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The combination of “Iron ore futures” and “ETF” (exchange-traded fund) may sound novel to
many investors. While we know that an ETF is typically a passive investment vehicle tracking
the performance of an underlying index, many of us may be unfamiliar with iron ore market
and iron ore futures index, which is what iron ore futures ETFs track.

Iron ore key facts

+ Raw material: Iron ore is the key raw material of steel, which is widely used in different
sectors such as real estate, transportation, car manufacturing, energy supply networks,
machineries, ship building and home appliances. It is the second-largest global
commodity by trade value after crude oil.

+ Demand: The demand of iron ore is mainly determined by steel production. China is the
major iron ore importer in the world.

s Supply: Australia, Brazil, Russia, China and India are the top countries sharing large
portion of the world's iron ore reserves. A few companies from Australia and Brazil
dominate the global iron ore production.

s Pricing: While the major reference for iron ore pricing is the Platts index, there are many
other factors influencing iron ore pricing concurrently.
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* Derivatives market: Iron ore investors including iron ore producers and steel producers
trade derivatives in order to hedge the risk of spot price movements of iron ore. Trading of
iron ore derivatives take place in different exchanges worldwide including Dalian
Commodity Exchange (DCE), Singapore Exchange Limited, Chicago Mercantile Exchange
and The Stock Exchange of Hong Kong Limited, among which the iron ore futures
contracts traded on DCE are the most liquid.

How does an iron ore futures ETF work?

Aniron ore futures ETF aims to track the performance of an underlying index comprising
specific iron ore futures contracts, such as the DCE iron ore futures contracts. To do so, the ETF
manager invests in the corresponding iron ore futures contracts according to their weightings
in the underlying index. Depending on the index methodology and the ETF's investment
strategy, the fund manager may invest in futures contracts with short-term or long-term (eg 12
months) maturities or a mixture of different maturities.

While such ETF offers investors a way to gain exposure to iron ore, investors should
understand that the performance of the underlying iron ore futures index and the iron ore
futures ETF can significantly deviate from the spot price of iron ore, This is because the
underlying index is based on the prices of iron ore futures contracts but not on the spot price
of iron ore. The price of iron ore futures contracts may not always go in line with the spot price
and there are risks involved in rolling over the futures contracts (please refer to the section
“Key risks” below for more details). The chart below shows the change in spot price of iron ore
against DCE settlement prices (note) from October 2013 to August 2019,
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(Note): DCE settlement prices refer to settlement prices of dominant DCE iron ore futures
contracts.

(Note): DCE settlement prices refer to settlement prices of dominant DCE iron ore futures
contracts.

Key risks

Apart from the major risks of ETFs, investors should be aware of the below risks when trading
iron ore futures ETFs.

* Risks of rolling futures contracts: An iron ore futures contract is a commitment to buy or
sell a predefined amount of the underlying iron ore at a predetermined price on a
specified future date. "Rollover" means selling existing futures contracts that are about to
expire and replacing them with futures contracts that will expire at a later date (ie longer-
term contracts). If the prices of the longer-term contracts are higher than those of the
expiring contracts, the proceeds from selling the expiring contracts will not be sufficient
to buy the same number of longer-term contracts. Given that a futures-based ETF needs
to rollover the futures contracts for the purpose of replicating the underlying futures
index, a loss may incur (ie a negative roll yield) and would adversely affect the net asset
value of the ETF.

There is a variety of iron ore futures indices which may differ in various respects, and most
notably, in their rolling strategies. The strategy would affect how closely the index
correlates to the price of iron ore in the spot markets, and the roll yield and net asset
value of the iron ore futures ETF. Investors should carefully study the iron ore futures
index used by the ETF. For more details about the nature and major risks of a futures-
based commodity ETF, you may refer to the "Futures-based ETF" and "Commodities
funds".

« Concentration / single commeodity risk: The ETF has risk exposure concentrated in the iron
ore market.

* Iron ore price volatility risk: Iron ore prices may be highly volatile and may be affected by
numerous events or factors.

* Government intervention and restriction risks: There may be substantial government
intervention in the economy, including restrictions on investment in companies or
industries deemed sensitive to relevant national interests. Governments and regulators
may also intervene in the financial markets. Such interventions may be unpredictable,
affecting the trading, operation and market making activities and may also lead to an
increased tracking error for the iron ore futures ETFs

Similar to investing in other ETFs, investors should gain full understanding of the features and
risks of an iron ore futures ETF from primary sources such as product key facts statement and
the offering document before making an investment decision.



