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Wiser Wealth Management

* Fee only investment advisory firm

« Wealth Management services includes
— Asset Management
— Tax Preparation
— Estate Planning

Wiser Wealth Management

« Construct portfolios entirely from ETFs
* Use passive strategy, diversifying globally
» Focus on asset allocation

» Manage client’s asset with ETFs portfolios
from an array of objectives and risk levels

—Income, aggressive growth, capital
preservation, and every category in between

Building ETF Portfolios

« Building an ETF portfolio utilizes all the
same principles of building stock and bond
portfolios.

» Having an in-depth knowledge of ETFs is
what will set you and your portfolios apart.

* The benefit of low cost, diversified
portfolios built using ETFs from asset
classes is risk reduction .

WEALTH MANAGEMENT

Class Outline

e ETF Structure
Strategies
Analyzing ETFs
Portfolio tools

WEALTH MANAGEMENT




What is an ETF

» An Exchange Traded Fund is a basket of
securities that track an assigned index

« ETFs are very similar to index mutual
funds except
— Trade like a stock
— Trade at a market price, not at NAV
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Lomparison o1 E 1S and inaex Funas

ETFs Index funds

Ownership » Purchased as blocks of shares » Purchased directly from the fund

Pricing » Bought and sold throughout the » Priced at close of market each day
day on an exchange

Management style » Passive management » Passive management
» Portfolio changes occur when » Portfolio changes occur when
underlying index changes underlying index changes
Costs » Brokerage and trading costs » Ongoing management fees

» Possible commissions.

Pros and Cons of ETFs

* Pros * Cons
— Tool for implementing — Brokerage costs
asset allocation — Market pricing
stratejgles‘. o — Relatively new
— Passive diversification _ Limited selection in
— Transparency certain asset classes
— Cost
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ETF Objective: SPY

“The Trust's Holdings are comprised of the 500 stocks
in the S&P 500 Index, which is designed to capture
the price performance of a large cross-section of the
U.S publicly traded stock market.

The SPDR Trust, Series 1 seeks to match
the total return of the S&P 500 Index. To accomplish
this, the trust utilized a full replication approach.
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Structure of ETFs

¢ Unit Investment Trusts
¢ Open-End Funds
¢ Grantor Trusts

Unit Investment Trusts

* The First ETFs Were Unit Investment

Trusts
— An example of a UIT is the SPDR, SPY
* SPY is the oldest and most popular ETF in the
world
— The structure requires the fund management
to fully replicate the underlying index

UITs

 Since an ETF structured as a UIT fully
replicates the underlying index, it usually
trades at a relative value to the index.
— Example: SPY trades at 1/10 the index price

UITs

« Dividends
—When an UIT ETF receives income from
coupon or dividend payment, the proceeds
are held in trust until they are paid out to
investors on a quarterly or monthly basis




Open-End Funds

» More flexible compared to UITs
* Have limitations

Open-End Funds

* Flexibility
— Ability to optimize the portfolio

« Useful when tracking extremely large indexes,
indexes that have illiquid holding, or ones that are
difficult to trade.

« Give fund manager the ability to use futures,
options, swaps, or other securities not included in
index that the manager believes will help the fund
better track the index

— This is usually limited to 5-10% of portfolio

Open-End Funds

e This ETFs can lend securities to other
investment institutions for short selling,
etc. to create income for investors

 Dividends can be reinvested back into the
fund and paid to investors monthly or
quarterly

— Reinvesting dividends into the fund can create
larger or small dividend payments

Open-End Funds

* Limitations
— Diversification requirements

* No more than 25% of the fund can be invested in
one security.

« This is usually never a problem
— In the future, this rule may limit actively managed ETFs

Grantor Trusts

 This structure is best suited for holding
commodities

— This ETF represents relative ownership in the
underlying index.

