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PASSIVE INVESTING BEFORE
AND AFTER THE CRISIS:

INVESTORS’ VIEWS ON EXCHANGE-TRADED FUNDS
AND COMPETING INDEX PRODUCTS"

the bankruptcy of Lehman Brothers, a US invest-

ment bank, has had pronounced repercussions in
almostall areas of financial markets. While the crisis was
limited to mortgage backed securities initially, it spread
to credit markets in general and — in the end — almost
all asset classes were affected. Developed and emerging
equity markets, corporate bond markets, real estate,
commodities, and hedge funds have seen considerable
losses. Arnott and West (2008) point out that returns
were disappointing for all of 16 different asset classes
in September 2008, as all of them were affected by the
market turmoil at that time.

In line with this broad-based decline of asset prices,
assets under management in investment products have
diminished as well. In addition, significant withdrawals
by mutual and hedge fund investors at the end of 2008
(IMF, 2008) have led to a further decline. Compared to
the many financial products that have seen a substantial
decrease in popularity, exchange-traded funds (ETFs)
stand out as one of the few financial products that seem
not to have been hit by the financial crisis. For example,
European mutual funds suffered outflows of USD 570 bil-
lion over the course of 2008. ETFs, by contrast, collected
USD 74 billion (Fuhr, 2009).

The objective of this paper is to shed some light on
investors’ perception of exchange-traded funds which
may help explain this phenomenon. By comparing the
answers to two surveys on the usage of exchange-traded
funds by European investors carried out in 2008 and
2009, we aim to identify investors’ perceptions before
and after the crisis. Surveying investors allows us to
gather information beyond publicly available data on
assets under management and trading volume, and
may help shed some light on investors’ motivations
and perceptions.

The 2007/2008 financial crisis that culminated in
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Since ETFs are not the only financial product that allows
obtaining a broad exposure to asset markets, we compare
the results of ETFs with investors’ views of competing
indexing products, such as futures, total return swaps,
and traditional index funds. Thereby, we hope to give
valuable insights not only the absolute impact of the cri-
sis on ETFs, but also in relation to comparable vehicles.
Finally, the data obtained from the surveys also offer
the opportunity to compare the views of different types
of investors.

The two surveys that this study draws on where conducted
among European investors before and after the height of
the financial crisis. When the first survey was conducted
in the early months of 2008, the financial crisis was still
in its early phase, and mostly limited to the US mort-
gage sector. In contrast, the second survey in 2009 can
be regarded to be well impacted by the financial crises,
following the bankruptcy of major international banks
and insurance companies.

The first survey exclusively targeted at European insti-
tutional investors, such as asset management firms,
insurance companies, and pension funds. To read the
possibly diverging views and opinions on the use of
exchange-traded funds and other indexing products
across different investor types, the second survey in 2009
was extended to include private bankers, family offices,
and private investors as well.

Although exchange-traded funds have existed for almost
two decades, they have only recently drawn the atten-
tion of the research community. An excellent overview
is provided by Deville (2007). First influential papers on
ETFs include Gastineau (2001) on early developments of
ETFs, and Poterba and Shoven (2002) on ETF taxation.
Cherry (2004), Engle and Sarkar (2006), Kayali (2007)
and Madura and Ngo (2008) investigate the differences
between ETF prices and their NAV. This paper is also
related to the growing academic analysis of the financial
crisis 2007/2008. Mizen (2008), Reinhard and Rogoff
(2008), Shiller (2008), and Blanchard (2009) provide, for
example, a detailed background of the financial crisis,
Brunnermeier (2008) and Allen and Carletti (2008) inves-
tigate more closely the liquidity problems originating
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from the crisis, and Gorton (2008) looks at complex role
of derivates in the crisis.

To our knowledge, there is very little academic litera-
ture that examines the impact of the financial crisis on
the exchange-traded fund market. The only paper that
comes close to the analysis provided in this paper is
by Tucker and Sanchez-Marin (2003), which investi-
gates the performance of ETFs during crises caused by
market interruptions and trade suspensions of key ETF
constituents. By comparing usage and satisfaction of
exchange-traded funds before and after the height of the
recent financial crisis, our paper provides insights on the
impact of this crisis on investors’ perceptions. In addi-
tion, we provide survey evidence of how investors view
different indexing products, thus complementing work
that looks directly at product characteristics and capital
flows (Elton, Gruber, Commer and Li (2001) or Elton,
Gruber and Busse (2004)).

Our objective is not to give a comprehensive assess-
ment of the quality of ETFs as a financial instrument.
Rather, we focus on investor perceptions concerning
ETFs and — more specifically — the dynamics of percep-
tions over the recent financial crisis. We find that overall
investment in ETFs has been remarkably stable during
the financial crisis. In some market segments, such as
equity ETFs, both use and satisfaction even increased
in the course of the year 2008. In 2009, more than 84%
of all participating institutional investors have been
investing in equity ETFs, up from 75% in 2008. Similarly,
investment in government bond ETFs gained popularity
during the financial crisis. In contrast, the financial crisis
imposes severe challenges for ETFs in alternative asset
classes, especially in the case of hedge fund ETFs, where
both usage and satisfaction levels have dropped sharply
within 12 months.

When comparing ETFs with other financial products
that allow for trading baskets of assets, we find that
ETFs and futures are the preferred indexing instruments.
Compared to traditional index funds and total return
swaps, these products are perceived to have an edge in
terms of liquidity. In addition, the financial crisis has
increased investors’ attention to the main drawback of
total return swaps: counterparty risk. The financial cri-
sis may have led to an increased focus on liquidity and
counterparty credit risk. Hence itwould not be a surprise
if after the financial crisis, ETFs and futures were to take
market share from total return swaps which are judged
to lead to significant counterparty risk.

The remainder of this paper proceeds as follows. In
the next section, we shortly present the basic concept of
exchange-traded funds and discuss the impact of finan-
cial crisis on indexing products. Section 3 outlines the
methodology and data. The main results of the survey,
the practitioners’ view on ETFs and its alternatives, are
presented in section 4. In addition, section 5 offers a
comparison of responses obtained from private wealth
managers to those from institutional investment man-
agers. The conclusion in section 6 offers some impli-
cations of this research for both product providers and
investors.

B [. EXCHANGE-TRADED FUNDS
AND THE FINANCIAL CRISIS

Exchange-traded funds (ETFs) are an important pro-
duct innovation of the past decade. In this section, we
give first a short overview on ETFs. Then we analyze the
financial crisis and its impact on ETFs and other finan-
cial products.

1.1. OVERVIEW
OF EXCHANGE-TRADED FUNDS
AND OTHER INDEXING PRODUCTS

1.1.1. Understanding
Exchange-Traded Funds

An exchange-traded fund is an investment vehicle whose
shares (units) are traded on stock exchanges at market-de-
termined prices. Most ETFs are similar to traditional index
funds that consist of a basket of securities and attempt to
track, as closely as possible, the performance of market
indices or benchmarks. With ETFs, investors can gain
broad exposure to equity, fixed income, and alternative
asset markets with little effort and at low cost.

