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Three subtle etf market distortions 

 
 

Bottom Line: 
1 – Because of ETFs’ lower cash balances, the great rotation into ETFs results in extra buying of securities 
2 – Competition from ETFs has forced mutual funds to hug their benchmarks and reduce active bets 
3 – Recent regulatory changes in Europe and the U.S. have internalized the “passive is best” philosophy 
 

 
In “Dumb Beta”, I highlighted the market distortions caused by heavy purchases of similar securities by seemingly 
different “smart beta” funds. In “Modern Portfolio Theory as Opium for the Masses”, I argued that the “passive is 
best” philosophy that underpins the ETF revolution could eventually endanger price discovery and capital 
formation. 
 
Today, I want to focus on subtler distortions that are often missed by the media but do matter over time. First, the 
switch from active mutual funds to ETFs is not neutral. Because ETFs hold much less cash, the rotation creates 
additional demand for stocks. 
 
Second, competition from ETFs has changed the behavior of large active funds. Because of investors’ fickleness, 
even star managers cannot afford a bad quarter. Since most mutual funds companies rely on a handful of well-
established funds to pay the bills, flagship funds hug their benchmark to preserve their Morningstar ratings. The 
average active equity manager currently keeps his fund’s beta between 0.9 and 1.1, versus a much wider dispersion 
in the past. Worryingly, the median beta of active equity fund has risen above 1.0 this past year. This may be a sign 
of the capitulation of value investors: since finding alpha is so hard and since the stock market always goes up these 
days, why not load up on risky assets and hope to live one more day? 
 

Third, the passive philosophy has slowly permeated the minds of 
active managers and regulators. Active managers no longer 
believe in stock-picking or security analysis. Stock-picking is left 
to algorithms which are tasked to mine, and overfit, billions of 
time series to identify “factors”, which are then packaged into 
ETFs as quickly as possible. Security analysis itself can be 
outsourced to robots, as exemplified by Wells Fargo’s Artificially 
Intelligent Equity Research Analyst. 
 
Mifid 2 in Europe and the Department of Labor Fiduciary Rule 
have also internalized the passive philosophy. “Do not research 
stocks. Cut costs. Buy cheap index funds.” are the mantra of this 
bull market. The cost of this philosophy will only be obvious after 
the next market crash. 

Escaping Criticism, P. Borell del Caso, 1874  

https://marketintel.intlfcstone.com/MISecure/Flex/ViewPdf.aspx?Item=172202
https://marketintel.intlfcstone.com/MISecure/Flex/ViewPdf.aspx?Item=175818
http://www.businessinsider.com/an-ai-bot-operated-by-wells-fargo-just-slapped-sell-ratings-on-google-and-facebook-2017-10
http://www.businessinsider.com/an-ai-bot-operated-by-wells-fargo-just-slapped-sell-ratings-on-google-and-facebook-2017-10
https://www.reginfo.gov/public/do/eoAdvancedSearch
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Not All Flows Are Created Equal 
 
As providers never tire of repeating, the ETF structure is much more efficient at handling daily inflows and 
redemptions. Whereas a traditional mutual fund needs to buy and sell securities to accommodate flows, ETFs simply 
exchange baskets of shares. The former needs to keep a cushion of cash, while the latter can track the index with 
almost mathematical precision. 
 
For example, the cash balance of the Vanguard Total Stock Market ETF represents just 2 basis points of its assets, 
while that of SPY falls to zero at the end of most quarters. No mutual fund could function with so little cash. 

 
By contrast, cash assets of equity mutual funds average 3.3% of the total fund – a proportion that used to be much 
higher. Zero-interest rate policies are usually blamed for the secular decline in mutual funds’ cash balances, but I 
suspect that competition from ETFs also played a role. “If you cannot beat them, copy them” has become the mantra 
of many mutual fund managers, which have turned in closet indexers. 
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Because of ETFs lower cash allocation, the rotation from mutual funds into ETFs is not neutral: it adds buying 
power to the equity market. According to the Investment Company Institute, equity ETFs have taken in about $1 
trillion in the past two years, while mutual funds have lost $200 billion. If this money had been invested in mutual 
funds, $40 billion less would have gone into the stock market due to the difference in cash balances. For 
comparison, that is twice the market capitalization of the entire Greek stock exchange. 
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The Closet Indexing of Large Active Funds 
 
ETFs have changed capital markets in subtler ways, by changing the behavior of other capital market participants. 
20 years ago, mutual fund providers rose by differentiating themselves: Franklin Templeton boldly ventured in 
emerging markets. Capital Group prided itself on its bottom-up approach and its ability to identify mispriced 
securities. In Europe, Carmignac Patrimoine had so little regard for its benchmark that it managed to post a small 
gain in 2008.  
 
