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Using Equity ETF Flows as a Contrary Leading Indicator

We observed that equity prices tend to fall after equity exchange-traded funds (ETFs) rake in large sums of money.
Conversely, the market tends to rise after equity ETFs post heavy outflows.

Regression analysis suggests the probability that equity ETF flows are not a contrary leading indicator is less than 1%.

This study tests the robustness of that hypothesis. Does the relationship between equity ETF flows and market moves
change if we use different smoothing periods for flows? What trading rules should investors use if they want to fade the
ETF crowd?

We found that:

e Monthly equity ETF flows (as a percentage of assets) and the returns of the S&P 500 one month later are
negatively correlated to the tune of 21.4%.

e The negative correlation rises to 45.6% for a two-month period, and to 52.4% for a three-month period. The
correlation coefficients are statistically significant at the 1% level of confidence in all cases.

e Short equity ETF flows are positively correlated with future stock returns, and these correlation coefficients are
also significant. Simply put, ETF investors are exceptionally poor market timers in both directions.

e We built a simple model that goes long the S&P 500 when equity ETF flows are below average, and short when
they are above average. We tested it with moving averages of 1 to 100 days. The contrarian ETF portfolio
significantly outperformed the S&P 500 in all cases, with average gains of 281 percentage points in the past
decade. The outperformance was strongest for smoothing periods of one to four months.

e We have two explanations for the strongly negative correlation between equity ETF flows and future market
returns. First, ETFs are traded mostly by retail investors and day traders. These are the least informed and most
emotional market participants—the ones most likely to lose money over time. Second, we suspect hedge funds use
ETFs when liquidity dries up. Hedge funds were forced to close individual stock positions during the credit crisis,
so they bought equity ETFs instead. Equity ETFs posted large outflows in 2009, when liquidity improved.

e When we removed long and short equity ETF flows from the TrimTabs Demand Index, the model portfolio’s
outperformance dropped 90%—but the “inferior” portfolio still beat the market by 70 percentage points.

Note:

Much of the analysis in this paper is based on previous TrimTabs research. If you want to learn more about our work on
fund flows and market returns, or about the TrimTabs Demand Index, please contact Vincent Deluard
(Vincent.Deluard@TrimTabs.com) at (+1) 646-512-5616.
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Equity ETF Flows and Market Returns Display Strong Negative Correlation for One-Month, Two-Month, and
Quarterly Periods. Short Equity ETF Flows Confirm Contrarian Hypothesis.

We measure flows into ETFs on a daily basis as follows:
Flow(t) = [Shares(t) — Shares(t-1)] * NAV(t)

We then aggregate this data by asset class. By our count, equity ETFs currently number 751. Also, we use flows as a
percentage of assets because the asset base of ETFs has expanded tremendously in the past decade. The graph below plots
quarterly ETF flows against S&P 500 returns one quarter later, and the relationship is clearly negative. The larger the
equity ETF inflow, the lower the market return in the following quarter.

Quarterly Flows into Equity ETFs versus S&P 500 Returns the Following Quarter
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We repeated the exercise using one-month and two-month periods. The correlation coefficient was sharply negative and
statistically significant at the 1% level of confidence in all cases.

It is not unusual to observe a strong correlation between flows and returns on a simultaneous basis because flows usually
chase returns. But this is the first time we observe such a strong correlation on a forward basis, and it means investors can
do very well by using past flow data as a contrary leading indicator.

Additionally, a strong positive correlation between short equity ETF flows and market returns reinforces our confidence.
In other words, ETF traders are also wrong on the short side. Short equity ETFs have been actively traded only since
September 2006, but the correlation coefficients are also statistically significant at the 1% level of confidence.

The fact that the contrarian hypothesis is confirmed for one-month, two-month, and three-month periods for both long and
short equity ETFs strongly suggests the negative correlation is not the result of luck.
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Correlation between ETF Flows and Market Returns the Following Period
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We see two main explanations for this phenomenon.

First, ETFs are used primarily by retail investors and day traders—the least informed and most emotional market
participants. Our research and academic literature show that mutual fund flows are also contrary indicators (albeit to a
smaller extent). The negative correlation is stronger for equity ETFs probably because they are much more liquid. ETFs
allow investors to make poor decisions at any time of day.

Second, we suspect hedge funds switch to equity ETFs when liquidity dries up. Equity ETFs took in a record $111
billion between September 2008 and December 2008, when hedge funds had to unwind individual stock positions. Equity
ETFs lost $29.7 billion between January 2009 and April 2009, when markets returned to normal and hedge funds could
resume their regular individual stock picks.

ETF Flows and Market Returns during the Credit Crisis
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Trading Simulation Confirms Investors Can Do Very Well Using Past ETF Flow Data as Contrary Leading
Indicator.

