ETFs, owing to their inability to draw
sufficient assets,

Eight of the nine ETFs have less than $5 million in assets, and the largest of the
rexion Daily BRIC Bull 3X Shares (BRIL), has just $5.6 million in assets.

nine,

The nine funds' final trading day is Sept. 5. After Sept. 12, any investors who have
not sold their share will receive cash at the net asset value of their shares, including
any capital gains and distributions.

Low Volatility Is Not a...

The nine ETFs that Direxion will close are as follows:

® Direxion Daily Agribusiness Bull 3X Shares (COWL) More Videos...
© Direxion Daily Agribusiness Bear 3X Shares (COWS)
© Direxion Daily Basic Materials Bear 3X Shares (MATS)
Direxion Daily BRIC Bull 3X Shares (BRIL)

Direxion Daily BRIC Bear 3X Shares (BRIS)

© Direxion Daily Healthcare Bear 3X Shares (SICK)
Direxion Daily India Bear 3X Shares (INDZ)

Direxion Daily Latin America Bear 3X Shares (LHB) Your investments can go further.
Direxion Daily Retail Bear 3X Shares (RETS) .
We'll show you how.

Morningstar Prem

Russell Investments to Shutter Its ETF Business?
On Monday, Aug. 6, Russell Investments announced plans to review its U.S. ETF
business, a likely precursor to the closing and liquidation of some or all of the 26
ETFs that Russell currently issues

Although no public announcement yet has been made, a host of moves that Russell
has been making suggest that the firm intends to shut down its entire suite of ETFS, ' oz popater |

G [ [ -
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headed stepchild of the investment marketplace. While still popular in
workplace retirement plans like 401(k)s, many financial advisors and
investment pros tend to prefer ETFs for their intraday tradeability and,
generally speaking, lower expense ratios. But what if I told you that in many
cases, maybe even in most cases, individuals looking to make an investment
in an S&P 500 index fund (like the SPDR S&P 500 Trust ETF (SPY)) should be
doing so in a mutual fund and NOT in an ETF?

Obviously, a mutual fund will not always be better than an ETF. How often you
plan on trading and how much you plan on investing will be the primary
factors in determining which product is better. Since both ETFs and mutual
funds seek to benchmark the S&P 500, the offering with the lowest overall
cost wins (again, unless you want to be a frequent trader where the ETF and
its tradeability will win).

But there are many situations and factors that actually make mutual funds a
better option than ETFs despite the common market perception that ETFs are
superior.

Expense ratios

In most cases, an ETF will have a slightly lower expense ratio than its mutual
fund counterpart. What might be less known is that in many cases if you have
enough money to invest you can obtain the ETF expense ratio in the mutual
fund.

The Vanguard S&P 500 ETF (NYSEARCA:VOO) has an expense ratio of 0.05%.
The Investor share class of the Vanguard Index 500 Fund (MUTF:VFINX) has
an expense ratio of 0.17%. However, if you have $10,000 or more to invest,
you can qualify for the lower cost Admiral share class (MUTF:VFIAX) which
carries an identical 0.05% expense ratio.

About this article: Expandv
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Tias been making SUggest that the firm intends to ST down 1Es entire suite of ETFS,
which collectively have about $318 million in assets. Its biggest ETF is Russell 1000
Low Volatility ETF (LVOL), which has about $68 million in assets, and its only other
fund with more than $50 million in assets is ® Russell Equity Income ETE (EQIN)

In its statement, Russell noted that it "is conducting a strategic review of its direct
U.S. ETF business in an effort to focus more exclusively on its core competency -
delivering multi-asset solutions to institutional investors, financial advisors and
individuals globally. During the strategic review, the investment management team
responsible for the firm's U.S. ETFs will remain in place, and the products will
continue to pursue their respective investment objectives. However, Russel is
scaling back its dedicated U.S. ETF team, primarily based out of the firm's San
Francisco and New York City offices ... The firm will announce additional details once
the strategic review is completed.”

Advisorshares Launches Actively Managed Hedge Fund ETF
On Wednesday, Aug. 8, Advisorshares rolled out the latest member of its actively
managed ETF lineup, bringing to market an ETF that targets generating hedge fund-
like returns

Subadvised by Commerce Asset Management of Memphis, AdvisorShares QAM
Equity Hedge ETF (QEH) seeks to outperform about half of the long/short equity
hedge fund universe as defined by the constituents of the HFRI Equity Hedge

Index. The ETF takes long and short positions in an attempt to mimic the
performance of its selected universe of long/short equity hedge funds. The fund also
aims to outperform the S&P 500 Index and do so with better risk-adjusted returns.

The fund's managers also use advanced algorithms and patented hedge fund
analysis software, along with their existing qualitative knowledge of the hedge fund
investor community.

The new ETF does not come cheap, with a 1.50% price tag.
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College students sometimes amuse
themselves by throwing JELL-O against the
wall to see if it sticks. In the 1990s, the
exchange-traded fund (ETF) industry
adopted a similar marketing strategy for
new funds. Fund companies threw handfuls
of new ETFs at the public all at once - with
the hope that they would stick.

The JELL-O method worked for many
years, as most early launches captured enough assets to survive. Today,
however, more new JELL-O is falling to the floor than sticking. This is due in
partto oversaturation in the ETF industry.

ETF JELL-O throwing began in earnest during 1999 when iShares launched
more than 30 funds during a two-month period. The ETFs covered a wide
range of size and style equity indices that were not available prior to the
iShares launch.

Demand for style ETFs was high, and first-to-market iShares picked up
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several hundred million in assets rather quickly. Fast asset growth always
. leads to an increase in competition. During the 2000s, dozens of new ETF
companies have launched multiple competing funds to iShares using the
JELL-O method.

3 Demand doesn’t always follow supply and the ETF market is no exception. As
more companies throw more JELL-O at investors, most of those ETFs will fall
to the ground. That appears to happening now. At 68 fund closures so far,
2012 is turning into a bad year for JELL-O fans.

Scottrade closed 15 FocusShare ETFs this month that tracked Morningstar
R~ indices. The press release cited a lack of assets. Last week, Russell
Investments announced it was closing down 25 ETFs because they also failed

2 to gather assets. Both companies launched their ETF JELL-O at investors

@l oo during 2011 The fast fund closure indicates that demand for new product just
isn't there.
0 When a fund closes, the ETF stops trading on an exchange and cash is
e distributed to shareholders within two weeks. The closure process creates

problems for investors and for the industry. Investors have to wait a week or
. so for their money and then have to find a comparable ETF, if one exists.
Some taxable investors are forced to realize capital gains that they weren't
expecting. The ETF industry also suffers. Multiple closures makes gathering
assets in new funds more difficult as investors take a wait and see attitude.
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I'm afanatic about low-cost index fund and ETF
investing. I've anthored six baoks on the
subject, founded the low-fee investment firm
Portfolio Solutions to help people invest in these
products, and started a website on low-cost.
RickFerri.com. Index funds
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Today there are about 1,500 exchange-traded products in U.S. exchanges. Of

o these, 377 are on Ron Rowland’s ETF Deathwatch, and his list doesn't include MORE FROM RICK FERRI
many of the 111 new funds that are less than 6 months old. These funds N 20

haven't gathered enough assets to justify their existence. Odds are they won't
be around a couple of years from now. I recommend that long-term investors

3 void them.
avoid them. ‘Who Just Made a Billion Dollars?

wmwest  Youwould think ETF companies would stop throwing JELL-O and take a
more targeted approach. That doesn't seem to be happening. While Russell

0 closed two dividend-seeking ETFs because they failed to gather assets in this
oversaturated category, FlexShares announced they were jumping in with six
“ - N y y
R new dividend ETFs. Will FlexShares’ JELL-O stick where Russell’s didn’t?
‘We'll have to wait and see. Our Real-Time Billionaires scoreboard tracks
12 the biggest holdings for 50 of the world’s
wealthiest people.
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™ot The hedge fund crowd is licking its
wounds heading into the Labor Day

0 weekend after getting clobbered by
g the market. As hedge funds look
toward the homestretch of 2012 they
0 will have to pull off a sector-wide
miracle to stop 2012 from being one
B swe)  of the worst years their rich industry

has ever experienced.

. The numbers are truly terrible. Bank of America Merrill Lynch’s investible
@t hodge fund composite index shows hedge funds are up 1.85% so far in 2012.

of getting creamed by the U.S. stock market, which has returned 13.8% in
B submie 2012, at least as measured by the Standard & Poor’s 500 index. Goldman

: HMALSeERRBE oo

#'Start| @ Google News - Wind... || @ Hedge Funds Are ... ] etf.docx - Microsoft,

That means investors in many hedge funds are paying big fees for the luxury

877-220-6149 |

We buy structured
settlements, annuities and
lottery payments

Most Read on Forbes

EEEY eeoole Places Companies

Tropical Storm Isaac Should Rival
Hurricane Katrina -

Why The Apple vs Samsung Verdict Is
A Big Mistake

The Ten Most Dangerous Things
Business Schools Teach MBAs

A 'World of Warcraft' Player Reviews
'Guild Wars 2' - -

The World's Most Powerful Women: 16 New Faces  +

3 @ et - [0 -

«B B ez




image152.png
Hedge Funds Are Getting Clobbered In 201 Windows Internet Explorer - [Working Offtine]

O~ @<

Ble Edt ew

forbes.com,

Favorkes  Tools telp

i Favortes
Forb es - New Posts Most Popular

Sachs has put out a report showing that the average hedge fund is up 4.6% in
2012 and that only 11% of the hedge funds it tracks have beaten an ordinary
S&P 500 index fund.

The big question is whether investors will overwhelmingly lose faith in hedge
funds and start heading for the exits in a big way. So far they have only been
creeping toward the door, although there are signs investor patience might be
coming to an end. Reuters recently reported that a hedge fund administrator’s
redemption indicator hit its second-highest level of the year in August and

0 that big investors, like Citigroup’s private bank, in John Paulson’s prominent
but struggling hedge funds have requested to redeem hundreds of millions of

L&D dollars. Man Group, the world's biggest publicly-traded hedge fund, has seen
) its stock drop by 40% this vear after its assets under management fell by
almost a third.
B o )
Investors have stuck with hedge funds through
. rough times before and have shown they are willing
to forgive one bad year. But 2011 was also a loser for
& ot most hedge funds. It was one of the hedge fund

industry’s worst years ever, with the average hedge
o fund falling 5% while the S&P 500 returned 2%. Two
Investors Are bad years in a row might be tougher for some
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hedge fands and private equity firms, looking for
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worked at Forbes since 2000.
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The S&P 500 will soon be overtaken by its children, at least in terms of Investment
trading volume. Bloomberg News tells us this in the article entitled 'ETFs www breitlingoilandgas.cor
Poised To Exceed Trade in S&P 500 As Spiders Beat Apple'. Gold Could Hit $10
What Are The Banks Tt
Combined dollar volume in SPDR S&P 500 (SPY), iShares S&P 500 Index This Free Secret Repor

Fund (IVV), and Vanguard S&P 500 ETF (VOO) averaged $28 billion a day USMoneyReserve.com
9 Best Stocks to Oy

in the past year. This is only slightly less than trading in the index's Here's a list of recomm
constituent stocks. If current trends continue, S&P 500 ETFs will soon be top analysts agree on
more popular than S&P 500 stocks. And these are only three of the 20 ETFs M"m
included in the Large Cap Blend category of the ETF Field Guide. Add in the %
rest, and there's a good chance ETF trading already surpasses that of the stay tiny for long
underlying stocks. www.kstreetfinancial.com

The motivation seems to be trading convenience. The indexed ETFs are the f
easiest and quickest way to get broad market exposure. If no such vehicles In focus
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existed, the goal could be achieved only with baskets of individual stocks.
That method is far more expensive and requires far more capital, so smaller
institutions and individual investors would be left out - as they were prior
to S&P 500 funds.

To look at it another way: if all other factors could be held constant, S&P
500 stocks like Apple (AAPL) and ExxonMobil (XOM) would need an
additional $28 billion in daily trading value to overcome the absence of
ETFs. Clearly, ETFs matter to the markets.

ETF convenience also has a dark side. High frequency algorithmic trading
systems occasionally run wild, with the recent incident at Knight Trading
only the most recent example. Such trading was not necessarily enabled by
ETFs, but is certainly related. The growth trend for ETF shows no sign of
slowing, and its impact on market functioning continues to evolve. Even
stock investors who never use ETFs need to keep their eyes open.

Disclosure: Long AAPL. No positions in any of the companies or ETF
sponsors mentioned. No income, revenue, or other compensation (either
directly or indirectly) received from, or on behalf of, any of the companies
or ETF sponsors mentioned.
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THE DEATH OF THE PC

The days of paying for costly
software upgrades are numbered
The PC will s00n be obsolete.
And BusinessWeek reports 70%
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the technology that will replace
it. Get the full details on these
companies, and the technology
that is destroying the PC, ina
free video from The Motley Fool.
Click here to watch this stunning video
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billion dollars in mutual fund assets.

ETFs: A Broken Business Model
ETF closures a telltale sign the business model is broken

Sep 17, 2012, 11:05 am EDT | By Will Ashworth, InvestorPlace Contributor

‘What do BlackRock (NYSE:BLK), State Street (NYSE:STT) and Vanguard all have in common?

Well, besides controlling 83% of the American ETF market, all three combined manage several hundred

The two are not coincidental.

Recently, | discussed why the ETF market needs more players and
how the ongoing industry consolidation is bad for consumers. In less
than a month, more ETFs have closed, including Russell's entire ETF
business save the actively managed Russell Equity ETF
(NYSE:ONEF) — which is an excellent fund, by the way.

Proponents of ETFs will suggest this is the natural evolution of an
industry stillin its infancy. I, on the other hand, believe this is proof
that the ETF business model is terribly flawed and needs fixing
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[ Atthe core, this continues to be a discussion about what's wrong with
investment management in general, and not so much the pros or cons
of a world with more choice. If ETFs are to flourish, the infrastructure
needs to change

Most Popular Most Commented
When you talk about first-mover advantage, nowhere is it more
prevalent than in the ETF industry. The largest ETF by assets is the u
SPDR S&P 500 ETF (NYSE:SPY) with $110.6 billion. It was the first !
ETF introduced in the United States, getting its start in January 1993 e
In fact, if you look at the top 10 ETFs by assets, the average age is 11 Burger King Fires Who Has the Best 9 Major
years, which doesn't give much hope for new funds. Furthermore, only the PowerShares QQQ TeenGirlWho  Pharma Pipeline? Refirement
Can't Wear Pants Planning Mistakes
(NASDAQ:QQQ) comes from a firm outside the big three

Is New Money Buying a Top in
Apple?

to Avoid

How many asset management firms are there in the United States? /
-

1 would guess hundreds, if not thousands, of businesses. Yet 83% of the ETF industry is controlled by just

three companies. This can't be healthy for consumers, and it's probably not good for the practice of money ~ 14'Dependable 10 LeastFuel-  Steve Jobs'
management, either. Many businesses that currently manage assets for high-net-worth individuals, Dividend Stocks'  Efficient Carsto  House Target of
to Watch own Burglary
institutions, corporate pensions, etc.., will never get the opportunity to do the same for smaller investors

because the doors to the ETF industry are closed
Sponsored By

When a company like Russell — a world leader in indices — can't operate profitably, one wonders why. 5] Amerttrade
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Some fear ETF market lack sufficient transparency

Originally published March 12, 2016 at 8:00 am

Eaton Vance Stock NextShares only reveals its underlying assets
monthly, rather than the daily disclosure common in the industry.

By Seattle Times staff
Share story Bloomberg News
§ shane The $2 trillion market for U.S. exchange-traded funds is
growing more opaque even as regulators warn the asset
= class is already too complicated for investors.
Email
Eaton Vance b fferi f ETF on Friday —
RO AN > .1 Dream,
called Eaton Vance Stock NextShares — that only reveals
W Tweet
its underlying assets monthly, rather than the daily MADE AFFORDABLE
disclosure common in the industry. )
Build the completely custom
Separately, investors can now trade ETFs privately on home you have been dreaming of -

Tradeweb Markets. and for less than you think.

Even before these Eaton Vance and Tradeweb innovations,

: U.S. officials were already worried the business lacks
mme.] transparency.

AWEEKSFOR$1

Learn More
Cracks in the system were revealed Aug. 24, when many

[ susscrise equities didn’t open for trading, yet the ETFs that hold
them did, causing confusion about their value.

Aug. 24 showed the danger of having inadequate

information about what’s going on with the underlying A i i
tops in the U.S. for per

holdings of an ETF.
capita Bernie Sanders

Elisabeth Kashner, director of ETF research at FactSet donations

Research Systems, called the new asset class “a solution )

. ” . " ® Inslee orders special

in search of a problem.” She added: “If you’re an ETF session, vetoce oy bills

investor, the payoff is unclear.” to spur action v
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Insight and advice for wealth managers. financial planners and other advisors
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ETF Growing Pains Creating Knowledge Gap
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By Murray Coleman

While investors continue to flock into exchange-traded funds, advisers say
more of their clients are showing signs of fatigue as U.S. markets splinter
NN
Murray Coleman

along increasingly specialized lines

Many of the 200-plus ETFs launched in the past 12 months seek to capitalize
on popular broad themes, adding a strategic overiay or niche. Of the 20
biggest asset gatherers coming to market since August 2011, Morningstar
data show that more than half target either highly concentrated subsectors or try to control Three
volatiity in popular plain vanilla benchmarks

strategies
“ETFs have become so nuanced,” says Barry Glassman, an adviser in McLean, Va. “It's no PRI ~ =
2l [T @ ntemer iz - )
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wonder that investors are becoming more confused.” WTiETp =
clients get
The president at Glassman Wealth Services, which .
P ’ Net lnﬂows (Sbillons) back in

manages $550 million in assets, points to a new
investment survey by Charles Schwab Corp.

SCHW +021% | (SCHW) that found 53% of those who
don't own an ETF say they haven't invested yet because
of a lack of understanding about how the products work.

Bﬂ!ﬂ

Funds |$215.7 |$2021 |$631.8
‘Source: Momingstar Inc. “Through September

At a time of rising concern about sluggish economic growth and ongoing sovereign-debt issues
in key global markets, Mr. Glassman says such results should serve as a wake-up call for
portfolio managers

“With so many different types of ETFs flooding the market, advisers need to realize that it can
be a real struggle for many investors to figure out how these funds work from a strategic point
of view,” he adds

Although they still would like to learn more about how best to use ETFs, some 41% of the
roughly 1,000 investors surveyed in the Schwab study are planning to buy ETFs within the next
12 months. Participants were either current ETF owners or those considering making such
moves in the future

“ETFs are generally well-received by the investing public for their low-costs and tax
efficiencies. But more education is needed-it's something we're constantly counseling
investors about as part of creating diversified portfolio plans,” says Charles Bean, president at
in Westwood, Mass

Heritage Financial Services | FMBI +0 31%
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the market.
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He estimates that about a third of all new clients coming to the firm, which manages $725
million in assets, are former “do-it-yourseffers” who are self-educated in fund investing. Stil,
turbulent markets are leading many in that crowd to seek objective outside advice, Mr. Bean
adds. “We're seeing a real split among ‘do-it-yourselfers’ who understand the inner workings of
ETFs and those who don',” he says

Since ETFs trade like stocks, even those more knowledgeable about ETFs are constantly
looking for more advice, says Tim Leach, chief investment officer of U.S. Bank Wealth
Management. The U.S. Bancorp [USB -0.36% | (USB) unit manages $80.2 billion in assets for
high net-worth and institutional investors

“As investors become more familiar with ETFs and broad investment themes, we're getting
more questions about esoteric ends of the market such as inverse and sector funds,” M.
Leach says

Anviide gap is forming between ETF users, he notes. “We're seeing a general maturation in the
marketplace,” Mr. Leach says. “As investors are becoming more comfortable with ETFs,
sponsors are bringing to market even more granular products.”

That has caused some growing pains for the industry. “We've seen investors in some cases
become more disappointed with niche products and pull away from using more ETFs,” Mr.
Leach says

Atthe same time, advisers willing to put in the time to research portfolios and learn more about
an ETF’s inner workings are finding can “make a real difference” in the portfolio planning

nracess with 2 wider ranne of invactars_ha adds
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thatis led by editors Kevin Noblet and Patrick Graham and that focuses
on all aspects of running a financial advisory practice, including finding
and keeping clients, managing client portfolios and retirement, tax and
estate planning. Subscribe to wsj.com here Write to us at
wealthmanagerinquiries@dowjones.com
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Drocess with a wider range of investors, he adds. Reme g =

www.hoylecohen.com
“Some of these niche ETFs are very concentrated in certain stocks and sectors,” Mr. Leach
Wealth Management

says. “An adviser can add a lot of value by making sure their clients understand these types of Find a list of great home lenders Search our business directory today
nuances.” www business.com

Why Investors Aren't Investing More in ETFs

/s more nuanced ETF' enter U.S. markets, many investors considering buying ETF' say they e hokding back.
Here are the leading reasons for their hesitation as suggested by a recent investment survey.

Allinvestors Owners.
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ETFs Culled as Investor Disinterest Spurs
Record Liquidations

[ o] - IR

More U.S. exchange-traded funds and notes are being liquidated than ever before, victims of
investor disinterest after their ranks increased threefold since 2008

comvENTS LEE

Atleast 91 funds with names like *Sector Rotation” and "BRIC Bull X" that never caught on will
close in 2012, the most ever, after Russell Investrents withdrew 25 last month, data compiled
by Bloomberg show. Direxion Funds, FocusShares LLC and Guggenheim Investrents
shuttered products that attracted less than $38 milian, the data show.

ETFs are closing after their number tripled to 1450 in the past five years and assets expanded
111 percentto $1.3 trilion, outpacing the 11 percent increase for active managers. While funds
disappear all the time, spansars are giving up an mare of them amid a broader withdrawal by
individuals from equity markets. Competition has squeezed smaller funds after BlackRock inc
(BLK) cut fees and the five-higgest securities amassed 25 percent of the industry's assets

“There's been much made of the shackingly high pace of ETF launchers " Michael lachiri,
managing director of ETF research at Charles Schwab Investment Advisory, said by telephone
Charles Schwah Corp. has $1.89 rillion in client assets. “With that comes the realization same
praducts get launched and don't realy find investors who want to buy thern. In arder to succesd
in the ETF space, a product has to either be first or better.”

Most Successful

The culling comes even as the most successful ETFs attract mare money than ever. Abaut
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The culling cames even as the most successful ETFs attract mare maney than ever. Aout
$211 billan was invested with them between the start of 2011 through September his year,
while $126 billion was added to equity and fixeck-income mutual funds, according to data
campiled by the Washingtan-based Investrment Company Institute

Daily trading in ETFs, which change hands on exchanges and are priced in realtime, dropped to
767 million shares in August, the lowest in four years, data campiled by Blaomberg show,

ETFs are hacked by assets in an underlying basket and ETNs are unsecured bank debt
supported by their issuer's credit. Providers of the securities create and redeem shares based
on investor dermand and their prices usually track an index.

Russell the creatar of stock-market gauges bearing its name, announced on Aug. 17 that it
would liquidate 25 of its ETFs. Some of the delisted funds targeted stocks with characteristics
such as high or low volatiity, beta, or specific price-gamings ratios. They included the Russell
1000 Low Valatiity ETF, which had about $32 million, and the $10 million Russel High Dividend
Yield ETF.

Market Index

FocusShares, a subsidiary of Scatirade Financial Services Inc., closed al of its funds on Aug
17, citing a lack of market interest. The St. Louis-based company stopped operating funds such
as the U.S. Market Index and the Large Cap Index.

Guggenheim Investments announced in March it would close five of ts ETFs, incluing its
Ocean Tama Growth Index ETF and Sectar Rotation ETF. The firm is a part af New Yorkbased
Guggenheim Partners LLC, which oversees about $130 billion
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Since the first ETF, the SPDR S&P 500 ETF Trust (SPY), was created in 1993, the industry has X 5D ) Ameritrade
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currencies and tapped derivatives to create products that deliver inverse or multplied returs of
an index

“What isn't there an ETF far?" Mark Travis, chief executive officer of Jacksonville Beach,
Florida-based Intrepid Capital Management Inc., which manages $1.3 bilion. “There are so
many diferent purveyors of them naw, its prabably hard to get attentions focused and get the
scale needed to make some viable business prapositions,” Travis said in an interview at
Bloarmberg's New York headguarters last manth.

ETFs Liquidated

The last time so many exchange-traded products were liquidated was in 2008 and 2009, when
providers shut 56 securities each year during the worst financial crisis in seven decatles,
according to data compiled by Bloomberg. Forty-six of the securities were terminated in 2010
and 27 were withdrawn last year, the data show,

Direxion closed nine of its leveraged ETF's, which use derivatives to magnify index returns or
amplify moves in the apposite direction, on Sept. 5. The company overseeing $7 billion shut
funds including the Latin America Bear 3X Shares Fund and the BRIC Bull 3% Fund. Both had
less than $4.2 million invested, according to data campiled by Bloomberg. Seven of the
liguidtated ETFs were designed to deliver the inverse retum of an index.

"When you get to a narrower asset class or sector, it's much harder to generate interest in a
bear fund,” Andy O'Rourke, Direxion's chief marketing officer, said by phone. *These are trading
tols, 5o they primarily do better when there are high volurne and mare activity to be trading
araund.”

Fees Cut

Competition is intensifying amang ETF providers. BlackRock, the world's largest asset manager

and nrovider of FTES said last manth that it wnuld cot fees for six FTEs and create four new =
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Competition is intensifying amang ETF providers. BlackRock, the world's largest asset manager
and provider of ETFs, said last month that it would cut fees for six ETFs and create four new
ones. Blackrock Chairman Laurence Fink said in Septernber that the firm was seeking to lower
fees for*large, liquid, core types® of ETFs.

