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Exchange-Traded Funds Not for Everyone

This paper describes the increasingly popular exchange-traded funds; ETFs, for short; as
alternatives to traditional mutual funds. ETF features are identified and compared with index
mutual funds in terms of trading, creation and redemptions, cost comparisons, and tax
efficiency. The results indicate that transaction costs limit ETF attractiveness for small
investors. The in-kind creation and redemption process of ETFs provide significant tax
efficiencies. Finally, the study finds little or no ETF advantage for the tax deferred, long-
term retirement investor.

by Wilfred L. Dellva
Dr. Dellva is an associate professor of finance at Villanova University in Villanova,
Pennsylvania.

First there were SPDRs and WEBs. Then late in 1999 and throughout 2000 came the
explosion of HOLDRS, iShares and streetTRACKS. These new exchange-traded funds; ETFs,
for short; along with HOLDRS (Holding Company Depositary Receipts), are listed and traded
on the American Stock Exchange (AMEX). ETFs are index-based equity instruments that
represent ownership in either a fund or a unit investment trust and give investors the
opportunity to buy and sell shares of an entire stock portfolio as a single security. HOLDRS
have many characteristics similar to ETFs except that HOLDRS represent ownership of a
specified group of individual stocks in a particular industry, sector or group. What are the
features of ETFs and HOLDRS that have made them popular with both the financial press
and with investors? How do they work? Are they comparable with traditional index mutual
funds? Are they suitable investments for the individual investor? These are the questions
that motivated this paper. Following a description of the major ETF categories, I conduct a
comparison between ETFs and index mutual funds, focusing on trading, creation and
redemptions, cost comparisons, and tax efficiency. This paper concludes with a discussion of
the suitability of ETFs for small investors.

Market for ETFs

While there has been a great deal of media attention directed toward ETFs and Merrill Lynch
HOLDRS portfolios, there is a need for a more comprehensive look at these new investment
vehicles. Recent columns in the financial press and featured stories on Internet sites have
given these new products much exposure. Dow Jones Newswires reports on a study by
Strategic Insight, a New York mutual fund research firm, that the market for ETFs continued
to grow at a rapid pace during the third quarter of 2000. New money invested was $5.6
billion on top of $17.6 billion for the first six months of the year. As of the end of
September, $57.5 billion was invested in 76 ETFs and 13 exchange-traded HOLDRS. This
amount represents almost 15 percent of the $388 billion invested in U.S. equity index
mutual funds as of August 31, 2000. Table 1 lists all ETFs trading on the AMEX as of
September 30, 2000.







State Street Global Advisors (SSgA), along with the American Stock Exchange, developed
and launched the ETF market in 1993.1 The first ETF, the SPDR (Standard & Poor's
Depositary Receipts), which tracks the S&P 500 index, continues to be the most successful
product, with over $24 billion in assets. With a 50-day moving average volume of nearly 5
million shares a day, SPDRs are liquid and often ranks as one of the most active securities
on the AMEX. SPDR's bid/ask spread is $0.03 per share, the lowest of the ETFs, reflecting
its trading activity and liquidity in the marketplace. Building on the SPDR, State Street and
the AMEX launched the S&P MidCap SPDR in 1995, the Dow Jones 30 Industrials DIAMONDS
in 1998, and in 1999, the Select Sector SPDRs, which track the nine broad sectors that
make up the S&P 500. On September 29, 2000, State Street launched a new family of ETFs
called streetTRACKS. The seven new funds track four Dow Jones style indexes, the Dow
Jones Global Titans Index and two Morgan Stanley technology indexes. Global Titans is the
first ETF based on a global index. It will track 50 of the world's largest companies. On
October 10, 2000, State Street launched ETFs that track the Fortune 500 and the Fortune
E50 indexes.

The Nasdaq-100 Index represents the largest and most active nonfinancial issues trading on
the Nasdaq. In addition to market capitalization, eligibility for inclusion in the index is a
minimum average daily trading volume of at least 100,000 shares. In response to the
strong Nasdaq-100 performance in the 1990s (a ten-year average return of 35.63 percent
compared with the S&P 500 return of 19.5 percent), the tracking stock ETF, QQQ, began
trading in March of 1999. Invested assets in QQQ have grown from an initial investment of
$15 million to over $12.5 billion by the end of the third quarter of 2000. During the past
quarter, QQQ has traded at an average daily trading volume of over 31 million shares a day,
often the most actively traded issue in the market. QQQ closely tracks the Nasdaq-100
Index with a correlation of 0.99 for 2000.

