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On average, an ETF or index mutual 

fund that is linked to the S&P 500 sells 

shares in 22 companies in its portfolio 

each year to make way for a comparable 

number that have been added to the 

index. This means an annual turnover of 

about 4.4% of its portfolio. In contrast, 

some actively traded equity funds have 

turnover rates close to 100%.

But not all ETFs are tax efficient. 

Capital gains on ETFs holding gold or 

other precious metals are taxed as ordinary 

income, although there is a rate cap of

28% on long-term gains. When the ETF 

is a partnership, you may owe taxes on 

unrealized gains each year, and when you

sell, 40% of any gains are considered short 

term and taxed accordingly even if you

have held the ETF for more than a year.

BEYOND YOUR CONTROL

In general, though, ETFs are more tax

efficient than either active or passive 

mutual funds because of the way the two 

types of pooled investments are struc-

tured. The first difference is that, with 

mutual funds, the actions of other inves-

tors can have a significant impact on your 

tax liability. This isn’t the case with ETFs.

For example, if your fellow mutual

fund shareholders redeem a large number 

of shares, the fund will probably have  

to liquidate a portion of its investment  

portfolio to generate the cash it needs to

buy back those shares. At least some of 

these sales are likely to produce capital 

gains, and those gains will typically be

passed on to you as taxable income.

When you evaluate investments, the 

return you anticipate and the risks you 

might face typically deserve the greatest 

scrutiny. But how much attention 

should you pay to the taxes that the 

investment could generate if you owned 

it or sold it at a profit? 
In fact, tax planning is an essential 

component in choosing investments 

in a taxable account. That’s because  

what you owe the government on 

investment earnings reduces your 

return and increases the risk of not 

meeting your goals. 

BEING EFFICIENT

There are smart ways to control the 

impact of taxes. One strategy is to  

hold investments that tend to generate 

higher taxes in tax-deferred or tax-free 

accounts. In taxable accounts, you 

might consider offsetting capital gains 

by taking capital losses. And, also in 

taxable accounts, you can choose 

investments that are tax efficient,  

which means they cost you less at tax 

time than other investment choices do. 

For example, individual stocks and 

index-based ETFs, as a group, are more  

tax efficient than: 

•  Corporate, US Treasury, and most

federal agency bonds and the 

mutual finds that invest in them.

That’s because federal taxes on 

qualifying dividends are calculated 

at a lower rate and long-term capital  

gains than interest income is. (Muni- 

cipal bond interest is generally 

exempt from federal, and some-

times state, income taxes.) 

•  Real estate investment trusts (REITs).

Income distributions from REITs 

are generally taxed at the same rate 

as ordinary income rather than at 

the long-term capital gains rate that 

applies to qualifying dividends.

•  Actively managed mutual funds. 

Active managers tend to trade  

securities frequently in an effort  

to beat their benchmarks. Those 

trades, the timing of which you can’t 

control, result in taxable capital gains 

distributions. Often, they’re short-

term gains that are taxed at the same 

rate as ordinary income.

STABLE PORTFOLIOS

Unlike actively traded mutual funds, 

index funds and most conventional 

ETFs are tax efficient because they sell 

holdings only when the components 

of their underlying indexes change. 

This limited turnover means they

realize fewer gains to pass on to  

their shareholders. 

In contrast, an ETF doesn’t redeem 

shares that shareholders want to sell, so  

it doesn’t have to sell holdings to meet  

investor demand. This means the ETF 

has few if any capital gains to pass on 

to shareholders. 
The other difference is the impact 

of the unique creation and redemption 

process that characterizes ETFs.

Actively managed mutual funds may 

realize long-term capital gains by selling 

securities with a low cost basis that have 

significantly increased in value over an 

extended period—perhaps to boost the 

fund’s return or because the manager 

anticipates a falling price. Shareholders 

owe tax on the gains allocated to  

their accounts. 
If you’ve been a shareholder for most 

of the holding period, the tax may be 

offset by the increased value in your 

account due to the growth in the securi-

ty’s value. But if you’ve purchased shares 

recently, you’re being taxed on growth 

from which you’ve derived no benefit. 

Those are known as phantom gains.

In contrast, as ETFs continually 

exchange the securities in their port- 

folio for fund shares and create new 

fund shares in exchange for securities, 

they regularly return the securities with 

the lowest cost basis and receive securi-

ties with a higher cost basis. As a result, 

when securities are sold because of 

changes to the underlying index, there 

are smaller profits and more limited 

capital gains than a mutual fund would 

likely produce with the same transaction. 

The information provided on these pages

is not intended to be tax advice. You should

always consult your tax professional about the impact of

investment decisions you’re considering on your tax liabilities.

THE RATE OF GAIN

In 2016, long-term capital gains and qualifying dividends are taxed at 

15% if your adjusted gross income (AGI) is less than $415,051 if you file

your tax return as a single or $466,950 if you’re married and file a joint

return. Above those limits the tax rate is 20%. In addition, there is a 

3.8% surcharge on net investment income if your AGI is above $200,000 

if you file as a single or $250,000 if you file a joint return. 

There are some exceptions. The one that’s relevant in this context  

is that long-term gains on gold and other precious metals held in an

ETF or index fund are taxed a maximum rate of 28%.

Tax Factors
With planning, you can stay ahead of the taxman.

BONDSBONDS
REITsREITs

MUTUAL FUNDMUTUAL FUND
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tells you what you need to know about ETFs—one of the most dynamic 

groups of products to reach the market in recent years. The guide explains  

in clear language and engaging graphics how ETFs are created, the

range of choices you have, and how you can use ETFs to create a broadly  

diversified portfolio. If you’re considering investing in ETFs, this is the

one primer you need to read.
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ETFs Stocks Mutual Funds
Exchange listed Yes Yes No

Real-time quotes Yes Yes No

Objective measure of value, i.e. NAV Yes No Yes

Must distribute gains to shareholders Yes No Yes

Sales charges Sometimes Yes Sometimes

Index-based Usually No Sometimes

Intraday trading Yes Yes No

Redeemable for cash No No Yes

tRAnsPARent PoRtFoLIos
All ETFs traded in the United States are 
required to report the weighted holdings of 
their portfolios every trading day, making 
them the most transparent pooled invest-
ments in the market. Mutual funds, on 
the other hand, must report their holdings 
quarterly though some do so monthly.

This means that the return that 
is calculated for an ETF can’t be 
manipulated by changing 
the portfolio’s makeup in 
the days preceding a 
required reporting. 
It also makes 
it easier to 
identify  
portfolio  
overlap, 
which  
occurs when 
two or more 
of the funds 
you own 
have large 
holdings of 
the same 
securities.

tHe InDeX connectIon
Most ETFs are passively managed invest-
ments, each one linked to a specific market 
index. Like index mutual funds, ETF 
portfolios typically replicate the holdings 
of the index. However, when the holdings 
number in the thousands, the ETF typi-
cally includes a representative sample. 

Other ETFs use more aggressive 
sampling designed to outpace the index. 
And a small number of ETFs are actively 
managed rather than index based. In both 
cases, mathematical models play a major 
role in selecting the underlying securities 
or other investment products.

As interest in ETFs has grown, so have 
the number of indexes available to track. 
While the earliest funds were linked to 
broad market indexes, such as the S&P 
500, a major benchmark for US stocks, 
and MSCI EAFE, a major benchmark for 
international stock in developed markets, 

the current roster is much more diverse. 
It includes indexes tracking very narrow 
market segments as well as fundamental 
indexes, whose components are selected 
based on factors such as revenue, sales, 
profits, and dividends, and other indexes 
grouped under the nontraditional label.

InDeX InVestInG
The underlying premise of index  
investing, at least when the index in  
question is a broad market index, is that 
it’s the most effective and efficient way to 
achieve the strongest long-term return. 

Efficient, in this context, means more 
cost-effective. It’s generally much cheaper 
to invest in an ETF or index mutual fund 
than in an actively managed fund with a 
similar objective and much cheaper than 
investing in a well-diversified portfolio 
of individual securities. It’s also less labor 
intensive for the investor, which adds 
another level of efficiency.

For proponents of efficient market 
theory, index investing is also efficient 
because everything that is known about 

an investment is incorporated into its 
price. So it’s virtually impossible to 

beat a market—as represented 
by an index tracking that 

market—consistently.

tHe neXt WAVe
Some ETFs link to 

indexes with a par-
ticular purpose. 

For example, 
the objective of 

a strategic, thematic, 
or factor index—some-
times identified as third 
generation or alternative 
indexes—is delivering 
a return that not only 
differs from the market 
return but provides 
a clearly articulated 
advantage. 

An environmentally 
focused index probably 
excludes companies that 
don’t meet its standards. 

A risk control index 
might hold some 
combination of 

stock and cash to help 
offset market losses.

In fact, if you can’t 
find an ETF focused 
on an objective that’s 
important to you, just 
wait. It probably won’t 
be long.

Exchange traded funds (ETFs) combine 
some features of individual stocks with 
others that are characteristic of mutual 
funds. But that doesn’t mean these invest-
ment products are ungainly hybrids. 
Rather, they offer both individuals and 
institutions an easy-to-use alternative for 
converting their investment strategies 
into action, whether those strategies are 
as basic as diversification or as potentially 
complex as hedging risk.

