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nvestors who pulled out of the

stock market because of the pro-

longed downtum may be eyeing
the rising m arkets with renewed
interest. If you don’t have individual
stock favourites but want exposure
to the markets, one way to get back
into the action is through exchange-
traded funds (ETFs).

ETFs are indexing tools that track
the underlying assets of whichever
index they are pegged to. To own an
ETF share is to own a percentage of
the value of the underlying index.
First developed in the US ten years
ago, ETFs are one of the fastest
growing investm ent vehicles in the
world. They have taken off globally
and, at the end of 2002 there were
280 ETFs worldwide with US$141.62
billion of assets under management.
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An extensive and growing
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range of exchange traded
funds provide investors a
cheap and liquid alternative to
traditional mutual funds. By
Angela Pasceri BXZFIEEE
THEER AREEFRHESODER
TUN-—EEEMARBUENEE A

RHEIE -

In Hong Kong, the Tracker Fund of
Hong Kong (TraHK), managed by
State Street Global Advisors Asia,
began trading in November 1999.
With US$3.059 billion assets under
management as at end 2002, it’s now
among the top 10 largest ETFs in the
world. Including the TraHK only four
ETFs trade on the Hong Kong stock
exchange.

Hong Kong’s ETF market is still in
the early stages of development.
According to Joseph Ho, regional
director north Asia, Barclays Global
Investors, this is partly due to lack of
investor awareness of the product. A
related factor is that financial advi-
sors have a greater incentive to sell
managed funds with high commis-

sions rather than passive index
trackers. “Here financial advisors are
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commission-based so they don’t
make money pitching [ETFs] to
clients,” he says. “In the States, quite
a few financial advisors are on a fee-
based payment structure so they
don’t necessarily make money on
sales.”

Investors shouldn’t wait for advi-
sor's recomm endations before con-
sidering ETF's.

PRICED RIGHT

As an alternative to stock-picking or
traditional mutual funds, ETFs hold
a number of attractions. First, they
act like stocks in that they trade
intra-day at real time pricing and can
be bought from a regular broker.
Reasonably liquid, ETFs trade all day
on stock exchanges.

ETFs also provide the diversifica-
tion of mutual funds. Yet unlike
mutual  funds
they are transpar-
ent in terms of
fees and holdings.
With ETFs, there
are no surprises
because the fund
mimics the index
that it's designed
to track.
Adjustm ents to
the fund are
made when
changes occur to
the index, and
this is rare. When
you go to sleep
each night you don’t have to womry
whether your fund manager is fully
invested or holding cash; whether
they have veered from their stated
strategy to chase quick gains; or
whether stock churning is chipping
away at your returns.

One of the key attractions is that
ETFs don’t carry the high charges
and fees associated with mutual
funds. The expense matio of an ETF
ranges between 0.2 percent and 0.8
percent. The only other charge asso-
ciated with ETFs is the brokerage
fee incurred when buying or selling
ETF shares. Broker charges in Hong
Kong remain at around 0.25 percent.
Actively managed funds generally
charge one to two percent per
annum in addition to the upfront fees
charged for expenses incurred set-
ting up the fund, and hefty sales
commissions for distribution agents.
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ETFs are also less expensive than
traditional index funds, which
require some management. For an
index fund, there is a onetime load
of one percent and the annual aver-
age expense is around 1.5 percent.
ETFs further differ from index funds
in that they trade throughout the day.
So if you decide to sell in the morn-
ing, you don’t have to wait for the
fund to price in the afternoon to
know how much you'll get. Index
funds also trade at the underlying
value of the portfolio determined in
its NAV, but an ETF may trade at a
premium or discount to its value,
depending on the demand and sup-
ply in the market.

The liquidity of ETF's is best meas-
ured by the liquidity of the underly-
ing assets held in the fund. For cross-
listed shares, the hom e market will
offer better liq-
uidity than the
other market in
which the fund
is listed.

