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Exchange Traded Funds (ETFs) are among the most popular investment options globally, especially in the developed markets
Investor's interest in ETF is growing in India - assets under management (AUM) in ETFs grew by nearly 50% on year on year basis, as
on December 2018 (source: AMFI). However, ETFs still constitute only 5% of mutual fund industry AUM. In this blog post, we will

ETFsare, tf nd investingin ETFs.

Whatare ETFs?

Exchange (ETFs) investin the basket of securities that reflects the composition of a marketindex
like Nifty, Sensex etc. or asset classlike Gold. ETFs, like mutual by Asset C (AMCs). Units of
ETFs are listed on stock exchanges — ETFs are bought (except during the NFO period) and sold in stock exchanges. ETFs are passively
managed funds and aim to replicate the index, not beat the index.

Advantagesof ETFs

+ Lower Cost: Since ETFs are passively managed, the expense ratios of ETFs are much lower than actively managed schemes.
For the same scheme portfolio performance, a scheme with lower expense ratio will give higher returns than a scheme with
higher Thisis the ETFs.

- Exposure to market risk only: Since ETFs track the market index, they are exposed to market risk only. An actively managed

mutual fund scheme, on the other hand, will be either overweight or underweight to certain stocks / sectors relative to the
benchmark index. Therefore, they will have some unsystematicrisk (risk over and above market risk) and may outperform or
onspecific mar tions. ETFs donot have any unsystematicrisk.

ici y of investingin Gold: Gold is an important asset class for investors in India. Most Indian households buy
gold in physical form, either as jewellery or bars / coins. Buying gold in physical form involves, making charge, cost of
impurities (especially gold jewellery) and storage costs (e.g. bank locker charges). Gold ETFs are safe and efficient way of
investingin Gold. Other benefits include no (price of pure 24 carat Gold) and high safety (paper
form).

Disadvantages of ETFs

+  Demataccountrequired: Investors need a demataccount for investing in ETFs. You can stillinvestin mutual funds even if you
don'thaveademataccount.

«  Transactions takes place only on stock exchanges: ETF transactions (except NFO purchase) takes place on stock exchange
through stockbrokers. Mutual fund investors can redeem (sell) their units partially or fully with the AMC however, in ETFs you
can sell your ETF units only on the exchange. The liquidity of an ETF will depend on the vol thattake place
inthe exchange.

. No excess returns: As discussed earlier, ETFs aim to replicate market returns. Actively managed MF scheme, on the other
hand, aim to generate alpha — excess over market benchmark returns. Historical data shows that, over long investment
tenors, inlndia.

+ Mostly large cap in India: The vast majority of ETFs in India track large cap indices like Sensex, Nifty, BSE ~ 100, Nifty 100 etc.
Midcaps and small caps can outperform large caps over long investment tenors. There are not many investment choices in
midcaps and small capsas far as ETFs are concerned.

Pointsto consider when investingin ETF

+ You should be very clear about your investment strategy when investing in ETFs. Currently, they have only a large cap
orientation.
+  Expense ratio and tracking errors (deviation from market benchmark returns) should be the two most important

considerations when choosing ETFs. Select ETFs with low expense ratios and tracking errors.

« Since ETFs can be sold only on stock exchanges, liquidity should be an important factor while making ETF investments. Some
ETFs (like Sensexand Nifty ETFs) have high trading volumes but not all ETFs have high liquidity.

. You need to have demat and trading accounts for investing in ETFs. There will be some costs involved with these accounts.
However, these costs will be much lower compared to the expense ratio advantage of ETFs.

Conclusion
+ Asamarketbecomes more efficientlike Dow Jones or Nasdaq in the US, it will 8
alphas. Over a period of time, the ial bet i managed sch d ETFs will reduce in India;

cost will then play an important role in returns. ETFs are excellent low cost investment options and we expect ETFs to become
more popular over time.

+ Best performing actively managed mutual funds can beat ETFs in the long term, but many actively managed schemes also
underperform in comparison to ETFs. In our view, you should have a mix of actively managed schemes and ETFs in your
investment portfolio. The p ions to each will depend on your risk appetite. You should consult your financial
advisor.

+ GoldETFsare muchmore effici yof investing toth
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tual Fund investments are subject to market risks, read all scheme related documents carefull



