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A better outcome for all

Throughout the history of investment, two questions have
prevailed: Where to allocate money and how to do it. A
famous study by Brinson, Hood and Beebower in 1986 sug-
gested 90% of portfolio return volatility was down to asset
allocation alone.

Drawn by liquidity, greater efficiency and lower cost,
investors have increasingly been allocating through ETTs,
which have, in turn, begun to change asset-allocation strat-
egies. Recent Barclays figures showed average ETF daily
trading volumes soared 33% during 2008 to $80.6bn.

To cope with the rapidly growing market, the tools for
helping investors optimise allocation strategies have also
had to evolve. E'TFs, meanwhile, have encroached further
and further into active managers’ territory, offering access
to ever-more asset classes and fuelling the ‘active/passive’
debate.

“We are agnostic about active versus passive,” said
Andrew Wilson, head of investment at private and corpo-
rate wealth managers at Towry Law.

“We use the most-effective mechanisms and vehicles to
capture market behaviours.”

Passive was the way forward, he said, in some asset classes
like US equity or UK gilts, where active management
showed no systematic gain.

More broadly, Wilson added: “Active managers have
struggled to consistently add value.” It was well-docu-
mented, he said, that funds with good historical perform-
ance had usually gone off the boil by the time clients
invested.

According to Dan Draper, global head of Lyxor ETFs:
“Because of high correlations in the current market, stock
picking has become much harder. Global macro is more
popular and ETTs suit this approach.”

Third-party risk was another driving factor, as Andrew
Whiteley, director of financial advice firm WKH Financial
Services, explained: “ETFs are a simpler approach to asset
allocation than using active managers, where
investors don’t know what is being done day-
to-day.”

In order to outperform an index, Whiteley
said, active managers would have to add 2%
after fees on average. “Nobody does that con-
sistently,” he said. “By using ETFs we are not
taking the chance of selecting the wrong man-
ager, thereby removing a layer of risk.”

Nizam Hamid, iShares’ head of sales
strategy, agreed that if a manager’s particular
skill is asset allocation, they need not expose themselves to
the risks of manager selection. He added: “ETTs make asset
allocation cheaper, more effective and are more flexible in
fast-changing markets.”

“E'TFs make shifting assets much easier as the process
of changing managers can be long and complex,” he said.
“But with ETTs it is simple and timely.”

markets”

Strategic review
Ciash equitisation and transition management have become
increasingly important as investors, shaken by extreme
market turbulence, have reviewed asset-allocation strategies.
ETFs have been useful for investing quickly without
needing to price forward. “In two days in October the
market was up 10% so waiting is often no good,” Wilson
said. “They are an effective short-term parking space.”

Emma Cus-
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“ETFs make asset allocation
cheaper, more effective and are
more flexible in fast-changing

Nizam Hamid, iShares

Dan diBartolomeo, founder of Northfield, a provider of
analytical and operating efficiency tools, said ETFs improved
hedging in trading programs. “Imagine an investor wanted to
do alarge portfolio rebalancing involving $1bn in shares to be
sold and another $1bn in shares to be bought,” he explained.
“Given the different liquidity conditions from stock-to-stock
and moment-to-moment, there is no guarantee the purchases
and sales will occur at the same rate.

“As such, the portfolio risks being ‘net long’ or ‘net short’
during market movements. ETFs can be used to hedge
imbalances reducing these risks, and allowing large trades
to be done slowly, reducing price impact and trading costs,”
diBartolomeo said.

This was particularly useful, Wilson added, for investors
unexpectedly faced with large cash holdings, such as when
leaving a fund. “ETFs are the way to go,” he said. “They
increase investors’ flexibility, thereby improving portfolio
efficiency.”

They could also be used, Wilson continued, to allow
investors to exploit their own explicit views. “Commodity
indexes do not optimise the underlying assets. We can use a
selection of five underlying commodity ETFs, which are not
correlated to each other and are not overly exposed in any
index (and therefore to ‘hot money’) to pick up some positive
aspects, such as correlation to unexpected inflation, and
regularly rebalance between them. We can therefore look
to generate alpha over and above the index, which in terms
of investment characteristics and future performance, has
been naively constructed.”

Crucial to this argument has been the proliferation of
ETFs on sectors and sub-sectors of indices as well as dif-
ferent investment styles, allowing more sophisticated port-
folio construction.

Hamid said: “The ETF market has evolved enormously,
particularly with regard to fixed income, where the range
now covers many types of government and corporate bonds

and currencies. They allow investors to play

around with duration and credit risk too. When
put together, ETFs represent a very sophisticated
asset-allocation toolkit.”

