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The Canadian ETF landscape

Although sometimes overlooked, Exchange-Traded Funds 
(ETFs) are quickly becoming a major component of Canadian 

investors’ toolboxes. ETFs are baskets of securities that aim to track 
the performance of an index. These funds provide investors with 
access to a wide variety of local and international securities. The 
core advantages of these products are relatively low cost, trading 
availability and liquidity. Because ETFs are not actively managed, 
they stand to gain significantly as Canadians continue their 
recent shift towards passive 
investment products. 

The Canadian ETF market 
currently has four players: 
BlackRock’s iShares, Claymore 
Investments, Horizon BetaPro 
and Bank of Montreal Asset 
Management (BMO). iShares 
started the industry in 1989 
and has an extensive product 
suite, with exclusive rights 
to the S&P 500, S&P/TSX 60 and Global Gold indices in Canada. 
Claymore’s entrance in 2006 introduced a way for investors to 
diversify through their Core Portfolios, an ETF that holds other 
ETFs. Horizon BetaPro offers more complex products, including 
inverse and leveraged ETFs, that give risk-seeking investors 
opportunities to take commodity and futures positions. Another 

recent entrant, BMO, offers junior commodity ETF and the most 
complete fixed income suite in the industry.  

Assets under management (AUM) in ETFs are projected to grow 
significantly in Canada, from $36 billion  currently to $105 billion 
by 2016. Although iShares currently dominates the industry with 
a 76% market share, current competitors and new players will 
undoubtedly aim to capture some of this growth. The key question 
becomes, will iShares continue to dominate, or can someone else 
take its share?

Why is the market 
growing?
The Canadian ETF market 
is growing largely through 
a shift of assets away from 
Mutual Funds (MFs), driven 
by investor concerns around 
performance, cost and 
transparency. Historically,  

only one third of MF managers have outperformed their benchmark 
index. Since ETFs are designed to replicate the performance of the 
indices, ETFs actually outperform MFs.  Additionally, ETFs charge 
lower annual fees than MFs to give investors better net returns. 
For example, the iShares TSX 60 Fund charges 0.17% of assets per 
year, while the RBC Canadian Dividend Fund charges 0.70%. Since 
ETF asset holdings are passive, investors can understand their 
portfolio – a trait that likely helped in the aftermath of the recent 
recession.  In combination, these effects have caused significant 
changes in capital flows. While global mutual fund AUM has fallen 
by $221 billion from January to July 2010, ETF AUM increased by 
$82 billion. It seems likely that these trends will continue: it is not 
in investors’ best interest to pay higher fees for worse performance. 
This broad trend will, however, be slowed by the best interests of 
advisors, banks and money managers, who profit significantly 
more from MFs than they ever could in ETFs. 

Despite the disincentive from lower fees, some investment advisors 
are switching from their traditionally MF-dependent ways. They 
are now using ETFs in their core portfolios and leaving the majority 
of individual stock picking to their satellite portfolio. One final 
reason for the shift from MFs is that over 50% of ETFs track indices 
that mutual funds cannot due to the choice of narrowly-segmented 
portfolios. Although this leads to potential tracking error of the 
ETFs (due to the less liquid markets), this option is still viewed 
favourably by some investors.
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The changing face of the Canadian 
Exchange Traded Fund landscape

“Since only one company is allowed to 
license any particular index,

possession of an in-demand index creates 
a virtual monopoly over the

product.”
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How to succeed in the ETF market
The first mover advantage in ETFs is extremely important. Since 
only one company is allowed to license any particular index, 
possession of an in-demand index creates a virtual monopoly over 
the product. Blackrock’s iShares TSX 60 Fund has $11 billion in 
total assets, while BMO’s Titans 60 Index (effectively an attempt 
to replicate the same index) 
has $550 million. Since 
investors are looking for 
access to the ‘TSX-60’, iShares 
possesses an extremely strong 
economic barrier. In fact, 80% 
of Canadian ETF AUM lies in 
only 18 of 111 funds.

Monetary returns in the 
industry are driven primarily 
by scale. Due to their 
competitive positioning with 
MFs, ETFs cannot afford to raise their extremely low fees. Their 
cost structures are also  fixed, as funds use quantitative modelling; 
it costs barely anything to add another ETF unit. These two factors 
indicate that scale is the dominant driver of profits and that AUM 
is the most important industry metric.

The last two drivers of success are talent and brand-awareness. 
The actual quantitative modelling and stock selection processes are 
very complex and require extensive knowledge and experience.  
Companies must also rely on brand awareness to drive investor 
demand for their products. Due to the inferior economics of ETFs 
for advisors and brokerages, it is extremely unlikely that they will 
recommend ETFs without specific demand from the investor. 

