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Passive posturing
Exchange-traded funds (ETFs) enjoyed
great success during some of  the most
difficult times the financial industry has
had to face. Their unique selling point has
been their simplicity, transparency and
cost efficiency. 

But, as providers seek further
innovation, some may be in danger of

crossing the fine line of  what is acceptable within this product
range. Some argue that alternative asset classes should not be
wrapped within an ETF, while others claim these vehicles offer
investors easy access to more exotic exposures. The jury is still
out on whether these products are a solution to the challenges
of  high fees and liquidity, or just over-marketed fad.

A definite hurdle ETFs and their providers still have to get over
is the uptake of  pension funds. Asset managers and other
institutions have begun to make use of  ETFs within their portfolio
structures, but the majority of  pension funds still have to make
that step. The key seems to be education and knowledge; these
passive products aren’t trying to bump active management out of
the way. Rather, at least according to what providers profess, they
should work hand in hand with active strategies to provide the
most efficient use of  an investor’s risk budget.
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Deputy editor
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News in brief
RABOBANK NABS CARR FROM
BNP PARIBAS FOR ETFS
Rabobank appointed Matthew Carr,
previously of  BNP Paribas, as head of  ETF
marketing in global financial markets
(GFM). He will be responsible for
developing Rabobank’s Exchange Traded
Funds platform as part of  Rabobank’s
participation in the ETF Exchange.  Carr’s is
a new position and he  will act as the focal
point at Rabobank in the marketing of
ETFs to key clients. Prior to joining
Rabobank International, Carr worked at
BNP Paribas, most recently responsible for
European sales and marketing of  the BNP
Paribas ETF product, EasyETF.

ISHARES LAUNCHES CURRENCY-
HEDGED EQUITY ETFS ON LSE
IShares, BlackRock’s ETF platform,
launched Europe’s first currency-hedged
equity ETFs. The five new physically backed
funds were launched on the London Stock
Exchange (LSE) following significant client
demand for currency-hedged equity
exposure. The launch takes the total number
of  iShares ETFs listed on the LSE to 94, the
highest number of  any provider in the
market. Axel Lomholt, head of  product
development, iShares Emea, said: “These
latest products provide investors with the
opportunity to hedge against unintended
and often undesirable currency risk, a
consideration which is particularly
important during periods of  volatile
currency fluctuations.”

GLG HIRES DIAB FROM QATARI
INVESTMENT BANK
GLG Partners, based in London, has hired
Mark Diab to its emerging markets team
from Amwal, a Qatari investment bank. In
his new role as portfolio manager, Diab will
take responsibility for Middle Eastern and
North African equities. 

4

NEWS ANALYSIS

Although sentiment about the global
economy has improved and investors are once
again beginning to trust active money
managers, ETFs continued their meteoric rise
this year, with assets increasing by 14% and 22
new providers entering the industry.

According to data from Deborah Fuhr,
managing director, global head of  ETF
research and implementation strategy at
BlackRock, at the end of  Q3 2010 the 
global ETF industry had 2,379 ETFs with
5,204 listings, assets of  US$1.2trn (€0.86trn),
from 129 providers on 45 exchanges. 

Year-to-date assets held in these products
increased by 14.0%, from $1.036trn to $1.2trn,
which is greater than the 0.9% increase in the
MSCI World Index in US dollar terms. 

In this same period the number of  ETFs
increased by 22.3% with 478 new ETFs
launched. There were 1,030 ETFs listed in
Europe, compared to 890 in the US at the end
of  Q3 2010. Furthermore, there are currently
plans to launch 972 new ETFs. 

In terms of  providers, iShares is the largest
ETF provider globally, in terms of  both
number of  products, with 461 ETFs, and assets
of  $534.6bn, reflecting 45.3% market share.
State Street Global Advisors is second with 113
products and assets of  $163.8bn, giving it a
13.9% market share. Vanguard is third with 63
products and assets of  $126.2bn and 10.7%
market share at the end of  Q3 2010. 

The top three ETF providers, out of  129,
account for 69.8% of  global ETF assets under
management. IShares was also the largest ETF
provider in Europe while Lyxor Asset
Management was second with 147 products,
$47.2bn in assets and 18.4% market share,
followed by db x-trackers with 135 ETFs, assets
of  $42.9bn and 16.7% market share at the end
of  Q3 2010. 

Also this year, 22 new providers have entered
the industry, launching their first ETFs. 

Fuhr’s research also revealed that the usage of
ETFs is beginning to change. In the United
States, where ETFs are most commonly
thought of  as a retail product, institutional
investors are finding that ETFs can be helpful
tools for cash equitisation, transition
management, rebalancing, and obtaining hard-
to-achieve exposures. Approximately 20% of

institutional ETF users say they employ the
funds to implement strategic or long-term
investment decisions, and an equal share report
that they use ETFs for both tactical and
strategic purposes.

Providers have also seen the usage of  ETFs
changing. Matthieu Guignard, head of
product development at Amundi ETF, said:
“We have long-term investors in our products.
An Edhec survey, conducted in conjunction
with Amundi, showed that over 60% of  ETF
investors have bought the product as a buy-
and-hold investment.

“Institutional investors are using ETFs for
both their core and their satellite holdings
within their portfolios. They look for passive
exposure through ETFs to mature markets
within the core part of  their portfolio and use
ETFs for satellite investments in asset classes
such as emerging markets. So ETFs are now
being used in both parts of  institutional
portfolios.”
Danièle Tohme-Adet, head ETF and indexed
funds development at Sigma BNPPAM, said:
“Historically it was more economical for
pension funds to use traditional index funds for
their core holdings but for diversification
benefits they need ETFs. However, since 2008
we’ve seen a move to ETFs from index products
even for the core portfolio  thanks to market-
timing importance in a very volatile market
context. Since you can pick the time to view the
Nav [net asset value], this is a good feature in
times of  high volatility and helps you get a good
snapshot of  your portfolio.” 

Isabelle Bourcier, global head of  Lyxor
ETFs, said: “Pension funds and institutional
investors need a minimum €250m allocation
to create a segregated mandate. Therefore for
anything less than that, it would pay them to
invest in ETFs.”

According to Bourcier, the ease of  trading is
another reason for pension funds to favour
ETFs. She said: “Index funds are sticky assets
and it takes a long time for pension funds
wanting to get out of  them to get their money
back. If  institutional investors know they want
to invest for a certain number of  years then they
can negotiate a cheap price for an indexed
fund, but then if  they need the cash at short
notice they have a problem.”

ETFs continue to increase;
institutional usage on the rise
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Natixis gets in on the ETF game News in brief
ETF SECURITIES TO LAUNCH
INDUSTRIAL METAL ETCS
ETF Securities confirmed that it is
preparing to launch a range of
physically backed industrial metal
exchange-traded commodities (ETCs),
subject to approval from relevant
regulators and the London Stock
Exchange. The industrial metal range
of  ETCs will include physical
aluminium, copper, lead, nickel, tin and
zinc, as well as a basket consisting of  all
six metals. Graham Tuckwell, chairman
and CEO of  ETF Securities, said: “We
continue to see strong demand for
industrial metals and investors have
often asked us to provide a product that
is priced off  and backed by physical
metal. This new platform is intended to
provide investors with exposure to
physical industrial metal without the
need to purchase and store such metal
directly. We believe that our proposed
product structure and the use of  LME
Warrants will provide secure and
transparent access to the physical 
metals market.”

SOURCE REGISTERS HIGHEST
NET CASHFLOWS IN Q2
Source saw higher net cashflows than
any other European exchange-traded
product (ETP) provider in the second
quarter of  2010, according to Deutsche
Bank’s quarterly ETP market update.
The firm accounted for 63% of  net
cashflows in the equity segment of  the
market, accounting for 63% of  net
cashflow. The MSCI Emerging Markets
Source ETF had the highest inflows of
all European ETPs, with the Dow Jones
EURO STOXX 50 Source ETF coming
in third place. Source was also the
fastest-growing ETP provider in Q2
2010 in terms of  assets under
management. Source’s assets surged by
over 60% quarter on quarter. This sees
the firm climb to eighth place, from
eleventh, in terms of  size.

ETCs launched on Six Swiss Exchange

France features quite heavily in the land of
exchange-traded fund (ETF) providers. And in
an effort to not get left behind, Natixis Global
Asset Management acquired an asset
management start-up that will specialise in
these products.

Natixis Global AM bought a majority stake
in Ossiam. Based in Paris, this firm will be the
first ETF start-up in Europe focused on
providing a diverse range of  specialty ETFs
based on quantitative and fundamental data. 

Ossiam plans to launch its first ETFs in early
2011. These products will be available to
investors in Europe, either through French
funds, a Luxembourg Sicav structure or via
dedicated funds tracking customised indices
tailored for specific institutional client needs. 

Pierre Servant, CEO of  Natixis Global AM,
said: “In Europe, the ETF market is rapidly

growing; even if  it is still lagging behind the US
market, the gap is decreasing. We aim to
develop specialty ETFs as intelligent solutions
for clients rather than plain-vanilla products
that replicate market-cap weighted indices.”

Bruno Poulin, CEO of  Ossiam, said: “We
have ambitious growth plans for the company
both in terms of  market reach and range of
products and we believe our partnership with
Natixis Global AM will allow us to achieve
those plans.

“Ossiam aims to provide smart and
innovative ETFs at fair prices across a broad
range of  asset classes. We will offer their clients
long-term investment solutions and tailored
products for specific issues."

Ossiam’s four directors, including Poulin and
deputy CEO Antoine Moreau, will retain
partial ownership.

Exchange-traded product (ETP) providers
have continued their quest for innovation.
Source and db x-trackers launched exchange-
traded commodities (ETCs) on the Six Swiss
Exchange in October, while db x-trackers
launched a range of  fixed income ETFs.

Source brought to market 15 products, of
which 14 replicate various commodities indices
and one tracks the price of  physical gold.
Deutsche Bank’s ETF platform launched 14
new ETPs, of  which ten also replicate various
commodities indices and four reflect the price
movements of  precious metals. 

Alain Picard, head of  ETFs and other
financial product sales at Six Swiss Exchange,
said:  “Swiss investors have shown significant
interest in gaining commodity exposure.”

Earlier in October, db x-trackers listed 24
fixed income ETFs to the Six Swiss Exchange.
The products aimed to let investors quickly,
easily and cost effectively get exposure to the
US, Eurozone and German sovereign bond

markets, money market and inflation-linked
bond benchmark indices, corporate bonds,
corporate credit  (via linkage to leading credit-
default swap-based CDS indices) and
emerging market bonds.
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ALTERNATIVES

Under scrutiny
There is a healthy amount of scepticism towards ETFs offering
exposure to alternative asset classes, finds Angele Spiteri Paris

6

Two of the main selling points of  exchange-
traded funds (ETFs) are that they are 
simple and transparent. But with products
offering exposure to esoteric asset classes like
private equity and hedge funds, these
structures may well be drifting away from
their central principles.

As with anything, there are two sides to every
argument and this also holds true when it
comes to talking about ETFs on alternative
asset classes.

Some are vehemently opposed to the
development while others, unsurprisingly
those creating the products, say there are
legitimate uses for these more obscure corners
of  the ETF world.

Matthieu Guignard, head of  product
development at Amundi ETF, hails from the
former camp. He says: “I don’t consider the
hedge fund ETFs to be ETFs. They’re 
more like a listed hedge fund because you
don’t know what’s in them. Really, a hedge
fund ETF goes against the whole premise of
the product.”

In the most recent Funds Europe CEO
panel, Robert Parker, senior advisor at Credit
Suisse, highlighted the danger these complex
ETFs can pose – pegging them as the next
likely candidates for a blow-up in the
financial world.

Not everyone is as negative. The ETF
providers who have engineered the hedge fund
and private equity ETFs, like db x-trackers
and Invesco, are adamant that there is a place
for these products in investors’ portfolios.

But Isabelle Bourcier, global head of  Lyxor
ETFs, says: “I’m not sure there is an appetite
for ETFs on alternative asset classes, like
hedge fund ETFs. The majority of  assets
remain in blue chips, leveraged products and
emerging markets.”

However, movements in the market show
that there is some interest, however slim.
Manooj Mistry, head of  db x-trackers ETFs
UK, says: “We’ve seen good demand for our
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hedge fund ETF. We’ve raised $1.3bn
[€0.9bn] over the 18 months since launch,
with interest coming from a broad spectrum of
investors, including European private banks
and wealth managers.”

Dan Draper, head of  ETFs at Credit Suisse,
says: “Clearly, there’s demand for these
alternative products among certain clients.”

Furthermore, although there are more hedge
fund ETFs in the market now than there were
a year ago, the products available are very
different from one another.

Hedging your bets
Head of  ETF licensing in Europe for
Standard & Poors Indices, John Davies, says:
“With any ETF the key thing is transparency
and it’s hard to see hedge fund managers being
keen to divulge their trading secrets. So the
jury’s out on hedge fund ETFs. We’ll see how
Source fares with its products.”

In September this year, Source, an exchange-
traded product provider, launched two ETFs
tracking the Merrill Lynch Factor Model
strategy. This strategy, developed by Bank of
America Merrill Lynch, aims to generate
similar performance to funds of  funds without
investing directly in hedge funds. Instead, the
model uses a portfolio of  six liquid and well-
known market indices to replicate the global
performance of  hedge funds.

