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BTExplains

Exchange-traded funds are known for being cheap, transparent ways of 
accessing a market. Yet they remain a mystery to most Singapore investors, 
even as the Singapore Exchange (SGX) tries to encourage their trading here. 
BT takes a closer look. – BY CAI HAOXIANG

� ETFs may not offer 
diversification if certain stocks 
become so big that they form a 
sizeable component of the index 
the ETF is tracking.

� Some ETFs have a high tracking 
error, meaning they do not track 
their underlying indexes closely. 
This makes the ETF an unsuitable 
way to get exposed to the 
underlying index. Tracking error 
can come from transaction costs, 
replication methodology, or 
specific characteristics of certain 
types of investments.

� Some ETFs lend out their 
securities in an attempt to 
improve their returns. If the 
borrower defaults, collateral 
that the borrower posted may 
not be enough or recoverable in 
a timely manner.

� The underlying index can 
change as companies get added 
or dropped. The schedule of the 
index change is known in 
advance. Hedge funds can try to 
front run the ETF, or buy up the 
securities due to be added on 
the index just before ETF 
providers rebalance their funds. 
This drives up prices and costs 
ETF investors potentially lost 
returns.

� Trading ETFs too much can 
incur excessive brokerage fees, 
affecting performance.

� The ETF can hold the underlying shares of the index 
outright ("physical replication"), or use derivatives in 
circumstances that make it difficult to own the 
underlying assets (“synthetic replication”).

“Both individuals and institutions will constantly be urged to be active by those who 
profit from giving advice or effecting transactions. The resulting frictional costs can 
be huge and, for investors in aggregate, devoid of benefit. 

My money, I should add, is where my mouth is: What I advise here is essentially 
identical to certain instructions I’ve laid out in my will. One bequest provides that 
cash will be delivered to a trustee for my wife’s benefit ... 

My advice to the trustee could not be more simple: Put 10% of the cash in 
short-term government bonds and 90% in a very low-cost S&P 500 index 
fund. (I suggest Vanguard’s.) I believe the trust’s long-term results 
from this policy will be superior to those attained by most 
investors – whether pension funds, institutions or individuals – 
who employ high-fee managers.”

– Warren Buffett, Berkshire Hathaway 2013 shareholder letter

An introduction to ETFs

ETF name
SPDR Straits Times ETF
iShares Barclays Capital USD Asia 
High Yield Bond Index ETF
CIMB FTSE Asean 40 ETF
SPDR Gold Shares 
db x-trackers MSCI Malaysia 
Index UCITS ETF
ABF Singapore Bond Index Fund 

db x-trackers MSCI China Index 
UCITS ETF
db x-trackers MSCI Brazil Index 
UCITS ETF 
iShares MSCI India ETF 
db x-trackers MSCI Pacific 
Ex Japan Index UCITS ETF

What it tracks
Large and mid-cap Singapore stocks
Asian high yield bonds

Largest companies in South-east Asia
Gold prices
Large and mid-cap Malaysia stocks

Singapore government and 
quasi-Singapore government bonds 
Large and mid-cap China stocks 
listed in Hong Kong
Large and mid-cap Brazil stocks

Large and mid-cap India stocks
Large and mid-cap Australia, HK, 
Singapore and New Zealand stocks

� The number of monthly distinct retail clients for ETFs was an average 
of 1,400 from June 2014 to June 2015. This has gone up to an average of 
2,800 in Q3 2015, hitting a peak of 4,000 in August. 

ETF monthly volume and turnover 
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What are ETFs?

� Exchange-traded funds (ETFs) are funds that investors 
can buy and sell on a stock exchange every day, just like 
stocks. They hold a basket of securities, which can be 
stocks or bonds.

� ETFs try to passively match the performance of a 
benchmark index. Benchmarks are used by investors to 
measure the performance of a market or sector. For 
example, the Straits Times Index (STI) is a benchmark 
tracking the Singapore market. It contains 30 of the 
largest and most liquid stocks listed on the Singapore 
Exchange, such as Singtel and DBS. 

� An ETF tracking the STI would try to hold stocks in the 
same proportion as the market capitalisation of each 
stock on the benchmark index. This means that if DBS 
takes up 13 per cent of the STI, and the fund size of the 
ETF is S$10 million, the ETF will try to hold S$1.3 million 
of DBS stock. 

Buffett’s recommendation 

Buy the Vanguard S&P 500 ETF (expense ratio 0.05 per cent)

� For example, when an investor owns a share of a 
physical ETF tracking the STI, he owns a basket 
containing all 30 companies of the STI, weighted in 
proportion to their market capitalisation on the index.

� If there is strong demand for an ETF, the prices can get 
bid up above the value of their underlying securities. An 
adjustment mechanism will then kick in: a market maker, 
usually a bank, can buy underlying shares that compose 
the ETF and sell ETF shares on the open market for an 
arbitrage profit. This will drive the ETF's price back down 
to its fair value. The process also works in reverse. This 
ensures the ETF's price trades close to the net asset 
value of the shares it holds.

Advantages of ETFs
� ETFs are low-cost. Because they passively track 
indices, they typically have low management
fees of fractions of a percentage point, compared
to mutual funds which charge 1-2 per cent of assets
under management for actively choosing what to buy or 
sell more of relative to the index. Studies have shown 
that the lower the management costs investors pay, the 
better their performance tends to be.

� ETFs are cheap to buy. Investors incur brokerage 
charges, which can be negligible. If they want to buy a 
mutual fund, they have to pay a sales charge of up to 5 
per cent of the purchase price.

� ETFs, like mutual funds, allow investors a diversified 
exposure into a market or sector, without them having to 
select individual stocks. 

� ETFs are transparent as top holdings are disclosed at 
the end of every day, whereas mutual funds disclose 
holdings every quarter.

Disadvantages & risks
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ETFs on the Singapore Exchange

� There are 87 ETFs on the Singapore Exchange. Out of the 87, 19 are 
excluded investment products (EIP), meaning investors can trade them 
without having to be pre-qualified.

� The 19 EIP ETFs that investors can easily buy include:


