EG/A

Emerging Global Advisors

EGA Wedlth Munhagement Expert Series

v

Thinly-Traded ETFs:
Competitive Advuntuge in Wedlth Manaugement

There has been a great dedl of attention on the growth of the exchanyge-traded fund
(ETF) industry. Yet, many investors restrict themselves to a small number of products.
Some weulth munagers ure using thinly-tfraded ETFs to more uccurutely express their
owh investment point of view. They do so by executing through a dedicuted ETF trading
desk. These wedlth managers offer both a more flexible set of choices und a differentiated
practice. Understanding that a specidlized ETF frading desk can unlock the true liguidity
of un ETF is u competitive advantage.

Pledse hote that this document focuses ohn pldin vanilla equity ETFs and does hot
conhsider factors that dffect derivative-bused, leveraged, short, or fixed income ETFs.

Most ETFs are Small and Thinly-Traded

As of December 2011, the U.S. ETF industry included over 1,300 funds, totdling more than
$1 trillion in ussets. In 2011 ETFs uccounted for more than 30% of the total traded value
in U.S. listed equities’. Despite these volumes, most ETFs have few ussets und trade very
little. 25 ETFs uccount for over two-thirds of truding volume und more thun 50% of ussets.

Since the maijority of wealth managers believe an ETF’s liquidity is tied to fund assets

and volume, they tend to avoid ETFs that are small and thinly-traded. The consequence
of this approuch is d restricted set of choices. For example, a screen which excludes ETFs
that have less than $100 million in assets and one Mmillion shares in average daily volume
(ADV) eliminutes over 90% of the choices in the entire U.S. ETF universe (see figure 1).2
We believe wedlth managers will increasingly reject these sorts of criteria in order to
improve their ability to implement investment views.

Figure 1: U.S. — Listed ETFs Ranked by Share Volume
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Data as of 11/11/2011. Source: Bloomberg, EGShares
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ETFs Do Not Trade Figure 2: Characteristics of Stocks, ETFs, and Mutual Funds
“Just Like Stocks” Stocks ETFs Mutual Funds

Trading period Intraday Intraday End of day
<The SfOCks They Own DO) Share price advertised Every trade Every trade End of day
Since ETFs were infroduced, it hus often ‘ca" be sold short :’s :es 50
been suid that ETFs trude “just like stocks.” 40 Act Fund : ° es es
This claim is not frue, and is in fact the root Composed of a portfolio No Yes Yes

i . of underlying securities
of the misunderstanding that surrounds Tl el

ETF liquidity. The supply of shures of un Buying and selling - Buying and selling =40 o o the

o = Key driver of share value ~ demand for the demand for the underlyin
individual company is limited to the amount security underlying securities ocuritios
issued. Market demand for the individudil Number of shares Fxed® Variable® T

security drives the price. Market participants

expect large frades of d thinly-traded °Unless a corporation does new issuance. PETF shares are typically issued in increments of 50,000 share blocks referred
. . | to as “creation units”. °Mutual fund shares outstanding change daily with shareholder fund flows.

stock to have an effect on price.

ETFs, however, dre open-end funds und—like mutudl funds—market demand for stocks in the underlying portfolio
drives the price. The supply of ETF shares is hot fixed and cun expand or contfract daily, limiting the effect that
properly executed trades cun have on the price of ETF shares. Large orders ure either filled with outstunding shares
or, when necessury, by creuting or redeeming shures. As u result, the “screen market”—the fund’s assets (AUM),
bid-ask spread, or ADV—will not reveal the true liquidity available for an ETF transaction (see fiyure 2).

The Screen Market is Not the Market
“Tll wait for the fund to be large enough.”

In order to evaluate ETF “liquidity” many wedlth managers will compdare a desired position size to the ETF's AUM or
shares outstunding, uvoiding the fund if they deem their potential position oo large. Since d share of the ETF represents
proportional ownership in the underlying portfolio of securities, the screen market (in this case the shares outstanding)
offers limited information about the accessible liquidity.

