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The origin of Exchange Traded Funds (ETF) can be traced back to the release of 

‘Toronto Index Participation Shares’, which began trading on the Toronto Stock 

Exchange in 1990. The shares tracked the Toronto 35 index and Toronto 100 index. 

Three years later the ETF industry (although these instruments would not be called ETFs 

until the early 2000s) was born in the United States with the release of State Street 

Advisors Standard & Poor’s Depositary Receipts (SPDR) ‘SPY’ fund, which is designed 

to track the S&P500 index. At the time, the primary reason for the creation of ETFs was 

to provide institutional investors an easier method to execute trading strategies such as 

hedging and to provide them a platform to stay fully invested. Initially growth of the 

industry was slow and by the end of 1997 there were only two ETFs trading in the US 

with total assets of only $6.2billion. As a result of the technology boom, the stock market 

had bifurcated into ‘new economy stocks’ such as technology, biotechnology and 

telecommunications and ‘old economy stocks’ such as industrial stocks. Investors wanted 

access to specific sectors of the market and to meet this demand State Street released 

sector specific ETFs. However, adaptation of these products was slow with the exception 

of the technology focused strategy. By the end of the millennium 90% of ETF assets were 

still concentrated in ETFs which referenced broad-based US equity indices, such as SPY 

and QQQQ, referencing the S&P500 and Nasdaq 100, respectively.   

 

Shortly after the bursting of the technology bubble in March 2000, Barclays Global 

Investors (BGI), who at that time owned the iShares brand, launched 4 new ETFs. BGI 

did not have a mutual fund business to cannibalize and therefore could put all of its 

marketing efforts behind iShares. They were the first to hire a dedicated ETF sales force 

and to create educational materials on ETFs for both retail and institutional investors.  

These efforts helped grow the iShares business rapidly and by the end of the year 2000 

iShares had 55 different ETFs. In 2002, iShares released another first – an ETF based on 

fixed income securities (prior to this all ETFs had focused on stocks).  

 

Following the success of the iShares brand, other money managers began building ETF 

platforms and putting educational resources and marketing dollars behind these ventures. 

Since the mid 2000s, the industry has witnessed dramatic growth not only in size but also 

in the number of ETFs.  As of March 30
th

 2015, there are 1,688 ETFs in the United States 

and 5,497 globally. In 2014, nearly $330 billion entered ETFs globally bringing the total 



amount of money invested in global ETFs to nearly $3 trillion. While the first ETF and 

its immediate predecessors were passive funds which tracked US equity indices, ETFs 

today can be either actively or passively managed and are available with many different 

focuses, such as:  

 

 Index-based ETFs – passively managed to replicate the returns of stock, bond, 

commodity or currency indices. Furthermore, they are available to track specific 

sectors, industries or geographic regions.  

 Rules-based ETFs – passively managed to replicate the returns of a particular 

basket of individual securities such as high dividend paying stocks.  

 Sector ETFs – provide exposure to specific sectors or industries such as energy, 

financials or industrials.  

 Geographic ETFs – provide exposure to specific regions or countries such as 

Germany or Europe.  

 Target-date – provide investors with a broad asset allocation within one fund. The 

strategy becomes more conservative as the investor gets closer to the chosen 

retirement date. The date on the strategy is the approximate date that an investor 

will reach retirement age.   

 Inverse ETFs – attempts to provide a return which is the inverse of the index 

return.  

 Leveraged ETFs – attempts to provide a return which is a multiple of a return of 

the benchmarked index.  

  

Institutional and retail investors use ETFs for overall asset allocation, strategic core or 

tactical satellite positions, pair trades, tax swaps, hedging, portfolio completion, cash 

equitization and option strategies.  

