
 

 

 
 
 
 
 
 

 
 
 
 
 
 
 
 

 
 
 

 
 

 
 
 
 
 
 
 

 
     

…What’s the Hype?! 
 
As philosopher Jose Marti once said, “Like stones rolling down hills, fair 
ideas reach their objectives despite all obstacles and barriers.  It may be 
possible to speed or hinder them, but impossible to stop them.” So goes 
the growth in Exchange Traded Products (ETPs)! Although ETPs have been 
around since 1993, the growth in these investment products has been 
startling during the last decade, and especially in the last five years.  On a 
global basis, it is estimated that there exist more than 4,700 ETPs from 
more than 200 providers with assets exceeding $2.1 trillion and traded on 
56 exchanges. Wow! 
 
The exchange-traded product umbrella includes a number of product 
structures, ranging from exchange-traded notes (ETNs) to exchange-traded 
funds (ETFs) to grantor trusts and unit investment trusts (UITs). In fact, 
most of the initial ETPs were actually UITs, which have a few peculiarities 
relative to ETFs.  Importantly, UITs must replicate the entire index (no 
sampling), and they can’t engage in securities lending, which removes the 
potential of providing some supplemental income to the product.  
 
But, what the heck is an ETF? An Exchange Traded Fund is similar to a 
mutual fund except that it trades intraday like a stock. They've become 
extremely popular because they're considered to be a less expensive way 
for investors to gain exposure to an array of asset classes, including 
domestic and international stocks, bonds, commodities, real estate 
(REITS), timber, oil and gas, and even alternatives. Unlike mutual funds, 
ETFs provide an opportunity to bet against a market through short or 
inverse strategies. Another important consideration when investing in ETFs 
is the ability to place limit orders, as opposed to market orders. 
 
Other ETF benefits, include: 
 
• Tax Efficiency: Generally maintain lower capital gains distributions 

than mutual fund because of the underlying creation / redemption 
mechanism. 

• Transparency: Typically the full list of holdings is published daily.  
• Flexibility: Trade and settle like stocks, with intraday pricing and 

trading, place stop and limit orders, increments of one share and 
go long or short like a stock. 
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 “However, and we 
caution, most ETFs 
aren’t for you!  If you 
are looking to build a 
long-term, buy-and- 

hold portfolio, the vast 
majority of these 
products are not 

appropriate.” 

ETPs, ETFs …WTH?! (cont’d) 
 
• Cost Effectiveness: The asset-weighted average total expense 

ratio for ETFs globally is 0.31 percent.  
• Diversification: Exposure to an entire benchmark.  
• Indicative NAV: Real-time value of the underlying portfolio is 

available.  
• Liquidity: Two sources—secondary, volume on exchange and 

primary, in-kind creation/redemption process trading the 
underlying holdings by authorized participants.  

 
However, and we caution, most ETFs aren’t for you! As of January 21, 
2014, there were 1,565 exchange-traded products in the U.S. trading on 
three exchanges.  If you are looking to build a long-term, buy-and-hold 
portfolio, the vast majority of these products are not appropriate. Many 
of the products are too short-term in nature (geared primarily to day 
trading), use leverage, are quite sophisticated, potentially more risky, 
and overly granular in their focus and exposure.  Also, many of the names 
of the products don’t adequately describe the underlying investments.  
But, more on that below.  
 

Creating ETFs 
 
As discussed previously, ETF trading occurs on an exchange like shares of 
stock, but the process by which ETF units are created is very different.  
Unless a company decides to issue more shares, the supply of stock in the 
marketplace is finite.  When demand increases for units of an ETF, 
authorized participants (APs) have the ability to create additional units 
on demand. 
 
In creating and issuing ETFs to investors, there are two markets at work, 
the primary and secondary markets.  In the primary market, an ETF 
sponsor (investment manager) builds the framework for the ETF (concept) 
and APs create and redeem units.  In the secondary market, authorized 
market makers seek to provide liquidity, and investors buy and sell 
existing units of ETFs on a stock exchange through brokers and financial 
advisors.  It is in the primary market where ETF units are created and 
redeemed. Individual investors cannot buy ETFs on the primary market 
and must transact on the secondary market. 
 

The ETF Process 
 
First, an issuer, such as an investment manager (Vanguard), constructs or 
replicates an index based on an investment objective (S&P 500, country, 
sector, industry, asset class, etc). The issuer then builds an ETF that 
invests in a basket of underlying securities reflecting the desired ETF 
index. Once that process is complete, the issuer lists the ETF on an 
exchange, such as the ASX. 
 