Vanguard said last manth it will drop MSCI Inc. as the benchmark provider for 22 index funds to
lower costs far sharehalders. In Septernber, Schwab cut fees for its proprietary ETFs by an
average of 40 percent. There are more than 125 products pending listings globally, according to
Bloomberg data

The SPDR S&P 500 ETF Trust, known as the SPY, is the largest U.S -listed ETF with $108.4
billian and the SPOR Gold Trust (GLD) is second with $73.8 billon, according to data compiled
by Bloomberg. The Vanguard MSCI Emerging Market ETF, iShares MSCI EAFE Index Fund
(EFA) and the iShares MSCI Emerging Markets Index Fund (EEM) are the next biggest, holding
atleast $37 hillon each

“You can be successful being a smaller provider,” said Deborah Fubr, the co-founder of
Landon-based research firn ETFGI LLP and former global head of ETF research at BlackRock,
said by phone. *But many people think if they're going to enter a business, they want to be ane
of the top players, and breaking into that top three is something that's challenging.”

To contact the reparter on this stary: Inyoung Hwang in New Yark at inwang7@bloomberg et

To contact the editor responsille for this stary: Lynn Thamasson at
thormasson@bloomberg.net
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Top ETF Trader Knight Could Sell Market-

Making Business
Novernber 26th at 9:20am by John Spence (& SHARE =
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potertial takeover of Knight Capital Group (NYSE: KCG) wold impact the exchange traded
fund industry because the trading firm is one of the largest so-called avthorized participants
responsible for making markets in ETFs

right is in negotiations to possibly sellits market-making urit, its largest business, The Wall

Street Journal reported late Friday Indonesia Index E

"If they sold the market-making business, it would make sense to sell simuitaneously the other
assets to them or somebody else. They don't have a company once they sel that business
t's the mainstay,” said Sandier O'Neill analyst Richard Repetto in a Bloomberq story over the
jeekend
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SEC Commissioner urges close scrutiny of ETFs due to

'risks'
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24,2011
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Kright is a key authorized participant, or AP, in the ETF business. APs provide a service by
ransacting with an ETF sponsor to manage the supply and demand of ETF shares in the
marketplace, explains David Mann, head of regulatory affairs for iShares, BlackRock's
(NYSE: BLK) ETF unit. "Some APs will create and redeemn new shares to manage their own
invertory, while those who do not engage in market making simply facilitate creations and
redernptions on behalf of their clients,” he says. [Meet the Market Makers: The ETE
Ecosystem at Work]

Some ETFs saw their spreads widen over the summer when a computer glitch at Kright roiled
rading in some stocks and triggered a $440 million loss at the firm. [Knight Debacle Raises
Concern Over ETF Trading, Liuidit

Liquicity providers and athorized participants are extremely important to the orderly
functioning and traing of ETFs. [Five Lessons for ETF Investors After the Kright Meltdown]

The opinions and forecasts expressed herein are solely those of John Spence, and may ot Market Uncertainty Drives Gold ETF
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Race to sell stock before ‘fiscal cliff’

Deal makers and their clients are hustling to sel stock or
whole companies before possible tax increases in the new
year. The threat of losing gains to taxes has some looking
for profits at years end. WS.J's Telis Dermos reports. Photo

While exchange-traded funds have long
been marketed for their tax benefits, this
year a slew of bond funds from top providers
including Vanguard Group, Pacific
Investment Management Co. and iShares
could oblige fund holders to pay capital
gains taxes on a slice of their investments —
even if they simply hold oo the funds

Experts say the outcome is partly the result
of the unique mecharics of bond ETFs and
partly the resuit of strong bond prices. To be
sure, the large majority of ETFs wort saddle
investors with any taxable gains this year

AP Images. When investors do owe taxes, it is likely to

be only on a small portion — typically & few
percent — of the value of their overall investment

Industry insiders also stress that bills can be avoided altogether by holding bond funds in tax-
deferred accolrnts like a 401(K). Many bond fund holders are likely already doing that
regardless of capital gains situation, to avoid heftier bills on interest income, according to Joel
Dickson, a principal at Vanguard Group, which expects to pass out capital gains on 12 of its 13
bond ETFs

His take on Vanguard Extended Duration Treasury ETF |EDV-0.60% . which will distribute
capital gains equal to aboutt 3% of its value: *If anyone is holding that in a taxable account they
are crazy to begin with."
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Too good to be true?

Still, it ism't supposed to work this way. Traditional mutual funds frequently oblige investors to
pay taxes on capital gains taxes early. But exchange-traded funds aim to solve that problem
becaise of a special design feature that allows fund managers to wipe gains from their books
The advantage is one that ETF providers haver't been shy about, long touting tax benefits, along
with lower costs, as a key reason for investors to switch from mutual funds

The tension has led some ETF firms to send mixed messages lately. Earlier this week iShares
publishied & press release bragging that "98% of iShares ETFs" passed oLt no capital gain. (The
exact number was 275 oLt of 280; the five that did were all bond funds.). At the same time the
release cited a study that iShares' parent BlackRock Inc. commissioned earlier this year
suggesting its customers expected better: A majority didn't understand that they faced any tax
risk at all. "Many investors are surprised,” the company concluded

It's not hard to grasp the basic premise of capital gains taxes — you owe Uncle Sam on profits
you make after selling an asset that's gained in value. One wrinkle that's long frustrated fund
investors is that, unlike shareholders of individual stocks, they can be taxed before they sel

That's because when portfolio managers reap trading gains, they're required to pay these ot to
shareholders by the end of the year. Even if this money is immediately reinvested in the fund, a
shareholder must report thern to the IRS and may owe a tax bill

Rates can be hefty: Short-term capital gains — those on assets held less than one year — are
taxed as ordinary income. Long-term capital gains get a better deal, at least for now, with a
maximum rate of 15%. But there's a good chance that could rise as @ part of any budget deal to
avoid the so-called fiscal cliff. Speculation has led some investors to consider trading sooner
rather than later to lock in the lower rates, although financial professionals are divided on the
wisdom of stich a move. Read more about fiscal cliff tax strategies
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Under the hood

Exchange-traded funds have several advartages over convertional funds that typically help them
avoid these tax pitfalls. One is that most ETFs are index funds. Since popular benchmarks like
the Dow Jones Industrial Average [DJA +0.08% | and the Standard & Poor's 500-stock index
SPX+0.02%)| rarely change, managers can keep trading to a minimum

Another big advartage is & tax code provision that allows ETFs to eliminate unrealized capital
gains when investors exit the fund. Traditional mutual funds typically hand cash to departing
investors — often seling shares from the portfolio in order to do so. By cortrast ETFs answer
these requests from institLtions and other large investors by delivering blocks of stocks and
bonds in the portfolio. Big investors that wart cash must sell these sectrities on their own

This difference may seem arcane, but it has big consequences from a tax perspective: Shares
that are sold by a fund triggers a capital gain; those that are handed out "in-kind" don't. So not
only can ETFs avoid seling when traditional funds might have to, it also gives them an
opportunity to part with shares likely to prompt the largest taxable gains. The process is
something industry insiders suich as ETF website IndexUniverse.com director of research Dave
Nadig call ‘the magic” of ETFs

What's going on with the bond funds then? Sometimes the magic doesmt work so well. ETFS
that buy a stock might hold it forever. But bonds are continually approaching their maturity date,
50 fixeckincome managers don't enjoy that luxury.

Moreover, because some types of bonds are hard to trade, bond ETFs sometimes traffic in
cash like traditional funds, losing the chance to eliminate gains. Finally, bonds have ralied in
each of the past five years, so many funds are sitting on gains. *Youive seen a continded bull
market,” says Morningstar ETF analyst Ben Johnson

How big is the tax hit? While it depends on a number of individual factors, consider this back-of-
arualana ealetlation for Bimea Total Pahrn ETE [BANA S which has aicldh: harnme ana =
< | _>l_I
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™ -
only can ETFs avoid seling when traditional funds might have to, it also gives them an
opportunity to part with shares likely to prompt the largest taxable gains. The process is
something industry insiders suich as ETF website IndexUniverse.com director of research Dave
Nadig call ‘the magic” of ETFs

What's going on with the bond funds then? Sometimes the magic doesmt work so well. ETFS
that buy a stock might hold it forever. But bonds are continually approaching their maturity date,
50 fixeckincome managers don't enjoy that luxury.

Moreover, because some types of bonds are hard to trade, bond ETFs sometimes traffic in
cash like traditional funds, losing the chance to eliminate gains. Finally, bonds have ralied in
each of the past five years, so many funds are sitting on gains. *Youive seen a continded bull
market,” says Morningstar ETF analyst Ben Johnson

How big is the tax hit? While it depends on a number of individual factors, consider this back-of-
envelope calculation for Pimco Total Return ETF [BOND +0.08%| , which has quickly become one
of the most popular bond ETFs since hitting the market eariier this year

The ETF expects to distribute gains amourting to aboLit 0.77% of its overall value this year
(Pimco expects 14 of its 19 bond funds to pass out gains of some kind.) A wealthy investor with
$250,000 in the fund — not outrageous considering it's designed to be a core part of investors'
portfolios — would owe taxes on a $1,925 capital gain. Since the fund plans to pass oLt a short-
term rather than long-term gain, the investor's tax obligation matters. Assuming the top 35%
bracket, the tab would come to $674

That's not likely to break the bank. But for some investors, it might break a bond
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BlackRock ETP Research report.

There are good reasons ETFs have grown faster than established
mutual funds, most importantly their success in beating
traditional funds on fees. But this doesn't mean your mutual
fund has become obsolete.

Mutual funds still hold $20 trillion globally, and there are
compelling reasons to own them. "There is plenty of room for
both kinds of funds," says Jeff Tjornehoj, head of research at
Lipper. "The growth of ETFs is not necessarily coming at the
expense of mutual funds. They are really expanding the market
with new alternatives.”

Here are five reasons ETFs have won people over so
rapidly—and reasons you might still want to keep your mutual
funds:

[Read: ETFs vs. Mutual Funds: Which Is Better?]

1. ETFs offer lower fees than mutual funds or owning
stock baskets. The cost of investing in exchange-traded funds
is between 0.1 percent and 1 percent a year, well below the 0.5
percent to 3 percent charged by managed funds. That difference
can add up to tens of thousands of dollars over the life a
retirement plan. ETF fees are lower because their structure
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requires less cost to manage.

Others costs, some hidden: You pay a commission to buy an
ETF because it acts much like a stock but owns a basket of funds
or other assets. When the value of the ETF fails to follow its
benchmark index, it can add additional costs for people buying
or selling. The ETF itself has a bid and ask spread, meaning you
may might overpay when you buy if demand is strong, or lose
money when you sell if it is weak.

2. ETFs are more transparent and open than mutual
funds. ETFs are quoted on exchanges and each day, investors
can see a complete list of stock holdings of ETFs on various
websites. Mutual funds give only their net asset value each day
and they list stock holdings only at the end of the fiscal quarter
on a delayed basis.

Contrarian view: ETFs list their holdings, to be sure. But they
can be involved in many opaque transactions to generate
income, such as pay for order flow and stock lending. Not all of
it goes to boost the value of the ETF shares.

3. You are investing in an index for the long term. Financial
advisers often prefer ETFs because they are an easy, low-cost
way to get their clients market exposure compared to stocks or
mutual funds. With extremely low annual fees of just 0.05
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percent to 0.1 percent, you can own shares of the entire
Standard & Poor's 500 index with the SPDR S&P 500 ETF (SPY),
iShares Core S&P 500 (IVV), and the Vanguard S&P 500 ETF
(V0O0).

[Read: How to Narrow Your 401(k) Choices.]

Short term or long term: You might be investing for the long
term, but not everyone is. ETFs are a favorite of fast-trading
investors. Even the founding father of index fund investing, John
Bogle, has been a critic of ETFs because they were designed to
trade quickly. This creates short-term price stress and risks for
every holder, regardless of investment philosophy. Regulators
have also been looking at systemic risks in high-volume ETF
trades and the volatility of some exotic new offerings.

4. ETFs don't waste your money on fund managers who
most often fail. Since studies show that more than half of
managed funds fail to meet their benchmark averages, like the
S&P 500 or the Nasdaq index, why pay to lose? Or worse, there
is evidence that mediocre fund managers aim to merely
"shadow" an index, so you are paying fees to get below-average
returns.

ADVERTISEMENT

3 ETF's Set to Soar

Motley Fool Report - 3 ETF's You Need to
Own during the recovery!
wyw.Fool.con/ETF

10 Stocks to Hold Forever
Buy them, forget about them, and never sell

them.
www.StreetAuthority.com

7% Annual Annuity Return

Get guaranteed lifetime income and reduced
risks to retirees all here.
AdvisorWorld.com/CompareAnnuities AdChoices [>





image15.png
@

- a
%] hittpy//wew reuters.com/article/us-sec-etfs-idUSKCNOVS VS MY ‘MWme House Sets ‘!&; How to Recognize ] SEC Commissio.. % | | {n} 9.7 (09

File Edit View Favorites Tools Help

how best to regulate them, said Commissioner Kara Stein on Friday.

"These products are not traditional equity securities," she said at a meeting of lawyers in
Washington.

"They do not always behave in the same manner as equity securities. The attempt to fit
o such non-equity products into the rules designed for traditional equity securities has left
potential gaps in investor protection and also raised questions about market integrity."

o Stein laid out a long list of questions and areas of concern for ETFs, funds that trade like
o stocks on exchanges and frequently track an index.

° Interest in ETFs has exploded in recent years, especially in the United States, and Stein
said the $2 trillion that U.S. funds had under management in 2014 represented 73 percent
@ of the global assets of the funds that year.

e She said that on Aug. 24 when the U.S. stock market was whipsawed by trading shocks,
"many ETFs behaved in an unpredictable and volatile manner."

"As a class, ETFs experienced greater increases in volume and more severe volatility than
corporate stocks," she said.

Stein urged a "holistic look" at the funds, their transparency and how they interact with
capital markets, and a review of the roles of authorized participants and market makers.

The SEC and other organizations should "look at how these products are being marketed
and by whom. We should assess whether certain products are even suitable for buy-and-
hold investors," she said.

(Reporting by Lisa Lambert; Editing by Bernadette Baum)
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Pay for performance: When you buy a mutual fund, you are
not paying to be average. To be sure, fund managers take risks
and lose many times. But fund managers with proven track
records can earn superlative returns. Peter Lynch of Fidelity's
Magellan managed 29 percent gains for more than a decade,
turning a $20 million fund into $14 billion. No index has ever
done that. But if you can avoid "shadow" funds, you might get
the market-beating performance you want.

5. You get instant diversity when you buy an ETF.
Investors have found ETFs to be a good way to diversify their
portfolios. Dodd Kittsley, global head of ETP Research for
BlackRock, says the rapid growth of ETFs is from "different
assets classes and regions, allowing investors to put [exchange-
traded products] to use in new ways." ETFs are widely used to
buy physical gold, allowing direct ownership in gold bar
certificates in funds like SPDR Gold Trust ETF (GLD). (Note that
"ETP" is a slightly broader category than ETF, and includes
exchange-traded notes and other ETF-like products.)

[Read: 7 Mutual Funds That Make Huge Bets.]

Limits to diversity: Be careful how you diversify, since some of
the more exotic and specialized ETFs are prone to tracking
errors, and some have already been closed after failing to win
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the more exotic and specialized ETFs are prone to tracking
errors, and some have already been closed after failing to win
buyers. It's also worth remembering that an equity ETF has a
different risk profile than an individual stock, just as a bond

und, with its floating yield, differs from the locked-down yield of
an individual bond.

Not better or worse—just different. For investors, there is a
basic strategy difference between ETFs and mutual funds.

"Active management has sometimes been trashed because the

unds are more expensive. But shockingly, enough when things
go badly, active managers have the ability to make decisions
that index funds can't make," says Brooks Mosley, president of
Security Ballew Wealth Management. "On the flip side, ETFs give
investors access to sectors and countries that the average
investor didn't have 10 years ago. If you are looking for cost-
efficient ways, and not looking for total return, it's better to use
an ETF."
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Dozens of ETFs, mainly those tracking emerging-market stocks, sold at big discounts to their
underlying holdings as investors fled developing nations. The $468 million iShares MSCI
Indonesia Investable Market Index Fund, run by New York-based BlackRock Inc. (BLK), traded
7 percent below the value of its holdings on June 20, the largest discount among U.S -traded
ETFs with at least $100 million in assets, according to data compiled by Bloomberg.
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-- during U.S. trading hours while exchanges hosting many
emerging-market stocks were closed -- reflected expectations
among market makers for continued price declines. The MSCI
Emerging Markets Index dropped 5.6 percent last week, the
worst slump in 13 months, after U.S. Federal Reserve
Chairman Ben S. Bernanke said June 19 that the central
bank’s bond buying may be trimmed this year.

“ETFs are going to forecast expected moves overnight for
those markets,” said Reginald Browne, head of Knight Capital
Group Inc. (KCG)'s ETF trading desk in Jersey City, New
Jersey.

ETFs trade like stocks on an exchange and hold baskets of

securities, typically replicating an index. They offer an easy way to buy and sell a diversified

selection of stocks, bonds or other assets, often providing access to markets that are difficult

for smaller investors to use.

‘Questionable Liquidity’

Investors shouldn’t think an ETF’s listing on a U.S. stock market will shield them from turmoil

or lack of liquidity in a fund’s underlying market, David Nadig, director of research at San
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Amid heavy selling by investors on June 20, Citigroup Inc. (C) stopped acting as an agent for
clients wanting to redeem large bundles of shares directly with ETFs. ® Go back to the previous page.
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The $3.5 billion iShares S&P National AMT-Free Municipal Bond Fund, known by its ticker
symbol MUB, reached its deepest discount in more than two years. lts price dropped to
$102.29 (MUB) last week, the lowest since May 2011, and the fund’s 2.9 percent discount was
the steepest since December 2010.
“The move down in price has been so fast that the net asset values haven’t yet been able to
catch up with it,” Matt Fabian, a managing director at Concord, Massachusetts-based
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As yields on municipal debt increase, MUB has been selling at a discount to its underlying
assets for 18 trading sessions, the longest stretch in more than two years, according to data
compiled by Bloomberg.

The $216 million SPDR Nuveen S&P High Yield Municipal Bond Fund (HYMB) saw its
discount reach 4.8 percent on June 20, a 52-week high. The gap ballooned after State Street
Corp. (STT), the fund’s sponsor, stopped allowing market makers to redeem shares for cash.

State Street

ETFs are obliged to redeem large bundles of shares for baskets of their underlying securities,
leaving the withdrawing investor, or its agent, to sell the securities for cash. State Street often
offers the redemption in cash for an extra fee, Tim Coyne, the Boston-based firm’s global
head of ETF capital markets, said in an interview.

State Street stopped giving market agents that flexibility because deteriorating conditions in
the municipal-bond market made trading more costly than the fee the fund could charge for
the service, he said.

“We did not stop redemptions,” Coyne said. “The funds actually performed very well and
exactly as designed.”

To contact the reporters on this story: Christopher Condon in Boston at
ccondon4@bloomberg.net; Michelle Kaske in New York at mkaske@bloomberg.net
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ETF Does Not Mean Index Fund

Exchange-traded funds (ETFs) started out

linked at the hip to low-cost, market-

tracking index funds. The only ETFs

available during the 1990s were those that

followed well-known benchmarks such as the S&P 500 (ticker: SPY) and the
Nasdaq 100 (ticker: QQQQ). That’s no longer the case.

Today, the ETF acronym is being used broadly by the fund industry and
media outlets to include non-fund product structures and active management
strategies. This usage has created confusion in the marketplace and isn't
healthy, in my opinion. It’s like saying the Dow Jones Industrial Average is
the stock market.

The exchange-traded product (ETP) marketplace has evolved since the 1990s.
Most ETPs are classified as ETFs, meaning they follow an Investment
Company Act of 1940 structure. However, several other non-fund ETP
structures have been created, and they too are lumped under the ETF
acronym. This makes for investor confusion.

The ETF acronym has become a catchall by the industry and the media for
any exchange-traded product that has a creation and redemption feature.
This operational process allows for the number of shares outstanding of a

product to change during a trading day depending on supply and demand
needs.

The creation and redemption feature makes ETPs distinctly different from
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‘which can lead to large discounts and premiums in market pricing relative to
net asset value (NAV). The ability to create and redeem ETP shares intraday
significantly reduces the spread between market price and NAV.

There are several types of exchange-traded products available to investors.
They include exchange-traded notes (ETNs), grantor trusts, limited
partnerships and 1940 Act funds (ETFs). Each structure has different
underlying features, operational challenges, regulatory controls, and the tax
treatment for income distributions and capital gains are different.

Vanguard has recently published a guide to help sort ETP differences. ETF
structures at-a-glance is a handy reference piece that summarizes the key
regulatory and tax features of each structure. You can find detailed analysis of
each structure in The ETF Book.

I think it’s noteworthy that Vanguard is labeling all ETP structures as ETFs in
the title of its guide. That's not correct, but neither is the whole ETF acronym
situation. Vanguard'’s just trying to get people to use their guide.

Most assets in ETFs are tracking capitalization-weighted market indexes.
These are familiar indexes that we're all familiar with. ETFs that track market
benchmarks have significantly more assets in them than ETFs that employ
other strategies, and continue to attract most of the new asset flow according
to Morningstar. The S&P 500 is the largest and most popular index in this
category.

Non-benchmark following ETFs were introduced in 2003. These “strategy
indexes” are quite diverse. They can be anything. The first strategy index
ETFs were introduced by InvescoPowershares in 2003. The Dynamic Market
Portfolio (PWC) tracks the Dynamic Market Intellidex Index. This is a highly

quantitative active management strategy that seeks to identify 100 stocks with V)
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“superior risk-return profiles” from among the largest 2000 companies on the
market. It’s certainly a far cry from John Bogle style indexing.

Strategy index-tracking ETFs have expanded exponentially over the years.
New entrants have come to the market with a range of active management
strategies that have been mechanized into indexes and launched as products.
The marketing of these products has also taken on a life of its own. Phrases
such as fundamentally indexing and smart beta have spun out of these special
products. I call this type of marketing SPINdexing for short.

ProShares pushed the envelope further in 2006 with the introduction of
leveraged and inverse funds. These ETFs seek returns that are either 3x, 2x,
-1x, -2x or -3x the return of an index or other benchmark (target) for a single
day, as measured from one NAV calculation to the next.

InvescoPowershares was back with new innovation in 2008 with the
introduction of the first ETFs that did not track any index. Pure actively
managed ETFs follow traditional strategies where an individual or investment
committee picked each security by hand. Although none of the PowerShares
actively managed ETFs survived, their introduction did break that ice for
other ETF companies to come to the market with their own actively managed
products.

The ETF acronym is no longer synonymous with low-cost benchmark
indexing. Operational structures have expanded well beyond 1940 Act funds
and the strategies used in these products have little resemblance to traditional
benchmark indexes.

I believe that it’s proper to call products what they are to reduce investor
confusion. Will my efforts pay off? Most investors still think the Dow Jones
Industrial Average is the stock market. C'est la vie.
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The truth about ETF outperformance is that alpha is hard to come:
by ... and that is a good thing for most investors.

Arecent post by Paul Britt of ETF.com talked about how only 15
of 425 U.S. equity strategies have beaten their benchmarks over
the past 52 weeks. The article points out that the universe of
ETFs they compared were judged according to a similar
benchmark, and only funds with a statistically significant level of
alpha were included on the winners list

However, that statistic may be somewhat misleading, as the
majority of ETFs are designed to track a passive index and are
therefore going to provide returns (less fees) that are measurably
similar to their established basket of stocks. You should actually
take comfort in the fact that ETFs are not significantly straying —
either positively or negatively — from their constituent index,
because that means they are functioning correctly.

The majority of investors who use ETFs prefer them because they
provide a level of exposure to a specific segment of the market
with minimal embedded expenses. Their growth is continuing to
outpace actively managed mutual funds because they deliver a
transparent, flexible, diversified investment vehicle that performs
as advertised
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By: Leslie Kramer, Special to CNBC.com

The mutual fund industry takes criticism for an excessive number of portfolios—with
more than 7,500 U.S. open-end funds in existence, detractors say it's more marketing . ®
behemoth at work than investing necessity. Now that exchange traded funds (ETFs) Are yOU Vaﬂguard|ng

are rivaling traditional funds in asset flows, it may also match traditional funds' your C“ents' portfo“os ?
biggest problem of all: bloat.

The ETF industry's assets are still well short of traditional funds—even nearing $2
trillion, that's nowhere near mutual funds' $17 trillion in assets. But the more
important figure is annual asset flows—and there, ETFs are not only giving funds a Bl start va
run for their money but in some recent years besting the fund competition. In 2008
and 2011, ETF inflows were higher than mutual fund flows, and for the past two years
the race has been close to a dead heat, according to Lipper data, with traditional
funds barely hanging on to their edge.

Is the biggest wave of ETF industry consolidation already a thing of the past—there's ©2013 The Vanguard Gro

been a fairly steady state of folded ETFs in recent years—or is it just about to begin? 559;24g‘°vi§;i§§A,§§,
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There's a good reason why investors, and not just ETF executives, should pay
attention to the issue of fund closures. The amount of assets in a fund, the trading
volume and whether or not the fund is part of an integrated family of funds could

lower an ETF's chance of being closed, said Jim Wiandt, CEO of ETF.com.

