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k What is an ETF?
An exchange-traded fund (ETF) is a pooled investment vehicle with shares that can be bought 
or sold throughout the day on a stock exchange at a market-determined price. 

POOLED INVESTMENT VEHICLE: 
Like a mutual fund, an ETF pools the assets of multiple investors and invests those assets 
according to its investment objective. Each share of an ETF represents an undivided interest 
in the underlying assets of the fund. This feature distinguishes ETFs from exchange-traded 
notes (ETNs), which do not own underlying assets, but rather represent a credit obligation of 
the issuer, which is typically a bank. 

Most ETFs invest primarily in securities, and are regulated, like mutual funds, by the 
Securities and Exchange Commission (SEC) under the Investment Company Act of 1940. 
This regulatory framework imposes a number of significant investor protections, including 
oversight by an independent board of directors and the requirement that fund assets be 
held separately from the assets of the adviser, among others. Some ETFs invest primarily in 
commodities or commodity derivatives; these ETFs have a different corporate and regulatory 
structure, with different tax consequences. 

BOUGHT OR SOLD THROUGHOUT THE DAY AT  
MARKET-DETERMINED PRICE:

Unlike mutual funds (shares of which may only be purchased or sold at the fund’s net asset 
value [NAV], which is calculated at the end of the trading day), ETFs may be bought or sold 
throughout the day on a stock exchange at a market-determined price. 

ETFs are designed to trade at a price that approximates the market value of their underlying 
assets. To facilitate this, most ETFs publish detailed information about their portfolio 
holdings on a daily basis. Doing so enables investors to identify when a share of its ETF is 
overvalued or undervalued relative to its underlying assets and to transact accordingly. 
Additionally, certain large broker-dealers, known as “authorized participants,” create and 
redeem shares directly with the ETF in large blocks, typically 50,000 to 100,000 shares, 
helping to keep the trading price of the ETF shares in line with the market value of their 
underlying assets.
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l What kinds of ETFs are available?
ETFs follow a wide range of strategies, including equities, fixed-income, and blended strategies. 
Within these broad categories are a number of subcategories, including geographic restrictions, 
capitalization ranges, industry sectors, and credit quality, to name a few. ETFs may be broadly 
diversified or narrowly focused. Some ETFs seek exposure to commodities. Many of these ETFs 
have a different corporate and regulatory structure, with different tax consequences. 

The vast majority of ETFs are index-based, i.e., they are designed to track the performance 
of a designated index. Some index-based ETFs are “geared”—that is, they seek to track the 
multiple or inverse (or multiple inverse) of an index. Other ETFs are actively managed, i.e., their 
investment adviser selects investments to meet a particular investment objective or policy, 
which is typically to outperform a selected benchmark.

m How do ETFs differ from other investment products such as 
mutual funds, closed-end funds, and ETNs?

ETFs are often described as a hybrid between a mutual fund and a closed-end fund. Here is how 
they compare to these funds, as well as ETNs:

MUTUAL FUNDS: 
Like mutual funds, ETFs hold a portfolio of assets, and each share represents an undivided 
interest in that pool of assets. Also like mutual funds, new shares of ETFs can be created 
or redeemed at any time. The vast majority of ETFs are regulated by the SEC under the 
Investment Company Act of 1940, in essentially the same way as mutual funds. 

Unlike mutual funds (shares of which may only be purchased or sold at the fund’s net asset 
value [NAV], which is calculated at the end of the trading day), ETFs can be bought or sold 
throughout the day on a stock exchange at market-determined prices. To enable secondary 
market prices to approximate the market value of the ETF’s underlying assets, certain large 
broker-dealers, known as “authorized participants,” are permitted to create and redeem 
shares daily directly with the ETF, in large blocks, typically 50,000 to 100,000 shares. ETFs 
are also required to provide information about the composition of their portfolios daily, 
compared to required quarterly portfolio disclosures by mutual funds.