Example
Figure 3: ECON Volume and Shares Outstanding Figure 3 highlights the second duy of fruding
30-minute trading intervals, Monday 9/13/2010 to Friday 9/17/2010 for the EGShares Emerying Market Consumer
ETF (ficker: ECON). At the murket openiny
" Volume (left axis)  =Shares Outstanding (right axis) there were only 100,000 ECON shures
400,000 400.000 outfstundiny (ubout $2 million in AUM).
’ ’ _' .
350,000 | 350,000 g. That ufternoon un investor purchused
o 300,000 . 300000 o | ©OVer 234,000 shares (uimost $5 million) of
g 250,000 | 250,000 i{ ECON—morle thun twice the ’ro‘ru! size of
o 200.000 200,000 o the fund. This wedulth munager (with the
> 2% " 0 | help of their ETF trudiny desk) understood
8 150,000 150,000 < "
o ) that additionadl ETF shares could be created
100,000 100,000 & | by uccessing the liquidity of the underlying
50,000 50,000 & | stocks. The existing fund size offered little
0 : T B “V‘V*':L"J“‘; ***** . "‘F“ =0 @ help in evaluuting the true liquidity.
9139010 9142010 915010 9/16/010  9/17/5010 This $5 million trade was insignificant relative
See endnotes for fund objective and standardized performance. Source: Bloomberg data to the over $200 billion market cap Of the
underlying index.
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“My trade will move the market.”

Perhups un even more common dpprouch than using fund ussets to meusure ligquidity is to compure order size to ADV or
current bid-usk spreud for an ETF. Aguin, the screen muarket offers limited information about the avdildble liquidity for a trade.
On the other hund, u dedicuted ETF truding desk hus the ubility to uccess much more liquidity thun the screen indicutes—
with potentiul price improvement. For thinly-traded ETFs, the screen market is yenerdlly only useful for smull orders.

Example

Figure 4 shows the screen market for ECON Figure 4: ECON Screen Market

just before 12pm EST on December 15, 2011. Market snapshot, 12/15/2011 11:59:42 EST

The screen murket indicuted that there Total Fund Assets: $276 million

were 12,900 shures bid ut $21.21. Af that Shares Outstanding: 13,050,000

time u weulth munager sold more than ADV (6-month): 112,321

445,000 shares ut $21.22— u penny better Bid Statistics Ask Statistics

fhan the scrﬂeen murkeT' This weulth ) Exchange Size Price Price Size Exchange
munaugyer utilized u dedicuted ETF frading

desk to sell u large position relutive to the ARCX 12,900 212 2128 1,700 ARCX
ADV und udvertised bid size, possibly saving NSDQ 2,000 21.21 21.28 100 NSDQ
their clients a sighificant amount of monhey BATS 2,000 21.21 21.30 1,500 BATS
(see figure 5). Given the screen market CBSX 400 21.06 21.43 400 CBSX

during this frade, a murket order would have
swept the book?, executing ut un uveruye
price much lower than the best bid price udvertised. Unless the order is smaill (less thun the screen market size)
working with an ETF frading desk hus clear advantages.

For illustrative purposes only. Source: Bloomberg data as of 12/15/2011.

Accessing True Liquidity Using Figure 5: ECON Volume and Market Price
a Dedicqted ETF Trqding DeSk Trading summary for ECON, 12/15/2011

== \olume ==Market Price

$21.55 500,000
A wedlth munuger muy use one or more types $21.50 450,000
of ETF fruding desks. They ull have one thing in o $2145 Ty 400,000
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single uccounts or portfolio cush flows. Dutu cuptured 12/15/2011. Source: Bloombery

The true liguidity of un ETF cun eusily be tested. A weulth munhuyger may choose u thinly-tfraded ETF that might huve
been uvoided becuuse of perceived illiguidity. Their dedicuted ETF fruding desk cun provide u two-wuy, indicutive
market for u lurge order of thut ETF. Wedlth munhuyers who dre hew 1o this process muy be surprised by the execution
improvement thut is possible.