"You don't want to be in a fund that closes," he said. "You will get your money back,
but you will take a tax hit, and if you are an advisor, your clients will ask you why the

fund you invested in closed.”
(Read more: Emerging markets ETFs to avoid)

Currently, there are more than 1,500 ETFs, including more than 157 new ETFs
launched last year, according to Morningstar, and there are hundreds of new ETFs in
registration with the Securities and Exchange Commission. But the state of the
market is different today than it was in the ETF industry's early years, when it was still

novel to launch commodities, leveraged, inverse portfolios.

Only about 10 percent of 2013 launches gathered more than $100 million in assets
and only 20 percent more than $50 million, according to a recent Credit Suisse
report. "New providers continued to struggle for the most part,” Credit Suisse noted.
In fact, the only providers in the past four years to have accumulated more than $1
billion in assets are Northern Trust (their second attempt at ETFs, incidentally) and

VelocityShares.
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One good thing about the previous years' ETF failures: "Today it's tougher to launch
something that immediately takes off into the market,"” Wiandt said. In 2013, 158 new
exchange traded fund products were launched, the least since 2009 and 20 less than

2012, according to Credit Suisse data.

Over the past five years, 293 ETFs have gone bust—94 closed their shutters in 2012
and 64 in 2013, according to data provided by Invesco PowerShares and Bloomberg.
The mutual fund industry experienced 341 fund closures in 2012 and 269 in 2013,
according to Morningstar. "ETFs tend to be much more granularly diverse than
mutual funds, so there is a lot less overlap,” Wiandt said. Still, those 64 ETF closures

last year were the second-most ever.

(Read more: 3 big risks, 3 big opportunities in ETFs)

The recent spate of ETF closures does seem to follow a few patterns. One is the ETF

that is launched into a space where there are already 40 ETFs, and it simply is not
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different enough to be distinguished from the rest. There are also some ETF RS beating the market.

A
sponsors selling a strategic story that is too complex for the market. "There are
sometimes unique products that just don't get traction and therefore close down,"
Wiandt said.
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sold. "WisdomTree's Japan Hedged Equity Fund (DXJ) became huge, despite telling

a slightly complex story, because it met a need in the market," Wiandt said.

"It's hard to break through the cultural and historical biases, but we need to do it with

advisors and customers,” said Jonathan Steinberg, CEO of WisdomTree.

Gauging an ETF's chance of success

One way to gauge if a new, niche ETF may have a good chance of success is if it's
an example of an institutional strategy becoming available to retail investors. "The
best example of this right now is the big move toward so-called 'smart beta"
strategies, which are being widely implemented by large institutions and increasingly
being mimicked in ETFs, which make tilts in the market based on factor weighting,"
Wiandt said.

Institutions are also playing a more prominent role in another way that helps ensure
the success of a new launch: Banks once offered seed capital for any and all ETF
ideas, but now the most successful new ETFs are being launched with big

commitments from institutional investors.
(Read more: How ETFs can crush mutual funds once and for all)

Barclays Capital had the most successful new-products launches last year, with two
exchange traded notes—FIGY and FEEU, both close to $1 billion in assets.
Regulatory filings revealed that Fisher Investments held most of the shares in the
ETN, Credit Suisse said. Likewise, BlackRock had interest from Arizona's biggest
pension plan in the issuance of several factor-based funds, including the iShares
MSCI USA Quality Factor ETF (QUAL), the iShares MSCI USA Momentum Factor
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ETF (MTUM), the iShares MSCI USA Value Factor ETF (VLUE), and iShares MSCI m A
USA Size Factor ETF (SIZE)—all of which have more than $100 million in assets,
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Vanguard, BlackRock's iShares and State Street Global Advisors' SPDRs. The
market dominance of the "Big 3" in ETFs actually declined in 2013—as the decline of
gold hit the SPDR Gold hard and the bailing on bonds hit BlackRock—but it hasn't
changed the fact that it's getting harder and harder to launch a new ETF that finds

success, and that can cost investors.

"The top three players out of 55 ETF companies still have 80 percent,” said Kim

Arthur, CEO of Main Management. "That's pretty typical of a mature market.”

Dan Draper, managing director, global ETFs at Invesco PowerShares, said that ETFs
still have a long way to go, representing 13 percent of the entire fund industry. And
with an asset growth rate of 15 percent to 20 percent annually, it's "all the media

attention” ETFs receive when there is a closure, causing those closures to stand out.

Kim doesn't expect ETF product development gurus to slow down too much: "Even if
we're at 1,300 ETFs, there's no reason why, if there are more mutual funds than

single stocks, we can't dream up another 1,000 ETFs."

—By Leslie Kramer, Special to CNBC.com
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The grOWing case against ETFs + Young Money: The unglamorous rungs of Wall Street
Why the “better” investment vehicle may not be the safer one
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By Chuck Jaffe, MarketWatch Follow < 3,087 followers

Sometimes it’s the car, sometimes it’s the driver.

Whether you are racing, cruising, stopping or crashing, safe driving comes down to a mix
of equipment and personnel.

The same can be said for mutual funds and exchange-traded funds, and while there is
growing consensus that ETFs are the better vehicle, there’s growing evidence that the
people using them may not be so skilled behind the wheel.

That's a real issue because a number of studies seem to indicate that the “better”
investment vehicle isn't delivering better results.

In an attempt to figure out why, let's look
at the issue, and some of the latest
research, done by MarketWatch
columnist Mark Hulbert, editor of the
Hulbert Financial Digest.

For starters, some of the folks who are
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funds because ETFs are so much better.”

New research suggests that for the average investor,
e e e e et The ' in ETF stands for “funcs”and s AlG
Euronext. only because ETMF is longer that they

are not widely recognized as “exchange-
traded mutual funds.” In some cases—with Vanguard's ETFs, for example—ETFs are
simply a different share class of the same underlying pool of assets and management
style.

Bring on fomorrow

The difference, therefore, is mostly in the “exchange-traded” part, because ETFs trade Most Popular
moment by moment, where traditional mutual funds only trade once per day.

1.

PAUL B. FARRELL
Crash of 2014: Like 1929, you’ll
never hear it coming

Functionally, both are similar investment vehicles built on a different chassis, just like
cars—where one can be built for speed and another for safety or utility.

ETFs have other advantages besides ease of trading, like lower expense ratios and no
front- or back-end sales charges and redemption fees. While there are brokerage
commissions on trades, some of those can be waived.

/ 10 THINGS

10 things not to buy in 2014
Perhaps more importantly, ETFs can be structured in a way to take what the experts call a
“granular” focus on a niche or an industry. If you believe you can goose a portfolio by
adding the stocks of, say, Bulgaria, or of just companies in the semi-conductor business,
there’s an ETF for you.
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If, however, you believe that active
management works and you want to hire
a manager to run your money rather than
basing a portfolio entirely on an index,
you lose a lot of choices and flexibility on
the ETF side of things.
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While active management can provide a measure of aipha during
favorable periods, many studies have confirmed that the majority
of active portfolio managers can't demonstrably and repeatedly
outperform the market over the long term. The concern of paying
higher fees for weaker performance is just one reason why ETFs
have continued to expand, particularly among the lowest-cost
providers such as Vanguard and Charles Schwab.

Despite this stigma, active ETFs have the most potential to outperform their benchmark (i.e., add
alpha) when compared to passive indices. There are currently only 18 U.S focused equity ETFs with
an “active” designation according to SEC regulations. That excludes smart-beta and other enhanced
indices that can modify their holdings on a regular basis but are still considered passive vehicles
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In addition, only four on that short list have accumulated assets in excess of $100 million; the First
Trust North American Energy Infrastructure (EMLP) is the largest of the group with $780 million.
Investors just haven't embraced these active funds the way many providers expected

However, that doesn't mean that alpha-seeking ETF strategies are going to languish by the wayside

+ @ K

MFS recently teamed up with State Street to launch a suite of three actively managed ETFs that
follow growth, value and core strategies. In addition, popular fund company Calamos Investments
just released the Calamos Focus Growth ETF (CFGE), which is designed to be a crossover from its

popular Calamos Focus Growth Mutual Fund (CBCAX). This stock-picking strategy is designed to
select blue-chip equities that the fund manager believes offer the best value opportunity for

wd Toolsformoney Mon

w3 More_about_ETFs.do.

M C:\My Webs\rwpfs - ETFs Don't Provid X3

In fact, | expect this area to grow significantly over the coming years as many established mutual fund

brands make the leap to an ETF vehicle.
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Vanguard has preserved a reputation as the lowest-cost provider of investment options

since John Bogle founded the company
motivated by profit.

in 1974, operating on an at-cost basis in a world

Forty years later, Vanguard is dominates the mutual fund industry, while the 84-year-old serves as president of Bogle
Financial Markets Research Center, housed on Vanguard's campus and often described as his personal think tank. He
sat down with Financial Planning over PB&Js, his lunch of choice, to discuss the proliferation of indexes, the growth of
ETFs and the role of independent advisors. Below is an edited version of the conversation.
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It's a revolution in investor preferences. Since 2008, people have taken over $460 billion out of actively managed funds u d 4
and invested $540 billion in index funds. That's a $1 trillion shift. And to put that in some kind of perspective, the total . : 4 F |

assets of equity mutual funds are about $6 trillion. | don't see this trend changing. LISTSA
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What is this?

People are wising up. Advisors are using index funds much more often. And there's an interesting sub-trend: About
half of the growth of indexes are in ETFs.

What's your view on the current state of ETFs?

The problem with ETFs is that they are traded like a fury. The slogan for the first ETF was, "Now you can trade the
S&P 500 Index in real time." What kind of nut would do that?
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Why don't more money management companies follow Vanguard's model?
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Why don't more money management companies follow Vanguard's model?

Because they want to make money for themselves and for their owners. Forty of the 50 largest mutual fund companies
are either publicly owned or owned by financial conglomerates. And when they come into this business, they are
seeking what every capitalist firm seeks - to increase the return of their own capital.

Why does Vanguard's strategy work?

DEC 30

You have to understand that when | created Vanguard's mutual structure back in 1974, | had no idea it would grow this Q: What are some of the key fiduciary challe
large. If we weren't the low-cost provider, we certainly wouldn't be anywhere near $2 trillion. And we'd probably have 401(k) plan sponsors face and how can finan
more competition on the index front. professionals help?

The low-cost provider will win in this business, because most firms don't really want to be the low-cost provider. - - -

N THE INTERACTIVE Q&
Given the proliferation of indexes, how should advisors weigh various index funds against each other?
<
#@ | ouinbox- tmoney@.. | M CAMyWebs\wpfs-..| (8] | w3 About financial pla.. W3 | ¥3More about ETFsd.. || €] X2
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| think it's gone much too far. Most of them are not worth the powder to blow them to hell. | think there are 1,500 ETFs VIEW PAST

) ) R Current Issue
in the U.S. There are 1,450 out of 1,500 that | just wouldn't touch because they're not diversified enough. Or they have

some huge speculative twist to them. The March Issue is now on

g SUBSCRIBE NOW
g VIEW DIGITAL EDITION

There are a bunch of those narrow market segments - particularly in international markets, which | think are risky in a
way the U.S. is not. One of the early ETFs was called Emerging Cancer. | wrote about it in a Wall Street Journal op-ed
and | got a nasty letter from the company. But the Emerging Cancer ETF is now gone. The fact that it was dealing with

cancer research and genetics was just too narrow. V\g‘éArT A?[‘)’E(?V'\‘Is ’/‘\[‘;;')bhs

What big trends do you see in the advisor world?

We now have a sweeping trend toward advisory fees. There are wirehouse people who are on commission, and then
you've got the RIAs who are doing both commissions and fees - which is a very difficult split to maintain. | have the
most confidence in fee-only advisors, because | think they have a better sense of fiduciary duty than the people whose
duty it is to sell the day's merchandise.
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Do investors really need advisors?

Some do. Not that the advisor can help clients with trading - there's no reason why an advisor is a better trader than a
client, or a worse one.

| was out in the Midwest many years ago speaking to a group of advisors and | was telling them about the magic of a
65/35 portfolio. One came up to me after the speech and said: "Look, | know you're right, but | have this client: He
comes in and | told him to do a 65/35 portfolio. A year later, the client said, 'It looks pretty good. What should | do
now?' | told him to do nothing. The client comes in a year later and said, 'l haven't done anything for two years now,
there must be something | should do.’ So | said, 'Nope, do nothing.' Eventually the client says: "What do | need you
for?™

| told the advisor that the reason the client needs him is to keep him from doing anything. Maybe it's not worth 1% a
year in fees, but maybe it is.

Are advisors getting paid too much?

<
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Are advisors getting paid too much?

We have to think very much about it. A fee of 1% is said to be typical. If you think about the return on stocks in the next
10 years, you're going to be looking at maybe 7%. Dividend yield is known - about 2% today. | expect that will grow Worklng Smal‘ler.'
over time. The other component of investment return is earnings growth, which | think could be about 5% per year over Understanding The

RIA Model

the coming decade.

So a reasonable expectation for stock market returns over the coming decade is 7%. Then take out likely inflation.

Let's say we hold it at 2% or 3% - so now we're down to 4% return. Mutual fund expenses run about 2% per year for
actively managed funds. That's another 2%. So now if you think about taxes, because mutual funds are extremely tax ) Download PDF

inefficient, take away another 1%. That gets you down to 1%, and the advisor consumes the rest of your return.

Al LPL Financial

Paula Vasan is a senior editor of Financial Planning. Follow her on Twitter at @paulavasan. n TWITTER| FACEBOOK]| LINKE
v
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By Daniel Solin April 7, 2014 Leave a Comment = SHARE A

Exchange-traded funds are open-ended funds that can be bought and sold on a stock exchange. You

can think of them as a hybrid version of both stocks and index funds. You buy them using a broker, just < >
like you would to purchase a stock. They consist of a portfolio of securities that are designed to track

different indexes, just like index funds.

The first ETF was launched in 1993. ETFs have become very popular with investors. According to
BlackRock's December 2013 industry highlights data, the ETF industry has captured $2.4 trillion in
assets since 1993. There are almost 5,000 ETFs available.

Used appropriately, ETFs can permit you to assemble a globally diversified portfolio of stocks and bonds, ~ Latest Video
in a suitable asset allocation, at a low cost. Unfortunately, ETFs can be a trap for the unwary. Here are
some tips to avoid potential pitfalls:

Avoid high-fee ETFs. A high-cost ETF should be an oxymoron. A primary benefit of buying ETFs is the
ability to track an index at a low cost. Unless the ETF you are buying has a lower expense ratio
(management fee) than a comparable low-cost index fund, you should consider purchasing the index
fund instead.

Just because an investment is designated as an ETF, doesn't mean it’s low-cost. There are a number of
ETFs that have expense ratios in excess of 1 percent. A few have expense ratios that exceed 2
percent. At the other end of the spectrum, ETFs are available with expense ratios as low as 0.04
percent.

w5 More_about_ETFs. 2 How to Avoid Getti.. | XE




image205.png
(5
(<59)()[ ntio:/money.usnaws com/maney/blogs/the-smarter-mutual-fund-investor/2014/04/07/how-to-avoid-getting-ripe. ~ & @ Gaogle News | I How to Avaid Getting Rppe.. *| | ALY
Flle Edit View Favorites Tools Help
When comparing ETFs that track the same index, with all else being equal, you should purchase the A
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lowest-cost ETF available.

Avoid low-liquidity ETFs. Liquidity is an important consideration to make when selecting an ETF. An
ETF that is highly liquid will have lower trading costs and be easier to buy and sell than an ETF that is
less liquid.

The liquidity of an ETF is affected by many factors. These include the trading volume of the securities
hat make up the ETF, the composition of the ETF and the trading volume of the ETF itself.

William Artzberger, a CFA based in Houston, explains that ETFs that invest in large-cap stocks in
developed economies, or track broad indexes, are the most liquid, in @ 2011 article for Investopedia. For
ixed income, ETFs in which the underlying bonds are Treasury bonds, or corporate-grade bonds, are
more liquid than ETFs that hold riskier bonds.

Avoid leveraged and inverse ETFs. The securities industry is incredibly adept at creating new products
hat encourage trading. Leveraged and inverse ETFs are examples of products that were created to be
sold and not bought.

A leveraged ETF seeks to amplify the returns of an underlying index, using financial derivatives. For
example, a leveraged ETF that tracks the Nasdag-100 index might have a 2-to-1 or even a 3-to-1 ratio,
and would be structured to return twice or three times the returns of the underlying index. Of course, if
the underlying index drops in value, your losses would be increased by twice or three times the losses in
the index.

An inverse ETF is tructured to benefit frm a decline in the value of the underlying index. Depending on

W C:AMy Webs\wpfs -... || WS More_about ETFs.
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An inverse ETF is structured to benefit from a decline in the value of the underlying index. Depending on A

the structure of the inverse ETF, investors can earn double or triple the percent of losses in the

How The Supreme Court Could Stop the
underlying index.

401(K) Rip-off

There are many problems with leveraged and inverse ETFs. The most obvious is they are highly risky Why Most Investors Should Not Fear Higher
investments. Investing in these funds is pure speculation, rather than responsible, long-term investing. Rates

4 Things to Consider Before Changing

There is also concern about whether or not these funds perform as advertised. A survey of leveraged Investments

and inverse ETFs, which was released in the spring 2012 edition of The Journal of Index Investing and
authored by Gerasimos Rompotis, concluded that over longer periods of time (more than one day),
returns of these funds may not perform as advertised.

Finally, the management fees charged by leveraged and inverse ETFs are among the highest of those
levied by all ETFs. For example, a leveraged commodities fund issued by VelocityShares has an
expense ratio of 1.65 percent.

Avoid trading ETFs. One of the oft-stated benefits of ETFs is that they trade on an exchange and you
can easily buy and sell them, just like stocks. However, John Bogle, founder of the VVanguard group,
says this ability to trade is both a blessing and a curse.

The wide array of available ETFs encourages bad investor behavior, like trying to select outperforming
asset classes and engaging in in-and-out trading. Bogle believes investing in ETFs should be limited to
funds that track broad stock and bond indexes.

Follow that advice, and you won't get ripped off by the allure of ETFs.
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sustainable growth

That research and expertise does come at a cost. CFGE charges a net expense ratio of 0.90%, while
the SPDR MFS ETFs have expense ratios listed at 0.60%. That's a fair sight larger than the 0.05%
expense ratio of the Vanguard S&P 500 ETF (VOO), which is one of the primary benchmarks for
CFGE

Often these active ETFs will employ a smaller selection methodology to hone in on the stocks that
they believe will provide the best risk-adjusted returns to outperform their benchmark. Investors will
have to decide for themselves whether the added fees and proprietary portfolio mix will be enough of
an enticement to choose an active ETF over a commensurate passive benchmark

Whatever choice you make, ensure that you are carefully weighing the pros and cons for each
investment opportunity as it relates to your risk tolerance, time horizon, and objectives.

David Fabian is Managing Partner and Chief Operations Officer of FMD Capital Management. As of
this writing, he had no positions in the securities mentioned. To get more investor insights from FMD

Capital, visit their blog.

HiRocommend [ share| W Tweet| 1  Email| | @ Print

4 Ways to Avoid Running Out of Money in Retirement

If you have a $500,000 portfolio, download "The 15-Minute
Retirement Plan” by Forbes columnist Ken

Promoted By Fisher nvestments

.| American
Exprass—

Make your old 401(k)
spectacular.

Roll over to a Vanguard IRA

B Untitled - Notepad




image207.png
http://www.foxbusiness.com/personal-finance/2014/06/02 fwhat-better-for-etf-or-mutual-fu ~ & | gy What's Better for You: An ET.

File Edit View Favorites Tools Help
FOLLOW FOX BUSINESS

What's Better for You: An ETF or a Mutual
Fund? g o0 v

W Follow @foxbusiness

Baniqate.com
{154k

SEE HOW A 1% INCREASE
TO YOUR WORK PLACE
RETIREMENT PLAN

CAN REALLY ADD UP.

Expand to calculate >

» Prudential

Bring Your Challenges

Common Core
_ creating a

~ standardization of
Wi mediocrity?

ETFs are soaring in popularity, but don't trade in all your mutual

funds for exchange-traded funds just yet.
\ A teen's growing
business empire

Email
Between 2001 and 2012, the number of ETFs climbed from 102 to g she started atage 7

1,194, accordlng to the Investment Company Institute, the trade

Print

% Share

e e Tl Wore sbout FIFec. || Miatabeteeforyen] 12




image208.png
/i forbusiness com/personal-finance/2014/06/02/what-better-for-etf-or-mutual-fu_~ | e What's Better for You: An ET... x| |

File Edit View Favorites Tools Help

9 Tweat| (G association for the mutual fund industry. A
Improving
[ share| 4 Despite ETFs' growth, low cost and tax efficiency, mutual funds still America’s job skills
do some things better than their younger, more nimble brethren.
And they still likely have a place in your portfolio.
MORE FROM
BANKRATE.COM
Mutual Funds and Active Management MORE FROM FOX BUSINESS
* Sell mutual funds for b 5 Things Buyers Do
ETFs? v That Drive Agents
“ Invest for free with ETFs? For fans of active management, mutual funds have a clear Nuts
= advantage: Most ETFs passively track an index rather than try to
° S_’""’ ETF investments beat the market with unique strategies or prescient stock picking.
How to Job Hop
RELATED VIDEO "Is it better to invest your money passively, or invest your money ¥°urv‘\:l:yw Long-
rerm Career
with top management? | prefer top management, especially in  Success
2014," says Certified Financial Planner professional Bernard R.
Wolfe, founder of Bernard R. Wolfe and Associates in Chevy
What Grads Should
Why invest in ETFs? Chase, Maryland. Do During their
Student Loan Grace
Period
1 E I F l | x "Ever since the end of 2008, the landscape has changed. | don't
\ think you should just buy everything like an ETF does -- it buys a
° sector; it buys an index, in most cases,” Wolfe says. 7 The Side Effects of
Better Long-Term | Credit Cards
Investment: Netflix vs.
Yahoo The firm Standard and Poor's tracks the performance of actively
® managed funds versus indexes in its SandP Indices Versus Active
v

Funds U.S. Scorecard and finds that the only category that shows

oRnbo - tmoney@. | B8 P8 CAMy Websinpls | ¥ More sbout ETFsl pm





image209.png
ttp:/fwww foxbusiness.com/personal-finance/2014/06/02 /what-better-for-etf-or-mutual-fu ~ €&

File Edit View Favorites Tools Help

x| What's Better for You: An ET. x‘ ‘

=
s

Biotech Boom: S
ETFs Up Double Digits in
14

RELATED STORIES

* The Lowdown on Buying a
Municipal Bond

How Should | Invest Mom's
$3M Portfolio?

Successful Investors Must
Embrace Fears

How to Spot Danger Zones
in Your Retirement Plan

Investment Fees: Don't Let
Them Get You

5 Alternative Asset Classes
to Consider

No Capital Gains Taxes
Due for Some Investors.

persistent outperformance over time by active managers is the
international small-cap equity sector. In the short-term, any number
of sectors might do better than their benchmark indexes or they
could all do worse. Consistently picking the right sector and fund is
where advisers can earn their fees.

‘Wolf says benchmark outperformance can be found in "certain
sectors in the mid-size area and the small-size area and some
international ... but in big companies -- IBM, Intel, the biggest 100
out there -- you probably don't need to spend the money on a
manager," he says. You could "just buy the index."

Mutual funds offer unique strategies

Mutual funds lend themselves more to unique investing strategies
such as target-date funds. These are often designed as funds of
funds with active strategies. Meanwhile, target-date ETFs tend to
follow indexes.

"In some cases, ETFs just don't provide people with enough," says
Robert Stammers, CFA, director of investor education at the CFA
Institute.

"If you find a strategy that is unique and you find valuable, that
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might be a consideration" in favor of choosing a mutual fund, he
says.

Target-date ETFs have another drawback as well: trading costs.
Commissions will seriously erode returns when investors put
money into a retirement account and dollar-cost average into ETFs
over the span of many years.

No Commissions with Mutual Funds

Many mutual funds are available with no transaction fees and no
sales commissions. On the ETF side, buying or selling most ETFs
does incur a trading commission. That can make ETFs less than
ideal for investors who are making regular contributions of small
amounts of money.

"If your commission is $7 or $8 and you're only buying $500 of the
investment, that is a big chunk of your total investment," says Elliott
Orsillo, CFA, co-founder of Season Investments in Colorado
Springs, Colorado. "In that case, it's better to use a mutual fund,"
he says.

What Would You Choose: ETF or Mutual Fund?

Assume someone invests $500 on a biweekly basis in both an ETF
0 Inbox - t4money@... | B8 W c:\My Webs\rwpfs w3 More_about ETFs.d... || (2 What's Better for Yo.
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and a mutual fund. Both investments get 8% annual returns net of
their expense ratio. The only difference is that the investor pays an
$8 commission biweekly with the ETF. After 10 years, this is what

the investor has accumulated in the two funds:

On the flip side, ETF's allow investors to buy very small portions of
the investment, which has benefits for investors who are just
starting out with a small account.

"Since they trade like shares, you don't have to have a minimum
investment. It doesn't make sense to buy one share of an ETF, but
with many mutual funds you need $10,000 or more as a minimum
initial investment," says Stammers.

"So it's harder to get diversity with mutual funds; you may not be
able to spread money around as well as you could using ETFs," he

says.

These small investors could avoid commissions altogether by
seeking out no-commission ETFs.