The levels and types of costs of ETFs, as well as tax implications, may be different than those 
of mutual funds.
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CLOSED-END FUNDS: 
Like closed-end funds, which are also pooled asset vehicles regulated under the Investment 
Company Act of 1940, ETFs are primarily traded on the secondary market, i.e., a stock 
exchange. While ETFs permit certain large broker-dealers, known as “authorized 
participants,” to create and redeem shares daily, closed-end funds do not. Rather, closed-
end fund shares are typically issued only at initial—and sometimes secondary—public 
offerings, and redeemed when the fund liquidates; some closed-end funds also issue or 
redeem shares at specified “intervals.” As a result, while ETF shares typically trade on the 
secondary market at a price close to the market value of their underlying assets, the price of 
closed-end fund shares fluctuates, and is frequently different from the market value of their 
underlying assets. 

EXCHANGE-TRADED NOTES (ETNs):
ETNs are exchange-traded securities designed to provide investors with a return that 
corresponds to an index. Unlike ETFs, however, ETNs are unsecured debt instruments—they 
do not represent an interest in an underlying pool of assets, but rather a promise to pay a 
specific return (typically corresponding to the index or benchmark, minus a fee).

There are three primary implications of this difference. First, an ETN investor assumes a 
credit risk. If the issuer of the ETN goes bankrupt, the investor is in the same position as 
all other unsecured creditors of the issuer, and may lose some or all of his investment. By 
contrast, ETF assets are kept separate from the assets of their sponsors. If an ETF sponsor 
goes bankrupt, the fund will either continue to be managed by a different adviser or will be 
liquidated, in which case the investor will receive cash representing the value of his share of 
the underlying assets.

Second, because it is simply a promise to pay a specified return, the return of an ETN will 
precisely correspond to its benchmark, less any management fee (barring the default of the 
issuer). By contrast, an ETF provides its investors with a share of the return of the pool of 
assets it maintains, which may or may not perfectly track its target index (i.e., may have a 
tracking difference). 

Finally, unlike most ETFs, ETNs are not regulated under the Investment Company Act of 
1940. Many of the significant investor protections provided by this regulatory framework, 
including oversight by an independent board of directors and the requirement that fund 
assets be held separately from the assets of the adviser, do not apply to ETNs. 
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n What should I know before investing in an ETF?
As with any financial product, an investor should carefully consider the objectives, risks, and 
costs associated with an investment in an ETF. This and other information is available in an 
ETF’s summary prospectus and long-form prospectus, and on its website. You may also wish to 
consult a professional financial advisor. The following are some things to consider:

INVESTMENT OBJECTIVE: 
ETFs follow a wide range of investment strategies and objectives. In addition to the stated 
objective of an ETF, you should consider how the ETF sponsor is attempting to achieve that 
objective. 

Index-based ETFs: For an index-based ETF, you should understand the index the ETF seeks 
to track. While a number of ETFs may cover the same market segment, they may do so in 
different ways. For example, an index might have a few or a few thousand securities, and it 
may weight them equally, by market capitalization, by dividends, or by other mechanisms. 
You should also assess how the ETF tracks the index. It may invest in every security in the 
index, or it may invest in a representative sample of securities in the index. Some ETFs may 
also employ derivative instruments. The chosen approach may affect how well the ETF 
tracks the index (tracking difference), and may pose other risks.

Actively managed ETFs: Actively managed ETFs are managed to meet a particular investment 
objective or policy, which is typically to outperform a selected benchmark. As with an index-
based ETF, an investor should understand the strategies the sponsor employs to achieve the 
fund’s objective. 

RISKS: 
Like all pooled investment vehicles, ETFs are subject to risk. These risks are explained in 
the ETF’s summary prospectus and long-form prospectus. The principal risks are typically 
those associated with the ETF’s investment objective, such as adverse developments in the 
securities or market segments in which the ETF invests, or related developments such as 
interest rate or currency fluctuations. 

