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GEMS: Which ETF?

GEMS: GenTrust Educational Market Series

Introduction

GenTrust uses a primarily passive approach to 
investing.  We use predominantly passive 
instruments such as ETFs, although we often will 
“tilt” client portfolios moderately based on our 
views of the relative performance of different asset 
classes.  One question we often get from clients is 
“how do you decide which ETFs to buy?” In this 
GEMS we explore the answer to that question.

We manage client portfolios within a framework of 
allocating to various “sleeves” or “super asset 
classes” such as municipal bonds, taxable bonds, 
equities, real assets and alternatives.  The weights 
to each of those sleeves is dependent on many 
factors including the client’s overall risk tolerance, 
liquidity needs, taxation, inflation importance, and 
other factors.  We benchmark each sleeve to an 
index that tracks the corresponding asset class.  We 
also benchmark each overall client portfolio to the

weighted average of those individual benchmarks.  
When we select which benchmark to consider for 
each asset class, we attempt to choose ones which 
span the greatest possible choices of that 
investment type.  For example, we don’t choose the 
S&P500 as our equity benchmark because it does 
not include equities outside the US which we 
believe are important considerations for portfolios.  

Given that each sleeve has a benchmark, when we 
consider which ETFs to hold within that sleeve, we 
consider several factors:

• Fit within sleeve

• Index construction

• Cost

• Tax efficiency

How a particular ETF fits within a sleeve is very important.  Are the assets the 
ETF holds part of the overall benchmark?  For example, our benchmark for 
taxable bonds is the Barclays US Aggregate Bond Index, which does not contain 
non-US bonds, high yield, EM bonds or inflation linked bonds.  If we want to 
have allocations to an ETF that holds those bonds which are outside of the 
benchmark, we need to understand how it moves in relation to the 
corresponding benchmark and what sort of tracking error, or correlation to the 
benchmark, it will have.  High yield bonds trade very much like equities in down 
markets whereas bonds in the Barclays US Aggregate often do well in down 
markets so understanding how the ETF will behave in various scenarios and 
what tracking error is acceptable is an important part of selecting which ETFs.

“We need to 
understand how [an 
ETF] moves in 
relation to the 
corresponding 
benchmark and what 
sort of tracking error, 
or correlation to the 
benchmark, it will 
have”

Fit within sleeve
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Index construction

ETFs generally track indices that are created by the 
companies that manage the ETFs.  Not all indices 
are created equal, so we spend a great deal of time 
trying to understand this.  One example is the 
market for thematic ETFs that attempt to give 
investors exposure to Artificial Intelligence stocks.  
There are several such ETFs and at times their 
performance can vary dramatically.  Often indices 
are flawed in the way they are constructed, and it is 
our job to identify when that’s the case.  For 
example, indices that track commodities often will 
have positions in very short-dated commodity 
futures which bleed value over time.  
Understanding this and avoiding these types of 
indices is important. 

Most ETFs are low cost but there’s still often 
substantial differences in both expense ratios and 
transaction costs.  Another cost that is imperative 
to understand is the bid/offer spread, which is the 
difference between where you can buy and sell a 
certain security, and this cost represents the cost of 
illiquidity.  While the largest S&P 500 ETFs can 
most times be purchased with less than 1bps of 
bid/offer, several smaller ETFs in less liquid 
markets can have bid/offer spreads that are easily 
20-30bps.  This cost is per transaction, so we need 
to be aware of that when entering, rebalancing, and 
exiting those ETFs and make sure the extra 
bid/offer is justified by value we believe exists and 
can’t be accessed less expensively.  Also, because 
we manage billions of dollars for clients, we often 
will need to trade tens of millions of an ETF in a 
particular day, therefore any ETF we allocate to 
needs to be liquid and not have trades of that size 
impact the execution.

