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Index arbitrage complex, 186
Index arbitrage complexes, 275-277
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market impact of, 110
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Leveraged ETFs, 249
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about, 245
issues affecting, 260-261
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leveraged fund return patterns, 255-259
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portfolio construction, 246-254
taxation and distribution, 259-260
Leveraged funds, 274
Leveraged index funds, 161, 247, 252
Leveraged inverse ETFs, 74, 85
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Leveraged long ETFs taxation rules, 259
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Leveraged short exchange traded funds
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Life expectancy, 290-291
Limit orders, 208, 212, 219, 220
Limited-function actively managed ETF
trades, 120-121
Limited-function actively managed ETFs,
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correspondence, 191-193
equity markets, 185-190
fund issues, 195-196
NAV-based trading, 190-191
portfolio adjustment cost of trading
(PACT), 193-195
Limit-order book, 213
Lipper, 133, 134, 141
Liquidity, 5, 24, 223
costs of, 112, 116, 117, 118, 122
demands for, 111
passive investing requirements for, 105
and trading volumes, 185
Liquidity costs
of trading transparency, 123
vs. trading transparency cost, 122
Liquidity providers, 108
Listing exchange market, 211
Litan, Robert E., 180
Lliquid index components, 158
Lo, Andrew W., 119n20
Long funds, 247

Long Term Capital Management (LTCM),
123n27
Long term investing, 7
Longevity, 290
Long-term capital gains, 67
deferral of, 93-96
portfolio changes and, 93
tax-free pass-through of, 69
Long-term compound returns, 285
Long-term gains, 259
Loss carry forwards, 73, 76, 81
Loss deferral, 81
Loss realization, 59
Losses, impact of, 95
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Management indexing strategy contrasts,
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Management investment company structure
vs. unit trust structure, 28
Manbhattan purchase anecdote, 285
Margin accounts, 97, 98
Margin borrowing, 248
Margin requirements, 261
Market capitalization, 216
Market conditions and fund correlation, 175
Market decline, 78
Market depth, 210, 214
Market developments, 19-23
equity arbitrage complexes, 20-21
portfolio trading and stock index futures
contracts, 19-20
Market impact. See also bid/ask spreads;
commissions; transaction costs
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of trades, 150
of trading volumes, 186
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Market makers. See also risk management
activities of, 189
cost recovery by, 59
ETF cutoff time and, 260
hedging costs, 184
intraday trading, 187-188
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Market makers (Continued)
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NAV-based trading, 190
in NAV-based trading in ETFs, 221-224
payments by, 6n4
portfolio adjustment cost of trading
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real-time bid/offer NAV calculations, 211
risk and cost management tools, 191
risk management, 222
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transaction costs and, 6
working with, 210
Market microstructure changes, 206-207
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Market-on-close (MOC) transactions
about, 210
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215-218
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NAV-based trading in ETFs, 218-224
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Morey, Matthew R., 134

Morgan Stanley, 299

Morgan Stanley Research, 234
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Most, Nathan, 54
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Municipal bonds, 135
Municpal bonds, 72
Mutual finds vs. exchange traded funds
(ETFs), 78
Mutual fund evaluations vs. ETF
evaluations, 132
Mutual fund performance, 134
Mutual fund practices, 58-60
Mutual fund timers and traders, 18
Mutual funds
cash flow management, 233
costs of exit and entry, 107
data availability, 162
vs. exchange traded funds (ETFs), 9,
11-16, 39, 45
in-kind charitable contributions, 94
market timing scandals, 184
rating and ranking methodology, 135
ratings of, 39
Mutual funds shareholders, 80
Mutual funds tax efficiency, 90-93
deductibility of investment management
expenses, 90-91
deferral of short-term gains, 92-93
vs. exchange traded funds (ETFs), 74-75
pass-through of losses, 92
pass-through of short-term gains with
character intact, 92
Mutual-fund scandals, 179

Nasdaq 100, 157n21

National Market System, 207

National Securities Clearing Corporation
(NSCC), 200

NAV-based ETF market, 260. See also
trading

NAV-based markets, 214, 218, 220

NAV-based secondary market trading, 280

NAV-based trading, 190-191, 199, 210,
221,243

NAV-based trading in ETFs, 218-224

Negative expense ratio, 26

Net asset value (NAV) based secondary
market trading, 187
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Net asset value (NAV) calculation, 30, 48