ETFs Offer Tax Efficiency

Mutual funds can be expensive when it comes to taxes. Even if the

Click Here for
FREE Download Now

FISHER INVESTMENTS"
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mutual fund isn't trading a bunch of stocks as part of its strategy, A
the act of simply redeeming shares for outgoing investors can force

managers to sell shares of the investments in the fund. Any taxes

incurred from the sale are paid by shareholders at the end of the

year. Even if you buy the fund late in the year, you could still be

paying a tax bill for events that happened before you made the

investment, thanks to what are known as embedded gains.

"You could buy a mutual fund today and lose $1,000. Let's say you
lose 10%. You could still have taxable gain at the end of the year.
You're inheriting the tax basis in those shares when you buy into a
mutual fund. It may have fallen 10% after you bought in, but it may
have been up 40% up prior to that," Wolfe says.

"ETFs work more like stocks and your tax basis is whatever your
tax basis is, not the ETF's tax basis," he says.

But taxes may not be the first thing to consider when choosing an
investment.

"One thing we advise investors is never let the tax efficiency drive
the investment decision," says Stammers. Instead, ask yourself:
"What is the right strategy and what are you buying the product
for?" he says.

w5 More.
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for?" he says.

The tax concern is a moot point when purchasing mutual funds
within a tax-favorable retirement vehicle such as a 401(k) or an
IRA, in which gains are not taxed

Abundance of Choices

If you have two products that are exactly the same, for instance, a
mutual fund and an ETF that both track the Standard and Poor's
500 index, then you can go down the list of other considerations,
including the expense ratio, commissions and taxes, says
Stammers.

Increasing numbers of investment choices are a double-edged
sword for small investors. More choices mean that individuals can
really get down into the nitty-gritty and implement a specific asset
allocation plan with very low cost and incredible global diversity.

It also opens the door to all kinds of investing mistakes. Knowing
the broad strengths and weaknesses of your investment tools is a
great way to winnow the ever-growing field.

Copyright 2014, Bankrate Inc.
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of June, 24 new ETFs were launched. It's getting hard to keep score.

Many new ETFs are falling under the category of "smart beta,” which |
discussed a few months ago . These funds tend to be pricier than
traditional passive ETFs, which have less portfolio turnover and,
typically, much lower expense ratios.

To help you choose the best ETFs, it helps to assess the companies
behind these funds, known in the industry as ETF sponsors. Many of
them pursue distinct strategies, and may or may not dovetail with your
investing style. First, you should know about the big three:
BlackRock's (NYSE: BLK ) iShares program, State Street's (NYSE:
STT ) SPDRs funds, and the Vanguard funds.

Al of these firms aim for big market niches and can often gather $1
billion or more in assets under management (AUM) for each fund they
sponsor. That helps them to establish rock-bottom expense ratios,
and their high trading volumes tend to lead to small bid/ask spreads.
As a result, many investors use these funds as short-term tactical
trading vehicles. Their transaction costs are so low that they can be
bought and sold with frequency - if you have a strong sense that a
certain investment theme will play out in the next few months.

Look for more action on the low-cost front: Fidelity and Charles
Schwab (NYSE: SCHW ) are making a big push into low-cost ETFs
as well.

The overwhelming size of these ETF behemoths means that smaller
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BAC @ 39,950,919
$15.40 ¥ 0.26%

FB @ 32,100,552
$66.40 A 2.35%

mMTG @ 28,108,822
$8.225 ¥ 10.98%

GE G 27,887,230
$26.52 A 1.22%

AAPL @ 25,152,920
$95.10 A 0.07%

The overwhelming size of these ETF behemoths means that smaller rivals must
scramble for niches that are not covered by others. Take WisdomTree as an
example. That firm offers a wide range of funds, but may be best known for its
dividend and eamings growth-focused funds, which target China, small caps and
many other regions and asset classes. According to ETFdb.com , WisdomTree's
funds have an average expense ratio of 0.50%, which makes their funds best-
suited for investors that have a longer time horizon with their investments.

| am especially intrigued by the ETF industry's smaller players. Their funds aren't
always a great choice as they can carry high expense ratios and often struggle to
gather a large base of assets to manage. But such funds exploit creative
investing themes, and can deliver solid returns. For example, the PowerShares
Buyback Achievers ETF (NYSE: PKW ) and the AdvisorShares TrimTabs
Float Shrink ETF (NYSE: TTFS ) were quick to spot the share buyback
phenomenon and capitalized on their popularity while the big ETF players were
caught napping. The fact that such funds have done well offsets the pain of
relatively high expense ratios.

Moving further downstream is one of my favorite fund firms: Global X.

This firm has committed its energy to developing many country-specific ETFs,
from Scandinavia to Africa to the Far East, greatly enhancing access to these
markets and regions for U.S. investors. One of my favorite ETFs -- in theory — is
the Global X FTSE Andean 40 ETF (NYSE: AND ) , which focuses on the
dynamic economic growth in the Western flank of South America . | say "in
theory" because this fund has less than $10 million in AUM and very low trading
volumes. It's simply too small to recommend. Instead, investors may as well
focus on a bigger regional fund such as iShares MSCI Chile Capped ( ECH ),
which has more than $300 million in AUM.
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By Elvis Picardo, CFA on June 25, 2014 AAA & FREE\ Get our Investing Basl
OFFER ' Newsletter in your email inbox!
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Related Searches: ETN, Unleveraged, What Is the Definition of a Leveraged Loan, Definition Leveraged

Finance, Explin Highly Loveraged

M lette ti
Exchange-traded funds (ETFs) have become extremely popular with investors and with 908 SR A T

good reason - they track a wide range of assets, generally have lower management fees

than do mutual funds, and are usually very liquid. But all ETFs are not created equal, and
deciding which ones to avoid in an extremely crowded field can be as important an
investment decision as deciding in which ones to invest. Here are six attributes that
reduce the investment appeal of ETFs: Evaluate
trade ideas
(For a great primer on ETFs, see Investopedia's tutorial, "Top ETFs and What They and more, with

Track.")

no obligation.

e Leverage: A number of ETFs offer double and triple leverage. While this may
appeal to investors with substantial risk appetite, these ETFs do not offer twice or

thrice the return generated by the underlying index; rather, their returns are based
on daily changes in the underlying index. Thus, the return offered by a triple-
leveraged ETF whose underlyi.ng ir_\dex h.as gained 10% ov.er one y.ear is _Iikely to be Say hi to 360 Checking & bye to fees.
nowhere close to 30%, especially if the index has been quite volatile during that Open & snag a $50 bonus.
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WFC G 22,863,454 I'm also keeping an eye on a new fund firm, KraneShares, which has launched
$51.575 ¥ 0.45% three new China-focused funds over the past year. For example, its
GNW G 19,445,024 KraneShares CSI China Internet ETF (Nasdaq: KWEB ) , which focuses on
$16.64 ¥ 2.46% Chinese growth stocks, is up an impressive 35% since launching last August.

According to its fund marketing materials, the company works with an index
provider that builds and rebalances the portfolio. The index aims to weed out the
riffraff of dubious Chinese companies that have made that country a no-go

Asof 7/11/2014,02:45PM [T Ty destination for U.S. investors.

Risks to Consider: Any ETFs that fail to develop a meaningful base of AUM after
a few years is at risk of being closed. And simply liquidating stakes in a portfolio

can cause downward pressure on the underlying price of those holdings that are
being sold.

AMD @ 16,918,421
$4.385 A 2.21%

Action to Take --> The best approach to ETFs: Become familiar with 30 or 40
funds that meet your criteria in various investing climates - and forget about the
other 1,600. That way, you can selectively move in and out of those funds you
know well as valuation, growth rates or macroeconomic issues change from year
to year.
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Can ETFs Be Derailed?

ETFs have been a terrific innovation for investors, but they're not without risk. What you should keep an eye on.

Can ETFs Be Derailed? - Ba... *
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By JONATHAN R. LAING
August 2, 2014

For all their popularity and éclat, exchange-traded funds are like blockbuster drugs --

hugely beneficial when used correctly, but not bereft of potential adverse side effects.
And, while the risks might seem small or unlikely, they could add up to an unpleasant
experience. Some bankers, traders, and academics are increasingly voicing concerns

that ETFs could exacerbate market downturns. Jul31,2014 G.00AM
Social Security is in crisis READ Now

To gauge the biggest risks requires an understanding of what makes the ETF structure
unique. For starters, these funds rely on a complex Wall Street trading ecosystem. An
investor never trades directly with the fund company; instead, shares are created or
redeemed through major investment banks and brokerage houses, such as Goldman
Sachs. These firms, called authorized participants, or APs, are always a step removed Most Popular
from the end investor, and function as the ETF market's hidden chemists. Their buying
and selling securities in exchange for ETFs is what keeps ETF prices accurate and
close to the index a fund is supposed to track.

1. @ Samsung in Transition

2. @ Herbalife Executives Buy $1.7 Million
The specific task of APs is to exchange baskets of securities for ETF "creation units," in Shares

which are sliced up for purchase by individual investors, advisors, and small institutions.

APs also do the same in reverse, retiring unwanted ETF shares by exchanging them for 3 - @ Find Income in Foreign Dividend
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the underlying assets. Through this constant arbitrage exercise, the APs function like
paladins of Adam Smith's invisible hand, achieving a public good by profiting from small
deviations between the price of the ETF shares and the value of their underlying assets.
The result is that exchange-traded fund prices mostly hew to the value of their
underlying baskets, thanks to arbitrageurs who boost the supply of ETF shares when
they're in demand (as exhibited by an ETF's price rising above the fair market value of
its assets) or reduce it when an ETF's share price sinks below net asset value.

COULD UNFORESEEN WRINKLES in this complex system of ETF creation and
destruction exacerbate a market selloff? Rick Ferri, who uses ETFs in his $1.4 billion
money-management business, Portfolio Solutions, and has written a tome on them,
wonders whether heavy share redemptions could accelerate and amplify a severe,
protracted market decline. "While ETFs performed admirably during the 2008-2009
global financial crisis, the industry is now three times larger and covers so many more
illiquid asset classes that investors could suffer adverse consequences in the next
major market downturn that we don't know of yet," he says.

Ferri's main concern: those illiquid asset
classes and ever-more complex
strategies, such as those focused on
emerging markets, junk bonds, bank
loans, and lower-rated municipal-bond
indexes. His worry is that heavy ETF
redemptions could smash one of these
sectors, crushing investor confidence and
causing declines that metastasize to other
financial sectors.

llio: Tim Foley for Barron's
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Likewise, several academic studies show that heavy ETF ownership of smaller or less- A
liquid stocks sometimes leads to trades based more on index membership (particularly
when indexes rebalance) than on actual fundamental value. Andrew Haldane, chief
economist of the Bank of England and an expert in international financial-stability
|ssues_, bemoaped in a recent address at a London Business Schoql conferen(?e the ONLINE STOCK
potential "herding and correlated market movements" that the growing popularity of
S X . . ACCOUNT
passive investing has induced in stock markets around the globe.

Can ETFs Be Derailed? - Ba... *

scottrade.com
Global markets got a small foretaste of possible dislocations in the ETF world last year,
after then-Fed Chairman Ben Bernanke hinted in May at the central bank's plans to
taper its bond-buying. In June, fears of global monetary tightening and rising interest
rates led to a selling squall in U.S. bonds and emerging-market stocks and bonds.

$7 Online Trades. Free News,
Research, Education & Support!

As aresult, prices of dozens of ETFs dropped below the value of their underlying
assets. According to Bloomberg, the $367 million iShares MSCI Philippines (EPHE), for
example, went into atrial fibrillation over nine days at the end of June, swinging from a
4.7% premium to a 6.1% discount before ending at a 2% premium to NAV. Likewise a
number of municipal-bond ETFs, including SPDR Nuveen S&P High Yield Municipal
Bond (HYMB), sank to a discount of nearly 5% that month, as did many junk- bond
funds.

Mark Wiedman, head of BlackRock's iShares, blamed the discounts on "stale pricing."
Most emerging markets, for example, are closed when ETFs based on them trade in
the U.S., while the muni- and high-yield- bond markets include bonds that change
hands sporadically, with days elapsing between trades on these often bespoke issues.

Wiedman really turned heads when he asserted in a June 29, 2013, letter to iShares
fund-holders that "more and more, ETFs" —- rather than the underlying indexes that are
supposed to drive them -- "are becoming the true market." In other words, if investor
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fears cause the market for bonds or some other asset effectively to freeze up, ETFs A
may well be the only thing left trading. In such cases, the ETF in a very real sense
"becomes" the market. Is that desirable, or even advisable? Probably not: That "cure" is >
worse than the disease.

Can ETFs Be Derailed? - Ba... *

ONLINE STOCK
IN LOOKING AT THE TRADING of all categories of ETFs from 2007 through 2010, ACCOUNT
Antti Petajisto, at the time a visiting finance professor at New York University's Stern
School of Business, found vast discrepancies in the performance of different ETFs in
such sectors as high-yield and municipal bonds. On any given day, Petajisto found, one $7 Online Trades. Free News,
fund could be trading at a steep premium to NAV, while another in the same asset class Research, Education & Support!
labored at a distinct discount.

scottrade.com

He also noted that the discrepancies tend to revert to some kind of mean, leading him
0 believe that about half the gap between the funds and the indexes had resulted from
ETF mispricing. The upshot: The oft-touted arbitrage mechanisms don't always work in
less-liquid markets. Petajisto, by the way, recently left academe for BlackRock, where
he manages its Scientific Active Equities Group for emerging markets.

Investors can easily avoid ETFs in these less-liquid markets. But what happens when
here's a broad, stiff market downturn, and APs and arbitrageurs are unable, or choose
not to, step in?

There can be a disincentive for APs to create or redeem ETF units in a rapidly moving
market. Let's say an AP is looking to create an ETF unit on behalf of a client. As it goes
about gathering the individual securities it will hand over to the ETF provider in
exchange for a creation unit, the AP will want to hedge the risk of having those
securities on its books. Typically, the risk is minimal and the securities are gathered and
exchanged in very short order. But in cases of extreme market stress, the AP might not
be able to take on the business of creating or redeeming ETF units because it can't
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hedge efficiently.

Can ETFs Be Derailed? - Ba... *

ETF CRITICS LOVE TO CITE the industry's role in the May 2010 Flash Crash. In less

han a half-hour, U.S. stocks crashed nearly 10% before retracing much of the decline.

During the market's brief cardiac arrest, some 20% of U.S. equity ETFs lost more than ONLINE STOCK
50% of their value before the snapback, according to Morningstar. Nearly 70% of all ACCOUNT

rades that were canceled that baleful day involved exchange-traded funds.
scottrade.com

The ETF industry is correct in asserting that it was an innocent bystander in the affair.
Regulators' postmortems point to other factors -- a fat-fingered and ill-executed sell
order, and the subsequent freakout by high-frequency traders' algorithms. A report by
BlackRock summed up how ETFs got caught in the conflagration: The APs and other
market-makers couldn't absorb the selling tsunami because it left them with nowhere to
lay off the risk. Too, the market-makers correctly assumed that gobs of trades
eventually would be canceled, leaving them potentially exposed on at least one leg of
any trade.

$7 Online Trades. Free News,
Research, Education & Support!

ETFs lie squarely in the middle of any propagation chain including futures, options,
options on futures, and the cash stock market. They are a source of seeming limitless
liquidity available at the press of a button -- until liquidity is really needed.

Certainly, greed on Wall Street has resulted in various securities structures being
debased in quality in the endless search for more market share. Our advice to
investors: Stick to ETFs representing broad, liquid parts of the market and offered by
reputable companies. And should one's trading in ETFs cause a sudden rise in blood
pressure, or a severe allergic reaction, seek medical help immediately. Better yet,
contact the SEC.

E-mail: editors@barrons.com
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3 reasons to avoid ETFs: Advisor [w] ¢ 5 [in]

Guest Contributor | Tim Maurer | @TimMaurer COMMENTS Join the Discussion
Tuesday, 14 Oct 2014 8:00 AM ET

Scnec

Exchange-traded funds—commonly referred to as ETFs—are all the rage
While there are several excellent reasons to use an ETF over the
seemingly archaic traditional mutual fund, they are not a universally
preferable solution

e o war o mwesr

First, to be fair, let's review a few reasons why ETFs can be a better
solution than mutual funds. Y

H

The needs
haven’t changed.

The solutions
have to.
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ETFs generally have lower associated costs than comparable mutual
funds. This isn't news, | know, but since costs are one of the few variables
over which we have control as investors, I don't mind flogging this
deceased ungulate.

The expense ratio is the most obvious cost reduction. For example, the
legendarily inexpensive Vanguard 500 Index Fund has an expense ratio
of 0.17 percent, while Vanguard's S&P 500 ETF has a barely noticeable
expense ratio of 0.05 percent. This makes ETFs an ideal choice for
investors making a sizable, broadly-based, one-and-done purchase.

Read More > 15 investment products and strategies to avoid

But for new investors building a portfolio through small, regular
contributions, reduced transaction costs may be an even better reason to
consider an ETF over a mutual fund. Even low-cost brokerage platforms
charge fees to buy and sell some mutual funds. These fees can be $25 or
more. And by the way, if the fund is on a "no transaction fee” platform, the
chances are pretty good that you're paying a higher expense ratio to cover
the fees charged by that platform to the fund family.

If your position is $100,000, a $15 ticket charge barely registers. But if
you're investing $200 per month or rebalancing a $5,000 Roth IRA,
consider searching for no-fee ETFs to populate your colorful asset-
allocation pie chart.

"While all passive strategies start from a similar
investment theology, there are noticeable
- hile many investors

u n m jimilarities of thought
ou | M CAMy Webs\rwpfs - . || W More_about ETFsdo x3

PRSI I PN SO SR

[ ST *

(o]

MORE FROM CNBC Recommendes

Here's why this drop isn't like the others: Trader
New study says most can't afford used cars
CDC confirms emergence of new Ebola case in Texas

UPDATE 1-World economies warn of global risks, call
for bold action

Why utilities don't like ‘net metering’

Modi seeks to revive India’s ‘zombie factories’
Debt becomes the new black for millenials, seniors
Art Cashin: Global growth picture not bright
Snapchat blames photo leak on third-party apps

Intel gains a new ally in China's chip wars - Beijing

SPONSORED Recommended by €)

W
;-

Police Report Sheds New  Ways to Give Property To
Light on Palin Brawl Your Heirs.
Biue Nation Review) (US. Trust)

< i i D 351PM




image225.png
Qe

File

Edit

@ hitpy/fww.cnbe.com/id/102036937

View Favorites Tools

Help

denominational divides. So while many investors
are attracted to the seeming similarities of thought
behind ETFs, index investing and evidence-based
investing, you can't really replicate evidenced-based
investing with ETFs.

~Tim Maurer, director of personal finance at the BAM Aliance

Tax efficiency is the second most popular rallying cry heralding the ETF
advance, and again, for good reason. Upstart fund company Fidelity
explains it well: "A mutual fund manager must constantly re-balance the
fund by selling securities to accommodate shareholder redemptions or to
reallocate assets. The sale of securities within the mutual fund portfolio
creates capital gains for the shareholders, even for shareholders who may
have an unrealized loss on the overall mutual fund investment.”

The inherent structure of most ETFs drastically reduces their exposure to
unintentional taxable events, giving them a leg up over traditional mutual
funds. But only in taxable accounts

Why, then, would an investor ever shy away from ETFs in favor of their
graying older siblings? Here are three reasons why | don't use ETFs:

1: Life is complex enough without overly complex ETFs.

While they appear simpler and more efficient than traditional funds, some
ETFs are a great deal more complex and even gangly. This complexity
has to do with what the ETF actually owns. If you want to buy gold or

e me s St =T Shares that represent

m dities. If, however, you want to

.
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This App Gives You A
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Young Investors Flock to
Wealthfront, Eliminating
Need...

FINANCIAL ADVISOR PLAYBOOK

Fidelity in alliance with robo disruptor
Betterment Institutional hopes their cheap and

1 W aviomated personal ivesing platiomn il also
catch on with financial advisors.

3 reasons to avoid ETFs: Advisor

Not every financial advisor is running to join the
ETF bandwagon. An advisor gives three reasons
to avoid ETFs.

Retirement-plan disparity hurts
boomers

Aciisis looms as baby boomers head into
reticement, partly due to the inequality of
employees' refirement savings vehicles.

Take time to pick the right advisor

= Proper financial planning has the power to
transform your lfe, so invest the time and energy
to find the best financial advisor
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silver, for example, you'll be able to buy ETF shares that represent
holdings of the physical, underlying commodities. If, however, you want to
buy an oil ETF because you believe the price of oil will go up, it's likely that
your ETF will actually hold oil futures, not the physical commodity. This is
afundamental difference often misinterpreted as a minor nuance. It has
led to hordes of disappointed oil ETF owners who've experienced historical
underperformance relative to the price of oil.

Read More » 401(k) cash: To roll over, or not?

For the record, I'd prefer you not speculate on individual commodities,
anyway. Instead, consider a diversified commodity holding, and only do so
in tax-privileged accounts. As Larry Swedroe, principal of Buckingham
Asset Management and co-founder of BAM Advisor Services, often says,
"If you don't understand an investment well enough to explain it to a fifth-
grader, don't buy it."

2. The temptation to trade ETFs can be too great.

As they transition from novelty to ubiquity, it seems that now there's an
ETF for everything. Yes, you can more than adequately create a
diversified portfolio. But ETFs also tempt investors to speculate. You can
purchase ETFs that track not only markets but market volatility or
sentiment or momentum or even U.S. Market Neutral Anti-Momentum, an
ETF that shockingly doesn't seem to exist anymore. You can find inverse
ETFs to short (bet against) your market of choice. You can even find ETFs
that will double or triple that bet, tuming the investing process into more of
atable game than a discipline.

And ac vni mav hava anacsad most of thase weird ETFs also suffer from

n n m somposed almost entirely of

CNBC NEWSLETTERS
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* Narrow or obscure index: An ETF that tracks a narrow index or one that is based
on an index that is not well-known should be eschewed in favor of an ETF that is
based on a broad, well-known index. Thus, for investing in U.S. blue chips, it may
be vastly more preferable to use the SPDR S&P 500 ETF (SPY) or the Dow Jones
Industrial Average ETF (DIA) than an ETF based on a proprietary, non-transparent
index.

Low asset level: An ETF with a low level of assets will have limited trading volume
and liquidity, and wide bid-ask spreads, putting the investor at a trading
disadvantage. An ETF may also be at risk of being liquidated or delisted if its asset
base declines so much that its continued existence is no longer economically viable.

Volatile index or asset class: An ETF that is based on a volatile index or asset
class - like commodity futures or junk bonds - is not likely to be less riskier than
the underlying asset just because it is an ETF. If you think emerging market junk
bonds are too risky for you, there’s little reason to invest in an ETF whose main
holdings are such bonds.

High expense ratios: Inordinately high expense ratios will erode the total returns
generated by such ETFs, which can have a cumulative negative effect on the returns
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And as you may have guessed, most of these weird ETFs also suffer from
the complexity dilemma because they are composed almost entirely of
derivatives.

3. Human beings can still make a difference, you know.

ETFs make it almost impossible for a manager to add value, where mutual
fund managers have more flexibility. While Swedroe is an advocate for
what a growing number of financial advisors refer to as evidence-based,
rather than active, investing, he observes that good mutual fund
managers can load on factors, such as beta, size, value, profitability,
quality and momentum. They also capture any value added by patient
trading, which ETFs don't do, nor do standard index mutual funds, like an
S&P 500 Index fund

Here's the key point: This isn't in argument over traditional index funds vs.
ETFs, but about making the mistake of thinking all passive approaches to
investing are synonymous. Even though all passive strategies start from a
similar investment theology, there are noticeable denominational divides.
So while many investors are attracted to the seeming similarities of
thought behind ETFs, index investing and evidence-based investing, you
can't really replicate evidenced-based investing with ETFs
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»  SEC Set to Deny Proposal for Nontransparent ETFs
= Denial Follows Proposal from Precidian and BlackRock

AUS. regulator on Wednesday saidit plansto deny a equest by Precidian Investmonts
and Blackttock Ine.to market actively managed exchange-traded funds that wouldu't
have o publish their holdings on a dily b

“The denial would represent a setback toeffors by several arge fund companios to gain
approvalfo offring so-called nontransparent ETFs.

n an application led more than three yoars ago, Prcidian had proposed a blind trust
structure which, based on instructions of an authorized participant,would sel or
otherwise manage the portfolc's securitics ithout isclosing it contents, tasked for
an exemption from ules requiring daiy transpareney.

‘The structure would have removed one of the major hurdles o the growth o the active
ETF industry. While some actvely managed ETFs already exist, these funds publish thelr
holdings daly. Many fund managers have been reluctant tolaunch fundsof theis own for
fear that dily disclosure would cnable other inestors to mimie their trades,

n aotico published Wednesday,the Securitics and Exchange Commission sald
Precidian Investments filed o presont a substitute for portfolio transpareney that
Would ensure it ETFs would consistently trade a o closeto nt assetvalue. The ageney
intends o deny the petition absent arequest for a hearing,which inerested partios may
request by Nov. 14, according tothe notice,

“The lack of portolio transparency or an sdequate substitutefor posfolio transparcney.
coupled with a potentially deficient back-up mechanism, presents a significant risk that
the market pices of ETF shares may materially deviste from the NAV per share of the
ETF—particulary i imes of marketstress when the need for verifible pricing
information becomes more acute;” the SEC said

‘Daniel MeCabe,chiefexccutiveat Precidian Investments, called the SEC' notice “partof
the process” and said his irm plans to continue to pursue eventual approval of
nontransparent structure.

