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consideration as part of the process; this 
figure represents a tripling between 
2012 and 2016.2 Compared to Europe 
where more than 50 percent of all man-
aged assets have a sustainable investing 
attribute, the United States has more 
room to run. This leaves a large opportu-
nity for ETF providers to fill in the gap 
with ESG-related strategies. According 
to Create Research, 36 percent of pen-
sion fund assets are invested in ESG 
strategies and 61 percent anticipate an 
increase in ESG-related allocations in 
the next three years.3

Potential investors needn’t fear that ESG 
is a gimmicky or feel-good investment 
that puts the investor on higher moral 
ground with little else to show. A number 
of studies over the years suggest that 
ESG investments add value for a diversi-
fied investment portfolio. For instance, 
Boston Consulting Group found that 
companies using an ethical approach 
were likely more profitable and more 
highly valued than companies that 
eschewed ESG principles.4 A study from 
UNPRI and MSCI revealed that portfo-
lios optimized around ESG momentum 
or an improvement in ESG scores would 
have contributed to an 18-percent cumu-
lative outperformance and portfolios with 
ESG tilt or a best-in-class approach 
would have contributed to a 10-percent 
cumulative outperformance for the 
10-year period ending June 2017.5 After 
combing through 10,000 mutual funds 
over a seven-year period, Morgan 
Stanley concluded that sustainable funds 
exhibited slightly higher returns and 
lower volatility than traditional fund 
strategies.6 Mutual funds and separately 
managed accounts categorized as 

become a disruptive addition to the  
U.S. investment ecosystem.

As more investors look for opportunities 
to align their investment choices with 
their values, many retail investors, insti-
tutional investors, pension funds, and 
money managers have adopted ESG-
related investments in recent years.  
The push to incorporate ESG factors 
into investment practices has been 
championed by the United Nations 
Principles for Responsible Investment 
(UNPRI), and the number of signatories 
jumped to 2,205 in December 2018, 
compared to just 63 in April 2006.  
The United Nations Joint Staff Pension 
Fund also has worked with MSCI Inc., 
State Street Global Advisors, and 
BlackRock to launch low carbon target 
ETFs that address carbon exposure by 
overweighting companies with low car-
bon emissions relative to sales and per 
dollar of market capitalization.

However, the majority of assets held in 
socially responsible ESG-related funds 
remain largely concentrated among 
European institutions and investors. 
According to the Global Sustainable 
Investment Alliance, $22.89 trillion in 
assets in 2016 were being managed 
under responsible investment strategies 
globally, or a 25-percent increase from 
2014, and European assets made up 
$12.04 trillion.1

Considering the size and scope of the 
U.S. markets compared to the European 
markets, U.S. investors are falling 
behind. About $8.7 trillion, or 
21 percent of all managed assets in the 
United States, has some element of ESG 

Little did we know, when the first 
exchange-traded fund (ETF) 
hit U.S. markets a quarter of a 

century ago, that this nifty investment 
tool would forever change the way we 
invest. As the ETF industry matures and 
evolves, new ideas and innovations keep 
coming, and these new developments 
eventually could be equally disruptive.

Among recent disruptions are factor, 
rules-based, enhanced, strategic beta, 
and smart beta ETF strategies that stick 
to customized indexing methodologies 
and have quickly gained popularity. For 
example, smart beta ETFs adhere to a 
passive indexing methodology but also 
screen for specific factors or risk premia, 
similar to how traditional active manag-
ers would handle investment decisions. 
Through a combined active investment 
strategy and passive indexing method-
ology, more investors are taking a 
different approach to diversifying market 
exposure to potentially enhance returns 
and diminish downside risks.

ETFs are poised to step into the future 
with five major trends developing in the 
industry, including: (1) socially responsi-
ble investing; (2) smart beta fixed income 
investments; (3) nontransparent actively 
managed exchange-traded products;  
(4) blockchain and cryptocurrency; and 
(5) the race to zero fees. Each trend pre-
sents a potential for additional innovative 
disruption in the ETF industry. 

ENVIRONMENTAL, SOCIAL, 
AND GOVERNANCE
The socially responsible ETF that tracks 
or screens for environmental, social, and 
governance (ESG) principles may 
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compared to the trillions invested in 
debt securities and bond-related mutual 
funds. As of November 2018, there were 
2,217 U.S.-listed ETFs with $3.6 trillion 
in assets under management but only 
373 fixed income-related ETFs with 
$604 billion in assets and 52 enhanced 
or alternative index-based bond ETFs 
with $6.2 billion in assets.11 

NONTRANSPARENT ACTIVELY 
MANAGED EXCHANGE-
TRADED PRODUCTS 
With more traditional active mutual 
fund managers eyeing the ETF space but 
loath to give up their secret sauce under 
the transparent nature of the ETF invest-
ment vehicle, many are looking into 
nontransparent exchange-traded prod-
ucts as a way to combine the best of  
two worlds.