Net asset value (NAV) next determined
pricing, 4

Net asset value (NAV) per share price, 3

Net losses, 92

Net short-term gains, 92

Net tracking error difference calculations,
162

Net tracking error noise, 162-163

New York Stock Exchange, 23

Noise in net tracking error, 162-163

Nonarrangement timing, 14n12

Noncapitalization-based index weighting
scheme, 106

Non-compliant benchmark indexes,
156-158

Non-index UCITS funds, 70

Non-RIC compliant indexes, 157-158

Non-transparent ETFs. See also actively
managed ETFs

Noronha, Gregory, 109, 116, 117

North American regulatory environment, 44

NTR 2000 (Not the Russell 2000) index, 107

NYSE rules, 229

Obscure expenses, 166
QOdd lots, 83, 84
130/30 investing short side, 235-239
130/30 portfolios, 235-236
Open-end ETFs exemptions, 49
Open-end exchange mutual funds, 44
Open-end exchange traded funds (ETFs),
regulatory framework of, 43-64
creation and redemption mechanics, 53-64
developments outside of North America,
50-52
Investment Company Act of 1940, 45-47
Investment Company Act of 1940
exemptions, 47-50
SEC Rule 33-8901 (proposed), 53
U.S. fund regulation, 43-45
Open-end notes, 89
Operating costs, 105, 146
Operating expense ratios, 106
Operating expenses, 146
Options, 22,267
Order flow, 223
Ordinary income
distribution of, 69
net short-term gains and, 92

Ordinary income tax rate on short-term
capital gains, 93

Overlap, 191

Overnight disconnect, 184

Overtrading, 167

Overweight ranking, 138

Ownership statistics, 232-233

Page, Sebastien, 297
Paperwork Crisis, 23, 24, 188
Pass through, 66
Passive indexing management, 102
Passive investing, 103, 105
Passive investing principles, 108
Passive managed process, 124
Passive management, 264
Passive portfolios, 264
Passive principles, 103-104
Passive to active indexing, 108-110
Passive trading, 105
Passively managed funds vs. actively
managed funds, 108
Passport model, 50, 51, 283
Pass-through collective investment vehicles
commodity futures position limits and
price impact issues, 86—89
exchange traded (ETNs), 89-90
grantor trusts, 82-84
securitized commodity funds, 85-86
Pass-through of losses, 92
Pass-through of short-term gains with
character intact, 92
Past performance warning and analysis,
133-134, 135, 143, 162
Path dependency, 254
Path independent strategy, 254
Patient trading, 119n20
Payments in lieu of dividends, 97
Pearson, Neal D., 79n12
Percent holding levels, 229
Performance. See also benchmark indexes;
index composition changes
components driving, 142
correlation regarding, 177
of Russell 2000 index, 116n14
Performance comparison, 128, 134, 135n4
Performance drag, 259
Performance problems, 143-144
Petajisto, Antti, 176-177, 176-177n30
Philadelphia Stock Exchange, 25
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Point-in-time execution, 112n4
Portfolio Adjustment Cost of Trading
(PACT), 193
Portfolio adjustment cost of trading (PACT),
193-195
Portfolio baskets, 21, 94
products, 25
trading efficiencies, 266
types of, 29
Portfolio baskets tax efficiency
deductibility of investment management
expenses, 90-91
deferral of short-term gains, 92-93
pass-through of losses, 92
pass-through of short-term gains with
character intact, 92
Portfolio changes, long—term capital gains
and, 93
Portfolio composition changes, 10
levels of, 151
trading costs of, 151
transaction costs, 105
Portfolio composition file (PCF), 191, 193
Portfolio composition file (PCF) basket,
192
Portfolio composition trading transparency,
15
Portfolio concentration requirements, 72
Portfolio construction, 246-254
compounding leverage daily returns,
248-254
return patterns, 247-248
Portfolio differentiation vs. benchmark
indexes, 175-176
Portfolio insurance, 27
Portfolio management, 195
Portfolio management methods, 102
Portfolio return correlations, 174-175
Portfolio sharing, 138-139
Portfolio templates, 106
Portfolio trading, 20
Portfolio trading and stock index futures
contracts, 19-20
Portfolio transaction costs, 143, 151, 167
Portfolio turnover, 95-96
Portfolios and components, 266-267
Portfolios changes, 8
Position limits, 87
Potential capital gains exposure (PCGE), 78
Precious metals, 87, 89