Because of E'TFs, diBatrolomeo believed, more
investors were willing to entertain tactical asset
allocation, involving relatively active movement
between asset classes and sub-classes. “By using
some of the more exotic ETFs, investors can also
introduce leverage and hedging structures in rel-
atively small portfolios at modest cost,” he said.

As well as opening up new strategies, previously barred to
those unable to use derivatives and futures, ETFs have also
provided access to new asset classes.

“More exciting investments at portfolio fringes can be
done entirely passively through ETFs,” Wilson said. “We
previously shied away from some asset classes, like gold, as
we didn’t want to hold the physical assets or mining funds.
We then had the capability through ETFs, broadening the
opportunity set.”

ETTs also offered considerable cost savings as ETTF-based
portfolios tend to have significantly lower costs than equiv-
alent active-based strategies, according to iShares, as seen
in Table 1.

“Closts are a key element of using ETFs,” Wilson said,
“Adding to the efficiency of asset allocation.”
Draper believed wealth managers and private banks were
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increasingly considering ETTs for this reason. “Given recent
portfolio performance, there is a greater focus on cost, par-
ticularly in discretionary portfolios.”

Another key advantage of ETFs in asset allocation,
Whiteley said, was accuracy. “By using ETFs, we can
exactly track the markets we want exposure to, so we can be
razor sharp in our asset allocation,” he said.

“E'TFs are like surgeons,” Draper agreed. “They allow
investors to pin-point bets and increase performance attri-
bution.”

Because of their accuracy, simplicity and cost-effective-
ness, Hamid said some managers had begun building port-
folios using only E'T'Fs for asset allocation.

Evolving portfolios
The trend towards ETFs has also prompted an evolution in
the tools used to optimise portfolio asset allocation.

Dr Laurence Wormald, head of research at Advanced
Portfolio Technologies, said the first generation of asset-
allocation tools were too simple to cope with the increas-
ingly complex ETT market.

A methodological change in optimisation methods
for asset allocation was accelerating, diBartolomeo said.
“There is a growing trend toward using aggregations of
security level information to form optimisation parameters,
rather than using asset class history.”

The traditional way to forecast the correlation of the F'T'SE

Table : Comparison of portfolio costs

Fees ETFs Active Diff

Portfolio 1: Defensive 0.27% 0.92% 0.65%
Porfolio 2: Neutral 0.29% 0.93% 0.64%
Portfolio 3: Growth 0.33% 1.01% 0.68%
Portfolio 4: Aggressive 0.37% 1.11% 0.74%

Source: iShares: Based on portfolios built using a proprietary target

risk asset allocation model. ETF fees relate to iShares tracking relevant
indices. Active fees relate to weighted average data calculated using the
Morningstar database for European domiciled funds

100 and the S&P 500, for example, was to observe the returns
of these indices over time and calculate the correlation.

The problem with this approach was that indices’
underlying companies and sectors varied over time and
historical returns could still include the impact of compa-
nies like Enron.

“We would much rather know what the likely correla-
tion would be given their current composition, not as they
were constituted on average back through history,” diBar-
tolomeo said, which can be done using factor models at
security level.

“Optimisation tools need to be cleverer,” Wormald said.
“Second- and third-generation tools are evolving, which
are better able to deal with tax and funding implications of
ETFs as well as dividends, coupons and other special fac-
tors. They can fine tune the effects of different kinds of
ETFs covering sectors, bonds or alternatives.”

Despite the increased sophistication on offer, liquidity
remained central. In fact, Wormald believed liquidity was
the first question many asset allocators considered. As mar-
kets have gone down, however, assets in ETFs have gone
down, affecting their liquidity.

“Liquidity feeds on itself,” Wormald said. “Some bou-
tiques may have struggles to attract critical mass. For asset-
allocation purposes, investors put their money where they
know liquidity exists.”

Draper argued, however, that using ETTs added liquidity:
“Investors need only manage one stock rather than lots of
different stocks. The last few weeks have been horrendous
in terms of price declines, but we are still accruing assets
and 2009 will be another year of stand-out performance
from E'TFs versus active managers. Trading liquidity is the
lifeblood of ETFs”

He added: “It is important for long-term-oriented inves-
tors to rebalance portfolios and ensure their goals match
their asset allocation.” In the process, he said, an opportu-
nity existed for ETTs to play an increasing role, replacing
products like derivatives or active managers to help per-
formance attribution and increase accuracy.

Wilson concluded: “Asset allocation is the main driver of
performance variation in a portfolio. ETTs offer an effec-
tive way to implement strategies and we are prepared to use
them across the board. ETFs allow investors to do more,
more effectively. They have made asset allocation much
casier and more efficient, which has improved the client
experience, creating a better outcome for all.”

. . . . For the latest news and features on ETFs,
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