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Nasdaq 100 ETF has had a tracking
error of only 0.01 per cent since it
began in 2002, whilst the iShares S&P
500 ETF has only lost 0.07 per cent
per annum against the index over a
similar time period.

Why, some will ask, should we
accept index-matching performance?
Surely there are managers who can do
better than that for us? Yes, over
certain time periods some managers do
outperform the index they are asked to
beat. Many funds do still seek them
out with a portion of their capital. The
problem is in finding them in advance
of their good performance, given the
average experience, which is one of
underperformance.

How then, can exchange traded
funds get rid of most of this
underperformance? Firstly, they do not
make mistakes by buying and selling
shares at the wrong times, in the way
active managers can. Those which
replicate the index always buy or sell
the right amounts of shares to keep
their portfolio in line with the index.
The synthetic funds achieve the same
aim by putting in place portfolio
insurance to match the index. These
funds do, however, still need to offset
their own fees and their own

transactions costs for the buying and
selling they do have to do to balance
their funds. One of the ways they do
this is through stock lending against
their share positions, an accepted
practice in major stock markets where
the shares are returned to the fund at a
specified date and a fee is earned.

Not all exchange traded funds match
or nearly match their index. The more
exotic ones have higher fees. None of
them can offer a firm guarantee, but
the more mature ones which have
established a good track record show
what can be achieved in usual
conditions. This is much better than the
average actively managed fund.

Exchange traded funds are a cross
between unit trusts and investment
trusts. Like investment trusts you can
deal in them any time the market is
open. Unit trusts have dealing times or
dealing days when you can apply to buy
or sell units, so they are less liquid.
However, unlike investment trusts and
like unit trusts, if there is a big buyer or
a big seller of the ETFE, whose bargain
cannot be accommodated by market
makers in the normal way, the manager
can create or destroy shares, buying or
selling the underlying shares in the ETF
portfolio, to increase liquidity. The aim
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is to prevent the ETF ever going to a
significant discount to asset value
through pressure of selling — or to a
premium through pressure of buying, in
the way an investment trust does.

This means ETFs are effectively as
liquid as the underlying market. There
are two pools of liquidity available if
you wish to sell. There are the market
makers in the ETF shares themselves,
who may buy your stock to sell it on.
There is the liquidity in the shares
within the ETF portfolio, where money
can be raised to redeem your shares if
need arises. There are no entry or exit
fees. Dealing spreads are usually tight.
Management fees are lower than for
most actively managed funds. Typically
the fee would be 0.2 per cent for cash
or bond funds, between 0.3 per cent
and 0.7 per cent for share ETFs and
between 0.4 per cent and 0.9 per cent
for alternative investments.

You also know every day what your
exposure is like, as you can always find
out how shares in the underlying index
are tracking. In this sense they are more
transparent than many actively
managed funds, where you do not
know day by day what they own.

Apart from low tracking errors after
costs, they can make running a portfolio
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easier. A single trade can give you

your whole exposure to, say, Japanese
equities, and a single trade can take
you out of Japanese equities when you
wish. It gives you an easier and cheaper
way of changing policy if circumstances
in the markets or your own
circumstances change.

Other uses of ETFs

Exchange traded funds were first
launched in the USA in 1993. There
has been big growth in them, especially
in the US. By the end of 2007, there
were 1200 ETFs worldwide, controlling
assets worth $800bn. They allow you to
pick and choose in a number of ways
when settling your investment
approach. The simplest way of using
them would be to own shares in an
ETE, giving you exposure to world
equities when conditions are good, and
to switch to ETFs in cash and short-
term bonds when times are hard. If you
get this choice right more times than
wrong you will do well.

If you wish to run a more traditional
portfolio, with a mixture of bonds,
property and equities, there are ways of
doing that through ETFs. There are

ETF invested in index-linked bonds,
different country government bonds,
corporate bonds and interest rate
spreads. There are ETFs that invest
in money market instruments, and
ETFs that buy property shares to give
you exposure to property portfolios.

If you wish to be more discerning in
your equities, there are ETFs for each
major world market and its relevant
index. You can use ETFs to move from
Asia to America to Europe, or from
Japan to the USA to Germany. You
can construct a balanced equity
portfolio from ETFs seeking to
match the performance of differing
equity markets.

If you wish to take more active
management risk, there are now
ETFs that replicate or mimic sector
performance, so you can buy into
oil shares or technology shares
through an ETFE.

Perhaps more attractive is the ability
for a portfolio to put its toe into the
waters of alternative investments like
private equity and commodities
through ETFs. The ETF is more liquid,
more transparent and with lower fees
than most of the usual ways of

19

investing in these areas. You are not
locked in for months or years, the fees
are not high, and you know more about
what you are buying.

Unfortunately there is not an ETF
which will always get the asset decisions
right! You still need to do that for
yourself, or take advice from those who
might be able to help you.
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