Preece, Rhodri, 203
Premium and discount pricing, 211-212
Prepaid forward contracts, 90
Price risk, 189
Pricing, arbitrage constraints of, 280
Professional advisory sources
brokers and registered investment
advisors, 296
Certified Financial Planners (CFPs), 294
Certified Investment Management
Analysts (CIMAs), 294
Chartered Financial Analyst
Charterholders (CFA Charterholders),
294
Chartered Investment Counselors (CICs),
294
Chartered Retirement Planning
Counselors (CRPCs), 295-296
Professional certification, 296
Professional help
advisory relationship, 296-298
ETF information sources, 298-302
professional advice sources, 293-296
Program trading, 20n1, 20
Proposals and innovations, 51-52
ProShares, 61
ProShares Ultra Short FTSE/Xinhua China
25 Fund (FXP), 252
Prospectuses, 50, 248, 249, 298

Qualified dividends, 67, 96-98, 179, 231
Quantitative analysts (quants), 105

Ranking methodology, 135, 140
Rankings
currency of, 140
data availability, 139
framework for, 140-141
Realized gains, 269-270
Real-time ETF value calculations, 200
Rebalancing, 297
Rebalancing date, 125
Redemption fees, 44n1, 58, 169
Redemptions, 8
“Reforming the Taxation and Regulation of
Mutual Funds: A Comparative Legal
and Economic Analysis” (Coates), 73
Registered Investment Advisors (RIAs), 296
Regulated company holdings vs. separate
positions, 96
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Regulated investment company (RIC)
defined, 66
diversification requirements of, 99,
156-157
ETF features, 283-284
qualifications of, 67
requirements, 65-73
short-term capital gains and, 69
tax rules, 68
taxation, 65-73
Regulatory environment, 44, 261
Regulatory lag, 51
Regulatory process, 44
Regulatory protection, 283
Reinvested capital gains, 68
Reports to shareholders, 298
Research Magazine, 298
Retirement, 290-291. See also 401 (k)
plans/accounts; defined contribution
plans
Return volatility, 255, 288
Return-based performance analysis, 178
RIC compliance, diversification requirements
for, 228
RIC compliant indexes, 157-158
Risk, 175
and after-tax return, tradeoff of, 289
of short selling, economics and market
effects, 227-231
Risk and cost management tools, 191
Risk constraints, 162n22, 162
Risk management, 188, 189, 195, 221
costs of futures in, 263
high-risk environments, 231
inventory risk, 221
short sales, 230-231
Risk-adjusted returns, 175, 290
Rules-based publishers, 115
Russell 1000 index, 116, 252
Russell 2000 index
buffer zones, 116
changes to, 108
composition changes, 114
front-running of, 110
performance of, 116n14
as portfolio templates, 10, 104-105
reconstitution of, 118
reconstitution strategies, 107
STARS ranking, 139
Russell indexes, 116