As such, an ETF is a hybrid of a stock and a fund. Like
mutual funds, ETFs are registered as open-end funds,
continuously offering new fund shares to the public and
required to buy back outstanding shares upon a share-
holder’s request and ata price based on the currentvalue
of the fund’s net assets. Unlike traditional index funds,
however, they are distinct investment vehicles with stock-
like characteristics: they are listed on the exchange and,
like stocks, they can be boughtand sold at market prices
during trading hours. Similar to stocks, they can also be
sold short, lent out, or bought on the margin.

An ETF’s replication mechanism is one of its defining
features. ETFs come in three flavors: physical index
replication funds, statistical replication, and swap-based
replication. An ETF is considered a physical replicating
index fund (sometimes also cash-based replication) if the
ETF manager holds all the constituents of the underlying
index in the same proportion as the constituent securities
of the index. This approach offers a natural replication
of the target index. The drawback is that this is difficult
to implement when the index to be replicated is a broad
index with a large number of securities. This difficulty
arises from liquidity problems with index constituents,
clearing and settlement problems, and the high cost
of executing the basket of securities. So, even physical
replication will lead to tracking error.

ETFs can also use statistical sampling strategies to
replicate the chosen index. Instead of fully replicating
the index, the fund invests in only a fraction of the total
index constituents. The aim is to replicate the index by
focusing on highly liquid underlyings. This form is gene-
rally used for very broad indices, where it is less costly
than full replication. But it necessarily leads to tracking
error, the magnitude of which depends on the accuracy
of the statistical replication model.

Finally, there are swap-based ETFs. The basic idea of
these funds is to outsource the tracking error management

BANKERS, MARKETS & INVESTORS N© 110 JANUARY-FEBRUARY 2011

6/01/11 9:48:04



PASSIVE INVESTING BEFORE AND AFTER THE CRISIS

to a counterparty: the fund itself invests in a broad basket
that does not fully replicate the index. The replication
itself is provided by the swap counterparty, and any dif-
ferences in the performance of the basket and that of the
index are counterbalanced by the swap payments. The
advantages of this third replication technique are that
the ETF does not bear tracking error risk and that swap-
based replication comes at low cost. However, it leads
to counterparty risk with respect to the outperformance
of the index over the ETF’s physical basket of securities,
and which is limited by European regulation to 10% of
the fund’s value.

1.1.2. Alternatives
to Exchanged-Traded Funds

In addition to ETFs, there is a variety of financial pro-
ducts that allow simple trades of large baskets of assets:
traditional index funds, futures, and total return swaps.
Because of their similar features, they can be regarded —
depending on the investment purpose — as alternatives
to ETFs.

The closest of these alternatives are traditional index
funds. Index funds can be viewed as unlisted ETFs, and
hence can be bought from and sold only to the managing
company of the mutual fund. Investors can also opt for
derivative instruments (futures and total return swaps)
to trade large baskets of assets. Futures are standardized
forward contracts thatare exchange-traded and thus highly
liquid. Total return swaps, by contrast, are not traded on
an exchange; they are over-the-counter contracts. Here,
the total return of an index (made up of both price changes
and dividends) is swapped for fixed regular cash flows. It
is important to note that OTC instruments like total return
futures expose index investors to counterparty credit risk
exchange-traded instruments like futures mitigate this
risk through the clearinghouse mechanism.

1.2. THE FINANCIAL CRISIS

The objective of our paper is to assess evolutions in
investors’ attitudes towards the instruments listed above
in the context of the recent financial crisis. Therefore, it
is useful to recall the main developments as well as their
implications for investors.

1.2.1. The Financial Crisis 2007-2009

The sub prime mortgage crisis began in 2007 and was
triggered by a dramatic rise in mortgage delinquencies
in the United States. The crisis first affected the financial
sector in February 2007, when HSBC, one of the world’s
largest banks, wrote down its holdings of sub prime-
related mortgage-backed securities. However, the crisis
reached its peak only in late 2008, when large US banks
needed to either get bailed out or declare bankruptcy, as
for example Merrill Lynch and Lehman Brothers.

We can draw conclusions from our survey on how
investor perceptions changed over this crisis, as the two
surveys were conducted before and after the height of the
crisis. As an indicator to time when the crisis reached its
height, it is useful to look at the TED spread, which is
shown in figure 1. The TED spread, defined as the diffe-

Figure 1. TED spread of before and during

the financial crisis

The TED spread is computed as the difference between the rate reported for the

Merrill Lynch indices for LIBOR and for US Treasury Bills.
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rence between the three-month T-bill interest rate and
three-month LIBOR, is an indicator of stress in the money
market, reflecting both liquidity risk and creditrisk in the
banking sector (see Brunnermeier (2008)). The initial sub
prime crisis led to a first sharp rise in the TED spread in
August 2007. The TED spread however only reached its
peak about one year later, in October 2008.

1.2.2. Implications of the Financial Crisis

The financial crisis had many implications for finan-
cial markets and investors. However, for exchange tra-
ded funds and other indexing products, the two most
important problems arouse from liquidity constraints
and increased counterparty risk.

Because of high uncertainty in financial markets the
liquidity of many traded assets decreased sharply, espe-
cially those that face even liquidity problems in normal
financial conditions, such as corporate bonds or alter-
native assets. As a consequence of illiquid underlying
assets, ETF have seen partly large pricing differences
with respect to their net asset value (NAV). For example,
because of thinly traded corporate bonds with high bid-
ask spreads, arbitrageurs could not profit from pricing
differences without distorting the prices altogether. Of
course, illiquid underlying assets posed also problems
for other indexing products, such as traditional mutual
funds some of which had to be closed temporarily.

Besides liquidity problems, counterparty risk was one
of the major problems of financial markets during the
financial crisis. At the latest since the prominent failure of
Lehman Brothers, aleading provider of derivate products,
on September 15, 2008, market participants increasingly
became aware of the risks related to their counterparty
positions. Counterparty risk is especially a problem for
non-traded derivate instruments, such as swaps. As a
consequence, the financial crisis can be expected to have a
strong impact on the perceived risk of OTC instruments,
such as total return swaps.
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H [I. METHODOLOGY AND DATA

11.1. SURVEY DESIGN
AND METHODOLOGY

This study draws on the answers to two surveys on the
usage of exchange-traded funds by European investors
carried out in the years 2008 and 2009. When the first
survey was conducted in the first four months of 2008,
the financial crisis was still in its early phase, and mostly
limited to the US mortgage sector. In contrast, the sec-
ond survey was conducted in January and February 2009
and can be regarded to be well impacted by the financial
crises, following the bankruptcy of major international
banks and insurance companies'. Hence, opposing the
results of the two surveys allows to directly analyse the
impact of the financial crisis on the investors’ perception
of indexing products.

Besides minor modifications, both surveys had identi-
cal questionnaires, thereby permitting for a convenient
comparison of the results before and during the crisis.
Most of the questions were multiple-choice questions,
with the possibility to choose one or more answers, depen-
ding on the question. The questionnaires had three parts.
In the first series of questions, survey participants were
asked about the role ETFs play in their asset allocation
decisions. The next set of questions turned to practical
aspects of ETF investment, such as satisfaction with ETF
products and applications of ETFs for portfolio optimiza-
tion. In the last set of questions, the questionnaire asks
the respondents to compare ETFs and other investment
instruments that can be considered close substitutes:
index funds, futures, and total return swaps. Finally, we
invited the survey respondents to express their views of
future developments in the ETF market. The extract of
the survey questions that have been used for this study
can be found in the appendix.