To better test the robustness of our result , we built a simple trading simulation. An investor is long the S&P 500 when the
moving average of equity ETF flows is below its historical average, and short when it is above it. We used rolling
averages so that, at any point in time, we are utilizing only “in-sample” data. For example, on January 4, 2001, we use the
average equity ETF flow between January 4, 2000 (the beginning of our sample period) and January 3, 2001. We lagged
the returns data by one day to adjust for the fact that flows into equity ETFs are known only after the market closes.

Any investor could have replicated these trades by dutifully measuring ETF flows on a daily basis, but simply subscribing
to the TrimTabs Daily Liquidity Report is a whole lot easier.

We tested the simulation for all smoothing periods between 1 and 100 days. The graph below shows the total
outperformance (the model portfolio’s return less the market’s return), which was positive for all the smoothing lengths
we tested. Outperformance is extremely robust to changes in the length of the smoothing period, indicating it is very
tough for investors to go wrong with this model.
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In the chart below, we graphed the cumulative gain of an investor who applied the contrarian rules using a 44-day moving
average. This portfolio returned 272% in the simulation period, while the S&P 500 lost 17.8%.

We used a 44-day moving average of equity ETF flows because the TrimTabs Demand Index uses a two-month moving
average of 21 demand-side variables to make market timing recommendations. When we use a 60 to 80-day moving
average, the outperformance is even greater.
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Cumulative Performance of Contrarian ETF Portfolio
Jan 2000 to March 2010
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Long and Short Equity ETF Flows Responsible for 90% of TTDI Model Outperformance since January 2000.

The TrimTabs Demand Index uses 21 investment demand variables to time the market. It puts the most weight on
variables that show the strongest correlation with market returns. We individually regress each variable against the S&P
500 on a leading basis, and we use the regression t-stat to weigh each observation. The higher the regression t-stat, the
bigger the variable’s impact on the index. Long equity ETF flows have the most influential t-stat (-2.99) of the 21
variables, and short equity ETF flows take fifth place.
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We backtested a portfolio that uses the daily closing value of the TTDI to time the market. The model portfolio adheres to
the following rules:

100% short when TTDI < 25
0% long when 25<TTDI<50
100% long when 50<TTDI<75
200% long when TTDI >75

The backtested performance of the TTDI is spectacular. It shows a return of 729% since January 2000, vastly superior to
the S&P 500 loss of 17.8%. Since much of the outperformance owes to the strong negative relationship between ETF
flows and market returns, we re-ran the simulation without the long and short ETF variables. The result? A return of
“only” 53%.
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The TrimTabs Family of Products

For further coverage of liquidity and macroeconomic trends, please refer to the following TrimTabs products:
- Daily Liquidity Report(Monday through Friday)
- Overnight Liquidity UpdatéMonday through Thursday)
- Weekly International Liquidity Revie@vonday)
- Weekly Macro Analysi§uesday)
- Weekly Flow RepofWednesday)
- Sector Liquidity(every other Thursday)

Legal Disclaimer

The data and analysis contained herein are provided "as is" and without warranty of any kind, either expressed or implied.
TrimTabs Investment Research (TTIR) any affiliates or employees, or any third party data provider, shall not have any
liability for any loss sustained by anyone who has relied on the information contained in any TTIR publication. All
opinions expressed herein are subject to change without notice, and you should always obtain current information and
perform due diligence before trading. TTIR accounts that TTIR or its affiliated companies manage, or their respective
shareholders, directors, officers and/or employees, may have long or short positions in the securities discussed herein and
may purchase or sell such securities without notice. TTIR uses various methods to evaluate investments, which may, at
times, produce contradictory recommendations with respect to the same securities. When evaluating the results of prior
TTIR recommendations or TTIR performance rankings, one should also consider that TTIR may modify the methods it
uses to evaluate investment opportunities from time to time. For this and for many other reasons, the performance of
TTIR's past recommendations is not a guarantee of future results. The securities mentioned in this document may not be
eligible for sale in some states or countries, nor be suitable for all types of investors; their value and income they produce
may fluctuate and/or be adversely affected by exchange rates, interest rates or other factors. TTIR has an investment
management affiliate, TrimTabs Asset Management (TTAM) which actively invests in highly liquid ETF securities which
are sometimes similar or identical to those tracked in the TTIR model portfolio and sometimes different. The portfolio
trades held by TTAM will not always be the same as those recommended by TTIR, primarily because the TTIR trade
recommendations are updated weekly while TTAM portfolios are managed on a daily basis as conditions change. Due to
the highly liquid nature of ETF securities tracked by TTIR, TrimTabs does not believe there is the potential for conflicts
of interest. Further distribution prohibited without prior permission. Copyright 2009 © TrimTabs Investment Research.
All rights reserved.
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