“I¢s evolutionary and necessary forthe actively managed community o ha
that can b traded on an exchange that il allow them to compete head:to-head with
passively managed ETFs," sad Mr. MeCabe, whose firm s based in Bodminster, .J

Blackiock In. did'timmediately return acall secking comment,
v
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Transparency is often talked about as a hallmark of exchange-traded funds

Many investors are used to being able to look up the current holdings of their ETFs daily,
generally on the fund firms’ websites.

And last week, the Securities and Exchange Commission said no dice to a proposal for
actively managed ETFs that wouldn't pro gs disclosure. Without
portfolio transparency or an adequate substitute, the SEC said, the funds can't guarantee
that shares will consistently trade at or close to the value of the underlying holdings

But here’s what many ETF investors probably don't know: Passively managed
ETFs—those that seek to track an index—actually aren't required to disclose all of their
portiolio holdings daily.

Many fund sponsors voluntarily provide that information. But at least one major ETF
sponsor, Vanguard Group, doesn't

At Vanguard—where ETF shares are generally an additional class of shares in a standard
mutual fund—holdings are disclosed on a monthly basis with a 15-calendar-day delay.

Active ETFs, as a condition of getting regulatory approval, have to publish a ful lst of their
holdings daily. Index ETFs aren't subject to that requirement, however, because there is
transparency through the indexes they track.

Index funds do have to make avalable to so-called "authorized participants™typically
large institutional organizations, such as large securities firms—what's known as a
“creation basket” daily. That list of securities typically mirrors an ETF's holdings o is a
representative sample. Authorized participants who assemble and deliver that specified
basket of securities receive ETF shares in its place.

Ifa fund is trading at a large premium, market participants can create new ETF shares and
then sell them, which will push the price down. If the fund is trading at a discount to NAV,
they can buy ETF shares, pushing prices up, and redeem them for a basket of securities.

“This protects you and me as shareholders, so we're buying at a price pretty close to
NAV." says John McGuire, a partner at the Washington, D.C.. law firm Bingham and co-
chair of the firn’s global investment-management practice group.

The SEC has required that active ETFs publish the full contents of their portfolios daily
because there is no well-known benchmark that would provide full ransparency to
authorized participants, says Mr. McGuire.

The commission has also required daly disclosure of portfolio holdings from ETFs that
seek to track an index created and maintained by an affiiate of the fund's creator. The
concern there, says Mr. McGuire, is that an ETF provider could use the index as a back
door to active management by altering the index when the firm wants to shiftthe fund's
ho
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The 840-page report from the U.S. Securities and Exchange Commission contained
an unexpected present.

It arrived on Nathan Most’s desk at the American Stock Exchange in February 1988.
Four months earlier, on Oct. 19, Wall Street had collectively gasped as the Dow Jones
industrial average plummeted 508 points, or 22 percent. Black Monday, as the rout
‘became known, remains the biggest one-day crash in history, and this 5-pound white
‘paper, titled The October 1987 Market Break, was the SEC's postmortem on the event.

The report couldn't have found a more receptive audience. Most, a pragmatic 74-year-
old industry veteran, was vice president of new product development at AMEX, a
once-dominant exchange that had settled behind the New York Stock Exchange and
Nasdaq in equity trading. By the late 1980s, only a handful of Standard & Poor’s 500~
stock index companies even listed on the AMEX, Hasbro Toys and Forest
Laboratories among them. “We were not really first in anything,” says Steven Bloom,
who'd recently graduated from Harvard University with a Ph.D. in economics and
‘worked alongside Most. In Black Monday’s wake, AMEX Chairman Arthur Levitt
needed Most and Bloom, his two-person product development team, to come up with
awinner that could attract institutional investors and help the exchange remain
relevant.+

‘Most and Bloom read the entire report within a few days, gaining new insight into the
causes of the crash as well as what exacerbated the selling. “I found every page
riveting,” says Bloom, who's now a professor of economics for the Dwight D.
Eisenhower School at National Defense University. The culprits, the report noted,
were portfolio insurance and program trading. Many institutional investors had
started using portfolio insurance—a strategy that involved selling stock index futures
once the market had declined by a specified percentage, allowing them to hedge the
large amount of stocks they had accumulated. When stocks started to decline on
Black Monday, institutions went to sell those futures, only to discover that the
sudden rush of sellers vastly overwhelmed those willing to buy. This forced the
futures to trade at discounts to the stocks they represented, triggering program
traders to enter the market with automated sell orders for stocks underlying the index.
futures. Chaos ensued. The selling and volatility in the futures market had, in
essence, been transmitted to individual stocks, increasing the panic and exacerbating

y 3 theselloff.

One particular section of Chapter 3 caught Bloom’s attention. There, the SEC
suggested that “an alternative approach be examined” and posited that if well-
capitalized specialists and supplementary market makers could have tumed toa v

How the US. Govern... | ™ C\My Webs\Adver
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capitalized specialists and supplementary market makers could have turned toa
single “product” for trading baskets of stocks, the market damage—and
volatility—may have been significantly smaller. Indeed, such a product might even
“This story appears in the new issue of Sloomberg Markets. Subscribe ‘have prevented the crash by providing a liquidity buffer between the futures market

and individual stocks. “I walked into Nate's office and said, ‘Here’s an opening we
could drive a truck through,” Bloom says.

Of course, today we do have what the report refers to as basket-trading products. We
call them exchange-traded funds, or ETFs, and they're  $3 trillion global industry,
with more than 6,780 products on 60 exchanges to choose from. In the USS. last year,
ETFs traded about $20 trillion worth of shares—more than the country’s gross
domestic product. ETFs allow people to invest in every asset class they can think of,
and their tickers range from TAN, which tracks solar stocks, to SVXY, which provides
inverse exposure to VIX futures.

But for all their charm, ETFs are an increasing concern to regulators. On Monday,
Aug. 24, for instance, the S&P 500 fell as much as 5.3 percent in the opening minutes

of trading. It was the market's worst day in four years. #BlackMonday started

trending on Twitter. Of the 1,278 securities halted for trading, 80 percent involved v
ETFs, according to the SEC. Ona

- e e I
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ETFs, according to the SEC. On a typical day, ETFs make up about 25 percent of
equity trading volume. That day, they made up almost 40 percent. In the months
since, the SEC has published a research note about the day’s volatilty, proposed new
Tules to enhance liquidity and limit derivatives in certain ETFs, and indicated that
additional oversight may benefit the financial industry. SEC Chair Mary Jo White has
said the agency is "very focused on ETFs.”*

‘Yet, as Most and Bloom were discovering at AMEX in 1988, the SEC had essentially
requested the ETF’s very creation. “The theory presented was that it would be
possible to create baskets of key stocks available for sale,” says David Ruder, a
professor of law at Northwestern University who was SEC chairman from 1987 t0 1989,
“Those baskets would then be able to be sold without causing the whole market to
collapse.” It was just a suggestion, Ruder says, and one the SEC didn't expect anybody
toact on. Bloom remembers another detail he and Most latched onto: He recalls the
SEC indicating that if someone wanted to engineer such a product, the agency might
grant approval quickly.

The AMEX team dropped everything else and dove in. “We were essentially reverse-
engineering what the SEC called for in their report,” Bloom says. “We viewed it as a
product proposal being made by the regulators.”

One of their earliest ideas was to see if index mutual funds, as they existed, could be
traded. At the top of Most’s lst of people to meet with was none other than John
“Jack” Bogle, who was pioneering low-cost indexing as the founder and chief
executive officer of Vanguard in Valley Forge, Pa. “Nate walked into my office when I
was running this place,” says Bogle, 86. “He said he wanted us to partner, to use our
S&P 500 index fund.” Bogle told him his idea had several flaws, and “even if you fix
them, I'mstill not interested.”

Bogle doesn't recall the specifics of his criticisms (“I'm 111 years old after all’”), but he
does remember the general thrust: He didn't like the idea of investors coming in and
out of his fund, because it would substantially increase operating costs. “The idea of
trading all day long in real-time is just anathema to me,” he says. “Ijust didn't want to
doit.”s

‘Most would later tell MarketWatch the meeting with Bogle got him “thinking about a
product where you don't go in and out of the fund.” (Most died in 2004 at age 90) He
and Bloom wanted a way that people could trade a fund throughout the day without
driving up costs—something that would distinguish the fund’s operation from
exchange trading.
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‘Most, who studied physics at the University of California at Los Angeles before
serving as a Navy submarine engineer during World War II, ultimately found
inspiration from his time in commodities—first as a trader for Pacific Vegetable Oil,
then as president of the Pacific Commodities Exchange. As Most knew, commodities
are typically stored in warehouses, which issue receipts that can then be traded. “You
store a commodity and you get a warehouse receipt,” Most later recounted for
ETE.com founder Jim Wiandt. “You can sell it; do a lot of things with it. Because you
don’t want to be moving the merchandise back and forth all the time, so you keep it
in place and you simply transfer the warehouse receipt.”

He and Bloom wondered why that same concept couldn’t be applied to a basket of
equities. You could have a specific group of stocks handed to a custodian in return for
shares. Those shares could then be broken up and sold on an exchange. You could
also buy shares on the exchange and then hand them to the warehouse and get your
basket of stocks back. Such an arrangement would allow people to trade their shares
as much as they wanted while not disturbing the securities in the custodian’s
electronic warehouse or racking up trading costs for the fund’s investors. “The ‘in-
kind’ creation/redemption process was to deal with Bogle's concerns and with the
transactional drag,” says Kathleen Moriarty, a partner at Kaye Scholer who provided
legal assistance to AMEX at the time. “It also reduced costs by as much as 50 basis
points.” Another big win: The structure enabled significant tax benefits. Because no
‘money exchanges hands when shares are created and redeemed, the product would
not emit capital gains distributions the way mutual funds do—*a wonderful side
effect,” Moriarty says.

‘Most and Bloom’s idea required a virtual warehouse to store the stocks, so they
teamed with State Street as a trustee and custody agent. They also needed an index to
track and settled on the S&P 500, the one most widely followed by institutional
investors.

SEC approval would prove more difficult than expected. Most and Bloom wanted the
product’s holdings to reflect changes each day to the index, and their lawyers told
them that was technically “engaging in the managing of a fund, which necessitated
filing under the Investment Company Act of 1940 as a Unit Investment Trust. Doing.
S0 meant they'd receive the heaviest of scrutiny from the SEC. While expedited
approval went out the window, this decision would prove key in the ETF becoming at
once a volume generator as well as an asset gatherer, and a hit among retail investors.

Bloom and Most filed their application with the SEC in 1989. Howard Kramer, a staffer
in the SEC’s Division of Market Regulation who had helped draft portions of The
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in the SEC’s Division of Market Regulation who had helped draft portions of The

ing well. + He quickly realized that Most
and Bloom had elevated the agency’s raw concept into something entirely new and
different. “When we wrote the Market Break report, we were thinking in very general
terms to help with market volatility,” says Kramer, now a partner at Willkie Farr &
Gallagher. “But the type of product the AMEX came back with had a utility that went
‘way beyond this.”

Others at the SEC, however, were more skeptical about letting what looked like a
‘mutual fund trade on a stock exchange. “T had the chore of not only analyzing the
proposal but getting it through the commission approval process,” Kramer says.
Sensing this would become a revolutionary product class that would benefit retail
investors, Kramer says he lobbied for the proposal at every stage of what becamea
four-yearlong approval process. “If Nate and Steve were the parents of this product,”
he says, “I was one of the midwives.”

‘Most and Bloom weren't the only people inventing financial instruments in the late
*80s. As they awaited regulatory approval, Bloom says he and Most mentioned their
product to a team from the Toronto Stock Exchange. The Canadians, who'd also been
studying a variety of index-tracking derivatives, liked what they heard. Unimpeded
by the regulatory molasses in Washington, they managed to get their version of a.
‘market-basket product—which tracked the Toronto Stock Exchange 35
Index—approved within a year. The Toronto Index Participation Shares, or TIPS,

e ts debut in 1990. “The idea was hatched in the UsS, but was launched in
Canada first,” says Peter Haynes, a managing director at TD Securities who worked at
the Toronto Stock Exchange then.

‘The SEC finally approved AMEX's market-basket product in January 1993.< Most and
Bloom decided to name their brainchild the Standard & Poor's Depositary Receipts,
or SPDRs. After all, just like that commodities warehouse, these were “receipts” based
on a “deposit.” They gave it the ticker SPY and an expense ratio of 0.20
percent—exactly the same as the 0.20 percent expense ratio of the Vanguard 500
Index Fund, which already had $6.5 billion in assets.

SPY’s launch fanfare included a 9-foot-tall inflatable spider dangling from AMEX’s
ceiling at 86 Trinity Place. The ETF traded a million shares the first day—a reasonable
success. But the novelty and hype soon subsided, and SPY began to trade less and
less. By mid-June, volume had shrunk to 18,000 shares. Even James Ross, global
head of State Street’s ETF business, who took the call for the creation of the first
shares, began to have doubts—especially when assets under management slipped
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* High expense ratios: Inordinately high expense ratios will erode the total returns
generated by such ETFs, which can have a cumulative negative effect on the returns
from your investment portfolio over time.

SciwAB

Tracking error: While some degree of tracking error is to be expected over time
due to the impact of fund management fees - as well as other reasons such as
hedging costs, slow deployment of cash by the ETF manager etc. - avoid an ETF
that has an inexplicably high tracking error, as it can eat into ETF returns over the
long run. For example, given the choice between two country ETFs that track similar
indices, an ETF with a tracking error of 2% may be a better choice than the one
with a tracking error of 5%.

The Bottom Line Get the facts you need
with Scottrade’s
Avoiding ETFs which possess some or all of these attributes may be good for the overall Free Research &

health of one’s investment portfolio. Trading Tools.

Disclosure: The author did not own any of the securities mentioned in this article at the
time of publication.

Filed Under: ETFs, Risk/Return Tradeoff, Leveraged ETF, Portfolio Management
Tickers in this Article: SPY, DIA v
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from $461 million in 1994 to $419 million in 1995. “That was when there was the
question of, I this thing ever going to work?” he says.

One of the biggest hurdles was that no one was compensated to sell SPY. To this day,
the lack of sales charges offered by the ETF to brokers is at once a tailwind and a
headwind tots growth. Investors love the fact that they don't need to pay a broker to
buy an ETF; brokers hate it for the same reason.

SPY eventually caught on the way many successful products o, with true believers
spreading the word. Gary Eisenreich, a specialist at Spear, Leeds & Kellogg tasked
‘with providing liquidity as the product’s first market maker, was among them. “I
looked at SPDRs as a thing I could sell my grandmother,” says Eisenreich, who's now
2 managing partner at Fairfield Advisors. An eventual pickup in the stock market also
‘helped SPY go meteoric. By 1998 the ETF had gained 160 percent and had $12 billion
in assets. It never looked back.

How ETF Shares Are Created and Redeemed

ETFs contain an assortment of securities. Think of them as a basket. ETFs track
indexes; for instance, SPY, the world’s most-traded security, follows the S&P 500.
Others follow indexes made up everything from tech stocks to municipal bonds. New
ETF shares are created and redeemed by trading the basket for the ETF and vice

versa.

Imagine the stocks below are the ones in the ETF's basket. The ones on the left have
‘many shares on the market; the ones on right have the fewest.

Now, say you're a large bank. If you give the ETF a bit of each stock in the baske, the
ETE will hold the stock shares and give you  share of the whole fund. The more you
dothis, the more the fund grows. Tryit: Create
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Today, SPY s the world's most-traded security. On average, SPY trades $25 billion
worth of shares each day, or $6 trllion a year—four times as much as Apple, the
second-most traded security. In fact, SPY trades as much as the 24 most-traded stocks
combined. It also accounts for about $50 billion worth of options volume each day,

‘which is almost 50 percent of the entire equity options market. SPY also happens to
e the largest ETE, with $166 billion in assets, as of Feb. 5.

ETFs “pretty near” rescued the exchange, “but they don’t like to admit it.”s As far as.
the solution the SEC was envisioning, Most and Bloom seem to have checked that box
as well. ETFs have taken pressure off individual stocks. On any given day, the vast
‘majority of ETF trading happens in the secondary market and doesn't involve
creations and redemptions using the underlying securities, which definitely qualifies
asa liquidity buffer.

Another fascinating aspect of ETFs is that they're at once a replacement for a mutual
fund, hedge fund, or a separately managed account, as well as a tool used by them.
‘While institutions were the first users of ETFs, much of the recent growth has come
from advisers and retail investors—so much so that ETFs’ assets are roughly split
between institutional and retail. In other words, ETFs may have accomplished
something more unexpected than saving AMEX or providing a liquidity buffer. You
can almost say they've democratized investing, The lttle guy is accessing the very
same markets—for the same cost—as the big guys.

But ETFs have grown far beyond what the SEC could have imagined, particularly
their expansion into asset classes such as fixed income and commodities. “I don’t
think we envisioned at the time we wrote the report that the use of baskets would be
‘widespread,” says Ruder, the former SEC head. “I think we saw the baskets as a way to
provide relief to the volatility problems we were facing. Additionally, the kind of
‘baskets we were talking about were not baskets containing nonstocks.”

Everyone involved in those early days—even Bogle—knew the ETF had a shot at
success. > That the same SEC that helped spark the idea as a solution to lessen
volatility in the markets would one day worry that ETFs could be a threat to the
‘markets is rather remarkable. Indeed, the investment vehicle's success amazes Bloom
most ofall. 0

“It started out as a product, and it became an industry,” he says.

Balchunas is an ETF analyst at Bloomberg in Princeton, N.J. Adapted from The
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December 27, 2012 | Comments (0) =52 e o e
. Exchange-traded funds have been the ¥ NAsD 298591 425 -0.14%
Don't let it get away! ) ) .
investment world's superstar in recent years. As investors sour updated moments ago :’.‘i
rKnZiZ:r;c;oT the stocks that on expensive active management, ETFs have gained * Vanguaed
popularity, and assets, with their easy-to-understand investing
Help yourself with the Fool's approach and low costs. But new data shows that the ETF
FREE and easy new . . . N
watchlist service today. industry may be hitting a turning point.
- Click Here Now A shrinking pool TD Ameritrade's
According to Lipper, a subsidiary of Thomson Reuters, so far pain|ess 401 k
this year 99 ETFs and other exchange-traded products have
rollover.

shut down for business. New launches are also down significantly, with only 160 new ETFs

coming to market this year, a 44% drop from 2011. With more than 1,400 exchange-traded Get up to $600 cash
products already available, there isn't a whole lot of room left for new entrants into the market. when you roll over your old 401k.»
This is especially relevant for passive investments, since, unlike actively managed funds that STy
can tout the stock-picking abilities of their managers, ETFs can really only differentiate

themselves on pricing. After all, how different can two funds that both track the S&P 500 index E Ameritrade GET STARTED ©

be from each other?

But ETF fans shouldn't mourn the fact that this market segment is hitting critical mass. In fact,
it's a aood thina that competition is winnowina out some plavers in this field. When there's Create My Watchlist
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money to be made on Wall Street, you can bet that everyone and his brother will be angling for Go to My Watchlist

a piece of the action -- that's what has boosted exchange-traded products into the .
You don’t seem to be following any

stratosphere, with more than $1.8 trillion in global assets. But most of the new funds that have
stocks yet!

recently burst onto the scene have some serious drawbacks for investors.
Better investing starts with a watchlist. Now

More isn't better . )
. . . you can create a personalized watchlist and
There are two problems with many of the new ETF products that have proliferated in recent .
. ] get immediate access to the personalized
years. First, many of these newer funds focus on very narrow segments of the market -- like . .
. R ) o information you need to make successful
sugar futures or the Australian dollar or semiconductor stocks. And while more sophisticated . . .
i - ) . . . ) investing decisions.

investors may be able to utilize funds like these effectively, most Main Street investors just end

up piling into whichever ones have had the hottest performance lately. And that's a recipe for
disaster, given how poorly most folks do at timing the market. Data delayed up to 5 minutes

Second, as more and more ETFs flood the market, many of them are failing to thrive. And

when funds can't grow beyond a few million in net assets, that means fees are spread across a Most Popular Articles
smaller asset base, jacking up the net expense ratio for fundholders. And the more fancy and in the last seven days
esoteric an ETF tends to be, the higher its expenses typically are. For example, ProShares 1. The Market's 10 Best Stocks

UltraShort Silver ETF (NYSEMKT: ZSL @) , which offers investors twice the inverse of the
daily performance of silver bullion, comes with an eyebrow-raising 2.69% expense ratio, while
ProShares UltraShort Gold ETF (NYSEMKT: GLL EJ) will set you back 1.79% a year. That's

2. The World Didn't End: The Next
Monumentally Wrong Prediction

pretty crazy when you consider that the widely popular SPDR Gold Trust ETF (NYSEMKT: 3. What You Must Do in 2013 (Even if
GLD ) only runs 0.40%. But considering the SPDR Gold Trust has more than $70 billion in You Don't Want To

net assets while the two UltraShort ETFs have around $100 million apiece, it's not surprising 4. Nokia and China Mobile Get Serious
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Simple is best

The key to using exchange-traded funds successfully is sticking with the tried and true. Here,
expenses and net assets are a good indicator of how appropriate an ETF may be. For
example, the SPDR S&P 500 ETF (NYSEMKT: SPY [@) is the largest exchange-traded fund in
existence, with more than $120 billion in net assets and a low 0.09% price tag. This fund is one
of the best options for domestic large-cap coverage and is in no danger of shutting its doors. Heat mapplng on
Likewise, small-cap investors may want to consider a fund like Vanguard Small-Cap ETF Tl'ade AI'ChiteCt.
(NYSEMKT: VB [@) with roughly $4.6 billion in net assets and a reasonable 0.16% annual -

expense ratio. These funds offer broad market exposure and won't lead you astray with their In5|ghts ata glance'

simple, straightforward investment approaches. Trade free for 60 days + get
up to $600 cash. »

Ultimately, investors should welcome the fact that ETF launches are down and that many are

going out of business. Since the funds shutting down tend to be of the more expensive and Gy

more complicated variety, there's no loss to long-term investors if there are fewer of these E Ameritrade GET STARTED © ‘

funds in existence. After all, do you really need a fund that pays you triple the inverse of the

daily price of corn? You don't need fancy ETFs with high price tags when the basics will suffice

and even get the job done more efficiently. In this case, a little survival of the fittest works out

to investors' advantage. Related Tickers 12/27/2012 4:00 PM

More expert advice from The Motley Fool VB $79.91 W 009 -0.11%
Making the right financial decisions today makes a world of difference in your golden years, but Vanguard Small-Cap...  CAPS Rating: 9 %
with most peonple chronicallv under-savina for retirement. it's clear not enouah is beina done.
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with most people chronically under-saving for retirement, it's clear not enough is being done.
Don't make the same mistakes as the masses. | urge you to learn about The Shocking Can't- ZSL $50.49 W 089 -1.73%
Miss Truth about Your Retirement. It won't cost you a thing, but don't wait, because your free Proshares UltraSho CAPS Rating: %
report won't be available forever.
SPY $141.56 W -0.19 -0.13%
Your 98.79% Chance at Beating the Market S&P Depository Rec...  CAPS Rating: o xamwe
If you're interested in the best odds in the universe — including more than a 70% chance
at DOUBLING the market's return over the long haul — here's some very good news for GLD $161.16 & +0.38  +0.24%
you... Motley Fool Supernova is re-opening to new members for the first time ever on SPDR Gold Trust (E...  CAPS Rating: 3
January 15!
GLL $63.36 W .0.31 -0.49%
Get this: We arrived at these odds from 10,000 random back-tested portfolios made up
of Co-founder David Gardner's personal stock picks between December 2002 and ProShares UltraSho...  CAPS Rating: ¥

December 2011...

So, what's INSIDE Motley Fool Supernova?!? Simply enter your email address. And
David Gardner will take you on a personal tour. And reveal his up-to-the-minute top
picks for 3-D Printing, Entertainment, Social Networking, Personal Wellness, Next-Gen
Education, and more!

Email Address Click here for details
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Headiines today focused an big outflows fram the iShares iBo High Yield Bond ETF
(NYSEArcaHYG). Butthe real story was the object lesson an how terrible ETF trading can
castyau big, big money.

It's axiomatic in ETFs that everyone wants a fair deal. I's axiomatic in Ife really. Nobody ever
wants to pay too much when they're buying samething, or get too litle when they're selling.

With most ETF's, this is never an issue. A fund like the SPDR S&P 500 ETF
(NYSEArca:SPY) trades within a penny of the fair value of its underlying stocks-day in; day
out; all day; every day

The reason this is so is because of the creation/redemption process. If investars buy a lat of
SPY, driving the price up aver its fair value, authorized participants swoop in and arbitrage-
out the price diference, creating new shares af SPY to sell, while buying up the underlying
stocks of the S&P 500 Index. This helps depress SPY's price while simultaneausly
supporting the prices of the underlying stocks

And because it works so well so much of the time, | generally tell folks not to stress too
much about premiums and discounts. But there are two cases where you can leam a lot-
and potentially save some money-by paying attention

First, let's take the case of internatianal funds. Most intemational ETFs will show a
measurable premium or discount on any given day because they trade while their underlying
securities are done changing hands for the day.
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Follow IndexUniverse
See all from IndexUniverse

More from IndexUniverse:

Related Articles

AWWeek Later, ETF Winners
And Losers From The
Election

David Kotok: Extraordinari
Buliish

ETF Issuer Salutions Plans
Long/Short ETF

Article Tools:

ETFs Feed

B\ ndexuniverse
Feed

Referenced Stocks

EFA 0% Rael
HYG  [J0% Ratelr

OPTIONSTATION PRQ
FULLY CUSTOMIZABI
FULLY INTEGRATED.