The first survey exclusively targeted at European insti-
tutional investors, such as asset management firms,
insurance companies, and pension funds. To read the
possibly diverging views and opinions on the use of
exchange-traded funds and other indexing products across
different investor types, the second survey in 2009 was
extended to include respondents from the private wealth
management sector (private bankers, family offices,
private investors) as well.

Both surveys were taken with an online questionnaire
that was distributed through electronic mail messages
and through a link on a website devoted to asset mana-
gement research.’ Respondents were asked to submit
their responses by filling out the online questionnaire
and leaving their contact details.

11.2. DATA

In total we received 100 full answers to the first survey,
and 357 to the second survey. The final data set used in
this study hence contains 457 responses, 100 of which
obtained in 2008, and 357 in the year 2009, where the
target audience was larger.

Table 1 summarises the breakdown of professional groups
of the respondents. Institutional investors account with
74.8% for the large majority of the sample. Representatives
of investment and asset management companies are the
most important professional group out of institutional
investors (58.2%), followed by pension funds (6.3%)
and banks (3.9%). The remaining 25.2% of the data set
belongs to the private wealth management sector.

Since private asset managementand institutional asset
management are typically understood to be of different
nature, we focus on respondents from institutional invest-
ment management when comparing the results between
2008 and 2009. Since respondents from private wealth
management make up a significant part of responses

Table 1. Type of Activity of the Respondents

2008
Number  Percentage
Investment/Asset management 72 70.6%
Life insurance 5 4.9%
Non-life insurance 0 0.0%
Pension fund 14 13.7%
Banks 8 7.8%
Other institutional investors 1 1.0%
Total institutional investors 100 100.0%
Private investor 0 0.0%
Family office, private banker 0 0.0%
Total private wealth management 0 0.0%
Total 100 100.0%

2009 Total
Number  Percentage = Number  Percentage
104 54.3% 266 58.2%
8 2.2% 13 2.8%
4 1.1% 4 0.9%
15 4.2% 29 6.3%
10 2.8% 18 3.9%
11 31% 12 2.6%
242 67.8% 342 74.8%
18 5.0% 18 3.9%
97 27.2% 97 21.2%
115 32.2% 115 25.2%
357 100.0% 457 100.0%
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Table 2. Country of respondents

Institutional investors

2008 2009 Total
France 20.4% 28.1% 25.8%
Germany 6.1% 5.1% 5.4%
Italy 14.3% 5.1% 7.8%
Luxembourg 2.0% 5.5% 4.5%
Switzerland 15.3% 15.3% 15.3%
UK 11.2% 17.0% 15.3%
other EU 26.5% 20.9% 22.5%
non-EU 41% 3.0% 3.3%
Total 100.0% 100.0% 100.0%

in 2009, we present an analysis of their responses in
section 5 of this paper.

Most of the 457 respondents are based in Europe, a
large part of which are from France, Switzerland, and the
UK, as table 2 shows. Finally, table 3 shows the assets
under management of the companies for which the
survey respondents work. As was to be expected, there
are a few large firms in the asset management industry
that have more than EUR 100bn in assets under manage-
ment. However, the surveys mainly reflect the views of
medium-sized companies, with assets under management
of between EUR 10omn and 1obn.

11.3. LIMITATIONS

Like any study based on surveys, this study might suf-
fer from some problems. First, the sample of survey
participants was not taken randomly from the target
population for this study, but is based on a database of

Private wealth management Total
2009 2008-2009
21.7% 24.8%
10.4% 6.7%
5.2% 7.1%
2.6% 4.0%
21.7% 17.0%
26.1% 18.1%
10.4% 19.4%
1.7% 2.9%

100.0% 100.0%

contacts of institutional and private investors. Since this
sample might differ from the total population of the ETF
investors, this procedure could lead to sample-selection
bias. Participation was also entirely voluntary, so there is
anon-response (or self-selection) bias. Practitioners who
responded to the questionnaire could have views different
from those of the industry as awhole. Non-response could
involve other biases as well. Professionals from smaller
companies, for example, may have been more (or less)
likely to respond to our questionnaire. As a consequence,
the results of the study could be biased in one direction or
the other. Finally, survey respondents had no economic
incentive to report their true beliefs, especially since the
survey was not anonymous. But we see no compelling
reason to hide true opinions, and we find no empirical
evidence that respondents did so. However, overall, we
believe that the regional diversity and fair balance of
asset management professionals make the study largely
representative of European ETF investors.

Table 3. Assets under management (in EUR)

Institutional investors Private wealth management Total
2008 2009 Total 2009 2008-2009

<1omn EUR 5.1% 2.2% 3.0% 23.5% 8.2%
10-100mn EUR 7.6% 12.1% 10.9% 13.7% 11.6%
10omn-1bn EUR 22.8% 24.7% 24.2% 15.7% 22.0%
1-10bn EUR 35.4% 23.3% 26.5% 18.6% 24.5%
10-100bn EUR 19.0% 22.4% 21.5% 12.7% 19.3%
>100bn EUR 10.1% 15.2% 13.9% 15.7% 14.4%
Total 100.0% 100.0% 100.0% 100.0% 100.0%
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B III. RESULTS

In this section, we present the main results of this study
by comparing the answers to the two surveys conducted
in 2008 and 2009. Comparing the results from both
surveys allows us to analyse the impact of the crisis on
the investors’ perception of exchange-traded funds and
other indexing products.

In the first subsection, we take a close look at the use of
and satisfaction with ETFs of institutional investors. In
section 4.2, we then compare the institutional investors’
views of ETFs with their views of investment instruments
that can be considered close substitutes: futures, total
return swaps, and index funds. In addition, we invite
survey respondents to express their views of future
developments in the index product market.

11.1. USE AND SATISFACTION
WITH EXCHANGE-TRADED FUNDS

First, we analyse the use of exchange-traded funds in
different asset classes. Table 4 shows the proportion of
institutional investors that indicate they have invested a
positive fraction of total assets in exchange-traded funds.
The table divides assets in six different asset classes: equi-
ties, government bonds, corporate bonds, commodities,
real estate, and hedge funds. The results show that equity
ETFs are by far the most popular ETF segment: in 2009,
more than 83% of all participating institutional investors

have been investing in these products. Commodities ETFs,
government and corporate bond ETFs come next, with a
market penetration between 31%-42%. Real estate and
hedge fund ETFs are less popular.

When comparing the respondents’ answers of 2008 and
2009, we can detect remarkable changes that occurred
in the course of the financial crisis for two asset classes.
On the one hand, the fraction of investors using equity
ETFs increased significantly by 8.5% from 75% in 2008
to 83.5% in 2009. On the other hand, real estate ETFs
have experienced a significant decrease in usage in the
course of the financial crisis, declining from 31% in 2008
to only 21.5% a year later. In all other asset classes, ETF
usage remained largely constant.