Hedge fund manager Marshall Wace has
also moved into the hedge fund ETF space. At
the beginning of  this year, the firm launched
the MW Tops Global Alpha, a product it
claims is the first equity market-neutral
exchange-traded fund. In a release, the firm
said: “It is the first ETF targeting an absolute
return from a single investment strategy and
the first ETF in Europe to be run by a
dedicated alternative asset manager.”

The vehicle tracks the performance of  the
MW Tops Global Alpha Index, which itself
will be based on a basket of  Marshall Wace’s
globally diversified Tops investment strategies.

Marshall Wace claims the underlying holdings
are extremely liquid and easy to price, which
makes them especially well suited to the
liquidity requirements of  an ETF. 

Davies, of  S&P, says: “This [hedge fund
managers offering ETFs] opens up the client
base but you have to consider that none of  the
hedge fund products are new strategies.
They’re all replicating existing strategies to
offer access to a broader client base.”

But Mistry, at db x-trackers, disagrees: “The
way we’ve set up our hedge fund ETF is quite
unique and different to the replicator vehicles
out there that try and mimic hedge fund
performance. Our ETF is based on the
performance of  actual hedge fund managers
on our managed account platform.”

This means, says Mistry, that the product has
liquidity built in. He says: “The Deutsche
Bank-managed account platform gives us
visibility and access. We can see what the
managers are doing. Because of  this visibility,
we’re happy to provide intra-day liquidity.” He
notes that the underlying hedge funds usually
have weekly liquidity, but that Deutsche Bank
is used to guaranteeing liquidity.

But other experts in the market are sceptical
about the level of  liquidity that can be
provided in these hedge fund ETFs.

Davies, of  S&P, says: “The challenge with
hedge fund ETFs is to make sure there is
enough liquidity in the underlying to make the
product sustainable.”

And generally providing, or guaranteeing,
that liquidity is a challenge, mainly because of
the nature of  hedge funds as an asset class.

Vin Bhattacharjee, head of  Emea
intermediary business at State Street Global
Advisors, says: “When an investment manager,
like a hedge fund manager, has a specific skill
their process has value in its own right.
Therefore, the last thing that manager would
want is for people to know exactly what it is
they do. Which is why providing liquidity for a
hedge fund ETF will be difficult.”

‘With any ETF the key
thing is transparency
and it’s hard to see

hedge fund managers
being keen to divulge

their trading secrets. So
the jury’s out on hedge

fund ETFs’
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ALTERNATIVES
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Draper, at Credit Suisse, says: “Liquidity is a
valid concern, but this is where having the
right process comes into the discussion.”

Credit Suisse launched a hedge fund
exchange-traded note in February this year.
The Credit Suisse Long/Short Liquid Index
ETN is designed to correlate to the
performance of  the Credit Suisse Tremont
Long/Short Equity Hedge Fund Index. The
index to which the product is linked is
designed to reflect the return of  a basket of  18
liquid, investable market factors. These factors
are then selected and weighted monthly in
accordance with an algorithm that aims to
track the performance of  the Credit
Suisse/Tremont Long/Short Equity Hedge
Fund Index.

But although the exchange-traded hedge
fund products in the market all claim to offer
liquidity, Bhattacharjee, at SSGA, says:
“People need to ask themselves why they need
intra-day liquidity in a hedge fund product. I
just think it’s a bit of  a gimmick. They [the
hedge fund ETPs] attract flows because of
operational simplicity – buying such a product
is easy.”

Private equity
Private equity ETFs seem to be considered less
problematic than those on hedge funds,
possibly because their suggested mode of  use
does not intend to take the place of  direct
private equity investment, but rather to
supplement it.

Tim Mitchell, head of  specialist funds at
Invesco, says: “Listed private equity works well
in an ETF. Through these vehicles, you’re not
trying to offer direct exposure to private equity,
which is inherently illiquid. That would be like
trying to fit a square peg in a round hole.”

According to providers, the aim of  private
equity ETFs is to help sustain investors’ choice
to make a particular allocation to the asset class.

Private equity, by its very nature, doesn’t
allow for full, immediate exposure. Investors
have to commit a certain amount of  capital,
which is then drawn down as and when
investment opportunities come along. 

Therefore, a listed private-equity ETF offers
those investors an attractive alternative to cash
while their committed capital is waiting for
drawdown.

Draper, at Credit Suisse, says: “Rather than
holding cash to a committed but undrawn
down private equity portfolio allocation, it can
make more sense for investors to invest in a
private equity ETF.”

Mitchell agrees: “If  you want to fully expose
yourself  to the asset class then buying a listed
private equity ETF is appealing, until you can
honour your commitments and make the
direct investments.”

But the danger of  opacity still exists. Davies,
at S&P, says: “With ETFs tracking listed
private equity, it’s a challenge for investors to
understand exactly to what they’re getting
exposure. With these types of  vehicles they
have to realise that they’re exposed to both
the underlying private equity market and also
the management of  the private equity
companies themselves.” fe

‘Listed private equity
works well in an ETF.

Through these vehicles,
you’re not trying to offer

direct exposure to
private equity, which is

inherently illiquid’ 
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EMERGING MARKETS

Singled out
As investors get more granular about their emerging market
investments, the ETF market sees the advent of single-
country products. Angele Spiteri Paris reports

10

Exchange-traded funds (ETFs) offering
investors access to broad-based emerging
market indices have been widely successful.
But now this appetite is developing into a
greater need for single-country exposures as
investors aim to use these tools as building
blocks for their emerging market allocation.

Vin Bhattacharjee, head of  Emea
intermediary business at State Street 
Global Advisors (SSGA), says: “There’s a lot
of  alpha to be made through allocating
between countries in the emerging 
markets and through underweighting or
overweighting one country against another.
This is why single-country emerging market
country ETFs are becoming more popular
and why there is significant scope for growth
in this space.”

As investors become more granular in their
approach to the emerging markets, it makes
sense for ETF providers to make a greater
emphasis on their single-country products
and for those who don’t have any such
products to begin launching them.

John Davies, head of  ETF licensing in
Europe for Standard & Poor’s Indices, says:
“Single-country ETFs seem to be the 
flavour of  the moment. I expect that 
there will be more single-country vehicles
brought to market. In fact, Credit Suisse,
iShares and others have launched products
in this space.

Dan Draper, head of  ETFs at Credit
Suisse, says: “Different client segments make
top-down, macro decisions and use regional
and single-country ETFs as building 
blocks. Investors are starting to discern more
on a country basis, and ETFs are giving
them the opportunity to make their selection
on that basis.”

Other providers can also bear witness to
this increased demand.

Manooj Mistry, head of  db x-trackers UK,
says: “We are seeing more interest in single-
country emerging market ETFs. It started
with the Bric [Brazil, Russia, India, China]
countries and now we have added markets
like Malaysia, Thailand and China A-shares,
to our suite of  ETF products. The creation
of  these was a result of  both demand and
investment research.”

Some firms have already seen demand
swinging between their single-country
products.

Philip Philippides, head of  institutional
sales in UK and Ireland at iShares, says:
“We’re seeing more selective emerging
market country exposure from our talks 
with clients. China is now beginning to 
show momentum among European and 
US investors. In the beginning of  the 
year we had strong flows into China 
from Asian investors but those in Europe 
and the US didn’t favour it. However, 

‘There’s a lot of alpha to
be made through

allocating between
countries in the

emerging 
markets and through
underweighting or
overweighting one

country against another’
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in the last few weeks we have seen more 
flows from this client base come into the
China product.”

But, although they’re flagged as the next
step in the development by most in the
market, the road towards more single-
country ETFs is not without potholes.

David Rae, senior portfolio manager at
Russell Investments, says: “Once you move
away from the broad indices, tracking error,
liquidity and cost all become issues. It’s a bit
of  a case of  the chicken-or-egg argument
because to get tracking error and cost down
and increase liquidity you need a substantial
number of  assets. But if  you have high
tracking error and your product is expensive,
how are you going to gather those assets in
the first place?”

Draper, at Credit Suisse, says: “Liquidity
begets liquidity so as people get more
comfortable with each country then those
markets will become more liquid.” And thus
so will the ETFs based on indices within
those countries.

Bhattacharjee, at SSGA, says: “There are
some complications in offering single-
country ETFs as a result of  investor
restrictions in certain markets. For example,
in India and in China you have to be a
qualified investor to buy securities in those
markets. Which is why you would have to use
derivatives to provide such products.”

But not everyone believes that the demand
is as pressing as some are making it out to be.

Tim Mitchell, head of  specialist funds at
Invesco, says: “There is no demand for these
[single-country ETFs] yet although their
development is inevitable as the ETF market
becomes more granular.” 

In fact, although interest in single-country
products has increased, broad-range
exposure is still the main attraction when it
comes to emerging market ETFs. Mistry, at
db x-trackers, says: “We’re still seeing
investors allocating on a broader level. Many

are still happy to get broad exposure to the
emerging markets.”

Popular
Emerging market ETFs have in fact been
phenomenally successful. Year-to-date until
the third quarter this year, saw emerging
market ETFs growing in assets by $47.5bn
(€34.2bn), according to data from the global
ETF research and implementation strategy
team, BlackRock, Bloomberg.

Matthieu Guignard, head of  product
development at Amundi, says: “ETFs are
more than just products competing with
existing ones, sometimes they are the only
way to access a specific market. They
provide access to areas investors would have 
difficulty accessing.”

Davies, at S&P, says: “ETFs can be seen as
the most cost-effective way of  getting
exposure to emerging markets.”

Draper, at Credit Suisse, says: “Emerging
markets are a great success story for the ETF
community, both for institutional and retail
investors. They are suitable for investors
seeking exposure to markets like China.
ETFs allow investors access to emerging
market A-shares in their local time-zone and
in their local currency.”

Philippides, at iShares, says: “ETFs are
good wrappers that solve operational 
issues around access and trading. Also, the

‘Liquidity begets
liquidity so as people get
more comfortable with
each country then those

markets will become
more liquid’
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ease of  going in and out of  the vehicles
allows investors to change their views on 
the market.”

Concerns
One concern around using ETFs for emerging
market exposure is that, due to their popularity,
the companies in the indices the products are
based on could get adversely affected.

Mitchell, at Invesco, says: “The worry is that
people buy emerging market ETFs blindly,
without considering the valuations of  the
companies in the index. If  money flows into
the same set of  stocks then the P/E [price to
earnings ratio] of  those companies goes up and
investors in an emerging ETF may end up with
a return similar to that of  Western or
developed world companies.”

But Draper, at Credit Suisse, says: “We have
heard some concerns expressed around the fact
that people are all buying the same index and
the same companies and that there could be
speculative elements currently in emerging
markets. However, if  you consider the relative
economic growth rates versus the percentage
equity market capitalisation these regions
represent, there is still a large disconnect
between economic growth and the value
represented in equity market capitalisation in
emerging markets, which means the growth
story is likely still strong.”

Another potential concern around using
ETFs to access the emerging markets is the fact
that, according to some, tapping into the true
economic growth of  the region cannot be done
through an index.

Rae, at Russell, says: “There is a lot of
opportunity to add value through security
selection in the emerging markets, but for
clients who have a particularly short-term
need, ETFs are very useful.”

He says that Russell invests in ETFs in the
emerging markets for an Asian client on a long-
term horizon and uses the passive vehicles for
transition purposes on behalf  of  UK and
European institutions.

Choosing to take the ETF route as 
opposed the active manager one depends on
the investor’s reasons for allocating to
emerging markets.

David Chellew, head of  market positioning at
HSBC, says: “If  the client requires index
exposure, then ETFs are a popular way to go to
achieve market access. If  they want alpha, then
they need to depend on the skill of  investment
professionals working in these markets.” He
points out that, more often than not, active
managers beat the index in emerging markets,
but adds: “If  our clients want beta options, then
we need to make the choice available to them.”

Mitchell, at Invesco, says: “Choosing ETFs
depends on why investors are allocating to
emerging markets in the first place. If  they want
access to fast-growing companies and are ready
to take a certain amount of  risk then they should
take the active route. If, on the other hand, they
want broad exposure to these high-growth
regions then indices are the way to go.”

Currently there are several ETFs offering
broad exposure to emerging markets,
particularly those on the MSCI Emerging
Markets index. Mistry, at db x-trackers, says:
“The reason for the large number of  MSCI
products out there is that pension funds
benchmark against it.”

Appropriate
So although some believe ETFs don’t
necessarily capture the essence of  the emerging
markets as an asset class, they provide certain
positive elements that cannot be had anywhere
else in the market.

Draper says: “ETFs on emerging markets can
be appropriate for retail investors looking
outside their domestic borders for the first time.
ETFs allow them to build a cost-efficient,
diversified portfolio.”

Chellew says: “ETFs are good for testing the
waters for a scheme looking for an exposure to a
market where there is limited variability in the
potential results. So a small pension fund may
benefit from using ETFs as a way to gain access
and/or initial exposure to the emerging markets.

Bhattacharjee, at SSGA, says: “If  you want
long-term beta exposure to the emerging
markets then ETFs are the way to go. Also there
aren’t many actively managed products that will
offer you certain exposures, like Malaysia and
Indonesia, so ETFs gives you access you
wouldn’t have otherwise.” fe

‘If the client requires
index exposure, then

ETFs are a popular way
to go to achieve market

access. If they want
alpha, then they need to

depend on the skill of
investment professionals

working in these markets’
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INSIDE VIEW: JAPAN

Room 
to grow
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It is important to take a look at how ETFs
started out in Japan to understand the
current situation. The first ETFs came 
about partly as a means for Japanese
financial institutions to unwind their cross
shareholdings. Instead of  holding shares in
other Japanese companies, they diversified
their portfolios by holding ETFs instead. As
a result, historically the main investors in
ETFs have been financial institutions, such
as banks and insurance companies, who

mainly preferred ETFs that tracked the
Japanese equity market.  