At this point, an AP(s) creates ETF units, through a transfer mechanism, 
whereby they apply to the ETF issuer to receive ETF units. The AP 
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The ETF Process (cont’d) 
 
delivers a basket of underlying securities and / or cash to the issuer, as 
specified by the issuer.  As an example, the AP would deliver a basket of 
500 S&P 500 constituents to the Issuer in exchange for ETF units.  The 
ETF unit is called a creation unit, and it is typically equal to 50,000 
shares. 
 
The underlying securities and / or cash are transferred to the issuer’s 
custodian, which would have been appointed by the issuer.  At this point, 
the AP is able to trade the units on the secondary market, with each unit 
representing a proportional holding of the underlying securities / index. 
 
 

 
 
Not surprisingly, the redemption process is effectively the creation 
process in reverse. In this case, the AP acquires the minimum block of 
units in the ETF to form what is called a redemption unit and then 
exchanges this unit with the issuer for the underlying securities. 
 
The creation and redemption process is driven by investor demand. This 
process helps keep ETF supply and demand in continual balance, and it 
provides another layer of liquidity not apparent by looking at trading 
volume stats. Importantly, because units are typically created and 
redeemed between APs and issuers in the primary market, capital gains 
can be allocated to the redeeming unit holder rather than remaining with 
the existing investors in the ETF. This feature is different than tax 
treatment in mutual funds. 
 
Once the ETF is traded through the primary market, units begin to be 
transacted on the secondary market, just like buying and selling shares of 
a stock.  Just like stocks, ETF units can be purchased and sold through 
brokers, and transacted anytime during the trading day. There is no 
minimum trading size.  Also, like trading shares, ETF investors can use all 
the trading strategies such as market orders, limit orders, stop orders, 
short sales, and margin lending. Settlement on these trades is 3 days 
following the trade date (T+3). 
 
The price at which these trades are transacted is referred to as the NAV, 
which is based on the value of the underlying assets divided by the 

“The creation and 
redemption process is 

driven by investor 
demand.  This process 
helps keep ETF supply 

and demand in 
continual balance, and 

it provides another 
layer of liquidity not 

apparent by looking at 
trading volume stats.” 

“Just like stocks, ETF 
units can be 

purchased and sold 
through brokers, and 
transacted anytime 

during the day.  There 
is no minimum trading 

size.” 
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The ETF Process (cont’d) 
 
number of units outstanding. Most ETFs trade at or near their fair value 
due to the transparency of the underlying issues and the unit redemption 
/ creation features. Trade information is recorded by a registrar, which 
manages the ongoing administration of unit holders. 
 
Given the special features of ETFs, such as tax treatment, transparency, 
real-time trading, etc., one can quickly see why they are taking 
significant market share from traditional mutual funds. 
 

ETFs as Alternative Investments 
 
One area of opportunity associated with ETFs is the ability to participate 
in alternative strategies.  This was the private domain of the wealthy 
through traditional hedge funds, which came with income and net worth 
restrictions. For many years, ETFs have given access to investors that 
wanted exposure to commodities, either through futures, physicals and / 
or securities.  Recently, Risk Factor ETFs have become popular and focus 
on such market characteristics such as beta, momentum and volatility.  
 
The biggest advance, however, is reserved for the alternative space. 
ETFs have begun to include more exotic strategies in the alternative 
space, providing investors with more opportunity to participate in 
products that exhibit low correlations to traditional fixed income and 
equity offerings. “Alternatives” have become very popular as investors 
perceive that these instruments, with their lower expected correlations, 
will help smooth portfolio returns during volatile market environments. 
Product offerings include multi-strategy, long / short, market neutral, 
volatility, merger arbitrage, and hedge replication. 
 
According to ETFdb, there are nearly 60 ETFs that fall into the 
alternative bucket. The largest ETF in this space is the iPath S&P 500 VIX 
Short Term Futures ETN (VXX) that has $1.2 billion in AUM as of January 
27, 2014. The next largest alternative ETF is IQ Hedge Multi-strategy 
Tracker (QAI), but its assets quickly fall to only $655 million.  The tenth 
largest alternative ETF has only $148 million in AUM.  As you can see, 
despite the breadth in the number of ETFs being offered in this space, it 
is the retail investor that has latched onto their potential usefulness, and 
not the institutional participant. 
 
One of the benefits of accessing alternative investments through ETFs is 
the lower cost associated with these products.  The highest fee among 
this group of roughly 60 ETFs is 2.01%, with all but 9 of the ETFs with fees 
<1% and 2/3rds with fees less than 90 basis points. This is a huge 
advantage over the traditional 2% plus 20% hedge fund fee.  Given the 
liquidity and transparency, the mutual fund industry shouldn’t be the 
only segment of our capital markets feeling the competition. 
 