Next, we investigate the institutional investors’ satis-
faction with ETFs or ETF-like products. Table 5 shows
that most investors are highly satisfied with their ETFs,
generally attaining satisfaction levels in the range from
70% to 90%. In 2009, equity ETFs achieve the highest
satisfaction with more than 91% of investors indicating
to be satisfied. Government bond ETFs rank second
(88.4%), followed by commodity ETFs (79.6%). Only
hedge fund ETFs obtain rather poor views by investors.
In 2009, only about one in three investors is satisfied with
his hedge fund ETF (34.2%).

Looking at the impact of the financial crisis, it can be
seen that satisfaction remained stable for equity and bond
ETFs. However, alternative asset class ETFs suffered in
popularity among investors. Especially investors’ satis-

Table &4. Usage of exchange-traded funds by institutional investors

We define exchange-traded fund users as investors that indicate to have invested a positive fraction of total assets within a given
asset class in exchange-traded funds. *** denotes statistical significance at the 1% level, ** statistical significance at the 5% level,
and * the statistical significance at the 10% level. Test: Fisher-test."

Equities  Governmentbonds  Corporate bonds = Commodities  Realestate  Hedge funds
2008 75.0% 38.0% 33.0% 42.0% 31.0% 17.0%
2009 83.5% 38.8% 31.0% 42.1% 21.5% 17.8%
Difference 8.5%* 0.8% -2.0% 0.1% -0.5%* 0.8%

1. Fisher’s exact test (1922) is a statistical significance test to examine the significance of association of contingency tables. We do not report the complete contingency tables,
but provide only the p-values under which the null hypothesis of no association (i.e. independence) is rejected.

Table 5. Satisfaction levels of exchange-traded funds
by institutional investors

The table shows the percentage of users of ETFs and ETF-like products that are satisfied with their investment. *** denotes
statistical significance at the 1% level, ** statistical significance at the 5% level, and * the statistical significance at the 10% level.
Test: Fisher-test.

Equities  Governmentbonds  Corporate bonds = Commodities  Realestate  Hedge funds
2008 00.5% 86.8% 71.0% 90.5% 83.3% 88.2%
2009 91.0% 88.4% 70.0% 79.6% 68.8% 34.2%
Difference 0.5% 1.5% -1.0% -10.9% - 14.6% - 54.0%***
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faction with hedge fund ETFs decreased by more than
50%, which is an economically important and statistically
significant change in satisfaction level.

Finally, table 6 presents the fraction of total invest-
ments accounted for by exchange-traded funds. In this
table, only respondents that actually have invested into
this asset class are considered. In 2009, ETFs account
for almost a third of total investments in equity (32.3%)
by ETF users. It should be noted that this number is not
representative of the overall assets represented by ETFs
compared to the amount of equity held market-wide.
The number simply reflects the average proportion that
an equity ETF user holds in such ETFs compared to his
other equity holdingsl'. Exchange-traded funds are also
an important means to obtain exposure to commodity
markets (21.9% in 2009). For other asset classes, ETFs
are rather unimportant.

With the exception of hedge fund investment which
declined slightly from 6.9% to 5.5%, the percentage of
investments accounted for by ETFs increased in almost
all asset classes compared to 2008. Relative growth was
especially remarkable in the equity universe, for govern-
mentbonds, and real estate products — despite the financial
crisis. The increase in these segments is in the order of
7% to 10%, which is significant at the 5% level.

Taken together, these results suggest that the financial
crisis has not affected all ETF products in the same way.
Equity and governmentbond ETF products can be regarded
as clear winners of the crisis; they gained in both market
share and satisfaction levels. Against the backdrop of the
financial turmoil, equity and government bond ETFs are
probably perceived to be a convenient tool to obtain liquid
exposure to these asset classes —despite considerable losses
in equity markets. These figures highlight the on-going
popularity of ETFs in standard asset classes.

Exchange-traded funds in the alternative asset universe
are, in contrast, adversely affected by the financial crisis,
especially those thatare replicate real estate investments
and hedge funds. The decline in ETF usage by about a
third in the real estate segment is remarkable, and might
be explained by the special nature of real estate ETFs.
Instead of directly investing in real estate, real estate ETFs
usually replicate real estate indices that are based on real

estate investment trusts (REITs), listed collective equity
investment vehicles that provide relatively high liqui-
dity. However, these indices cannot be considered fully
representative of institutional investment in real estate,
basically because of the criteria-listing, capitalization,
and liquidity-on which their components are selected.
As a result of this design, real estate ETFs usually have
much higher equity market beta than unlisted funds
and therefore offer different risk and return characte-
ristics (Lee and Stevenson, 2005). So, in the wake of the
financial crisis, real estate ETFs have lost considerably
more than comparable directly invested assets, which
has presumably led to greater dissatisfaction as well.
However, it should be recalled that in 2009, real estate
ETFs account for more of total real estate assets com-
pared to 2008 (table 6). At first sight, this seems to be
contradicting to lower satisfaction and a decline in real
estate ETF users. Still, it might that the real estate sec-
tor got relatively less interesting to investors, but not so
much the ETFs themselves.

The reasons for the increasing dissatisfaction with hedge
fund ETFs may have different origins. Recent surveys,
for example, have shown that many practitioners are not
convinced of the value of the hedge fund ETFs offered on
the markets (Amenc and Schroder, 2008). They believe that
the behaviour of hedge fund managers is not replicable
as such and consequently that any replication product is
unlikely to replicate any managerial skill. And with the
crisis many of these products have performed poorly.

Although also part of the alternative investment class,
commodity ETFs are rather stable during the crisis, even
increasing their market share out of total commodity
investments. Still, satisfaction levels declined as well.
Finally, corporate bond ETFs are remarkably robust to
the financial crisis. Despite temporarily pricing problems
with respectto NAV, their usage and satisfaction remained
rather unchanged.

The bottom line is that the financial crisis appears to
have divided the ETF market in two distinct segments:
ETF in standard asset classes have benefited from the
financial crisis. In contrast, more exotic ETFs in alterna-
tive asset classes face some severe challenges, especially
in the case of hedge fund ETFs.

Table 6. Percentage of total investments accounted
for by exchange-traded funds (institutional investors)

The table indicates the average fraction of assets accounted for by exchange-traded funds or similar products for each asset class.
Only respondents that actually have invested into this asset class are considered, i.e. only respondents that indicated a fraction of
ETF usage, including a fraction of 0%. *** denotes statistical significance at the 1% level, ** statistical significance at the 5% level,
and * the statistical significance at the 10% level. Test: t-test of differences of means.