Many asset management firms already 
have filed with the U.S. Securities and 
Exchange Commission (SEC) seeking 
exemptive relief to launch actively  
managed funds under a nontransparent 
product structure. However, only two  
of these nontransparent structures—
Vanguard’s patented fund structure and 
Eaton Vance’s NextShares exchange-
traded managed funds or ETMFs—have 
gained SEC approval so far. Over the 
past couple years, institutions have  
outlined increasingly divergent 
approaches to fulfill SEC concerns 
related to these nontransparent ETF 
offerings, including varying terminol-
ogy in differentiating the levels of 
transparency within their products.12

Vanguard Group entered the ETF space 
in 2001 under the radar. As the industry 
matured and observers examined 
Vanguard’s offerings, they found that 
Vanguard’s ETFs are a “share class” of  
a Vanguard index mutual fund and rely 
on an “opaque” transparency where 
holdings are revealed on a month-end 
basis with a 15-day lag.13

More recently, the Eaton Vance Next-
Shares ETMF is another available 
SEC-approved nontransparent actively 

screens to enhance diversification poten-
tial. At the most basic level, a smart beta 
methodology for fixed income could 
eschew traditional market-capitalization 
weights or not allocate component hold-
ings based on which issuer has the most 
outstanding debt.

ETF providers also could bring factors 
from the equity space to fixed income—
factors such as momentum, a well- 
documented investment style that  
has worked in equities, currencies,  
commodities, and bonds.8 Studies  
have documented significant momen-
tum effects in corporate bond returns 
and momentum profits have increased 
over time along with the growth of the 
segment.9

There are many other ways to add value 
through risk factors to help build a quan-
titative strategy for fixed income. For 
example, Goldman Sachs’ Access ETFs 
aim to improve risk-adjusted returns for 
fixed income investors by using liquid-
ity, technical, or fundamental criteria, 
which include operating margin, lever-
age ratio, debt service, money supply, 
and the government’s current account.10

Nevertheless, the smart beta bond ETF 
category may face an uphill battle. Most 
ETF investment assets remain concen-
trated in the equity asset class, with  
a disproportionately small amount allo-
cated to fixed income ETFs when 

sustainable investments have met or 
exceeded broad market performance, 
both on an absolute and a risk-adjusted 
basis, across asset classes and over time.

The results also are backed by sensible 
economic rationale. From a risk perspec-
tive, investments that ignore ESG factors 
can miss capturing information beyond 
financial statements that mark higher 
risk exposure. Looking at the returns 
side, as ESG strategies continue to prop-
agate, a virtuous cycle could develop 
where investors reward companies with 
good ESG ratings, which would motivate 
others toward beneficial corporate 
governance.

SMART BETA FIXED INCOME
Adding to the smart beta ETF theme, 
some providers have come out with vari-
ous equity ETF strategies that implement 
factor screens. But there is a dearth of 
smart beta options in fixed income, 
which opens another opportunity for the 
ETF industry to disrupt the status quo.

Bond investors have been coasting for 
many years, but good times are coming 
to an end. After a three-decade-long 
bull run in the fixed income market that 
has pushed yields to record lows, we are 
now heading toward a rising-rate envi-
ronment, leaving many bond investors to 
take a hard look at their holdings. Many 
may find that the risk-reward profile of 
their core bond positions has changed.

Components of the Bloomberg Barclays 
U.S. Aggregate Bond Index, a widely 
observed benchmark used to measure 
many core bond holdings, have shifted 
over time, altering the index’s risk-
reward profile. Such alteration is 
especially evident in a rising-rate envi-
ronment. Based on the benchmark, 
investors now are overexposed to 
interest-rate risk due to higher duration, 
and they are receiving less yield for the 
higher risk.7

Similar to actively managed bond funds 
in the traditional fund space, smart beta 
bond ETFs could implement targeted 

Looking at the returns 
side, as ESG strategies 
continue to propagate,  
a virtuous cycle could 
develop where investors 
reward companies with 
good ESG ratings, which 
would motivate others 
toward beneficial 
corporate governance.
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them is their intraday pricing and daily 
disclosures to the AP. The SEC takes 
issue with these features, leading to 
bumps and stalls in the regulatory  
vetting process.

BLOCKCHAIN AND 
CRYPTOCURRENCY
The cryptocurrency hype has spilled 
over to the ETF industry. Although no 
cryptocurrency-backed ETFs are avail-
able now, blockchain-related ETFs have 
made their way to market, allowing 
investors to gain indirect exposure to  
the technology that powers the crypto-
currency industry. Blockchain is a 
decentralized database shared across  
all users that facilitates recording  
transactions and tracking assets. This 
foundational technology is expected  
to pave the way for significant disrup-
tions across many industries.

Cryptocurrencies act like digital tokens 
or units earned by computer operators 
for processing transactions on public 
blockchains. Each blockchain would 
have a unique digital unit or cryptocur-
rency. These digital units represent a 
new form of information transfer that 
allows anyone to exchange a unit of  
currency over an open public network. 
The units are accessible, secure, fast, 
and borderless, operating independently 
of any traditional banking or govern-
ment influence.