Grantor Trusts

« Example:
—The ETF, GLD, SPDR Gold Shares price
represents 1/10 ownership of an ounce of a
400 oz. London Good Delivery bar of gold
bullion

—The gold bullion is held in the London vault of
HSBC Bank
— The Grantor Trust ETF is unique in its taxation

* The investor is taxed as if they own the gold bullion
as a partner in the trust




ETN Structure

« Exchange Traded Notes are products issued by
investment banks
— Unsecured debt
— Best structure for any index product hard to invest in
or illiquid
— Unlike ETFs, ETNs are promissory notes from the
issuer.
« Do not have to hold underlying index
« Must give investors the exact price movements of the
underlying index

— Issuer is responsible for investment returns unlike an ETF
those issuer attempts to replicate an index

ETN Structure

* Credit Risk

—An ETN investor is a debt holder in the
issuing firm

— The first and only ETN default happened on
September 15 when Lehman Brother filed
bankruptcy.

— Credit default swaps may be important for
some investors to hedge the potential default
risk

ETNs

* Where they work best
— Currency Exchanges
— Commodities
— Strategies
« Buy/Write Strategies
— Unusual Asset Classes
« Volatility Indexes

Creation and Redemption of ETFs

. Unlike UITs, the shares of an ETF cannot be
redeemed by any investor. Only large institutions
defined as “Market Makers” can step in and buy or
bring in ETF creation units.

. Creation Units

—  ETFs are created and redeemed in what are called creation
units. Creation units are the basket of securities the ETF uses
to track the index. Remember that the ETF is often not
required to hold 100% of the underlying index components.

—  The market makers for the ETF can create an ETF by
purchasing the creation units. To do this the market maker
purchases the individual components of the creation units on
the open market. Once they have done this they trade in the
creation unit to the ETF issuer for shares of the ETF.

How do ETFs Trade

e Like Closed-End Funds, ETFs have a
market price and a Net Asset Value
(NAV). The market price is independent
of the NAV. What happens when the
market price trades at a large premium
or discount from the NAV which the ETF
represents.




The Arbitrage Process

There is an opportunity for arbitrage when an
ETF trades below the NAV. An investor could
step in and buy the “basket of securities” the
ETF represents and sell them “unbundled” as
individual securities on the open market
making a profit from the spread between the
ETF price and market price of the individual
securities.

There is also opportunity for an investor to
“create” units of an ETF when the ETF is
selling for more than the NAV or at a premium
to NAV.

Portfolio Rebalancing- In-Kind
Transfers

* The transfer of the creation units and

ETFs is called in-kind transfers. This is
very similar to “swapping” the creation
unit shares for ETF shares and no
money is changed hands. This protects
each party from recognizing income
which may be taxed in some countries.

Redemption

The ETF redemption process is very
similar to the creation process. The ETF
shares can be traded in for creation
units, usually 50,000 ETF shares or the
basket of securities that the ETF covers.

No Credit Risk

e The ETF issuer is the advisor of the fund and holds the
assets of an ETF in trust for the ETF shareholders.
The total assets in an ETF are separate from the
issuing company’s balance sheet. If the company
issuing the ETF files bankruptcy, the ETF assets are
preserved separate from the company

*  When an ETF issuer goes under or closes an ETF
fund, The ETF shares are liquidated at NAV and cash
is distributed to the ETF shareholder.

*  ETNs however have full credit risk of the issuer and
should be treated differently than ETF even though
they can have similar characteristics.

The Closing of Funds

When this happens

— An ETF can close for two reasons; the

issuing company goes bankrupt or the
issuing company closes the ETF because
the issuing company cannot effectively
executive the fund’s objective or cannot
cumulate assets and therefore cannot create
enough revenue to justify the fund’s
existence.

The Closing Process

* The issuing company goes through a process similar to
the following. A last day of trading for the ETF will be
determined, which includes the last day to create or
redeem creation units. At the end of that trading day,
NAV is calculated for the ETF. Investors will receive the
cash amount of the NAV at the end of the last trading
day for each ETF share they own. They will not incur
any transaction fees and the ETF issuer takes on the
other cost of closing. Once the fund management
decides to liquate, the fund’'s management will no longer
pursue the fund’s objective but instead work toward
executing the best prices for the underlying securities
which will be issued to shareholders. This is an example
of how ETF liquidation has taken place, executed by
]Z(Sl&ares when they closed their HealthShares ETF

unds.