Equities  Government bonds

2008 22.6% 9.5% 7.0%
2009 32.3% 16.6% 10.7%
Difference  9.6%** 7.1%** 3.7%

Corporate bonds

Commodities  Real estate Hedge funds
16.2% 5.9% 6.9%
21.9% 14.2% 5.5%
5.7% 8.3%** - 1.4%
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Table 7. Preferred replication methods over time (institutional investors)

The differences are jointly significant at the 10% level. Test: Fisher-test

Synthetic replication
(i.e., using derivatives)

Pure replication

2008 66.3% 24.1%
2009 78.0% 13.3%
Difference 11.7% -10.8%

Statistical replication

(e.g., sampling) Total

9.6% 100%

8.7% 100%
-0.9% 0%

Table 8. Advanced forms and use of ETFs (institutional investors)

In this table, the Fisher-test indicates the joint statistical difference of the four panels. *** denotes statistical significance at the 1%
level, ** statistical significance at the 5% level, and * the statistical significance at the 10% level.

Panel A: Use of inverse ETFs

yes no
2008 14.0% 80.7%
2009 27.7% 67.1%
Difference** 13.7% -13.6%
Panel B: Use of options on ETFs

yes no
2008 4.4% 91.1%
2009 6.6% 83.8%
Difference 2.1% —-7.3%
Panel C: Shorting ETFs

yes no
2008 5.4% 01.4%
2009 17.3% 77-0%
Difference®** 11.9% —14.4%
Panel D: Lending ETF units

yes no
2008 8.6% 87.1%
2009 16.4% 76.4%
Difference 7.8% —-10.7%

In the next question, respondents are asked to express
their opinion on their preferred replication method for
ETFs. Table 7 shows that more than two thirds of ETF
investors prefer the pure replication method. Synthetic
ETF replication thatrelies on derivatives, such as swaps,
comes second. Only less than 10% of respondents favor
statistical replication methods.

not familiar with this practice Total
5.4% 100.0%
5.2% 100.0%

-0.2%

not familiar with this practice Total
4.4% 100.0%
9.6% 100.0%
5.2%

not familiar with this practice Total
3.2% 100.0%
5.8% 100.0%
2.5%

not familiar with this practice Total
4.3% 100.0%
7.3% 100.0%
3.0%

In the course of the year 2008, the fraction of investors
favoring pure replication increased significantly; most
of all at the cost of the synthetic replication. In the light
of the financial crisis, most of all after the Lehman col-
lapse, investors probably fear increased counterparty risk
concerning the swap position of the ETF. However, it
should be noted, that even with this increased reluctance
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to accept counterparty risk, investors prefer synthetical
replication to statistical replication techniques. The
counterparty credit risk of synthetic replication ETFs is
in fact confined to the outperformance of the index with
respect to the physical basket of assets and it is limited to
10% of the ETF’s net asset value due to European regu-
lations. These limits on counterparty risk may explain
that, despite of the financial crisis, synthetic replication
ETFs are still more popular than statistical replication
ETFs. Moreover, in section 4.2., it will become evident
that investors make a distinction between such limited
counterparty risk and the full counterparty risk of direct
investments in total returns swaps.

For some asset classes, the full replication of a given
index by buying all underlying securities is difficult, or
even not possible. This is especially the case for alternative
asset ETFs thatinvestlargely in illiquid assets exhibiting
high transaction costs, thereby reducing overall perform-
ance of the ETE. Corporate bond ETFs face this problem
as well, since very few corporate bonds are actively traded.
Hence, other replication methods have to be used in these
assetclasses. In the light of low acceptance of alternative
replication methods as displayed in table 7, alternative
asset ETF providers face challenges in marketing their
products. In order to evaluate whether at least users
of alternative asset ETFs are more open to advanced
replicating methods, we compare their answers to the
remaining respondents. Indeed, we find that users of
ETFs for hedge funds, real estate, and corporate bonds
significantly more accept other replication techniques,
such as those based on sampling or using derivatives
(a Fisher test yields a p-value below o.1, the detailed
results are not shown for brevity).

Finally, we examine whether and how the financial crisis
has changed investors’ use of advanced ETF forms and
ETF products, or of sophisticated ETF trading techniques.
Table 8 shows that the use of sophisticated forms of ETFs
has increased in 2009 —albeit from a low basis. The use of
inverse ETFs (also called short ETFs) has doubled; about
one in three ETF investors now use them. Other advanced
practices, such as shorting ETFs and securities lending,
are more widespread as well. But options on ETFs are
still used by only 6% of respondents.

PASSIVE INVESTING BEFORE AND AFTER THE CRISIS

Using inverse ETFs or shorting ETFs is a means of
hedging the portfolio’s exposure to declining markets,
a practice that might well have some appeal in times of
financial crisis. These products enjoyed little favor before
2008; by 2009, however, views of them have changed and
use of inverse ETFs and short sales of ETFs have increased
significantly (at the 5% level).

Another interesting question is whether a higher famili-
arity with exchange-traded funds leads to differences in
ETF usage. In fact, itappears a reasonable conjecture that
investors that are actively using ETFs in an advanced way
are also investing into more exotic ETF products, or invest
higher fractions of their wealth into ETFs. What is more,
advanced ETF users might be more critical with their ETF
investments in terms of product quality and performance,
as expressed by their overall satisfaction.

Hence, we sortall institutional investors into two diffe-
rent groups: we call sophisticated ETF users those who use
at least one of the advances ETF usages as presented in
table 8, i.e. using short ETFs, options on ETFs, shorting
ETFs themselves, orlending ETF units. Then we compare
their use and satisfaction with those of non-sophisticated
ETF users, the remaining institutional ETF users.

The results, see table g, clearly indicate that sophis-
ticated ETF users exhibit different investment patterns
compared to non-sophisticated investors: sophisticated
investors rely more often on ETFs for investments in equi-
ties (88.9% vs. 76.4%), commodities (52.4% vs. 36.1%),
real estate (30.9% vs. 20.3%), and hedge funds (26.2%
vs. 12.5%) compared to non-sophisticated investors. All
these differences are significant at the 5% level (Fisher-
test). Only for the usage of bond ETFs, no difference
between sophisticated investors and less sophisticated
investors is detectable.

Next, sophisticated investors also invest significantly
higher fractions out of their total investments into ETFs.
For example, sophisticated investors have invested on
average 33.5% of their equity assets into ETFs compared
to 27.0% of non-sophisticated investors (p<o.1, Fisher
test), see table 10. The same holds true for the commo-
dity investments, where sophisticated investors allocate
27.0% of their asset to ETFs, as opposed to 16.4% of non-
sophisticated investors (p<o.0s5, Fisher test).

Table 9. Differences in usage of exchange-traded funds between
sophisticated and non-sophisticated ETF users (institutional investors)

We define sophisticated ETF users those who use at least one of the advances ETF usages as presented in exhibit g, i.e. using short
ETFs, options on ETFs, shorting ETFs themselves, or lending ETF units. For a definition of ETF usage, please refer to the explanation
provided in table 5. *** denotes statistical significance at the 1% level, ** statistical significance at the 5% level, and * the statistical

significance at the 10% level. Test: Fisher-test.