 

The structure of ETF  

Exchange Traded Funds, as the name implies, are pooled investment vehicles with shares 

that can be bought or sold throughout the day on a stock exchange at a market determined 

price. The underlying portfolio can own baskets of securities and provide access to 

financial markets, including US and international equities, bonds, commodities, 

currencies and alternative strategies. The vehicle combines features of both a mutual fund 

and a stock. By providing broad exposure to a group of securities through a single 

transaction an ETF shares characteristics of a mutual fund. However, unlike a mutual 

fund, investors do not purchase or redeem shares from the mutual fund but rather buy or 

sell shares of the ETF on an exchange similar to a stock, meaning that ETFs provide 

intra-day liquidity.   

 

When an ETF company creates shares, either for a new fund or additional shares for an 

existing fund, they work with an authorized participant (AP) to do so (an ETF provider 

will generally have agreements with multiple APs). An AP is generally a large financial 

institution and is often referred to as a market maker or specialist. The role of the AP is to 

act as the middleman by acquiring the individual securities, which make up the ETF, and 

to exchange those with the ETF provider for newly created shares of the ETF, called 

creation units. For example, if an ETF company is creating a fund to track the S&P500, 



the AP will purchase shares for all the S&P500 constituents in the exact weights as they 

make up in the index. The AP will deliver the underlying shares to the ETF provider and 

in exchange receive the exact same value in ETF shares. The process also works in 

reverse, an AP can remove ETF shares by delivering them back to the issuer in exchange 

for the underlying securities. This process is known as the ‘creation/redemption process’ 

and is important in the tax treatment of ETFs as discussed below.  

 

The Net Asset Value of an ETF is simply the value of all the fund’s assets divided by the 

total number of shares. This calculation is done at the close of each trading day and will 

change as the value of the underlying securities change. The market price of the ETF is 

the price at which the ETF trades on the exchange, which can be affected by supply and 

demand.  

 

ETF Advantages: 

 

ETFs can offer some notable advantages to investors, including:  

 

 Diversification and easy access to financial markets – In a single security an 

ETF can provide exposure to broad markets, market segments, countries, sectors 

or industries.  

 Liquidity and intra-day trading- With regards to intra-day liquidity, an ETF is 

essentially a mutual fund which has a secondary market. The primary source of 

liquidity is an exchange where investors can buy or sell ETF shares at market 

determined prices during trading hours. APs can provide additional liquidity 

through ETF creation and redemption of the underlying portfolio constituents. 

The result is that the ETF can be as liquid as its underlying securities. This 

liquidity profile allows investors to take advantage of potential short-term 

opportunities in the market.   

 Cost – Passively managed ETFs tend to have very low expenses due in large part 

to lower transaction costs. Since many passive ETFs track indexes they generally 

have experienced less portfolio turnover than actively managed funds and thus 

have lower transaction costs. Many ETF providers also utilize securities lending 

to reduce fund expenses further.   

 Tax Efficiency – ETFs can provide several major tax advantages. 

o The majority of ETFs are index strategies and therefore have lower 

turnover than actively managed funds.  

o ETFs are shielded from unpredictable and frequent shareholder cash flows 

which can also trigger tax consequences. With a mutual fund, investor 

selling can force managers to sell fund holdings in order to meet 

redemptions. Since mutual funds pass through taxes to individual 

shareholders, remaining shareholders will be liable for capital gains tax in 

that calendar year, even if they did not sell any of their position in the 

mutual fund. In contrast, most trading in ETFs takes place on an exchange 

between shareholders. When faced with redemption requests from large 

investors, the ETF will deliver a pro-rata amount of the underlying 

portfolio securities ‘in-kind’ rather than in cash to APs. In-kind creations 



and redemptions allow APs to create/redeem ETFs through security 

transfer that is not deemed to be a taxable event.  

o ETF managers can also use this in-kind redemption process to reduce 

unrealized gains by distributing securities that have a low cost basis to an 

AP. Because these transactions are also ‘in-kind’, the ETF does not incur 

any tax and it also limits the potential need to distribute capital gains. 

ETFs can and do still make capital gain distributions, as they must still 

buy and sell stocks to adjust for changes to their underlying benchmarks.  