ENTER NOW

O TradeStatio

Highest Rated Articles of the Last \

ﬂ Apple (AAPL) Being Contraria

w Market Close Report NASDA
index closes at 2.846.81 dow

w Greece ETF Could Lose Larg

ﬂ Do Country ETFs Really Proy
PO —

& Eroron e

@ ermet PR,

1 start| (& aogle News - windows ... | () Inbox - Outlook Express |28 ETF Premiums: No Wo... O] Mcrosoft FrontPage - Ci.. | 1) More_about ETFs.docx.. | | SeachDeskion £ (W8 @S 1024pM





image27.png
ETF Premiums: No Worry—Until They Bi dows Internet Explorer =18 x|

49|[ X[ http:icommunity nasdag.comitews/z012-11fetf-premiums-no-worryunti-they-bie.aspx7storyid=190469 =B oEN 2+

Ele Edt View Favortes Toos Help

i Favortes
That means the net asset value ( NAY ) is "stale” at 4 p.m., while the market price is "live " nav [ Rate It — 7 Lversiicaion? - EF News A&
Such is the case with iShares' popular EAFE ETF, the iShares MSCI EAFE Index Fund sPY 56% Rate It s
(NYSEArcaEFA)

vea [ Ratelt Tom Russo Buys More Berks
’7 Fargo, Nestle and MasterCar
Twa things are gaing on in this ETF that make it vastly different than its kissing cousin, EFA (

The first is that Vanguard "fair-values® its NAV atthe end of the day. That means that instead of relying on the closing price of
Toyota Motor Corp in Japan, Vanguard revalues the stock based on haw proxies-futures and American depositary receipts-have
traded during the U.S. trading session. This serves to remave most of the noise fram the chart. Gane is the random mean
reversian

[Cick here to find out mare!

What then explains the slight, but persistent, premium here? The blue line again represents shares outstanding. For most of this
three-year period, VEA has been steadily gaining assets. In periods of slight decine or flat grawth like in the fall of 2011, the
premium disappears or swings to discounts.

Butin general, this is the story of slow, steady huying pressure keeping the price of the ETF in the open market just a bit above
fair value. And, as long as this kind of premium persists, the changes are reasanable, so you shouldn' care too much. Someane
in this period most likely bought when the fund was at a premium of 20 basis points or so, and would probably have sold at a
similar level

But "prabably* can really bite you in the you-knowewhat, as investars in the iShares iBo High Yield Bond Fund ETF might have
discovered in the last few days.

Don't forget to check IndexUniverse.com's ETF Data section.
Copyright ® 2012 IndextUniverse LLC . All Rights Reserved
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Mutual Funds Vs. ETFs: A Comparison

Marc Ross, provided by
) INVESTOPEDIA
Monday, January 30, 2012
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MORE INVESTOPEDIA HEADLINES ‘With progress comes innovation. Exchange- 2
= Pros And Cons Of U.S. Exchange traded funds (ETFs), barely 20 years old, are

Traded Funds among the more recent innovation to come ¥ Tweet
* Invest In Real Estate With $1,000 (Or

Less) off the managed money assembly line. By 0
- How To Be A Stock Trader In 2012 contrast, the mutual fund dates back to the
= All 1 Want For Christmas Are These 1020s, surviving the Great Depression and [ £ share |
ETF:
: numerous recessions, including the most
= 5 Ways To Invest In Currencies 0
recent and, arguably, most severe, of the past
GET QUOTE several years. The Investment Company +1
Erter Symbol Go Institute (ICI), a professional association for
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MORE BUSIESS for all asset classes as of November 2011, clocked in
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‘Which Is Better?

It depends upon the type of investor. The traditional, less sophisticated IRA investor
who reallocates strategically, rather than tactically, keeps expenses low and is not a
stock picker, may find the process of purchasing shares from a mutual fund company
and redeeming them a simpler process. Additionally, plan sponsors’ use of mutual
funds is well entrenched. Indeed, the ICI reports in its 2011 Investment Company Fact
Book that close to $5 trillion is invested in open-end mutual funds within IRAs and
defined contribution plans.

Individual ETF investors, on the other hand, tend to be more sophisticated, owning
individual securities in both their tax qualified and non-qualified accounts, alike.
Institutional investors use them, as well. ETFs trade throughout the day, may be
purchased on margin and sold short. ETFs also afford the investor exposure to myriad
markets and asset classes. Most are passive investments (track an index), but some
offer active and complex approaches.
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Institutional managers (separate accounts, hedge funds) that use leverage, take
directional bets, hedge (pairs trading and market neutral strategies) or tactically
allocate asset classes, use ETFs that prove to be less expensive and more nimble. These
vehicles are more transparent than their closed-end fund (CEF) forebears, which lack
the authorized participant, a built in market making device. This feature of the ETF
allows for daily creation and redemption of shares, which minimizes differences
between the ETF price and its net asset value (NAV). CEFs issue a fixed number of
shares, in contrast, which lead to continued differences between the share price and the
NAV, creating an arbitrage opportunity.

Other Considerations

ETFs continue their innovation, offering active management and funds of funds (an
ETF pursuing a strategy by investing in other ETFs). Some go further out along the risk
continuum with the advent of synthetic ETFs, for which return comes from a swap
rather than an index, ETNs (exchange traded notes), which hold fixed income, and
ETVs (exchange traded vehicle), which are similar to ETNs, but issued through a special
purpose vehicle to gain access to more opaque markets. Here counterparty risk exists.
Finally, there are leveraged ETFs and inverse ETFs that track the opposite performance
of an index, effectively making a directional bet. The aforementioned suite of products
is best reserved for the more sophisticated risk-aware investor.
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Shortcomings

Depending upon the investor, exchange traded funds may have possible drawbacks. No-
load mutual fund investors would need to open a brokerage account and pay
commissions to trade. Frequent, small investments that are part of a dollar-cost
averaging strategy could prove to be more expensive. Additionally, investors need to
understand that passive ETFs are subject to tracking error, some to a greater degree
than others, where the manager may not be able to purchase some illiquid securities in
the index and must attempt index replication through sampling the liquid securities in
it. Product complexity is always a consideration.

Investors must also understand differences in settlement procedures. Whereas mutual
funds settle next-day, ETFs settle in three business days. The investor must have cash
on hand to pay for purchases. Retail investors would be more likely to find these
differences a challenge than institutional ones. Below is a table that better illustrates
the differences between the two financial instruments.

ETF Mutual Fund

Daily and continuous pricing Forward pricing
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The Bottom Line

‘Whatever choice investors make, they need to have a clear picture of their objectives
and constraints, either through simple data gathering or more elaborate work with an
investment advisor who can put together an Investment Policy Statement. Additionally,
as with any investment, investors need to understand the risk and return profile of the
asset classes in which they plan to invest and how the instruments work. Once they do,
the choice of mutual fund or exchange-traded fund is simply a matter of
implementation.
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Exchange traded fund providers have hit back at regulators’ claims that “synthetic”

~ Markets Data
e’/ ETFs could pose a threat to the stability of global financial markets.
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Commodities The Financial Stability Board, the International Monetary Fund and the Bank for
Curencies International Settlements all issued separate reports last week examining the
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regulators, warned
hat a “powerful
source of contagion
and systemic risk”
could be created if

banks operating
synthetic ETF's ran into problems.

Alan Dubois, chairman of Lyxor Asset
Management, a subsidiary of Société Générale

and one of the main providers of synthetic ETFs, said most ETFs were simple
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Regulator highlights stability
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learning curve - War-31

ETF providers welcome FSA
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Commission ban will not

boost ETFs - lar-20

products that were regulated under Ucits guidelines and had higher standards of

transparency and disclosure than most mutual funds.

The use of derivatives within Ucits funds, including ETF's, was already “very well

regulated” as European regulators had published detailed guidelines as recently as

July 2010, Mr Dubois said.

The FSB'’s focus on over-the-counter swaps used within synthetic ETFs was

“overly dramatic”, Mr Dubois added, as assets held in European swap-based ETFs

stood at around $124bn, or just 2 per cent of all equity-linked OTC derivative

exposures.

“European ETF swap exposures cannot easily be presented as a source of
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derivatives market,” said Mr Dubois.

One key aspect of synthetic ETFs for the regulators was the assets they hold.
These can be unrelated to the components of the index the ETF is tracking, as
they are held as security in case the swap counterparty goes bust.

The FSB said banks could use illiquid assets held on their books as security,
effectively using ETF investors’ money as a source of cheap funding. If many ETF
investors wanted to sell at once, these collateral assets could be hard to liquidate,
potentially causing liquidity problems for the parent investment bank and creating
systemic risks.

Investment banks denied this. Manooj Mistry, UK head of db x-trackers, the ETF
arm of Deutsche Bank, said his group used high quality collateral to ensure it
could sell these assets quickly if required. He said db-x trackers employed an
independent manager to monitor collateral standards and ensure compliance with
Ucits rules.

Alan Miller, founding partner of SCM Private, a wealth manager, supported Mr
Mistry. The FSB “lacks perspective”, he said. “Look at Deutsche Bank for
example. If you drill down [in its website] on its synthetic ETFs, you can see
exactly what the collateral is and who is the provider.
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ETFs, mutual funds now on level playing field
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The distinction without much difference has created misconceptions.
Both, in fact, are mutual funds.
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By Chuck Jaffe

Syndicated columnist

Your Funds

CHICAGO — Morningstar officially decided that oranges
have become apples at its recent Morningstar ETF
Conference here.

The data/research powerhouse announced that it was
changing the way it analyzes exchange-traded funds,
effectively treating them the same way it sizes up
traditional mutual funds. That means adding analyst
ratings — the firm’s forward-looking gold, silver and
bronze medals for top funds — to ETFs, and commingling
exchange-traded issues with traditional funds in the peer
groups used to decide its backward-looking star ratings.

Up to this point, from a research standpoint, ETFs were
oranges to traditional funds being apples.

Investors, however, were starting to see them as

powering

*

To lear more about nuclear en
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and our blog:
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interchangeable, which is part of the reason for Morningstar to change its
methods (it’s worth noting that some other research firms already measured

traditional funds and ETFs in the same category).
This makes it that both types of fund are being treated
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“At least with ETFs you can see what is in the portfolio, unlike mutual funds.
Compared to mutual funds ETF's are 50 years ahead [in transparency].”

Mr Miller said there had “probably been a lot of lobbying by mutual funds to raise
alarm bells [over ETFs] with regulators”.

However, John Redwood, chairman of Evercore Pan-Asset, which uses ETFs to
build portfolios, said the FSB was right to alert investors to the growth of complex
ETFs that use leverage, go short or involve active management.

Mr Redwood said such ETFs “should be called something which alerts investors to
the fact that they are different from simple ETFs which buy a portfolio of shares”.
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Having gained so much attention from retail investors in recent years, the
number of exchange-traded funds on the market has grown to 1,100 since
the very first one, SPDR S&P 500 (SPY), was launched in 1993.

The Investment Company Institute reported in January that the value of the [x] Teen falls nec
combined assets under management in the nation's ETFs had topped $1
trillion. That is still a far cry from the $11 trillion invested in mutual funds. East Fork
- . Police say a teen:
Unlike mutual funds, which can be redeemed only at the end of the day, at East Fork State
ETFs can be bought and sold throughout the day, just like common stocks. Monday.
All that variety has its drawbacks, too. Watch Video
advertisement
According to BlackRock Inc., 173 new ETFs were launched in 2010 while 49 were delisted in 2009. 3 Police defend

ition to those that track exotic niche markets, there are dozens of inverse ETFs that move in the

direction of the index or asset that the fund is tracking. That means if the index or asset drops Northside Sh
- N Leaders of the Cit
10 percent, the value of the inverse ETF should rise 10 percent.
defended the sho
Leveraged ETFs use a combination of borrowed money and futures contracts to enhance the returns by police Serge_ant
two or three times the index or asset it tracks. With a "2x" leveraged ETF, if the value of the index falls 4 Watch Video

percent, your loss would be 8 percent and vice versa.

"Leveraged ETFs are meant to replicate an index's performance on a daily basis (as opposed to an
annual return),” said Eric Meerman, a financial adviser at Palisades Hudson Financial Group in Fort
Lauderdale, Fla.

4 "Leveraged ETFs are meant for short-term tradina. They have no place in a Ionq—telrm. buy-and-hold
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Building An All-ETF Portfolio

Going Green With Exchange-Traded
Funds

Advantages And Disadvantages Of
ETFs
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own portfolios profitably. In recent years, a

new breed of mutual funds has appeared that
offer many of the same advantages of
traditional open-ended funds with much greater
liquidity. These funds, known as exchange-traded
funds (ETFs), trade on public exchanges and can be
bought and sold during market hours like stocks.
However, the rise in popularity of these funds has also
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Symbol Lookup However, the rise in popularity of these funds has also
'''''''''''''''''''''''' created a fair amount of misinformation about them.
MORE BUSINESS . . -
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Goldman's net falls 72 pct after . ; i
Buffett dividend 04.19.11 misconceptions surrounding ETFs and how they work.
Chernobyl donors conference falls
short of goal 04.19.11 Leverage is Always a Good Thing
- Air Lease climbs in first day of . .
trading on NYSE 04.19.11 A variation of ETFs employ leverage of varying
------------------------------------ - degrees in order to achieve returns that are, either
directly or inversely, proportionately greater than those of the underlying index, sector
or group of securities upon which they are based. Most of these funds are usually
leveraged by a factor of up to three, which can amplify the gains posted by the
underlying vehicles and provide huge, quick profits for investors. Of course, leverage
works both ways, and those who bet wrong can sustain big losses in a hurry. The costs of
maintaining leveraged positions in these funds are also quite substantial in some cases.
Portfolio managers are required to purchase positions when prices are high, and sell
when they are low in order to rebalance their holdings, which can substantially erode the
returns posted by the fund in a relatively short period of time. But perhaps most
importantly, many leveraged funds simply don't post returns that are in tune with their
proportion of leverage over periods of time greater than one day, due to the effect of
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other benchmark

There Are ETFs for Every Index

Many investors believe that there is an ETF available for every index or sector in
existence, but this is not the case. There are many indexes, particularly for securities or
economic sectors in less developed countries and regions that do not have any sector
funds based upon them, such as the CNX Service Sector or Mid-Cap Indices in India.
Furthermore, ETFs do not always purchase all of the securities that make up an index or
sector, especially ifit is comprised of several thousand securities, such as the Wilshire
5000 Index. Funds that follow indexes like this often only purchase a sampling of all of
the securities in the sector or index and use derivatives that can augment the returns
posted by the fund. In this manner, the fund can track the return of the index or
benchmark closely in an economical way.

ETFs Only Track Indexes
Another popular misconception about ETFs is that they only track indexes. ETFs can

track sectors, such as technology and healthcare, commodities such as real estate and
|
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. Air Lease climbs in first day of Investors who have to pay a 4-5% sales charge will be
trading on NYSE 04.19.11 much less likely to liquidate their position when the
'''''''''''''''''''''''' share price declines two weeks after purchase than
they might if they only had to pay a ten or twenty dollar commission to their online
broker. Short-term trading also negates the tax liquidity found in these vehicles.
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segment of securities, such as biotechnology stocks. Although these funds are useful in 7.
some instances, they should not be used by investors seeking broad exposure to the

markets.
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Conclusion

ETFs offer a number of advantages over traditional open-ended mutual funds in many
respects, such as liquidity, tax efficiency and low fees and commissions. However, there is
a fair amount of misinformation floating around about these funds. They do not cover
every index and sector, and there are some limitations to their efficiency and
diversification. Their liquidity can also encourage short-term trading that may not be
appropriate for some investors.
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By Chuck Jaffe, MarketWatch

Breaking Insight

e ETFinvestorsatrisk in next flash crash’

BOSTON (MarketWatch) — The ‘flash crash’ turned the stock market on its ear
during one violent trading day a year ago, but many investors are still
vulnerable to the market’s next bungee jump. Their mistake: stop-loss orders
on exchange-traded funds — a move that puts shareholders directly in harm’s
way.

e Dow on its way to 16,000

e Falling oil prices and market amnesia
All the trades from the week in Cody Will
e Pros and cons if Greece ditched euro zo

Stop-loss orders come in a number of
varieties, and can be a smart strategy for
protecting profits. The fundamental idea
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_ like varieties of apples — red delicious compared with Most Read Stories ~
MclIntosh — rather than different fruits; with different Garfield football team takes knee
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dish determines which is best variety to use, and it can game Friday night ®watcH

differ from one plate to the next.
Parenthood: tough act in money

Thus, investors can mix and match and not feel — as juggling | Money Makeover

many have been — that they should favor one structure

Reporting from Yellowstone: Our
over the other.

best-and-worst list
The distinction without much difference has created
Black Men Uniting event at

Seattle’s John Muir Elementary
canceled due to security threat

misconceptions. Over the last few years, as ETFs have
gained in popularity, I have heard from a number of
investors who said something akin to “Continuing to

invest in mutual funds is dumb. I buy ETFs.” Are low earners in Seattle moving

up or moving out? | FYI Guy

Both are, in fact, mutual funds.

Traditional mutual funds have always been considered
long-term investment vehicles; they trade only at their
closing price, meaning that a transaction initiated at
noon doesn’t get priced until the end of the day. They are
opaque, with their full portfolio disclosed just a few times per year.

Unlimited Digital Access. $1 for 4 weeks.

ETFs, by comparison, are priced moment-by-moment, which makes them
effective short-term trading vehicles. Mostly built around indexes, ETFs
disclose their holdings on a daily basis; while many industry watchers expect
aboom in actively managed ETFs in the next few years, that may happen
without the day-to-day list of underlying investments.

Exchange-traded funds tend to have cost and tax benefits
compared to their traditional counterparts.

Ultimately, that is going to play out in how they are rated
by Morningstar. Star ratings are a quantitative measure

ETFs, mutual fundsn.. | ™ C\My Webs\Advent. . - ) fl x 605PM
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Preventing future flash crashes
MarketWatch columnist Mark Hulbert says research
suggests massive stock slumps such as the "flash
crash" can't be prevented.

SPECIAL REPORT: THE FLASH CRASH

+SEC’s Schapiro eyes high frequency traders

* Creditwill save stock bulls in next ‘flash crash’
+Getready foranotherflash crash

+ SEC still lacks tools to prevent ‘flash crashes’

+ Stock trading snafu too big toignore
+Regulators lack tools: SEC head says

+4 bigrisks to yourinvestments now

+ Remembering the 'flash crash' in real time =)

minute by minute;

protecting profits. The fundamental idea
behind them — a set price to exit a security
— makes sense, even for a long-term
investor who tries not to be swayed by
momentary market movements.

That said, the flash crash on May 6, 2010
exposed how the best intentions can create
real problems.

Technically, a stop order is an instruction
to sell a security at the current market
price. Thus, if your shares of XYZ trade at
$100 per share and you want to cap losses
at 20%, you could set a stop-loss at $80
per share; if the price falls to that level, the
order triggers.

Stop-loss strategies are part of the appeal
of exchange-traded funds. ETFs are
mutual funds that trade like stocks, priced
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mutual funds that trade like stocks, priced
minute by minute; if you want in or out, you can get the market price the instant you
execute the trade.

In contrast, traditional mutual funds are priced at the end of the trading day. Thus, once
the market opens — even if you sell after five minutes — you're along for the ride day’s
ride no matter how crazy things get. J

Limits of the trade

DJIA +0.43%

Now go back to the flash crash, when the Dow Jones Industrial Average
1,000 points, then recaptured 650 of that before the close. In one harrowing 15-minute
stretch the market lost about 500 points then got it back. Critics say the incident wiped
out more than $850 billion in market value.

An ETF investor with the foresight to put a stop-loss order in place may have thought
they were protected against such steep price drops. In fact, using a stop order instead of
a “stop-limit” order hit them with the worst of the market's pain.

MKTWJaffe's Latest Twee
During the flash crash the market dropped so fast that instead of getting the pre-
determined price, investors got something much lower. Crucially, their stop order simply ETF i""es”s atriskin next flash crash’ hitp.
instructed a sale a > Markets Quo
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determined price, investors got something much lower. Crucially, their stop order simply

instructed a sale at the next available market price below the threshold.

"ETF investors atrisk in next ‘flash crash’ http:d
9:51 am. EDT,May 8,2011 from MKTW.Jaffe

"Stock trading snafu should worry investors ht

Instead, had they used a stop-limit order — selling at $80 per share, but not lower than 4:08 p.m. EDT,May 4,2011 from MKTW.Jaffe
$75 — their order would not have been filled. While the ETF hit the sell price, no trade "New funds, top managers don't always mix
could be executed within the $5 range of the order because the market was in free-fall. httpi/ion.mktw.net/miruT4"

11:17 am. EDT,May 1,2011 from MKTW.Jaffi
“Stop losses are a really bad idea for ETF investors, and the flash crash showed that,” "Good financial advice s hard to find http:/on.r
said Paul Justice, director of ETF analysis at investment researcher Morningstar Inc. “It 422 pm. EDT, April 28,2011 from MKTW.Jaft
makes no sense to put yourself in a position to lose a lot of money to a spike in the "Answers to questions about funds and inves'
market, and that's what can happen here.” http:/ion.mktw.neti6TTKI"

1:20 p.m. EDT, April 24,2011 from MKTWJa
Stop, look and listen

Investors tend to manage risk through an asset allocation made without regard to share About Chuck Jaﬁe
price, Justice noted: “You invest based on your risk tolerance, not the price band that an

asset is trading at, especially not a bottomless price band that you could get if the Chuck Jaffe is a senior columnist for Market!
bottom falls out of the market in another flash crash scenario.” syndication in newspapers, his "Your Funds"

widely read feature on mutual fund investing
That's important to remember on the anniversary of the flash crash, because while writes a general-interest personal finance cc
regulatory reforms have helped calm the markets the potential for another climactic Investment of the Week column. Chuck does
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regulatory reforms have helped calm the markets the potential for another climactic Investment ofthe Week column. Chuck does 2]
event is still present. Just this past week, a “basket-bust” had stocks in the health-care joyarketivatchialteqisntivinakesgics

N o " television, and on radio shows across the co
sector moving wildly after hours — trades that ultimately were canceled. ) w
of three personal-finance books. His latest,

Hiring Financial Advisors,” was published in !
John Wiley & Sons.

There’s also no denying what experts call “fat finger” problems. When regulatory reform
allowed investors to trade without market-makers or other intermediaries, it drove down
trading costs and improved efficiency, but it also raised the potential for someone to
enter a trade of, say, 100,000 shares with an extra zero, so that the order gets placed
for 1 million shares.

Market makers were a fail-safe against these mishaps. Today, the trade gets booked,
and the error can wreak havoc.

“We get emails on erroneous trades, and they're not really newsworthy when they J
happen all the time and there is no real impact,” said Michael

Buek, senior trader at mutual-fund company The Vanguard Group. “It feels like there are
two or three of them a day and, then, some days it feels like we are getting 70 of them.”

While “limit-up” and “limit-down” market reforms are in the works that would slow the kind
of run caused by fat-fingered trades, regulators still have not fully enacted those

changes. Even whg ntan
keep the same old
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While “limit-up” and “limit-down” market reforms are in the works that would slow the kind
of run caused by fat-fingered trades, regulators still have not fully enacted those
changes. Even when they do, ETF investors can’'t be complacent and assume they can
keep the same old protective strategies.

“What we keep hearing is that little glitches and problems are happening all the time, and
that they are meaningless,” said Michael S. Falk of Michael S. Falk Asset Consulting in
Chicago. “They're not meaningless if you lose money to them. And someone will lose
money in the next flash crash, which is why you need to have learned lessons from the
firstone.”

Chuck Jaffe is a senior MarketWatch columnist. His work appears in many U.S.
newspapers.
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2 ETF Mistakes That Will Cost T
You

By Dan Caplinger | More Artcles
May 20,2011 | Comments (0}

Exchange-traded funds have made it easier than ever for
investors ta put their money into Just about any type of
investment they want. Bt alang with that ease of use has

Watch stocks you care about

The single, easiestway to
kesp track of all the stocks

that matter. came plenty of situations in which misunderstandings have
ended up costing investors huge portions of their capital. If

Your own personalized
stock watchlist! you want ta be a successful investor with ETFs, you have to

make sre you understand exactly how they work -- realizing

Its a 100% FREE Motley that not all ETFs work the same way.

Fool senice
Click Here Now Greater complexity, greater misunderstanding
The first ETFs that came to market were extremely easy to
understand. The SPDR &P 500 couldn't have come with a simpler concent: own all 500
stocks in the S8P 500 Index, and Keep owning them Lntil Standard & Poor's makes a change
to the index. It would have been almost impossible for anyone to be confused about what they
were getting with the original SPDR.

A5 ETFs have grown In popularity, they've ventured into new, less-traveled territory. In many
cases, that has been goad for investars who previausly had little or no access to the markets
that ETFs opened up. Yet with investors on uncharted ground, many of them didn't have the
experience ta understand exactly what they were investing in. Their confusion has led to
same disappainting results

Kl

Today's Market

[ oow 1252090 8442 08T
[ sssw  1am2 03 07
[ uaso 260087 1834 085% L

updated momerts ago

Create My Watchlist
Go to Wy Watchlist

You don't seem to be following any
stocks yet!

