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Evaluation of ETFs – The Complications and Risks 
Few investors know the complications and risks of the rapidly growing in popularity ETFs  
“If individual investors can't resist the temptation to jump into the fray and trade themselves silly, then 
they will just be making Wall Street richer, as well as justifying John Bogle's famous claim that ‘an ETF 
is like handing an arsonist a match.’"  Source: Investmentnews  

The Challenges of ETFs 
ETFs are very complicated and can be far more risky than trading individual stocks. ETFs have low 
management fees since they are usually based on passive index investing rather than actively 
managed stock selection.  

The low fees make ETFs attractive to fee-only advisors who charge 1%-2%+ annual fees on the value 
of your assets. However, a 1% annual fee over 10 years is the same as a 9.56% front-end load - even 
more if the value of holdings increases over 10 years! If you are a trader, these asset-based fees can 
be less than all the commissions that might stack up on each trade, but can be very costly for a long-
term investor. Due to the risks we do not recommend ETFs. Our clients are investors, not traders. 
However, if ETFs are recommended by another advisor, do you know the risks and complications? 

Journal of Financial Planning article by Matt 
Hougan, President of ETF Analytics. Highlights: 
ETFs are rapidly growing and now account for 
more than 25% of all trading on the New York 
Stock Exchange. (As of 4/18/2018 usnews reports 
“ETFs account for roughly 30 percent of all U.S. 
trading by dollar value.”) They have low 
management fees since most just follow an index 
and are tax efficient since they almost never pay 
capital gains distributions.  

With an ETF portfolio, you are taking on major 
risks and operational challenges that you should 
approach carefully. If you consider the challenges, 
the advantages can be lost. 

The biggest issue is trading. The ability to trade 
intraday is one of the hallmarks of ETFs, but it's 
actually one of their less useful attributes. Few 
among us can tell which way the market is 
heading in the next few hours, so being able to 
trade it is not really a big deal.  

More importantly, the operational challenges and 
costs involved in trading ETFs can be significant. 
When you buy or sell you don’t know if you're 
getting a fair price. Your ability to execute orders 
at tight spreads varies by the time of day and by 
your skill and contacts. A slip-up can cost your 
clients.  

Fairly parsing out ETF trades that clear on 
different platforms can be an enormous 

headache. I’ve seen advisors with multi-million 
dollar books of business who didn’t invest in the 
operational expertise to trade ETFs well.  

Risk in Market Turmoil - Dave Nadig, Director 
of ETFs, Factset Research Systems. (More 
recently CEO of ETF.com) 
Highlights: 
“The price of an ETF is based on the arbitrage 
opportunity between the ETF price and the price 
of the underlying securities. When things get 
squirrelly, authorized participants will allow the 
price of the ETF to drift to a point where they think 
they can still make money. They will then step in 
to be that buyer of last resort only when they are 
sure that the basket of securities they’ll receive 
doing a redemption can be unloaded for a profit.”  

An “Authorized Participant” has the responsibility 
of obtaining the underlying assets needed for an 
ETF. They are typically large institutional 
organizations, such as market makers or 
specialists.  

Flash Crash Exposed the Risk of ETFs 
Richard Keary, of IndexUniverse.com, writes that 
the causes of the May 6, 2010 ‘flash crash’ are 
complex, but the lessons are simple: The 
exchanges urgently need to coordinate trading 
and recognize that the ETF is here to stay. 

Two problems loom largely in its aftermath: a lack 
of coordination among exchanges and an under-



 

  

appreciation of how ETFs work and how important 
they have become -- all of which unfairly 
victimized ETF investors. 

The real victims in the flash crash are ETF 
investors. The blame should be placed squarely 
on the exchanges, outdated market regulation and 
the process of canceling trades that left ETF 
investors with losses that can’t be recouped. 