 Transparency – Most ETFs disclose their holdings and weightings daily, 

whereas mutual funds typically publish their holdings quarterly.  

 Fees – ETF fees are generally less than actively managed mutual funds. However, 

there is a trend towards actively managed ETFs which have higher costs than 

passively managed ETFs.  

 Can be sold short and bought on margin – Because ETFs trade like a stock, 

they can be sold ‘short’ in order to benefit from a potential decrease in the price of 

an ETF. Therefore, ETFs can be used as a way of hedging a risk.  

 No minimum investment – Most mutual funds require minimum investments, 

whereas an investor can usually purchase as few shares of most ETFs as they 

desire.  

 No cash drag – Mutual fund managers often hold certain, albeit, small cash 

position which they use to meet redemptions. This can create a slight cash drag on 

the portfolio.  

 

ETF Disadvantages:  

 

While there are many advantages of ETFs, such as those discussed above, there are also 

shortcomings as well, including: 

 Benchmark performance – Similar to index mutual funds, index based ETFs do 

not attempt to outperform their benchmark.  

 Tracking error – to help reduce costs many ETFs rely on optimization strategies 

to track the funds respective index. Optimization techniques may rely on the 

purchase of a subsection of the underlying index, or use derivatives, swaps or 

futures to mirror the performance of an index. There is a chance that optimization 

techniques will cause an ETFs performance to deviate from its index; this 

deviation is known as tracking error. In addition, derivative strategies may have 

other intended consequences which could impact return.  

 Transaction costs – because ETFs are exchange trading, buying and selling will 

incur commission costs, along with other potential costs. If an investor plans on 

investing regular sums of money, the transaction costs (commissions) from 

purchasing ETFs may be less effective from a cost standpoint as compared to a 

mutual fund. Similarly, if an investor is frequently trading, either buying or 

selling, the commissions may make ETFs a less attractive option.  

 Premium or discount to their NAV – while an investor will always redeem a 

mutual fund at its NAV at the end of the trading day this is not always the case 

with an ETF. The market price of an ETF will be driven by supply and demand. 

While the AP will try to profit from the difference between the market price of the 



ETF and its intraday NAV by creating or redeeming units of the ETF, there may 

be instances in which the market price will deviate from its intraday NAV. During 

times when demand for an ETF exceeds supply, the market price will be higher 

than the ETF’s NAV and the ETF is said to be trading at a premium. Conversely, 

when supply exceeds demand, the market price of the ETF will be lower than its 

NAV and the ETF is said to be trading at a discount. ETFs generally do not trade 

at persistent large premiums or discounts as arbitrage will bring the discrepancy 

back into line.  

 Taxes – While ETFs are generally considered to be tax efficient there are cases 

where they may not be as efficient as investors think. ETFs may lack tax 

efficiency due to: 

o The underlying securities in the fund. Bond ETFs are generally not as tax-

efficient as other ETFs since the bulk of their returns come from interest 

rather than capital gains and interest distribution is taxed at the 

shareholder’s ordinary income tax rate. ETFs which invest directly in 

precious metals will be less efficient since precious metals are taxed as 

collectibles, which are taxed at a higher rate than long term capital gains.  

o The structure of the ETF can also lead to less tax efficiency. While the 

majority of ETFs are organized as registered investment companies certain 

ETFs are structured as grantor trusts or limited partnerships which will 

result in different tax treatment.  

It is important that investors consider the underlying strategy and securities in the 

fund as well as the structure of the fund when evaluating ETFs.  

 

Conclusion:  

 

The decision whether to use a mutual fund or ETF depends on an individual investor’s 

circumstances and goals. While mutual funds have traditionally been a staple in 

investor’s portfolios, the growth of the ETF industry has illustrated investor’s desire for 

an alternative. The structural differences discussed above are a great starting point in 

helping investors answer this question.   

 

 

Disclosure: 

This document is not to be construed as an offering or intended as a recommendation to 

buy or sell securities and is being provided for informational purposes only.   

 