The Relationship ETFs Have With
Indexes

e The structure of ETFs mandates that
they track a predetermined index. As
mentioned, ETFs can optimize the index
but most retain a majority (90%) of the
securities within the index.

Case Study

The ETF issuer is not in control of the underlying
indexes they track, in 2008, Barclay's under very
special circumstances was allowed to buy the index
department of Lehman Brothers. This represents a
potential conflict of interest that is generally not
allowed. The ETF issuer acts as the advisor to the
fund and is responsible for carrying out the fund’s
objective. When the index provider changes the index
or any of its components the fund must follow. The
ETF issuer is not responsible for the index; it is
responsible for tracking the index and therefore the
fund issuer must change its constituents as the index
does so.

No Manager Risk

» ETFs have a portfolio manager but managers
do not try and create alpha like the traditional
mutual fund manager. ETF portfolio managers
are in a more administrative role. Their job
function is to see that the ETF’s objective is
met. In most traditional cases, this means
tracking the underlying index as closely as
possible less the expense ratio. The ETF
portfolio manager in the open ended structure
Is allowed to “loan” shares of the ETF to
investment banks to short sell and manager
the small amount of cash the ETF holds.

Management Optimization

ETFs are permitted to “optimize” and define
the basket of securities the ETF will represent.
In most cases it must represent 90% of the
underlying index. The objective of ETF
optimization is not to choose better performing
stocks or bonds but to represent the underlying
index in the best possible way.

This is why the traditional ETF is called a
passive investment vehicle. The manager
does not take any action to side step poorly
performing stocks or bonds

The Exchange in Exchange Traded Funds

* When you invest in ETFs you are trading
the fund over your respective exchange.

« An ETF investors buys an ETF at the
Market Price, not the NAV price

» Unlike Mutual Funds where investors
interact with the issuing company, ETF
investors interact with others on the
exchange.

Features: Trade Intraday

Unlike Mutual Funds, ETFs can trade
throughout the day just like a stock. Instead of
trading an individual company stock, the
basket of stocks contained in the ETF are
priced, traded, and in general follow the basket
of underlying stocks throughout the trading day
In the US, ETFs have been known to have
lower Bid/Ask Spreads collectively than
individual stocks they hold. This is especially
true in less liquid asset classes like small cap
stocks where the ETF is more popular than the
stock and has more trading volume.




Trade Like a Stock

e An ETF and its respective underlying index is an entity
in itself.

e Agood example was this year in the middle of the
credit crisis. Bond ETFs strayed very far beneath their
NAV. The problem seemed like there was not large
institution stepping in and providing better pricing
through an arbitrage opportunity for an institution. At
further study, what was happening was that the bond
market was not trading and the bond market was not
offering proper pricing for the NAV of the ETF. In most
cases, ETF prices follow the prices of the underlying
securities. In the bond market where many bonds
were carrying “stale prices” from an inability to mark to
market. The ETF market stepped in and was pricing
the underlying basket of bonds. In this case, the ETF
market was acting as a price discovery mechanism
rather than a price following mechanism.

Trade Like a Stock

« Just like shorting a stock, ETFs can be
shorted. Inthe US, ETFs have no uptick
rule and stocks can be shorted on the
down tick.

Trade Like a Stock

« Have ability to trade options when
available
« In many markets, there is a lot of volume traded
around ETFs. Expect to see options and futures
contracts grow as the ETF market grows.
< Buy on margin with leverage like any
other security

Dividends

« An ETF pays dividends to its shareholders
only if the underlying stocks or bonds pay
income.

 All cash flows from an ETF are considered
“Dividend Income” which matters in
countries with tax law that differentiates
dividend income from ordinary income.

Dividends Continued

* Investors need to be aware of how an ETF
pays out dividends and the potential tax
implications

» Some ETFs track indexes made from
rolling futures contracts and will not pay
any dividends because futures contracts
do not yield any income.