S&P 500 ETFs, 77
S&P 500 index
composition change costs, 108-109
composition changes, 114
market impact of, 104-105, 123n26
portfolio templates, 10
transparency, 110
transparency cost effects, 116
S&P 500 IPS, 25
S&P 500 SPDRS, 27, 178
S&P Index Committee, 114, 115
Samuelson, Paul, 102
Sarkar, Depojyota, 214-215n11
Scalpers, 10, 109, 125n29
Scandals
late trading, 169
market timing, 169, 184
mutual-fund, 179
Schapiro, Mary L., 172
Secondary market NAV-based trading, 218
Secondary market trading, 44, 279-280
Sector ETFs, 236, 237-238
Sector ranking, 140
Sector SPDRs, 28, 157n21, 175, 238
Securities and Exchange Act of 1934, 49
Securities and Exchange Commission (SEC),
2, 44
13-f requirement, 232-234
authority of, 46
code of ethics, 111n3
concept release, 16, 183-185
exemptive relief for ETFs, 45
portfolio disclosure, 9
regulatory lag, 51
Rule 12(b)(1), 146
Rule 15¢3-3, 98
Rule 17j-1, 111n3
Rule 22(c)(1), 4, 60
Rule 22(c)(2), 7, 44n1, 58
Rule 33-8901 (proposed), 51, 52, 53
website, 299
working rules for brokers, 296
Securities futures products (SFPs), 240
Securities lending, 231
Securities lending fees, 166n25, 166, 169
Securities vs. futures contracts, 25
Securitized commodity funds, 29, 85-86
Securitized master limited partnerships, 86
Seeding, 195, 210, 222
Sell discipline, 237
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Sensoy, Berk A., 176-177n30
Separate positions vs. regulated company
holdings, 96
Share classes, 52
Share lending, 239-240
Share limits, 230
Share value, 217
Share volumes, 145
Shareholder attention requirements, 38-40
Shareholder gains taxation, 73-81
Shareholder protection, 1, 2, 3-7, 12-13
Shareholder servicing costs, 147
Shareholder transaction costs, 13
Shareholders
loyalty of, 8-9n9
mutual finds capital gains distribution, 80
tax basis of, 80
transaction costs, 153
turnover, 13
Sharpe, Bill, 102, 143
Sharpe ratios, 178
Short ETFs, 248
Short futures positions, 87
Short interest, 179, 232
Short interest ratio, 234
Short positions, 247
Short sales, 230-231
Short selling and arbitrage transactions,
234-235
Short selling, economics and market effects
risk of, 227-231
short selling implications, 231-234
traditional investors and, 234-243
Short selling implications
dividends, 231-232
institutional ownership growth, 233-234
ownership statistics, 232-233
Short squeezes, 228-230, 238
Short term ETFs, 265-266
Short-term capital gains
ordinary income tax rate on, 93
Regulated Investment Company (RIC)
and, 69
Short-term gains deferral, 92-93
Short-term hedges, 276
Short-term trading, 260, 271
Silent indexes (nontransparent), 12, 16, 17,
124-126, 190. See also actively
managed ETFs
Singal, Vijay, 109, 116, 117