IDentItY cHecK
Like stocks, ETFs are listed on a securities 
exchange, purchased through a brokerage 
account, and traded throughout the day 
at prices set by supply and demand and 
other market forces. You can give limit as 
well as market orders. You can sell ETFs 
short, buy them on margin, and on some 
but not all, purchase options contracts.

Like mutual funds, each ETF owns 
a portfolio—typically referred to as a 
basket—of securities appropriate to its 
investment objective, which is stated 
in its prospectus. Similarly as well, an 
ETF provides its shareholders with the 
opportunity to benefit from the collective 
performance—or share the losses—of the 
fund’s underlying investments without 
having to purchase them individually. 

Mutual funds and ETFs, but not 
exchange-traded commodity funds or 
notes, are governed by provisions of the 
Investment Company Act of 1940, which 
among other things limits their use of 
leverage and requires a daily valuation. 

coMPARIson oVeRVIeW
Here’s an overview of some of the ways in which ETFs,  
mutual funds, and stocks are alike and different.

A cLeAR oBJectIVe
The investment object of a passively  
managed index-linked ETF is to provide a 
return that corresponds to the return of the 
index it tracks. That helps to explain why, 
in most cases, an ETF’s name references the 
name of its underlying index.

HoW InDeX  
InVestInG WoRKs
Index providers, such as S&P  
Dow Jones Indices, MSCI, and  
FTSE Russell, create and maintain 
indexes, which they license to  
financial institutions, giving the 
licensee the right to use the  
indexes as the basis of investment 
products, including ETFs and index 
mutual funds. 

Exchange Traded Funds
Each ETF holds a portfolio of securities or other 
investment products.
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OPENMARKET

Creating an ETF has much in common  
with issuing new stock or inaugurating a 
mutual fund. But there are some important 
differences that make this event unique. 
One of the most relevant is the number of 
individuals and organizations who play a 
role in the process: a sponsoring investment 
company, an index provider, a custodian,  
a number of authorized participants, and  
the Securities and Exchange Commission 
(SEC) in its role as securities regulator. 
Another is the process through which 
the creation occurs.

BeInG 
AutHoRIZeD
An authorized 
participant is a 

financial institution that is invited to 
deliver a basket of the securities that 
underlie the ETF to the sponsor in 
return for a specific number of ETF 
shares, often but not always 50,000. 
That bundle is called a creation unit  
and those are the shares that are sold 
to and then traded among investors.

If a new security is added to the 
index, the sponsor asks the authorized 
participant to deliver shares of the 
new security and returns any securities 
dropped from the index. That exchange 
doesn’t affect the value of the ETF 
shares an investor holds.

custoDY ARRAnGeMents
A custodian’s primary responsibility is 
relatively simple—keeping the securities 
underlying the ETF safe and acting as 
a guarantor against fraud. In the case of 
stocks or bonds, the custodian holds the 
electronic record of the securities. With 
a gold or silver ETF, the custodian has 
possession of the actual commodity. 

The bank’s other primary task is  
collecting dividends or interest on  
securities the ETF holds and paying  
them out in the way that’s appropriate  
to the particular fund. Some ETFs  
reinvest these earnings in the fund,  
others distribute them to shareholders, 
and still others offer investors the 
opportunity to reinvest the money  
in additional shares.

tHe ReDeMPtIon PRocess
Unlike open-ended mutual funds, ETF 
sponsors don’t issue new shares in the 
fund when investors want to buy or 
redeem shares when investors want  
to sell. In a reverse of the creation pro-
cess, however, authorized participants 
can redeem large blocks of ETF shares 
in exchange for a basket of securities 
underlying the fund. To do this they 
must assemble the number of ETF 
shares in a creation unit, usually 50,000, 
and present them to the custodian.

In return for those shares, the autho-
rized participant receives substantially 
the same basket that it delivered when 

tHe FIRst stePs
An ETF sponsor or  
distributor begins the  
creation process by identifying  

the fund’s investment niche and deter-
mining its underlying assets, in most 
cases by selecting an index that’s avail-
able to license or collaborating with  
an index provider on the creation of  
a new index. 

Sponsors generally offer a family of 
ETFs and have a particular strategy for 
or philosophy about ETF construction. 
Some work at building a broad and 
deep roster of traditional index-based 
funds. Others take a smaller-scale but 
less conventional approach, which may 
include redefining what index means. 

It’s also the sponsor’s responsibility 
to register with the SEC, to create and 
market the fund, to select the bank that 
will act as custodian, and to identify 
authorized participants who will provide 
the underlying assets in exchange for 
shares they can sell on the open market. 

Finally, the sponsor must create 
enough interest in the new ETF so 
that investors will buy it.

the shares were created. The difference  
is that when the sponsor redeems cre-
ation units, it typically gives back the 
securities among its holdings that have 
the lowest cost basis. That’s acceptable 
to the authorized participant because 
the redemption is considered a tax-free 
exchange, so nothing is owed to the IRS. 

However, individual investors can 
benefit from this strategy because if at 
some point the ETF does need to sell 
underlying securities for any reason, the 
shares the custodian holds will have a 
higher average cost basis, minimizing 
the potential tax impact of any capital 
gains passed on to shareholders.

IDentItY sHIFt
In the past, closed-end mutual funds,  
which issue a fixed number of shares  
and are listed on a stock market, were  
often described as exchange traded  
funds. Unlike an index-based ETF, though,  
a closed-end fund typically includes a  
portfolio of assets that are not intended  
to resemble those in a particular index.

Creating an ETF
There are a lot of players present at the creation of a 
new ETF.

seeKInG eQuILIBRIuM
The ability to redeem creation units for under- 
lying securities has an intentionally stabilizing 
effect on the price of ETF shares by ensuring  
they don’t trade at too large a premium  
or discount to net asset value (NAV), as 
sometimes happens with closed-end funds.

If an ETF’s shares are selling at a large  
premium, an authorized participant using a  
strategy called arbitrage can present the ETF  
with a basket of the underlying securities, receive 
a creation unit, sell the corresponding ETF shares 
at the premium price, and realize a profit. The 
same strategy works in reverse if an ETF’s shares 
are selling at a discount to the fund’s NAV. 

If the price of an ETF is volatile, as it can be  
in some cases, investors risk paying more than  
the NAV to buy and receiving less than the NAV 
when they sell.

You can find an ETF’s current trading price 
online at financial news sites, and you can track 
its pricing history on the website of the exchange 
where it’s listed or on the sponsoring firm’s site.

11 sPonsoR

44 custoDIAn33 AutHoRIZeD
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NAVNAV

Market value of 
fund securities

– Fund liabilities
÷ Number of fund shares

NAV CHANGES AS:
• Securities prices change
• Number of shares changes

DETERMINED BY:
• Supply and demand
• Market forces

 =

Trading PriceTrading Price

VALUE vs. TRADING PRICEVALUE OF AN
ETF SHARE

Trading
at a

PREMIUM

Trading at a 
DISCOUNT

Like mutual funds, each 
ETF has a net asset value 
(NAV) that reports what a 
single share is worth at a 
particular point in time. 

The NAV is determined 
by the total market value 
of the securities the ETF 
holds, minus fund liabilities, 
divided by the number of 
fund shares. In other words, 
the NAV is not a fixed value, 
and moves up or down as 
the prices of the underlying  
investments change and 
the number of outstanding 
shares increases or decreases.

That change occurs as 
authorized participants 
redeem or receive shares  
in exchange for a basket  
of underlying securities.

PReMIuMs AnD 
DIscounts
Unlike no-load mutual 
funds, though, you don’t  
pay the NAV when you  
buy shares, and you don’t 
receive that value when  
you sell. Instead, an ETF 
trades at its market price as 
individual stocks do. If other 
investors are buying when you buy,  
creating greater demand, you may pay 
more than the NAV. And if you buy 
when the majority is selling, you may 
pay less than the NAV.

If the price of an ETF is higher than 
the NAV, you’re buying or selling at  
a premium. And if the price is lower  
than the NAV, you’re buying or selling  
at a discount. The amount of the  
premium or discount is usually very 
small—and the more popular the ETF  
is, the lower the spread between the  
market price and the NAV tends to be.  
You can find a particular ETF’s premium  
or discount through the exchange on 
which it trades, from your financial 
adviser, or online at financial websites.

A unique feature of ETFs is  
that authorized participants, usually  
institutional investors or market makers, 
may buy large blocks of shares at the 
NAV with in-kind baskets of the fund’s 

securities or redeem shares for a basket 
of securities. This helps ensure that 
ETF prices don’t deviate significantly 
from their NAVs and provides a buffer 
against potentially large premiums  
and discounts often associated with 
closed-end mutual funds. 

However, the ETF universe includes 
some funds that are very narrowly 
focused, some linked to nontraditional 
fundamental indexes, and others 
actively managed. As a result, you  
can’t be assured that the liquidity 
that characterizes trading in the most 
popular funds will be true in all funds. 
Neither are there any guarantees that 
the market price and the NAV will 
always be closely aligned. 