Opportunities to grow
Since volume increases grow profitability, ETF companies can 
either expand their client base or their product differentiation.  
According to a report commissioned by Deloitte, financial advisors 
and retail clients are the ones migrating to ETFs, with 50% - 60% 
of AUM in the ETF market originating from these channels. To 

increase demand amongst 
retail investors, it is crucial for 
ETF companies to highlight 
the advantages of the security 
over mutual funds and other 
actively-managed solutions. 
Despite new sales from retail 
channels, an abundance 
of wealth still exists in the 
institutional client base. By 
targeting more of these clients, 
companies will also be able to 
tap into a significant market. 

Canadian pension funds alone manage $1 trillion in assets; thus, 
even a 10% ETF market share would create approximately $5 billion 
of run-rate management expense rate (MER) revenue. Claymore 
is currently pursuing an additional channel opportunity, paying 
advisors trailer fees to offer their funds as MF sales do.  Although 
this practice reduces some of the advantages of ETFs, it does create 
new opportunities.  

A key success factor in this market is not to blindly diversify product 
offerings, but to focus on proactively identifying the largest client 
interests. For instance, iShares recently launched their DEX HYBrid 
bond (XHB), a niche product that tracks the DEX HYBrid bond 
index by holding Canadian high-yield debentures. At its inception 
in September 2010, the fund held $6 million AUM. By the next 
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“Even though ETFs are a lower margin 
product, mutual fund providers

would rather make lower returns on 
current customers than risk losing

them altogether.”
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month, the AUM grew over 500%, with steady growth since. It is 
insufficient for companies to solely increase product lines without 
consideration of the needs of its consumers. In 2000, Barclay’s 
Global Investments only held 12% of ETF market share despite 
offering 80% of all the ETFs in the American market, showing 
that offering products that are in demand is more important than 
simply licensing the most indices.

Although the majority of viable Canadian ETF positions have 
been filled by one of the four competitors, there are still some 
diversification paths that can be taken. By adding biotechnology 
and pharmaceutical ETFs, 
the Canadian market could 
more closely mirror the U.S.; 
although, the small size of 
these Canadian sectors could 
induce significant tracking 
error.  Other product offerings 
that companies should exploit 
include target dated funds and 
currency-hedged ETFs. Target 
dated funds allow individuals 
to choose a retirement date 
and their asset mix shifts as they move closer to the date.  Although 
currency-hedged ETFs would likely find a large following in 
Canada (particularly for U.S. equities), they increase the risk to the 
ETF provider, and could be difficult or unprofitable to provide. 

How will the market progress? Who will 
win?
As ETFs continue to gain share against MFs, large Canadian mutual 
fund players will begin to shift their focus towards the market.  
Even though ETFs are a lower margin product, MF providers 
would rather make lower returns on current customers than risk 
losing them altogether. To do so, they can either purchase existing 
players or develop their own ETF offerings. Purchasing makes more 
sense for three reasons: it removes a competitor, obtains exclusive 
licensed products and eliminates talent acquisition costs. Financial 

services firms will be able to pay premiums for independent 
players since ETF platforms are worth more to companies with 
more distribution and cross-selling capabilities. 

Given its dominant market position, iShares will be the primary 
acquisition target for all financial service providers. BlackRock, 
however, does not have a compelling reason to sell iShares outside 
of an attractive takeover price.  If BlackRock does decide to sell, 
RBC is the most logical purchaser of iShares’ Canadian assets, 
since they have the most Canadian MF assets, and therefore 
have the most to lose from the shift towards passive products. 

Although other financial 
players will undoubtedly bid 
for the business, it is probably 
worth more to RBC than any 
competitors. 

It is unlikely that MF 
providers would purchase a 
smaller ETF provider until 
after iShares has been sold, or 
it is clear BlackRock will not 
sell. Following this occurrence 

or realization, the large financial companies should buy smaller 
players to use as the base for their internal ETF platforms. This 
move would be smaller and less impactful since consumers would 
likely still prefer to invest in the largest ETF players. However, the 
value of keeping clients within the bank’s systems are large given 
cross-sales opportunities within financial services firms, making 
these acquisitions worthwhile. 

As a current ETF market player, it makes sense to initially resist the 
purchasing attempts of these MF providers, since valuations will 
only increase as ETF penetration increases.  As ETF market share 
and profit grows, the MF players will be willing to pay increasing 
premiums to staunch AUM losses , creating a more attractive 
exit opportunity. The small providers should therefore continue 
to grow their Canadian businesses in an attempt to become even 
more financially attractive to potential acquirers. 
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“Although the majority of viable 
Canadian ETF positions have been

filled by one of the four competitors, 
there are still some

diversification paths that can be taken.”