Let’s start with the New York Stock Exchange’s 
decision to slow trading down when it began to 
witness order imbalances. It had every right to do 
so under a 2007 rule aimed at addressing the 
increasingly electronic nature of securities trading. 
But depriving the market of liquidity - while most 
trading continued - unleashed price dislocations 
that disproportionately affected ETFs. 

Price dislocation in one stock can affect the pricing 
in multiple ETFs because ETFs are baskets of 
stocks. This basic fact of how ETFs work is 
underappreciated by the exchanges and 
regulators.  

This leads us to outdated rules surrounding 
aberrant trades involving issues from technology 
glitches to inadvertent “fat-finger” trader errors. 
The rules, which allow an exchange to cancel any 
trade that is at least 10 percent away from the 
previous price of the security, are more suited to 
individual securities than to ETFs.  ETFs are 
traded and priced differently than common stocks. 
Thus, they need their own rules. 

One problem that has kept trading and regulatory 
frameworks from being changed to reflect new 
circumstances is that exchanges are more 
concerned with their quarterly profits than with 
protecting investors. ETFs are a “low-priority 
product line” regarding exchange policy. 

ETFs Made Easy: Understanding Spreads by 
Dave Nadig, Director of ETFs, Factset Research 
Systems.  
Because ETFs trade on an exchange just like a 
stock, the price you pay to buy an ETF is generally 
going to be a bit less than the price it would sell 
for.  The difference between the two is called “the 
spread.” 

The spread is constantly changing. Using an 
intraday forensics tool like the Trillium Surveyor, 
we can look carefully at exactly how that spread 
changes and where trades actually get executed. 

As people put in orders “inside the spread” that are 
immediately executed. If “outside”, they wait for 

negotiated trades. A few patterns repeat 
regularly—some ETFs take a while to settle in—
especially if they own a lot of stocks which 
themselves take time to get going in the morning. 
This is one of the reasons we always say, “don’t 
trade the open.” ETFs need their morning coffee 
just like everyone else. 

The second question you need to ask is whether 
those spreads are “fair.” The way you’d normally 
check that is by looking at the intraday net asset 
value - a near-real-time calculation disseminated 
by the exchange on which the ETF is listed - to 
see how it maps to where the ETF is actually 
trading. 

You have to calculate a “bid fair value” and an “ask 
fair value” for every one of the underlying 
holdings, then compare that with the bid and ask 
of the ETF. In fact, that’s exactly what market 
makers do while they’re trying to figure out when 
to leap in and arbitrage out any price 
discrepancies. 

In many places, you’ll just take the last spread of 
the day—at the close—and average that out over 
some number of days. The problem is that closing 
spreads are just plain dumb. Most investors 
should never be trading at the close at 4 pm.  

A Better Idea - What we do here at FactSet is a 
little more complex. 
We look at every millisecond of each day and 
calculate a time-weighted average spread. We 
also discard outliers outside a standard-deviation 
band each day to make sure we’re really 
representing the real-world spread an investor is 
experiencing. We then take the median of 45 
trading days of those time-weighted average 
spreads. 

That may sound complicated, and in practice, it’s 
a lot of math. But luckily all those computations 
can give you a very good understanding of what 
“normal” is for an ETF.  

Exchange Glitch Made Market Orders Worse 
Highlights by Dave Nadig April 2015 
Careful ETF traders may have noticed what can 
best be described as “weirdness” in ETF trading 
last week on March 31. During the early morning, 
the New York Stock Exchange had a “glitch” that 
caused some 160 ETFs to be untradeable for 
much of the hour between 10 and 11 a.m. 
(including most of the Vanguard ETFs).For 
reasons that still haven’t been explained, because 
of these accidental trading halts, the Market-on-



 

  

Close system for these securities—a whole five 
hours or so later—was also borked. The end result 
was that quite a few ETFs traded wildly off of fair 
value—right at the close. 

Most people mistakenly think the closing price is 
just whatever the last trade happened to be before 
someone rings a bell. In the modern markets, that 
bell is largely symbolic. Most modern markets run 
what’s called a “closing auction.” 