The iShares Trust, created by Barclays Global Fund Advisors, consists of over 50 separate
investment portfolios called Funds. The shares of the Funds, called iShares, seek to track
the price and yield performance, before fees and expenses, of a particular equity market
index compiled by one of four "Index Providers": Standard & Poor's, Dow Jones, Frank
Russell and Morgan Stanley International. The S&P indexes include the BARRA Growth and
Value indexes for the 500, the Mid Cap 400 and the SmallCap 600 Index Funds. In addition,
there is an S&P Europe and TSE Index Fund. The Dow Jones indexes tracked are the Dow
Jones Total Market and Sector indexes. The Russell indexes tracked are the 1000, 2000 and
3000, and the respective Growth Index and Value Index. Finally, the MSCI iShares series
tracks 23 country and regional Morgan Stanley international indexes. iShares index funds
offer investors a convenient way to obtain index-based exposure to a market, country or
region.

The S&P SPDRs, the NASDAQ QQQs and the Dow Jones DIAs are organized as unit
investment trusts (UIT), as opposed to the open-end mutual fund structure. All of the newer
ETFs; Barclays' iShares and State Street's streetTRACKS; are organized with the open-end
mutual fund structure. A UIT is an unmanaged portfolio consisting of securities that are
fixed at the UIT initiation. Units of the trust are sold to investors who receive a share of the
principal, dividend or capital gains. The unit trusts accrue cash dividends for the stocks in
the trust and pay dividends (less trust expenses) on a calendar quarter basis. The open-end
structure reinvests cash dividends on a daily basis just like traditional mutual funds. The
delay on investment of dividends by unit investment trusts could create a drag on their
performance if dividend yields were near their long-term yields of four or five percent, as
opposed to the current yield of about one percent. At a dividend yield of one percent, the
return of the SPDR closely tracks that of the S&P 500.



HOLDRS are a product of Merrill Lynch & Co., traded on the American Stock Exchange.
HOLDRS are depositary receipts that represent an investor's ownership in the common
stock or ADRs (American depositary receipts) of specified companies in a particular
industry, sector or group. Table 1 includes the HOLDRS outstanding as of September 30,
2000. Each HOLDR is a security that represents a portfolio of 20 stocks and can be traded
like a single stock. HOLDRS trade only in 100-share round lots designed to represent whole
share interests in each of the underlying securities. The underlying stocks do not change
except for changes due to corporate events (such as mergers and acquisitions, or spin-offs).
Because the relative weighting of the stocks is a function of market prices, weightings within
the HOLDRS will change over time based on the success or failure of the included stocks.
HOLDRS can become highly concentrated if one or more of their component stocks
appreciates greatly relative to the other stocks in the HOLDR. Outstanding HOLDRS can be
purchased in the secondary market, or new HOLDRS can be created by depositing the
underlying stock in the appropriate share amounts. Stock may be converted into HOLDRS
and HOLDRS converted into stock at any time in round lots of 100 HOLDRS.

Beginning in 1993, total assets and trading volume of Index Shares (the collective term
used by the AMEX for all ETFs traded on the AMEX) have doubled each year. What are the
features that have made ETFs so popular? In the next section, I describe the characteristics
of ETFs and HOLDRS that distinguish them from index mutual funds and that make them a
formidable challenge to the conventional mutual fund industry.

Comparison Between ETFs And Mutual Funds

The growing popularity of ETFs can be traced to the increased acceptance of index-based
products by the investment community. Lipper Analytical Services estimates that total
holdings of U.S. index mutual funds exceeded $388 billion as of August 31, 2000, which is
about nine percent of the $4.2 trillion invested in equity mutual funds. Indexing has been
popular due to three factors: lower cost, lower turnover, and competitive performance
results when compared with actively managed funds. Index funds typically have very
competitive expense ratios;  the buy-and-hold nature of most index funds reduces turnover
and its corresponding expense. They generally are tax efficient when compared with actively
managed funds. Index funds tend to be better diversified, thereby reducing risk. These
features have created an environment whereby passive index funds have become an
attractive alternative to actively managed mutual funds. ETFs are gaining popularity
because of their features that help provide important alternatives to traditional index mutual
funds.