MuLtIPLe uses
ETFs have grown steadily more popular 
since the SPDR S&P 500 began trading 
in 1993. Among the reasons are their 
typically modest expense ratios, their 
multiple uses, and the convenient route 

PRoDuct oR VeHIcLe?
ETFs are sometimes described as investment  
products and other times as investment vehicles.  
Curiously, the two expressions—which conjure  
up very different images—mean the same thing:  
something you buy to make a profit. Investment 
products and vehicles, which can range from a  
plain vanilla fund to a complicated structured  
product, are not insured, as bank products are,  
and expose you to the risk of losing principal.

choose a target date or lifecycle fund,  
that fund may include one or more ETFs. 
Similarly, the age-based tracks in a 529 
college savings plan may include ETFs.

tHe coMMIssIon QuestIon
Because ETFs are exchange-listed and 
must be purchased through a brokerage 
account, investors generally pay a com-
mission to buy or sell. That’s not the case 
with no-load mutual funds, which you 
buy from and redeem with the issuer. 
That cost is sometimes cited as an argu-
ment for selecting an index fund rather 
than an ETF tracking the same index.

However, a number of brokerage 
firms do offer fee-free transactions on  
a limited group of ETFs. In some cases, 
the list includes funds from a number  
of major providers and in others it  
contains exclusively proprietary funds. 

Despite the appeal of saving  
on transaction fees, it’s essential to 
research before you buy. Some of the 
commission-free ETFs are highly rated, 
extremely liquid, and carry low expense 
ratios. But that’s not always the case. 
Higher-than-average expense ratios can 
cost you more than the often-modest 
commissions on most ETF transactions. 
Fees if you sell your new ETF sooner 
than the firm’s deadline can present the 
hard choice between limited flexibility 
and increased cost. And if there is a 
major discrepancy between a less-liquid 
ETF’s NAV and its market price, you 
could pay more to buy or receive less 
than you’d like when you sell.

You’ll also want to evaluate whether 
you’ll have access to a broadly diversified 
choice of funds if you buy exclusively 
commission-free ETFs. 

These cautions don’t mean that  
commission-free trades won’t save  
you money or that you can’t assemble 
a first-class portfolio from the choices. 
Rather, they emphasize the need to 
investigate all aspects of an investment 
opportunity before you make a decision.

to diversification they provide by making 
it easy to invest in a basket of securities 
with a single transaction. 

You can buy and sell ETFs in taxable 
accounts, in tax-deferred and tax-free 
individual retirement accounts (IRAs), 
and in Coverdell education savings 
accounts (ESAs), if the custodian 
you select is a brokerage firm or has 
a brokerage division as many mutual 
fund companies and 
banks do.

ETFs are some-
times available in 
employer-sponsored 
retirement savings  
plans, such as 
401(k)s, especially 
when the fund is a 
commingled trust 
or the plan provider 
offers proprietary 
ETFs. And, if you 

The Ins and Outs of ETFs
The more you know about ETFs, the more you may 
want to know.

A cHAnGInG nAV
As the values of the indexes underlying ETFs 
are updated, typically every 15 seconds, the 
estimated NAVs of linked ETFs are updated  
as well. These values, known as intraday  
indicative values (IIV) or underlying intraday 
NAV (iNAV) aren’t the same as the prices at 
which ETF trade, which are determined by  
supply and demand. But they can provide  
a real-time estimate of the NAV that may  
influence the type and timing of your orders.
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ETVETV

ETF sponsors, eager to meet investor 
demand for more ways to diversify their 
portfolios with passively managed  
products, have expanded the 
universe of funds to encompass 
nearly all asset classes and a 
range of index categories.

The roster includes 
ETFs linked to: 

•  Broad-based traditional indexes
that track hundreds or even
thousands of securities

•  Narrowly focused indexes, such as
those that track fewer securities or
those in a particular sector

•  Nontraditional indexes, sometimes
described as smart beta, strategy,
or alternatively weighted indexes

tHe eQuItY stAnDARD
The original ETF—an equity fund 
linked to an iconic market-capitalization 
index—ushered in the new era of index-
based investing. Today most ETFs are 
still equity funds. One reason may  
be the varied ways the equity market  
can be subdivided by size, style,  
sector, and theme to meet a range of 
investment objectives. Their popularity 
may also result from stocks’ being a  
well-understood asset class, with a long-
term track record of providing strong 
returns despite the risks they pose. 

FIXeD IncoMe etFs

Fixed income ETFs are linked to  
indexes that track a broad variety 
of bonds from different issuers and 
with different terms and risk profiles. 
Mortgage- and asset-backed products, 
leveraged loans, preferred stock, and 
credit default swaps, among others,  
are included in this category. 

Unlike individual bonds, however, 
ETFs don’t promise a fixed rate of  
return or return of principal—two of  
the primary reasons bonds appeal to  
buy-and-hold investors.

coMMoDItY etFs

ETFs linked to commodity indexes offer 
access to the markets where physical and 
financial commodities are traded. Most 
of these funds—with the exception of 
those that are backed by gold bullion 
or other precious metals—buy futures 
contracts on the index they track. This 
means that the market value of the  
ETF reflects the changing value of the 
underlying contracts, not simply the 
market prices of the commodities. 

Investors are attracted to these ETFs, 
whose returns are not correlated to the 
return on stocks and bonds, for the risk 
protections they can provide. However, 
since the underlying futures contracts 
expire on a regular schedule, the recur-
ring cost of replacing them can threaten 
investment principal over time.

PLAIn VAnILLA
Most indexes underlying ETFs continue 
to be market-capitalization weighted. In 
these indexes, the companies with the 
largest market values—calculated by  
multiplying the market price of the 
security by the number of outstanding 
shares—exert a greater weight on  
the changing value of the index than  
companies with lower market values.

The assumption is that market-cap 
weighting provides the most accurate 
reflection of the market the index tracks 
as well as of the overall economy. 

One limitation of this approach, 
though, is that, in some market environ-
ments, a few big companies can be doing 
very well while the rest are lagging. A 
market-cap index would miss that indica-
tor and might provide a misleading view 
of the state of the economy. In contrast, if 
the same components had been weighted 
equally, the index value provided might 
be more reflective of market reality.

stRAteGY InDeXes
Some ETFs are structured not simply  
to achieve market return, sometimes 
called the market beta, but a return that’s 
different from beta in some particular 
way that could strengthen the overall 
performance of your portfolio. This 
objective is often described as smart beta.

So, for example, if an ETF sponsor 
aims to provide a return that features 
increased dividend income, less vola-
tility, or greater risk control than the 
market offers, it needs an underlying 
index that’s been designed specifically 
to meet that objective. Like traditional 
indexes, these alternatively weighted 
indexes follow a set of rules, known as 
the index methodology, that determines 
which components to include, how to 
choose them, and how to calculate the 
index value. 

For example, if the objective is 
increased dividend income, the ETF 
would license an index composed of the 
highest dividend paying stocks included 
in a particular market index. When the 
stock market is strong, companies that 
pay dividends tend to increase them. 
And even if the market is flagging, many 
companies try to maintain dividend 
levels, at least in part to demonstrate 
their financial health. As a result, an 
index tracking these companies, if well 
designed, can meet its objective.

In contrast, an alternatively weighted 
index that tracks low volatility stocks 
will normally provide a return that 
reflects the way those stocks behave in 

coVeRInG tHe teRRAIn
An exchange traded vehicle (ETV) is a publicly 

traded grantor trust that invests in 
commodities or currencies 

or replicates a 
commodity 
benchmark.

different market conditions. During an 
upturn, the index will rise but probably 
not as much as a market-cap index. But 
in a downturn, the low-volatility index 
will tend to lose less value, providing 
downside protection. 

Of course, an ETF that tracks an 
alternatively weighted index—and there 
are many varieties in addition to those 
described here—may pose greater risks 
and higher costs than a plain vanilla 
index. But you may decide that  
the added diversification more than 
compensates for the risk and expense. 

cHoosInG etFs

As you choose among ETFs, you’ll want 
the answers to certain questions, including:

What’s the ETF’s underlying index? 
The index is the dominant influence 
on an ETF’s performance. You need to 
understand the index’s objective, how it’s 
weighted, and the securities it includes. 

What does it offer? You’ll want to be 
clear about what the ETF has the poten-
tial to contribute to your portfolio and 
whether it suits your investment strategy.

What’s the cost? Price isn’t the only 
factor, but it is relevant in choosing 
among ETFs. Look at the expense ratio 
and transaction costs, which you can 
estimate using the turnover rate.

What are the risks? In addition to 
market risk, which applies to all ETFs, 
you should understand the types of risks 
each ETF you’re considering poses. The 
more complex the strategy, the greater 
the potential risk.

BonDsBonDs

stocKsstocKs

coMMoDItIescoMMoDItIes

eXotIc etFs
There are a number of highly specialized ETFs. 
An inverse ETF, for example, moves in the 
opposite direction from the index it tracks. 
That means the ETF goes up when the index 
goes down and down when the index goes 
up. A leveraged ETF aims to provide a return 
that’s twice (2x) or three times (3x) the return 
of its index. Both use derivative products, have 
higher than average expense ratios, and reset 
their returns on a day-by-day basis. Holding 
shares in either of these ETFs for more than a 
day or maybe two is almost certain to result 
in a loss.

Varieties of ETFs
Whatever your investment interests, you’re likely to find 
ETFs to match them.

INDEX
INDEX

ETFETF
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All ETFs are equity securities, whatever 
investments they hold, and are listed on 
an exchange. This means buying and 
selling shares is easy: All you need is a 
brokerage account through which to 
give your trading orders. And because 
ETFs are available for virtually every 
segment of the market—domestic and 
international, equity, fixed-income,  
and commodity—you can use these 
funds to allocate your assets among 
diversified portfolios of securities and 
other investment products. 

