
Opinion
Look Beyond Fees When Scrutinizing Specialized ETFs
The authors present evidence that investors face a larger risk than fees, when it comes funds issued to
capture investors' exuberance on a particular industry and topic.
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Independent directors act on behalf of fund shareholders, serving as watchdogs who monitor for potential con�icts of
interest between the fund and its adviser and other a�liates. But what is included in the envelope of “con�icts of interest”
that independent directors should be concerned about?

The Securities and Exchange Commission offers a limited interpretation of what to watch out for: Independent directors
should monitor and negotiate fees.

But, based on our academic research, we argue that the interests of shareholders are likely compromised in a large set of
ETFs for another very fundamental reason. In many cases, the mere existence of a fund destroys investor value. We argue
in these instances that the value lost to investors is an order of magnitude larger than the value lost due to excessive fees.

The fundamental issue is that ETFs are not simply launched randomly. Instead, ETF issuers launch funds in response to
investor demand. The demand, however, oftentimes is driven by an irrational component, such as sentiment or exuberance.
By the time that issuers identify the "next new trend" and launch their fund, the underlying assets reach their peak
overvaluation, on average. Since new narrowly-de�ned funds hold overvalued assets, on average, then going forward, their
performance is disappointing. Subsequently, the underlying assets shed away their overvaluation and return to their
"normal" valuation level.
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Our research found that the assets held by newly launched ETFs that specialize in narrow segments of the market, such as
a speci�c industry, sector or theme, are overvalued on a risk-adjusted basis by nearly 30%, on average. This �gure dwarfs
the impact of excessive fees.

For example, fees that are 50 basis points above the industry standard will translate to a loss of 3 cents per dollar over a
�ve-year period. However, our research indicates that for every dollar invested in newly launched ETFs, about 30 cents will
be lost in the �ve years following the fund's inception relative to other assets with a similar risk pro�le.

Therefore, the high fees that specialized ETFs charge are a signi�cant reason for the poor performance of these funds, but
are not, however, the main factor behind the underperformance.

To understand why the industry offers these specialized products, one must consider the context of the evolution of new
ETF products over the industry’s history.

After the success the �rst wave of ETFs began tracking broad-based indexes like the S&P 500 in the mid-1990s,
competition intensi�ed and fees naturally declined. Issuers then started coming up with new uses for ETF �nancial
technology.

As fees are compressed by competition among ETFs, new and different ETF products, with higher fees, are introduced to
the market. Since they are "different" and appeal to investors' new sought out trends, the sponsors can charge high fees.
Investors care more about the content of funds than the fees. Smart beta ETFs were introduced, then industry, sector and
thematic ETFs, and more recently single stock ETFs. As the ETF space became crowded, ETF issuers pushed toward
narrowing the scope of the indexes that new ETFs track while charging higher fees.

When looking at the timing of such introductions of new ETFs, we �nd that ETF issuers were often chasing themes that
investors were most excited about. In 1999, it was the tech industry. In 2007, it was real estate. In 2015, it was legalized
marijuana. In 2019, it was ESG-related stocks, and in 2020 all the excitement was about the “work-from-home” trend. In all
these examples, investors were excited about the new investment products, but the underlying assets were already
overvalued. The post-launch performance of these funds was disappointing.

With these products, ETF issuers were frequently catering to and amplifying speculative and return-chasing behavior.
Accordingly, companies often charged higher fees for these strategies than those available with ETFs that track broad
indexes.

ETF issuers are incentivized to maximize revenues from fees, and revenues are higher when investors pour in many assets.
Shops understand that investor demand is a moving target and therefore attempt to identify the next “hot” industry, sector,
theme or topic. Indeed, our research found that newly launched specialized equity ETFs tend to hold stocks that investors
are overly excited about. Speci�cally, they hold �rms that, before the ETF launch, had unusually high past returns and
received very favorable media coverage.

The incentive of ETF issuers to launch funds that cater to investors' exuberant demand is coming at the expense of ETF
investors. The performance of newly launched specialized ETFs has frequently been disappointing because specialized
ETFs that invest in “hot” industries or themes expose their investors to overvalued assets that are bound to underperform.
Plus, these products are more volatile than broad based funds.

Broad-index and smart beta ETFs are more likely to be issued after a minor run-up in the underlying indexes. After the
issuance of the ETFs, the underlying assets generate zero alpha, as one would expect from any well-diversi�ed e�cient
portfolio.

In striking contrast, industry, sector and thematic ETFs invest in assets that outperformed during the three years before the
launch, by 11% to 15% on average. However, following the launch, the underlying assets grossly underperform – with a value
loss of 25% to 28% over �ve years.

Additionally, the high fees that these funds charge magnify this loss to about 30% over this period. Given these patterns, it is
not surprising that one can spot the overvalued corners of the market simply by observing which assets new ETFs are
tracking.

It is important to note that our results re�ect “averages.” When averaging across all specialized funds, the average fund
grossing underperforms in the �ve years following the launch, but not every fund does so. It is possible – albeit not likely –
that your fund is one of those rare cases that doesn’t underperform.



Our results show that the most underperforming specialized ETFs are those with the underlying indexes that experienced
the highest runup prior to the launch. Another indicator for overvaluation is that the reason for launching the ETF is the
excitement of retail investors about a particular industry or theme.

In our view, independent directors who suspect that their funds track overvalued indexes should take measures to warn
existing and potential investors against the likely disappointing returns that they may experience. This could be in the form
of clear language in the prospectus, for example.

Alternatively, independent directors could demand that issuers publish valuation metrics for the underlying stocks of the
fund. For example: the short interest on the underlying stocks (overvalued stocks tend to have higher short interest) or the
price-to-earnings ratio of the underlying stocks. And, of course, independent directors are welcome to cite academic
research to support their claims.

Given our evidence, independent directors of industry and thematic ETFs should consider how to better interpret their
�duciary duty. In the case of independent directors on the boards of industry and thematic ETFs, the dilemma is almost
existential. It resembles the dilemma of a public health o�cial assessing the cigarettes market: Should they be more
concerned about the price of cigarettes, or that smokers are smoking at all?
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