ETFs are generally more tax efficient than their 
mutual fund counterparts because they benefit 
from a process known as “creation/redemption” 
which allows new units of the ETF to be created or 
redeemed often without creating tax consequences 
for the holders of that ETF.  In essence, the number 
of shares of an ETF can be increased/decreased to 
meet demand without triggering realized gains.  
However, even with that advantage, there are still 
tax differences among ETFs depending on their 
index construction.  For example, one area that we 
have been researching since the largest names in 

the S&P 500 have grown to be such a significant 
portion of the S&P 500’s value, is the idea of 
diversifying away from the S&P 500 (which is 
market cap weighted) and to another weighting 
mechanism such as equal weighted.  The market 
cap weighted version of the S&P 500 (SPY) has a 
2% annual turnover as there are limited changes to 
which companies are the largest 500 per year.  
However, the equal weight ETF (RSP) has annual 
turnover of 21% which is needed to rebalance the 
portfolio back to equal weights periodically.  
Higher turnover inside the ETF means that more 
sales/purchases are being executed (usually selling 
things that have gone up more), creating tax 
consequences for the holder of that ETF. 

GenTrust uses primarily passive instruments to 
manage our portfolios.  The choice of which ETF to 
use is one we spend a tremendous amount of time 
on.  We take into consideration several factors 
including how the ETF fits within the sleeve of 
investments it is in, how the index underlying the 
ETF is constructed, the cost of the ETF, and the tax 
efficiency of the ETF.

Cost

Tax efficiency

Conclusion
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Important Disclosures

This communication is distributed for informational purposes only and should not be taken as a recommendation to purchase any 
individual security Any mention of securities in this communication does not represent all of the securities purchased, sold, or 
recommended to clients and should not be taken as a recommendation to purchase any individual security The opinions 
expressed herein are those of GenTrust's Investment Team as of April 2024 and any statements made regarding future events 
constitute only subjective views or beliefs, are not guarantees or projections of performance, should not be relied on, are subject 
to change due to a variety of factors, including fluctuating market conditions, and involve inherent risks and uncertainties, both 
general and specific, many of which cannot be predicted or quantified and are beyond our control Future results could differ 
materially and no assurance is given that these statements are now or will prove to be accurate or complete in anyway Past 
performance is not a guarantee of future results Certain information contained in this communication is based on third party 
sources and, although believed to be reliable, has not been independently verified and its accuracy or completeness cannot be 
guaranteed No part of this communication may be reproduced in any form, or referred to in any publication, without the express 
written permission of GenTrust.

GenTrust has compiled this material in good faith and while GenTrust uses reasonable efforts to include accurate and up-to-date 
information, this is provided on an “as is” basis with no warranties of any kind.  The information presented above is not a 
complete analysis of every material fact in respect to any company, industry or security and does not include all the relevant 
information an investor may wish to consider in making investment decisions.  The information provided is derived from sources 
believed to be reliable, but we make no representations regarding its accuracy.  The information presented is subject to change 
without notice or obligation on our part to provide an update.  Our advisors, portfolio manager(s), and other professionals or 
affiliates may have positions in the securities discussed, or may provide oral or written market commentary, investment, or 
trading strategies that may be inconsistent with the information presented above.

ETFs, or Exchange-Traded Funds, come with a set of risks that investors should be aware of before investing. While they offer 
diversification and easy market access, some common risks associated with ETFs are: Market Risk, Liquidity Risk, Tracking Error, 
Sector Concentration Risk, Credit Risk, Tax Effiicency Risks. Investors should carefully consider these risks, along with their 
investment objectives and risk tolerance, before investing in ETFs. Reading the ETF's prospectus and consulting with a financial 
advisor can provide further insight into the specific risks associated with a particular ETF.

Passive ETFs,  aim to track the performance of a specific index or benchmark, come with their own set of risks. Some key risk 
disclosures associated with passive ETFs are: Index Risk, Tracking Error, Market risk, Liquidity Risk, Sector Concentration Risk, 
Dividend Risk, Counterparty risk. Investors should carefully consider these risks, along with their investment objectives and risk 
tolerance, before investing in passive ETFs. Reading the ETF's prospectus and consulting with a financial advisor can provide 
further insight into the specific risks associated with a particular ETF.

Furthermore, nothing in this material is intended to provide tax, accounting or legal advice; neither GenTrust, nor any of its 
affiliates or advisors provide legal, tax nor accounting advice. Any statement contained in this communication concerning tax 
matters is not intended or written to be used for the purpose of avoiding penalties imposed on relevant taxpayers. You should 
consult your legal and/or tax advisors before making any financial decisions. Certain information included in this material was 
based on third party sources and, although believed to be reliable, it has not been independently verified and its accuracy or 
completeness cannot be guaranteed.
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