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Introduction 

In this paper, we examine what an exchange-traded fund (ETF) is and how ETFs are structured. We look at 

the costs of investing in ETFs, including both total expense ratios (TERs) and other transactional and hidden 

costs, and then examine the issue of performance drift, and its drivers. We also examine other less obvious 

issues for ETF investors, such as counterparty risk. 

 

 

Executive summary 
 

The recent explosion in popularity of ETFs has led to the development of increasingly more complex 

investment vehicles. These are a far reach from the original ETFs that were designed to replicate the returns 

of an index or an asset class in a relatively simple structure. 

■ Using ETFs does not reduce oversight requirements 

 Examination of the ETFs available dispels the common perception that investing in these vehicles reduces the 

investment oversight requirements, compared to actively managed funds. The diversity of benchmarks across the 

ETF arena means that investment supervision is required on an ongoing basis to ensure that investors’ objectives 

are being met. 

■ Counterparty risks 

 We highlight the fact that an investment in an ETF may involve taking on significant counterparty risk. We identify 

some of the issues investors need to understand when looking at the construction techniques of the ETFs and look at 

how the counterparty risks vary between them.  

■ Dispersion in TER and performance within ETFs 

 Also surprising is the significant dispersion in both TERs and performance among ETFs following similar strategies, 

again something a potential investor would need to take into consideration when selecting an ETF. In analysing the 

costs involved we see that ETFs produce consistent underperformance of the benchmark. When making their 

investment decision, investors also need to take into account other costs involved in ETFs versus actively managed 

funds, such as spreads and commissions. 

ETFs may be less straightforward than they initially appear. As with all investment vehicles, investors should 

make sure they are fully aware of the risks before they invest. 
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Exhibit 1: Market share of major ETF providers in Europe 

Exchange-traded funds 

Definition  

ETFs are usually index-based open-ended funds that can be bought and sold as 

ordinary shares on a stock exchange. ETFs have traditionally been index-tracking 

passive funds but they can also be actively managed. They have become popular 

and widely used investment vehicles to achieve a variety of investment goals: 

 

 

 

European ETF market overview 

At the end of August 2010, there were 985 ETFs in Europe, with assets totalling 

USD 230.9 billion and 3,140 listings from 37 providers on 19 exchanges (source as 

per Exhibit 1). In 2009, net sales of mutual funds (excluding ETFs) were  

USD 220.6 billion, while net sales of ETFs domiciled in Europe were USD 47.2 

billion, according to Lipper FMI. For 2010 to the end of August these numbers were 

USD 55.2 billion and USD 26.0 billion respectively. The top three ETF providers –  

i-Shares (BlackRock), Lyxor (Societe Generale) and db X-trackers (Deutsche 

Bank) – account for 71.2% of European ETF assets. 

Of the European-listed ETFs, those covering equities are the most popular, with 

64.4% of assets. This is followed by ETFs providing exposure to fixed income 

(23.4%) and commodities (8.7%). By region, 55.1% of equity ETFs are exposed to 

European equities, followed by emerging markets with 18.3% and US equities with 

8.9% (all data is as of August 2010). 

Source: Blackrock – ETF landscape, August 2010 

■ For active traders who wish to take advantage of market movements   

■ For buy and hold investing 

■ As an alternative to futures and other institutional investment tools 

Lyxor 

19%

DB x-trackers

16%

iShares

36%
Others

29%

“Of the European-
listed ETFs, those 
covering equities 
are the most 
popular…” 
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Exhibit 2: Breakdown of European ETF asset classes 

Source: Blackrock – ETF landscape, August 2010 

Construction of ETFs 

An ETF’s replication mechanism is one of its defining features. ETFs come in three 

flavours: physical index replication, statistical replication, and swap-based 

replication. 

Physical index replication 

An ETF is considered a physical replicating index fund (sometimes also called 

cash-based replication) if the ETF manager holds all the constituents of the 

underlying index in the same proportion as the constituent securities of the index. 

US equities 6%

Other asset classes

3%

Commodities

9%

Emerging market 

equities

12%

European equities

35%Fixed income

23%

Other equities

12%

Advantages Disadvantages 

Low tracking error of holdings to index 
High number of holdings lead to 

clearing and settlement problems 

Easy to understand High cost of executing lots of trades 

Liquidity issues with smaller holdings 
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Statistical replication 

ETFs can also use statistical sampling strategies. Instead 

of fully replicating the index, the fund invests in only a 

fraction of the total index constituents. The aim is to 

replicate the index by focusing on highly liquid underlying 

index constituents. Counterparty risk arises when the 

manager of the ETF tries to enhance performance by 

lending or selling securities to buy financial products that 

reduce the tax burden.  

Advantages Disadvantages 

Lower transaction costs 

for manager 

Larger tracking error to 

index 

Fewer holdings Counterparty risk 

Swap-based replication 

Finally, there are swap-based ETFs. The basic idea of 

these funds is to outsource the tracking error 

management to a counterparty. The fund itself invests in a 

broad basket that does not fully replicate the index; the 

replication is provided by the swap counterparty. Any 

differences between the performance of the basket and 

that of the index are counterbalanced by the swap 

payments. The resulting counterparty risk came under the 

spotlight during the liquidity crisis in the third quarter of 

2008 when ETF Securities suspended trading in 113 

commodity-based ETFs that used AIG as counterparty. 

Advantages Disadvantages 

No tracking error to index Counterparty risk 

Fewer holdings 

Costly to buy credit 

default swaps to mitigate 

exposure 

Investors must understand the type of product they are 

buying, and understand its limitations and risks. 

Counterparty risk  

Physical replication necessarily involves frictional costs as 

the fund buys or sells stocks moving into or out of the 

index, or settles cashflows into or out of the fund. Physical 

replication funds try to mitigate these frictional costs by 

using stock lending to increase their income. As already 

highlighted physical replication funds incur counterparty 

risk in their stock-lending programmes. 