ETFs earn
both income
and capital
gains, which
are distributed
at least annual-
ly to investors.
Stock-only
ETFs will pri-
marily earn div-
idend income
and capital
gains, while bond-only ETFs will pri-
marily earn interest income and capi-
tal gains.

Investors should be aware that
ETFs have their downsides. If the
underlying index your ETF tracks is
falling, your fund will tumble right
alongside. Those of a nervous dispo-
sition or with little time to watch
their investments may prefer a man-
aged fund.

Kevin Ng, senior relationship man-
ager at ING Financdial Planning rec-
ommends ETFs to clients who want
low cost exposure in shares as an
alternative to mutual funds. “ETFs
are a very liquid and flexible tool
especially useful for those who want
quick exposure for a short time.” He
notes that it is primarily clients with
stock trading experience and lump
sums who consider them.

Ng finds that locally, investors opt
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Design ed to attract investment
from both institutional and retail
investors, ETFs comprise market
activity at two levels: primary and
secondary. At the primary or institu-
tional level, creation and redemp-
tion takes placein large blocks of
securities. So called creation units
are created by the large brokerage
firms, specialists, and large traders
who deposit securities directly into
the fund. Theyare usually issued in
blocks of 50,000, 100,000 or 150,000,
typically in the multi-million dollar
range. The basket of securities mim-
ics as closely as possiblethe under-
lying assets of theindex being
tracked. The fund then issues ETF
shares of a corresponding dollar
amount in return for the deposit of
securities.

When thefund redeems shares it
can only bein prescribed large
share blocks called creation units.
The broker takes the ETF shares,

RHMEBEEE X

HOW ETFs WORK FiE:%#%

which they buy on the stock
exchange, and exchanges them
directly for the underlying securities
comprising the fund's portfolio. The
broker then sells these securities on
the open market.

ETFs do not redeem individual
shares or units at NAV. Investors
who want to dispose of ETFs that
are fewer in number than the pre-
scribed amount of creation units
would have to placethem in the
second ary market as thereis no
direct redemption by the ETF fund
itself. This differs from the tradition-
al mutual fund where the fund man-
ager would buy or sell the securi-
ties into the market place herself. In
an ETF the trading function is
stripped out and handed to a third-
party, the broker/dealer. Because
there is an arbitrage opportunity on
the creation/fredemption side, the
share price tends to track NAV very
closely.

ETF PRIMARY AND SECONDARY MARKET ACTIVITY
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for TraHK because of their comfort
level with the 33 stocks it contains.
The most prevalent tracker funds
in the US are DIAMONDS (which
track the Dow Jones Industrial
Average), iShares (marketed by
Bardays Global Investors), HOLDRs
(m arketed by Merrill Lynch), Cubes
(better known as QQQ track the
Nasdag-100), SPDRs (Spiders track
Standard & Poors indexes),
streetTRACKS (managed by State
Street Global Advisors), and VIPERs
(vetsions of Vanguard index funds).
The iShares Russell 3000 Index Fund

(which tracks the Russell 3000 Index)
offers the greatest diversification in
terms of number of stocks. Ngsays his
Hong Kong dlients looking to invest in
theUS favour the SPDRs or QQQ.
Being focused on one index or
market, ETFs have an inherent con-
centration risk, comments Ng. He
advises investors to understand their
diversification exposure and why
they are investing in a country or
sector ETF. “Even buying into the
Nasdag-100 QQQ there is a concen-
tration of large cap stocks in the top
100, so you end up buying MSN,

Oracle, Cisco. You're really concen-
trating your risk in those large cap
stocks.”

Similarly, buying TraHK does not
provide great diversification as the
top 50 stocks (6.1 percent of atotal
of 824 companies) account for 84
percent of the total market cap.