The Japanese government has introduced
new policy measures to help facilitate the
launch of  new ETF products which take
exposure in a diverse range of  asset classes.
In December 2007, they announced a plan –
‘Strengthening the Competitiveness of
Japan’s Financial and Capital Markets’ –
which aimed to open up markets to non-
traditional ETFs. Their efforts were

successful and the number of  ETFs listed on
Japanese stock exchanges increased from just
18 in December 2007 to 107 as at September
2010. However despite such government
efforts, asset growth has been sluggish, with
the majority of  investors still preferring
traditional Japan equity ETFs.  

One of  the factors generally used in
assessing current demand for ETFs is
investor demographics. For example, the
breakdown of  investors in Nikko AM’s Topix

Relative to the expansion seen in Western markets, the Japanese
ETF market has remained stagnant during 2009. So what is
happening in Japan, asks Koei Imai, of Nikko Asset Management  
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and Nikkei 225 ETFs is roughly 70%
Japanese banks and insurance companies,
with the rest equally divided up between
brokerage houses (which act as authorised
participants), retail and overseas investors.  

We believe financial institutions became
sellers of  ETF holdings during 2009, as it
became more difficult (especially for large
financial institutions) to invest in assets 
which are market sensitive and subject to
price fluctuations, given the stricter 
capital requirements set forth under Basel II.
As a result, many banks and insurance
companies began to sell and this trend is
expected to continue.  

Interestingly, ETF assets increased during
the month of  September 2010. Our view is
that Basel II has also impacted Japanese

corporations, leading them to unwind their
cross shareholdings into ETFs. However,
these investors may eventually redeem their
primary shares directly from the ETF 
unless there is demand for secondary share
trading in the markets. It remains to be seen
whether the unwinding will ultimately help
spur growth.

Seeds of growth
So what are the catalysts for ETF growth 
in Japan?  

The recent announcement by the Bank of
Japan (BOJ) to set up a ¥5trn (€43bn) fund to
buy a wide range of  assets, including
Japanese ETFs, is expected to provide a
catalyst. We expect the BOJ to be long-term
investors, holding ETF shares, rather than
trading in secondary markets, which will
help asset growth. Additionally, this action
by the BOJ will have a positive impact on the
perception of  ETFs by Japanese investors,
prompting them to consider them for their
own portfolios.   

We also believe that diversification of  the
investor base will be critical in facilitating
further growth. For example, small- to mid-
sized financial institutions are less impacted
by Basel II. They actively manage their cash
portfolios and could diversify market
exposure by using ETFs. The advantage of
this (rather than mutual funds), is that any
dividends paid out can be treated as profit
from (an accounting perspective), which is an
important part of  income.  

Some retail investors have also found ETFs
to be an attractive prospect, due to the lower
fee structures (again, relative to mutual
funds) and ease of  use. However, similar to
the situation in Europe, this tends to be just
a small group of  well-educated investors,
who actively manage their own portfolios.
Retail investors currently hold
approximately ¥1,400trn in total financial
assets. While the Japanese traditionally
tended to hold assets in the form of  savings,
there is increasing recognition that pension
payouts and savings will not continue 
to grow at historic rates. Many more
individuals are therefore waking up to the
need for investment. Furthermore, some of
the large brokerage houses are also now
actively looking to sell ETF products to retail
investors, which was an area previously
ignored, due to the low fee structure.  

Overseas investors are already a large
segment of  the Japanese market,
representing 30-40% of  the total transaction
volume on the Tokyo Stock Exchange.

However, when it comes to ETFs, language
may be a main barrier to entry for most
overseas investors – Japanese ETF providers
have focused their efforts on marketing
products to Japanese investors and
information has only been made available in
Japanese. Providing it in English may be a
simple first step.  

Our general view is that in the end, good
investment products will gain in popularity.
Relative to the US and European markets,
we believe that the Japanese ETF market has
been slow to grow due to lack of  investor
awareness. Although we are unable to
predict the timing of  when the Japanese ETF
market will take off, we strongly believe that
it will. We also believe that education will be
key for all investor segments, in encouraging
the use of  ETFs.  

• Koei Imai is head of the ETF centre at
Nikko Asset Management 
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Japanese ETF market

has been slow to 
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ASSET SERVICING

The right tools for the job?
The servicing requirements of ETFs differ to those of a traditional
passive funds business. Nick Fitzpatrick looks at ETF operations 

16

What happens if  a large pension fund wants to
trade an ETF on the index that its own
sponsoring company is part of ? If  regulations
prevent it from investing in the pension fund’s
sponsoring employer, then that stock is a
restricted name and a potentially convoluted
process begins so that the ETF sponsor can get
its client exposure to the desired market without
infringing laws. 

As well as the ETF sponsor itself, the process
will also include market makers who trade the
stocks that make up the underlying index on
which the ETF is based. 

The work can be manually intensive, which is
why State Street’s asset servicing business
upgraded its ETF trading service in the US
recently to automate such processes. The move
by State Street is a sign of  how asset servicing
firms are dedicating more attention and
resources to ETF sponsors against the
background of  a booming ETF market, which
now holds over $1trn in assets globally.

But doesn’t the same scenario of  restricted
shares affect ordinary passive fund managers
when a pension fund wants exposure to an index
in which their company sits? Yes, but asset
servicing providers say providing investor
services to ETF sponsors is not just a case of
extending their ordinary asset servicing
capabilities to wider investment managers. This
is because the asset service provider has to deal
with more market participants, such as ETF
sponsors themselves and market makers. They
also have to tackle different fund structures and
work in different jurisdictions.

“Providing asset servicing for the ETF market
is fundamentally different to providing services
to the mutual funds market in general,” says
Paul Heffernan, head of  UK & European
business development at Bank of  Ireland
Securities Services (Boiss). “ETFs trade exactly
like equities in the secondary market, and so an
ETF asset servicer processes and systems should
compliment equity features.”

This shouldn’t be surprising, of  course. ETFs
are marketed often on the strength of  their

liquidity – their tradability is supposed to be just
like that of  equities. 

Equity ETFs are usually described as baskets
of  shares that can be traded as a single share, so
there’s no reason why they shouldn’t they be
treated like shares by the asset servicers who
work away in the background.

This implies taking account of  all the
differences there are between investing directly
in shares and investing in ordinary funds. For
example, providing more regular net asset
values (Navs).

Jason Kennard,  of  ETF Securities, an ETF
sponsor, says: “Accuracy is of  the utmost
importance when it comes to producing Navs.”

ETF Securities uses BNY Mellon Asset
Servicing for its asset servicing functions,
covering custody, fund administration, and
trustee services.

Joe Keenan, head of  global ETF services at
BNY Mellon Asset Servicing, says: “There are
some fundamental differences in processes
between funds and ETFs and so there is a need
for more front-end consulting and education. 

“One example of  the differences is that ETFs
are traded intraday at the quoted price versus
the NAV at the end of  the day, which would
happen with a conventional fund. 

“To support the intraday valuation there are
indicative NAVs – or iNAVs – that have to be

updated constantly throughout the day. You do
not have this with ordinary funds.” 

He adds that in US, an iNav would be
delivered by a stock exchange, but in Europe
it is more usual for the service provider to
deliver it. 

There is more involvement with the ETF
sponsor’s front office, too, says Keenan.

“Unlike in the traditional fund space where
asset service provider would carry out post-
trade functions like clearing and settlement,
with ETFs we are more involved in the front
office, typically helping clients with data and
distribution. We also have to deal with  the
authorised participants, like the broker-
dealers, whose job it is to help establish a fund
by setting it up in the primary market and to
maintain liquidity once the funds are live on
the exchange.”

It is in this primary market activity where
State Street’s automated trading service to deal
with restricted shares comes in. State Street
believes it is the first to automate this service. 

Frank Koudelka, senior vice president at
State Street Global Services, says: “Servicing
ETFs calls for conventional fund services like
NAV accounting, for example. But NAV
accounting becomes more specialised in the
ETF world where you are creating a basket of
securities.  The transfer agent function is
highly specialised with ETF dealing. There is
more contact and the need to educate
authorised participants as to the dealing and
settlement processes.”

Authorised participants, typically market
makers or specialists who obtain the underlying
assets to create ETFs, can simultaneously enter
the ETFs they want to trade and identify 
any restricted shares using State Street’s
FundConnect ETF trading platform. 

Restricted shares are securities that are not
eligible for proprietary trading and change daily
based on underwriting, mergers, investments
and other activities.  

“We send those trades to State Street Global
Markets who will execute them, so that when

‘Equity ETFs feel exactly
like equities, and so an
equity ETF should also

be treated like an equity.
An asset servicer’s funds
servicing business has to

be complemented by
equity servicing’
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the basket of  securities is delivered the restricted
names are included. In the past the participants
would need to request manual custom baskets
or send cash in lieu of  those shares and the
sponsor would then go to market to get full
replication, but we’ve simplifies the process so
the sponsor no longer needs to do that.”

Koudelka says that the method for identifying
restricted shares within ETFs was previously
manual and intensive. 

Structures & markets
The complexity involved in servicing ETFs has
increased significantly as they have been
expanded to cover different assets classes. Their
structures can also differ from one sponsor or
fund to the next, using either physical securities,
swaps or a hybrid of  the two in order to
replicate an index. 

And in Europe a further challenge is posed by
the different market regimes.

ETFs in Europe can also be listed on multiple
exchanges and according to Koudelka of  State
Street, education for authorised participants as
to the mechanics of  different funds, such as
where delivery should take place, is another
function of  service providers.

“In Europe we find we have to educate the
authorised participants about how settlement
has to take place in a particular ETF depending
on where it’s listed,” he says.

Heffernan, at Boiss, says: “The requirements
can be different. There are wide variety of

structures and clients need to understand the
different secondary market landscapes, their
exchanges and settlement systems.”

Off the sidelines
Asset servicing firms are investing more in
their ETF service capability in part because
their old clients are becoming interested in
entering the market, not just as investors, but
as ETF sponsors.

Keenan, at BNY Mellon, says: “Many large
firms were on the sidelines until they realised
exactly what kind of  proposition ETFs
presented. Initially they thought that
launching ETFs would cannibalise their own
funds business. 

“But the industry is at a tipping point now
because many firms have seen how popular
ETFs are. Many managers in the US, both
active and passive, see ETFs as a vehicle that is
growing quickly among certain distribution
channels in the US.”

Kenan says there is a lot of  interest from
potential sponsors, including in the Middle East,
Asia and Latin America. 

Boiss has rolled out its ETP Direct platform to
Asia and the Middle East and it is now 
also looking at certain frontier markets, 
says Heffernan.

“For Irish-domiciled ETFs we have a
settlement infrastructure to allow managers to
distribute, settle and trade ETFs in over 35
countries and plans to extend it to 50.” fe

‘In Europe we have to
educate about how

settlement has to take
place in a particular

ETF depending on
where it’s listed’
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The road less travelled
BNP Paribas Asset Management’s EasyETF is streamlining its
business and tightening its institutional focus. Danièle Tohme
Adet outlines the action the firm has taken so far

The ETF world has often been
characterised by a flurry of  product launches
and cross-exchange listings. But BNP
Paribas Asset Management’s EasyETF chose
to take the path less travelled and has
actually been closing languishing ETFs in
order to streamline and focus its business on
the institutional market.

Danièle Tohme Adet, head ETF and
indexed funds development, Sigma, at
BNPPAM, says: “Over the past six months
we’ve done something quite contrarian.
We’re revamping and concentrating 
our product offering in order to deliver
strong asset management expertise and
excellence, rather than wasting time 
cross-listing products which only breeds
more difficulties.” 

Less is more
She explains that its better to list on just two
exchanges and concentrate on providing
excellent service on those. 

“We began by delisting our dollar-
denominated ETFs listed on Euronext. We
wiped out things like our ETFs on Egypt, the
UAE and luxury goods. These products have
been delisted,” says Tohme Adet. 

EasyETF is adapting its range in order to
improve its competitiveness and visibility, by
adapting to the needs of  its customers, which
are mainly institutional.

The ETF provider will be concentrating
listings on Euronext, Deutsche Börse and 
the Swiss market, SWX. EasyETF will 
also liquidate 15 trackers on specific themes
or geographies.

The assets held in these funds represent less
than 5% of  the total assets in the EasyETF
range, which amounted to €4bn at the end
of  September 2010. 

Furthermore, EasyETF will withdraw the
16 US dollar-denominated vehicles listed on
Euronext, which will subsequently be listed
on non-European markets, and it will also
withdraw from the Italian stock market.

The move to reorganise the offering was
partially driven by talks with market makers
who, according to Tohme Adet, plan not to
continue quoting all types of  ETFs on all the
exchanges. “The business is moving towards
higher concentration of  product,” she says.
“Market makers showed us that they’re 
keen to optimise and clean up all the 
useless market making on ETFs that don’t
trade. They want to concentrate on a few
exchanges only.”

Institutional focus
Another reason for BNPPAM to rationalise its
ETF product range is its tightened focus on
the institutional marketplace.

The retail market in Europe for ETFs is still
very small and, therefore, any large player is
going to focus on the larger clients, such as
asset managers themselves and pension funds. 
“We’re calibrated for more institutional sales
efforts,” says Tohme Adet. “And we’re
focusing on a few ETFs such as those on
commodities and the Stoxx zone. We have
the best tracking error in the market and
perform fiscal optimisation. We’re also
focusing on the difficult asset classes like
European and US equities.”