Trading

ETFs and HOLDRS trade throughout the trading day. ETFs trade in round or odd lots, while
HOLDRS are purchased and sold only in round lot increments of 100 shares. All ETFs can be
purchased on margin, generally subject to the same terms that apply to common stocks. All
can be sold short and are exempt from the rule that requires shares to be sold only on an
"uptick." The trading features of ETFs and HOLDRS generate both advantages and
disadvantages for the individual investor. Commonly viewed advantages of ETFs over
mutual funds are (1) ability to value assets in ETFs during the trading day, (2) direct
accessibility to the market via the AMEX, (3) symmetric trading via short as well as long
positions and (4) the ability to leverage one's portfolio via margin trades. Mutual fund
investors can trade only at the market close and may be subject to adverse market moves
during the trading day as they wait for the close. To restrict trading, many mutual fund
families limit the number of trades, add short-term redemption fees or require written
notice to trade their index mutual funds.



Critics of ETFs argue that these flexible trading rules create an environment that fosters a
short-term trading mentality using indexed instruments that were designed for long-term
investments, and that investors use the trading features of ETFs to chase the hot fund or
sector, not to match the performance of an index. In response, a recent Financial Research
Corporation study reports that 75 percent of people who invest in ETFs or plan to invest in
ETFs, are doing so with a buy-and-hold strategy, while the remaining 25 percent said they
would use ETFs for a mix of both long-term and trading-oriented strategies.

Creations and Redemptions

Index Shares are created by large investors and institutions in block-sized units of shares
(or multiples) known as creation units. A unit of 50,000 shares (or a multiple) is required to
create SPDRs, NASDAQ-100 Index Tracking Stock, Select Sector Funds, DIAMONDS and
streetTRACKS. A unit of 25,000 shares is required to create MidCap SPDRs. A creation unit
requires a deposit with the trustee of a specified number of shares of a portfolio of stocks
closely approximating the composition of a specific index and cash equal to accumulated
dividends in return for specific Index Shares. Similarly, block-sized units of Index Shares
can be redeemed in return for a portfolio of stocks approximating the index and a specified
amount of cash.

Creation and redemption of HOLDRS differs from that of Index Shares in that they are
created and redeemed only in round lots of 100 HOLDRS. Delivering to the trustee the
requisite underlying securities creates them. Similarly, surrendering HOLDRS in integral
multiples of 100 HOLDRS will withdraw deposited shares from the trust. Fractional shares
are not accepted by the trust in either the creation or redemption phase.

This creation and redemption process is a major feature of exchange-traded funds and
creates important advantages relative to traditional mutual funds. Because ETFs are not
open to cash contributions or redemptions, most small shareholder activity takes place on
the exchange where the market matches buyers and sellers of fund shares throughout the
trading day. Unlike closed-end funds, ETFs can issue and redeem shares, but only by taking
in or distributing in-kind securities held by the fund. In-kind distributions from ETFs do not
trigger realized capital gains because the in-kind contributions already reflect the index
composition that eliminates costly trading within the fund. The process of redemption in-
kind is an important source of ETF tax efficiency that will be discussed later in this paper.
Creation and redemption generally separate the ETF investor into two categories: the large
investors who deal directly with the fund during the creation/redemption process and the
smaller investors who limit their activity to trading shares of the ETF on the stock exchange.



Costs

ETFs often are described in terms of their expense ratio advantage over traditional index
mutual funds. Expense ratios have been increasingly important to investors because of the
impact of expenses on fund performance, and they are exceedingly important to fund
administrators as a competitive tool. Barclays iShares S&P 500 leads the low cost assault
with an expense ratio of 0.09 percent. In response to this low rate, the expense ratio for
SPDRs was lowered to 0.12 percent, Dow Jones DIAMONDS lowered to 0.18 percent and
Nasdaq-100 (QQQ) set at 0.18 percent, which matches the expense ratio for the low-cost
mutual fund leader, Vanguard's 500 Index Fund. The ETFs that track the major benchmark
indexes clearly have targeted Vanguard's low expense rate. Table 1 reports ETF expense
ratios as of September 30, 2000. Generally, ETFs that track broadly diversified indexes have
the lowest expenses, in the 0.18&ndash; 0.25 percent range. ETFs tracking domestic sector
indexes have somewhat higher rates, in the 0.25&ndash; 0.60 percent range. The ETFs that
track the MSCI international indexes have the highest rates, in the 0.84&ndash; 0.99
percent range. The annual custody fees on HOLDRS are inexpensive, only eight cents per
HOLDR to be deducted from cash dividends and distributions. In addition, the trustee will
waive this fee if no dividends or other cash distributions are paid on any of the underlying
stocks.