Conclusion

Wedlth munugers who use thinly-fruded ETFs cun more precisely express their investment views. An ETF trading desk
cun reveul the true liyuidity of un ETF, uccessing tighter markets than the screen market shows.

Paust economic frends do hot yuarantee future results.
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For questions on this paper, more information on trading ETFs, or to understand your own access to dedicated
ETF trading desks, contact Bart Smith or John Penney at EGShares Capital Markets (+1 888 800 4347 x2).

EGShares Capital Markets is committed fo working with market participants such ds wedlth managers, ETF frading desks, market
mcaking firms, authorized participants, and securities exchanges fo promote best practices in ETF frading and execution.

! Data Compiled by ETF Industry Association as of 12/31/2011, hitp://www.eff-ia.com

2 Bloomberg datfa as of 12/29/2011

3 Sweeping the book refers to an order that executes by buying (selling) at all the available offer (bid) prices on the market’s book up
fo a specific number of shares, possibly at a price that is higher (lower) than the best offer (bid) displayed.

4 Agency desks vary by type. Examples include dedicated desks within large broker-dealers and specialist agency ETF firms.

DISCIosures Performance 1-Month 3-Month Year-to-Date 1-Year | Sitr]ce
(%) (%) (%) o) e
Fund Objective: The EGShares Emeryging Murkets Consumer e 017 8.85 499 499 787
N . . et Asset Value

Exchanyge Traded Fund (ETF) seeks to achieve its investment

C ; G ; Total Returns 155 10.97 528 5.28 7.95
objective of totul return by investing in the constituent (Market Price) : : : : :
securities of the Dow Jonhes Emerging Markets Consumer ggnv;;?:gsmrkets 0.06 807 st st 064
Tituns Index. The index meusures the stock performaunce of Consumer Titans Index . ' . . '
30 leudiny emerying murket compunies in the Consumer g'r:grlgmg Morkets . ado 1847 1847 6.5
Goods und Consumer Services Industries us defined by the | index ' ' ' ' '
Industry Classification Benchmark (ICB). All data as of 12/31/2011

Performance data quoted represents past performance and does not guarantee future resulls. Investment refurn and
principal value of an investment will fluctuate so that an investor’s shares, when sold or redeemed, may be worth
more or less than the original cost. Current performance data may be higher or lower than actual data quoted.

For the most current month-end performance data please visit www.egshares.com or call +1 888 800 4347.

Market price returns are based on the midpoint of the bid/ask spread at 4 pm ET and do not represent the returns an investor
would receive if shares were traded at other times.

Investors should carefully consider the investment objectives, risks, charges and expenses of the Funds before
investing. To obtain a prospectus containing this and other important information, please call +1 888 800 4347
or visit EGShares.com to view or download a prospectus. Read the prospectus carefully before investing.

Emerging market investments involve risk of capitdl loss from unfavorable fluctudtion in currency values, from differences
in generdlly accepted uccounting principles, from economic or politicdl instability in other nations or increused voldtility
and lower trading volume. This fund will concentrate its investments in issuers of one or more pdarticular industries to the
sume extent that its underlying index is so concentrated and to the extent permitted by applicdble regulatory guidance.
Concentration risk results from Mmaintdining exposure to issuers conducting business in a specific industry.

ETF shares are not individudlly redeemable securities. As is tfrue of other listed equities, there is no assurance that
an active liguid trading market for fund shares will develop or be maintained. The statements und opinions
expressed dre those of the author and dre as of the date of this report. All information is historical and not indicative
of future results and subject to change. Reuder should not aussume that an investment in the securities mentioned
ubove wus or would be profitauble in the future. This information is hot a recommendation to buy or sell. Past
performance does hot guarantee future results.

Distributed by ALPS Distributors Inc. EGS000877 Expires 12/31/2012

Paust economic frends do hot yuarantee future results.
© Copyright 2012 Emerging Global Advisors, LLC — All Rights Reserved. Puge | Four