Single stock futures (SSFs), 240

Single-stock futures (SSF) contractors,
240-243

Slott, Ed, 270

Small-cap indexes, 110

Small-cap stocks, 6, 158

Socially responsible investing (SRI), 180

Soe, Aye M., 116n14

Soft dollar commission payments, 154,
167

Soft dollar trades, 133

Sources of analysis and tools, 172-179

SPDRS, 19

SPDRS Gold Trust (GLD), 32, 82, 83

Specialized funds, 273

Specialized share classes, 272

Speculation, 86

Spreads. See bid/ask spreads; commissions;
market impact

Stafford, Erik, 123n26, 206

Standard & Poor’s, 133, 134, 137

Standard & Poor’s 500 index futures
contracts, 20

Standard & Poor’s 500 SPDR, 2

Standard & Poor’s Depository Receipts
SPDR, 27-28

Standard deviation (academic tracking error
technique), 162n23, 177

Standard features, 279

Statement of additional information (SAI),
50, 55, 61, 248, 249, 298

Statistical arbitrage, 235

Step-up cost basis of stocks at death, 93

Stock index funds, 107

Stock index futures, 22, 275

Stock picking, 121

Stock trading vs. ETF trading, 197-200, 216

Stocks vs. ETFs short interest, 232

Style funds, 272

Subchapter M. See Internal Revenue Code;
capital gains

Sunshine trading, 123n27, 123

Supertrust and supershares, 26-27

Swap contracts, 261

Swaps, 60, 259-260

Symmetric derivatives, 21

Symmetric equity index instruments, 21-22

Tax (cost) basis, 79
Tax accounting for actively trading, 95
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Tax advantages of in-kind redemption, 60
Tax and financial planning, 295
Tax arbitrage transactions, 67
Tax code changes, 99
Tax deferral, 7
Tax deferral rules, 282
Tax documents, 85
Tax efficiency
analysis and tools, 178-179
capital gains overhang, 76
of exchange traded funds (EFTs), 2, 7-9,
38
growth of, 78
level of trading and, 271
on non-U.S. funds, 281-282
Subchapter M, 74
in United States, 279
Tax efficiency of mutual funds, exchange
traded funds and portfolio baskets
deductibility of investment management
expenses, 90-91
deferral of short-term gains, 92-93
pass-through of losses, 92
pass-through of short-term gains with
character intact, 92
Tax efficiency ratings, 39
Tax exempt investors vs. taxable investors, 8
Tax impact of low-basis stock holding
acquired by another company for cash,
94-95
Tax issues, 270-274
advisory fees, 272-273
asset allocations, 274
fund transaction settlements, 274
taxes, diversification and asset allocation,
273-274
tax-exempt account trading, 271-272
Tax loss sales, 40
Tax lots, 8, 74, 78
Tax lots management, 97
Tax lots realization, 273
Tax management, 268-270
Tax neutrality of investment types, 66
Tax pass through
limitations of, 69
pass-through collective investment
vehicles, 82-90
principles of, 66
Tax treatment, 2
Tax uncertainty, 260

Taxable and retirement account integration,
268-270
Taxable capital gains, 8
Taxable investors
vs. tax exempt investors, 8
vs. tax-exempt investors, 68
Taxation
of capital gains, 54
of capital gains distributions, 98
deferral of capital gains, 74
of distributions, 66
and diversification, 69-72
fairness of, 99
of investment company income, 66
IRS Subchapter M requirements, 65-73
of Regulated Investment Company (RIC),
65-73
of shareholder gains, 73-81
of transactions, 66
Taxation of ETFs and shareholders
deferral of long-term capital gains,
93-96
equalization accounting and
exchange-traded funds, 100
investment companies and qualified
dividends, 96-98
investment companies taxation changes,
98-99
investment company taxation, 65-73
pass-through collective investment
vehicles, 82-90
Regulated Investment Company (RIC)
requirements, 65-73
shareholder gains taxation, 73-81
Subchapter M requirements, 65-73
wash sale rule, 81-82
Taxation rules
for inverse leveraged ETFs, 258
for leveraged long ETFs, 259
Tax-deferred accounts, 269
Tax-deferred asset growth, 268
Tax-deferred retirement plans, 268
Taxes
diversification and asset allocation,
273-274
on foreign dividends, 168
Tax-exempt account trading, 271-272
Tax-exempt investors vs. taxable investors,
68

Tax-exempt securities, 72
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Tax-free pass-through of income and
long-term capital gains, 69
Tax-inefficient funds, 72
Telebras HOLDRS, 83
Template index, 101
The Exchange-Traded Funds Manual
(Gastineau), 73, 101
The Journal of Indexes, 298
Thirumalai, Ramabhardran S., 281
Toronto Stock Exchange, 26
Toronto Stock Exchange Index
Participations (TIPs), 2, 19, 26, 44
Total costs, 102
Total costs vs. expense ratios, 106
Touts/touting, 173
Tracking comparisons, 155
Tracking error, 155-161. See also standard
deviation (academic tracking error
technique)
vs. Active Share, 177
attention to, 132
calculations of, 159
expense ratios in calculations of, 156
illiquid index components, 158
insights from analysis of, 163
lazy portfolio managers, 158-160
leveraged index funds, 161
non-compliant benchmark indexes,
156-158
relative to independent benchmarks,
165
trading cost reduction, 158
Tracking error comparisons, 163-164, 165
Tracking error in performance evaluation,
161-168
expense ratio, 165-166
obscure expenses, 166
trading costs, 166-168
withholding taxes on dividends, 168
Tracking strategy, 222-223
Tradable basket products, 33-34
closed-end funds, 34-37
comparison of, 38—40
folio baskets, 38
Trade processing, 24
Traders vs. investors, 4
Trading. See also NAV-based trading
in capitalization weighted index, 62
in index ETFs, 62
transparency in, 110, 111