Every day, some number of investors want to 
make sure they get the closing price for their buy 
or their sell. The reasons can vary, but almost 
always have to do with benchmarking. After all, 
every index is priced at the closing price, so if 
you’re an institutional investor who gets measured 
against an index, or worse yet, an actual index 
fund manager, it would seem like the “safe” bet is 
to just “buy the close.” 

Throughout the day, NYSE collects orders flagged 
as either Market or Limit-on-Close. Starting at 3 
p.m., NYSE starts sending out information about 
how imbalanced the close is going to be—are 
there a lot more buyers than sellers, or vice versa? 

They continue to collect orders and disseminate 
this imbalance information right up until the close; 
however, after 3:45 p.m., once you’ve got your 
MOC order in, you can’t cancel it. Market makers 
can enter orders to offset the imbalance, whatever 
it might be at 4 p.m., but that’s it. 

Once 4 p.m. hits, all orders are done, and the 
NYSE runs an electronic Dutch auction—a system 
that ensures the maximum number of shares can 
settle at a closing price. 

Avoid 4 Common ETF Trading Mistakes By 
Dave Nadig ETF.com Analyst Blog 
Buyers—and sellers—beware: Trading mistakes 
can be costly, but they are avoidable. As much as 
I love collecting charts of terrible trades, it really 
does break my heart to see folks clearly losing 
money because of simple mistakes. 

My email box is sometimes full of proof that 
investors get burned by not paying attention to the 
basics. And if I had to categorize the big mistakes, 
I’d put them into four buckets:  

1. The Accidental Stop 
Stop-loss orders can be problematic when 
markets get frothy. But it’s not just a mini flash 
crash that can trigger a stop, it can be something 
as simple as a dividend. This is because most 
trading systems don’t adjust your sleeping stops 

for distributions. The price can plunge in a 
nanosecond. And, poof!—now you’re out there 
screaming “Sell!” whether you wanted to or not. 

2. The Dumb Market Order 
ETF traders- and, indeed, all traders - should 
generally avoid using market orders. After all, 
when you place a market order, you’re literally 
telling the market, “I just want this trade done, and 
I don’t care about the price.” Anytime you tell 
someone you don’t care about the price, you’re 
going to get a bad one. 

Still, many active traders feel like market orders 
give them guaranteed executions, and in highly 
liquid ETFs, the vast majority of the time with a 
market order in a liquidity giant they’re generally 
not going to get into trouble. 

Until they do. 

Here’s a chart of trading in one of the largest, most 
liquid ETFs on the planet: (Chart omitted). This 
was on an otherwise uneventful day, but these 
kinds of mini-flash-crashes happen in all sorts of 
ETFs all the time. Hiccups like this aren’t errors. In 
this case, the ETF dropped because of a large 
trade on the futures market, which spooked its 
price. 

Imagine being the poor guy who put in his market 
order to sell that morning. We all like to think we’re 
paying attention when we trade, but markets move 
fast. Very fast. Market orders leave you exposed 
to every speed bump and hiccup, whether you 
want to be or not. That just adds risk. 

3. Walking Into Barn-Door Spreads 
Novice ETF investors are often nervous about 
making a bad choice and getting burned, and it 
seems like just sticking with the biggest players 
would be a good safety blanket.  Unfortunately, 
even at the biggest companies, you can’t get away 
from market reality. (Omitted detailed example 
with charts). 

4. Trading On The Wrong Side Of The Flow 
ETF fund flows: Most of the time, I’m skeptical 
about their importance as an indicator that you 
can trade on. But there’s one thing you absolutely 
can bet on with fund flows: If you’re the guy buying 
and selling with the herd in a small ETF, you can 
get burned. 

