Did ETFs Cause the Q418 Sell-Off?
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When equity markets have sold off over the past decade, many have been quick to point at exchange-traded funds (ETFs) as the possible culprit
(remember the “flash crash”!?). Plenty of active mutual fund managers have ample incentives to characterize ETFs as problematic, especially while
facing consistent outflows, as ETFs continue to gobble up market share. Thus, it’s not uncommon for investment advisors to encounter clients that
have had seeds of doubt planted about whether or not ETFs really are to blame when volatility picks up, or equities sell off.

But what about a category like bank loans!? Surely ETF investors
were to blame for that decline, right? Doubtful. During the months
of November and December, as bank loans sold off, ETFs had
roughly $2.4 billion of net redemptions, compared to $17.6 billion
of net redemptions from traditional bank loan mutual funds (see
Chart 2). That’s right, the volume of traditional mutual fund
redemptions was more than 7 times as great as ETF redemptions
for the bank loan category.
The bottom line: the evidence does not support the idea that ETFs
meaningfully increased market volatility in Q4, nor that they
steepened market declines. On the contrary, in many cases, ETF
investors were net buyers as the market declined, taking
advantage of cheapening valuations.

Chart 1: Mutual Fund Flows: US Equity and Sector
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Chart 2: Monthly Fund Flows: Bank Loans

n ETFs n Open-End Funds n Total (ETFs and Open-End Funds)

$3
$0

$1.0
-$0.8

$0.2
-$0.6

-$1.7

$-3
Billions

Among such investors, these concerns may have been further stoked
by an unexpected spike in volatility and equity market sell-off in
Q418. Surely, ETFs were to blame as nervous investors exacerbated
the downturn by selling their ETFs into a declining market, right!?
Nope. If anything, the data points in the opposite direction (see Chart
1). In Q4, US equity and sector ETFs had over $31 billion of net inflows.
Even in December, as the S&P 500 Index had its steepest decline, US
equity and sector ETFs had over $13 billion of net inflows.
Meanwhile, traditional US equity and sector mutual funds had nearly
$38 billion of net outflows in Q4. If anyone was selling into a falling
market, it was mutual fund investors! However, before anyone starts
blaming the Q4 market decline on traditional mutual funds, keep in
mind that this is nothing new. In fact, traditional equity mutual funds
had net outflows for 8 of the prior 9 months in 2018, averaging over
$11 billion per month.
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Source for charts: Morningstar Direct.

Investors buying or selling fund shares on the secondary market may incur customary brokerage commissions. Investors who sell fund shares may receive less than the share’s net asset value. Shares may be sold throughout the day on
the exchange through any brokerage account. However, unlike mutual funds, shares may only be redeemed directly from a fund by authorized participants, in very large creation/redemption units. If a fund's authorized participants are
unable to proceed with creation/redemption orders and no other authorized participant is able to step forward to create or redeem, fund shares may trade at a discount to the fund's net asset value and possibly face delisting.
A fund’s shares will change in value, and you could lose money by investing in a fund. One of the principal risks of investing in a fund is market risk. Market risk is the risk that a particular security owned by a fund, fund shares or the
market in general may fall in value.
All opinions expressed constitute judgments as of the date of release, and are subject to change without notice. There can be no assurance forecasts will be achieved. The information is taken from sources that we believe to be reliable
but we do not guarantee its accuracy or completeness.
The S&P 500 Index is an unmanaged index of 500 stocks used to measure large-cap U.S. stock market performance.
The information presented is not intended to constitute an investment recommendation for, or advice to, any specific person. By providing this information, First Trust is not undertaking to give advice in any fiduciary capacity within the
meaning of ERISA and the Internal Revenue Code. First Trust has no knowledge of and has not been provided any information regarding any investor. Financial advisors must determine whether particular investments are appropriate for
their clients. First Trust believes the financial advisor is a fiduciary, is capable of evaluating investment risks independently and is responsible for exercising independent judgment with respect to its retirement plan clients.
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