Market makers showed
us that they’re 

keen to optimise and
clean up all the 

useless market making
on ETFs that don’t
trade. They want to
concentrate on a few

exchanges only
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This is because institutions use ETFs for
tactical asset allocation within mature markets,
she says.

Tohmet Adet continues: “We have a
competitive edge when it comes to servicing the
institutional market because we’re part of  an

asset management business and provide
excellence in replication management.” 

She explains that the ETFs they’ve delisted
were very much targeted at the retail market.
EasyETF also delisted its products in the Italian
market because it is very retail in nature.

Cross-listing
Tohme Adet says that instead of  prolific cross-
listing in Europe, BNPPAM will be listing its
products on exchanges overseas. “We have
some boutiques and expertise in other markets
and therefore we can act as an advisor in those
markets,” she says. 

Hong Kong is one example of  where the
firm plans to expand, but Tohme Adet stresses:
“We don’t want to go in unprepared.”
Therefore a lot of  research is being carried out
before any moves are made. 

Part of  the EasyETF rationalisation includes
the launch of  new trackers, which will
enhance the current ETF range beginning the
first quarter of  2011. These aim to capitalise
on the firm’s innovation capacity.

EasyETF is the range of  trackers from
BNP Paribas. Issued by a unique
partnership between BNP Paribas Asset
Management and BNP Paribas
Corporate Investment & Banking,
EasyETF is backed by a complete
platform uniting the experience of
renowned players in asset management
and financial market activities.

Methodical index selection
EasyETF works in conjunction with
BNP Paribas Corporate & Investment
Banking research and structuring teams
to provide innovative investment
solutions and strategies.

EasyETF selects indices from the most
renowned providers, such as Dow Jones,
Standard & Poor’s, FTSE, BNP Paribas
and Markit.

Market making capabilities
EasyETF has developed solid
relationships with most market makers
active in the ETF field. BNP Paribas
market makers have a truly global
reach, covering all main financial
markets and operating as a member of
over 65 stock or derivative exchanges.

ABOUT EASYETF
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On the cheap
Providers have been jostling to be the lowest priced out there, but
is there more to competition than just the headline total expense
ratio (TER) of a product, asks Angele Spiteri Paris

20

ETFs have been sold on the fact that they
offer cheap exposure to various markets and
asset classes. And a glance over some
marketing campaigns finds price often being
given the starring role.

One of  the providers playing the cost card
is Amundi ETF. Matthieu Guignard, head of
product development at Amundi ETF, says:

“Price is one of  the first things clients consider
when making investment decisions around
ETFs. Cost is an important matter to us. We’ve
adopted cost-efficiency positioning with a lower
TER [total expense rato] – which includes the
management fee. When comparing ETFs on
price, you need to compare TER and not just
the management fee.”

Guignard claims the Amundi range is, 
on average, 20% cheaper than those of  
its competitors.

But Tim Mitchell, head of  specialist funds
at Invesco, says: “You can only know
whether you did actually buy the cheapest
product by looking back historically. Things
like tracking error constraints and other
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elements of  the structure of  the product
make a difference to the overall cost.”

John Davies, head of  ETF licensing 
Europe at Standard & Poor’s Index, says:
“Some ETF providers such as Amundi 
and HSBC are focusing on the low fees for
their product offering, whereas iShares is
drawing investors’ attention to the fact that
the cost of  an ETF can’t be judged by its
TER alone.”

Furthermore, David Bower, head of
European marketing at iShares, says: “Some
providers say their TER is the lowest, but
you have to consider that this does not
include all costs. Rebalancing in physical
ETFs and the swap fees in synthetic
products, for example, are  excluded from
the TER.”

Regardless of  its reflection on the real
expense to the investor, cost continues to be
an attention grabber and clients, especially
retail clients, can often be seduced by a
cheaper alternative.  

But as competition becomes stiffer, how
can providers continue to push the price of
their products down while still having a
sustainable business?

According to Guignard, at Amundi, being
a later player to come to the ETF market has
played in his firm’s favour. He says: “Some
players have been around for a number of
years and their fees were adapted to that first
market for ETFs.”

Davies, at S&P, says: “A number of  banks
have come into the ETF space and they’re
running everything themselves which
internalises cost efficiency.”

Mitchell, at Invesco, adds: “Investment
banks who, for example, manage their own
swaps internally can afford to push the 
cost down.”

Furthermore, for some of  these banks the
ETF business is not considered to be a
seminal element in the firm’s profitability
and therefore they can afford to slash their
prices. For some, it’s more about offering
clients a full suite of  products.

Chellew, at HSBC, says: “Our ETF
business is about giving our clients the widest
possible choice when it comes to market
access products.”

For some ETF providers tied to banks,
having an ETF business is not necessarily
about making money. A few additional basis
points on a product level wouldn’t make
much of  a dent on the profitability of  a large
banking organisation, which is often why

they can afford to set their prices low and
keep them that way.

Competitive edge
Guignard says: “Competition within the
ETF market has been beneficial for
investors. There was a time when there 
was only one S&P500 ETF, priced at 
around 40bps. Our product is priced at
15bps only, which is the lowest TER
available in Europe.”

Chellew, at HSBC, says: “We take 
being price-competitive very seriously. 
You have to be competitive and dynamic
around pricing because the pricing point is
changing as a result of  competition 
while investors using ETFs are doing so 
in part to drive down total costs within 
their portfolios.”

But other providers have tried to move
away from marketing around cost.

Manooj Mistry, head of  db x-trackers UK,
says: “You do want your product to be
competitive on a cost basis, but we try to
educate our clients to not just look at
headline TER.”

Thinking at Credit Suisse is along the same
lines. Dan Draper, head of  ETFs at Credit
Suisse, says: “We try to be competitive on a
TER basis, especially where we compete
with existing ETFs. But with new products,
such as the Credit Suisse ETFs on China and
Chile, we try to ensure we offer investors a
strong value proposition. We try to give
investors the highest level of  quality and
transparency without asking them to
compromise on price.”

Danièle Tohme Adet, head of  ETF and
indexed funds development at Sigma
BNPPAM, says: “When comparing the price
of  two ETFs you need to check the
domiciliation of  the fund because what is
included in the management fee differs from
one country to another. For example, in
France the management fee is equal to the
TER while in Luxembourg the management
fee does not include administration costs, etc,
so the TER looks a lot different to the
management fee.”

Bower, at iShares, says: “Investors do want
cost efficiency but they also want a reliable
partner, who offers good-quality service,
administration and all the things that come
with a  robust investment.”

But although from the outside looking in
pricing pressure may seem quite high,
Draper says: “We don’t see pricing pressure

‘Some providers say
their TER is the lowest,
but you have to consider

that this does not
include all costs.

Rebalancing in physical
ETFs and the swap fees
in synthetic products are
excluded from the TER’
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being particularly high around TER. 
The pressure is more about trading cost 
and transparency.”  

On the spread
Another cost element providers could seek to
compete on is the bid/offer spread.

Guignard, at Amundi, says: “Having an
integrated set-up with Crédit Agricole CIB as
our main market maker controls the quality
of  our bid/offer spread. For example, on our
Eurostoxx 50 ETF listed on Euronext we
have an average 4.6bps bid/offer spread
while others’ range from 5.3bps to 10bps on
the same underlying index.”

Bower, at iShares, says: “The size of  the
trade  and the exposure of  the fund are
factors amongst others driving the bid/offer
spread. The 4.6bps quotes could have been
on a particular day, during a particular hour
on a particular product.”

According to Mitchell, at Invesco: “You
cannot really control the bid/offer spread
since it’s the market makers setting it. What
you can do is guarantee a maximum spread.”

Something that does affect the bid/offer
spread is timing. Mistry, at db x-trackers, says:
“Spreads are tighter when the underlying
market is open. So ETFs based on US indices
have wider spreads in the [European]
morning, when the US markets are closed.”

Also, the number of  market makers you
have in a particular product makes a
difference. Bower, at iShares, says: “Liquidity
and associated costs are driven by the
underlying securities in an ETF as well as the
level of  market maker support. We have a
multi-dealer model and are very aware of
the fact that the liquidity differentials can 
be material.”

Value for money
Chellew, at HSBC, says: “But price isn’t
everything. There’s also the quality provided
by the trust in the providers brand and the
strength of  the organisation bringing the
product to market. We are not seeking to lead
solely on the basis of  price – we want to be
seen as offering the best value for money
based on the features clients want.”

Davies, at S&P, says: “Fees are an important
factor when choosing ETFs but investors
need to understand the risks involved in
investing in these products.”

Mitchell says: “The headline TER is handy
for some to claim they’re the cheapest, but
there is more to ETF cost than that.”

Draper, at Credit Suisse, says: “When it
comes to cost, you have to decide what is
going to be most effective for you as a client.
If  you’re a hedge fund, the annul TER
doesn’t make much of  a difference because
your holding period is likely to be relatively
short.  Therefore trading and execution costs
become of  paramount concern.” fe

‘The headline TER is
handy for some to claim
they’re the cheapest but,

there is more to ETF
cost than that’
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Simple truths
To retain its edge in the increasingly competitive ETF
marketplace, Amundi ETF brings select products to
market that are innovative yet not overly complex

Simple, cheap, transparent – Amundi ETF
aims to be creative and innovative in the
products it brings to market, but the 
firm always keeps the basic premise 
of  exchange-traded funds at the forefront of
its development.

Amundi ETF managing director Valérie
Baudson says: “Our innovation has focused
on creating products that are transparent
and liquid, which are key elements of  ETFs.
You can be innovative without launching
products that are too exotic or without
adding complexity.”

She gives the example of  the ETF on the
MSCI World Ex-Europe index. “This was a
very simple idea, but it was new. And since
no-one was doing it, it was innovative,”
Baudson says.

Another of  Amundi’s unique products was
the ETF on the Nordic region and the full
range of  products that allows investors to
have short exposure to government bonds
with several buckets of  maturities so 
that investors can easily implement their
curve strategies.

“There were short equity products but no
short fixed income ETFs, so we launched a
full range of  short euro govvies ETFs as well
as a full range of  short US treasuries ETFs,”
Baudson says. “Again, this innovation 
was not complicated. The technique existed
in equities but hadn’t yet been applied 
to fixed income and therefore we saw 
an opportunity.”

She says that although these ideas were
client driven, it doesn’t really matter where
the ideas come from.

“The important thing is that the products
we create are liquid and transparent and 
for us this is a decisive factor before
launching anything.”

Looking back at the past year, Baudson
says there has been a lot of  change within
the Amundi ETF range.

“We launched our ETF business at the end
of  2008 and therefore last year was definitely
the year of  product development with the
objective of  building up a comprehensive
range including the main asset classes,
investment styles and geographic exposures.
This strategy has been sustained during
2010,” she says.

“This year, we have implemented a dual
approach: on one hand, we have continued
to grow the number of  products in the
range, which now comprises nearly 100
ETFs and, on the other, we have developed
our presence across Europe, including
Germany, Italy, Switzerland and The
Netherlands. This puts us in a strong
position as a pan-European player and we
plan to build on that,” she says.

The most recent additions to the range
launched in early December enhance the
emerging market series with global emerging
equity and global emerging debt exposures.
Amundi ETF already provides access to
China, India, Brazil and 
Eastern Europe, but these two new 
products allow investors a broader exposure
to high-growth economies. The first one
tracks the flagship MSCI Emerging Markets
Index at a very competitive cost of  only
0.45%.

‘The important thing is
that the products we
create are liquid and

transparent and for us
this is a decisive factor

before launching
anything’
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The second ETF allows simple and cheap
access to the emerging bonds market in a
favourable market context. It offers unique
exposure to the Markit iBoxx USD Liquid
Emerging Markets Sovereigns Index,
composed of  US-denominated debt securities
from around 20 emerging countries.

“Amundi will continue to list new products
over the next year,” Baudson says, “but the
firm will not be launching funds just for the
sake of  it.”

Competition in the ETF market has
undoubtedly increased and Amundi is one of
the newer players, though not the newest by
any account.

When it comes to competition, Baudson
says: “There is fierce competition in the ETF
market and we are one of  those competitors.
This is good because there was a time when
the market was too concentrated.

“We’ve benefited from the more open
market. Our aim in 2008 was to play with
the big guys. We wanted to make our way to
the top end of  the market. And we achieved
this. We’re now fourth in terms of  product
range and one of  the fastest-growing ETF
providers in Europe.”

Amundi ETF has more than 90 ETFs and
over €5bn in assets under management, as at
the end of  September 2010. The firm’s suite
of  products covers all asset classes and
geographical exposures.

Branding
In a world where reputation is becoming
more important, Amundi ETF is asserting
the message it wants to get across to the
market through its branding.

“Now that we’ve achieved our goal of
being one of  the foremost ETF providers,

we’re focused on marketing our expertise,”
says Baudson.

She says the firm is concentrating on
certain specific characteristics – the low cost
of  its product, the quality and the innovation
Amundi ETF offers its clients.

So although Amundi ETF will not be
launching as many products as it did in the
past two years, Baudson says: “We plan to
grow significantly, both in terms of  
product lines and also to sell our funds in
more countries.”

One of  the most recent expansion
announcements was the launch of  23 new
funds on the Six Swiss Exchange. This
helped Amundi ETF increase its presence in
the Swiss market and boosted the number of
products it has on that particular exchange
to 43.