Expense ratios don't tell the whole story of ETF costs. Buying and selling ETFs generate
commissions, just as there would be for stock transactions. The commission amount you
pay is determined by the type of broker (full service or discount) used and the amount and
timing of the transactions. Table 2 illustrates cost comparisons between the Vanguard Index
500 Mutual Fund and two comparable ETFs, Barclays' iShares S&P Index Fund and State
Street's SPDRs. The example compares the total cost of trading and owning each
investment based on one-time investments of $10,000, $50,000 and $100,000 for various
holding periods.



Panel 1 of Table 2 develops trading costs using the Vanguard Brokerage Service (VBS).
Commissions are developed for an online trade as well as a broker- assisted trade. Bid/ask
spreads vary depending on the market activity of the ETF. Widely held and actively traded
ETFs such as the SPDR trade at spreads around 1/32, while the more thinly traded iShares
Index trades at a spread nearer to 1/8. As the size of the investment increases, transaction
costs increase for the ETFs due to the per-share bid/ask spread. The zero transaction costs
for Vanguard Index 500 creates a significant cost advantage for the mutual fund verses the
ETFs. Panel 2 of Table 2 illustrates annual expenses. When focusing only on expenses, the
lower expense ratios of the ETFs result in considerable cost savings over time. The cost
savings are magnified as the investment increases.

Panel 3 brings together trading costs and expense ratios to develop points where cost
advantages shift. Total costs are estimated as two times the purchase cost plus expenses.
The high cost of trading the ETFs uses up much of their expense advantages. An online
investor with $10,000 to invest must hold the ETFs into the sixth year, while a broker-
directed investor does not achieve an ETF advantage until the ninth year. For the larger
$50,000 and $100,000 investments, the lower cost advantage to the ETFs occurs in the
second year for the SPDR and the third year for iShares when trading online. SPDR's lower
bid/ask spread results in a cost advantage versus iShares, offsetting the iShares' lower
expenses. Using a broker-assisted trade, the larger investments reduce the index fund
advantage, but it still takes more than three years to move the cost advantage to the ETF.



How does the cost relationship play for the small dollar-cost-averaging investor? Using the
same cost structure as the one- time investments reported in Table 2, and investing $500
per quarter, the index funds total cost advantage continued for over 200 quarters. The zero
transaction cost advantage of the index fund is magnified for the dollar-cost-averaging
investor. Incurring frequent commissions and bid/ask spreads cannot be overcome by
relatively small differences in expense ratios.

Looking beyond diversified index funds, there are few sector and international index funds
to compare with ETFs. Most sector funds and closed-end country funds are actively
managed. ETFs have a significant cost advantage relative to actively managed sector funds,
most international funds and closed-end country funds.



Critics of ETFs are concerned that individual investors could be hurt because ETFs can trade
at a premium or discount to their net asset value (NAV). They often describe the scenario
where the small investor unknowingly buys at a premium and sells at a discount. Generally
the gap from NAV is small to non-existent in free markets where arbitrageurs can operate.

The main characteristic of ETFs that limits premiums and discounts is their
creation/redemption feature. If ETF shares are trading at a premium to fair market value,
market makers can assemble a basket of securities at fair prices and then deliver those
securities in return for ETF fund shares trading at a premium. If instead, ETF shares trade at
a discount, market makers would purchase ETF shares at discount prices and then redeem
them for the underlying index shares, which then can be sold at their fair market value.

Market makers, specialists and other arbitrageurs can trade the ETF against the underlying
shares until fair prices are once again established. This arbitrage mechanism protects the
investor's ability to transact at fair prices on the open market. The AMEX Web site provides
information to track and evaluate the premium/discount issue. The contract specification
sheet for each ETF displays; in addition to the trading symbols; symbols that allow the
opportunity to track the intra-day value of the underlying index, its NAV (which is computed
each business day at 4:00 p.m. Eastern time), shares outstanding, accrued dividends and
estimated cash payment amounts. Using the symbol list and amex.com or any quote
service, you can evaluate the tracking success of any ETF.