One risk of index-based strategies is tracking difference (the difference between the return 
of the ETF and the return of the index it tracks). Another risk for all ETFs is premium/
discount volatility (i.e., changes in the difference between the market price of ETF shares 
and the market value of the underlying assets). 
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COSTS:
You should consider all of the costs associated with investing in an ETF. Any fees charged 
by the ETF sponsor, such as advisory and administrative fees, will be detailed in the fund’s 
summary prospectus and long-form prospectus. You may also pay fees such as brokerage 
commissions to trade ETFs, and/or account fees associated with receiving financial advice 
(e.g., wrap fees). Finally, there are some indirect costs that should be considered when 
investing in an ETF, including the bid/ask spread (the difference between the highest price a 
buyer is willing to pay for an ETF share [the “bid”], and the lowest price a seller will accept to 
sell an ETF share [the “ask”]), and any premium/discount volatility (the difference between 
the market price of ETF shares and the market value of the underlying assets). 

An investor should also consider the metrics available to evaluate ETFs.

o How do investors use ETFs?
Investors use ETFs in a wide variety of ways. 

For example, individual investors may use ETFs to build a diversified investment portfolio for the 
long term, or use one or more ETFs to gain exposure to a certain asset class, for the long term or 
temporarily (e.g., to express a view on an impending market development). 

Institutional investors and other traders may use ETFs in the same way. They may also use ETFs 
for shorter-term purposes, such as to obtain short-term exposure to an asset class or to hedge 
other investments in a portfolio. For example, because ETF shares can be sold easily for cash, 
an institutional investor such as a mutual fund or pension fund may invest in an ETF as a way to 
gain interim exposure to a particular market while gradually investing directly in that market.

The ETF structure is designed to permit this short-term trading without impacting long-term 
investors. Because most ETF transactions take place on a stock exchange, they do not affect the 
fund and its shareholders directly. That is, those trades do not represent money going into or out 
of the fund itself, so the fund does not need to react, such as by buying securities to invest new 
money or selling them to meet redemptions. These transactions incur costs, which affect all 
shareholders. Further, even when authorized participants trade directly with the ETF to create 
or redeem shares, they frequently do so on an in-kind basis. In these transactions, the APs 
typically absorb the costs associated with transactions in the ETF’s underlying securities, rather 
than the ETF itself. The in-kind redemption process may also limit capital gains distributions. 
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p What are the costs associated with investing in an ETF?
There are several costs associated with investing in an ETF. These include:

FUND OPERATING EXPENSES: 
Like mutual funds, ETFs charge fees to cover operating expenses, such as advisory services, 
administration, and recordkeeping, among other things. These fees are detailed in the fund’s 
summary prospectus and long-form prospectus, expressed as a percentage of fund assets 
paid annually. This percentage is commonly called an “expense ratio.” ETFs typically have 
lower total expense ratios than retail share classes of comparable mutual funds. However, 
investors must also consider the following costs associated with buying and selling ETFs that 
are not captured by the expense ratio, and that may not apply to mutual funds.

BROKERAGE COMMISSIONS: 
Because ETFs are exchange-traded, investors must buy and sell ETFs through a broker, who 
is typically compensated for this service. Some brokers charge a flat fee for each transaction, 
while others may assess a fee based on the total assets in the investor’s account. 

BID/ASK SPREAD: 
When buying or selling ETF shares on the secondary market, there is typically a difference 
between the highest price a buyer is willing to pay for an ETF share (the “bid”), and the 
lowest price a seller will accept to sell an ETF share (the “ask”). As a result, an investor 
will typically buy ETF shares for slightly over “market” price and sell for lightly less. Bid/ask 
spreads are typically lower for larger ETFs and those that are heavily traded and/or highly 
liquid. 