Amundi ETF has more than 200 products
cross-listed on NYSE Euronext (95),
Deutsche Börse (63), Borsa Italiana (60) and
SIX Swiss Exchange (43).

� Baudson has been managing director
of  exchange traded funds, at Amundi
since December 2007
� From 2004 to 2007, Valérie was
marketing director and member of  the
European Management Committee of
Crédit Agricole Cheuvreux, the
European Stockbroking subsidiary of
Crédit Agricole Group
� From 2001 to 2004, she held the
position of  corporate secretary and was
a member of  the management
committee
� Baudson joined Crédit Agricole
Cheuvreux in 1999 as project manager
for the senior management team
� She started her career at Banque
Indosuez where she managed
international audit missions from 1995
to1999
� Baudson is a graduate from HEC
(Haute Ecole de Commerce, Paris)
where she majored in Finance

BIOGRAPHY: VALERIE BAUDSON

Valérie Baudson,
Amundi ETF
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INSIDE VIEW: INDICES

Systematic
indices in asset
allocation
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Exchange-traded funds (ETFs) play an
important role in the investment process by
providing easy access to various asset classes
and investment strategies. To achieve this
objective, ETFs typically replicate an index that
reflects the targeted asset class or investment
strategy in an objective and transparent
manner. Many equity ETFs in particular use
capitalisation-weighted indices. Capitalisation-
weighted equity indices capture the relevant
equity market beta and provide an objective
representation of  the opportunity set.

While capitalisation-weighted indices can be
efficient tools to gain passive market exposure
and capture the market beta, many investors
increasingly recognise that there are additional
sources of  systematic return associated with
particular investment styles and strategies that
could be captured through alternatively
weighted indices. Indices reflecting the
systematic elements of  specific investment
styles or strategies are often called systematic
indices and many of  them can be further
classified into two broad categories, namely
risk-based systematic indices and return-based
systematic indices. 

Risk-based systematic indices incorporate
volatility and correlation estimates. Examples
of  risk-based indices include minimum
volatility indices, maximum diversification
indices, equal risk contribution indices, risk-
weighted indices, and equally weighted indices.
Return-based systematic indices proxy expected
returns through a common factor and typically
weight securities in proportion to their exposure
to the targeted factor. Examples of  return-

based indices include fundamental indices,
value indices, high dividend yield indices,
momentum indices, leverage indices, and
liquidity indices. 

In this article we will focus on two particular
systematic indices, the risk-weighted index and
the value-weighted index, and we will examine
their construction methodology, their historical
performance, and their potential applications in
the asset allocation process.

Construction methodology
The objective of  a risk-weighted index is to
reflect the equity market return, but with lower
volatility. This is achieved by reweighting the
constituents of  a standard market cap-weighted
equity index according to the inverse of  each
stock’s historical variance. Variance is a
statistical measure of  dispersion that is used
widely by investors to assess the risk of  different
assets. This simple reweighting method ensures
that the risk-weighted index remains objective
and transparent by including all the
constituents from the standard market cap
weighted index, but reweighted in a way that
tilts the index towards stocks with relatively low
historical volatility. Mean variance portfolio
theory provides the theoretical underpinning
for risk-weighted indices. We can show
analytically that a risk-weighted index is the
solution to the mean variance portfolio
construction problem, subject to constant
expected returns and correlations. In other
words, for an investor who wishes to maximise
risk-adjusted return using only volatilities and
without making any assumptions about

expected returns and correlations, the risk-
weighted approach yields an efficient portfolio. 

The objective of  a value-weighted index is to
tilt an underlying standard equity index towards
value stocks. This tilt is achieved by multiplying
the market capitalisation weight of  each stock
in the parent benchmark index with the stock’s
relative valuation ratio (for example, earnings to
price, sales to price, book value to price, etc). We
can show that this approach of  tilting an equity
index towards value stocks by multiplying
market capitalisation weights with relative
valuation ratios is equivalent to weighting the
constituents of  the index according to the
respective fundamental accounting variable (for
example, earnings, sales, book value, etc). As a
result, value-weighted indices are often
described as ‘fundamentally weighted’ indices. 

Historical performance
Exhibit 1 shows the long-term historical
simulated performance of  risk-weighted and
value weighted-indices based on the MSCI
World Index. The risk-weighted and value-
weighted indices outperformed the MSCI
World Index over the observed period of
December 1994 to August 2010, both in
absolute and risk-adjusted terms. More
specifically, the simulated value-weighted index
outperformed the MSCI World Index by
1.50% per annum while the simulated risk-
weighted index outperformed MSCI World by
2.84% per annum over the observed period. In
addition, both the risk-weighted and value-
weighted indices experienced lower-realised
volatility compared to MSCI World. 

A focus on the risk-weighted index and the value-
weighted index, by Dimitris Melas of MSCI
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What could explain this historical
outperformance of  risk-weighted and value-
weighted indices and how realistic is it to
expect that it will continue in the future?
Theories explaining the historical
performance of  portfolios that emphasise a
particular attribute, risk factor, or
characteristic such as ‘low volatility’ or ‘low
valuations’ generally fall into three camps. The
first camp, known as the data mining camp,
argues that such historical performance
patterns are period specific and therefore not
likely to persist out of  sample. The second
camp, often described as the normative
finance camp, argues that certain fundamental
or trading characteristics such as size, value,
momentum, volatility, etc, are proxies for
unobservable risk factors. Therefore portfolios
tilted towards these characteristics bear higher
systematic risk and earn a premium in
compensation for this risk. The third camp,
known as the behavioural finance camp,
argues that behavioural reasons influence the
investment decision-making process, leading
to imprecision and bias in the pricing of
securities that can be exploited systematically
through disciplined investment strategies. 

It is worth highlighting that many return
regularities associated with particular
attributes such as value, size, momentum,
volatility, etc, were identified and publicised as
early as the 1980s. However, many of  them
persisted in the subsequent 20-30 years. This
observation may bring into question the view
that all such empirical return regularities
should be seen as period specific and the result
of  data mining. For investors who believe that
the historical performance patterns reported
in Exhibit 1 were driven by behavioral biases
or systematic risk premia that could persist in
the future, systematic indices may offer a
potentially efficient tool to exploit these
patterns in order to enhance long-term
portfolio performance, by making allocations
to ETFs or other passive vehicles tracking risk-
weighted and value-weighted indices.

Asset allocation applications
Assuming initial allocations of  60% to equities
and 40% to fixed income, Exhibit 2 shows the
historical risk reduction and performance
enhancement resulting from allocating part of
the equity portfolio to a risk-weighted and a
value-weighted index. Reducing the allocation
to MSCI World by 40% and making a
corresponding 20% allocation to risk-weighted
and value-weighted indices enhanced the
return of  the portfolio by 0.83% per annum
and reduced its volatility by 0.75% per annum,

leading to a 22.5% improvement in the 
return-to-risk ratio of  the portfolio over the
observed period.

Equity markets play a central role in many
investment portfolios. Individuals saving for
retirement and institutions investing to meet
future liabilities typically allocate a significant
part of  their assets to equities hoping to
achieve higher returns compared to deposit
accounts and fixed-income investments.
Historically, equities fulfilled the promise of
delivering superior returns over long
investment horizons. However, as the recent
financial crisis of  2008- 2009 demonstrated,
equities can also expose investors to significant
levels of  volatility and sharp negative returns.

It is interesting to examine how the risk-
weighted and value-weighted indices
performed during the recent financial crisis.
Exhibit 2 shows that in 2008 the risk-
weighted index outperformed MSCI World 
by 3.2% while the value-weighted index
underperformed by 1.2%. In the subsequent
market recovery of  2009, the risk-weighted
index underperformed MSCI World by 1.6%
while the value-weighted index outperformed
by 1.7%. Therefore the risk-weighted index
exhibited defensive characteristics while the
value-weighted index experienced pro-cyclical

performance during the recent crisis and
subsequent market recovery. As a result, the
sample policy portfolio that contained 20%
allocations to risk-weighted and value-
weighted indices outperformed the initial
60/40 portfolio by 0.5% in 2008 while it
performed in line with the 60/40 portfolio 
in 2009.

Conclusion
Risk-weighted and value-weighted indices
may provide additional tools for investors to
implement their strategic asset allocation.
During the period we observed, these indices
outperformed standard capitalisation
weighted benchmarks with similar or lower
levels of  volatility. Risk-weighted and value-
weighted indices also performed relatively well
during the increased market volatility of  the
recent financial crisis of  2008-09. Investors
who believe that these historical performance
patterns will continue in the future may be
interested in financial vehicles tracking risk
weighted and value weighted indices with an
aim to lower portfolio volatility and enhance
portfolio performance. 

• Dimitris Melas is executive director, head of  Emea
equity and applied research at MSCI

EXHIBIT 1: SIMULATED RISK-WEIGHTED AND VALUE-WEIGHTED INDICES 
RELATIVE TO THE MSCI WORLD INDEX

MSCI World 100 0 0 0 60 30 30 20
Risk-weighted 0 100 0 0 0 0 30 20
Value-weighted 0 0 100 0 0 30 0 20
Citigroup US BIG 0 0 0 100 40 40 40 40

Annualised return 5.83% 8.68% 7.34% 6.83% 6.54% 6.99% 7.34% 7.37%
Annualised risk 16.0% 12.9% 15.8% 4.03% 9.54% 9.47% 8.49% 8.79%
Return risk 0.364 0.673 0.463 1.695 0.685 0.738 0.865 0.839

Return in 2008 -40.3% -37.1% -41.5% 8.0% -23.3% -23.7% -22.1% -22.8%
Return in 2009 30.8% 29.2% 32.5% 3.3% 19.9% 20.5% 19.4% 19.9%

EXHIBIT 2: ASSET ALLOCATION & HISTORICAL PERFORMANCE OF
VARIOUS POLICY PORTFOLIOS (31/12/94-31/07/10)
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CONSULTANTS

In on the ETF game?
Should consultants get on board with ETFs, or are they, as some suggest, being
rushed into them for the sake of playing with new toys, asks Angele Spiteri Paris

28

Investment consultants have been reluctant
to advise on ETFs. Many don’t know exactly
what they are and those that do understand
these passive products could worry that their
role is being made redundant. However, as the
popularity of  ETFs can no longer be ignored,
consultants are gradually getting on board.

Matthieu Guignard, head of  product
development at Amundi ETF, says: “We’re in
contact with consultants so this proves they’re
interested in this type of  product. They have
found a way of  bringing value in ETF selection
for institutional investors.”

Danièle Tohme Adet, head of  ETF and
indexed fund developement Sigma BNPPAM,
says: “We’ve filled in a number of  RFPs
[requests for proposals] for consultants in
Germany, Switzerland and France. The crisis
helped because more questions were asked
about ETFs.”

Isabelle Bourcier, global head of  Lyxor ETFs,
says: “Seeds Finance [a MorningStar company]
launched rating tools which include ETFs.
Lyxor has an exclusive agreement with them to
teach institutions about ETFs.”

One of  the prime concerns on behalf  of
consultants has been that their value-add is
around manager selection. With a passive
product, often the manager selection adds little
to no value, or so it was thought.

Guignard, at Amundi ETF, says:
“Consultants realised that there is a due-

diligence process when it comes to selecting
ETF providers, in terms of  making sense of
the set-up of  the fund. They need to consider
the way the fund invests, whether through
swaps or physical replication. They also need
to take tax treatment into account.”

Tohme Adet, at BNP Paribas, says:
“Consultants need to put their energy into this
[the due diligence process], because ETFs are
asset management tools and therefore have to be
passed through this process. Consultants need to
be on top of  this.”

Guignard, at Amundi ETF, says: “Institutional
investors are demanding ETFs are included in
their investment universe and therefore
consultants cannot afford to ignore them.”

But not everyone agrees.
Tim Mitchell, head of  specialist funds at

Invesco, says: “Pension funds haven’t been
asking consultants for these products and a
consultant’s job is to understand what their
clients want and giving it to them, not pushing
them onto what they [the consultant] think their
clients should invest in.”

John Gillies, director of  investment strategy
and advice at Russell Investments, says:
“Consultants are perhaps being rushed into
using ETFs just for the sake of  playing 
with new toys, which has happened in 
certain markets.”

A further concern is that although ETFs seem
to be everywhere, many of  the investors
themselves, particularly those at the smaller end
of  the scale, have very little awareness of  what
the instruments actually are.

Gillies says: “Retail investors and smaller
pension funds automatically assume that a
new instrument is bound to be risky. This is
why some of  them might assume that ETFs
should be placed in the ‘hedge fund’ box of
their considerations.”

And this is the assumption that investment
consultants and advisers need to help change.

Bourcier, at Lyxor, says: “The big consultants
like Mercer and Towers Watson are becoming
more open to ETFs as they’re being asked more
questions about them. But it is still very difficult
because researching ETFs is quite onerous.”

‘Institutional investors
are demanding 

ETFs are included in
their investment

universe and therefore
consultants cannot

afford to ignore them’
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But in mainland Europe, consultants have
taken ETFs in their stride to a greater degree.
Tohme Adet says: “ETFs have been more of  a
continental development. Germany, Austria, the
Netherlands and Scandinavia have all been
greater adopters of  ETFs. These are the most
mature pension fund industries and the greater
use of  ETFs is mainly due to the new
architecture of  asset management, which now
focuses on asset allocation.”

Interestingly, French consultants have been
some of  the most forward thinking when it
comes to taking ETFs on board. Guignard says:
“Consultants in France do seem to be more up
to speed with ETFs compared to other countries
in Europe.”

