A Focus on ETFs 

Exchange traded funds are rapidly evolving from the product first launched more than a decade ago as a way to track the Standard & Poor’s 500 stock index. Yet that product – the SPDR (or “Spider”) – remains the most popular ETF on the market, a testament to its longevity and utility.


In the mid-’90s, investors had only a handful of choices when it came to ETFs, which are index funds or trusts that are listed on an exchange but trade like a single stock. They hold an underlying basket of stocks or other types of securities, and are based on indexes that track different parts of the market. Back then, State Street offered the SPDR (SPY), as well as the DIAMONDS Trust (DIA), which tracked the Dow Jones Industrial Index. Barclays had a family of ETFs that offered investors access to a number of international markets. 


But today, ETF investors have one-trade access not just to broad swaths of the U.S. market or international equity markets, but also to bonds, regions, specialized slivers of industries and sectors, and even commodities. As ETF providers slice and dice the market into thinner and thinner sections, investors are able to buy, in one trade, a basket of stocks in focused areas of the market, such as semiconductors or pharmaceuticals.


“ETFs are becoming available in more exotic flavors,” says Dan Culloton, senior fund analyst with Morningstar. “They offer investors cheap entry into emerging industries, precious metals, commodities – things that up to this point were the sole province of wealthy or institutional investors.”


What’s more, while the choices multiply, the advantages remain what they were in the very beginning: ETFs are tax efficient, transparent (meaning, you always know exactly what underlying securities you own) and have substantially lower expenses than traditional mutual funds. ETFs offer many of the same trading advantages that investors get from stocks, such as intraday pricing and the ability to sell short or buy on margin – another way they’re different from traditional mutual funds.


“The ETF structure really is a better mousetrap than the traditional mutual-fund business,” says Joe Keenan, managing director and head of sales for global fund services at Bank of New York. Investors haven’t failed to notice. Assets in ETFs have more than quadrupled since the beginning of 2002, from $82 billion to more than $360 billion as of September, according to Morningstar. As of June, there were 287 ETFs trading, according to Morningstar.

And many view this as only the beginning for the ETF market. Projections from Financial Research Corp. in Boston see the ETF market potentially expanding to $1 trillion by 2010. “There’s a lot of runway ahead,” says Lee Kranefuss, CEO of iShares for Barclays Global Investors, which commands more than half the assets investors hold in ETFs. “The relative growth versus the traditional mutual-fund market is extraordinarily high.” 


ETF Basics: Cheap, Transparent, Tradable

An ETF is an open-ended fund, or a unit investment trust. Generally, index-based ETFs are passively managed, which means that instead of having a manager hand-pick specific stocks to include in the ETF, it instead tracks the performance of an existing index, like the S&P 500 or the Nasdaq-100, by holding the same stocks. Shares of the ETF represent a portion of that group of equities (or bonds, commodities or currencies). 

Experts cite four main advantages to owning ETFs over traditional mutual funds: 


Lower Costs. Across the board, ETFs have lower expense ratios than traditional mutual funds, primarily because you’re not paying a fund manager for his or her expertise to pick your stocks and adjust the portfolio depending on the market’s actions or a company’s fortunes in an attempt to beat the market. 
The average annual expense ratio of an ETF is 0.42%, versus 1.3% for a traditional mutual fund, according to Morningstar. Some are even cheaper. For example, the Vanguard Large Cap ETF (VV), which tracks the MSCI U.S. Prime Market 750 Index, and the Vanguard Total Stock Market ETF (VTI), which tracks the MSCI U.S. Broad Market Index, both have annual expense ratios of 0.07% – the lowest of any current ETF offerings available for at least the past year, according to Morningstar. 
Even when you compare the expense ratios of an ETF to those of traditional index-based mutual funds, the costs are lower. Traditional index funds have average annual expenses of 0.74%. That’s because mutual-fund companies have to pay for customer service as well as record-keeping costs for things like sending out performance data to clients and making that information available online. Because ETFs trade like a stock, that all happens on the exchange, so the costs aren’t passed along to the ETF buyer. 
The difference in costs between ETFs and traditional funds, sometimes just a fraction of a percent, may not seem like much, but these costs add up over time. And in flat to middling markets, investors want to hang on to every little scrap of return they can. 
“Folks used to assume if they had an investment it would return 8% or more; now, it’s maybe 5% or 6%, and you don’t want to give one percentage point of that away in expenses if you can avoid it,” says Keenan of Bank of New York. 