PREMIUM/DISCOUNT VOLATILITY: 
Although ETF shares are designed to trade on the secondary market at a price that 
approximates the market value of their underlying assets, at times their market price may be 
higher (a “premium” to) or lower (a “discount” to) than the estimated market value of their 
underlying assets. Premiums and discounts are not direct costs to an investor, but changes in 
premiums and discounts (i.e., volatility) may affect the value of the investor’s ETF shares—
for example, if an investor buys shares at a premium and sells at a discount. 
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q How do investors buy and sell ETFs? 
Most investors buy and sell ETFs on the secondary market—such as a national stock 
exchange—at a market-determined price. This means that they enter their trades through a 
brokerage account, and typically pay a brokerage commission, just like trading a stock. 

When placing a trade order through a brokerage account, there are two basic options: market 
orders and limit orders. The selection will impact how (and possibly whether) an investor’s order 
is executed. 

MARKET ORDER: 
A market order is an order to buy or sell a security at the best available price. Generally, this 
type of order will be executed immediately. Although placing a market order ensures that a 
trade will be executed, the price at which the order will be executed is not guaranteed to be 
an optimal price. It is important for investors to remember that the last-traded price is not 
necessarily the price at which a market order will be executed. In fast-moving markets, the 
price at which a market order will execute often deviates from the last-traded price or “real 
time” quote.

LIMIT ORDER: 
A limit order is an order to buy or sell a security at a specific price or better. A buy limit order 
can only be executed at the limit price or lower, and a sell limit order can only be executed at 
the limit price or higher. A limit order is not guaranteed to execute. A limit order can only be 
filled if the security’s market price reaches the limit price. While limit orders do not guarantee 
execution, they help ensure that an investor does not pay more (or receive less) than a 
predetermined price for a security.

Certain large broker-dealers, known as “authorized participants,” create and redeem shares 
directly with the ETF in large blocks, typically 50,000 to 100,000 shares.

r How can an ETF be evaluated?
There are a number of metrics that can be used to evaluate an ETF. Because investors use ETFs 
in a variety of ways, the relative importance of each of these metrics may vary by investor. 

PERFORMANCE: 
While past performance is not an indication of how an ETF may perform in the future, 
an investor may wish to evaluate an ETF’s performance against its stated objective or 
benchmark. For an index-based ETF, this is measured by the ETF’s tracking difference. When 
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evaluating an actively managed ETF, an investor might look at how the ETF has performed 
compared to its stated benchmark. An investor in an actively managed fund might also wish 
to consider whether the ETF’s portfolio managers have changed, i.e., whether the ETF’s past 
performance is attributable to the current managers.

TRACKING DIFFERENCE: 
Tracking difference is the extent to which the ETF’s return deviates from the return of its 
benchmark index. Tracking difference can be influenced by a number of factors, such as how 
an ETF seeks to track the index (i.e., whether it invests in every security in the index or in a 
representative sample of securities in the index), the ETF’s operating expenses, and how the 
manager handles index rebalancing and corporate actions. Tracking difference is sometimes 
called “tracking error,” but tracking error more precisely refers to the standard deviation of 
the differences between the performance of the fund and its benchmark.

COST: 
There are a number of costs associated with investing in an ETF, including fees charged by 
the ETF sponsor, brokerage commissions, and/or account fees associated with receiving 
financial advice (e.g., wrap fees). An investor may also wish to consider indirect costs, 
including those stemming from the bid/ask spread and any premium/discount volatility. 

PREMIUMS/DISCOUNTS:
Although ETF shares are designed to trade on the secondary market at a price that 
approximates the market value of their underlying assets, at times their market price may be 
higher (a “premium” to) or lower (a “discount” to) than the estimated market value of their 
underlying assets. 

LIQUIDITY:
Liquidity refers to how easily shares can be bought or sold without moving the market for 
those shares. Securities with high trading volumes are generally considered more liquid. 
ETF liquidity should be considered with respect to both the ETF shares and the underlying 
securities the ETF holds. Highly liquid ETFs and ETFs that have highly liquid underlying 
securities (even if the ETF shares do not have high trading volumes) typically have narrower 
bid/ask spreads than ETFs that trade less or hold less liquid securities. 

