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by Danielle Schultz, CFP, CDFA

Active, passive, tactical, sector, closed-end — mutual
funds over the years have evolved as many varieties
as ice cream. But exchange-traded funds have mostly
come in plain vanilla: passively managed index funds.
Fund companies are trying to evolve actively managed
ETFs as a way to sell some secret sauce to go with the
bland, same old-same old.
ost of us understand mutual funds pretty well
by now — whether we own some because
we can’t purchase individual stocks in our
workplace retirement plans or because we’re seeking
to balance our portfolios with types of assets that
are harder to identify or purchase or problematic to
hold — for example, gold, commodities or bonds. In
the U.S., more than $15 trillion is in invested in 7,500plus mutual funds, with only $2.7 trillion in about
1,500 ETFs. Nevertheless, given their relatively brief
existence — since 1998 for the earliest ones — ETFs
have been gaining ground and are particularly popular
with financial advisers. From September 2013 to
October 2014, the number of actively managed ETFs
has increased to 33 from 18, with assets invested
growing from $14.6 billion to $16.9 billion.
Although some mutual fund companies, notably
Vanguard, have chosen to make ETFs simply a different class of a mutual fund, other companies have
focused on creating ETFs as an independent product.
An ETF is usually much more tax-efficient and a manager can remain fully invested, potentially perform-

M

ing more closely to the fund’s objectives. This tax
efficiency makes ETFs attractive if you’re investing
outside of tax-sheltered retirement accounts.
Although a mutual-fund manager has to disclose
holdings only quarterly, ETF holdings must be disclosed daily. Mutual funds are priced by their net asset
value, but ETF pricing can sometimes be influenced
by investor sentiment; ETFs’ share prices at times have
diverged from NAVs during the trading day. In their
short history, nearly all ETFs have been index funds.
Companies offering ETFs are seeking to change that.
There are only so many ways to cut a pie. One S&P
500 ETF isn’t so different from another. Getting more
investor dollars into one ETF over the identical offering
of another company may be more related to where the
investor is already housing other money than to any
perceived difference in quality.
Also, with ETFs so far having trouble cracking the
retirement market — most 401(k)s don’t offer active
trading in equities — the market for snagging investment dollars has had significant limitations.
Enter active ETFs. Because ETF holdings must be
reported on a daily basis, ETFs offer transparency not
matched by mutual funds. When seeking to balance
assets or follow a tactical strategy, investors and advisers can know exactly what’s in a portfolio in real time.
If, for example, an investor wants a growth-oriented
large-cap portfolio but already holds a large amount of
Apple stock, large-growth mutual funds and index ETFs
will also be holding Apple.Theoretically, an active ETF
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PIMCO Total Return Active ETF vs. Vanguard Total Bond Market (Index)
Trailing Returns as of Dec. 22
3
mos.

1
year

3
year

5
year

10
year

Expenses

Barclays U.S. Aggregate Bond Index
(price)

1.84%

5.87% 2.78% 4.37% 4.70% —

PIMCO Total Return Active ETF (price)

1.66

6.64

—

—

—

0.55%

Net asset value per share

1.78

6.56

—

—

—

—

Vanguard Total Bond Market
(index/passive) ETF (price)

1.85

5.44

2.62

4.25

—

0.08

NAV per share

1.75

5.40

2.69

4.27

—

—

PowerShares S&P 500 Downside Hedged ETF vs. Vanguard S&P 500 ETF
Trailing Returns as of Dec. 22
3
mos.

1
year

3
year

5
year

10
Expenses
year

S&P 500

3.52% 16.79% 22.37% 15.85% 7.89% —

PowerShares S&P 500 Downside
Hedged ETF (price)

0.71

6.47

—

—

—

0.40%

Net asset value per share

0.71

6.63

—

—

—

—

Vanguard S& 500 ETF (index) (price) 3.52

16.73

22.34

—

—

0.05

NAV per share

16.73

22.32

—

—

—

3.51

Source: Morningstar

might be found that excludes Apple
from its mix. Of course, active mutual
fund managers might also exclude
specific investments, but the investor
will only know that quarterly.
Some active ETF providers have
sought ways to control that transparency. Like a chef guarding a unique
recipe, active ETF managers fear that
their expertise and market moves can
be freely copied by anyone. Two companies, Blackrock and Precidian Investments, recently petitioned the Securities and Exchange Commission to be
allowed to disclose only quarterly.
The SEC rejected their requests,
saying that daily disclosure allows investors to judge whether an ETF’s
trading price closely matches its net
asset value.
So, what can active ETFs offer the
investor? Besides tax efficiency, pinpoint pricing and clear documentation of portfolio composition, active
managers are offering a strategy.
The most popular active ETFs —
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those with more than $100 million
in assets — have carved out some
unique niches: segments of the bond
market (short-term, foreign and junk
bonds); hedging strategies for popular indexes; and tactical strategies
based on the manager’s choices and
assessment of potential future markets. Because most of these funds
have simply not been around for
very long, however, it’s quite hard to
assess their record or their manager’s
performance.
Anyone contemplating investing
in an active ETF should make the
effort to study the philosophy and
strategy of the specific managers or
to closely question any financial
adviser who’s recommending an
investment to understand what the
anticipated performance might be
and what the role of the investment
is in the portfolio.
Let’s take a look at three active
ETFs and compare each to an index
fund with the same general focus.

