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New ETFs, Forced to Chase Trends, Shorten Their Own
Lives

A study finds that many new ETFs invest in overvalued stocks, and then lag behind the broad market'’s

returns

Fastly Inc.,, shown during its 2019 IPO on the New York Stock Exchange, is one of the bigger holdings
of WisdomTree’s recently launched cybersecurity ETF.
PHOTO: RICHARD DREW/ASSOCIATED PRESS
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Last year brought yet more evidence of how hypercompetitive the ETF marketplace has
become: Of the 277 exchange-traded products that shut down in 2020, one-quarter of
them had been trading for less than three years, according to CFRA Research. One fund
was just four months old when it shut in December: North Shore Dual Share Class ETF
(DUAL).

The shortening ETF life cycle has implications not only for fund sponsors, according to a
new academic study, but also for investors. The researchers found that, because many
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newly launched ETFs are risky attempts to capitalize on the latest trend, they end up
investing in overvalued stocks. One consequence is that such funds on average can be
expected to lag behind the broad market’s returns over at least five years after launch—if
they even live that long.

The study was conducted by Itzhak Ben-David and Byungwook Kim of Ohio State
University, Francesco Franzoni of the University of Lugano in Switzerland and Rabih
Moussawi of Villanova University. In interviews and emails, these researchers point out
that it’s nearly impossible for a newly launched ETF to compete on price against any of
the large, well-known ETFs that are benchmarked to one or more broad market indexes.
The ETFs from Vanguard Group and Charles Schwab Corp. that are benchmarked to the

total U.S. stock market, for example, each sport an expense ratio of just 0.03%, or $3 per
$10,000 invested.

Chasing the trends

So, to attract sufficient assets to give a newly launched ETF any hope of survival, fund
sponsors tend to focus on increasingly specialized sectors and investment themes that
are currently capturing investors’ attention. While that may help new funds attract an
inflow of cash, another likely consequence is that they will own a large number of
overvalued stocks. That’s because, according to Mr. Kim, these stocks “will have already
been bid up to unsustainable levels by the same fad that tempted the ETF sponsor to
launch its new fund.”

SHARE YOUR THOUGHTS

What niche ETFS, if any, have you invested in? Join the conversation below.

One theme that is hot now is cybersecurity, for example, and no fewer than five new ETFs
that focus on this theme have started trading over the past year. The newest is
WisdomTree Cybersecurity Fund (WCBR), launched in late January. According to the

fund’s website, its current average forward-looking price/earnings ratio is 77.2, more than
three times the S&P 500’s 22.2. This new ETF’s price-to-sales ratio is nearly four times
that of the S&P 500.
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Wind in their faces

Prof. Moussawi stresses that he and his fellow researchers are making no specific
predictions about the fate of any individual ETFs, which could do better than the overall
market. But there is little doubt that such high valuations create headwinds for these
narrowly focused ETFs on average. To document this, the researchers analyzed all U.S.
equity ETFs from 1993 through 2020. They found that specialized ETFs lagged behind the
broad market’s return by an average of 5.4 percentage points a year on a risk-adjusted
basis over the first five years of their lives.

A Shortening Life Cycle
Many ETFs don’t make it to their third birthday
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Source: CFRA Research
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None of this is to deny that the ETF model represents a major innovation in the
investment arena. ETFs enable individual investors to buy or sell the entire stock market
as easily as an individual stock, at extremely low cost and with potential tax advantages
over traditional mutual funds. But these features also create the conditions for ETF
providers to cater to the latest Wall Street fads and investors’ worst instincts. Prof.
Franzoni refers to the increasingly narrow specialization of ETFs as “financial innovation

gone awry.”

Mr. Hulbert is a columnist whose Hulbert Ratings tracks investment newsletters that pay
a flat fee to be audited. He can be reached at reports@wsj.com.
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