 
 
 
 

“Given the special 
features of ETFs, such 
as tax treatment, real-
time trading, etc., one 
can quickly see why 

they are taking 
siginificant market 

share from traditional 
mutual funds.” 

“One of the benefits of 
accessing alternative 
investments through 

ETFs is the lower cost 
associated with these 
products.  Given the 

liquidity and 
transparency, the 

mutual fund industry 
shouldn’t be the only 

segment of our capital 
markets feeling the 

competition.” 
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Leverage – Caveat Emptor! 

Although investors may benefit from access to alternative strategies 
through ETFs, one area of great concern to us at KCS is the use of 
leverage in many ETFs, and the potential lack of understanding how 
the leverage is achieved. As a result, we would like to caution the 
“average” investor in their use of ETPs / ETFs that engage in 
leverage. There are many nuances that need to be understood before 
trading in these instruments.  For instance, there are three very 
different types of leveraged ETPs / ETFs, and the differences are 
based on the frequency of the reset, which will have a potentially 
huge impact on the product’s risk / return characteristics. 

As stated, there currently exist three reset periods for ETFs, including 
daily, monthly and lifetime. In the daily reset environment, these 
funds / products seek to amplify the results during the course of a 
single trading day. The leverage is reset prior to the next day’s open. 
In monthly reset funds, these ETFs seek to deliver leveraged results 
over the course of a month, meaning that the leverage resets every 
four weeks or so. Though the impact of compounding return still 
exists, it occurs much less frequently (12 times / year) than the daily 
reset (253 observations on average). 

With regard to lifetime reset funds, there are now several ETNs 
(Exchange Traded Notes) that seek to deliver leveraged returns over 
the lifetime of the note, with some of the products having lifespans 
greater than a decade. The effective leverage realized when 
establishing a position can be very different than the initial target – in 
some cases by as much as 8 times! 

Just this month, the Financial Industry Regulatory Authority (FINRA) 
announced that it settled with Stifel and broker affiliates to pay 
combined fines of $550,000 and close to $475,000 in restitution to 65 
customers that were sold leveraged and inverse ETFs from 2009 to 
2013. The suit stated that the sellers did not adequately understand 
these products when recommending them to their clients — the 
settlement required no admission of guilt. 

Urban Legend?  

One concern that may be overblown, and could possibly have been 
started by the mutual fund industry (shocking), is the fear that ETFs 
can collapse. The thought was that ETFs could suddenly collapse 
under a huge burden of short interest, leaving some investors with no 
assets left to support their positions. In reality, there are safeguards 
in place to prevent an ETF collapse. In fact, there exist regulations 
related to short interest that ensure that a collapse is not possible. 

“…one area of great 
concern to us at KCS 
is the use of leverage 

in many ETFs, and the 
potential lack of 

understanding how 
leverage is achieved.  
As a result, we would 

like to caution the 
“average” investor in 
their use of ETPs / 

ETFs that engage in 
leverage.” 
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What’s Next? 

This article is intended to be an introduction to this burgeoning 
segment of our marketplace.  As you can imagine, we have just 
scratched the surface on the various products that support the $2.1 
trillion invested in ETP product today. The growth in ETPs / ETFs that 
we’ve witnessed has been amazing, and is likely to continue, although 
we suspect that the growth will come mostly through new assets being 
invested in existing product.  The industry’s product development 
growth rate will likely subside, and as it is, ETFs slice and dice our 
capital markets in ways that have never been imagined. 

We will likely dedicate at least one more Fireside Chat to this subject 
focusing more attention on the fixed income side of the equation, 
global product offerings, currencies, commodities and MLPs. For 
instance, ETFs and ETNs have provided fixed income investors with a 
much more efficient access to these markets. In addition, we will 
explore the potential use of ETPs in defined contribution and defined 
benefit structures. 

Just Released 

Congratulations to Ron Ryan, CEO at Ryan ALM, on the publishing of 
his book titled, The U.S. Pension Crisis.  Ryan’s book articulates what 
needs to be done NOW to save America’s pensions.  

When testifying before the ERISA Committee in 2003, Ron highlighted 
the issues related to GASB and FASB accounting rules, and the 
distortions to contributions, funded ratios, earnings and balance 
sheets brought about by their failings.  This book is a must read for 
anyone who truly wants to understand why our defined benefit plans 
are in such a state right now.  Check out www.ryanalm for more 
information. 

“The growth in ETPs / 
ETFs that we’ve 

witnessed has been 
amazing, and it is likely 
to continue, although 

we suspect that growth 
will come mostly 

through new assets 
being invested in 
existing product.” 