(Details and chart deleted)... Notice that big swing 
from a 0.49 percent premium on July 7 to a 1.18 
percent discount on July 9? It’s driven entirely by 
fund flows. That’s a nearly 2 percent swing that 



 

  

had nothing to do with whether (ETF holdings) 
was going up or down. 

These kinds of premiums and discounts can be 
enormously difficult to predict, and can happen 
even in big funds if their underlying market is less 
liquid. 

That’s four easy mistakes, easily avoided. They all 
come down to the same things: Get informed and 
pay attention. Taking control of your trading is a 
surefire way to minimize the risks in your ETF 
strategy, and avoid ending up as another example 
in my inbox. 

“An ETF is like handing an arsonist a match." 
Investment News Highlights: 
Exchange-traded funds have now overtaken 
hedge funds in terms of total assets. That's small 
change compared with how much ETFs trade 
annually. The amount of dollars exchanging 
hands through ETFs annually is now more than 
the U.S. gross domestic product. 

But perhaps even more astonishing than the raw 
amount of trading is that U.S. ETFs only have $2.1 
trillion in assets. In other words, the turnover in 
ETFs is about 870% a year!  

LIKE A SNOWBALL ROLLING DOWNHILL 
The increase in ETF volume over the years can be 
attributed to both repeat customers as well as new 
participants who like anonymously darting in and 
out of everything from small-cap stocks to high-
yield bonds to oil futures, in an instrument that 
trades like a stock. Like a snowball rolling 
downhill, as an ETF sees volume increase it tends 
to attract more, and bigger, investors, which in turn 
increase the volume. 

All this manic trading is led by a large S&P500 
index ETF, which makes up a third of the total, or 
$6 trillion. That breaks down to about $24 billion a 
day, which is four times more than any other 
security on the planet and more than the next nine 
most traded equities combined. With $177 billion 
in assets, its yearly turnover equates to a mind-
boggling 3,400%. 

But it isn't just the old-timer ETFs contributing to 
this trading - some of the newer, more complex 
ETFs are also throwing down some ridiculous 
numbers. 

So what is the consequence of all this trading? 
Well, on one hand it is certainly good for Wall 
Street because it means about $9 billion in 
revenue from making markets based on the 

bid/ask spread, which is the difference between 
what a market maker will buy and sell an ETF for. 
This is in addition to the $6 billion in estimated 
annual revenue that ETF issuers make based on 
the expense ratio. 

But is it good for Main Street? It depends. If retail 
investors can fend off the temptation to trade, then 
all that increased activity is — perhaps rather 
ironically — a good thing for them, because it 
brings down the round-trip cost by tightening up 
the bid/ask spread.  

But if individual investors can't resist the 
temptation to jump into the fray and trade 
themselves silly, then they will just be making Wall 
Street richer, as well as justifying John Bogle's 
famous claim that “an ETF is like handing an 
arsonist a match." 

Required Disclosures: Past performance does not assure 

future results. Investors cannot directly invest in indices. There is 
no assurance that objectives will be met.  

Exchange-traded funds are sold only by 
prospectus.  Please consider the investment 
objectives, risks, charges, and expenses carefully 
before investing.  Exchange-traded funds incur 
trading and commission costs similar to stocks, 
and frequent trading can negate the lower cost 
structure of an ETF.  The prospectus contains this 
and other information about the investment 
company, can be obtained from your financial 
professional at 602-955-7500. Be sure to read the 
prospectus carefully before deciding whether to 
invest.  

The views and opinions expressed are as of the date of the 
report and are subject to change at any time based on 
market or other conditions. The material contained herein is 
for informational purposes only and should not be construed 
as investment advice, since recommendations will vary 
based on the client’s goals and objectives. Information is 
believed to be from reliable sources; however, no 
representation is made as to its accuracy. Hutchison 
Investment Advisors, Inc. is an Arizona registered 
investment advisor. Part II of Form ADV (Disclosure 
Statement) has been given advisory clients and is available 
upon request and is at http://hutchisonria.com  
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