Derek Young, CEO of ipac finan-
cial planning Hong Kong Ltd. gener-
ally dislikes ETFs. “There are more
effective and often cheaper ways for
clients to diversify exposure to equi
ty markets, while maintaining the
opportunity to gain alpha. [m easure-

BUILDING A PORTFOLIO #4084

To determine what your ETF portfo-
lio should look like, ask yourself a
few basic questions: What is your
risk tolerance? Do you want to be
invested in — cash, equities, bonds
or property? Do you favour your
home market or do you want to
diversify by geography or sector?
Given thenumber of ETFs avail -
able, it's important to co nsider your
appetite for risk and the strategy
you'll deploy. Other considerations

to make are whether you want
broad exposure, sector or geo-
graphic exposure.

For new investors, look for a
broad-based ETF in the four region-
al blocks, US, Europe, Asia or
emerging markets, before looking
atindividual country ETFs unless
you're in that market, suggests Ng.
Broad-based ETFs track an index or
other financial products made up of
a well diversified number of stocks.

The largest is the Russell 3000
Index tracked by theiShares Russell
3000 Index Fund and the smallest is
the DJIA with 30 industrial stocks.
Other broad-based ETF funds
include SPDR Trust Series 1 and
NASDAQ-100 Index Tracking Stock.
Sector-based ETFs focus on a
single market sector. They may be
more volatile than broad-based
ETFs because they are concentrated
on onemarket segment Investors
who want the opportunity to partici-
pate in sector growth without hav-
ing to pick the winners among in di-
vidual stocks would ben efit from

FIVE SUGGESTED STRATE GIES - with their ticker symbols BiEE#ERE — MR

BalancedF&
LargeCap Value
(ELV}

Dow Jones Utilities
(XLU} (IDU)

S&P 500 Index
(SPY) (IVV)

InvesTop Corporate
Bond Fund (LQD)

LIFESTYLE CHOICES i &iEZ
Defensivessr2 ConservativefR~r 2
1 Lehman Lehman
Treasury 20+ yrs  Treasury 7-10 yrs
(TLT) (IEF)
2 |ehman Lehman
Treasury 7-10 Treasury 1-3 yrs
yrs (IEF) (SHY)
3 Lehman Russell 3000 Value
Treasury 1-3 yrs (IWW)
(SHY)
4 InvesTop
Corporate Bond
Fund (LQD)
5
6

Growth & &2
Mid Cap Spiders
(MRY)

Russell MidCap
Growth Index
(IWS)

MSCI EMU (EZU)

Dow Jones Index
(DIA)

Nasdaq 100 Index
(QQQ)

S&P Europe 350
(IEV)

AggressiveiHE
S&P Global
Healthcare
{ITYHNIXJ)

S&P Global IT
(IXN)

Nasdaq Bio tech
(IBB)

Nasdaqg 100 Index
(QQQ)

P acific ex-Japan
(EPP)
Nasdaq Pharma
(PPH)

Source E##E : Asia Pacific Group

Note: The availability of the European and Asian ETFs reflects the comfort level of the client base with these areas.
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ment of the difference between a
fund's actual and expected returns
given its level of risk],” he says.
“Indexing can resign clients to giving
up alphain their portfolio. We have
found over the years that it is possi-
ble to get alpha using active manage-
ment provided there is a good
spread of investments and a good
spread of active managers.”

Young maintains sed oral funds
better reflect the reality of global
business than country bias funds.

As an altemative to ETFs, Young
recomm ends global ind exing servic-
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these. Examples of funds include,
Merrill Lynch Semiconductor HOL-
DRS and Select Sector SPDR Fund -
Financial.

A new product trading on the
Australian stock exchange is a gold
ETF icker GOLD) which allows
investors to buy securities thatare
backed by real gold. This is revolu-
tionary explains James Pacetti, presi-
dentof ETF International Associates, a
leading US consulting firm in the area
of structuring ETFs, CEFs, and mutual
funds. GOLD tracks the spotprice of
gold and can be created or redeemed
atany time for gold and is exchange-
able for gold traded in the OTC mar-
ket Each share represents 1/100f an
ounce of gold minus the monthly
management fee of 0.02 percent.