But now, these funds and these “star managers” have become the last holdouts in the war against passive 
management. High-fee flagship funds pay the bills for everyone in the company. If the flagship fund posts a bad 
quarter, the entire company gets shut down or “consolidated” by a larger rival. This pressure forces star managers 
to be a lot warier of deviating from the benchmark.  
 
As an anecdote, a good friend of mine recently joined the portfolio management team of a highly-rated mutual 
fund. Her naïve hope was to research companies, call management, and visit sites. Yet her only job so far has been 
to build trading algorithms to minimize the fund’s tracking error. 
 
In the chart below, I measured the median trailing beta of the 70 largest U.S. equity active mutual funds. In 2000, 
these funds had reduced their exposure to less than 70% of the index, as seasoned managers refused to take part in 
the speculative excesses of the internet bubble. Surely, this must have been painful when pundits on CNBC 
constantly touted the virtues of the latest dot-com IPO.  But (some) investors stuck around and were rewarded for 
their patience in the ensuing tech debacle. This gratifying tale could not happen today. First, it would be 
inconceivable for active mutual managers to deviate so much from their benchmarks. Since 2004, active managers 
have kept their median beta between 0.9 and 1.1. Second, if managers deviate, they are more likely to add exposure 
than to cut. The median beta of active equity funds has risen to 1.05 in 2017. This may be a sign of the capitulation 
of value managers: since finding “alpha” is so hard and since the stock market always goes up these days, why not 
load up on risky assets and hope to live one more day? 
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That being said, a relatively high median beta may hide a wide dispersion of views among managers. To understand 
whether there is herding among active managers, we need to look at manager-level data, rather than industry 
aggregates. In the chart below, I looked at mutual funds’ managers median absolute deviation from a beta of 1.0. 
In 2001, the median manager deviated from a beta of 1.0 by close to 50%. This share has fallen steadily over the 
past 15 years. The median active manager deviates from its benchmark by less than 10% today. 
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A Pernicious Change in Philosophy 
 
The last, and perhaps most important, change induced by the rise of ETFs is in our own heads. Managers and 
regulators alike have internalized the criticism from the passive school. Over a long enough time, the survival rate 
among active managers has to drop to zero. Fighting the trend is futile. Picking winners is a losing proposition: the 
best an investor can do is “gain exposure”.  
 
Alpha does not exist, and excess performance can always be attributed to “factors”. In turn, these factors can be 
turned into ETFs. Active investing no longer means researching stocks, it means rotating between a set of factor-
based ETFs whose performance has been backtested by machines. What goes into these factor-based ETFs is 
irrelevant. As I argued last year, most quantitative factors ultimately hold the same names: large caps with strong 
momentum and large cash balances. But such trivialities are overlooked by fund management companies: the goal 
is to get products out, and get them out fast, before fees get compressed to zero. 
 
“I will read a lot and analyze balance sheets to identify underpriced securities” has become a laughable statement. 
On the other hand, “I will run an algorithm across thousands of factors, pick the five that worked best in the 
backtest, wrap them in an ETF, and buy them blindly” is a successful business proposition.  
  
The perceived objectiveness of machines and the coldness of backtests create a welcome distance between the fund 
creator and its creatures.  Funds no longer underperform because of a bad manager or bad picks. Rather, a specific 
factor has “gone out of style”. Factors can disappear in the same mysterious ways they appeared in the first place. 
 
This crisis of confidence in humans’ ability to analyze stocks has gone so far that Wells Fargo just launched “the 
artificially intelligent equity research analyst” (AIERA), whose primary purpose is to “track stocks and formulate a 
daily, weekly, and overall view on whether the stocks tracked will go up or down”. The press release did not disclose 
how AIERA navigates the complexities of GAAP accounting and whether it reads footnotes at the bottom of 
financial statements. I am sure that the answer would involve the words “deep learning”, “neural networks”, and “a 
training set of billions of financial statements and media communications”.  
 
However, I would like to stress that the advances of artificial intelligence in language processing have been extremely 
low. Machines can defeat the smartest humans at chess and the game of go, but they struggle to write a sentence in 
plain English or to understand the social norms that govern interactions with humans. 
 
AI’s limited understanding of meaning was perhaps best summarized by Microsoft’s Tay, a lovely AI chatbot which 
was engineered to engage Twitter users in “casual and playful conversation”. Within a day, sweet Tay had turned 
into a Tourette-afflicted racist and anti-Semitic bigot. 
 