Dividends Continued

» Tax implications
— You need to be aware of how your country classifies
ETFs. Many governments have not made firm
legislation on them since they are relatively newer
products. Inthe US, most ETF structures “ride” over
laws that do not specifically cover ETFs or ETNs
« For example: commodity ETFs (note: this asset class is
mostly covered by the ETN market) are considered in the US
to be a legal partnership in a trust whose sole objective is to
track a rolling futures contract index. Therefore, investors in
the fund receive annual K-1's on the profit/loss of the fund
without selling anything.




Dividends Continued: Structure
Matters with Dividends

ETF legal structure usually mandates how income from the
underlying issues are treated.

— Open-Ended Structure: all income is invested back into the fund until it
is distributed out at quarterly or monthly intervals.

— Trusts (UIT/Grantor): This legal structure mandates that the funds hold
all income received in cash until it is distributed out at quarterly or
monthly intervals.

Since the open-ended structured ETFs can reinvest dividends, a
“Cash Drag” can happen over the long run where two funds, tracking
the same index can have dissimilar performance because one
reinvest dividends and one does not.

The most popular ETF, SPY, which tracks the S&P 500, has a
structure which does not allow it to reinvest dividends and a similar
fund, IVV, which also tracks the S&P 500, reinvest dividends

— Sofar, tlhis has not be an issue and the spread between the two funds is
nominal

ETF Costs

» The ETF'’s expense ratio represents the cost of

the fund’s advisor managing the ETF’s objective.

— The expense ratio is subtracted directly from the
ETF’s earnings
— Average ETF cost is extremely low compared to
alternatives
« The average cost of an ETF on the SGX is .61%
« In the US the average ETF cost is .54%
— The median cost is .25%
— An ETF portfolio can be easily built with expense ratios of .25%

ETF Costs

¢ Transaction Cost:

— Internal transaction cost from ETF turnover is
extremely low since ETFs track Indexes

— Investor transaction cost is the same as
trading any stock with your respective broker

Bid/Ask Spread

The extra cost of active trading

— Why and how this happens

« Onsome exchanges, market makers create
bid/ask spread.

* In high volume ETFs, Bid/Ask spread may be
smaller than underlying securities

« This can happen in very popular and highly
followed indexes like the Dow Jones and S&P
500

* However, with new ETFs that are not regularly
traded the bid/ask spread can become a cost.

Trading an ETF

* Do not trade ETFs with market orders
— Use Limit orders
— Place Limit Orders near NAV

» Trading Volume Myth




ETF Strategies

. Asset Allocation

. Core Satellite

. Fixed Income

Market Exposure

Risk Management

Tactical Rotation and Allocation

. Hedge Fund Strategies

. Leveraged Strategies

. Short Strategies

0.Alternative Weighted Index Strategies
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Asset Allocation
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Core/Satellite

 This strategy consist of having a core
holding in a passive investment and
satellite investments in active investments

» Used to manage risk

« This strategy can be very simple to use
but could be used with a lot of quantitive

research.

Core/Satellite

Steps to building a Core/Satellite Portfolio
1. Build an asset allocation

— Choose passive investment vehicle for each
asset class

2. Find where it adds the most value adding
active management
— Active management adds active risk

12



Core/Satellite

 “Active Risk Budgeting”
— Creating a band around a benchmark in which
you do not want a manager to deviate
— Precisely define risk level

— Back out weighting for each asset class of
passive and active management

Core/Satellite

Core/Satellite

Fixed Income Strategies

Benefits

— Gain exposure to fixed income markets
— Reduce active management risk

— Reduce single bond issuer default risk

13



Gaining Market Exposure

« ETF are a way investors can gain market
exposure without choosing individual
stocks or bonds

Risk Management

* When over-allocated in a particular sector,

security, country, currency- an investor
can use an ETF to diversify a
concentrated portfolio

 Useful for clients who must have a
concentrated holding like a company
executive whose compensation is partly
stock options.