ETFs AND ASSET ALLOCATION 
Simply put, asset allocation is the  
strategy of spreading your investment 
capital among different asset classes, 
or categories, to reduce the risk of 
being too narrowly focused without 
significantly reducing long-term return 
potential. While allocating can help 
achieve this goal, it doesn’t guarantee  
a profit or mean you can’t lose money.

Asset allocation can be effective 
because stocks, bonds, real estate,  
and commodities tend to behave  
differently from each other as market 
conditions fluctuate. 

The result is that when one asset class 
is providing strong returns, at least some 
of the others are not. However, no one 
class is on top all the time, and while 
there’s a pattern of ups and downs that 
affects all asset classes, its timing is never 
predictable. If your goal is to be in a 
position to benefit from strong perform-
ers, a potential solution is to be invested 
across multiple asset classes at all times. 

ETFs can play a particularly impor-
tant role in this process because they 
offer access to both broad and narrow 
segments of each asset class—though 
there are more stock ETFs than other 
varieties. As a result, ETFs can help you 
fill potential holes in your portfolio— 
in specific sectors or terms, for  
example—which might other- 
wise be difficult to do. ETFs 
are also often the  
easiest way to add 
assets in valuable  
but often hard to 
evaluate individual 
investments, such  
as alternative energy. 

CORE vs. NICHE
When you invest in ETFs, do you focus 
on core holdings or niche investments? 
Core ETFs are linked to broad market 
indexes, such as those tracking large-
company stocks or intermediate-term 
corporate bonds. Niche ETFs, which are 
actually in the majority, concentrate on 
narrow, sometimes untraditional, and 
often volatile indexes. The range of what’s 
available is difficult to capture with an 
example or two, but you can get a sense 
when the list includes funds tracking 
fertilizers, food and beverages companies, 
cloud computing, and wind energy.

Niche investing involves a fair amount 
of risk that you could lose money, in  
part because the funds’ underlying  
investments may trade less frequently 

than those of core ETFs and their  
market values may move above or below 
net asset value (NAV). This can affect  
the price if you sell. 

Another consideration is how involved 
you want to be in managing your port-
folio. Niche investing typically requires 
regular monitoring to stay on top of 
changing conditions that might suggest 
you sell or encourage you to add shares. 

High net worth investors and those 
who are investing for long-term goals 
often devote a portion of a portfolio to 
riskier or narrowly focused investments. 
Even if you lose some money in the 
short term, it’s not likely to change your 
lifestyle. And, if you have 30 or more 
years to accumulate the assets you need, 
such a set-back isn’t likely to make a 
major difference in your plans. 

However, if you’re saving for a retire-
ment that’s fast approaching, you may 
find that having too much invested in 
volatile ETFs—or other investments—
might force you to postpone leaving 
work or cut back on your expectations. 
Or, if you’re a new investor who’s not as 
confident as you’d like to be with making 
decisions, you may be unwilling to take 
risks. In either case, sticking to the core—
ETFs linked to broad indexes of stocks 
with various market caps, high-rated 
corporate bonds, real estate, and perhaps 
gold—may be more appropriate for you.

CHOOSING AN ETF
When you’ve decided on an approach to 
ETF investing, how do you choose the 
specific funds that best match your needs? 

•  Frequently the answer lies in
selecting the underlying index for
each ETF you’re considering. You’ll
want to make sure you understand
how the index is put together and
what it tracks before you invest. 
Differences in index construction can 
have a major impact on performance. 

•  You’ll want to read the prospectus
and any other product information
your broker or adviser provides on
specific ETFs you’re considering. It’s
smart to learn about the sponsor’s back-
ground and philosophy, how the fund
operates, and the risks of investing.

•  You can check independent rating
services for additional information
and performance history, if it exists.
While past performance may not be

repeated in the 
future, it may 
provide some 
important clues 
about how an 
ETF has been 
managed. 

•  You should con-
sider the expense
ratio and other
fees. The more
you pay in annual
expenses, the
greater the drain
on your return.

CAUGHT IN A NICHE
Building a portfolio of narrow indexes—
those that track subsets of subsets or focus  
on what’s hot—may put you at a greater  
risk than you might think. Rather than 
expanding portfolio diversification,  
this approach tends to  
constrict it because you’ll  
be concentrated in tiny  
slices of the total market.  
What’s more, since this  
year’s hot topic is virtually  
guaranteed to not be  
next year’s, you’re likely  
to buy high and sell low,  
violating a cardinal rule  
of profitable investing.

Investing in ETFs
ETFs can play a major or minor role in your  
investment portfolio.
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ETF INDEXFEES EXPENSE RATIO

EXPENSE RATIO

FEES

TRACKING ERROR

A big part of investigating investment  
performance is knowing what you’re 
looking for. In most cases, it’s total 
return, which you calculate by adding 
any change—up or down—in share 
price to any dividends or interest the 
investment paid. If you divide total 
return by the amount you invested in 
the fund, the result is percent return. 
You can use this figure to compare 
the results for one investment to that 
of similar investments and also to the 
appropriate benchmark.

Monitoring the performance of your 
core ETF holdings is relatively easy. You 
can find percent return over various time 
periods, online at the fund sponsor’s  
website, on financial sites, and through 
ETF rating services. Return results for 
various time periods, from one day to 
three years or as long as a particular ETF 
has been operating, are computed using 
information the sponsor provides. Results 
for longer than a year are annualized to 
provide the results on a per-year basis.

Remember, though, that your actual 
return, whether realized or not, may be 
different from what’s reported based  
on fund statistics. Among the 
reasons are the timing of your 
purchase and sale of shares 
and the amount of commis-
sion you paid, if any.

In addition, the newer an ETF is,  
the less informative its performance 
record will be. Unless a fund has been 
in operation through a full market cycle 
of gains and losses, you can’t evaluate 
whether it has been more or less volatile 
than the market as a whole or, in the 
case of a narrowly focused ETF, than  
its sector of the market.

PeRFoRMAnce FActoRs
An ETF’s performance is based  
primarily on what is happening with  
its underlying investments as reflected 
in the ETF’s index. For instance, return 
on the SPDR that tracks the stocks in 
the capitalization-weighted S&P 500 
can be expected to reflect the changing  
value of that index. A commodity 
ETF tracks what’s happening with that 
underlying commodity as reflected  
in the changing value of futures  
contracts—increasing in value when the 
price of the commodity increases and 
dropping if the commodity loses value. 

But the underlying investments don’t 
tell the entire story. The fund expenses 

and management practices, such as 
how quickly a stock ETF reinvests 
cash from dividends and capital 

gains, can mean an ETF’s return  
varies from the return of the index 
it aims to duplicate.

This gap is called tracking error. The 
smaller the negative tracking error—the 
amount by which an ETF’s return trails 
that of the index—the happier investors 
and fund sponsors are. To help ensure 
that the negative tracking error on the 
funds you buy is minimal, you should 
compare fees and expenses for different 
ETFs tracking similar segments of the 
market. You can get a snapshot of com-
parative costs by looking at each fund’s 
expense ratio, which is the percentage 
of your fund assets you pay each year in 
administrative and investment expenses. 

You’ll also want to investigate any 
other factors that can impact return. For 
instance, an ETF that tracks an index 
whose components change frequently 
may have a higher tracking error because 
its transaction costs—which aren’t 
included in the expense ratio—are higher. 

PeRFoRMAnce tRAcKeRs
You can find ETF performance informa-
tion online at these and other sources:

•  ETF Database (www.etfdb.com)
provides daily coverage of ETFs, an
extensive database of ETFs traded
in the United States, a free screener
of the ETFs in that database, and
a variety of other tools including
an analyzer to compare ETFs and
a mutual fund to ETF converter.

•  Morningstar (www.morningstar.com)
has a full range of information about
ETFs, including an ETF screener.
While some information is free,
in-depth research is available only
to paid members.

•  XTF (www.xtf.com) offers a free
ETF rating service to help you select
an ETF based on asset class, style,
market capitalization, region, sector,
or sponsor.

RIsK AnD RetuRn
The return an ETF provides is directly 
related to the risk it carries, a relation- 
ship that’s characteristic of every invest-
ment you make. Investments with the 
highest potential return invariably expose 
you to the greatest investment risk. 

Certain risks are predictable.  
Markets, and the ETFs invested in  
them, move through recurring patterns 
of ups and downs. Because the nature  
of those cycles is predictable even 
though their timing isn’t, you can  
both benefit from and help offset their 
impact by investing across a variety of 
asset classes and subclasses—something 
that ETFs make easy.

By investing in broadly diversified 
ETFs, you can also reduce the impact of 
the unexpected risks that may be posed 
by individual corporations: management 
risk and credit risk, for example. 

And by adding ETFs that track nar-
rower indexes or alternative investments, 
you can add the potential to capitalize  

on above average returns in the short 
term without having to select individual  
investments within a specific sector. What 
you don’t want to do, however, is invest 
in any ETF without fully understanding 
the risks to which it could expose you.