Swap-based replication involves lower frictional costs, but 

it involves counterparty risk since the fund is dependent 

on the solvency of its counterparty in the swap contract. 

UCITS funds minimise this risk by using multiple 

counterparties, although if even one of the counterparties 

failed in its obligations this would be an unpleasant shock 

to an investor who is expecting an index return. ETF 

providers are attempting to mitigate these risks, for 

instance by requiring providers of synthetic replication 

swaps to post collateral of up to 115% of the fund value. 

The form of this collateral, however, is not fixed, and can 

be any kind of liquid financial instrument. In researching 

this paper we were referred to a fund which uses 

Japanese blue chip stocks and Japanese government 

bonds as collateral for a European ETF. In the event of a 

default, the holder of the ETF would receive this collateral, 

rather than European stocks. These risks are well known 

in the industry, but they suggest that transparency is not 

as obvious a virtue of passive management as is 

sometimes suggested. 

Investors must understand the type of product they are 

buying and understand its risks and limitations. 
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Costs 

Active managers may not be more expensive 

Because they simply track an index, ETFs charge less than actively managed 

funds. Within the universes analysed1, we found the average TER of actively 

managed funds to be 169bps, compared to 44bps for ETFs and passive funds, 

giving ETF investors an average saving of 125bps. However, the additional 

commissions an investor must pay to buy an ETF include brokerage fees and half 

of the bid-offer spread – much like when purchasing a stock. These hidden charges 

can amount to over 100bps, a comparable amount to the saving on the headline 

TER. 

TERs vary widely 

Among the European and UK ETFs that we analysed, TERs ranged from 25-95bps 

per year. This is lower than actively managed mandates, but in some cases much 

higher than we had supposed. 

Source: Morningstar, September 2010 

Performance drift 

Ideally, ETFs should perform in line with their index. But perfect replication is not 

possible; in fact performance drift is inevitable. Looking at performance from 31 

December 1998 to 31 August 2010 (12-month rolling returns), we found that the 

median ETF underperformed the index it attempts to replicate by 70bps on average 

in Europe and 100bps in the UK. This underperformance is in addition to the 

frictional costs incurred when investing in the product in the first place. 

Pan-Europe ETFs UK ETFs 

Average TER (bps) 44 42 

Median TER (bps) 35 40 

High TER (bps) 95 56 

Low TER (bps) 25 30 

Europe ETFs vs  

MSCI Europe 

UK ETFs vs  

FTSE All Share 

Underperformance of 

median ETF (bps) 
-70 -100 

Source: Morningstar, September 2010, performance is net of fees 

1 The Pan-Europe universe 

consists of those funds within the 

Morningstar Europe Large Cap 

Sector data which use MSCI 

Europe Index as a benchmark. 

The UK universe consists of 

those funds from the Morningstar 

UK Large Cap Sector which use 

the FTSE All Share Index as a 

benchmark. 

“Hidden charges 
can amount to over 
100 bps...” 
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An index is only a paper portfolio and requires no management, administration, 

asset buying and selling, or custody. An ETF, by contrast, necessarily incurs a 

number of charges: 

 

 

 

Management of index events 

Intelligent management of index component changes and other events can 

generate additional returns for the ETF. However, if managed unsuccessfully, 

these types of events may also lead to underperformance of the index by the ETF. 

Mispricing costs in secondary markets 

An ETF may trade below (at a discount to) its NAV or above (at a premium to) its 

NAV. Factors such as uneven supply and demand, illiquid underlying securities 

and market inefficiency may contribute to movements of the trading price away 

from the NAV. However, as ETF shares can be created or redeemed at any time in 

trading hours by authorised market participants, this disparity is usually limited as it 

can be arbitraged away. 

Other issues to consider 

Wide variety of benchmark choice still necessitates investment supervision 

One further issue highlighted by the analysis is that ETFs are managed against a 

wide variety of benchmarks. Given the variation of return between benchmarks, the 

decisions about which benchmark to use needs to be considered by the purchaser 

of an ETF and then regularly reviewed. In other words, the use of an ETF does not 

remove the need to exercise investment supervision. 

In carrying out this analysis, we have not been able to analyse as many ETFs as 

we would choose, since ETFs have only proliferated recently. This in itself, though, 

emphasises that the credentials of ETFs are somewhat unproven, reminding us of 

Jan van de Snepscheut’s observation: “In theory there is no difference between 

theory and practice. In practice there is”. 

■ Custody fees to hold the assets   

■ Transaction costs to rebalance the portfolio 

■ Fees paid to swap providers to offer derivatives to make portfolios more tax 

efficient, or to minimise tracking error 

“The use of an 
ETF does not 
remove the need to 
exercise investment 
supervision” 
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Conclusion 

ETFs may be less straightforward than they initially appear. As with all investment 

vehicles, investors should make sure they are fully aware of the risks before they 

invest. The diversity of benchmarks across the ETF arena also means that 

investment supervision will be required on an ongoing basis to ensure that the 

investors’ objectives are being met. 

Analysis of the costs involved in the ETF markets remains important and investors 

need to take into account other factors such as spreads and commissions, rather 

than simply looking at TERs, when making an investment decision. 

In embarking on this analysis, we sought to discover whether ETFs are as simple 

as they appear. The answer is that they are not, given the significant variations in 

their costs, risks, performance and objectives. There is no reason why investors 

shouldn’t consider ETFs for their portfolios if they wish to take on specific market 

exposures, but they should be aware that using an ETF will probably result in the 

underperformance of the benchmark over time. As with active funds, when 

investing in ETFs a significant level of due diligence is still required. 
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