Risk Management

« Hedging risk with long short strategies

— Long Stock, short sector

— Long country, Short region

Using this strategy requires high
correlation among the two securities, ETF
can provide this in some circumstances.

Tactical Rotation

 Tactical rotation is rotating among asset
classes.
— Having broad exposure
— Changing allocations frequently
— Moving among asset classes
— Uses technical and fundamental analysis

Tactical Rotation

» This approach is designed the ride market
cycles among all asset classes




Hedge Fund Strategies

» Very Technical

» Uses currency trading, hedging, shorting,
etc

« Use leverage

Leveraged ETF Strategies

» Through ProShares
— Will trade on underlying indexes and ETFs
— Ultra Long (2x)
— Ultra Short (-2x)
—Short (-1X)
« Through Direxion
— 3x short/long major indexes

How leveraged ETFs Work

Growth 12/31/2007-12/31/2008
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Why Leveraged Performance is
Different Than What You May think

» Compounding
« Index Volatility
« Objective
— Return daily results

Alternative Weighted ETFs/Indexes

e Can be used in all ETF strategies

» Based on alternatively weighted indexes

— Or an alternatively weighting of a traditional
index
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Fundamentally Weighted Indexes

» Use fundamental metrics to “choose” or
screen stocks. Stocks are reweighted
within an index or asset class.

— Many will use a variety of metrics
* Book value, sales, market cap, dividends, earnings

— The goal is to weight the index most heavily
with stocks scoring highest in the screens.

Fundamentally Weighted ETFs

» Research shows the benefit in fundamentally
weighted indexes. (However, some research
points out the flaws in this strategy.)

— Higher expense ratios

— Higher Turnover
« Research shows that it is really the rebalancing that adds
value and the fundamental factors used are not as important
— Do not track popular benchmarks
« Hard when they inevitably do not beat their benchmarks over
a short period of time.
« They market themselves as beating traditional indexes over
the long run.

Fundamentally Weighed ETFs

« Things to watch out for

— Many fundamental ETFs change the
weightings or holdings so much from the
index that they take on risks that may benefit
the fund in the short run

« Lower market cap
« Overweight defensive sectors

—When analyzing these funds make sure
performance is not being “bought” by risk

Analyzing ETFs

* What are we concerned with?
— Underlying Securities
— Underlying Index
— Structure
— Provider
— Total Cost

Underlying Holdings

» Make sure you know what your exposed to
— The benefit of diversification is relatively no
business risk
« Limited affect from bankrupt companies
— The “fair value” of an ETF can theoretically be
the weighted average of all the stocks within
the underlying basket of securities

« This is a difficult process and may not be needed
depending on your investment strategy

Underlying holdings

» Since ETFs trade as a basket of securities
— Know the basket of securities
— Example: our exposure to Lehman Brothers on Sept.
15 (the day they filed for bankruptcy) was less than
1%
* Some Key things to know about your ETF'’s
weightings and holdings
— Weightings of the top 10 holdings
— Weighting of your smallest holding

— Weighting of largest/smallest holding in each
sector/industry

16



Underlying Holdings

« Even when you have a good feeling for an
index, it is important to know
— Market Capitalization (Size)
— Sector Exposure
— Country Exposure
— Currency Exposure
— Average Credit Quality
— Duration

Know Your Index, Know Your ETF

 If you know you the underlying Index you know the ETF
— However, Look at how closely the ETF has tracked the index
— Look at if the ETF represents the underlying index and will give
investors the return of the index in the future.
« Is the index optimized?
« If so, How much?
— Does the issuing company have experience with indexing?
— Does the ETF structure allow for the lowest tracking error.
« In some cases full index replication does not lower tracking error

« Example: large indexes whose lowest holdings are less than 1%
and can be illiquid and costly for the ETF to track.