Although no cryptocurrency-specific 
ETFs are listed on the markets, a theo-
retical cryptocurrency ETF offering 
would own the underlying assets it 
tracks and sell shares of these assets  
on the secondary market.

At this time, cryptocurrency ETFs are 
stuck in red tape because the SEC 
already has rejected many bitcoin ETF 
proposals. According to the SEC, the 
products did not comply with the 
requirements of “Exchange Act Section 
6(b)(5), in particular the requirement 
that a national securities exchange’s 
rules be designed to prevent fraudulent 
and manipulative acts and practices.”21

holdings and representative ETFs. 
Additionally, it would utilize a mathe-
matical optimization process to 
minimize deviations in the return of the 
tracking basket relative to the fund.

T. Rowe Price Hedged Portfolios is 
based on a hedged portfolio to closely 
track the NAV. The money manager 
proposes the daily disclosure of a hedge 
portfolio, the value of which is expected 
to closely track the underlying NAV  
of the fund. “[E]ach fund will consis-
tently invest such that at least 80 percent 
of its total assets at the time of purchase 
(including borrowings for investment 
purposes) will overlap with the portfolio 
weightings of its identified Hedge 
Portfolio.”19

NYSE/Natixis Periodically-Disclosed 
Active ETFs generate a proxy portfolio 
with different composition and weight-
ing than the fund’s actual holdings by 
utilizing lagged holdings. The proxy 
portfolio will, according to the applica-
tion: “(1) allow for effective hedging by 
market makers that will have the effect 
of keeping share bid/ask spreads within 
a narrow range that will foster liquid 
share markets, and (2) support arbitrage 
activities by Authorized Participants and 
other arbitrageurs that will have the 
effect of keeping Fund share trading 
prices reasonably aligned with Fund 
NAV per share.”20

These various nontransparent products 
have some similarities and some differ-
ences. An obvious difference among 

managed exchange-traded product. 
Potential investors should be aware that 
these ETMFs are not to be confused with 
ETFs, because they are designated as a 
completely separate investment class.14 
NextShares funds trade on an exchange 
and are bought and sold at the next end 
of day net asset value (NAV) plus or 
minus the best bid or offer. More impor-
tantly for the fund sponsor, because 
NextShares funds are not required to 
disclose full holdings on a daily basis, 
the portfolio managers are able to main-
tain confidentiality of their proprietary 
methodology.15

The following are proposed nontranspar-
ent actively managed ETF products that 
are under SEC review at this time:

Precidian ActiveShares is a strong con-
tender to NextShares and incorporates a 
proposed “AP Representative” structure 
where the authorized participant (AP) 
will direct creations and redemptions 
through a trustee without knowing the 
identity of portfolio securities. The struc-
ture also will provide a verified intraday 
indicative value on one-second intervals 
throughout the trading day.16 This makes 
the ActiveShares model unlike any active 
managed ETF on the market today.

Blue Tractor Group (BTG) Shielded 
Alpha ETF does not disclose specific 
weights but it does show which securi-
ties are held, so the structure may be 
seen as a nearly transparent investment 
tool. The daily published basket would 
disclose 100 percent of the stock names 
in the portfolio and have a minimum 
90-percent overlap in asset value with 
the portfolio. BTG developed a propri-
etary algorithm to help shield the alpha 
generation strategy for potential fund 
managers.17

Fidelity Actively Managed Exchange 
Traded Active Fund (AMETF) is based 
on a closed-end fund management 
design and utilizes a “tracking basket.”18 
The structure includes a proposed track-
ing basket that would comprise the 
fund’s recently disclosed portfolio  

These digital units 
represent a new form  
of information transfer 
that allows anyone to 
exchange a unit of 
currency over an open 
public network. 
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The fee war already is exposing casual-
ties in the fund space. As the end 
investor looks at cheap passive index-
based funds, many actively managed 
funds are losing steam or calling it quits 
altogether. In the developed markets, up 
to 25 percent of all mutual funds are pro-
jected to close and ETFs are expected to 
continue to grow significantly; up to 
20 percent of firms in developed markets 
are expected to be eliminated through 
competition or acquisitions by 2025, 
according to PwC.

SUMMARY
As the ETF industry grows and matures, 
the ETF sector is revealing an ongoing 
desire to innovate in a bid to attract more 
investment assets. There are at least five 
obvious ways the ETF industry may  
continue to drive asset growth and dis-
rupt the status quo: the lowly populated 
socially responsible investment category, 
smart beta fixed income, nontransparent 
actively managed exchange-traded  
products, cryptocurrency, and low  
management fees. Each of these trends 
presents a potential for additional innova-
tion and growth in the ETF industry.   

Tom Lydon is president of Global Trends 
Investments, and editor and proprietor 
of ETFtrends.com. He earned a BS in 
management from Babson College. Contact 
him at tlydon@globaltrend.com.
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