Salomon Smith Barney Closed-End Funds Research group recently tested how well the
arbitrage process works. They took random snapshots of U.S. ETFs for the month of
September 2000. Analysts compared the bid price, ask price and mid-point between bid/ask
with the intra-day value. The study concluded that the arbitrage process is working and that
in 91 percent of the sample, ETF intra-day values were between the bid and ask prices. On
average, ETFs had a bid price that was at a .167 percent discount to intra-day net asset
values. On occasion, ETFs experienced real-time discounts of over 1 percent to NAV and
premiums of over .5 percent. Tracking errors may be greater for ETFs with low trading
volume, such as out-of-favor sectors and foreign markets. In the case of foreign ETFs,
arbitrage may be more difficult with the ETF and the underlying stocks trading in different
markets as well as different time zones. (Source: www.indexfunds.com)

The price-to-NAV spread and index tracking are not an issue for HOLDRS. HOLDRS may be
exchanged for the underlying stocks for a cancellation fee of up to $10 per round lot of 100
HOLDRS. Cancellation is not a taxable event. Once the HOLDRS have been cancelled,
investors can hold or sell the component stocks to implement an investment strategy.

A final comment on expenses and fees: Many mutual fund families charge significant loads
and fees in addition to their expense ratios. To limit the activity of active traders, fund
companies have either added redemption fees or restricted trading in their index or sector
funds to mail requests. These additional "costs" vary by fund family and often by individual
fund. These added costs or trading restrictions might create a cost advantage in favor of
ETFs or HOLDRS.

http://www.indexfunds.com/


Taxes

Investors in taxable mutual fund accounts are becoming more knowledgeable about the
impact of taxes on mutual fund performance. Morningstar has added a tax analysis section
to its online mutual fund Quicktake Report. This report contains both pre- and post-tax
returns, an after-tax ranking within fund category and Morningstar's estimate of the tax
efficiency of each fund. Similar Quicktake Reports are being developed for ETFs as well.

Mutual funds do not pay taxes themselves; the tax code requires that funds distribute
dividends and long- and short-term capital gains equally on all shares outstanding without
regard to investor holding periods. With funds closing their tax books at the end of October,
how bad is this tax season going to be? The Wall Street Journal reported that as of August
25, 2000, there had been 19 distributions by funds that had exceeded 20 percent of their
share price compared with just one 20 percent-plus payout at the same point in 1999. The
bulk of distributions are a result of funds selling previous years' winners, generating capital
gains. The U.S. retail index market has over $300 billion invested (prior to September and
October 2000 sell-offs). Fear of massive shifts from these funds due to an extended market
correction hangs over the fund industry. If a market correction leads to the realization of
the gains of the ten-year bull market in equities, a significant tax event would affect taxable
investors, on top of their market losses. A review of Vanguard's 2000 final year-end fund
distributions indicates that most of their short- and long-term capital gains were in actively
managed funds such as Explorer and Health Care. Index fund gains were concentrated in
the Extended Market Index and the Small-Cap Index funds. (Source:www.vanguard.com.)
Taxable investors in these funds did indeed find a significant tax event on top of their
market losses.

Index mutual funds have been considered to be tax-friendly investments. Index funds,
however, still must trade cash contributions and liquidate investments due to redemption
requests. In addition, changes in an index composition will result in more trading and more
taxable distributions for investors holding index funds in taxable accounts. Index funds
based on narrow sectors and those that follow small-cap and mid-cap indexes will be
particularly hard hit.

Exchange-traded funds and exchange- traded HOLDRS are advertised to be more taxpayer-
friendly than traditional mutual funds. ETFs, like index mutual funds, aim to match the
performance of a stock market index. A key difference is that ETFs don't issue or redeem
new fund shares to meet the buying and selling demand of individual investors. Because
ETFs trade on an exchange, most shareholder activity is the matching of buyers and sellers
of the ETF as opposed to trading activity in the underlying portfolio. This design ensures
that an ETF portfolio manager would not have to sell shares to meet a wave of redemption
requests and, as a result, trigger large capital gains distributions for the remaining
investors.
ETF shares are issued to and redeemed from institutional investors "in kind," meaning
institutions deliver or receive baskets of stocks in exchange for ETF shares. Institutions
receiving these shares are indifferent as to the cost basis of the individual shares because
their cost basis is the price they paid when they created the ETF. This indifference lets the
ETF sponsor select the shares with the lowest basis (potentially the largest capital gain) to
meet the redemption. Redeeming the lowest cost-basis shares first results in a step-up of
basis, which results in continued deferral of capital gains. This process should reduce the
realized capital gains for the ETF as a result of changes in the benchmark portfolio. Shares
distributed in kind are not a taxable event for the ETF. Managers can use the in-kind
redemption to change the compositions of the ETF without triggering a tax liability.

