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Exchange Traded Funds (ETFs)

In recent years, the world has witnessed a dramatic change in the financial markets with
introduction of new investment vehicles, some complex and some simple to
comprehend. One which is gaining popularity and is easy to use is Exchange Traded
Funds (ETFs).

Most investors are familiar with stocks and unit trusts. Well, ETFs are an innovation that
combines the best features of unit trust funds with the trading flexibility of stocks.

Like a unit trust fund, an ETF is an investment structure that pools the assets of its investors
and uses professional managers to invest the money to meet the identified objectives. It
then combines the tradability feature of a stock, which allows investors to trade
throughout the trading day.

While a unit trust investor purchases or redeems directly from the fund at the fund’s net
asset value, which is calculated at the end of each trading day, an ETF investor
purchases or sells the ETF on a stock exchange throughout the trading day, similar to any
listed stock. But do note that while a unit trust transaction is always done at the fund’s
end of day net asset value which is the fair value whether buying or selling, a transaction
into an ETF may or may not be done at the ETF’s net asset value. So there may be times
due to sentiment or liquidity (demand/supply issues) where one might actually be paying
a premium to buy the ETF (i.e. a price higher than the net asset value) or selling at a
discount (i.e. a price lower than net asset value) or vice versa.

ETFs have been available in the U.S. since 1993 and in Europe since 1999. It was State
Street Global Investors, in partnership with the American Stock Exchange that launched
the first ever ETF — SPDR 500 aimed to track the S&P 500 Index. With its success, other
companies soon follow suit. Some popular ETFs include iShares, VIPERs and PowerShares.

Traditionally, ETFs have been designed to track an index or a specific sector. Just like
index funds, ETF represents a basket of stocks that reflects an index. Therefore, it is
passively managed by a trust company who takes on the responsibility of maintaining
the portfolio of stocks within the index they are linked to. Investors will have to take on the
active management role.

ETF is an ideal tool to invest in broad market indexes or to diversify into any specialized
sectors. There are ETFs that mirror the S&P 500, DJIA and just about every other major
market indexes out there. ETFs also cover wide array of sectors such as commodities or
emerging markets. On the fixed income side, there are ETFs that track a variety of long
term and short term bond indexes.

With ETFs, investors can easily create a portfolio covering major market indexes and
instantly enjoy a broadly diversified portfolio. It can also be used as a good entry point
into more specialized sectors such as commodities, gold or emerging markets. ETF is an
easy way to add some positions of these niche holdings to supplement one’s portfolio. It
is also a perfect vehicle for investors or traders who are looking for a way to move
frequently into and out of the market or a particular sector. Since ETFs trade intraday, like
stocks or bonds, they can be bought or sold rapidly in response to any market
movements.



On the other hand, investors should also be aware that the biggest factor in any ETF or
stock that is traded publicly in always liquidity. If an ETF is thinly traded, there can be
problems getting out of the investment. This could result in large spreads between the bid
and ask price. Unlike unit trust funds where the fund management company stands
ready to repurchase all or part of your units on any business day, ETF does not enjoy such
benefit of liquidity.

In Malaysia, there are 3 ETFs on Bursa Malaysia, namely ABF Malaysia Bond Index Fund,
FBM30etf and MyETF Dow Jones Islamic Market Malaysia Titans 25. Investors can
purchase or sell units of these ETFs on the stock exchange through any remisier, just like
how a stock is bought or sold. All you need is to have a Central Depository System (CDS)
account and a trading account. In Malaysia, a single trading lot for ETF consists of 100
units.

As for the fees and charges, when investors buy or sell ETFs, they will incur transaction
costs including brokerage fee, clearing fee and stamp duty which are applicable when
trading stocks on the exchange. Unlike most unit trust funds, there is no entry fee and
because the funds are passively managed, the management fee is also lower, usually
below 1.0%.

ETFs are convenient, flexible and cost efficient. The low expenses and high trading
flexibility makes them an attractive alternative in the financial world. Institutional investors
love it for its flexibility, active traders love it for its convenience and passive retail investors
love it for its simplicity. Well, any tools that help investors improve portfolio efficiencies
and costs are always a bonus! You just need to know how to use all the available options
wisely. Remember that it is not appropriate to just say that ETFs are better than unit trusts
or that stocks are better than ETFs, in the end, it is just that as markets develop in breath
and depth, there will be more alternatives for the ultimate benefit of the end investor....it
is then up to the investor (with the help of a proper consultant or advisor) to evaluate all
these alternatives and decide where these fit into his/her diversified investment portfolio.

PACIFIC MUTUAL FUND BHD, is a leading
investment management company with 14
years’ of history in Malaysia. We are glad to
share with you weekly our general views on
financial and investment planning. Feel free to
contact our writer, Gary Gan, General
Manager, Business Development & Marketing
of Pacific Mutual, at
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