As a rule of thumb, ETFs that invest in  
less liquid and more volatile securities,  
such as those of new companies,  
have higher-than-average tracking  
errors. At the other end of the  
spectrum, highly liquid bond ETFs  
usually have very small tracking errors.

enHAnceD eRRoRs
Enhanced ETFs, whose sponsors seek to  
outperform the market by using indexes  
that include only the strongest performing 
securities within a market segment rather 
than its entire universe, may run the risk of 
greater losses in a falling market because  
their underlying indexes are more volatile 
than those that are passively managed.

Tracking Performance
Is your ETF investment measuring up to your expectations?
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Buying or selling an ETF is as simple as 
contacting your broker and placing the 
order, either by phone or online. Shares 
trade throughout the day when the 
stock exchanges are open and, in some 
cases, in the after-hours market as well. 

The normal three-day settlement 
period that applies to stock trades 
also applies to ETFs, regardless of the 
underlying product. Records of ETF 
ownership are maintained electronically 
using a book-entry system, which is also 
true of mutual funds, bonds, and stocks. 
Your shares are registered in what’s 
known as street name, and your broker-
age firm lists you on its books as the 
fund’s beneficial owner. 

MARcHInG oRDeRs
You can give a market order to buy  
or sell, which means the amount you 
pay or receive is determined by the  
market price at the time the transaction 
is executed. Or, if you want to arrange 
for the transaction to take place when 
the security reaches a specific price 
point, you may place a stop, limit, or 
conditional order. 

•  A market order instructs your broker
to buy or sell immediately at the cur-

rent market price. 
The advantage 
is that the trade 
is certain to be 
executed, in most 
cases quickly.  
But there are 
potential draw-

backs, in particular 
that you can’t be sure 

what the price will be. 
For example, in a vola-

tile market environment, 
you may pay more to buy 

or receive less to sell than you expect 
because there’s a larger bid-ask spread, 
or difference, between what the buyer 
pays and what the seller receives. The 
market price may also differ substan-
tially from the NAV. Of course, the 
longer you hold the ETF, the less  
difference that may make.

•  A limit order allows you to set a
specific execution price. For example,
if you want to purchase an ETF

currently trading  
at $82, but think 
that the price is 
going to drop in  
the short term, you 
can place a buy 
limit order at $78. 
However, if the 
ETF never trades as 
low as $78 before 
your order expires, 

it won’t be executed. 
Liquidity may be an issue, 

too, if there are not enough 
shares at the price you 
specify to fill the order or if 

orders issued ahead of yours that are filled 
with all the shares available at your price. 

Despite these drawbacks, though, 
limit orders are often preferable to  
market orders.

•  Conditional orders to buy or sell
provide alternatives. If you feel two
ETFs are equally appropriate additions
to your portfolio but want to buy
only one, you might set a limit price
for each as part of a one-cancels-other
order. Whenever one of the trades
is executed, the other is cancelled.
Other conditional trading instructions
include one-cancels-all, one-triggers-
other, and one-triggers-all orders.

APPRoPRIAte use
Because you can trade ETFs easily, you’re 
able to capitalize on short-term oppor-
tunities for capital gains or avoid major 
losses while still benefiting from the 
diversification these funds provide in your 
portfolio. This can be especially important 
in a volatile market when, for example, 
an ETF trades at the current market price 
while the price of an index mutual fund  
is set at the close of the trading day.

the cost of investing in them. The choice 
typically depends on your particular 
situation and the guidance you receive 
from your investment professionals.

etF stRuctuRe
An ETF can be structured as an open-
end fund, a unit investment trust (UIT), 
or a grantor trust. 

The majority 
are open-end 
funds, which 
allow sponsors 
to use various 
investment 
techniques to 
achieve return, 
including  
holding some 
but not all of 
the securities  
in an ETF’s 
underlying 
index and 
hedging with 
options and futures 
contracts. Open-end ETFs reinvest 
dividends or interest they earn on the 
securities they own and credit your 
share of those earnings to your broker-
age account, typically quarterly. You can 
reinvest the money in additional shares, 
though some firms 
charge a commission 
for these purchases.

Many of the  
oldest, best known, 
and most widely 
traded ETFs— 
such as the SPDR 
S&P 500—are  
UITs. They’re 
required to hold  
all of the underlying 
index components 
and can’t use deriva-
tives. In addition, UITs don’t reinvest 
their investment income but credit  
it to shareholder accounts quarterly  
or annually. 

Most commodity ETFs, including 
those investing in precious metals, are 
grantor trusts. They hold 
fixed baskets of under-
lying product, such 
as gold bullion, 
futures contracts, 
or, in some cases, 
securities. Any 
dividends are 
paid directly  
to the share- 
holders.

Because ETFs are easy to trade does 
not necessarily mean that trading them 
frequently is the most effective way to  
invest. In fact, advocates of buy-and-
hold investing argue that the real 
advantage of allocating assets to these 
funds is the role they can play in main-
taining a well-balanced portfolio over 
the long term. Regularly trading in and 
out of these funds, in this view, racks  
up transaction costs and makes little if 
any contribution to your bottom line.

stYLe DRIFt
Another debate focuses on the appro-
priate balance between individual 
investments and ETFs, as well as between 
actively managed mutual funds and pas-
sively managed index funds or ETFs. 

One reason for including one or 
more passively managed ETFs in your 
asset allocation is the absence of style 
drift, which occurs when an actively 
managed fund modifies its portfolio  
to include assets that are outside its  
designated range of focus—often to  
outperform its benchmark. 

The manager of a large-cap stock 
fund may begin to drift into medium 
cap companies, for example, if they are 
currently providing a significantly stron-
ger return. The problem is that drift can 

throw a carefully allocated portfolio off 
balance, and expose you to more—or 
less—risk than you intended. 

Key points to consider in deciding 
between actively managed funds or 
individual securities as opposed to pas-
sive ETFs are the anticipated long-term 
results that these types of investments 
may provide, the risks they pose, and 

Trading ETFs
Weighing your alternatives may be the most complex part 
of trading ETFs.
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reasons by putting money into an indi-
vidual investment or market sector that 
you expect to outperform its historical 
average or the rest of the market.

ETFs are one of the easiest ways to 
put a tactical allocation into practice. 
For example, if you spot a positive trend 
in the retail sector but aren’t sure exactly 
which individual stocks will gain most, 
an ETF linked to a retail index can help 
you invest in that sector while reducing 
the risk of investing in just one or two 
companies. Conversely, if the trend you 
spot suggests a certain sector is in for  
a rough period, selling short an ETF  
tracking that sector is much less risky  
and almost certainly cheaper than  
identifying and selling short the stocks 
you expect to take the biggest hits.

HAnGInG out tHe WAsH
As part of your investment strategy, you 
may decide to sell securities that have 
lost value in order to offset capital gains 
and reduce the tax you owe when you 
file your annual tax return. But what if, 
within a week after you sell, the security 
rebounds? You’d probably like to repur-
chase it to benefit from its potential for 
greater increases in value. But if you do, 
you won’t qualify to take the loss when 
you calculate your taxes because of what’s 
known in tax law as the wash sale rule.

According to this rule, if you pur-
chase a “substantially identical” security 
within 30 days before or 30 days after 
a sale, you don’t qualify to claim a loss 
on that sale. One alternative you might 
consider is to combine the sale of the 

Investment strategies are plans for achieving 
specific results. Some strategies are fairly 
straightforward—though not necessarily 
simple—such as allocating your investments 
across a number of asset classes to help 
manage portfolio risk. 

In other cases, a strategy may require 
two or more steps to produce the 
results you’re after. For example, 
you might use an options spread, 
which involves purchasing 
one option and writing, or 
selling, another to achieve 
limited gains while protecting 
against serious losses. 

ETFs can be useful tools in a variety  
of investment strategies. For starters, these 
funds are transparent, so you always 
know what you’re buying. In addition, 
you can usually trade them easily and 
quickly. And since there are ETFs linked 
to a variety of investment products, you 
can also use them in combination with 
individual securities, options and futures 
contracts, or other ETFs.

sHoRt-teRM InVestInG
If you have a large amount of cash  
on hand—from a bonus, a retirement 
plan payout, or inheritance—you may 
decide to purchase shares in a stock  
ETF rather than putting your money 
into money market accounts or other 
short-term vehicles while you develop 
your long-term investment plan. 
There’s a potential advantage  
but also some risks in  
this approach. 

On the plus side, you may realize a 
higher return.

But ETFs are less liquid than money 
market funds, so in a volatile equity 
market, your assets could lose value. 
You may pay commissions to buy and 
sell ETFs, which could offset any gains. 
And unlike CDs, which are another 
choice for short-term holdings, ETFs 
are not insured.

PIcKInG WInneRs (AnD LoseRs)
In general, choosing an asset allocation  
for the bulk of your portfolio and 
sticking with it has a lot of merit as a 
long-term investment strategy. However, 
there are times when you might decide 
to change your allocation for tactical 

security that has lost value 
with the purchase of an 
ETF linked to an index 
that tracks that security. 
Even if the security you 
sold accounts for 10% 
or more of the index, 
your ETF investment 

would be considered 
similar but not identical, and 

you would qualify to take the loss 
plus be in a position to benefit from 

potential gains. After 30 days, you could 
repurchase your original security and 
sell the ETF if you prefer.