Tax Efficiency. When a traditional mutual fund shifts around the stocks in its portfolio, capital gains may be incurred if it sells stocks at a profit. Because they’re based on indexes, turnover in ETFs is lower than that of actively managed mutual funds; there isn’t a lot of buying or selling because indexes don’t change that much. In part because of that, ETFs rarely distribute capital gains on which investors must pay taxes. ETFs further benefit tax-wise from a mechanism called “in-kind redemption.” When the owner of shares of a traditional mutual fund wants to sell, the mutual fund may sell stocks in order to get cash for the client, generating capital gains that can be passed on to investors. ETFs, on the other hand, redeem shares for baskets of the ETF’s underlying securities, which is not a taxable event. 

Transparency. Unlike traditional mutual funds, which aren’t required to continually disclose their holdings, ETFs do so daily, so you always know what you own. In traditional, actively managed mutual funds, you might not know exactly what a fund manager is up to, how much cash is currently in a portfolio, or if the fund is abiding closely to its investment strategy. With an ETF, you always know what you’re getting. 

Flexibility. There are two options with traditional mutual funds: Buy or sell. Because ETFs trade like stocks, investors can also sell them short, betting that the underlying index will fall. You can buy ETFs on margin or purchase options. In addition, ETFs are priced throughout the day like stocks, whereas traditional mutual funds price only once, at the close of the market. For more active traders, this gives them the ability to watch price fluctuations and buy when they think the prices will be lowest 

How to Construct a Portfolio 

Initially, ETFs were used primarily by institutional investors. But that’s changing. While there are no industry-wide numbers tracking what kind of investors are buying ETFs, Kranefuss of Barclays estimates that about two-thirds of the assets flowing into iShares are from individual investors, usually via their financial adviser. Overall, about half of the assets in iShares, he estimates, belong to individual investors as opposed to institutional investors. 

Strategies for creating a portfolio entirely out of ETFs can be as simple – or as sophisticated – as an investor wants, depending on his situation. ETF offerings have expanded to the point that it’s possible to build a diversified portfolio exclusively through ETFs.

The easiest way for a buy-and hold investor to create a portfolio of ETFs is to invest a lump sum in a small handful of ETFs that will guarantee broad exposure to the market. For example, an investor who wanted 80% of his money in stocks and 20% in bonds could buy shares of the Vanguard Total Stock Market ETF (VTI), which tracks the MSCI U.S. Broad Market Index. Next, for exposure to the fixed-income market, he could invest 20% of his money in the iShares Lehman Aggregate Bond ETF (AGG). If he wanted access to, say, international stocks, he could take a portion of the money allotted to U.S. stocks and instead put it into an ETF like the iShares MSCI EAFE (EFA), which tracks the benchmark of developed overseas markets.

ETFs are ideal for investors who want to use what’s called a “core/satellite” investment strategy. This means putting the bulk of your money in a core, diversified investment vehicle that may be lower risk than alternatives – for example, investing in a broad ETF that tracks all stocks in an index like the S&P 500, rather than one that focuses specifically on a particular sector. The rest of the portfolio is then invested in smaller outlying investments (which can also be ETFs), perhaps riskier or trendier areas that are expected to outperform the market in the short term. These “satellite” investments can be easily bought and sold as market leadership shifts. 

To view the ETF’s in Table Format download the pdf files  ETF’s Page 1  and  ETF”s Page 2.














