Trading activity costs, 143
Trading arbitration constraints and pricing,
282-283
Trading close, 213
Trading cost minimization
efficient trading, 208-210
ETF trading vs. stock trading, 197-200
high-frequency electronic trading,
202-207
intraday net asset value (NAV) proxies,
200-202
market microstructure changes, 206-207
market-on-close (MOC) transactions,
210-218
trading volume growth, 207-208
Trading cost reduction, 158
Trading costs, 38, 103, 106, 132, 194, 263,
281
declines of, 22, 23-24
of index funds, 113
level of, 24
of portfolio composition changes, 151
tracking error in performance evaluation,
166-168
Trading execution costs, 14
Trading hours, 199-200
Trading plans confidentiality, 111
Trading practices, 265
Trading sardines, 245-246
Trading scandals, 184
Trading speeds, 202
Trading spreads, 23
Trading transparency, 9-10, 184. See also
indexing economics
Trading transparency cost vs. liquidity costs,
122
Trading transparency costs, 121, 122
Trading value, 23
Trading volumes, 22, 23, 129
growth of, 207-208
large-cap stocks, 185
and liquidity, 185
market impact of, 186
Traditional cap-weighting scheme, 106
Traditional investors
130/30 investing short side, 235-239
borrowing TF shares, 239-240
hedge fund replicating ETFs, 240
short selling and arbitrage transactions,
234-235
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short selling, economics and market effects
and, 234-243
single-stock futures (SSF) contractors,
240-243
Transaction cost models, pre-trade, 119n20,
119
Transaction costs, 5, 14, 58, 59, 125, 154.
See also bid/ask spreads; commissions;
market impact
vs. expense ratios, 164
with index composition changes, 161
lessons regarding, 153
measurement, 120
in NAV-based markets, 218
portfolio composition change, 105
Transaction fees, 55
Transaction-linked ticket charges, 166
Transparency, 9, 102. See also trading
transparency
costs of, 118, 122
of index rules, 110
in trading, 110, 111, 112
in trading, costs of, 112
types of, 112
Transparency cost analysis, 118
Transparency cost effects, 121-124
of gradual price changes, 117
Russell indexes, 116
S&P 500 index, 116
Transparency cost of ETF portfolio trades,
123
Transparency decline benefits, 110-112
Transparency origins, 112-121
Transparent ETFs, 260
Transparent funds, 48
Treasury Investment Protection Securities
(TIPS), 108
Trust, 283
TSE-100 stock index (HIPs), 26
Two times leveraged funds, 253

U. S. Department of Labor (DOL), 146

UCITS index funds, 70

Unallocated metal, 88n19

Undertaking for Collective Investment in
Transferable Securities (UCITS), 50,
157

Undertaking for Collective Investment in
Transferable Securities (UCITS) ETF,
283-284

Unit trust structure vs. management
investment company structure, 28
Unit trusts, 27
Unitary fees, 148, 166
United States
ETF development, 44
regulatory process in, 44
Unleveraged index ETFs, 261
Unrealized gains, 78
Urstadt, Bryant, 203
U.S. fund regulation, 43-45
U.S Natural Gas Fund, 32
U.S. Natural Gas Trust, 85
U.S Oil Fund, 32
U.S. Oil Trust, 85
U.S. Treasury securities, 70

Value-added elements
cost and performance indicators,
170
by fund management, 169-170
market timing, 168-169
miscellaneous fund income, 169
Vanguard, 2, 61
Vanguard 500 mutual fund, 28, 77
Vanguard 500 mutual fund vs. 500 SPDR
ETE, 74-75
Vanguard 500 mutual fund vs. S&P 500
SPDRS, 178
Vanguard Emerging Market Stock Index
Fund ETF (VWO), 137
Vanguard Emerging Markets ETF (VWO),
126-127, 128
Vanguard Emerging Markets ETF (VWO)
vs. IShare MSCI Emerging Markets ETF
(EEM), 129
Vanguard Emerging Markets Stock Index
(VEIEX) mutual fund, 138-139
Vanguard mutual funds vs. Fidelity mutual
funds, 76-77
Variable costs, 147
VIX index (volatility index), 275, 288
Volatility, 252
historically average, 289
and index return, 249
and leverage, 254
market, 275
return, 255, 288
VIX index, 275, 288
Volume pattern, 204
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Wall Street Journal, 298
Wallison, Peter J., 180
Warehouse receipts, 54, 55
Wash sale rule, 81-82
Wash sales, 92
Website tools, 174, 175
Websites, 234, 300-302
Weighting schemes, 106
Weisbach, Michael S.,
79n12
Wellman,Jay, 180

Wilshire 5000 index, 15-16, 107

Withholding taxes on dividends, 168

Worah, Mihir, 108

World Equity Benchmark Shares (WEBS),
28-29

XBRL (data standard), 170-171
Zhou, Jian, 180

Zilbering, Yan, 208
Zweig, Jason, 129, 252