Slow on the uptake
The clear laggard in the adoption of  ETFs,
especially on behalf  of  institutional investors,
has been the UK.

Tohme Adet says: “In the UK, no pension
funds use ETFs. This is because of  the
investment consultants, but also because of  the
tax arrangements around these products.

Bourcier, of  Lyxor, says: “The UK is a big
index fund market so you can see why the
consultants would want to keep ETFs out of
institutional investors’ reach. They currently get
commission for advising on the index funds;
they would get none when advising on ETFs.”

Therefore the way consultants are
compensated may be key in getting ETFs off
the ground.

John Davies, head of  ETF licensing in Europe
for S&P Indices, says: “If  the UK moves to a fee-
based environment, then ETFs have the
potential to become more popular investment
tools. If  commissions go away there should be
no reluctance on behalf  of  consultants to advise
on ETFs.”

Manooj Mistry, head of  db x-trackers UK,
says: “There is resistance in the UK market and
no-one has yet found a way of  breaking

through. The key will probably be in a
combination of  education and remuneration.

And several providers are quite optimistic.
Tohme Adet says: “The UK will come

around. Providers are pushing for consultants to
get up to speed with ETFs.”

Philip Philippides, head of  institutional sales in
UK and Ireland, iShares, says: “Although
consultants in the UK have not been  proactive
when it comes to  knowing about or positioning
ETFs  as a solution to their clients however, we
have seen a marked increase in their desire to
learn more about them  more recently.”

Another potential reason for the lack of  
ETF take-up in the UK is the way pension
funds invest.

Gillies, at Russell, says: “Pension funds have
been discouraged from taking short-term,
tactical positions. They would delegate such
decisions to a TAA [tactical asset allocation]
manager. Furthermore, most pension funds in
the UK don’t make direct investments.” That
is, fund managers make those investments on
their behalf. To make tactical plays using
ETFs, pension funds would have to buy the
securities themselves.

Philippides is more positive. He says: “We are
starting to see pension funds being more tactical
in their approach and as the industry changes
and evolves the tactical areas will grow, which
will help the adoption of  ETFs.”

Experts say that certain local authority pension
funds that have their own in-house expertise
have been looking at ETFs.

According to Mitchell, at Invesco: “Those
pension funds that have their own investment
management capabilities could be the first
movers into the ETF market.”

In fact, this could be the root of  the disparate
use of  ETFs between Europe and the UK.

Mistry says: “In Europe, pension fund
managers make their own investment decisions
while in the UK very few pension funds make
direct investments.” fe

‘If the UK moves to a fee-
based environment, then
ETFs have the potential
to become more popular

investment tools. If
commissions go away

there should be no
reluctance on behalf of
consultants to advise 

on ETFs’
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On the right trackers
ETFs have been hugely popular and this has led to much innovation
and creation. Experts discuss industry developments past and future
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Funds Europe: ETFs have seen
considerable growth in recent years. How
has the competitive landscape changed in
the last three years and what have ETFs
offered investors that they did not offer
them before? 

Danièle Tohme Adet, BNP Paribas Asset
Management: In the last three years, we had
many different scenarios to contend with: the
crisis, the credit before the equity crisis, the
govvie bonds development. ETFs have been
very helpful in offering new asset classes and
detailing the offer in each asset class very
explicitly. For example, we now have the
whole range of  fixed income, from specific
government bonds to different aspects of  the
yield curve, and the credit with the high yield
and corporate credit.

ETFs also helped with market timing. After
2008, market timing became key for investors
who used only index bonds or regular mutual
funds. Risk budgeting also became an issue
and being able to have a snapshot of  your
portfolio became very important.
Furthermore, the idea of  making very

specific risk adjustments was very well
promoted through ETFs. These products
offered flexibility in the crisis through a
diversified offer. The transparency of  ETFs is
also vital and so it’s very important that they
stay very pure.

Pedro Fernandes, NYSE: I completely
agree with Danièle. You saw the same thing
happen in the US in 2003, after the internet
crisis and in Europe after 2007.  During such
periods you tend to see a tremendous growth
in the use of  ETFs because the investors are
much more sensitive to issues around
transparency, accessibility and flexibility. 

Frédéric Lorenzini, Morningstar
France: We have seen a lot of  innovation in
terms of  asset classes, but also in terms of
marketing; For instance, Deutsche Bank
introduced an ETF with a TER [total
expense ratio] of  0%. In our opinion this is
really a marketing innovation; it raises the
question of  where those people are going to
make their money. So we are always cautious
when we see such a free lunch and it’s not a
good thing for the investor. We prefer
providers being upfront and telling you
straight away, ‘you are going to pay for that
and for that’, rather than saying, ‘you are
going to pay for nothing’ and then you’re
made to pay for something later. I think we
will continue to see more sales gimmicks like
that.

Olivier Paquier, Amundi ETF: One of  the
key aspects we have witnessed over the past
three years is an intensification of  the use of
ETFs in a maturing market. There’s a lag
between the European market and the US.
The US market development is five years
ahead of  ours, but the European market has
recently matured. Nowadays, it is hard to

meet an investor who has never heard of
ETFs. Investors not only know about ETFs
but they also know what to look for in the
ETFs themselves; in terms of  tracking error,
replication mechanisms, risks etc.

Lorenzini: We’ve have entered the second,
or even the third, generation of  investors now.
It’s no longer necessary to evangelise about
the ETF benefits. It’s now time to start
explaining the dangers of  ETFs.

Fernandes: I agree that there was an
incredible increase in ETF knowledge, but
there is still a lot to do. For example, we still
have people confusing ETNs [exchange-
traded notes] and ETFs. Also, we should not
forget the retail side of  the market. In the US
it’s estimated that 60% of  ETF users are
retail, while in Europe  just 10% of  the users
are retail clients.

Bernard Aybran, Invesco Europe: Over
the past three years,  both the demand and the
offer sides have changed a lot. Although we
don’t necessarily know what institutions are
doing when it comes to ETF investments, they
have begun benchmarking investments
against ETFs. So maybe ETFs have become a
proper way of  investing or at least, a way to
compare fund managers. We see institutions
working to a particular index having to make
the choice between ETFs and passive funds.
In many cases they opt for the passive fund,
but they use the ETF to bring the fees down.
So things have changed on the demand side
because I  don’t think that a French pension
fund would have ever thought about investing
in an ETF. Now they are considered, not
much, but at least the pension fund thinks
about ETFs or uses them as a benchmark. On
the supply side, you’ve had many new ETFs,
new asset classes and new indices. There has
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been a sea change on both sides of  the
market, but there is still some lag between
what people know, or think they know, and
what is going on in terms of  assimilation.

Funds Europe: Institutional investors in
some European countries, particularly
where there are high levels of internal
investment expertise, have been using
ETFs, but institutional investors in other
countries have not taken to these products.
What, in your opinion, is the key to
bringing the adoption of these products to
the rest of Europe?

Fernandes: The institutional investor side is
a big community, so we need to talk about the
different segments within that. Asset
managers should see the ETF as a tool for
exposures where they have less expertise.

Lorenzini: Institutional investors working
with consultants are not pushed to use an
ETF. This is because these consultants don’t
get much money from ETF providers so they
prefer to push active managers.

Aybran: We’re talking about institutions
here, but on the retail side, the distributors to
the retail market, like the networks or the
banking groups, are not incentivised to sell
ETFs. So the fees and the way fees are 
split is key to the way that ETFs are used 
and distributed.

Tohme Adet: For institutional investors it’s
not just about a fee.  ETFs are more expensive
than index funds or a segregated mandate.  So
we’ve seen institutional investors use ETFs for
tactical allocations, where accurate market
timing is very important. These would be very
short-term positions.

Within their core portfolio, institutions used

to use mandates, but the 2008 crisis was key in
teaching them that using ETFs may be
appropriate even for the core portfolio.

Something that has changed is that 
before 2008, institutions used to invest in
ETFs with their eyes closed. Today, 
you see due diligences on ETFs and on
passive management. 

Increased transparency is also very
important. If  you look at Europe today you’ll

see that institutional investors have a
maximum of  8% of  their investments parked
in ETFs. So the potential there is
considerable. The research shows that they
are very interested in emerging markets and
new fixed income areas; sectors in which they
don’t really have an expertise. Therefore
because of  the risk involved, they would want
to be diversified through the index, through
either an index fund or an ETF. 

Institutional investors are also developing
many GTAA [global tactical asset allocation]
funds and LDI [liability-driven investment] in
which ETFs are used. So ETFs are not
considered to be funds, they’re more like tools
that institutional investors can use to create.
Distribution is another issue. I think the fiscal
end of  distribution still needs a lot of  work.

Lorenzini: Another thing that helped
improve the usage of  ETFs among institutions
was the differentiation between beta and
alpha products. It marked a clear line between
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one side and the other; if  an investor wants
beta they get it through an ETF, while if  they
want alpha they can select a product that will
provide them with that.

Today, institutional investors are a bit
conservative, and they try and follow the herd.
Tomorrow when everybody uses ETFs, they
will do so too, but today it’s a bit hard for them
to take that initiative.

Funds Europe: But someone needs to make
that first step.

Lorenzini: Yes. Another thing is that maybe
some of  them are afraid that their board
could question what is the added value of
ETFs. I think there is a lot of  added value in
asset allocation and with ETFs a large part of
the value comes from the asset allocation. It
could be that some institutional investors
worry that their board will think they’re taking
the easy way out if  they use ETFs too much
and therefore they would rather continue
doing sophisticated things.

Aybran: The questions from the board can
be key to the mindset of  an institution. This is
because it doesn’t invest for its own sake or for
clients it never sees, it invests on behalf  of  a
board of  people who don’t always know how
finance works. Therefore the person making
the investment decisions has to explain them
in simple terms. In many cases you can see an
investor or institution taking very strong
measures and firing fund managers. This
sends a message to the press that they took

action when a fund manager
underperformed. But if  that same investor
picked something that didn’t do well, it’s his
own fault and there is no-one else to blame.

Fernandes: Speaking about mindset, due to
this transparency there are many questions
about swaps versus full replication and
borrowing and lending. These are used by a
number of  different products and not just ETFs. 

Paquier: I would say there are two key
drivers for increasing institutional usage of
ETFs. First of  all, the understanding of  the
product is a key driver and it’s part of  the
issuer’s role to educate their client base. We
have to show them how to use these products
within their asset allocation.  The other key
driver is to increase the awareness of  clients
because some clients automatically think of
mutual funds, and not ETFs, for their
dynamic or static asset allocation. In addition,
they do not exploit the full capacity that ETFs
offer; within the product itself  or in its use. For

instance, ETF lending, short selling ETFs,
trading options on ETFs; all these
sophisticated areas are completely under-used
in Europe. It’s just a question of  habit and
client type. Also, the European market is very
fragmented culturally speaking, so the level of
instinct in using ETFs is very different
depending where you are. As issuers, it is an
asset to adapt to our clientele locally.

Funds Europe: Pension funds mainly use
ETFs as a way of remaining invested while
transitioning between asset managers or
portfolios. Is this cash alternative going to
remain the main function of ETFs among
these pension funds or is their method of
using these products going to change? 

Tohme Adet: Today custodians are starting
to really take advantage of  this tool for
transition management, considering the very
high level of  transfers from actively managed
portfolios to passive and active allocation.  It’s
not really a question of  active versus passive.
The tools are passive but the way the
management is addressed is active.

While ETFs are used in this type of
transition management, some of  the
investments are being parked in ETFs for use
in the global allocation. The architecture of
asset management has changed and the idea
of  a fund managed according to a benchmark
is a bit old fashioned. We are moving towards
having absolute return alpha products at one
end and allocation through ETFs or index
products at the other. The usage of  ETFs is
definitely going move beyond them being used
as transition management tools. 

Fernandes: Once again, if  you look at the
US, which we said is five years ahead of
Europe, you see institutional investors using
them for a lot of  strategies and not only
instead of  a cash transition. What also will
drive the broader usage is diversification.
There is a very wide range of  asset classes
being covered by ETFs in Europe.

Tohme Adet: Yes there are large families of
asset classes, nine at least. What is very
interesting is that within each asset class there
are many areas that are very specific. But the
diversity of  ETFs is becoming a burden for
the ETF itself. An issuer, he has to have such a
broad range that he has to finance the
development of  tiny ETFs that are very
specific in their focus.

‘ETF lending, short
selling ETFs and

trading options on ETFs
are completely under-

used in Europe’
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Paquier: Again, as the European ETF
market is becoming larger and increasingly
mature, we all agree that the use of  ETFs
will become broader and they will not just be
used as cash alternatives. ETFs are definitely
becoming an essential tool for asset
allocation and we do see that with our
clients. They not only use these products for
tactical bets but also when implementing buy
and hold strategies.

Funds Europe: What do you think will be
the catalyst for this broader range of ETF
usage?

Tohme Adet: Pension funds are still a bit
cautious about the replication within ETFs
and how that is carried out. They still question
how the index is replicated. There is still a
need for consultants to be much more
involved on the inside of  the ETF world.

Fernandes: I think ETFs will be used more
for new money rather than for existing money
already invested. This is because there is a cost
for leaving existing investments.

Aybran: To build on the comparison
between the US and Europe, one of  the
main differences is that in the US, ETFs are
about asset management while in Europe it’s
more the investment banks that have the
large pots of  ETF assets. If  we were to split
the assets held in ETFs in terms of  market
shares in Europe, the investment banks are
massively bigger than the asset managers. So
to relate that to the contact between
institutions and the providers; simply put, in
Europe the institutions are in contact with
asset managers and not that much in contact
with investment banks.

