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ETF 101: How do ETFs replicate index performance? 12/07/2023

ETFs are exchange-traded funds that have become increasingly popular in Hong Kong.
How do they replicate index performance?

ETF strategies for replicating index performance can be divided into “Physical
Replication" and “Synthetic Replication” . The first strategy is “Physical Replication” ,
which is more common in Hong Kong. “Physical Replication Strategy” can be
subdivided into “Full Replication” and "Representative Sampling” .

“Full Replication Strategy” is to invest in the index constituents by making a complete
replication. On the other hand, “Representative Sampling Strategy” is adopted by fund
managers due to certain investment limitations. Investment optimization models would
be adopted to select individual representative index constituents for investment.

The second strategy is “Synthetic Replication” . ETFs that adopt a “Synthetic
Replication Strategy” do not directly invest in the index constituents, but use financial
derivatives instruments to track the index performance. It is appropriate for those
markets which are not suitable to adopt the physical replication strategy, such as
emerging markets, commodities, cryptocurrency, etc. For example, ETF fund managers
will enter into a contract with investment banks and provide them with margins or
collaterals in return of delivering index returns. Investment banks will provide the ETFs'
returns or losses based on the performance of the index.

To conclude, “Full Replication Strategy” will completely replicate the index
constituents, and the tracking error is relatively low. However, transaction costs may be
higher given that there are many index constituents. “Representative Sampling
Strategy” only invests in representative index constituents, which can reduce transaction
costs, but tracking error might be higher.

www.hangsenginvestment.com

PUBLIC e e s i
B4R EEB AR A7 Hang Seng Investment Management Limited 1EERIT2 E MM A wholly-owned subsidiary of Hang Seng Bank



— s
BERE

HANG SENG INVESTMENT
Lastly, “Synthetic Replication Strategy” tracks the index performance through
derivatives instruments, and the tracking error may be relatively lower. However, it may
face additional risks due to the involvement of derivatives instruments and collaterals.

After learning about how ETFs replicate index performance, we will walk through more

details about ETFs next time. Please stay tuned!
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Disclaimer

The content is prepared by Hang Seng Investment Management Limited (“HSVM”) and is for
reference only. At the time of publication of the content, certain information of the content is
obtained and prepared from sources which HSVM believes to be reliable, and HSVM does not
warrant, guarantee or represent the accuracy, validity or completeness of such information. Under
no circumstances shall the content constitute a representation that it is correct as of any time
subsequent to the date of publication. HSVM reserves the right to change the content without
notice. The content is the view of HSVM and does not constitute and should not be regarded as an
offer or solicitation to anyone to invest into any investment product. Investors should read the
relevant investment product’s offering document (including the full text of the risk factors and
charges stated therein) before making any investment decision. Investment involves risks
(including the risk of loss of capital invested), prices of investment product units may go up as
well as down, past performance is not indicative of future performance. If investors have any
doubt about the content or investment product (including its offering document), they should seek
independent professional financial advice. HSVM will not be liable to anyone for any cost, claims,
fees, penalties, loss or liability incurred if the content is improperly used.

The investment products managed by HSVM may invest in or adopt investment strategy similar or
the same to those mentioned in the content.

The content shall not be duplicated or stored or distributed or “Hang Seng Investment
Management Limited, fHAIEEEHAIRAE], “HAEFKEEH" orany marks containing these
names shall not be used without the prior written consent of HSVM.

HSVM and Hang Seng Indexes Company Limited and other index companies (collectively “Index
Companies”) are separate and independent entities, HSVM’s views and opinions do not represent
the views or opinions of the Index Companies and HSVM cannot influence Index Companies on
any matter.

The content is prepared by HSVM and has not been reviewed by the Securities and Futures
Commission.
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