Better investing starts with a watchist. Now
you can create a personalized watchiist and
getimmediate access to the personalized
information you need to make successful
investing decisions
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Mistake 1: Not understanding leverage
Silver investors taok a huge hit earlier this month, as the parabolic rise in sitver prices gave

inthe last seven days

1

Bill Gates: Solar Power Is "Cute"

way to a panicked sell-off that took spot prices down more than 25% in a single week 2. Aftention America; We Are Terrible

Investors in the iShares Silver Trust (NYSE: 5L @ ) took Iosses that were roughly Homebuyers

proportional to the drop in bulion prices 3. Why You Shouldn't invest in Blue-

During the run-up and subsequent crash, investors in the leveraged ETFs ProShares Ultra Chip Stocks

silver (NYSE: AGQ B ) and ProShares Ultrashort Silver (NYSE: Z5L 6 ) got the roller- 4. 5 Dividend Payers to Save Your

coaster ride they should have expected. But shareholders also saw some unusual and Paortfolio

unexpected behavior. On May 12, the iShares siiver ETF dropped aboLt 3.1%. BLt while 5. Why This Dividend Stock Broke bt

UltraShort shareholders would have expected a consequent gain of about 6%, the ETF rose Heart, ang How You Can Avaid b

Iess than 1% on the day. Meanwhile, the Utra ETF dropped a whopping 9.3%, a ot more than Misery

the projected 6% loss sharenolders expected

A Ittums out, the problem stemmed from a pecular attribute of the ETFs. Ratner than

calculating their net asset values at the close of U.S. trading at 4 p.m., the ETFs use the 7

a.m. London price fix. Huge valatiity around that time apparently led to the perceived tracking Related Tickers 5202011 .27 PM

error.

UNG  $1083 [ 4036  +3.41%

Similar problems arose with the unleveraged goid and silver closec-end Central Fund of —

Canada (AMEX. CEF @ ) , which publishes prermiuims and discounts to its net asset value on &

its wehsite. In daing so, it compares apples to oranges, by using the Landon price to calculate United States M. CAPS Reling:

NAV but the end-of-day trading price to calculate market value. The resuting figure, which

grew to as much as B.5% curing the siide, can be highly misleading as it doesn't incorporate

market changes in the interim 5L #1976 [ 4010 +051%

Mistake 2: Getting caught in contango

Even unleveraged ETFs can suffer from tracking error. Witness the performance of United Proshares UtrsSho. CAPS Rting:
(St Nt 22 (VR L3 1) 2t et atas 0 OvEE 150 B e s | _"_I
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Mistake 2: Getting caught in contango

Even unleveraged ETFs can suffer from tracking error. Witness the performance of United
States Natural Gas (NYSE: UNG 3 ) and United States Oil (NYSE: USO @ ) - Over the
past two years, natural gas prices have stagnated, while oil prices have moved up from $70 ta
around $100. Yet the corresponding natural gas ETF is down by nearly two-thirds, and the oil
ETF has only risen by about 20% - less than half of crude's gains

Prosheres Uitrasho.

AcO  $171.83

Caps Rating

(R

The culpritis the futures market, These ETFs rely on futures, roling into new contracts every ProShares UlraSi..  CPS el

month as the old contracts approach expiration. But because new contracts in these markets

tend to have siightly higher prices than the old ones — a condition known as contango -- each

roll costs the ETF a bit extra. Those bits add up over time to create a huge drag on CEF  $2061 [ +0.14  +068%

performance. EE

The solution is to avoid futures-holding ETFs in markets with contango. But some futures CentralFundof Ca.. 2P el

have the opposite condition, backwardation, which can actually boost returns. The United

States Commodity Index (NYSE: USCI 6 ) actively seeks out commadlities with favorable

price structures. The ETF is too new to evaluate its track record, but if it can efiminate USO  $39.53 [ 4046 +1.18%

contango, it should provide some relief to steady erosion in value R

Learn your lessons well United States Ol CaPS Rating

Unfortunately, many investors only learn about ETF landrines by stepping on them. That

makes it all the more important to look at prospectuses and other materials before you jump

into ETF shares. Only by understanding al the traps can you work to avoid them and protect USCl  $6639 [ 4026  +0.39%

your portfolio. If you can't do that, stick with simple ETFS that fit well in a core portiolio ==

Despite thei risks, ETFs can help you get better investing results. The Motley Fool's special Uried Setes Comm.. 4P et

free report, "3 ETFs Set to Soar During the Recovery," will get you on the right path to profts

SLY $3412 [ 014 0.41% _';|

Kl | >
(€] it . Fool,com)investingjetf[2010/11/23the-first-5-etfs-you-should-ever-buy. aspx FIEY) Internet

st | [ v outkese | [l st Fentoage | ik Do e e[| €12 EvFvistaes Tt o | )G Vi sbout i





image55.png
EEIE
(00 [ pivm o conroms o052 rbcein- o e bt et o BB =D e
Fle Edt Vew Favortes Tods teh
& O E@
Smith, a former analyst at UBS Phillips & Drew, founded London-based money-management b ':’:‘
firm Fundsmith LLP last year and is aiming to raise funds from retail investors seeking low-cost
equity funds. Tullett Prebon is a London-based inter-dealer broker with a market value of almost Why Li"l'j;
800 million pounds ($1.3 billion). Smith was dismissed from his job at UBS in 1992 after
publishing a book called “Accounting for Growth,” which showed how companies manipulated Engineer\J
profit figures.
Norquist
“We may soon have to worry about the directretail involvement in ETFs,” Smith wrote. “There
are echoes of the parallel banking system in the credit crisis here.”
ETFs are typically designed to mimic the performance of gauges such as the Standard & Poor’s foversement
500 Index. Unlike mutual funds, whose shares are priced once daily after each trading session, Advericements

K|

ETFs are listed on an exchange where shares are bought and sold throughout the day. Global
ETF assets grew to $1.37 trillion as of February from $74.3 billion in 2000, according to
BlackRock Inc. (BLK), the world’s biggest money manager.

‘Obvious Dangers’

Sponsored Link

i Done
1 start| 5 ExTemplD

[T @ mbeme
| i 3430 jpa - windows Pict.. | @ Google News - Windows ... || @ ETFs Are Becoming a ~ 4] etf.dac [Compatiitty o,

_>l_‘
[

BE B, w0z





image56.png
ETFs Are Becoming a Shadow Banking System, Tullett’s Smith Says - Bloomberg - Windows Internet Explorer - [Working Offline] =18 x|

< s} =[O it fjwns. bloombera. comjnews/2011-05-24etfs-are-becoming-a-shadow-banking:system-tulett-s-smith-says.himl =2 | [cooae Pl

Bl £t Vew Favorkes Dok el
T e M Qi - [ @)~

‘Without owning the underlying assets, ETFs can move in the opposite way to which investors

expect, Smith said. As they consist of various swaps, they are also exposed to the risk of a
counterparty failing, he said.

“There are obvious dangers in such an arrangement in the areas of counterparty risk and
collateralization of the sort which caused so many problems during the credit crisis,” Smith
wrote.

The speed of recent development in the ETF market and its growing complexity calls for “closer
scrutiny,” the Financial Stability Board, a panel of global regulators in Basel, Switzerland

charged with rewriting the rules for international finance, said last month.

“The drivers and implications of the recent wave of financial innovation in ETF markets
warrants closer surveillance of potential vulnerabilities by financial stability authorities to ensure

that the market grows in a sustainable and safe way,” the FSB said.

ETFs are also vulnerable to unlimited short-selling because of the ease of creating new shares,

according to Smith, who said short-selling in some funds has reached 1,000 percent “The scope
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based on a curve, and if costs are a big determinant of ‘ A

performance — and they are — it is reasonable to expect o

that a bunch of ETFs will be in five-star territory, the top 10 10 Best Dividend ETFs

percent of their peer group, pushing some traditional funds I% N 5.2 435 Crek ot uriep °
down the curve to a lower rating. e

Likewise, the low costs and repeatable index-oriented
processes should make it more likely that an ETF can collect a gold medal
from Morningstar’s analysts.

Ben Johnson, director of global ETF research for Morningstar, opened the
conference by noting that “as the industry continues to grow, it continues to
grow more complex.”

This move, however, makes things more simple.

Morningstar, Johnson noted, is agnostic as to which type of fund an investor
uses, noting that “the distinctions between ETFs and traditional funds are
increasingly arbitrary.”

Combining the two in the analysis pool means that
investors can more easily determine that they are getting
the best of breed in a category, regardless of which type of
vehicle earns the title.

‘While the advantages of ETFs suggest that they will
continue to attract more assets from fund flows in the
future, the message is that investors should only worry
about finding the best vehicle for their money, without any }% o 23 36 405 Gk ot ourop °
concern as to the type that comes through their search e

process labeled the best.

10 Best Dividend ETFs

“Drawing the curve over the combined peer group ... makes for more
meaningful competition in the category,” Johnson said.

That increased competition is likely to generate good news for investors in
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according to Smith, who said short-selling in some funds has reached 1,000 percent “The scope E
for a short squeeze is tremendous,” he said.

To contact the reporter on this story: Kevin Crowley in London at kerowleyi@bloomberg.net

To contact the editor responsible for this story: Edward Evans at eevans3@bloomberg.net;
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Drawback with ETFs lies in their advantages
By dohn utrers
Publshed: May 27 201 22:54| Last pcelct May 27 2011 2254

Regular readers of the Weekend FT know that ETFs are a great idea. Exchange
traded funds are cheap, they allow retail investors access to whole asset classes
that were previously in effect closed to thern, and they allow for easy expression of
& macro view.

That matters. Over time, asset allocation decisions tend to be far more important
than making choices between different stocks. But the transaction charges
involved in, say, switching from US equities to industial metals, could be
prokititive. With ETFs, every retail investor with an intemet connection can make
their own atternpt at being & global macro hedge fund manager.

That hints at the problern with ETFs. As the
sector has grown — and it passed §1.000bn in
assets in the US alone at the end of last year —
50 the warries and concers have begun o
rultiply. As with other sensible financial
innovations, the risk is that they can be
misused

~ EDITOR'S CHOICE

Beware the pitfalls of fear
gauge’ funds - 112,27
Volatlty ETPs not to blame
for Vix decline - hay25
Insight: Why ETFs give uneasy.
sense of deja vu - May05
Lyor joins the ETF volatilty
product party - 225

Vix volumes rise could drive
investor trends - ar2a

Running a global macro hedge fund is difficult If
too many people try i, the risks grow that they
corme a cropper. Pethaps more importartly,
this adds to the risk that they take the
international money markets down with ther

Even though it makes eminent sense for any given individual investor to use ETFs,
there are at least three reasans why it might make sense to restrict ETFs' growth

First, they enable and encourage herding. This is @ huan tendency, which has
driven investrent bubbles for centuries and it is dificult to stand away from the
crowd. ETFs neatly channel investrent in  given sector into the specific
securities included within their funds

'SUBSCRIBE TO THE FT

Sign up today and get a 4 week RISK-FREE fral o the
Financial Times Newspaper.
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The remarkable correlations between formerly disparate asset classes that have
“ALPHAVILLE w accurred since the crisis would surely have been harder to sustain without the
‘minstant market insight ] growth of ETFs.

Second, they speed up markets and encourage shortterrism. ETFs, in concept,
are oper-ended funds that are used as investment vehicles. Passive index-tracking
rutual funds have been around for a while, and they are not traded on exchanges
They allow you to enter or exit any day you like, which is more than enough
flexdbiliy for any sensible long-term investor

What is the advantage of being traded on an exchange? For those who already
have an account with a broker, trading on an exchange probably works out
cheaper. But far more importantly, they allow you to trade by the minute,
potentially moving between asset classes several times in the same day. Splt-
second trading, like selling commadities and switching in to bonds the morment
' that unemployment numbers come out worse than expected, is possible with
O‘ nscmgs|  exchange traded funds, and not with traditional passive mutual funds

%XICDN
This puts swift trading within the reach of many people who have never tred it
-8L0GS before. It also enables those traders who were already in the business of trading
fast to do so in very much greater volumes. Al ofthis is potentially destabilising

» beyondbrics.
» Brussels Blog

} Business Hog Third, ETFs can foster confusion. Dificult financial engineering goes in to ensuring
+ Cive Crook that an ETF's price moves in line with the asset it is supposed to be tracking

» Economists' Forum Investrent trusts are essentially the same thing large bundles of securities that
» Energy Saurce can be bought and sold on-exchange — and they can trade at very steep discounts
» FT alghavile 1o their net asset value. The collateral that ETF managers hold at any point can

» Gavyn Davies vay widely from what it says on the label

» Gideon Rachman
» Mrtin Wolfs Exchange
» Mterial Workd

» MBA Blog

» Maney Supply

» FT Tech Hulo

» Westminster Blag
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They also foster confusion by corming in an unnecessary range of varieties
Passive imvestrent should not require too many categories. But according to
BlackRock, at the tum of this year there were already 894 ETFs in the US, with
another 628 in the pipeline. ETFs have a genuine virtue in making investing
simpler, but such overproduction risks going in the opposite direction.
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:g:;zf:‘;‘;‘v another 828 in the pipeline. ETFs have a genuine virtue in making investing

S et o simpler, but such overproduction risks going in the opposite direction.
» Women at the Top

None of this means that this innovation should be junked. Financial innovation
understandably has a bad name these days, but credit default swaps, to take one

~REGIONAL PAGES controversial example, started as a sensible way to allow banks to spread out their

 China credit exposures. Similarly, ETFs have a role to play. That is abvious from the
 india mere fact that they have such obvious uses for retail investors.
» Brussels

Direct intervertion should be avoided if at all possible. It should be obvious to those
in the industry that they are at risk of kiling the goose that lays the golden eggs.

» Paccasts But ifthey do not regulate their own behaviour, then perhaps ETFs should be made

» Askthe expert subject to the same ownership restrictions as hedge funds — only "qualfied” (in

» Markets QaA ather words, very wealthy) investors should be allowed! to hold ther. And most

» o slideshiows vetal investors should ask if they really need the abilty to trade on an exchange,

» Interactive graphics and deliver themselves from the temptation to try day-trading by going with a
traditional mutual fund instead.
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Please dont cut arlcles from FT.com and redistribute by email or postto the weh.
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At Schwab,

it's not just what we
do that's different.
It's how we do it.

SEE HOW IT'S DIFFERENT AT SCHWAB >

Stern Advice: Read this before jumping on

the ETF bandwagon

arecommend [} Sign Up to ses what your friends recommend

ByLinda Stern
WASHINGTON, June 15 | Wect Jun 15, 2011 1:57pm EDT

(Reuters) - Some stories just seem to end up in the
cosmic consciousness: blogged, tweeted and talked
about in many different places at the same time.
Right now, one of those story lines involves the big
smackdown between traditional mutual funds and
ETFs.

Several analysts have raised the idea that traditional mutual funds are

dying and the future belongs to ETFs, which look like index funds but
trade like stacks

"Mutual funds lose their battle with ETFs," Marketwatch columnist Chuck
Jaffe wrate, "War is aver."

There's  hit of statistical evidence that he is right. Since the end of 2007,

some $155 4 billion has been withdrawn from stock mutual funds while
$231 hillinn has been invester in stick FTFS according tn | inner_a
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The number of ETFs and assets in them have exploded in the year ended
May 31, reparts investment acwviser BlackRock Inc, with assets growing 38
percent to $384 billon, and the number of ETFS grawing 21 percent ta
1,008

BUt still- all of the ETF assets put tagether make up less than 10 percent
of the assets In traditional mutual funds, says Lipper. And all those people
who claim *funds are deac prabably haven't peered into your fund-
stuffed 401(K) o rollaver IRA lately.

Now that the fast-maney traders have embraced ETFs, the question far
most indlividual investors is this: Should you follow suit? And if 5o, how do
you take a portfolio that's been invested in mutual funds and mave it inta
ETFs without getting slammed by the tax man?

Here are some thoughts

- ETFs are usually cheaper in many ways. They tend to have lower
management costs, lawer internal transaction costs (because they aren't
canstantly buying and selling shares of underlying securities to deploy
new investments and meet redemptions) and lower taxable distributions,
says David Hultstrom, Woodstack, Geargia, adviser. Over the long haul,
that can make a big difference in the amaunt of money you accumulate

- Retirement issuies are tricky. ETFs have been thought il-sited for 401
(K)s and any other accounts where maney s contributed in small and
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regular amounts. That's because there are transaction costs invalved in buying ETFs, and those

fixed costs can be a hich percentage of a small contrioution.
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(K)s and any other accounts where maney s contributed in small and
regular amounts. That's because there are transaction casts involved in buying ETFs, and those
fixed costs can be a high percentage of a small contrioution

BUt now, new research reveals that, even with transaction costs included, ETFs can beat
traditianal index mutual funds. That's because the transaction costs are quite low - roughly 7
cents per share or less, according to Lincaln Trust Company, which administers 401(k) accounts

The firm recently compared the performance of ETFS and index mutual funds fallowing the same
indexes. It found that ance a contribution is allowed to stay invested for 16 months, the ETF beat
the index fund returns. S0 workers Iooking long term in thelr company-spansored retirement
accounts could accumulate greater sums by switching to low-cost ETFS

- Share price matters when you're investing in ETFs thraugh a retirement fund. Say, for example,
you're paying 7 cents a share to invest a $100 weekly cantribution. If the price is $50 a share,
you'll pay 14 cents in transaction costs for every $100 you invest. If the share price is $5, you'l
pay $1.40. That makes a big difference

- ETFs affer protection. You can put a stop-1oss arder an an ETF, telling your broker to sell If the
price falls below a certain level. You can't do that with a mutual fund, points out Tom Roseen of
Lipper

- Liguidity matters. An ETF which follows a broad stack market index might not present problems,
but ane which has a narrow niche can end Up with a sizable spread hetween ts buy and sell price
when the market is going after, or ditching, the underlying assets. That makes acvisers like Tim
Kober of Cedar Financial Advisars avoid ETFS that focus an thinly traded or iliquid assets

- Band ETFs are nat as popular. The wholesale rush into stock ETF hasn't been seen on the
bond side, where there's less than 6 cents in ETFs for every dollar in bond funds. That could e
because of the liquidity issues
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a Bemanke's debt crisis
= warning - You have to manage the tax hit. When you sell a winning mutual fund to transfer money into
¥ VIDEO cesem T less expensive ETF, you can end up with a sizable taxable gain. That might be okay, says Kent R.
Adlis, Jr., a Wayne, Pennsylvania, money manager. Capital gains tax rates may be at a low now,
50 that could work to the advantage of investors
Da the math to see how long it would take the cheaper ETF to make up for that tax hit. One
wrinkle: Vanguard Investment ETFs are considered a share class of their index funds, says Kaber,
500U can switch Ut of the fund and into the ETF without it being a taxable event
(The Personal Finance column appears weekly. Linda Stem can be reached at inda stern(at)
thomsonreuters com)
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If your car ever breaks down on a deserted road and you need a lift, grab yaur cellphone and
buy a mutual fund. Within seconds, an exchange-traded fund sales rep will appear to
challenge yaur decision

Ask this guy for a ride

The lang-runriing mutual fund industry vs. ETF industry debates began when the first ETF in
the world was launched in Canada in 1989 by the Toranto Stock Exchange. Known as the
TIPs 35, or Toronto 35 Index Participation Urits, it was linked to the exchange's 35 largest and
most liquid stocks

As a passive hasket of stacks with a tiny management expense ratio (MER) of arly five basis
puints, it was quickly embraced by institutional investors and the big pension funds. The
success of the TIPS 35 supported the argument that (expensive) active management for the
mast part will ail to keep pace with (cheaper) passive benchmarks

The mutual fund propanents argue that when funds are properly managed, there's better
diversification and asset allocation, and that sectar rotatian will ke in the hands of the pros

The ETF “advantage" over mutual funds is now blurred because the manufacturers of ETFS
have been forced to create new products to stimulate business. Three Canadian ETF
manufacturers now have actively managed ETFs, which contradicts their tradtional passive-
advantage sales pitch

Today's mass production of new ETF offerings has hath industries sharing a comman prablem
of ton many camplicated afferings that anly serve to confuse investors
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process labeled the best.

“Drawing the curve over the combined peer group ... makes for more
meaningful competition in the category,” Johnson said.

That increased competition is likely to generate good news for investors in
traditional funds, because management may well have to lower costs to
remain in the race to top the charts in the peer group. Even in the ETF space
— where newfangled funds built on active indexes are more costly than
issues built on legacy indexes like the Standard & Poor’s 500 — competition
should help drive down costs.

The No. 1 thing any fund can do to increase its chances of long-term success
is to cut costs, and that benefits shareholders directly every time. Meanwhile,
‘while ETFs have been winning the hearts and money of the public — in part
because index funds have become the primary vehicle for many investors —
the moral of the Morningstar news is that investors should buy the fund, not
the fund’s structure.

Said Johnson: “Investors should focus on finding the right mix of assets to
reach their goals and the best funds for the categories they’re investing in.
They don’t need to worry about whether they’re buying a traditional fund or
an ETF; all they need to worry about is that they’re buying something that
gives them the best chance to get the job done.”

Chuck Jaffe is senior columnist for MarketWatch. He can be reached
atcjaffe@marketwatch.comor at P.O. Box 70, Cohasset, MA 02025-0070.
Copyright, 2016, MarketWatch
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With tao many choices, many investors are collecting mutual funds and ETFs like baseball
cards, with many new purchases either creating expensive overdiversification or replicating
existing holdings

Replication could resultin dangerous sector concentration. A mix af six commadity-sensitive
mutual funds ar ETFs is not a diversified portfalio but rather a cancentrated sector bet

There are several ways to simplfly your mutual fund vs. ETF investment decisions

Make sure your adviser is licensed to sell both mutual funds and ETFs: Most of the portfolias |
see are cluttered with mutual funds recommended by an adviser who is not licensed to sell or

trade ETFs. | find that in many cases, the investor is nat aware of the various licensing levels in
the securities industry. Usually front-ine bank staff andfar financial planners are restricted only
to mutual fund offerings. If you wish to consider ETFs, stocks, bonds and optian strategies, you
must deal with an investment adviser employed by a securiies dealer

Don't dril down ton deeply: The global equity landscape can be broken dawn into four regions
North America, Europe, Asia and the Pacific Rim, and the Emerging Markets

You can get global exposure with four or five investrment products, be they mutual funds or
ETFs. If your adviser can't do this, get anather adviser.

An experienced investor may wish to dril deeper yet. You can get into country-specific markets
such as Australia and Singapare (Pacific Rim), Brazi and Mexico (Emerging Markets), or
France and Germany (Eurape). You could also get into the broad sectors such as materials,
financials, technalogy and energy.

If you wish to dril even deeper you can getinto the subsectors such as biotechnology, _';I
- 3
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If you wish to dril even deeper you can getinto the subsectors such as biotechnology,
networking, aifield services, banks, aerospace, metals and mining, global water and
agriculture.

Caveat the deeper you drl, the more homewark is required, and if you have a e, the extra
returns — if any — may be not worth pursuing

If an industry professional won't buy it neither should you: That means, stay clear of any
investrent product that is tailored for retail investors.

The biggest offenders would be managed products using tags such as "enhanced,”
*fundamental” or "tactical * These products for the most part are thinly traded and industry
professianals avaid them because they have no idea what the manager is doing.

A prime exarmple of a retail product is the Horizons AlphaPro Gartman ETF (HAG). According to
the manufacturer, the HAG has been created to provide investars with the opportunity for
capital appreciation through exposure to the investment strategies of The Gartman Letter, L.C.

This week's chart shows the HAG's weekly closes.

From its inception on March 26, 2008 to June 30, 2011, it has managed to tum $10,000 into
$6.318

I rest my case

Bill Carrigan, CIM is an independent stock-market analyst. He can be reached at.
Infrioettinoterhnical carn _';I
>

Internet

) start] | [ Mrosoft Excel - 11 Cal.. | (5] nbox - outook Express [ The ETF advantage s . 8] Money eBook 4b- 4hb . & e





image69.png
indows Internet Explorer - [Working Offline] =18 x|

( )= [0 ot etimes.comfousiness i petrunc-markets-20111022,0, 5652246, colam Pl

Fie Et Vew Favorkes Took rep

R re

57]Pop-up bocked. To se tis pop-up or adtionl options clck here. x
Signin or Sign Up Btk | [141¢ Subscribe/Manage Account PlaceAd LATStore Jobs Cars RealEstate Remtals Classifieds Custom Publishing

SLos

LOC.

L= . : :
TlgBlk‘b Gumes  BUSINESS 5100, flstoie st [fnnor

MENT HEALTH LIVING TRAVEL OPINION @

U.S. WORLD ESRINIRY SPORTS ENTEI
MONEY &CO.  TECHNOLOGY  PERSONALFINANCE ~ SMALLBUSINESS ~ COMPANYTOWN  JOBS  REALESTATE  CARS

IN THE NEWS: MOAMMAR KADAFI | WARINIRAQ | PETESEEGER | 'GRIMM' | UCLA FOOTBALL Search Q

SPARK INTRODUCING
susiness [ B FROM CAPITAL ONE

e
Exchange-traded funds are facing new scrutiny Recommended on Facebook ke 141
Critics blame ETFs for the stock markets' gut-wrenching swings, and the SEC has launched a Create an account or log in to =
‘general review' of the industry. But proponents say market volatility stems from gigantic cce what your friends are
unknowns facing the global economy. recommending =
KA e A . = - P = - O e that all il e i
& rroronpage, I [ [ [ @ meme o~ R -,

18 start| (& erand New: Bought A Bri... | (& Google News - Windows ... || Exchange-traded fun... 1) etf.docx - Micrasaft wor. «@ 1wz an





image70.png
indows Internet Explorer - [Working Offline]

=181]

S T e

=4 x I-zlGaaq\e Pl

Fle Edt View Favortes Took Help

i rertes

571Poprup blcked. T se this pop-up o actiona optonscik e

Chances are you will never drop a nickel into Direxion Dafly Russia Bear 3x Shares, an exchange-traded
fund designed to produce three times the opposite daily price performance of the Russian stock market.