A variation on this strategy is to 
replace an ETF you sell at a loss with  
an ETF linked to a different index in  
the same sector. Even if the two indexes 
overlap in some ways, they aren’t  
identical—which you’ll know because  
ETF portfolio holdings are transpar-
ent—so you’ll be able to take the loss  
on the ETF that declined in value.

one stRAteGY  
to AVoID
As a rule, dollar cost  
averaging, which requires investing  
the same amount in the same security  
on a regular schedule, is a good strategy. 
But it isn’t always well suited for ETFs 
because of the cost of potential  
commissions. Even if you pay just  
$9.95 per trade, the rate on a $100 
monthly purchase is nearly 10%. 

But there may be solutions. For 
example, for a flat fee,  
calculated as a percentage  
of assets under management, 
you may be able to build an 
all-ETF portfolio without 
paying commissions on indi-
vidual trades. Or you may use 
a firm that charges no com-
mission at all on some ETFs. 
However, it’s smart to check 
minimum balance require-
ments and the cost of selling 
shares before you decide.

You can invest for the short term in several ways. 
Here are some features you may want to look for. 

•  Low expense ratios

•  Transparency and
tight tracking to an
underlying index

•  Flexible trading,
including using
limit orders and
short sales

•  Ability to invest
flexible amounts
of cash

•  No expiration date
or need to roll over
a position to keep
money invested

Strategic Uses of ETFs
ETFs can be an effective approach to 
meeting investment challenges.
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RISK

If the index 
does in fact decline, 
you can put, or sell, 
your shares at the option 
price and limit your loss, 
which otherwise might be much 
greater. If the index doesn’t decline, 
you can simply allow the option to 
expire and keep your shares. If they 
rebound over the long term, you’ll be  
in a position to benefit from the gain. 

Using a somewhat more complex 
approach, you might hedge a portion 
of your portfolio of individual equities 
by purchasing a put option on an ETF 
linked to the benchmark index for that 
segment of your portfolio. For example, 
if you owned several technology stocks 
included in the Nasdaq 100, you might 
buy a put option on the ETF known  
as the QQQ. You might also hedge  
a concentrated position in a single  
security, such as your own company’s 
stock, by purchasing a put on an ETF 
linked to the appropriate benchmark.

As an alternative, you might sell  
covered calls on an ETF you own,  
pocketing the cash from the premium  
to lock in a profit or protect against 
mild losses. With this approach, 
though, you do limit your opportunity 

Hedging is a strategy for managing  
risk. It can help limit potential losses  
or protect gains on a single investment 
or portion of your portfolio through the 
purchase of an additional investment. 
Though there’s a price attached, a timely 
hedge provides insurance that, if you 
need it, can be well worth the cost.

oPtIons BAsIcs
Equity options contracts 
on ETFs are among the most 
convenient ways to hedge since 
options are relatively inexpensive  
and highly liquid. If you buy an option,  
which makes you the owner or holder, 
you have the right but not the obliga-
tion to exercise it. Call options give you 
the right to purchase the product under-
lying the option—such as shares of an 
ETF—at a certain price by a particular 
date. Put options give you the right to 
sell the underlying product at a set price 
by a certain date. In contrast, if you sell 
a call, you’re obligated to sell your shares 
if the contract holder wants to buy. And, 
if you sell a put, you must buy if the 
holder wants to sell. 

The amount you pay for the right 
granted by the option is called the  
premium, and it fluctuates based on 
demand for that option and the time 
remaining until the option expires. 
But the premium is never as much as 
the cost of purchasing the underlying 
product. That’s one reason options can 
be effective strategic tools—though they 
aren’t suitable for every investor. 

HeDGInG WItH oPtIons
If you own an ETF you think may 
decline in value because the index it’s 
linked to may drop, you might purchase 
a put options contract on the ETF. If 
the share price falls, the option gives  
you the right to sell your shares at a  
predetermined price that’s better than  
its market price any time before the 
option expires. 

to benefit from unexpected gains if  
the value of the ETF increases and  
the option holder exercises the right 
to buy your shares. 

BuILDInG A DIFFeRent HeDGe
You can also hedge with ETFs by  
selling short in anticipation of a  
price decline. For example, if you  
own a portfolio of small-cap stocks 
and fear that this market segment may 
experience some short-term losses, you 
might sell short shares of an ETF that 
tracks small-caps.

To sell short, you borrow shares  
from your broker through a margin 
account and sell them at the current 
market price. Your goal is to buy back 
the shares at a lower price within a  
relatively short time and return them  
to your broker. You’ll also pay interest 
and transaction expenses. 

If the strategy works, you’ll realize 
a profit in the difference between the 
price you sold the shares for and the 
cost to buy them back. That profit  
can offset losses in your portfolio that 
result from a falling market. What’s 
more, since you can transact a short  
sale as a share price drops—called a 
downtick—you can enhance the  
likelihood that your hedge will  
perform as you anticipated. 

Of course, you could sell your  
small-cap stocks outright and reinvest 
your money elsewhere, but that might 
generate unwanted capital gains. And,  
if you feel the small-cap downturn is 
temporary, you may want to hold onto 
your investments to benefit from any 
future increases in value.

sHoRt sALe RIsKs
Shorting any security is risky. Beyond 
the transaction costs to buy and sell, 
plus the interest you pay on the bor-
rowed shares, there’s always the chance 
that the market will defy your expecta-
tions and the shares you sold short will 
go up instead of down. It will then cost 
you more, perhaps a lot more, to buy 
back the borrowed shares. Even if your 
portfolio gains value because the overall 
market is going up, it may not increase 
enough to offset the cost of the hedge, 
so that you end up actually losing 
money in a rising market.

Identifying the appropriate ETF to 
hedge the stocks adds another layer of 
risk. The key is to find an ETF whose 
underlying index mirrors the portfolio 
holdings you’re trying to protect. Other- 
wise what happens to the shares of the 
ETF won’t reflect what happens in your 
portfolio and you may not offset any  
of its declining value. And unless it’s 
a perfect match—which is unlikely—
you’ll always face the risk that the ETF 
and the shares you’re trying to protect 
won’t move exactly the same way.

A DouBLe HeDGe
There may be times when you think a 
single hedge isn’t enough protection. In 
that case, you might sell an ETF short 
because you expect the index it tracks 
to drop. At the same time, as insurance 
against a rise in the index, you might 
buy a call option on the same ETF. That 
will give you the right to buy shares at  
a specific strike price that you can 
then resell at the higher market price. 
Whichever direction the index moves, 
you’re in a position to limit your losses  
and perhaps make a small profit. How- 
ever, the additional commissions you  
pay with a double hedge increase your 
costs and reduce potential profit.

oPtIons RIsKs
When you buy index options, you put 
your premium at risk. For example, the 
price of the underlying product could 
move in a different direction than you 
expected or could change more slowly 
than you anticipated. Since, in these 
cases, the contracts can’t be exercised  
or sold for a profit before they expire, 
you’d lose your premium. 

In fact, options premiums lose value 
as the contract’s expiration approaches,  
a characteristic of options contracts 
known as time decay. Their value is  
also affected by changes in interest  
rates and market volatility, which  
you can’t always anticipate.

Before you trade options, you should  
read “Characteristics and Risks of 
Standardized Options,” a guide prepared 
by The Options Clearing Corporation.  
You can call 888-678-4667 or download  
a copy at www.optionsclearing.com.

Hedging
The right hedge can help to protect you from market losses.
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On average, an ETF or index mutual 
fund that is linked to the S&P 500 sells 
shares in 22 companies in its portfolio 
each year to make way for a comparable 
number that have been added to the 
index. This means an annual turnover of 
about 4.4% of its portfolio. In contrast, 
some actively traded equity funds have 
turnover rates close to 100%.

But not all ETFs are tax efficient. 
Capital gains on ETFs holding gold or 
other precious metals are taxed as ordinary 
income, although there is a rate cap of 
28% on long-term gains. When the ETF 
is a partnership, you may owe taxes on 
unrealized gains each year, and when you 
sell, 40% of any gains are considered short 
term and taxed accordingly even if you 
have held the ETF for more than a year.

BEYOND YOUR CONTROL
In general, though, ETFs are more tax 
efficient than either active or passive 
mutual funds because of the way the two 
types of pooled investments are struc-
tured. The first difference is that, with 
mutual funds, the actions of other inves-
tors can have a significant impact on your 
tax liability. This isn’t the case with ETFs.

For example, if your fellow mutual 
fund shareholders redeem a large number 
of shares, the fund will probably have  
to liquidate a portion of its investment  
portfolio to generate the cash it needs to 
buy back those shares. At least some of 
these sales are likely to produce capital 
gains, and those gains will typically be 
passed on to you as taxable income. 

When you evaluate investments, the 
return you anticipate and the risks you 
might face typically deserve the greatest  
scrutiny. But how much attention 
should you pay to the taxes that the 
investment could generate if you owned 
it or sold it at a profit? 

In fact, tax planning is an essential 
component in choosing investments  
in a taxable account. That’s because  
what you owe the government on 
investment earnings reduces your  
return and increases the risk of not 
meeting your goals. 

BEING EFFICIENT
There are smart ways to control the 
impact of taxes. One strategy is to  
hold investments that tend to generate  
higher taxes in tax-deferred or tax-free 
accounts. In taxable accounts, you 
might consider offsetting capital gains 
by taking capital losses. And, also in  
taxable accounts, you can choose  
investments that are tax efficient,  
which means they cost you less at tax 
time than other investment choices do. 