Bonds
PIMCO Total Return Active ETF versus
Vanguard Total Bond Market (Index) ETF
As noted in the November 2014
BetterInvesting “Fund in Focus,” the
PIMCO Total Return Active ETF
(ticker: BOND) was and is now the
same portfolio as the various Total
Return mutual funds managed by the
now decamped Bill Gross. As noted
by Morningstar, BOND beat its corresponding mutual fund by more than
3 percent in early 2012. PIMCO does
compare BOND’s performance with
the Barclays U.S. Aggregate Bond
Index, but since it’s free to make management decisions, it does attempt to
beat that index.
In some sense, even bond index
funds have a component of active
management. A stock manager can
purchase shares identical to an index,
but bonds are individual securities
and a bond manager seeks to duplicate not the identical bonds but
bonds that are similar in duration,
yield and quality. This is what the
managers of Vanguard Total Bond
Market ETF (BND) attempts to do.
Comparing these funds (see table,
upper left) immediately points up the
difficulty in evaluating active ETFs —
their newness. Although it appears
from this chart that the Vanguard fund
has pretty closely matched its index
(allowing for management fees), it’s
really difficult to say anything for
certain about the PIMCO fund, given
its extremely short track record.
Attempting to evaluate it based on its
much larger cousin (PIMCO’s Total
Return mutual fund collection) only
gives an estimation, since they’re
different portfolios. And obviously, Bill
Gross’s headline departure from management of these funds has affected
market perception — even more of
a risk for traded ETFs than for mutual
funds valued by NAV.
But since Total Return has always
been managed by committee behind
the scenes, once the panic settles down,
Total Return may be re-evalu ated
based on merits and performance. In
the short run (one year), it’s beating
the index by nearly 1 percent.
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S&P 500
If you’re worried about whether the
S&P 500 can sustain the rocket ride
of the last few years, PowerShares
S&P 500 Downside Hedged ETF
(PHDG) may attract your attention. Its
mission is to protect investors from
wild and costly swings in the largecap portfolio represented by this
index. Let’s compare it with the
Vanguard S&P 500 ETF (VOO)
Comparing these two ETFs (see
table, lower left, p. 40) gives a clear
demonstration of the risk-versusreward balance. Although the PowerShares ETF may seem to offer a
modicum of protection against market downside, you pay for that protection by greatly diminished returns
during market upswings.Any hedging
strategy depends greatly on the managers’ best guesses on market timing
and predicting the future.
Commodities
Perhaps more than any other asset
class, financial advisers like to argue
about whether commodities should
be part of a portfolio. For individual
investors, this can be a difficult category to invest in. Because commodities are taxed differently from other
investments, you should generally hold
commodities (ETFs or mutual funds)
in tax-advantaged accounts or understand the tax treatment.
Even funds and ETFs that attempt
to replicate an index by replicating
the “market basket” will have some
element of active management to
achieve that match. Therefore, when
examining commodities funds, it’s
important to examine how well they
mimic that basket.
Also, futures contracts (which is
how most fund investment in commodities is achieved) involve factors
of financing and of contract expiration and length, as well as of actual
market performance of the underlying commodities.
Investing in commodities funds
isn’t for the faint-hearted and should
be part of an overall asset allocation
strategy. Why buy commodities at all?
Because at times they can behave

First Trust Global Tactical Commodity Strategy ETF vs.
PowerShares Deutsche Bank Commodity Tracking ETF
Trailing Returns as of Dec. 22
3
mos.

1
year

3
year

5
year

10
year

Expenses

Morningstar Long-Only
Commodity TR Index

(15.46%) (20.89%) (6.42%) (0.98%)

—

—

First Trust Global Tact. (price)

(8.40)

(9.58)

—

—

—

—

Net asset value per share

(8.60)

(10.16)

—

—

—

—

PowerShares D.B. Comm.
Tracking ETF (index) (price)

(18.83)

(24.51)

(9.64)

(4.22)

—

—

NAV per share

(19.29)

(25.04)

(9.80)

(4.34)

—

—

Source: Morningstar

very differently from the overall market, doing well when everything else
is tanking.
First Trust offers a Global Tactical
Commodity Strategy ETF (FTGC),
which we will compare with the
PowerShares Deutsche Bank Commodity Tracking ETF (DBC) (see
table, above).
Comparing this pair, it appears
that active management in the First
Trust ETF has produced outstanding
results (in the sense of having lost far
less) compared with the index-like
PowerShares fund. We again, however,
are faced with a very short history in
a year where commodities have performed very poorly.

Lessons for the Investor
If you believe that an active manager
might offer a boost to your portfolio,
particularly in areas where it might
be difficult to purchase investments
individually, keep an eye on active
ETFs. But consider the following
when investing:
n

n

Select an area where you’re most
interested and learn all you can
about the methods and perfor mance of ETFs in that sector. For
example, you might focus on junk
(high-yield) bonds or commodities
or on a tactical strategy for yield or
growth. Study the manager, press
releases from the ETF or parent
firm and analyst opinions.
Compare net asset value to price

n

n

n

over time. These two ways of
pricing should match closely —
disparity reflects market sentiment more than intrinsic value.
Watch the manager and know
how deep the bench is. If a small
fund depends on an individual
or small number of managers,
departures might affect price to
an outsize degree.
Monitor the portfolio and any
shifts in investments. This might
signal that the portfolio is moving
away from the orientation you
selected.
Understand the sector, tactical
stance and risks associated with
the investment.

Investing in active ETFs isn’t for
the novice.They’re complex products
with short track records whose performance is very hard to predict. If
you find a strategy or sector you
really want to include in your portfolio, active ETFs can give you some
new choices.
These funds are mentioned for
educational purposes only; no investment recommendations are intended.
The author and some of her clients
may have positions in some of the
funds mentioned.
Danielle L. Schultz, CFP, CDFA, is a
fee-only financial adviser with Haven
Financial Solutions, Inc., based in
Evanston, Ill. She can be reached at
www.HavenFinancialSolutions.com.
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