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Are you tracking closely?

Index Fund vs. ETF | Tracking Difference | Tracking Error
By Amogh Korde

04" Feb 2023

This is the question an investor needs to ask the Fund House(s) if she is investing in passive funds. We have
witnessed higher investment in passive funds, especially Large Cap focused funds (however, fund flows into passive
large cap funds need to be seen in the context of increasing contribution of EPFO which accounts for at least 2/3rd of
inflows).

For a passive strategy/fund, ‘Tracking Difference’ and ‘Tracking Error’ are more important metrics to follow than any
other parameter. Both parameters measure how closely the strategy has managed to track the performances of the
underlying index. Lower the ‘Tracking Error’/’Tracking Difference’, better the performance tracking ability of the
fund.

Tracking Difference = Passive Fund Return — Underlying Index Return
Tracking Error = Standard Deviation of ‘Tracking Difference’

An investor has two alternatives for investing in such passive strategies — Index Funds or Exchange Traded Funds
(ETFs). The main difference between the two is that units of an Index Fund can be bought directly from the Fund
House at day end NAV whereas, in the case of ETFs, an investor can either buy it from the Fund House at day end
NAV (subject to new SEBI regulation limit, covered subsequently) or purchase it on an exchange at any time during
the day at prevailing market prices (like any other equity share).
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So, the next logical question is what an investor should prefer. In terms of cost (Expense Ratio), ETFs are cheaper
than Index Funds (even after accounting for transaction costs that investors will have to bear if ETF units are bought
on exchanges). However, an important point of distinction is the liquidity of ETFs on exchanges and thus, the
resultant impact cost.

In India, there is limited liquidity of ETF units on exchanges which means the quoted price of ETFs can differ
significantly from their underlying NAVs. On the days when markets are volatile, we have observed that ETF prices
differ considerably from the underlying NAVs. We can check the chart below which compares the ‘Tracking Error’ of
ETFs on ‘Volatile’ and ‘Non-Volatile’ days:

Tracking Error
(Last 5 Years)
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In the chart above, ‘Volatile’ days mean the days on which the index moved by 1% or more either way. Only select
ETFs (highlighted in the chart) have tracking error below 1% on both ‘Volatile’ as well as ‘Non-Volatile’ days. Some
ETFs have higher tracking error even on ‘Non-Volatile’ days.

Tracking Error of ETFs becomes an even more important factor after the new SEBI circular which limits the purchase
or redemption of ETF units directly from fund houses. As per the new circular dated May 2022, only orders (purchase
or redemption) worth INR 25 cr. or more can be directly routed through Fund Houses. All other orders are to be
executed on exchanges.

The circular intends to improve the liquidity of ETF units on exchanges. However, in the last week of Jan 2023 when
markets were volatile, we could still observe high tracking difference in the case of many ETFs:
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Passive Large ETF

Tracking Difference
(22 Jan to 1 Feb 2023)

Avg Min

Max

Mifty 50 ETF

Aditya Birla Sun Life Nifty 50 ETF

LIC MF Exchange Traded Fund- Mifty 50
HDFC Mifty ETF

ICICI Prudential Nifty S0 ETF

Kotak MNifty 50 ETF

LIC MF Exchange Traded Fund- Mifty 50
MIRAE ASSET MIFTY 50 ETF (MAMSO0ETF)
Mippon India ETF Nifty BEES

SBI-ETF NIFTY 50

Tata Mifty Exchange Traded Fund

UTI Nifty 50 ETF

Mifty Next 50 ETF

ICICI Prudential Nifty Mext 50 ETF
Mippon India ETF Junior BEES
SBI-ETF Nifty Next 50

UTI Nifty Next 50 ETF

To conclude, even though ETFs provide an option of redeeming or buying units on exchanges at any time during the
day, a lack of liquidity on exchanges can result in high impact costs. Thus, we would prefer Index Funds over ETFs for
‘passive exposures’ till the time there is an improvement in ETF liquidity.

Rational Investing, Happy Investing!
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Disclaimer:

Multi-Act Trade and Investments Private Limited (MATI) is a SEBI registered Investment Advisor having Registration No. INAO0O0O008589
whereby it provides investment advisory and affiliated services to its clients. Research data and reports shared with clients and public at large
through electronic medium are for information and general reading purpose only and neither does it constitute any guidelines or
recommendations on any course of action to be followed by the reader/receiver nor does it solicit buying or selling of any securities or
financial product. The information is prepared on the basis of publicly available information, internally developed data and other sources
believed to be reliable. The information prepared by MATI does not contain and is not based on any non-public, material information
considered price sensitive or otherwise. The recipient of information is advised to exercise independent judgment and act upon the same
based on their sole discretion, own investigations, and risk-reward preferences.

The opinions (if any) expressed in the report by MATI are personal opinion and the same are relevant to the date of the report, which, with
reasonable passing of time and based on market conditions, are subject to change without notice.

Any direct or indirect reproduction or duplication or distribution of the report, without the written consent of MATI, will be considered an
infringement.

MATI, its associates or any of their respective directors, employees, affiliates or representatives do not assume any responsibility for, or
warrant the accuracy, completeness, adequacy and reliability of such information and consequently are not liable for (a) any decisions taken
based on the same or (b) any direct, indirect, special, incidental, consequential, punitive or exemplary damages, including lost profits arising in
any way from the information.

It is stated that, as permitted by SEBI Regulations and the Company’s Employee Dealing Policy, MATI and/or its associates, affiliates and/or
individuals thereof may have interests in securities referred to in the information provided and may make purchases or sale thereof while the
information is in circulation.

The contents herein, information or views, do not amount to distribution, guidelines, an offer or solicitation of any offer to buy or sell any
securities or financial instruments, directly or indirectly, in the United States of America (US), in Canada, in jurisdictions where such
distribution or offer is not authorized and in FATF non-compliant/non-co-operative jurisdiction and are particularly not for US persons (being
persons resident in the US, corporations, partnerships or other entities created or organized in or under the laws of the US or any person
falling within the definition of the term “US person” under Regulation S promulgated under the US Securities Act of 1933, as amended) and
persons of Canada.

General Risk Factors:

a. Securities investments are subject to market risks and there is no assurance or guarantee that the objective of the investments will
be achieved.

b. Past performance of the Investment Adviser or its affiliates does not indicate its future performance.

c. Recipients are not being offered any guaranteed or assured returns i.e. either of principal or appreciation on the Portfolio.
As with any investment in securities, value of the Client’s Portfolio can go up or down depending on the factors and forces affecting
the capital market.

e. The investments made are subject to external risks such as war, natural calamities, and policy changes of local / international
markets which affect stock markets.
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