
Each year the Exchange Traded Fund (ETF) industry continues to collect  
a larger proportion of investment assets around the world. Over the past  
year, ETFs saw record growth, with both institutions and retail investors 
contributing to inflows topping almost $22 billion in Canada¹. Today ETFs  
track almost every sector, region and asset class, and almost every  
category.

Against this backdrop, competition is heating up between traditional 
money managers racing to bring their own ETFs to market as investors 
continue to direct savings into a business that has been dominated by 
a handful of giant fund companies. While initially the bulk of ETFs were 
an array of index-focused passive strategies, there are now a growing 
number of ETFs that incorporate active management strategies.

When active investment management makes sense for ETFs

Painting all investments with the 
same brush
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Their increasing popularity shows that there might 
be a place for active management within ETFs in 
Canada, particularly among complex and 
difficult-to-access asset classes. While there can 
be a case for active investing if the manager can 
consistently outperform a passively managed 

equivalent, there are certain areas of investing 
where active investment can make a lot of sense. 
Before we get into the merits of when active 
management may be beneficial, it’s important to 
understand some of the nuances around how the 
term “active” is used within the investment industry.

Getting on the same page
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Mutual Fund Sales vs. ETF Sales

Active Strategies Gaining Popularity

Asset Category AUM ($B) MoM% chg FTYD % chg YoY % chg

Passive 131.0 2.2% 12.2% 17.9%

Active 33.0 2.7% 33.1% 44.2%

Equity 115.2 2.5% 18.9% 27.5%

Passive 92.9 2.6% 17.8% 25.6%

Active 22.4 1.8% 23.8% 35.7%

Fixed Income 44.4 2.0% 8.1% 10.8%

Passive 36.0 1.5% 1.4% 3.4%

Active 8.5 4.0% 49.8% 58.5%

Other 4.0 0.6% 22.3% 21.7%

Passive 1.8 -7.1% -17.6% -18.5%

Active 2.2 7.9% 101.5% 103.2%

Source: Morningstar® Direct, as of August 31, 2018
“Other” includes Commodities, Multi-asset classes, Currency and Volatility ETFs
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Active investing is often described as “not managed 
to an index”. While this may be true to a certain 
extent, it is an imprecise definition. There are several 
indices that take a formulaic approach to assembling 
their indices. These “rules based” concepts/
processes may be the same as those used by an 
active manager in a quantitative model. An algorithm 
that can be automated and replicated. There are 
also several ETFs that do not use a benchmark 
index² and are considered “active” but are more 

like the quantitative indices described above in 
that they are formulaic in the investment process.

For the purposes of this article we will define 
active management as any investment strategy 
where the portfolio manager has discretion over 
the investment being selected, or expressed 
another way, they don’t rely completely on a 
predefined set of security selection rules.

Reasons why active investing can make sense 
forcertain investments
When information about a market segment is widely 
available, markets are typically relatively efficient. If 
you think about indices that cover the largest 500 
stocks in the U.S, the companies within the index 
report to investors regularly, are widely covered by 
investment analysts and reviewed for investment by 
a number of institutional and retail investors. There 
are hundreds of analysts around the world that 
evaluate these companies and their financials every 
day. When most investors have enough information 
to value a company there is more “agreement” on 
its value, and as a result, this lessens the possibility 

of making outsized returns (or losses) by buying 
undervalued companies. The result is most active 
managers have more difficulty beating the index 
after taking their fees into account over the long run³.

By contrast, some markets or market segments 
are relatively opaque in terms of their 
information availability or the number of analyst 
covering them. The reasons for this include 
the investments themselves are difficult to 
understand, difficult to trade in or an investment 
market has structural characteristics which may 
lend itself to an active investing approach.

Two cases for active management in ETFs
Preferred shares

One example where it makes sense for an active 
approach is preferred shares. Preferred shares are 
typically issued by well-known companies that 
regularly disclose information and are followed 
by a number of investment analysts. However, the 
focus by most investors is on the common shares 
of the corporation which has a different return 
profile compared to a company’s preferred shares. 
Investing in preferred shares is further complicated 
by the fact that there are many different types of 
preferred shares that can have their own set of 
differentiating features. Also, relative to common 

shares, there are a different set of associated 
risks in investing in preferred shares including risks 
related to interest rates, credit, calls⁴, liquidity, 
tax and sector concentration to name a few.

A portfolio manager that can evaluate the various 
terms and features, weigh the applicable risks 
and then determine a total return potential of a 
preferred share security offers the possibility of 
adding value relative to an investment based 
on a passively managed index which may not 
account for the nuances in this asset class.
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Bonds

Another example of a market where active 
management might make sense for structural 
reasons is in bonds. If we consider the structure 
of a bond index, broad market bond indices by 
design are meant to cover the return of all the 
bonds issued in a region. As a result, more weight 
is given to the issuers that issue the most debt.

