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ETF Index selection  
and replication
Getting the most from Exchange Traded Funds



A guide to the universe  
of ETF investing

ETFs Powered by 
Legal & General

L&G ETF has produced this guide to help you understand 
more about how these funds work and if they are the right 
choice to meet your investment needs.

L&G ETF is the exchange-traded fund business of Legal & General Investment Management 
(LGIM), the investment management arm of Legal & General Group that has total assets under 
management of £1 trillion (as at 31st December 2018) and has pioneered the use of index 
strategies for its clients for more than 25 years.

Built and managed by an experienced ETF investment team and infrastructure, our ETF range 
also reflects the work of LGIM’s Corporate Governance and Responsible Investment team that 
operates independently and reports directly into the LGIM board. Through this team, we use 
our scale as a major investor to encourage the companies in which our clients invest to develop 
resilient strategies, think longer-term and consider their stakeholders. We also work towards 
changing wider market standards, policies and regulations to make the financial system  
more sustainable.
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Physical Synthetic or 
Total Return 

Swaps

Full
ETF provider invests in 
the underlying index 
securities in the same 
weights as the index 

Optimised
ETF provider aims to track 

the index by investing 
directly into an optimised

 sample of the 
index securities

ETF provider 
uses a total return 

swap to gain 
exposure to the 

benchmark index

Assessing the degree of risk in 
index replication
The mechanism by which an ETF replicates its index also has implications 
for its total cost of ownership. If the index is physically replicated, it will 
incur rebalancing costs when the portfolio is refreshed along with the 
index. If the index is synthetically replicated, it will incur a swap spread – 
a fee paid by the issuer to the counterparty.

In physical or direct replication, the ETF buys and holds the securities that 
comprise the index. This can be done in full, with the ETF investing in all 
the securities in the index in proportion to their weight in that index, or 
partially whereby the ETF optimises its exposure by holding only a 
representative sample of the index’s securities rather than all of them. 
Partial replication is often preferred for indices with thousands of 
constituents or with less liquid securities, because it would be inefficient 
to purchase all those securities.

ETFs REPLICATION 
METHODS
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ETF
 

SWAP 
COUNTERPARTY

ETF recieves performance of the benchmark 
index from the swap counterparty

TOTAL RETURN SWAP

ETF pays a financing rate to 
the swap counterparty

A total return swap is an agreement in which one party makes payments 
based on a set rate, either fixed or variable, while the other party makes 
payments based on the return on an underlying asset (eg. an index).

Investors are exposed to an element of counterparty risk when an ETF is 
synthetically replicated. Depending on the type of swap entered into, a 
number of mitigating actions can be used to reduce the amount of 
counterparty risk. These can include resetting the swap at regular intervals, 
overcollateralisation or the use of multiple swap counterparties. The 
implementation of the European Market Infrastructure Regulation (EMIR) has 
further mitigated counterparty risk by requiring OTC swap counterparties 
to exchange margin on a daily basis. High transparency principles from 
many ETF issuers can also allow investors to view the collateral portfolio 
on a daily basis. 

HOW A SWAP 
WORKS
HOW A SWAP 
WORKS
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Source: Bloomberg

MSCI World Index Price Return vs. MSCI World Index Net Total Return from January 2014 to July 2019

Index selection
When selecting an ETF, investors must be aware of the index it is designed 
to track. Even for large-cap core equity exposures, this is vital – for example 
the Dow Jones and S&P 500 are both US large-cap equity indices but have 
very different profiles given their respective numbers of constituents and 
the fact that the former is price weighted and the latter is weighted by  
market cap.

Beyond this, though, there are several other major considerations:

l How often does the index rebalance?

l Are the rebalancing rules driven by a governing committee?

l If the index is designed to capture a segment of a parent universe – value 
stocks, for example, or companies with high ESG scores – what 
proportion of the index is included or excluded? Is it the top 10% of 
securities by those criteria or only the top half?

l If the index is designed to capture a segment of a parent universe, what 
has its historical correlation been to the broader market and are there 
any prominent sector, factor, or stock skews?

l Is the index measured by net total return – i.e. including dividends but 
subtracting withholding tax – or simply price?

The chart below illustrates the difference in performance over time between 
net total return and price return versions of the same index

Past performance is no guarantee of future results. The value of an investment 
and any income taken from it is not guaranteed and can go down as well as 
up, you may not get back the amount you originally invested.
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Securities lending
Some, but not all, ETF providers engage in securities lending. This is the 
process by which an ETF can let other market participants, such as short 
sellers, borrow some of its holdings for a set period in return for a fee. 
The borrower will also provide some collateral, primarily cash or 
government bonds, to the ETF. 

One potential downside risk associated with securities lending is 
counterparty default risk - this is the risk that the borrower fails to return 
a borrowed security. In the event that a default occurred, the lender would 
use the collateral to repurchase the security. 

Another material risk associated with securities lending is collateral 
reinvestment risk. When lenders receive collateral, they sometimes 
reinvest it to generate additional yield. 

This can expose investors to hidden risks if the reinvestment strategy is 
aggressive and the collateral is invested in volatile or less liquid assets. 
This could mean that the value of the collateral is lower than the value of 
the securities that have been lent. It is very important that the quality of 
collateral is properly assessed. Investors should also understand how 
much of the revenue from securities lending is passed back to the fund 
versus the issuer.
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E

EMIR
The European Market Infrastructure Regulation (EMIR) is 
a body of European legislation for the regulation of over-
the-counter derivatives.