First Look at the Index

« Two indexes covering a similar asset class
can perform very different.

e Why?
— Weighting among sectors/industries
— Percentage difference in top/bottom holdings

— Weighting among market cap (Ave. Market
Cap)

— Weighting among credit quality, duration, etc
in fixed income ETFs

Index Weighting

« Differences in index weighting means
different risks

» Examples

— Higher % of smaller companies means
increased volatility

— Higher exposure to higher risk countries could
mean vastly different risk make up

Indexes

* Bond Indexes

* The weighting of bond indexes is extremely
important. A bond index does not want to
overweight countries or companies who are
overleveraged, rewarding companies or countries
with higher debt/equity ratios.

Indexes: Case Study

Sector Breakdown

DJ Japan Index FTSE Japan Index

17



Indexes:

e DJ Japan
— Ave. Mrk Cap (mil):
$6,284
— Total Mrk Cap (mil):
$2,358,008

— # of Stocks: 1108

— Assets in top 10
holdings: 18.62%

Case Study

e FTSE Japan

— Ave. Mrk Cap (mil):
$8,830

— Total Mrk Cap (mil):
$1,790,405

— # of Stocks: 459

— Assets in top 10
holdings: 22.70%
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Index Selection Criteria

Use only the highest quality indexes

* Are the indexes...

» Complete
* Objective

Accepted by investment community
Objective in rebalance methodology

Index Criteria

e Completeness

— Does the index cover the specified asset
class completely? Is it a good benchmark?

—If not, is the asset class hard to invest in,
illiquid, or non transparent?

— For example, extremely small stocks can be
very illiquid and hard to represent in an index

—In a case like that, a more representative
index may be preferred.

Objective

« How objective or rule based is the index?

— This is important because it helps an ETF
manager prepare and predict changes in the

index constitutes.

« This allows for a closer tracking error to the index
— Predictability and familiarity

« Can you predict how the index will perform in
different market conditions?

Acceptance by the Investment
Public

* Integrity
— Integrity to continue to provide an index that
will represent a market segment no matter
what the market conditions are like
* Benchmark

— Major benchmarks make for great ETF
investments
« Investors will be quicker to buy use products

18



Rebalancing Methodology

» Does the provider have a very strict method for
rebalancing?

— Example: The S&P 500 is governed by a committee.
The committee is designed to make sure the indexes
are objective and are the best representations of their
asset classes.

« Companies must be profitable (4 quarters of profits)
« Must be traded on an exchange for one year (no IPOs)
« Rebalance annually with above methodology

Provider

» Do your due diligence of ETF providers
 Are they experienced in issuing ETFs?

« Always read all the information provided
by the fund to public

— Example case study:

« In a very competitive ETF asset class, two ETFs
covered the same index however the costs were
different. After further reading, one provider said
they would guarantee the low price only for a short
time and would be increasing it soon.

Total Costs of ETFs

« Expense Ratio

« Tracking Error

* Bid/Ask

* Liquidity

¢ Turnover Cost

« Transaction Cost

Expense Ratios

» Expense Ratios are the most direct costs associated
with ETFs

* When comparing benchmarks and not paying an active
manager to provide alpha, costs matter a lot.

» Since traditional indexes and ETFs do not try and
produce excess returns over the benchmark but are
designed to track the benchmark. The costs of the ETF
should pay for administrative cost and managing the
fund’s objective.

* The Expense Ratio includes all the fees (except
turnover) the fund management withdrawals from the
funds earnings.

Tracking Error Cost

 Tracking error is the difference between
the index performance and the Fund’s
gross Performance
— This difference does not include the fund’s
fees
« A large tracking error can take away any
advantage of a small expense ratio.

Premium/Discount:
NYSE Ticker (EEM)

Note how in some years the tracking error helped the ETF investor and in years
like 2007 and YTD 2009 the investor has been hurt by the discount to the index
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Bid/Ask Spread

The Bid/Ask Spread of an ETF can be a cost for

active traders

— Remember that ETFs need to be bought with a limit
order

As trading ETFs become more popular, the

bid/ask spread should shrink due to efficiency.

In the US, the Bid/Ask spread for some ETFs is

said to be closer than the underlying stocks in

the index.