Government
Equities bonds
Sophisticated investors 88.9% 42.1%
Non-sophisticated investors 76.4% 36.6%
Difference 12.5%*** 5.5%

Corporate Hedge
bonds Commodities  Real estate funds
35.7% 52.4% 31.0% 26.2%
29.2% 36.1% 20.4% 12.5%
6.5% 16.3%*** 10.6%** 13.7%***
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Table 10. Differences in percentage of total investments accounted for
by exchange-traded funds between sophisticated and non-sophisticated

ETF users (institutional investors)

Government
Equities bonds
Sophisticated investors 33.5% 16.2%
Non-sophisticated investors 27.0% 13.4%
Difference 6.5%"* 2.8%

Corporate Real
bonds Commodities  estate Hedge funds
10.2% 27.0% 14.6% 8.2%
9.3% 16.4% 10.0% 4.6%
0.9% 10.6%** 4.6% 3.5%

*** denotes statistical significance at the 1% level, ** statistical significance at the 5% level,
and * the statistical significance at the 10% level. Test: Two-sample t-test with unequal variances.

Table 11. Differences in satisfaction between sophisticated
and non-sophisticated ETF users (institutional investors)

Government
Equities bonds
Sophisticated investors 94.6% 89.8%
Non-sophisticated investors 88.3% 86.7%
Difference 6.3%"* 3.1%

Corporate Real
bonds Commodities  estate Hedge funds
72.1% 80.7% 73.7% 50.0%
69.0% 84.9% 75.0% 52.0%
3.1% —4.3% -1.3% -2.0%

*** denotes statistical significance at the 1% level, ** statistical significance at the 5% level,

However, being a sophisticated investor does notappear
to have a big impact on the satisfaction with ETFs. In
contrast to the conjecture, sophisticated ETF investors
are even happier with their equity ETFs, e.g.: 94.6% of
sophisticated investors declare to be satisfied with their
equity ETFs compared to 88.3% of non-sophisticated
investors (p<o.1, Fisher test). For all other asset classes,
there is no difference in reported satisfaction (table 11).

All in all, these findings suggest that familiarity with
ETF products translates positively in their usage. This
might no be completely surprising as such. However,
given that ETFs are still a rather new financial product,
growing familiarity with ETFs might explain their strong
development even during the crisis.

11l.2. COMPARING ETFS
TO COMPETING INDEXING PRODUCTS

In this section, we compare institutional investors’
views on four investment instruments that allow the
simple execution of trades in large baskets of assets:
exchange-traded funds, futures, total return swaps, and
traditional index funds. We first compare respondents’
views on liquidity and on the future use of these indexing
products, then we look at some specific aspects of each
of these products.5

We ask respondents to rate the liquidity of the four
indexing products. For each product, respondents had
the possibility to choose between “very good”, “fairly

and * the statistical significance at the 10% level. Test: Fisher-test.

good”, and “poor”. We translate these answers to a scale
from one to three. The average scores of the answers are
presented in table 12. The higher the score, the better the
products are judged.

The table shows that respondents believe that futures
are the mostliquid indexing product, attaining very high
ratings of up to 2.80, close to 3.0, the maximum score
possible. The liquidity of ETFs ranks second, obtaining
scores between 2.23 and 2.40. By contrast, respondents
view index funds as slightly less liquid than ETFs and they
view total return swaps to be the least liquid among the
indexing instruments.

When looking at the respondents’ answers over time,
the analysis shows that the liquidity of ETFs is rated better
in 2009 compared to the year before, despite the financial
crisis. The opposite holds true for total return swaps;
compared to 2008, the liquidity of this OTC derivative
is clearly judged worse. Finally, the financial crisis has
no impact on the respondents’ views of the liquidity of
futures and traditional index funds. These results unders-
core the importance of liquidity during financial crises
form an investor’s perspective: both exchange-traded
indexing products, i.e. futures and ETFs, have clearly an
edge over their non-listed counterparts, index funds and
total return swaps.

How does the financial crisis affect the expected future
use of indexing products? Table 13 shows the respon-
dents’ expected use of the four product categories we
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Table 12. Rating of liquidity of indexing products (institutional investors)

The table presents the average score to the question: “How would you rate ETFs, futures, total return swaps, and index funds
according to the following criteria?” The higher the score, the better the products are judged. The score is calculated as the mean
of the answers, where “very good” is set equal to 3 points, “fairly good” is set equal to 2 points, and “poor” is set to 1 point. ***
denotes statistical significance at the 1% level, ** statistical significance at the 5% level, and * the statistical significance at the 10%
level. Test: Two-sample Wilcoxon rank-sum test (Mann-Whitney).

Average score 2008 2009 Difference
ETFs 2.23 2.40 0.16%*
Futures 2.80 2.73 -0.07
Total return swaps 1.90 177 -0.18*
Index funds 2.10 2.15 0.05

Table 13. Future use of indexing products (institutional investors)

The table presents the average score to the question: “How do you predict would you rate ETFs, futures, total return swaps, and
index funds according to the following criteria?” The higher the score, the more the products are expected to be used. The score is
calculated as the mean of the answers, where “increase in usage” is set equal to 3 points, “stay the same” is set equal to 2 points,
and “decrease in usage” is set to 1 point. *** denotes statistical significance at the 1% level, ** statistical significance at the 5%

level, and * the statistical significance at the 10% level. Test: Two-sample Wilcoxon rank-sum test (Mann-Whitney).

Average score 2008
ETFs 2.75
Futures 2.44
Total return swaps 2.13
Index funds 2.07

analyzed. The higher the score, the more the products
are expected to be used in the future by institutional
investors.

Respondents report that they expect to use both futures
and ETFs more heavily in the future. In fact, those who
plan to use these two instruments more heavily far out-
number those who plan to use them less heavily, with
scores close to their maximal level of three. Despite the
strong past growth of ETFs, investors expect to rely on
these products even more in the future. Total return swaps
and traditional index funds, by contrast, are likely to play
smaller and smaller roles: the asset managers who expect
to rely less on these instruments outnumber those who
expect to rely more heavily on them, with scores below
their neutral level of two points.

When looking at expected developments in the four
indexing products over time, the table shows very clearly
that total return swaps seem to be the losers of the crisis:
expected future use of these OTC derivates has decreased
significantly in the course of the year 2008. Presuma-
bly because of their low liquidity and their exposure to
counterparty credit risk, total return swaps have got less
attractive. Taken together, the table indicates that the
crisis does not harm indexing vehicles as such, but shifts

2009 Difference
2.79 0.04
2.33 -0.10
1.85 —0.28***
1.86 -0.22

the focus on liquid financial products, at the expense of
less liquid products, most of all total return swaps and
traditional index funds.

In table 14, we look at several specific problems of some
indexing products — and the impact the financial crisis
had on them.