Tohme Adet: It’s very interesting because if
you look at the users in the US, the situation
is exactly the contrary of  Europe. In the US
the users are more retail and in Europe the
users are more often the asset managers
themselves. This might be the reason why
ETF providers in Europe tend to be
investment banks. Maybe its because they
are not selling other asset manager products
to those distributors so ETFs are not
competing with their offer. In the US the
retail investor is the main user and because
of  the fiscal approach and how products 
are distributed, the main ETF issuers are
asset managers.  

Lorenzini: One of  the differences between
Europe and the US is that in the US there is
more open architecture and in Europe, at least
in France, open architecture is not yet
widespread. So you don’t find ETFs on
banking networks.

Tohme Adet: That’s because they compete
with funds that command higher margins.

Lorenzini: Definitely. I agree with that.

Tohme Adet: But now the [bank] customer
is starting to request these type of  products.
You have more advanced countries, like
Germany, where the e-trading is very
developed and there you wouldn’t be able to
hide the ETF range, its impossible. But in
markets like France, Italy  and Spain,
although our products are on certain
platforms, the distributors are not motivated
to sell them because they don’t get enough
margin from ETFs. But there are many ways
around this. Distributors could sell funds of
ETFs, or funds of  allocations. Solutions like
these are an answer for the distributor and
even the end user of  the ETF. This is
because the end client is often a bit lost
because there are so many offers available
and he needs the advice, as well as wrapped
products that use ETFs.

Fernandes: The fact that investors are now
asking for access to these products is good
news. Also the law is changing and financial
advisory remuneration is going to change in
2012 in the UK with the RDR. It is possible

that this trend will spread throughout Europe.
This change was key to the growth of  the ETF
market in the US.  

Funds Europe: What have been the
greatest challenges for ETF providers 
and have products been understood by 
the market? 

Lorenzini: I think there’s a lot of  work left to
do. We are an information provider and we
get the feeling that people do not yet clearly
understand and identify the difficulties and
the issues with ETFs. They get the overall
concept and that’s good, but now we have to
educate them. We have to help them
understand what is the difference between
products so, for instance, replication, full
replication or swap replication. Another issue
is liquidity. Because a certain amount of
business is done OTC [over-the-counter] you
could have large spread between the price you
offer and the price you get. This is something
about which we have to educate investors. We
should make sure people understand exactly
how these products work. If  they do not
understand these issues then they can have a
bad experience, get disappointed and say,
‘those ETFs looked good but they are too
difficult to implement so I prefer not to invest
in them’. So I think we still have some work to
do, to explain not the benefits, which I think
are clear now, but the dangers and the issues.

Paquier: At Amundi ETF, we have
developed our product range over the last
three years, during a period of  turmoil in which
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we have had to face two main challenges. The
first one is, as you say Frederic, to explain to
clients the more sophisticated possibilities of
using ETFs. We also need to explain how ETFs
are dealt. Because another of  the major
differences between Europe and the US is that
in the US, everything is dealt, or at least
reported, on exchange whereas it’s not
necessarily the case everywhere in Europe. In
fact, in most European markets, institutional
clients deal OTC. Also, they can deal in various
ways with many intermediaries and so you need
to be extremely clear with customers. The
second main challenge, over the course of  the
last few years, has been for ETF issuers to
provide quality products, across a very broad
spectrum, in a very cost-efficient way. Being an
ETF provider requires a lot of  energy with
people on the ground who know what drives
clients’ needs locally.

Aybran: Whether you’re flashing the trades on
the exchange or not makes a difference
psychologically. It matters because when you go
on your Bloomberg screen and you look at an
ETF, you see all the trades in the US but you
can see nothing in Europe, even if  there is
plenty of  liquidity. So having a view about the
rough liquidity level of  an ETF isn’t that
straightforward in Europe, whereas it seems
more easy in the US.

Fernandes: The thing is that the liquidity of
an ETF is the liquidity of  an underlying. 
Very often investors look at an ETF 
that hasn’t trade and they think it’s not 
liquid. But this isn’t right, the liquidity of  an
ETF is potentially the same as the liquidity of
the underlying.

Aybran: But this is the fundamental issue.
Psychologically, it doesn’t follow that something
that hasn’t traded is still liquid.

Fernandes: I completely understand, but that
is part of  the question as well. If  you have an
ETF on the Cac40, the liquidity of  that ETF
potentially is the liquidity of  the Cac40 itself.
But the good news is that there is a high
probability that ETFs will be included in
MiFID II. MiFID I does not require
transparency on ETFs, meaning that people
who trade are not obliged to report to the
exchange. With MiFID II, that will be
mandatory; when you deal a trade in ETF you
have to report it through an exchange.

Tohme Adet: I think this is very important.
Many investors have been a bit worried about
the difference between the US and Europe in
terms of  what they can see on their
Bloomberg screens. Investors need to
understand that in Europe, you don’t have
one exchange, but five or six that take the
main lead on ETFs. Also, they don’t have the
same rules and they try to compete in
between themselves.

Clearing is also very important because the
same market maker will have to quote on two
exchanges but still does not have the same
clearing process. Therefore it makes it more
difficult and more costly for that market
maker to have compensation between one
exchange and the other. 

One of  the important challenges we face
now that we have seen the due diligence on
ETFs is to show customers that the ETF is
reflecting exactly the liquidity of  the
underlying. I think with the new rules, like
Basel III, funding costs are going to be more

expensive. Also, we are going to have
constraints with MiFID that, although they
are going to be good for the investor, are going
to challenge the market makers to cope with
it. It’s going to be more and more difficult for
a market maker to ensure the liquidity the way
they used to before on the OTC market. 

Another thing is that when you look at
Bloomberg, the quoting is only for small
limited amounts. An institutional investor is
interested to deal OTC because he will not
just fill all the open book on smaller amounts
that are shown by the market makers. So what
is held in the European market, in terms of
liquidity visibility, is calibrated for the
distribution but the main users are
institutional, while in the States, you have
liquidity for large amounts but the main users
are retail.

Paquier: There is also a lot of  education to
be done around execution and liquidity.
There is a lack of  understanding on how to
execute an ETF and investors prefer to go
directly OTC for block trading. Also, ETF
users do not often know that they can trade at
the net asset value just like a fund.

Tohme Adet: It’s simply because they are
used to putting subscription orders through
the custodian with a Nav. They’re are not used
to working an order. Many of  the institutional
investors would love to do ETFs but some
don’t have an execution desk, for example, so
they cannot place an order with an exchange.
Therefore, we had to help them monitor the
whole process.
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Fernandes: Market makers play a very
important role by contributing to price
discovery and it’s important that they are
compensated for this

Funds Europe: What about the issue of
fees. Somewhere like Asia, investors are
said to have more of a trading mentality
and therefore are more sensitive to fees.
What has your experience been?

Lorenzini: It’s very interesting because we
are very aware of  fees and the fee structure in
the qualitative analysis of  funds. We take into
account the return, the team, the parent
company, the process and also the fee. We all
know that past performance doesn’t guarantee
good performance in the future, but the past
fee gives you a good idea of  the difficulties a
fund manager has to carry. Therefore, we
spent a lot of  time trying to understand where
the fees are coming from, how the funds
generate those fees, how the fund manager is
compensated, how the bonus of  the fund
manager is calculated. 

When we analyse an ETF we ask whether
it’s expensive, whether the tracking error is
low etc etc. But there is a second part to our
considerations. We look at the choice of  index
– for example, if  you have a choice between
the MSCI Europe and Euro Stoxx 50, which
one will you choose? 

Paquier: Clients remain very sensitive to
pricing and especially the TER. It is worth
reminding people that the TER is directly
deducted from the Nav, so the lower the TER,
the better the expected tracking error. Clients
tend to look closely at the TER that they’re
paying on their ETF, but they need to
carefully examine the whole cost structure
around it. They understand that they’re going
to pay a management fee and some
administrative fees, depending on the fund
they buy, but they don’t necessarily anticipate
other fees such as the cost of  realtime liquidity.
At the end of  the day, there is no such thing as
a free lunch.

This is the reason why, ETF providers need
to build a strong partnership with market
makers to provide liquidity on and off
exchange; realtime access comes at a cost. In
addition, they need to consider creation or
redemption fees when trading at Nav,
avoiding real time liquidity costs.
Furthermore, they’re dealing with their
financial intermediary who may or may not

charge some additional fees. So in the end,
we are committed to educating investors
about the fee structure, to make things
extremely clear in order to help them in their
decision process. 

Tohme Adet: What’s also important to note
in Europe is that we have different
domiciliation. So the fee structure for a
Luxembourg-based fund is not the same as an
Irish one and is not the same as a French one.
What you call management fees for a French
fund is the TER, but it’s not the case for the
Luxembourg fund. Then sometimes, in the
prospectus, you’ll have the maximum fees but
you don’t have the exact fees. Plus you have
some hidden fees in the ETFs depending on
how you manage them.

We at BNP Paribas Asset Management
always do a test before we launch a fund to see
whether it’s going to be fully replicated or
synthetically replicated depending on what’s
going to be the best performing on that index
and what is possible, fiscally speaking. We
work on open architecture and so do most of

the asset managers. But the investment banks
don’t because the swap is the swap and even if
you have 0% fees, it could still be something
pretty interesting for the issuer. Therefore, the
customer has to be aware of  the different
layers of  fees.  

Funds Europe: As an investment tool, are
ETFs likely to be considered as a low-cost
investment alternative to indexed funds?
I’m aware that this depends on who the
investor is.

Fernandes: ETFs have certain things that
non-ETF index funds don’t, which are
flexibility and accessibility. Those two things
can be key in very tough market conditions.
For example, during the high volatility seen
after 2007, the flexibility to come in and out
of  an ETF in realtime was something highly
valuable. That was key for investors to
understand that if  volatility is high, if  an
investor’s investment horizon is short, maybe
it is better to go to an ETF, due to its flexibility.

Aybran: The answer to your question
depends on who is investing, in what and for
how long. If  you’re a huge investor with very
long-term investment, I don’t see the point of
investing in ETF. If  you’re not that big of  an
investor or not in for the long haul, then
maybe you’d be better off  with an ETF. ETFs
and index funds are two different investment

‘Market makers play a
very important role by
contributing to price

discovery’
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tools for two kinds of  investors, or two
different investment horizons.

Tohme Adet: It depends if  you are talking
about the distribution. For a distributor and
for retail investors, an ETF is a very good deal
compared to a regular mutual fund. Were
retail investors to invest in a mutual fund they
would fall into the share class that is designed
for distributors, which is much higher than the
institutional share class. For the institutional
investor, I’m not sure that for the core
portfolio, ETFs would be the best deal
because the index fund will have an
institutional share class that would be of  a
smaller margin. But it depends which asset
class we are talking about. Some asset classes
are not delivered through index funds and in
those cases you have to compare the ETF to
the future. Then you need to see how many
times you will roll your future. And in this
case, if  you stay long in the future allocation,
then the ETF is better because you are not
constantly rolling that future. 

Sometimes the institutional investor doesn’t
have the choice between ETFs or index funds.
If  we’re talking about a portfolio that cannot
invest in any derivative products, then the
investor would go for the ETF, even if  it’s
more expensive than the future because it’s a
Ucits III vehicle.

Due to the volatility we’ve been seeing, for
the core portfolio, investors were very keen on
having ETFs because they allow them to
instantly see what the risk is in their portfolio.

You mentioned Asia earlier. In Asia, they do
not like investing on an unknown Nav, which
they’re only going to see the next day at
midday. With ETFs they can get out when
they want because they can see the level of
the Nav.

Lorenzini: Regarding the price of  ETFs, the
TER is not the only thing to consider. You
should take into account the global cost of
ownership, which includes the TER, the bid-
ask spread and the tracking error. You have to
consider all these things together because as
Danièle was saying, in some passive funds you
have institutional share classes, which can be
very cheap. 

Tohme Adet: Another thing to consider
when we compare an index fund to an ETF, is
that there is a little bit more transparency with
an ETF at the level of  transaction cost.  When
you are dealing with an index fund, the

transaction costs are dealt with at the level of
the execution desk of  the asset manager. We
have an execution desk that will always hold
an auction, in line with MiFID, but at the level
of  the ETF, you can monitor that transaction
cost because it’s very transparent at the level
of  the market maker. When the market maker
gives you a spread he is effectively telling you,
‘If  I need to buy all the stocks that are in your
ETF on the index the ETF is based on, this
will be my cost, and the spread will be this. Do
you accept or not?’ Maybe the investor will
say, ‘I’ve put in a bid for this but I don’t want
to go for this offer’, and so the investor would
go for the Nav of  the day plus a fee that is very
transparent. With an index fund, the
transaction cost will affect the performance of
that index fund and you are not able to
monitor it. 

Fernandes: Because ETFs generally 
have several authorised participants, who
compete for price, investors are given good
execution conditions.

Aybran: Listening to Danièle, it seems as
though the casualty of  the ‘ETF versus index
fund’ war will be the futures contracts. 
For many asset classes, futures are no 
longer competitive.

Fernandes: I think you’re right. But you
know, on the main index, the future is still the
leading product, although you’re starting to
see that when it comes to sectors, there is more
AuM than the open interest in the futures. 