I

INDEX FUND
An investment fund that aims to replicate the 
performance of a specified index; this can be an ETF or 
an open-ended mutual fund.

R

REBALANCING
The periodic reweighting of an index or portfolio, and in 
some cases the addition and deletion of constituents, 
according to the index’s methodology.

S

SYNTHETIC REPLICATION
An approach to index replication whereby the ETF  
gains indirect or synthetic exposure to an index  
through derivatives, rather than owning the underlying 
securities directly.

SECURITIES LENDING
The process whereby the owner of a security lends it to 
a borrower, typically in exchange for a fee and collateral. 
The borrower is contractually required to return the 
security at the end of a predefined period.

SECONDARY MARKET
An approach to index replication whereby the ETF  
gains indirect or synthetic exposure to an index  
through derivatives, rather than owning the underlying 
securities directly.

Glossary



CONTACT US

For further information please contact us:

 0345 070 8684  fundsales@lgim.com  lgimetf.com

We record and monitor calls. Call charges will vary.

Important Information

The value of an investment and any income 
taken from it is not guaranteed and can go 
down as well as up, you may not get back 
the amount you originally invested. Past 
performance is no guarantee of future results.

The product discussed in this document is 
issued by Legal & General UCITS ETF Plc (The 
`Issuer’), an open ended investment company 
with variable capital with segregated liability 
between its sub-funds and which is organised 
under the laws of Ireland as a public limited 
company. The Issuer has been authorised 
by the Central Bank of Ireland as a UCITS 
pursuant to the European Communities 
(Undertaking for Collective Investment in 
Transferable Securities) Regulations and is 
structured as an umbrella company with 
multiple sub-funds. Each sub-fund may issue 
different classes of shares (the “Shares”).

The Information in this document (a) is for 
information purposes only and we are not 
soliciting any action based on it, and (b) is not 
a recommendation to buy or sell securities  
or pursue a particular investment strategy; 
and (c) is not investment, legal, regulatory or 
tax advice.

Any projections, estimates or forecasts 
included in the Information (a) shall not 
constitute a guarantee of future events, (b) may 
not consider or reflect all possible future events 
or conditions relevant to you (for example, 
market disruption events); and (c) may be 
based on assumptions or simplifications that 
may not be relevant to you. 

Although the Information contained in this 
document is believed to be correct as at the 
time of printing or publication, no assurance 

can be given to you that this document is 
complete or accurate in the light of information 
that may become available after its publication. 
The Information may not take into account any 
relevant events, facts or conditions that have 
occurred after the publication or printing of 
this document.

Any decision to invest should be based on the 
information contained in the prospectus and 
the Key Investor Information Document of the 
Issuer (or any supplements thereto) which 
includes, amongst other things, information 
on the risks associated with an investment in 
this Fund. These documents are available at 
www.lgimetf.com.

This document is only directed at investors 
resident in jurisdictions where this Fund is 
registered for sale. It is not an offer or invitation 
to persons outside of those jurisdictions. We 
reserve the right to reject any applications 
from outside of such jurisdictions.

In the United Kingdom and outside the 
European Economic Area, it is issued by 
Legal & General Investment Management 
Limited, authorised and regulated by the 
Financial Conduct Authority, No. 119272. 
Registered in England and Wales No. 
02091894 with registered office at One 
Coleman Street, London, EC2R 5AA. 

In the European Economic Area, it is 
issued by LGIM Managers (Europe) Limited, 
authorised by the Central Bank of Ireland as 
a UCITS management company (pursuant 
to European Communities (Undertakings 
for Collective Investment in Transferable 
Securities) Regulations, 2011 (S.I. No. 352 
of 2011), as amended) and as an alternative 

investment fund manager with “top up” 
permissions which enable the firm to carry 
out certain additional MiFID investment 
services (pursuant to the European Union 
(Alternative Investment Fund Managers) 
Regulations 2013 (S.I. No. 257 of 2013), as 
amended). Registered in Ireland with the 
Companies Registration Office (No. 609677). 
Registered Office: 33/34 Sir John Rogerson’s 
Quay, Dublin, 2, Ireland. Regulated by the 
Central Bank of Ireland (No. C173733). 

LGIM Managers (Europe) Limited operates 
a branch network in the European Economic 
Area, which is subject to supervision by the 
Central Bank of Ireland.  In Italy, the branch 
office of LGIM Managers (Europe) Limited 
is subject to limited supervision by the 
Commissione Nazionale per le società e la 
Borsa (“CONSOB”) and is registered with 
Banca d’Italia (no. 23978.0) with registered 
office at Via Uberto Visconti di Modrone, 15, 
20122 Milan, (Companies’ Register no. MI - 
2557936).  In Germany, the branch office of 
LGIM Managers (Europe) Limited is subject 
to limited supervision by the German Federal 
Financial Supervisory Authority (“BaFin”). In 
the Netherlands, the branch office of LGIM 
Managers (Europe) Limited is subject to limited 
supervision by the Dutch Authority for the 
Financial Markets (“AFM“) and it is included 
in the register held by the AFM and registered 
with the trade register of the Chamber of 
Commerce under number 74481231.

Details about the full extent of our relevant 
authorisations and permissions are available 
from us upon request. For further information 
on our products (including the product 
prospectuses), please visit our website.