For example, individual stocks and 
index-based ETFs, as a group, are more  
tax efficient than: 

•  Corporate, US Treasury, and most
federal agency bonds and the 
mutual finds that invest in them.

That’s because federal taxes on  
qualifying dividends and long-term 
capital gains are calculated at a lower 
rate than interest income is. (Muni- 
cipal bond interest is generally  
exempt from federal, and some- 
times state, income taxes.) 

•  Real estate investment trusts (REITs).
Income distributions from REITs
are generally taxed at the same rate
as ordinary income rather than at
the long-term capital gains rate that
applies to qualifying dividends.

•  Actively managed mutual funds.
Active managers tend to trade
securities frequently in an effort
to beat their benchmarks. Those
trades, the timing of which you can’t
control, result in taxable capital gains
distributions. Often, they’re short-
term gains that are taxed at the same
rate as ordinary income.

STABLE PORTFOLIOS
Unlike actively traded mutual funds, 
index funds and most conventional 
ETFs are tax efficient because they sell 
holdings only when the components  
of their underlying indexes change.  
This limited turnover means they  
realize fewer gains to pass on to  
their shareholders. 

In contrast, an ETF doesn’t redeem 
shares that shareholders want to sell, so  
it doesn’t have to sell holdings to meet  
investor demand. This means the ETF  
has few if any capital gains to pass on  
to shareholders. 

The other difference is the impact  
of the unique creation and redemption 
process that characterizes ETFs.

Actively managed mutual funds may 
realize long-term capital gains by selling 
securities with a low cost basis that have 
significantly increased in value over an 
extended period—perhaps to boost the 
fund’s return or because the manager 
anticipates a falling price. Shareholders 
owe tax on the gains allocated to  
their accounts. 

If you’ve been a shareholder for most 
of the holding period, the tax may be 
offset by the increased value in your 
account due to the growth in the securi-
ty’s value. But if you’ve purchased shares 
recently, you’re being taxed on growth 
from which you’ve derived no benefit. 
Those are known as phantom gains.

In contrast, as ETFs continually 
exchange the securities in their port- 
folio for fund shares and create new 
fund shares in exchange for securities, 
they regularly return the securities with 
the lowest cost basis and receive securi-
ties with a higher cost basis. As a result, 
when securities are sold because of 
changes to the underlying index, there 
are smaller profits and more limited 
capital gains than a mutual fund would 
likely produce with the same transaction. 

The information provided on these pages  
is not intended to be tax advice. You should  
always consult your tax professional about the impact of  
investment decisions you’re considering on your tax liabilities.

THE RATE OF GAIN
In 2016, long-term capital gains and qualifying dividends are taxed at 
15% if your adjusted gross income (AGI) is less than $415,051 if you file 
your tax return as a single or $466,950 if you’re married and file a joint 
return. Above those limits the tax rate is 20%. In addition, there is a 
3.8% surcharge on net investment income if your AGI is above $200,000 
if you file as a single or $250,000 if you file a joint return. 

There are some exceptions. The one that’s relevant in this context  
is that long-term gains on gold and other precious metals held in an  
ETF or index fund are taxed a maximum rate of 28%.

Tax Factors
With planning, you can stay ahead of the taxman.

BONDSBONDS
REITsREITs

MUTUAL FUNDMUTUAL FUND
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owning shares. One measure of the  
former is the size of a fund’s bid-ask 
spread, or the difference between what 
you pay to buy and what the seller 
receives. A measure of the second is 
its expense ratio. The expense ratio 
includes management, investment,  
and administrative costs—but not  
commissions or transaction fees—and is 
subtracted before net return is calculated. 

A number of ETFs linked to broad 
conventional indexes have expense ratios 
in the 0.10% range or lower, and many 
charge less than 0.50%. In fact, the aver-
age is about 0.43%, or $43 a year for 
each $10,000 you invest. That positions 
them among the least expensive prod-
ucts to own. In contrast, the average 
stock mutual fund has an expense ratio 
of about 1.33%—though, in fact, many 
highly regarded funds, index funds in 
particular, charge substantially less. 

In contrast, ETFs that seek to outper-
form the market, those that are paired 
with indexes that track small companies, 

If you believe the adage that all change 
is loss, ETFs may not be the investment 
for you. Their history, since the SPDR 
paired with the S&P 500 received an 
SEC exemptive order to begin trading in 
1993, has been one of constant revision 
and adaptation. 

In fact, ETFs owe their existence to 
exemptions from the provisions of the 
Investment Company Act of 1940 that 
their sponsors were able to win, and 
continue to win, as they expand their 
offerings. Specifically, these exemptions 
allow ETF shares to trade at negotiated 
prices, avoid the redemption of individual 
shares, and negotiate in-kind transactions 
exchanging the underlying products for 
shares—key features that differentiate 
these funds from mutual funds.

KeePInG tHInGs tRAnsPARent
From the start, transparency has been a 
key requirement of ETF construction 
and another of the major differences 
between these investments and actively 
managed mutual funds. For example, 
if you buy shares in an ETF, you know 
exactly what its underlying products are 
and could purchase them if you wished 
to. When the portfolio changes, you 
know that as well. 

To meet the transparency standard, 
enhanced ETFs, which don’t share their 
criteria for choosing specific compo-

nents from the larger indexes with which 
they’re paired, do publish a list of their 
holdings and keep it current. The same 
is true of ETFs that are linked to funda-
mental and other unconventional indexes 
which likewise use proprietary methods 
for selecting and updating their rosters.

The way actively managed ETFs 
handle the transparency requirement 
has presented a greater challenge. The 
primary issue is that one of the keys to 
successful active management, especially 
with equity investments, is the ability to 
buy and sell securities without signaling 
the manager’s intentions—which is diffi-
cult if you provide a daily list of holdings. 

However, a recently authorized  
variety of actively managed funds trades 
on an exchange but is priced at the end 
of day NAV. Because the funds must 
disclose holdings monthly or quarterly 
rather than daily, transparency is not as 
significant an issue as if it’s required daily. 

Transparency may also be less  
problematic for funds investing in  
currencies or fixed income investments.

An eYe on tHe PRIce
Continuing innovations in ETFs have 
also affected the costs of buying and  

and those that invest internationally 
tend to be more expensive. 

Similarly, frequently traded ETFs 
have the smallest bid-ask spreads.  
For example, the spread on the  
SPDR linked to the S&P 500 has  
historically been less than 0.01%.  
And, not surprisingly, ETFs linked to 
indexes whose components are rarely 
traded, those that are narrowly focused, 
or both, tend to have higher spreads. 

BRoADeR HoRIZons
As the number of ETFs grows, you’ll find 
increasing opportunities to diversify your 
portfolio in markets around the world, 
including emerging markets. For example, 
there are funds that focus on worldwide, 
regional, or single country indexes, or 
on specific combinations, such as Brazil, 
Russia, India, and China (BRIC) or  
those that include Middle Eastern and 
African markets. In evaluating these 
ETFs as investment options, you’ll want 
to depend on many of the same criteria 
you use to differentiate among funds that 
invest in the United States, along with 
currency, political, and other risks that  
are relevant to overseas investments. 

Expense ratios for international ETFs 
vary, as they do for domestic funds, with 
the average cost running about 0.60%. 
Generally, the most cost efficient of  
these funds are those paired with large, 
well-known international and global 
indexes, such as the MSCI EAFE, the 
S&P Global 100, or the Dow Jones 
Global Titans, though costs vary by 
sponsor. Bid-ask spreads may be wider 
than for US funds.

coMPARInG Fees
If you’re comparing the expense ratios of  
various investment categories—perhaps 
ETFs, mutual funds, and variable annuities, 
you will want to distinguish between those 
that are calculated as a simple average and 
those that are asset-weighted since they  
provide very different results.

In a simple average, the expense ratios  
of all the funds in a particular asset class  
or subclass are totaled and divided by the 
number of funds. With asset-weighting, the 
funds holding more assets are given greater 
weight than funds with fewer assets, so  
they have a larger impact on the result.

But remember, the most relevant  
ratios are those that apply to the specific 
investments you’re considering in relation  
to the universe of alternatives.

The Continuing 
Evolution
The winds of change  
continue to blow across 
the ETF marketplace.

eXcHAnGe tRADeD notes
Exchange traded notes (ETNs) resemble 
ETFs in a number of ways. Both are 
low-cost investments that trade on an 
exchange, link to an underlying index, 
and offer the opportunity to invest in  
a wide range of products and markets. 
But there are also major differences. 

ETNs are unsecured debt securities 
that promise the issuer will pay a return 
equal to the return of the underlying 
benchmark to which it is linked, minus 
fees, on a specific maturity date. This 
shifts any risk of tracking error—where 
the fund earns less than its index—to the 
issuer. But you do face credit risk, or the 

possibility that the issuer will be unable 
or unwilling to meet its obligation to pay, 
in addition to the inherent market risk of 
unpredictability in the index performance.

Because an ETN does not own assets 
as an ETF does, it doesn’t have a net asset 
value (NAV). However, it publishes a 
regularly updated indicative value, which 
serves a similar purpose. The indicative 
price may be in line with the market 
price, but it may also differ significantly, 
either at a premium or a discount.
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Alternatively weighted index is one  
that weights it components in some way 
other than market capitalization with the 
goal of achieving a return that’s different 
from, and in some way preferable to,  
market return.