http://www.vanguard.com/


As the number and size of ETFs increases, some investors question how the IRS will
respond to the above tax strategy. While there is no pending IRS ruling related to ETF use
of the lowest cost basis during an in-kind redemption, it is difficult to predict future Internal
Revenue Service interest. If there were to be an unfavorable IRS ruling, then the tax
efficiency of ETFs would be reduced. Table 3 illustrates the five-year capital gains tax
efficiency for nine S&P 500-index mutual funds and SPDRs. The sample was limited to funds
with a minimum five-year history and a downloadable prospectus on the Internet. The S&P
500 is the only fund and ETF category with multi-year data on both mutual funds and ETFs.

Panel 1 of Table 3 reports the dollar capital gains for the last five years. Strict comparability
among funds and SPDRs is an issue, due to the various year-end closing dates for the
cases. Four funds close in December, while the others close in April, June, August and
September. The lack of a common close makes for difficult interpretations of mutual fund
financial information. Panel 2 of Table 3 scales the capital gains by the beginning period net
asset value to eliminate the effects of fund size on the analysis.



How good is the tax efficiency of these ten investments? "During 1999, the fund industry
distributed over $200 billion in capital gains with many individual funds paying more than 5
percent of assets in realized gains." (Strategic Insight Overview, May 2000) The nine index
funds are very efficient, with Vanguard Index 500 leading the way with no capital gains
distribution greater than .01 percent of net assets. Fidelity Spartan Index 500 and T. Rowe
Price Index Fund have kept distributions to less than .025 percent of net assets. The SPDR
ETF was the most tax efficient, with no reported capital gains distributions in four of the five
years. How good was the tax efficiency? Very good.

HOLDRS offer exchange trading and in-kind redemption similar to ETFs. In addition, the
stock ownership feature creates more powerful tax advantages. HOLDRS don't exchange
stocks to match an index or to cap any big winners to satisfy concentration limits. The only
time HOLDRS change is in response to special cases such as mergers and acquisitions or
any other "reconstitution events." The buy-and-hold feature of HOLDRS limits taxes due to
portfolio turnover. Embedded capital gains are a potential tax liability for index fund
investors. Morningstar reports potential capital gains exposure in the tax analysis section of
their Quicktake Report. For example, as of September 30, 2000, Vanguard Index 500
(VFINX) has a 39 percent potential exposure. There is no embedded capital gains exposure
with HOLDRS. Investors owe taxes only on gains that occur after they buy their shares.
With HOLDRS, investors have greater control of when and how to realize capital gains and
losses. They can buy or sell their entire HOLDRS to realize overall gains and losses, or
exchange the HOLDRS for the underlying stocks (a tax-free event) and then realize gains
and losses in the individual stocks. Losses may be taken on stocks that have declined. Gains
on winners can be deferred indefinitely. HOLDRS do not cap any big winners.

Sources of Information for Investors

As the number of ETFs has dramatically increased this year, important investor information
is still hard to find. Traditional providers of financial information have been slow to come on
board. Useful third quarter, 2000 information is available on the Web sites described in this
paper. Performance tracking data is readily available. Data on ETFs that track established
indexes can be found on the Web and the financial press. On the Web, the first place to look
is the AMEX site. With summary information on each ETF and links to ETF and HOLDRS
home pages, the AMEX provides the best starting point for ETF information. You can request
a quote, scan historical performance or order a prospectus. Other fund-like information,
useful for comparing ETFs and ETFs with mutual funds, is hard to find. With the recent
growth of sector ETFs, it is often difficult to find information to compare alternatives.
Wiesenberger has created a separate ETF database, "Exchange-Traded Funds Weekly
Review," which it has integrated into its investment products. Morningstar and Lipper are
online with ETF coverage as well. Indexfunds.com has specialized in information about
indexes and index mutual funds and has added a new section called the ETF Zone, which
provides timely information on all ETFs. Recent stories include details about the first actively
traded ETFs trading in Germany (11/21/2000), iShares S&P Global 100; the first ETF to list
on the NYSE (12/08/2000), MSCI to adjust all of its indexes for free-float (12/10/2000) and
Barclays' plan to launch a U.K.-based FTSE ExUK 100 ETF (12/13/2000).