 
 
 
 
 
 
 
 

Tay after 24 hours on Twitter… Just imagine her stock picks! 

https://marketintel.intlfcstone.com/MISecure/Flex/ViewPdf.aspx?Item=172202
http://www.businessinsider.com/an-ai-bot-operated-by-wells-fargo-just-slapped-sell-ratings-on-google-and-facebook-2017-10
http://www.businessinsider.com/an-ai-bot-operated-by-wells-fargo-just-slapped-sell-ratings-on-google-and-facebook-2017-10
https://www.theverge.com/2016/3/24/11297050/tay-microsoft-chatbot-racist
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The past decade has been brutal for young graduates aspiring to work in finance, with two exceptions – compliance 
roles and big data / data science jobs. None of these require the ability to analyze a balance sheet, but they signal 
the transition of the industry. Asset managers are no longer expected to play a role in price discovery or capital 
formation, but they are a public utility whose undue profits need to be regulated. The work of capital allocation is 
similar to that of providing electricity to a large city: the problem is complex, but machines are much more likely to 
solve it than humans. Portfolio managers and research analysts are to a modern economy what tonsils are to the 
throat: a mildly irritating relic from a prehistorical time. Luckily, they will eventually be swiftly removed by 
algorithms and robo-advisors. 
 
Regulators have adopted this general mindset. The general thinking seems to be that society would be better off if 
the brightest minds studied science or created start-ups rather than join hedge funds. Since asset managers on 
aggregate cannot beat the benchmark, why should they even try? Despite all the glossy marketing material on banks’ 
brochures, most private bankers do little beyond occasionally rebalancing a 60/40 portfolio. A robot could that at 
much cheaper cost.  
 
Embedded in the Department of Labor Fiduciary Rule is an effort to force broker-dealers and investment advisors’ 
assets into cheap index funds. Fees and commissions are seen as inherently suspicious (which they often are), rather 
than the counterparty for a valuable service (which they sometimes are). 
 
In Europe, Mifid 2 will lead to a massive shrinkage of research budgets. According to a recent CFA study, 78% 
managers expect to source less research from investment banks, which are currently the primary providers of the 
service. Even independent research providers will see budget cuts. Most managers expect to increase their internal 
research budgets, but this seems like wishful thinking in an era of ever-shrinking fees and ever-increasing compliance 
costs.  
 
This regulatory war against active management makes for good politics. Portfolio managers, private bankers, and 
research analysts elicit little public sympathy. Much of the industry has lived very comfortable lives despite very 
mediocre performance. As the old Wall Street joke goes, nobody can find the clients’ yachts. The benefits of the 
switch to passive vehicles are obvious: cheaper fees, greater transparency, and fewer conflicts of interest. But the 
long-term costs are not known yet. The value of price discovery, and the cost of eliminating it, will only be evident 
when the “everything bubble” ends in tears.  

   

https://www.reginfo.gov/public/do/eoAdvancedSearch
https://www.cfainstitute.org/ethics/Documents/CFA_MiFID_FINAL_LOW_RES_v2.pdf
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INTL FCStone Financial Inc. is a wholly owned subsidiary of INTL FCStone Inc. INTL FCStone Financial Inc. is a broker-
dealer member of FINRA and SIPC and registered with the MSRB. This material should be construed as market commentary, 
merely observing economic, political and/or market conditions, and not intended to refer to any particular trading strategy, 
promotional element or quality of service provided by INTL FCStone Financial Inc. It is not meant to be viewed as analysis 
or opinion of any security, country or sector. This information should not be taken as an offer or as a solicitation of an offer 
for the purchase or sale of any security or other financial instruments. The Economic Data presented is currently available in 
the public domain and while it is from sources believed to be reliable, it is not guaranteed to be complete or accurate. The 
content is not research, independent, impartial or a recommendation. This communication is not intended to be disclosed 
or otherwise made available to any third party who is not a recipient. INTL FCStone Financial Inc. is not responsible for any 
redistribution of this material by third parties, or any trading decisions taken by persons not intended to view this material. 
 
INTL FCStone Financial Inc. in its capacity of market maker may execute orders on a principal basis in the subject securities. 
INTL FCStone Financial Inc. may have long or short positions in securities or related issues mentioned here. This market 
commentary is intended only for an audience of institutional investors as defined by FINRA Rule 4512(c). Investors in ETFs 
should read the prospectus carefully and consider the investment objectives, risks, charges and expenses of an exchange traded 
fund carefully before investing. Past performance is not indicative of future results. 