First, we ask respondents for their opinions on ETF
pricing errors with respect to the net asset value (NAV).
In 2009, possible mispricing with respect to NAV was
of concern to 64% of respondents, compared to 72% in
the year before (see panel A). This finding is somewhat
surprising, because of two reasons: First, Engle and
Sarkar (2006) find that the premiums or discounts on
fund NAVs are typically small and disappear very quickly,
suggesting that respondents might overstate the problem.
It may be that the respondents to our survey associate
the problem of non-synchronous observations of fund
prices and fund NAVs with the problem of mispricing,
which is in fact another problem altogether. Second,
some ETF products, such as ETFs on corporate bonds,
have seen mispricing problems during the peak of the
financial crisis at the end of 2008 caused by illiquid under-
lying securities. Hence, if at all, one may have expected
that the investors got more sensitive to this problem,

BANKERS, MARKETS & INVESTORS N°© 110 JANUARY-FEBRUARY 2011

Goltz.indd Sec1:11

6/01/11 9:48:06 ‘



PASSIVE INVESTING BEFORE AND AFTER THE CRISIS

‘ Goltz.indd Sec1:12

Table 14. Specific problems of exchange-traded funds, futures,

and total return swaps

Panel A: ETFs

Mispricing with respect to NAV is a problem

Panel B: Futures

Margin calls are a problem
Rolling over position is a problem
Being a derivative product is a problem

Panel C: Total return swaps

OTC trading is a problem

Counterparty risk is a problem

2008 2009 Difference
72.0% 63.8% -83%
2008 2009 Difference
42.9% 39.4% -3.5%
41.8% 24.3% = 17.4%*
25.3% 25.6% 0.3%
2008 2009 Difference
53.0% 65.1% 12.1%*
80.0% 88.9% 8.9%*

*** denotes statistical significance at the 1% level, ** statistical significance at the 5% level, and * the statistical significance at the 10% level. Test: Fisher-test

and not less. This finding suggests that the ETF pricing
mechanism is regarded to be reliable, even in times of
a liquidity crisis.

In a direct comparison of all four instruments, futures
fare remarkably well and can be viewed as the greatest
rival to ETFs in implementing indexing strategies.
A drawback of futures is that they are derivative ins-
truments, require roll-over transactions, and involve
margin calls. When asked directly, around 40% of the
respondents report that margin calls are problematic for
them (see panel B). The rolling over of positions and the
fact that futures are derivatives is seen less problematic,
especially in 2009.

Overall, the significant percentage of respondents seeing
margin calls jibes with the relatively negative view of the
operational burdens futures entail. The financial crisis
may again be the reason: the combination of high market
volatility and dried up liquidity makes it harder to supply
the cash to meet the margin calls. On the other hand, the
comparison of answers between 2008 and 2009 reveals
that rolling over positions is perceived significantly less
a problem compared to the year before. Finally, the per-
centage of investors having a problem with the fact that
futures are derivatives has not changed in the course of
the financial crises.

In the last part of this section, we turn to investor’s views
on specific issues related to investment in total return
swaps. The survey addresses two specific problems with
TRSs: the requirement for over-the-counter trading and
the associated counterparty credit risk.

As panel C of table 14 shows, trading over the counter is
problematic for the majority of respondents, expressed by
65% of respondents in 2009. They view counter party risk
(89%) as an even greater problem. Most important, both

the fact that they are traded OTC and the related counter-
party risk are viewed as significantly more problematic
than before: The fraction of respondents that worry about
counterparty risk has increased by 9% in just 12 months;
over-the-counter trading is seen as problematic by 12%
more. Very clearly, the financial crisis in 2008/2009 has
influenced investors’ views of total return swaps, a pos-
sible alternative to ETFs.

To be able to compare the results across time, we only
reported the results for respondents from institutional
asset management. For this group, we have responses
for both 2008 and 2009. Since the survey was extended
to respondents from private wealth management only in
2009, we only have one dataset for this group. In the final
section of the paper, we analyse these responses for 2009 by
comparing respondents from private wealth management
to those from institutional asset management.

Bl [V. USE AND PERCEPTION
OF ETFS WITHIN PRIVATE
WEALTH MANAGEMENT

One of the most appealing characteristics of exchange-
traded funds is that they are a convenient indexing product
for both institutional investors and wealthy individuals.
However, private investors have different investment needs
—and usually less sophisticated investment possibilities.
In this last section, we compare the answers obtained from
institutional investors to those of private individuals and
private wealth management in order to detect possible
differences between both investor types. Note that the
analysis is restricted to the answers obtained in 2009,
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We define exchange-traded fund users as investors that indicate to have invested a positive fraction of total assets within a given
asset class in exchange-traded funds. *** denotes statistical significance at the 1% level, ** statistical significance at the 5% level,
and * the statistical significance at the 10% level. Test: Fisher-test.

Government  Corporate Real
Equities bonds bonds Commodities estate Hedge funds
Institutional Investors 83.5% 38.8% 31.0% 42.1% 21.5% 24.4%
Private Wealth Management 03.0% 20.2% 14.9% 27.7% 10.7% 6.6%
Difference 9.6% -18.6%** -16.1% —14.5% -10.7%*** -17.8%
Average 86.6% 40.1% 31.1% 47.3% 21.8% 21.0%

The table shows the percentage of users of ETFs and ETF-like products that are satisfied with their investment. *** denotes
statistical significance at the 1% level, ** statistical significance at the 5% level, and * the statistical significance at the 10% level.
Test: Fisher-test.

Government Corporate Real
Equities bonds bonds Commodities estate Hedge funds
Institutional Investors 91.0% 88.4% 70.0% 79.6% 68.8% 34.2%
Private Wealth Management 08.1% 84.4% 67.7% 87.9% 80.8% 61.5%
Difference 7.1%** -3.9% -2.3% 8.3% 12.0% 27.3%

The table indicates the average fraction of assets accounted for by exchange-traded funds or similar products for each asset class.
Only respondents that actually have invested into this asset class are considered, i.e. only respondents that indicated a fraction of
ETF usage, including a fraction of 0. *** denotes statistical significance at the 1% level, ** statistical significance at the 5% level,
and * the statistical significance at the 10% level. Test: t-test of differences of means.

Government Corporate Real
Equities bonds bonds Commodities ~ estate  Hedge funds
Institutional Investors 32.3% 16.6% 10.7% 21.9% 14.2% 5.5%
Private Wealth Management 43.8% 18.7% 16.2% 23.9% 8.3% 3.7%
Difference 11.5%*** 21% 5.6% 2.0% -5.9% -1.9%

since we do not have responses of private investors and
private wealth managers in 2008.

Table 15 shows the proportion of investors that use
exchange-traded funds for various asset classes, divided
into institutional investors and private investors. The
results convey a clear message: private investors are
more focused on equity ETFs compared to institutional

investors: 93% of all ETF users invest in equity ETFs,
which is even a higher level than the fraction of ETF
users out of institutional investors. Other asset classes
are significantly less used by private investors, attaining
at maximum around 28% for commodity ETFs. The dif-
ferences to institutional investors are most remarkable
for government bond ETFs and hedge fund ETFs.
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Next, in table 16, we investigate the satisfaction of pri-
vate investors with their ETF investment, and relate it to
the perceived satisfaction by institutional investors. The
table shows that private investors are remarkably satisfied
with their ETF products. Across all asset classes, more
than 60% of the private investors and wealth managers
report to be satisfied. In the case of equity ETFs, even 98%
of respondents judge their ETF investment positively.
Thereby private investors clearly surpass the satisfac-
tion levels of institutional investors. The difference in
satisfaction levels is most pronounced for hedge fund
ETFs, which are perceived twice as good, compared to
instutionals. However, because of a very low usage of
hedge fund ETFs by private investors (see table 11), this
difference is not significant.