But just in case the hankering ever hits you, should a fund like that exist?

Amid growing public disgust with Wall Street generally and
with gut-wrenching stock market volatility specifically, the
‘mushrooming industry of exchange-traded funds, or ETFs, is
facing new scrutiny.

Critics say the ETF business is a prime driver of market swings
by allowing traders to effectively buy or sell massive numbers of
shares at any moment of the trading day.

That's what the funds were designed for when they arrived on
e scene in 1003 as a new form of index investing, meaning
they tracked stock market indexes such as the Standard &
Poor's 500.

Blue-chip Dow Jones index isona tear  And after all, that indexing message is what built Vanguard

e ——  Group nto one of small investors' favorite mutual fund firms.
Vanguard, oo, has become a big player in ETFs since 2004,
Hot product with about 50 funds now.

Assets of exchange-traded
funds worldwide, end of But with $1.4 trillion in FTFs of all kinds worldwide. and Soxa

Fly Korean Air's New A380  putae g =
from New Yorkand L.A.  WOREANAIR i)

asof
DJIA 11808.79
+267.01
NASDAQ 2637.46
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S&P500 1238.25
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Assets of exchange-traded

funds worldwide, end of But with $1.4 trillion in ETFs of all kinds worldwide, and $954.

e fﬂfﬁﬁ,ﬁ"d latest: billion of that in U.S.-based funds, the argument is that ETFs
s influence is becoming extreme in a market already prone to
Sept. 30:— enervating conniptions.

$1.35 trillion

ETFs also are under attack as another example of the financial

09 industry's mad-scientist lab run amok, hoping to attract more
traders by creating ever-riskier portfolios aimed at ever-

0.6 narrower market index niches.

03 The Securities and Exchange Commission is concerned enough
to have launched a "general review” of the industry, the agency

0 said this week. Among other things, the SEC is looking at the

:’2 °"( 06 '08 '10 "adequacy of investor disclosure” by the funds.
orningsta
T

All of these issues were on the table this week at a U.S. Senate

hearing on ETFs and their effect on markets.
At-Cost Mutual Funds

Learn about Vanguarding your
investments. Visit us today.
V. o

Among the panelists invited to testify was Harold Bradley, chief
investment officer of the Ewing Marion Kauffman Foundation
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Bradley and his colleague at Kauffman, Robert Litan, have a
1 Trick to Relieve Joints fairly straightforward message: ETFs are a major force fueling
See how you can relieve your joints
with this fast and easy trick.

stock-price correlation, the tendency of seemingly the entire
market to surge, or plunge, at once and often in a matter of
minutes — a phenomenon that has become all too familiar since
the 2008 financial meltdown.

Given their scope, popularity and ease of trading, "ETFs must be facilitating that correlation,” Litan said
in an interview.

Besides the obvious debilitating effect on investor psychology, the market's swings may corrupt the
capital-raising role of equity markets, and thereby harm the economy, by discouraging fast-growing
private companies from going public, Bradley and Litan assert.

Shares of small companies have become "the proverbial tiny boats tossed around on the ETF ocean,”
Bradley told the Senate committee.

To the ETF industry, Bradley and Litan are all wet. The market volatility of the last few years stems from
the gigantic unknowns facing the global economy, ETF proponents say. Market correlation is a function
of the environment, not an inevitable evil of ETFs, they say.

Eric Noll, an executive vice president of the Nasdaq Stock Market's parent company, told the Senate that
although ETFs are a "tempting target, restricting or eliminating the business will not solve the sovereign
deb crisis in Europe, will not balance the U.S. budget, will not restore bank balance sheets, will not add
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although ETFs are a "tempting target, restricting or eliminating the business will not solve the sovereign
deb crisis in Europe, will not balance the U.S. budget, will not restore bank balance sheets, will not add
jobs.... There are very large, very real uncertainties that are driving global financial market volatility.

The ETF industry also notes that, even at $1.4 trillion, the funds control a tiny fraction of the stock, bond
and commodity markets worldwide, a figure estimated at more than $130 trillion. Conventional stock
and bond mutual funds, by comparison, hold 8 trillion.

Still, the heavy trading in many ETFs on a daily basis has convinced some market players that the funds
are the tail wagging the dog: When speculators shovel money into or out of an ETF, the fund must
quicKly buy or sell the underlying shares it's supposed to track.

Copyright © 2011, Los Angeles Times
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03 is concern about the proliferation of niche portfolios, the years
particularly those that use borrowed money, or leverage, to
0
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e: Morningstar
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Vanguard Mutual Funds
Visit our website or call today.
3 ETF's Set to Soar

Motley Fool Report - 3 ETF's You
Need to Own during the recovery!

Find the fund that fits your needs.

double or triple the returns of their underlying securities, as
well as "inverse” funds designed to do the opposite of whatever
the market does.

BlackRock Inc., the money management titan that owns the
IShares ETF group, told the Senate this week that the industry
should relabel funds to better define their risk levels. The term
"ETF" should be limited to funds that are "appropriate for a
long-term retail investor," said IShares chief Noel Archard.
Funds that use borrowed money or that follow an inverse
strategy shouldn't use the ETF label, he said.
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Motley Fool Report - 3 ETF's You Funds that use borrowed money or that follow an inverse
Need to Own during the recovery! strategy shouldn't use the ETF label, he said.

1 Trick to Relieve Joints That recommendation triggered an immediate rebuff from
See how you can relieve your joints  ProShares Advisors, which unlike BlackRock specializes in
with this fast and easy trick. leveraged and inverse funds. ProShares Chairman Michael
Sapir accused BlackRock of trying to gain a competitive

advantage by expropriating the term ETF.

IndexUniverse's Nadig suggests another change some industry players surely won't embrace: He thinks
leveraged ETFs should be "gated” — meaning that before investors could buy the funds they'd have to fill
out paperwork indicating that they understand the risks.

With leveraged funds still a sliver of total ETF assets, Nadig said, "This is a great time to get those things
in place” to lessen the risk that they could draw in do-it-yourself investors who may not understand how
much they could lose.

The alternative is to rely on financial-industry self-restraint. As the mortgage market bubble of the last
decade demonstrated, however, just because Wall Street's scientists can create potential new
Frankenstein financial products doesn't mean they should — but left to their own devices, they almost
certainly will.

tom.petruno@latimes.com

Copyright © 2011, Los Angeles Times
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to clamp down on ETFs before they create another financial crisis.

The evolution of ETFs

When they first came out, exchange-traded funds were simple and easy to understand. Closely
resembling index mutual funds, ETFs tracked well-established indexes by owning all the underlying
component stocks. As a result, when you looked at daily holdings of ETFs, you'd see all the stocks
you'd expect from whichever index the ETF followed.

But along the line, ETFs have broken ground in new sectors of the financial markets, opening the
door for investors to put their money into previously unavailable investments. But with that new
opportunity also came complexity. Here are just a few examples of ETFs that blazed new trails for

investors -- along with some of the problems and concerns that came with them:

+ When United States Natural Gas became available, it seemed like the perfect answer for
investors who wanted direct exposure to rising natural gas prices via futures contracts rather than
the indirect connection that gas drilling and exploration companies gave them. But because of the
nature of the gas futures markets, the ETF produced big losses even as gas prices remained
relatively flat.

« Leveraged ETFs like Direxion Daily Financial Bull 3x and ProShares UltraShort Silver

‘

Even amid market turmoil and economic uncertainty, exchange-traded funds have never been more

popular. But Congress and the SEC see the industry differently, and they're looking to take bold steps
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+ Leveraged ETFs like Direxion Daily Financial Bull 3x and ProShares UltraShort Silver
gave investors the opportunity to magnify their returns from making smart short-term calls on the
direction of particular markets. But those who used such products over the long term found out
thatin many cases, both bullish and bearish leveraged ETFs tracking the same underlying
investment produced substantial losses.

Moreover, with the sheer number of ETFs available, not all of them can have the same high volume R U N
that industry leaders have. As a result, in the aftermath of the Flash Crash in May 2010, ETFs made
r——————————————| BETTER.

Enter the regulators

It's with all that as background that Congress held hearings earlier this week on ETFs. At the
hearings, BlackRock's head of its iShares division, Noel Archard, suggested that lawmakers should
drawa line in the sand between "straightforward" ETFs and those that use complicated derivatives
rather than stocks and other actual physical holdings. BlackRock CEO Larry Fink actually likened

ETFs to mortgage-backed securities, suggesting that leveraged and other derivatives laden ETFs
could carry the same sort of unseen risks that led to the financial crisis. GET THE WHOLE STORY >

In response, the SEC said that it had no plans to approve any new ETFs that make significant use of
derivatives. Yet opposition to the plan came from interesting directions. Although one could expect
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Tn response, the SEC said that it had no plans to approve any new ELFs that make significant use of

Advertise | Ad:

derivatives. Yet opposition to the plan came from interesting directions. Although one could expect
ProShares, which has a number of leveraged ETFs, to speak out against the idea of a second-class
category of ETFs, what was surprising was that Vanguard also called BlackRock's proposal into

question, citing the potential for greater confusion.

Throwing out the baby with the bathwater? R U N

The real question, though, is whether all ETFs that have any kind of derivative exposure are bad. For

instance, both ETF SPDR Gold and closed-end fund Central Fund of Canada pride themselves B ETT E R
on having physical bullion in a vault backing up their respective shares. But with that bullion .

incurring storage costs, the underlying value of the SPDR Gold ETF has slowly eroded in terms of
how many ounces of gold each share represents. Central Fund has only avoided the same fate by

being able to issue new shares at a premium to its net asset value.

In addition, some ETFs use derivatives in an effort to reduce risk. The PowerShares S&P 500
BuyWrite Portfolio is one example; the ETF uses a covered call option strategy on the S&P 500
index to increase income and reduce volatility. The result is a trade-off of less potential profit for less GETTHE WHOLE STORY 5
downside risk. Having less of a roller-coaster ride is something you'd think lawmakers would

embrace - not prevent.

Learning the hard way
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downside risk. Having less of a roller-coaster ride is something youd think lawmakers would

embrace - not prevent.

Learning the hard way
The lesson that ETF investors have to take from this is that you have to understand the products you
invest in before you buy them. If an ETF is too complicated for you to figure out how it works, then it
doesn't belong in your portfolio. No amount of regulation will do better than following that simple
rule.

We've found some ETFs that won't take you to the cleaners. Read about them in the Fool's special
free report, "3 ETFs Set to Soar During the Recovery.”
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course in exchange-traded products, Your Money

becoming familiar with the countless
benefits and nuances of these
products. Features such as
enhanced transparency, upgraded
tax efficiency, and low costs are
generally well known at this point, as
are the tickers of many of the more
popular exchange-traded products
[see also Bright Spots In The ETF
Landscape: Five Funds Holding
Their Value In A Wild 2011]

But evenif you're up to date on the
latest developments in the ETF
industry, odds are that there is qite
abit you don't know about exchange-
traded funds (and the various ETF
cousins out there). Here are ten facts
about the ETF industry that may
seem a bit hard to believe:
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year. While the adoption of active ETFs has not accelerated at the blistering page that many expected,
‘expansion of this stillyoung comer of the market continues to churn along.

It shouldn't be surprising that PIMCO's MINT is the largest active ETF; the money market-like product from the
bond fund giant has become popular as a cash alternative and general safe haven. What might be surprising,
however, is that the largest issuer of active ETFs is not PIMCO or Columbia or AdvisorShares, but WisdomTree
[see also Talking Actively-Managed ETFs With Tom Graves Of S&P]

With more than a dozen actively-managed ETFs-all of them currency or bond funds-WisdomTree accounts for
well more than half of active ETF assets. The company may not hold on to that crown forever-the launch of an
ETF version of PIMCO’s Total Retur Bond Fund could fitt the scales immediately-but for now the firm known for
its dividend-weighted products is also the active ETF king

2. Largest Economy Without Dedicated ETF: Saudi Arabia

Atthis point, there i at least one ETF for just about every major world economy; dozens of country-specific
equity funds cover everything from China to Ireland to Colombia. The largest economy (in terms of GDP) without
an ETF is Saudi Arabia, which ranks s the 23rd largest economy in the world. Following Saudi Arabia on the list
of major economies without a dedicated U.S -listed ETF are Iran and Greece. According to the ETF Country
Exposure Tool, the most significant Greece exposure comes from SEA

France is the largest economy that is not covered by a dedicated small cap ETF. The U.S., China, Japan, and
Germany are all covered by at least one small cap-focused ETF [see also Forget BRIC ETFs: Look To VISTA
Nations For Better Opportunities]

3. iShares Is Quickly Losing Ground
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Atthe end of the third quarter in 2009, iShares accounted for about 49% of the industry’s total assets under
management. At the same point in 2010, that percentage had declined to about 46%, and the most recent
monthly results show market share has slid further to only about 42%

Much of that lost market share has come at the hands of Vanguard, the low cost ETF issuer has seen its share of
total assets jump from about 11% to 16% over the last two years.

As part of a larger trend, there is evidence suggesting that investors are gravitating towards cheaper exchange-
traded products. The correlation between expense ratio and YTD cash inflows s in the neighborhood of -0.10.
That stat certainly isn't perfect, but generally indicates that low cost ETFs are receiving greater cash inflows than
more expensive alternatives.

4. ETFs Launched Before 2001 Account For A Third Of Assets

The ETF boom is generally thought of as a phenomenon that has played out over the last several years, as the
number of products has muttiplied and the asset base has surged. That s certainly the case, but the bulk of those:
inflows have gone towards products that are more than a decade old. The aforementioned $1 billion club is
dominated by the *first generation” of ETFs that have an extended track record

Invesstors and advisors tend to gravitate towards more established products with longer track records and larger
bases of assets. But t's important to keep in mind that an extended operating history or impressive base of
assets is not necessarily indicative of the efficiency of a product or the validity of the investment thesis and index
methodology. It often pays to look beyond the ultra-popular products with huge asset totals; smaller, newer

products may offer more appealing exposure than the established, first-to-market funds that launched more than
a decade ago.
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5. Median AUM Of Ten Best Performing ETFs In 2011: $91 Million

To elaborate on the point made above, we compiled a list of the best performing ETFs from each ETFdb
Category through the first nine months of 2011. While some of the category leaders are ultra-popular products—
DBC, GDX, and XLU were each leading the way-for the most part the best performing funds are small relative
unknowns.

The median AUM for the group of ETFdb Category leaders as of September 30 was just $91 million. Excluding
the three *super tickers” mentioned above, the average for this group s just $192 million. In other words, the
relationship between size and fund performance is minimal; small funds are just as likely to deliver impressive
returs as larger, more established funds [see also ETF Leaders: Best Performing ETFdb Portfolios of 2011]

Bigger is not always better; smaller products are certainly capable of delivering big gains. If anything, innovation
inthe industry has resulted in new products that address the filaws of earlier ETFs.

6. VOO: The Last Billion Dollar ETF?

Much has been made about the top-heavy nature of the ETF industry; while there are now close to 1,400
exchange-traded products, a select few account for the lion's share of AUM. And creating a bilion dollar ETF is
becoming an increasingly difficult task s the lineup continues to grow; most new products are unlikely to ever
reach that threshold [see also The Appeal Of Dividend ETFs]

There are currently about 140 ETPs that have more than 1 billion in assets, and the youngest product in that
group is the Vanguard S&P 500 ETF (VOO), which debuted in September 2010. Other young members of the
exclusive billion dollar club include the Alerian MLP ETF (AMLP, debuted August 2010) and WisdomTree's
Emerging Markets Local Debt Fund (ELD also launched in August 2010)
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7. There’s No Short Euro ETF

After an impressive run of innovation in the ETF industry, it seems as if just about every comer of the market is
covered by an exchange-traded product. With hyper-targeted sector ETFs rolling out regularly (more on this
below) and country-specific funds covering nearly every comer of the globe, there are few segments of the
investable universe that are not accessible through ETPs.

There are, however, a few notable omissions. For example, there’s no non-leveraged ETP to bet against the
euro-a strategy that s likely in high demand in the current environment. There are a couple of products offering
2xleveraged short exposure to the currency (EUO and DRR) along with mutiple options for betting on an
appreciation in the currency [see also Euro Free Europe Portfolio Now Available]

UUP is the closest thing to an ETF that bets on a decline in the value of the euro; that fund is essentially long the
U.S. dollar against a basket of developed market currencies that is dominated by the euro zone currency.

So there are siill stones left to be overturned, and plenty of room for further expansion of the ETF lineup.
8. The Great ETN Boom Of 2011

Inthe 12 months ended September 30, ETF assets grew by about 7.9% to more than $958 billion. I's
interesting, however, that assets in exchange-traded notes (ETNs) are growing much more quickly; during the
same period, ETN assets climbed by about 16%-nearly double the rate of growth for ETFs.

Perhaps the stellar growth tuned in by ETNs shouldn't be that surprising; in our minds, this structure has
number of potential advantages over traditional ETFs. Commodity ETNs, for example, offer several advantages
relative to products structured as partnerships. Futures-based ETNs don't mark to market annually, and won't
reqire investors tofill out a K-1 at the end of the year. Moreover, ETNs don't incur transaction fees and
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over comparable ETFs as a tool for establishing MLP exposure [see When ETNs Are Better Than ETFs]
9. Annual Revenues = $3.2 Billion

Perhaps the best piece of evidence indicating that ETFs have arrived is the staggering amount of money that the
industry now generates—despite being built around the idea of bargain basement expense ratios. With an
average expense ratio in the neighborhood of 50 basis points (the weighted average is even lower), ETFs are,
onthe whole, far cheaper than mutual funds. But there is still big money to be made in ETFs; annual revenues
now exceed $3 bilion [see also Micro Cap ETFs: Time To Think Small?]

The biggest earner in the ETF universe is GLD; the 0.40% expense ratio and asset base of nearly $65 billon

translates into annual revenues of about $250 million. Other big eamers include iShares’ EEM and EFA, which

generate about $300 milion between them. But those three are the only ETF's that generate at least $100 million J
in annual management fees (though VWO is close to cracking that level).

10. Niche ETFs Are Taking Off

Once upon a time, the ETF lineup consisted primarily of “plain varilla” products linked to well known stock and
bond indexes. In recent years, the pendulum has swung to the other end of the granularity spectrum; many of the
new additions to the ETF universe are hyper-targeted in nature, focusing on narrow segments of the U.S. and
international equity markets [see also Why The Fishing ETF Is Green Around The Gills]

There has been no shortage of scoffing at some of these ideas, with critics suggesting that quirky funds focusing

on smartphones, fishing, fertiizers, and lithium would be enormous busts.
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In reality, however, many of these hyper-targeted ETFs are being scooped up by investors and tactical traders
looking to fine tune their portfolios. A handful of hyper-targeted funds have been rather successful, indicating that
there is room i the ETF industry for both blunt and precise instruments. A few of the noteworthy early successes

« First TrustISE Cloud Computing Index Fund (SKYY): About $57 million in AUM
+ Global X Fertilizers / Potash ETF (SOIL): About $33 million in AUM
+ Global X Lithium ETF (LIT): About $102 million in AUM

These funds aren't threatening to join the $1 billion club, but their quick growth suggests that there i room for
more targeted products in the ETF universe—even if that notion boils the blood of some ETF purists

Disclosure: Photo courtesy of Daniel Schwen. Long ELD.
Click here to read the original article on ETFdb.com.
Read more posts on ETF Database »

Please follow Money Game on Twitter and Facebook.
Follow ETF Database on Twifter.
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Poor ETF decisions could be ‘ticking time bomb’

By Chris Flood

Retail investors could find themselves left holding “misshapen” portfolios that
are unsuitable for their needs if they do not seek professional advice when LEARN MORE
choosing exchange traded funds, according to Farley Thomas, global head of
‘wealth solutions and ETFs at HSBC.

Feedback?

On camera a

“Retall investors would be better served with well diversified multi-asset oo .
portfolios that are matched to their risk tolerance. It doesn’t make much sense =
to me to have retail investors being offered components of such portfolios, such
as specialist funds including ETFs,” cautioned Mr Thomas, speaking at an ETF

seminar in London organised by IBPC Media on Tuesday.
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Credtsusse o SMpIf ome  transparency is the answer to the challenges faced
ETF sector braces for draconian Ly e e iy, G e

e transparency helps but it does not address the

Complex ETFs find door openn issue of complexity. With a complex ETF, all
us transparency does is highlight the sheer
complexity in some products that have strayed
from the founding principles of simple physical
investment in the constituents of a well engineered index.”

Mr Thomas said that he failed to understand why investors would be interested
in synthetic ETFs which had unnecessary complexity built into their structures,
notably when simpler alternatives such as physical ETFs tracking the same
index existed.

“We should strive for simplicity as an industry. If I want to go from point A to
point B, then why travel via all the other letters of the alphabet just because
such an option exists?”

Feedback?

Mr Thomas also said he was concerned that retail investors could be tempted to
use ETFs to buy the components of a diversified portfolio when they would be
better off buving a multi-asset solution which was tailored to their risk orofile
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allocation decisions. Get news, analysis &
. . comment on the rapidly
Looking at the example of the US, Mr Thomas said large numbers of s changing world of
directed retail investors were buying ETFs on execution only platforms for their
‘pension funds without necessarily being experts in asset allocation and portfolio market structures »
risk management.
“Retail investors are generally not experts in asset allocation in the way
professional fund managers are. In due course, when today’s investors are
approaching retirement, with potential pension savings shortfalls, we could see
them asking why they were allowed to make these investment decisions
themselves. In my view this is a ticking time bomb. In the UK and Europe, the L atest headlines from CNBC 5]
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1. Volume #Liquidity

Wany advisors and investors like to implement whiat can best be described as “liquidity screens, refusing to consider products J
that don't have a certain average daily rading volume (25,000 shares dailyis a common rule of thumb). That could be a big

mistake, as this approach results in overlooking hundreds of smaller products that may offer compelling investment theses and

unique exposure.

The historical volume of an ETF tells very ltle about how liquid a und is, becaus ETFs are capable of something called
“spontaneous liquidity” Becauss there is a mechanism in place that sllows for the creation of new shares almost immediately, it
is possible to execute large trades in thinly-traded funds without moving the price by a meaningful amount sign up for the free
ETFdb newsletter

It's been noted that ETF trade like stocks-which is part of the appeal of the exchange-raded struciure. Butthere are limits to
that comparison; if you know what you're doing (more on this below), its possible to buy 1 million shares of an ETF thattrades
10,000 shares daily within a few basis points of NAV. That might sound hard to believe, butits absolutely true-and part of the
beauty of ETFs

‘A quick callto any ETF issuer will get you speedy assistance on the execution side; alteratively, there are firns such as Street
One Financial and WallachBeth that can provide smooth execution of block trades for a minimal fee.

2. Market Orders Just Might Burn You

It should be noted, however, that achisving 3 desired level of liquidity in an ETF often requires a bit of work and diligence.
Advisors accustomed to the execution of positions in mutual funds should be aware that ETFs work in an entirely different
manner Instead of buying from and selling directly to the fund company, ETFs are often sold between market pariicipants. 4nd
there is no guarantee that trades will be executed at of near NAV, rather, shares change hands at whatever price clears the
markets.

Low volume ETFs should not be avoided due to liquidity-related fears. But low average daily rading volumes should resultin
additional caution being paid when buying or selling a fund for 3 dlient portflio. Wide bid-ask spreads can resultin additional -
Lr
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Fortunately, the tools for avoiding such pifalls are both cheap and easy to use: imit orders can be tremendously powerful
mechanisms for investors.

Search| 3. Not All ETF Expense Ratios Are Created Equal

‘Some advisors making the switch from mutual funds to ETFs have a tendency to patthemselves on the back for embracing low

SEARCH ETFDB

———— 1 coststrategies thatwill make their clients money overthe long run. The assumption that all ETFs are created equal, however, is
utterly alse. The realiyis thatthe gaps between funds offering similar (or nearly identical) exposure can be drastically ifferent
TF TooLs ty ity gap 9 « ly ) exp ly

The best example is probably a comparison of the iShares HSCI Emerging Markets Index Fund (EEM) and the Vanguard MSCI
Emerging Warkets ETF (VI/0). Both funds are linked to the 11SCI Emerging Markets Index, yet EEN (0.69%) costs nearly 50 basis
points more than VWO (ust 0.22%). There are a number of other examples of similar product with huge gaps in expenses, and
the impact over the long run can be significant,

+1

Ifyou'e serious about minimizing fees, it pays to shop around: not all ETFS are created equal interms of cost eficiency.
@ share | TF CENTER|

4. Bigger Does Not Equal Better

Wihen evaluating potential ETF options, there is a tendency among some advisors to arauitate towards the products that have the
largest assst base and most substantial average daily volume, o to pick out only funds from well-known issuers such as

GUGGENHEIM

iShares and Vanguard. Hany ofhe argest exchiange-traded product are popularor 3 ¢3S0, they offr cheap, efient access
1o desirable assst lasses. Butin many instances, he size of an ETF 5 more InGicatve ofhe length of 1 operating history than
FINANCIAL ADVISOR | the atractvensss ofthe undeting poriolo and methodology o ongerm investors. Innovaion n the ETF space has gradually

& RIA CENTER | 8edine tpe of exposure ofered, and many of the newer, smallr producs Salve some of he Issues that plagued the frst
generation of ETFs

K ThekTE
The FTSE China 25 Index Fund (EXI) is a great example. Thatfund is by far the most popular China ETF on the market with more

than 56 billion in assets. But for investors seeking lona-term ex00sUre fo the Chinese econom. ifs orety safe to sav that here ] _';I
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