Because of their taxing powers, governments 
typically have the greatest ability to borrow in the 
bond market so broad bond indices tend to be 
skewed towards government issues. Government 
issues also tend to have lower yields on average 
than corporate issued bonds. This means the broad 
market index is also tilted towards lower yielding 
bonds. On the other hand, if the index instead 
focused on corporate bonds only, again the issuer 
with the most debt can end up having the most 
weight in a standard corporate bond index.

Aside from the obvious question of whether an 
investor should be loaning money to the most 
indebted governments and/or corporations, there 
is the more important question of whether or not 
these borrowers will pay back their investors. 
Indices try to cover this question off by limiting the 
issues within an index to certain levels of credit 
ratings. These ratings are obtained by third party 
credit rating agencies, like Moody’s, Standard and 
Poor’s or Fitch Ratings who provide assessments. 
This is where active management can play a role 
in helping to add value for investors. Independent 
research on the credit quality of a lender may 
provide an opportunity to attain better returns than 
the underlying index. Traditionally, public credit 
ratings are a lagging indicator of credit quality.

Ratings are periodically reviewed but do not always 
reflect the most recent information available to 
investors nor the nuances that independent credit 
research can bring to an investment process.

In addition to the credit quality, there is also the 
opaqueness of trading in bond markets. Within bond 
markets, and unlike most equity markets, there is no 
central exchange where bids and offers are routed 
so that all investors can participate. Each investor 
relies on the network(s) with which they have access 
to buy and sell bonds. This means that while bonds 
may be valued at a certain price in an index, it doesn’t 
necessarily mean that the manager trying to replicate 
the index can buy at the same price as the index and 
they may not be able to access the bonds at all.

The ability to buy and sell bonds becomes more 
difficult as you go down the credit spectrum, liquidity 
tends to be more challenged and bid-ask spreads 
can dramatically widen. This is another area where 
active management can be beneficial for investors. 
A skilled trader can better navigate these markets, 
negotiating beyond stated bid-ask spreads as 
they seek best trade execution. Connecting these 
skilled traders with an active portfolio management 
team who has a holistic view of markets and 
liquidity conditions can provide investors an edge 
against the typical passively managed product.

The flexibility that active managers have in deciding 
which high yield bonds to select for a portfolio can 
add value for clients. The portfolio manager can 
decide to buy certain high yield bonds only when they 
feel that they are trading at a reasonable price. An 
index manager facing the same situation does not 
have the same flexibility. They can either buy the bond 
no matter the price, or not buy it at all and try to pick 
a substitute which will have similar characteristics.

Making sense of ETFs and active management
As active ETFs become more prominent, it’s 
important for investors to understand not only the 
difference between active and passive ETFs, but 
also where active management can add value 
over a passively managed or indexed investment. 
With various segments of the market benefiting 
from active management, like preferred shares 
and bonds, investors may want to consider 

these strategies as part of their overall portfolio.
The purpose of this article is not to declare 
either active or passive ETFs superior – that 
is an archaic way of looking at these options. 
Rather it is to help understand how these low-
cost products could meet your investment 
objectives and may provide an opportunity 
to add value above and beyond an index.

ETFs 101     |     Painting all investments with the same brush



¹ Source: Morningstar® Direct, as of August 31, 2018
²A benchmark index is an unmanaged group of securities which are considered as a ‘benchmark’ to measure a fund’s/stock’s performance.
3S&P Indices vs Active (SPIVA) report. As of December 2017. 
⁴Call risk is the risk faced by a holder of a callable bond thata bond issuer will redeem the issue prior to maturity.
The information contained herein has been provided by TD Asset Management Inc. and is for information purposes only. The information has been 
drawn from sources believed to be reliable. The information does not provide financial, legal, tax or investment advice. Particular investment, 
tax, or trading strategies should be evaluated relative to each individual’s objectives and risk tolerance. Commissions, management fees and 
expenses all may be associated with investments in exchange-traded funds (ETFs). Please read the prospectus and summary document(s) before 
investing. ETFs are not guaranteed, their values change frequently and past performance may not be repeated. ETF units are bought and sold 
at market price on a stock exchange and brokerage commissions will reduce returns. Certain statements in this document may contain forward-
looking statements (“FLS”) that are predictive in nature and may include words such as “expects”, “anticipates”, “intends”, “believes”, “estimates” 
and similar forward-looking expressions or negative versions thereof. FLS are based on current expectations and projections about future general 
economic, political and relevant market factors, such as interest and foreign exchange rates, equity and capital markets, the general business 
environment, assuming no changes to tax or other laws or government regulation or catastrophic events. Expectations and projections about 
future events are inherently subject to risks and uncertainties, which may be unforeseeable. Such expectations and projections may be incorrect 
in the future. FLS are not guarantees of future performance. Actual events could differ materially from those expressed or implied in any FLS. A 
number of important factors including those factors set out above can contribute to these digressions. You should avoid placing any reliance 
on FLS.TD Asset Management Inc. is a wholly-owned subsidiary of The Toronto-Dominion Bank. ®©2018 Morningstar is a registered mark of 
Morningstar Research Inc. All rights reserved. All trademarks are the property of their respective owners. ® The TD logo and other trade-marks are 
the property of The Toronto-Dominion Bank.
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