Finally, table 17 analyses the fraction of total invest-
ments accounted for by exchange-traded funds. Similar to
table 6, only respondents that actually have invested into
this asset class are considered. The table shows that, for
many asset classes, the fraction of ETF investment out of
total investment does not differ between institutional and
private investors. Only in the equity ETF segment, there
is a highly significant difference: whereas institutional
investors allocate abouta third of their equity investment
into ETFs, this faction is 11.5% higher for private inves-
tors, attaining almost 446L°/o of equity investments thatare
accounted for by ETFs.

One can draw two main conclusions out of this comparison
between private and institutional investors. First the results
suggest that private investors focus their ETF usage
mainly to equity ETFs, leaving out other ETF types to
institutional investors. A second conclusion is that private
investors are less critical about their ETFs compared to
institutional investors. Furthermore, the results might
indicate that private investors’ opinion on ETFs is less
affected by the financial crisis than those of institutional
investors. Although a direct comparison between 2008
and 2009 is not possible (because of the lack of data for
2008), the partly very high satisfaction levels imply that
ETF satisfaction could not have been much higher before
the crisis. Itis however difficult to say whether the higher
satisfaction levels originate from a better match of ETF
products with private investors’ needs, a better selection
of existing ETF products, or — by contrast — a sign that
private investors are less sophisticated, and thus less wor-
ried about the consequences of the impact of the financial
crisis on their overall portfolio performance. However,
when we compare advanced ETF usage and ETF trading
(see table 8) between institutional and private investors,
we do not detect significant differences.”

B V. CONCLUSION

This paper analyses the impact of the recent financial
crisis on investors’ perceptions of exchange-traded funds
and other indexing products by comparing the answers
to two comprehensive surveys on such products carried
out in 2008 and 2009.

The results show that overall investment in ETF prod-
ucts has been remarkable stable during the financial
turmoil. Compared to 2008, both usage of ETFs and
average amount of money invested into these products
remained largely constant. A more detailed analysis how-
ever reveals that the crisis has divided the ETF market in
two distinct segments. Whereas ETFs in standard asset
classes, such as equities and government bonds, are more
heavily used compared to the year before and thus have
actually benefited from the crisis, ETFs in some alterna-
tive asset classes have seen a decrease in usage and get
considerably worse evaluations by investors. The find-
ings indicate that the more liquid the financial instru-
ments under consideration, the higher the satisfaction
by investors. Hence, in times of financial crisis, a flight
to liquidity can be observed in these indexing products,
giving ETFs on standard asset classes a clear edge over
alternative asset class ETFs.

The crisis appears to have strengthened the position of
ETFs compared to other index tracking products as well.
ETFs seem to emerge as the favoured instrumentamong
the different possibilities to track an index. In particular,
the recent crisis has also increased investors’ concerns
over counterparty credit risk, especially with total return
swaps. ETFs, along with futures, are appreciated for
their high liquidity, which leads investors to prefer these
instruments to total return swaps or traditional index
funds. The rather positive evaluation of ETFs compared
to other indexing vehicles also suggests being one of the
main reasons why investors plan to increase their future
use of ETFs. [

1. Forthe first survey, the first response was received on January 29, 2008, the last on
April 21, 2009. For the second survey, the first response was received on January 23,
2009, the last on February 26, 2009.

2. Weused the website of the EDHEC-Risk Institute to publish the survey: www.edhec-
risk.com.

3. The large increase in responses obtained in 2009 compared to the year before can
be explained by the enlarged target group, and a larger set of contacts to which the
2009 survey was distributed. Note that we omit respondents who did not give full
details on their professional affiliation and the category of their company, since we
need this data to sort respondents.

L.  As of the first quarter of 2009, the assets managed by equity ETFs in Europe
made up € 62.5 billion, which does not correspond to a large part of equity market
capitalisation (Constandinides et al., 2010).

5. Other than the criteria we list here, there are of course other aspects that investors
may use to rate the various indexing vehicles. For example, indexing is often
justified by its low cost. However, we do not report such results here, since our
focus is on the dynamics of investor perceptions before and after the crisis and the
fees of the various instruments tend to be rather stable over short time periods. It
should also be noted that the evaluation of costs of these instruments is specific
to the usage that is made. In particular, the position size and frequency of trading
determine the relative merits of each instrument. For example, ETFs tend to have
lower management fees than index funds. Gastineau (2001) underlines the reasons
for the cost efficiency of ETFs over index funds. First, ETFs are typically very large
funds, allowing for economies of scale and, second, expenses for the transfer
agency function of mutual funds do not occur with ETFs. When analysing overall
costs of the investment, Kostovetsky (2003) finds that for large amounts invested,
ETFs are favourable to index funds, while for small amounts, the high trading costs
make ETFs less attractive unless the holding period is very long. In the current
paper, perceptions of costs are not analysed directly but are indirectly reflected in
the overall satisfaction of respondents with ETFs.

6. As already stressed in section 4.1, these findings do not imply that 44% of all
private equity holdings are in held in ETFs. Rather, this figure states that among
private ETF investors, almost half of their equity holdings are allocated in ETFs.
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Appendix
EXTRACT OF THE SURVEY QUESTIONS THAT HAVE BEEN USED FOR THIS STUDY

This appendix shows the questions of the 2009 survey that have been used for this study. Note that besides minor changes, the
questionnaire in 2008 was almost identical to the questionnaire used in 2009.

1. For each asset class below, please indicate the percentage of total investment accounted for by ETFs and ETF-like products
(open-end question for each asset class, number between o and 100)

Equities Government bonds  Corporate bonds ~ Commodities Real estate Hedge funds

2. If you use ETFs or ETF-like products, are you satisfied by them (multiple-choice, select one for each asset class)?

Equities  Governmentbonds  Corporate bonds  Commodities Real Hedge funds
estate

satisfied

not satisfied

3. Which of the following passive ETFs do you prefer (multiple-choice, select one)?
Pure replication
Synthetic replication (i.e., using derivatives)
Statistical replication (i.e., sampling)
4- Advanced use and forms of ETF (multiple-choice, select one for each question)?
Yes  No Not familiar with this practice ~ No answer
Do you use inverse ETFs (short ETFs) as a hedging tool?
Do you use options on ETFs?
Do you short ETFs yourself?
Do you lend your ETF units?

5. How would you rate ETFs futures, total return swaps, and index funds according to their liquidity (market size,
counterparties) (multiple-choice, select one for each indexing product)?

ETFs Futures Total return swaps Index funds
Very good
Fairly good

poor

6. How do you predict your future use of the following instruments (multiple-choice, select one for each indexing product)?
ETFs Futures Total return swaps Index funds
Increase
Stay the same

decrease

7. Detailed analysis of ETFs, futures, and total return swaps (multiple-choice, select one for each question)
Concerning ETFs... yes no
Is the mispricing with regard to net asset value a problem for you?
Concerning futures... yes no
Is the fact that they are derivative instruments a problem for you?
Are margin calls a problem for you?
Is the requirement to roll over positions a problem for you?
Concerning total return swaps... yes no
Is the fact that they are traded OTC a problem for you?

Is the counterparty risk a problem for you?
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