BID/ASK SPREAD: 
When buying or selling ETF shares on the secondary market, there is typically a difference 
between the highest price a buyer is willing to pay for an ETF share (the “bid”), and the 
lowest price a seller will accept to sell an ETF share (the “ask”). As a result, an investor 
will typically buy ETF shares for slightly over “market” price and sell for lightly less. Bid/ask 
spreads are typically lower for larger ETFs and those that are highly liquid.
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s I read the following about ETFs. Are they accurate?

ETFs ARE TAX EFFICIENT. 
ETFs are often described as more tax efficient than mutual funds. While this is not a hard 
and fast rule, two tax-efficient mechanisms, available to all types of funds, are commonly 
employed by ETFs: low portfolio turnover strategies and in-kind redemptions. ETFs that do 
not use these mechanisms may not be more tax efficient than other funds, and in fact may 
be less tax efficient than mutual funds that do use them.

It is important to note that while these strategies can reduce capital gains distributions to 
investors while they are holding ETF shares, investors ultimately pay taxes on any capital 
gains when they sell their ETF shares. Thus, these strategies may enable tax efficiency, but not 
tax avoidance. 

Professional tax advisors can help educate investors about the tax implications of investing 
in ETFs. 

ETFs ARE LESS EXPENSIVE THAN MUTUAL FUNDS.
Like mutual funds, ETFs charge fees to cover operating expenses, such as advisory services, 
administration, and recordkeeping, among other things. These fees are set out in the fund’s 
summary prospectus and long-form prospectus, expressed as a percentage of fund assets 
paid annually. This percentage is commonly called an “expense ratio.” ETFs typically have 
lower total expense ratios than retail share classes of comparable mutual funds. 

However, an investor should also consider other costs associated with ETFs, which may 
not apply to mutual funds, such as brokerage commissions. There are also indirect costs, 
including those stemming from the bid/ask spread and any premium/discount volatility. 

SOME ETFs ARE NOT SUITABLE FOR BUY-AND-HOLD INVESTORS.
ETFs are available in a wide range of strategies. Some ETFs are complex, may be more 
appropriate for sophisticated investment approaches, and may not be suitable for buy-
and-hold investors—for example, those that use leveraged, inverse, volatility, and spread 
strategies. As with any financial product, an investor should understand the objectives and 
risks associated with an ETF before investing. Investors are encouraged to read the ETF’s 
summary prospectus and long-form prospectus for additional information on the fund’s 
objectives and risks. Professional financial advisors can also help educate investors about the 
appropriate use of ETFs and other financial products. 
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Creation and Redemption of ETF Shares 

ETF shares are created and redeemed by an entity known as an “authorized participant,” or 
“AP,” which is typically a large broker dealer. Each business day, the ETF publishes a “creation 
basket”—a list of names and quantities of securities or other assets held by the ETF. To create 
ETF shares, an AP provides the creation basket to the ETF, and receives in return a “creation 
unit,” a large block of ETF shares (typically 50,000 shares). Under certain circumstances, the 
AP may provide cash in lieu of some or all of the securities in the creation basket, along with a 
transaction fee to offset the cost to the ETF of acquiring the securities. Upon receiving the ETF 
shares, the AP may sell some or all of them in the secondary market. 

A creation unit is liquidated when an AP returns the specified number of shares in the creation 
unit to the ETF, in exchange for the daily “redemption basket” (a set of specific securities 
and other assets contained within the ETF’s portfolio), cash, or both. The composition of the 
redemption basket typically mirrors that of the creation basket. If the AP receives cash in lieu of 
securities, it will pay a transaction fee to offset the cost to the ETF of liquidating the securities. 

