The optimism reflected in the equity market’s early
quarter performance is beginning to fade as investors
impatiently await details of a revised tax plan and
infrastructure-spending program. The pro-business
Trump administration is battling, rather than skillfully
negotiating, political resistance. Investors are
questioning if the Washington political theater will
become a reality show comedy, tragedy or popular
hit. Healthcare reform, trade debates, and immigration
issues are postponing progress on advancing tax reform,
which threatens any acceleration in the economy.

expected, the market responded counterintuitively
with short-term rates rising but long-term yields
falling. This flattening yield curve is usually a sign that
economic growth is moderating.

The equity markets will trade in a range until there is
further evidence of corporate earnings growth or new
fiscal policy implementation. With a corporate tax
rate reduction from 35% to 20%, S&P 500 earnings
would be estimated to grow 9.1% in 2017. Without
reduced tax rates, earnings would be anticipated to
grow only 6.6%. In either case,
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A Big Meaningless Milestone
By Samuel A. Kiburz, Portfolio Manager

Exchange-traded funds (ETFs) are just one of the many types of investments available,
but they have some qualities that set them apart. ETFs are securities that attempt to track
all types of indexes, industries, or commodities. For example, an ETF might be made up of
securities representative of the technological industry or the S&P 500.*
Some may choose ETFs because they combine the diversification of a mutual fund with
the flexibility of stocks. ETFs net asset values are not calculated daily, as are typical mutual
funds, rather their prices may fluctuate throughout the day based on market demand.
Exchange-traded funds were created in the 1990s, and their number recently surpassed
2,000. While that may seem impressive, it actually is a meaningless milestone. It does,
however, provide a benchmark at which to examine the industry.
The number of ETFs is growing, though at a decreasing rate. More funds creates more
competition manifesting in fee wars amongst the funds, challenging profitability. In fact,
there were 128 closures in 2016, a record high, tripling the number in 2008.
I believe there is a limit to the number of legitimate and feasible indexes to track when
creating new ETFs. At the most recent ETF conference I attended, I was inundated with
numerous off–the-wall ideas as companies reached for new ETF products. A recent study of
1,000 active investors indicated they are starting to feel overwhelmed with the number of
ETFs available and feel that the performance of some ETFs may differ from expectations
due to the complexity of the funds’ strategy.
It should also be noted that closed ETFs do not merge with more successful sister funds
as do mutual funds. Rather, they either are liquidated or delisted, which presents a new type
of risk to investors. Either type of closing can be costly, especially liquidations, since they
can cause an unexpected taxable gain or loss. To add insult to injury, the ETF can pass the
cost of closing onto investors, which may be as high as 3%. If a fund is delisted, that can
make selling it difficult.
What types of ETFs close? In general, they are funds that have not attracted sufficient
investment interest to reach the industry minimum of $25 million.
Does this mean ETFs are risky investments as compared to mutual funds? Not in our
opinion. Our Trust and Investment Management Services division significantly researches
and monitors all available ETFs. In addition, we thoroughly analyze the underlying
investments. We also consider factors such as the asset size, how long it has been in
existence, its daily and monthly trading volume, its expense ratio, how well it tracks its
respective indexes and the reputation of its issuers.
When all of these factors are considered, we narrow the 2,000+ ETF universe down to
the “best of the best” and use those products exclusively.
Here are some facts regarding exchange-traded funds:
1. The SPDR S&P 500 Index ETF is the largest fund (including mutual funds) in the
world with more than $212 billion in assets. It trades over $18 billion a day.
2. $572 billion has flowed into ETFs since 2009, and it is projected that ETFs will have
more invested in them than in mutual funds by 2025. The industry had the best quarter
ever during the first quarter of 2017, with more than $130 billion invested into ETFs.
3. ETF trading makes up over 35% of all the daily trading volume on the stock 		
exchange.
4. The money invested in ETFs grew by $284 billion during 2016, while mutual funds
shrank by $187 billion.
So, while the ETF industry is growing, the number of indexes upon which they can
be based is limited. We therefore will probably not see them grow to 3,000 (the next big,
meaningless milestone) as fast as we saw them grow to 2,000.
* The S&P 500 is an unmanaged group of securities that is widely recognized as being representative
of the U.S. stock market in general. The performance of an unmanaged index is not indicative of the
performance of any specific investment. Individuals cannot invest directly in an index.
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