February 2013

Canadian ETF Outlook 2013

Monthly Strategy Report October 2011

BMO Global Asset Management Canadian ETF Outlook 2013

2

T
The key to
continued growth
will be developing
new uses for ETFs,
and expanding
the ETF user base.

he Exchange Traded Fund (ETF) industry has grown at a rapid pace, both
in Canada and globally, driven by the inherent benefits of ETFs and a
dynamic and expanding group of products. As the Canadian ETF industry
is still in the early stages of development, we see great potential for even
further expansion and diversification in 2013.
The key to this continued growth will be developing new uses for ETFs and
an expanding user base. In 2013 we also expect to see stronger competition,
the convergence of the mutual fund and ETF industries, and cost as some of
the key trends that will impact the ETF landscape.

The Year in Review
ETFs enjoyed a banner year of growth in 2012. At year end, the Canadian ETF
industry had approximately $56.4 billion in assets under management (AUM),
an increase of 33% over 2011. The five year compound annual growth rate
(CAGR) now sits at a robust 25.5%, and Canada had its largest ever annual
inflows at $12 billion. Despite the low interest rate environment, fixed
income had the largest percentage of ETF inflows, at close to 60%.
Globally, ETFs are a strong success story. 2012 was the largest year on
record for global ETF flows. We can look to the American market as a helpful
predictor of what we can expect to see in Canada, as the U.S. ETF industry
now has over $1.3 trillion in AUM, and is close to 70% of the global market.
The first trend in the U.S. ETF industry was the success of factor based
strategies. Defensive equity strategies with a low volatility focus attracted
strong asset growth. The second trend was the attention devoted to active
ETFs, however, this was distorted due to the success of one provider in fixed
income. It will be more difficult to transition to equity markets.

The Expansion of Etf Use
A key driver of growth in 2013 and beyond will be expanding the user base
of ETFs. The current split in Canada is approximately 40% retail and 60%
institutional. ETF growth can also be attributed to switches from holders
of individual securities, as investors have focused on asset allocation over
security selection.
Looking at institutional uses, from the Greenwich Associates 2012 U.S. ETF
Study, historically ETFs were used for short term tactical purposes such as
transitions and rebalancing. Now ETFs are also being used as strategic tools
for obtaining long term exposures. The use of ETFs for portfolio completion
strategies has grown from 22% in 2011 to 42% in 2012, and ETF overlay
strategies have2 grown from 10% to 31% during that same period.
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This trend of long
term strategic use
of ETFs in portfolio
construction has
led to a significant
shift in the holding
period of ETFs.
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This trend of long term strategic use of ETFs in portfolio construction has
led to a significant shift in the holding period of ETFs, and is expected to
continue. These institutional trends can be viewed as an indicator for future
ETF adoption by portfolio managers and advisors.
From an advisor perspective, there is increasing regulatory pressure on fee
disclosure. This is causing advisors to re-evaluate embedded product fees.
Advisors use ETFs in fee based accounts, managed accounts, and commission
accounts. In fee based accounts, ETF usage is on the upswing, due to their
appeal as low cost investments.
For direct investing retail users, Investor Economics has noted that wealthier
households have historically favoured ETFs. However, recently we have seen
younger investors become the biggest users of ETFs. These findings were
confirmed in a Cogent Research study, “More than 40 percent of Generation Y
investors said they owned at least one ETF, compared with just 19 percent of
Generation X investors and 10 percent of baby boomers.” Maintaining both
of these trends will ensure that the ETF industry is strongly positioned for
future growth.

Trends Moving Forward
We expect 2013 will see stronger competition in Canada, as market share
becomes more balanced across industry participants. Meanwhile, the growth
rate of the ETF industry continues to look attractive to new entrants, even as
barriers to entry increase both through lower management fees and trading
efficiencies as newly launched products develop secondary market trading
flow. This will increase the entrenchment of existing products, but will not
deter outside firms.

Positioning for defensive growth. With low yields limiting potential fixed
income returns, investors, while well aware of market risks, will cast a wary
eye towards equities. Additional equity exposure may be added if investor
confidence increases further.
The convergence of the mutual fund and ETF industries. ETFs are
commonly being used for tactical allocations as well as for exposure to more
difficult to access asset classes. As fee reductions in 2012 are now reflected
in core ETFs, we can expect even greater strategic penetration in portfolios.
Cost remains key. We expect further price competition across providers
beyond what we saw in 2012. Looking to the U.S., we have also seen the
rise of providers that now offer low fee proprietary ETFs with minimal
commissions on their trading platforms. We can expect that distribution
channels will become a key competitive aspect going forward.
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The preference for income and the search for yield. With interest rates
expected to remain low to support fragile economic growth, investors will
emphasize income producing equities and strategies to enhance overall
portfolio yield. Investors will continue to invest a portion of their bond
exposure in higher yielding assets by adding more credit exposure.
The industry is still strongly positioned. Newer providers have
diversified their product line-ups, and additional entrants are a strong
possibility in 2013. At the same time, we saw the highest number of
Canadian ETF closures in 2012, and we can expect more of the same in 2013
as there will be winners and losers among similar products. Products that are
too niche will find it difficult to grow, while those that are based on sound
concepts and an investable underlying portfolio will see strong asset growth.
The rapid growth we saw in the ETF industry in 2012 is likely to continue in
the coming year. The expansion of the global ETF industry has led to more
innovative products, and more resources for supporting users, through
education, conferences and cross country support teams. For the industry to
sustain this momentum in 2013, it is essential that ETF providers recognize
the progression of ETF use across a broadening spectrum of clients, and as a
strategic part of long term portfolio construction.

01/13-126

Products that are
too niche will
find it difficult to
grow, while those
that are based on
sound concepts
and an investable
underlying portfolio
will see strong
asset growth.
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