Single country ETFs may be suit-
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able for those wh o want targeted
investment in a country they believe
will grow faster than other countries
but who don‘t want to pick individual
stocks. Examples of country focused
ETFs are iShares MSCI Japan and
iShares MSCI Taiwan, which is cross-
listed on the SEHK.

Generally speaking, lump sum
investments into ETFs are more cost
effective bec ause they minimise
commission charges paid to the bro-
kers with each purchase or sale. ETFs
are less suited to those looking for a
regular savings vehicle because
commission charges will absorb
gains, especially on small monthly
amounts.

“Becausethese are not mutual
funds, you can't make regular pur-
chases in most of them, so you don't
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get the benefit of imediversifica-
tion,” says Kevin Ng, senior relation-
ship manager, ING Financial
Planning. You therefore do not bene-
fit from dollar cost averaging, which
is possible with mutual funds.

Pay attention to the expense ratio
when selecting an ETF advises
Cecilia Chin, director of marketing at
State Street Global Advisors. “If
you're paying too much for the ETF
and it's not that liquid then it defeats
the purpose,” she says. “Funds with
high expense ratios maynot have a
lot of volume. Cross listin gs here
wouldn't be as liquid because
investors are not that familiar with
other markets. On the other hand,
the ETFwould be very liquid in its
home country because people are
familiar with it,” shesays.
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es provided by Barclays Global
Investors which offers a multiman-
ager platform. The advantages of
using a multi-manager format are
that the portfolio managers control
asset allo cation and the investm ent
manager selects securities; report-
ing is consolidated; and cost effi-
ciencies are obtained because
because managers strike who lesale
deals at better prices.

Hong Kong’s ETF market looks set
to develop over the next few years,
with the help of the Securities and
Futures Commission. Last month the
regulator produced proposals to
remove current regulatory con-
straints on ETFs with the intention
of facilitating the development of a
regional ETF market in Hong Kong
As well as offering investors a wider
choice of investment products, these
low cost, transparent alternatives to
managed funds may also serve to
drive down fees across the fund
industry.
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COMPARING FUNDS E£ L&

Feature 4524

Real time pricingERERES
Purchase accessibility 52 SEEE

Long-short market & %&&H5
Expense A

Open-ended architecture BHGR&E
Marginable &

Portfolio transparency A &&HE
Listed options s

Source E#®HR : ETF International Associates

ETF shares Traditional mutualfunds Closed-end funds*
TR B ERE SRR 5 BEHFEBES B RS
Yes= No%& Yes =
High, any B/D** account ~ Varies by B/D mutual High =
= REEAB/DF H fund platform ¥ 7E

B/DHEEE ST &ME
Yes= No%& Yes =
Varies T&E Varies TE High™
Yes= Yes= No&
Yes= Yes= Yes =
High® Lowi& Lowf&
Yes= No%& No&

* Closed-end funds trade throughout the day over an exchange but unlike ETFs have no mechanism to prevent them from trading at sub-

stantial premiums or discounts to their net asset values.
* NEAESSTIEEBTEMEE BEIRSTEMETES TR EUESEEFENEERERINEEEE -

** Broker dealer @& TREHT

Many brokerage firms offer ETF research. The most extensive research, according to ETF International Associates,
can be found at A.G Edwards, Credit Suisse, Deutsche Bank, Goldman Sachs, Lehman Brothers, Morgan Stanley,
Merrill Lynch, Raymond James, Salomon Smith Barney. Morg an Stanley publishes the most comprehensive ETFd ata
and researc h. Exchanges with ETF listings and ETF sponsors also have extensive descriptive and statistical informa-
tion on ETFs available on their web sites. For more information see www.exchangetradedfunds.com.
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