Liquidity

 Both the underlying holding’s liquidity and

the ETF’s liquidity needs to be considered

In-kind Transfers help market makers
execute large orders.

Turnover Cost

The cost of the ETF rebalancing due to the
underlying index rebalancing should be
extremely small.

Of course, this cost will increase as the

number of times the index rebalances.

— The average traditional market cap index
rebalances annually and rarely makes many
changes

Turnover Cost

Turnover cost are not included in the index
performance since you can not invest
directly into an index.

— With rule based indexes turnover comes from
changes in holdings, and rebalancing
methods.

ETFs and other index related products do

incur this cost.

— Be aware that higher turnover will directly
affect cost

Transaction Cost

Transaction cost will represent the largest
cost small investors.

Broker fees apply
Platforms are being developed to trade
ETFs in large bunch transactions within

group accounts like 401k plans to reduce
this cost.

Portfolio building

Building a solid ETF portfolio is simple
once you have the knowledge and tools to
do so.

* Steps

— Choose ETFs in every asset class you would
like to invest in.

— Choose asset allocation

20



Choosing ETFs

 Using a variety of analysis methods for
each asset class to determine the most
suitable ETFs

— Be aware of overlapping holdings

— ETF risks among all asset classes of ETFs

« Each asset class has its own risk and should be
analyzed by comparing similar indexes and funds
side-by-side.

« Bond ETFs, in particular, have a lot of variety
among the risks in bond portfolios in different
countries, yield ranges, quality, and duration.

Allocation

» Numbers can deceive?

— Yes, especially if there has been dramatic changes in
the short term in a market.

— If the risks of a market have changed

— Ifilliquid markets have very quickly gained attention of
international market participants and are rapidly
becoming more and more liquid.

— Focus of full market cycles and not trends

« However a diversified portfolio should hold up better than a
non-diversified portfolio after bubbles and sharp market
corrections

Allocation

» The most important decision is asset allocation
— Diversification
— Historical Return, historical performance
« Use historical return to determine predictability of index/ETF
— Correlation
« Should this level of correlation continue?
— Risk measure
« Standard deviation
— Variations?
— Best measure?
— Other risks?

Building Portfolios

« Choosing between allocations
— Sharpe Ratio
* (Rp-Ree)/ p
— Modern Portfolio Theory
« Efficient Frontier
« Lowest variance portfolio

— Building multiple efficient portfolios at differing
risk levels.

« Efficient portfolios

MPT Efficient Frontier
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Building Portfolios

Building Portfolios

Mean | Risk
Sharpe
% %
Model
1 10 17 .38
Model| g 11 40
2

¢ Model 2 is the
more efficient
portfolio

* However, Model
1is more risky
and will have a
higher expected
return due to
increased risk

Risk Free Rate 3.5%

Risk/Reward Moderate Portfolio

T

By using a variety of asset classes with a variety of risk/reward profiles, we can
build a highly diversified portfolio while managing risk.

Sample Passive Portfolio

« Short Term Government Bond « Returns from 12/31/2998-
1/31/2009
— Moderate Portfolio: 3.59%

Index

« Barclays Aggregate Bond

Index

Gas Index

« MSCI EAFE Index

High Yield Bond Index
Emerging Market Bond Index
S&P 500
S&P 400
S&P 600
Dow Jones Oil and Natural

+ Emerging Market Index
+ Dow Jones Commodity Index

— S&P 500 (Benchmark): -

2.23%

+ Return comes from asset
allocation

— Increased bond holdings

« High Yield, Emerging Market
So\k/)erelgn Debt, Government
Debt

— Performance comes from

increased risk
« Smaller sized stocks
« Foreign exposure
+ Sector exposure

Today’s Class Summary

e ETF Structure
» ETF Strategies
« ETF Analysis
« ETF Portfolios

Actively managed ETFs

Future of ETFs

— Bringing transparency to managed funds

Alternative asset classes
— Volatility Indexes
— Option Strategies

* Further cost reduction
 Better, more transparent indexes
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