Tohme Adet: That’s very interesting because
three or four years ago, if  you wanted to
launch an ETF and there was no future on
that index, the market maker would tell you, ‘I
don’t know how I’m going to hedge against it’.
But today there has been a lot of  development
into correlation and such products. I
remember once we had even the future on the
Cac40 was suspended while the ETFs on the
same index were still trading, at least ours
were. This is because the market makers took
the correlation with the Dax, which was still
trading, and therefore, they took the risk of
quoting the ETF on the Cac40 versus its
relationship to the Dax because they knew
that the suspension would not be for more
than an hour or two. At the end of  the day,
they have to deliver shares of  Cac40, which
they knew they would have had because the
futures would open back again. Today you

‘ETFs and index funds
are two different

investment tools for two
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have many emerging markets that are quoted in
Europe thanks to those correlation metrics that
all those engineers in the market-making centres
are developing. Therefore, with these constructs,
you are going beyond the futures liquidity.

Fernandes: Something very important to note
is that we are turning ETFs into a 24-hour
market. Emerging market ETFs are traded
almost 24 hours; they trade in Europe starting
at nine o’clock, then they start in the US at
three and in Asia at eleven, one hour after the
US market closes. It’s a 24-hour market. 

Tohme Adet: The spreads will be affected, of
course. But if  you trade an Asian ETF when its
morning in Europe, it will be the afternoon of
Asia and it’s still more liquid than your day.
ETFs give investors a very good opportunity to
get a price on Asian stocks during the day. So if
you think that it’s worthwhile getting out now
rather than tomorrow morning, which is during
the next day in Asia, then it could be cheaper
for you. So from this perspective, ETFs are
more valuable.

Fernandes: The idea that spreads are larger
when the underlying market is closed is true
for European ETFs but it’s becoming less true
for US ETFs based on non-US underlyings as
those underlyings get more popular with
investors. So the ETF market is transforming
the underlying market into a 24-hour one with
a very tight spread.

Tohme Adet: We have the ETF S&P GSCI
that is trading in the morning when the future
is closed. The future opens at three o’clock
European time, which is around eight o’clock
in Chicago. Therefore it gives you the
possibility of  taking advantage of  that
liquidity much before the future opens.
Therefore, you’re going beyond the liquidity
of  the future itself, thanks to the liquidity of
the components.

Fernandes: There are other things to note on
how the liquidity is built. For example, you can
add more liquidity on the Cac ETF than on the
future because you can build the liquidity of  the
Cac ETF with your stocks because they are
correlated. The market maker price then brings
together the two underlyings because they are
correlated. And these are all benefits of  ETFs,
due to the tremendous liquidity that they have.
In fact, the most traded security in the world is
an ETF right now.

Tohme Adet: So the ETF has become the
reference. It’s the same with the AuM [assets
under management]. If  you look at the ETF
on gold, it’s got more AuM than the Central
Bank of  Switzerland’s gold reserves, which is
supposed to be the reference for gold.

Funds Europe: What do you consider the
greatest area of growth within the ETF
market?

Paquier: In terms of  exposure, we are
witnessing some level of  change in plain
vanilla ETFs and regular exposures. So
although for European investors, European
exposures are still interesting, emerging
markets are even more so, both in equity and
fixed income asset classes. We have seen this
developing tremendously over the past year,
especially on the fixed income side. Investors
now have the possibility to gain both long and
short exposures to fixed income markets. We
noticed that investors are becoming very
selective when choosing their ETF; they know
what to look for in terms of  exposure for their
asset allocation, they know they need
justification of  the tracking error and the
spread. And we aim to provide them with
quality products. Investors are also now aware
of  listings. I think the listing venue of  ETFs
has a significant psychological effect on
investors. They don’t necessarily always trade
on exchange, but they know that if  the
product is listed in their country they can
trade it easily in terms of  execution and
delivery and settlement. 

Fernandes: And they know that it’s
registered with the regulator

Tohme Adet: Ucits IV is going to make
things a bit simpler and will hopefully open
more doors for different countries in Europe
to access ETFs. We have the language barrier,
which is also an obvious burden for marketing
tools, etc.

But whatever the development in asset
classes, and we still have some asset classes
that could be developed, this growth is very
much related to how efficient market makers
can be in market making these asset classes.
I agree that we still have some areas of  pure
underlyings to develop, and whatever we
would develop in Europe is always going to
go very pure, but I think we are going one
step beyond. For instance, we used to have
the emerging markets as a global allocation,
but today it’s getting more and more specific.
So we will see some development there. We’ll
also see further development in the fixed
income space and even in the alternatives
area. We need to see if  we can find some
routes for management of  alternatives
management that are not only dependent on
the indices, which are not considered to be
transparent enough and have the hurdles of
the lock up periods etc. We might see some
developments that are the result of  legal
constraints, like Solvency II. It’s a new world
for the development of  new tools that will fit
into Solvency II. I think we are going to see
less of  these discretionary strategies that are
developed in two indices because they are
less transparent.

Fernandes: There was a small thematic
launch in recent years but not with great
success. The thematic ETF exposures 
could gain some traction in the future to
allow investors to capitalise on certain
investment opportunities.

Lorenzini: Fixed income is where we see the
major potential of  growth for ETFs because
there is some more work to do in terms of  the
offer and the slicing of  the asset class.
Commodities are a potential area of  growth
as well. The demand for commodities is huge
and investors consider commodities as a good
way to diversify portfolios. 
Regarding equity ETFs, we think this
phenomenon of  slicing will continue. We will
have much more smaller and smaller country
ETFs. We will see further slicing in terms of

‘Fixed income is where
we see the major

potential of growth 
for ETFs’
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sectors and sub-sectors, which brings with it
some dangers. In the US you’ve got some, not
exotic, but useless ETFs; for example there
was an ETF on a biotech index made just of
six stocks. The provider not only created an
ETF on this index but it also created an ETF
replicating an index of  biotech companies
with early research for oncology. Those
products lasted less than one year because
there was no market within that. So we will
still see some creativity in the stock ETFs, but
the more serious things will be happening in
fixed income and commodities.

Fernandes: I would not be too worried about
what you said about the biotech index. It is
part of  the innovation process; products are
launched and some do not work, they are de-
listed and closed. Then new products will
come. It’s part of  the innovation process and
it’s something that is normal.

Aybran: I can expect we are going to have
more and more slicing and dicing of  the sub-
sectors and the things like having an index
with just two stocks. We have been seeing this
happen for years and most of  these are left to
die slowly after a few years.

The areas of  growth for ETFs are going to
be largely the same areas of  growth for
mutual funds, so fixed income and emerging
markets. But what could be useful for
investors, and I’m not sure how big this is at
the moment, are the ways of  doing things that
cannot be done easily through mutual funds.
For instance shorting or leveraging; I have the
feeling it’s not that popular at the moment for
many good and bad reasons, but the further
growth around this could be helpful for some
types of  investors.

Fernandes: You have already some leveraged
and short products, but they provide daily
performance. Another thing that is much
more developed in the US is the borrowing
and lending ETF market. This allows
investors to get a short position for the time of
their investment. The issue is that a lot of
ETFs are referenced as mutual funds in the
custodian’s accounts and because they’re
referenced as mutual funds, they cannot be
lent. That is one of  the biggest problems, it’s
because if  they’re referenced as equity they
could be lent. That is one of  the key elements
that would have to change.

Aybran: These kind of  small, seemingly

insignificant, things will be key going forward.
You have plenty of  things like this within
information and IT systems, that don’t make
that much sense but that do exist and that are
really hard to bypass. So there is the need for
growth to get over such silly things.

Fernandes: But the client demand for the short
products already exists, with some daily short
products being among the most traded ETFs. 

Tohme Adet: Yes they do trade a lot and
people have understood how useful they can
be on a trading basis. I think it’s because of
that daily readjustment. You need to readjust
your data on a daily basis and that could be
totally feasible for investors or asset managers,
but not for distribution. And nobody’s going
to adjust his data on a weekly basis. 

Funds Europe: What is the greatest area of
growth in terms of demand? 

Fernandes: Even in Europe where the
market is becoming more mature, there are
some countries where the use of  ETFs is still
very low, like Poland and Spain.

Tohme Adet: Earlier we talked about the

level of  investment of  institutional investors in
ETFs, so the potential is really huge. I think
there will very soon be some wrappers in the
distribution networks of  most of  European
countries that will include ETF investments.
We have to find a solution of  to motivate and
incentivise the distributors. In three or four
years’ time, the distribution landscape for
ETFs will not be the same.

Funds Europe: How close is the European
ETF market to saturation? Although there
is potential is for growth in certain areas,
is it close to saturation when it comes to
vanilla products?

Fernandes: Just to put this into a context of
figures; the AuM of  European ETFs
represent only 3% of  the €210bn in assets
under management. 

Tohme Adet: Let’s consider possible
saturation at the level of  issuers. In Europe we
have three main issuers that have something
like 70% of  the market. The other 30% is
therefore divided between many providers
and despite this, you still have newcomers to
the European ETF market. Linked with what
Pedro said, this means there is room within
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the market. Also, with a little bit of  help from
Frédéric and Morningstar we can make things
more transparent and then people will be in a
better position to choose which ETF is
managed the best, which is the most efficient or
transparent. If  we combine these aspects of  the
market we can comfortably say it’s not yet at
saturation. I heard there are 32 Euro Stoxx 50
ETFs in the market. The customer will wonder
why there are so many and conclude that it’s
because each one is different. They trade
differently, but they also are different in their
management and performance. 

Lorenzini: Yes, there is definitely room for
growth because the cake is getting bigger and
more providers want to get a slice of  that cake.
Some segments are overcrowded, you
mentioned the Euro Stoxx 50, but there are still
many segments to explore. The European ETF
market today is one-fifth of  the US market. So
there is a large avenue in front of  the investors
as  well for the providers.

Fernandes: It’s also important to promote and
educate. The more issuers we have in the
market, the more experts there will be who will
provide promotion and education. It’s a joint
effort; you have more people working together
to increase the use of  these products.

Funds Europe: Does that overcrowding in
some portions of the market cause any issues
at all?

Paquier: I think it’s a very good thing actually.
As this draws prices down, it drives competition
to the maximum level possible and, in the end
benefits the end-users.

Tohme Adet: Yes, it stimulates competition
and so you will get better results. You can’t have
a monopoly.

Fernandes: Competition also drives creation
and you need to create to grow the market.

Aybran: If  you had the same question a couple
of  years ago, maybe we would have answered,
‘Yes, the market is saturated’. In the meantime,
you’ve had many new entrants to the ETF
market and quite successful ones in some cases.
You’ve also had many new products, 99% of
which are dead and a couple of  which were
hits. So you never know, but there definitely are
still big pockets of  potential growth. 

Funds Europe: Have product demands or
requests changed and if so how have 
they changed?

Lorenzini: Recently I attended a trade show
for individual investors and we organised
training on how to improve your portfolio
and how to use ETFs. I was really surprised
at the number of  questions I got from
individual investors. It seems that now, in
France they really understand that they can
benefit from ETFs.

Fernandes: It’s completely true. I speak at a
lot of  conferences around France and three

years ago the main question was, ‘What is an
ETF? Explain’. And now they ask things like,
‘I don’t understand how the performance of
an ETF compares to the index’. So the level
of  questions being asked has become much
more sophisticated.

Tohme Adet: And you have to understand
that they have come a very long way. For
instance in France, before getting to talk about
the ETF, you need the index education which
is already a very big step ahead.  Problems
arise when they ask us why we haven’t
launched an ETF on an index we didn’t even
know existed, most often something that has
about three stocks on it.  They would want an
ETF on that, because they want to trade it in
a more flexible way.

But we have very good and very specific
demands from the asset managers themselves.
We must not forget that asset managers are
the big users of  ETFs in Europe. Wherever

they see a need for development means that
this area is going to be something that is going
to become important within the portfolios
from a diversification perspective. When we
want to develop something, we talk to
different asset managers and we try to see
whether they have an appetite in this type of
vehicle. This way of  doing things always leads
us to good things. If  you are counting on retail
investors, they will ask you for the moon to be
wrapped into ETF.

Paquier: You are right Danièle, that happens
to us as well. When looking at a new product
idea, or collecting feedback from institutional
investors or asset managers, we systematically
make sure that the planned ETF will comply
with the Ucits III benefits in order to maintain
the primary characteristics of  ETFs, which
are simplicity and transparency. As soon as
you start to tackle esoteric exposures that are
on the borderline of  Ucits III compliance
you’re in danger of  complicating the product.
We strongly believe that there is still room for
innovation and product development without
necessarily falling into too exotic structures.

Tohme Adet: But the asset managers will
always request something very pure, as
opposed to the retail clients. Another
consideration on top of  Ucits compliance is
quoting by market makers. If  you cannot have
the ETF quoted by the market maker then
you need to avoid having that product as an
ETF because you would be lying to the
customer as it’s not really liquid.

Aybran: The demand will always change
over time, depending on different themes that
are in the air at particular moments. You’ll
have some providers that are more advanced
compared to others. So, for example, the
investment banks with ETF factories send
their research on a macro view going forward
and then say, ‘By the way we’ve got an ETF
tracking that theme’. They helped create new
ideas of  investments and they issue the
solution at the same time. But talking about
how demands or requests have changed over
the last year, I don’t think that two years ago
we had any RFPs [request for proposals] on
ETFs, and now we do. So the next step is for
institutions to say, ‘Yes, okay, I do use ETFs’.
They haven’t started doing that yet, there are
no numbers available on this but at least
they’re asking us for explanations about the
ETFs we are managing. fe
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