The creation and redemption mechanisms help ETF shares to trade at a price close to the 
market value of their underlying assets. When ETF shares begin to trade at a price that is higher 
than the market value of their underlying assets (at a “premium”), APs may find it profitable to 
create ETF shares by buying the underlying securities and exchanging them for ETF shares, and 
then sell those shares into the market. Similarly, when ETF shares begin to trade at a price lower 
than the market value of their underlying assets (at a “discount”), APs may find it profitable 
to buy ETF shares in the secondary market and redeem them to the ETF in exchange for the 
underlying securities. These actions by APs, commonly described as “arbitrage opportunities,” 
help to keep the market-determined price of an ETF’s shares close to the market value of their 
underlying assets.
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Commodity ETFs

ETFs that invest in commodities or commodity derivatives are not regulated like mutual funds, 
but rather operate under one of two alternative regulatory structures.

PHYSICAL COMMODITY ETFs: 
A number of ETFs hold physical commodities, typically precious metals or currencies. 
These ETFs register their securities with the SEC and are subject to regulation by the stock 
exchanges. They are structured as grantor trusts. Investors in these ETFs are taxed as though 
they own the underlying assets—i.e., are primarily taxed when they sell their investment—
although there may also be tax consequences if the ETF sells commodities, such as to pay 
expenses.

DERIVATIVES-BASED COMMODITY ETFs: 
Other ETFs invest in commodity derivatives, typically futures and/or options, to obtain 
exposure to commodities, including precious metals, oil and gas, and currencies, among 
others. These ETFs are regulated primarily by the Commodity Futures Trading Commission 
as commodity pools. They also register their securities with the SEC and are subject to 
regulation by the stock exchanges. They are typically structured as limited partnerships, 
which also have a number of tax implications, including that investors are taxed annually on 
gains even if the assets are not sold, as outlined on a K-1 form.
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Sources of Tax Efficiency in ETFs

ETFs are often described as more tax efficient than mutual funds. While this is not a hard and 
fast rule, two tax-efficient mechanisms, available to all types of funds, are commonly employed 
by ETFs: low portfolio turnover strategies and in-kind redemptions. ETFs that do not use these 
mechanisms may not be more tax-efficient than other funds, and in fact may be less tax-
efficient than mutual funds that do use them.

It is important to note that while these strategies reduce capital gains distributions to investors 
while they are holding ETF shares, investors ultimately pay taxes on any capital gains when they 
sell their ETF shares. Thus, these strategies enable tax efficiency, but not tax avoidance:

LOW PORTFOLIO TURNOVER STRATEGIES: 
The sale of portfolio securities by a fund may trigger capital gains distributions to 
shareholders. Therefore, funds that experience lower portfolio turnover are generally more 
tax-efficient than those that buy and sell securities regularly. 

Index strategies, which most ETFs and many mutual funds follow, generally have lower 
portfolio turnover than actively managed strategies. This is not always the case, however; 
some indexes rebalance frequently, and some active managers limit portfolio turnover to 
minimize capital gains distributions.

Additionally, the fact that most trading of ETF shares occurs on the secondary market, 
rather than directly with the ETF, may reduce the frequency with which the ETF needs to sell 
portfolio securities to account for share redemptions. Mutual funds that do not experience 
regular net outflows (outflows in excess of corresponding inflows) may also limit the sale of 
portfolio securities to meet redemptions.

IN-KIND REDEMPTIONS: 
Many ETFs require authorized participants to create and redeem shares in kind—that is, 
to exchange ETF shares for a basket of securities, rather than cash. This allows the ETF to 
avoid selling securities to raise cash to meet redemptions, and thereby also prevents capital 
gains distributions. Additionally, when redeeming in kind, an ETF can provide the authorized 
participant with the underlying securities with the lowest cost basis, further reducing the 
ETF’s tax burden. Other types of investment products, including mutual funds, may also use 
tax-efficient strategies to reduce capital gains, but the ETF structure encourages their use.
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