Asset allocation is an investment  
strategy designed to help you manage  
risk by assigning specific percentages of 
your portfolio to different asset classes, 
including those with low or negative  
correlations. However, while allocating 
your assets may help you meet your goals, 
it does not guarantee a profit or protect 
against losses in a falling market.

Authorized participant is a financial 
services company that delivers a basket 
of underlying investments to an ETF 
sponsor in exchange for a fixed number 
of fund shares and can redeem the ETF 
shares for the underlying securities.

Benchmark is a standard against which 
investment performance is measured.  
An index is a classic benchmark because 
its gains and losses reflect the changing 
direction of the market or market  
segment it tracks. 

Custodian is the bank responsible for 
holding an ETF’s underlying investments, 
acting as guarantor against fraud, and  
distributing dividends or interest as  
determined by the fund’s structure.

Diversification involves choosing a 
variety of investments within each asset 
class rather than concentrating on a few 
investments or those that are similar. This 
strategy helps manage the risk that one or 
more individual investments may provide 
disappointing returns. However, while 
diversifying your portfolio may help you 
meet your goals, it does not guarantee  
a profit or protect against losses in a  
falling market.

Expense ratio is the amount, expressed 
as a percentage of your account value, 
which you pay in administrative and 
investment fees to an ETF or other  
investment fund.

Fundamental index is a nontraditional 
index that selects and weights its  
components based on specific financial 
criteria, such as earnings, profit margin, 
debt levels, and similar data known  
collectively as fundamentals.

Net asset value (NAV) is the dollar  
value of one share of an ETF, calculated 
by dividing the combined value of its 
underlying assets, minus liabilities, by  

the number of its outstanding shares. The 
market value of a share may be somewhat 
higher or lower than the NAV.

Portfolio is a collection of investments 
owned by an individual or, in the case  
of an ETF, by the fund.

Sponsor is the investment company that 
creates and manages an ETF, selects the 
index to which it will be linked, obtains 
authorization from the Securities and 
Exchange Commission, collaborates  
with a custodial bank, and identifies the 
authorized participants who will provide 
the underlying assets in exchange for  
fund shares. 

Tactical allocation is the short-term  
modification of an asset allocation  
strategy designed to take advantage of, 
or protect a portfolio against, certain  
market conditions. 

Tax-efficient describes pooled investments 
that generate few if any short-term capital 
gains and limited long-term capital gains 
on which their investors will owe tax. 
Some tax-efficient funds, which include 
many ETFs and traditional index mutual 
funds, may also generate limited income 
distributions. Municipal bond funds are 
typically tax efficient because the interest 
their investments generate is not taxable  
at the federal level and in some cases not  
at the state level.

Tracking error is the difference between 
the return of an index-linked investment 
and the return of that index. Generally, 
the gap is caused by fund expenses and 
management practices, including how 
quickly cash from dividends and capital 
gains are reinvested. 

Traditional index is one that tracks  
a broad market or market sector,  
selects and replaces its representative  
components using established criteria, 
and weights those components by  
market capitalization.

Transparency is a measure of the quality 
of the information that’s available about 
markets in general or portfolios invested  
in those markets. The more transparent  
a market or portfolio is, the more you 
know about how it works and what’s  
happening at any particular moment. 

Underlying investments are the assets 
or products owned by an ETF or other 
pooled investment. The return on an  
ETF is based on the combined return  
of its assets.
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On average, an ETF or index mutual 

fund that is linked to the S&P 500 sells 

shares in 22 companies in its portfolio 

each year to make way for a comparable 

number that have been added to the 

index. This means an annual turnover of 

about 4.4% of its portfolio. In contrast, 

some actively traded equity funds have 

turnover rates close to 100%.

But not all ETFs are tax efficient. 

Capital gains on ETFs holding gold or 

other precious metals are taxed as ordinary 

income, although there is a rate cap of 

28% on long-term gains. When the ETF 

is a partnership, you may owe taxes on 

unrealized gains each year, and when you 

sell, 40% of any gains are considered short 

term and taxed accordingly even if you 

have held the ETF for more than a year.

BEYOND YOUR CONTROL

In general, though, ETFs are more tax 

efficient than either active or passive 

mutual funds because of the way the two 

types of pooled investments are struc-

tured. The first difference is that, with 

mutual funds, the actions of other inves-

tors can have a significant impact on your 

tax liability. This isn’t the case with ETFs.

For example, if your fellow mutual 

fund shareholders redeem a large number 

of shares, the fund will probably have  

to liquidate a portion of its investment 

portfolio to generate the cash it needs to 

buy back those shares. At least some of 

these sales are likely to produce capital 

gains, and those gains will typically be 

passed on to you as taxable income. 

When you evaluate investments, the 

return you anticipate and the risks you 

might face typically deserve the greatest 

scrutiny. But how much attention 

should you pay to the taxes that the 

investment could generate if you owned 

it or sold it at a profit? 
In fact, tax planning is an essential 

component in choosing investments  

in a taxable account. That’s because  

what you owe the government on 

investment earnings reduces your 

return and increases the risk of not 

meeting your goals. 

BEING EFFICIENT

There are smart ways to control the 

impact of taxes. One strategy is to  

hold investments that tend to generate 

higher taxes in tax-deferred or tax-free 

accounts. In taxable accounts, you 

might consider offsetting capital gains 

by taking capital losses. And, also in  

taxable accounts, you can choose  

investments that are tax efficient, 

which means they cost you less at tax 

time than other investment choices do. 

For example, individual stocks and 

index-based ETFs, as a group, are more 

tax efficient than: 

•  Corporate, US Treasury, and most 

federal agency bonds and the  

mutual finds that invest in them. 

That’s because federal taxes on 

qualifying dividends are calculated 

at a lower rate and long-term capital 

gains than interest income is. (Muni- 

cipal bond interest is generally  

exempt from federal, and some- 

times state, income taxes.) 

•  Real estate investment trusts (REITs). 

Income distributions from REITs 

are generally taxed at the same rate 

as ordinary income rather than at 

the long-term capital gains rate that 

applies to qualifying dividends.

•  Actively managed mutual funds. 

Active managers tend to trade  

securities frequently in an effort 

to beat their benchmarks. Those 

trades, the timing of which you can’t 

control, result in taxable capital gains 

distributions. Often, they’re short-

term gains that are taxed at the same 

rate as ordinary income.

STABLE PORTFOLIOS

Unlike actively traded mutual funds, 

index funds and most conventional 

ETFs are tax efficient because they sell 

holdings only when the components  

of their underlying indexes change.  

This limited turnover means they  

realize fewer gains to pass on to  

their shareholders. 

In contrast, an ETF doesn’t redeem 

shares that shareholders want to sell, so 

it doesn’t have to sell holdings to meet  

investor demand. This means the ETF 

has few if any capital gains to pass on  

to shareholders. 
The other difference is the impact 

of the unique creation and redemption 

process that characterizes ETFs.

Actively managed mutual funds may 

realize long-term capital gains by selling 

securities with a low cost basis that have 

significantly increased in value over an 

extended period—perhaps to boost the 

fund’s return or because the manager 

anticipates a falling price. Shareholders 

owe tax on the gains allocated to  

their accounts. 
If you’ve been a shareholder for most 

of the holding period, the tax may be 

offset by the increased value in your 

account due to the growth in the securi-

ty’s value. But if you’ve purchased shares 

recently, you’re being taxed on growth 

from which you’ve derived no benefit. 

Those are known as phantom gains.

In contrast, as ETFs continually 

exchange the securities in their port- 

folio for fund shares and create new 

fund shares in exchange for securities, 

they regularly return the securities with 

the lowest cost basis and receive securi-

ties with a higher cost basis. As a result, 

when securities are sold because of 

changes to the underlying index, there 

are smaller profits and more limited 

capital gains than a mutual fund would 

likely produce with the same transaction. 

The information provided on these pages 

is not intended to be tax advice. You should 

always consult your tax professional about the impact of 

investment decisions you’re considering on your tax liabilities.

THE RATE OF GAIN

In 2016, long-term capital gains and qualifying dividends are taxed at 

15% if your adjusted gross income (AGI) is less than $415,051 if you file 

your tax return as a single or $466,950 if you’re married and file a joint 

return. Above those limits the tax rate is 20%. In addition, there is a 

3.8% surcharge on net investment income if your AGI is above $200,000 

if you file as a single or $250,000 if you file a joint return. 

There are some exceptions. The one that’s relevant in this context 

is that long-term gains on gold and other precious metals held in an 

ETF or index fund are taxed a maximum rate of 28%.

Tax Factors
With planning, you can stay ahead of the taxman.
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E X C H A N G E  T R A D E D  F U N D S E X C H A N G E  T R A D E D  F U N D S

V I R G I N I A B .  M O R R I S  A N D K E N N E T H  M .  M O R R I S

G U I D E  T O  E X C H A N G E  T R A D E D  F U N D S
tells you what you need to know about ETFs—one of the most dynamic 

groups of products to reach the market in recent years. The guide explains  

in clear language and engaging graphics how ETFs are created, the  

range of choices you have, and how you can use ETFs to create a broadly  

diversified portfolio. If you’re considering investing in ETFs, this is the 

one primer you need to read.
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