Conclusions

In comparing index mutual funds and ETFs, each investment offers some attractive
characteristics that may appeal to stock and mutual fund investors. ETFs and HOLDRS
provide significant trading flexibility. As listed securities on major exchanges, they are easily
bought and sold throughout the trading day, allow for the creation of leveraged positions
using margin accounts and can be sold short without an uptick.
These trading advantages lead to a disadvantage. Traders incur significant transaction costs
with each trade, which limits ETF attractiveness for smaller investors who frequently invest
a small dollar amount over time. The expense ratio comparisons do not clearly favor mutual
funds or ETFs.

Diversified, low-cost index funds have competitive expense ratios, while ETFs and HOLDRS
have an expense advantage versus sector and international country funds. Combining
trading cost and operating expense results in cost advantages for diversified index funds in
most cases, except for large dollar amounts or long holding periods. The structure of ETF
and HOLDRS creation and redemption's provides for significant tax efficiency. No longer
would an investor pay capital gains taxes created by trading within the fund.

The arbitrage process that keeps ETF prices in line with asset values has only been tested in
the United States during bull markets. Internationally, large discounts from NAV have been
observed in times of market turmoil. Significant questions remain. How will the ETF
arbitrage process function in a protracted bear market? Will the institutional investors and
market makers continue to step up to create and redeem shares? Will ETF prices track
NAVs, or will we find sharp discounts to NAV like we see in closed-end funds?

Based on their advantages and disadvantages, who are or could be ETF investors?
Currently, the primary ETF investor is an institutional investor or market maker using ETFs
to take a low cost position in a market segment, sector or country. Some day traders have
moved from restricted trading mutual funds to an ETF. Higher net-worth investors taking
larger positions find segment or sector ETFs and HOLDRS attractive ways to generate
exposure. Individual investors looking for technology exposure find HOLDRS and the
Nasdaq-100 (QQQ) attractive ways to fine-tune their tech exposure.

Who should not be an ETF investor? There appears to be little or no ETF advantage for tax-
deferred, long-term, retirement investors. Tax issues are of little concern for these
investors. They conduct little if any trading. Many defined contribution plans do not allow
brokerage accounts or active trading within the plan. Existing taxable investors will find that
it could be very costly to convert a taxable mutual fund with significant gains to an ETF.
Taxable investors should only consider new money for investing in an ETF.
Finally, there is the question of where the financial advisor fits in with ETFs? The total cost
structure of ETFs does not appear to create many opportunities for their passively investing
clients. Accounts with large defined contribution holdings and big IRA rollovers are not likely
candidates for a shift to an ETF. While 2000 has been a year of explosive ETF and HOLDRS
growth, most of the money invested in ETFs is concentrated in a few funds (SPDRs, Nasdaq-
100, iShares S&P 500 and DIAMONDS). These funds have proved to be an attractive
alternative to index mutual funds for the active trader. Trading, tax advantages and hedging
features of ETFs may attract those advisors and planners who have more aggressive clients.
Advisors may also find that some ETFs will assist in their asset allocation decisions.



Investment advisors, financial planners and investors realize that asset allocation, not
security selection, drives long-term investment success. Asset allocation has been difficult
for smaller investors due to the costs and assets required to develop a diversified portfolio.
ETFs and HOLDRS provide investment alternatives to assist in the development of a
diversified, asset allocation strategy using broad market segments, sector and size
segments, and style segments.
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Endnotes

In the late 1980s, Leland, O' Brien, Rubenstein Associates (LOR) of portfolio insurance fame
developed a hedge product for large investors called the "SuperTrust." In 1990, LOR
petitioned the Securities and Exchange Commission (SEC) to allow the creation of an S&P
500 index exchange-traded fund as the underlying security and named the investment the
"Index Trust SuperUnit." After considerable delay at the SEC, LOR introduced the
SuperTrust and the SuperUnit in 1993. The SuperTrust was too complex for the marketplace
and did not attract the anticipated large-firm support. At the same time there was a
declining interest in all hedge products. The SuperTrust was terminated in 1996. (Source:
indexfunds.com, "Exchange Traded Funds: A White Paper," by J.L. Novakoff.)
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