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Exchange-Traded Funds (ETFs) have
given average people and retail investors
the same access as big financial
institutions, and have thus democratized
the investing process. Since their
introduction to the U.S market in 1993,
ETFs have experienced rapid growth. At
the turn of the millennium, there were 30
ETFs registered with the U.S. Securities
and Exchange Commission (SEC). To
date, there are more than 2000 ETFs, with
over 900 applications pending.(4)
Currently, ETFs account for more than $4
trillion in assets in the United States,
growing at a
 
 

faster rate than traditional mutual funds.
(2) Furthermore, when stacked against
mutual funds used by retail investors,
ETFs are the clear winners in terms of
benefits. Mutual Funds and ETFs share
many similarities, but also have several
important differences. So, what exactly is
an ETF? What are the benefits and risks
of ETFs and why should investors
consider using them in place of mutual
funds? In this white paper, we will
explore the history, construction, and
usage of ETFs. In addition, we will
examine the advantages and risks
associated with Exchange-Traded Funds.
 

Introduction
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As described by famed author Eric
Balchunas, “an ETF is a marriage
between an index fund (passively
managed with low-costs and
diversification) with the trading features
of a stock (intraday trading, price
transparency).”(7) An ETF is a type of
security itself, that includes a collection
of other securities—such as stocks—that
tracks an underlying index, different
industry sectors, and/or commodities.(8)
In contrast, the better known mutual
funds have managers that select a
specific basket of securities, usually
stocks and bonds, and when you invest in
that mutual fund, you own (proportionate
to your shares) small amounts of each
individual security in that basket.(7) The
sum of the values of the securities in that
 

mutual fund makes up the value of your
fund shares. Additionally, the value of a
mutual fund is calculated daily (based
on the value of each security in the
basket) and fund shares can then be
sold or bought at that calculated “end of
day” net asset value (NAV).(6) ETFs,
however, have mechanisms that keep
their price close to NAV throughout the
day, though small deviations can occur.
(6) Another type of security, a CEF
(closed-end fund) has an underlying
portfolio of investments with an NAV
(like a mutual fund) and is traded on the
open market similar to an ETF.(10) In
contrast to both ETFs and Mutual
Funds, the share price of a CEF
deviates greatly from NAV.(10) For the
sake of this paper, we will focus on
ETFs.

What is an Exchange-
Traded Fund?
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So how is investing in ETFs different?
When investing in an ETF, one also owns
a proportionate share of each of the
holdings. Unlike mutual funds, however,
ETFs do not sell or redeem individual
shares at NAV.(6) While the concept of
NAV still applies to ETFs, investors can
only sell or redeem at NAV if the price
equals NAV.(6) Once ETFs are listed on
securities exchanges, investors can trade
them during the day at market prices.
This is the most significant difference
between mutual funds and ETFs:
Although ETFs are a basket-like
investment that can hold/track thousands
of securities, they are traded on the open
 

market like stocks, and their
price/value does not depend on NAV,
but rather (like stocks) on supply and
demand for shares. Additionally,
since shares are sold and purchased
on the open market like stocks, ETFs
don't carry load (a sales charge or
commission charged to an investor
when buying or redeeming shares in a
mutual fund), but may be subject to
transaction charges from a broker.(7)
However, the average asset-weighted
fee of an ETF is less than half than
that of a mutual fund.(7) As such,
ETFs share attributes of both stocks
and mutual funds, which presents
risk, but also great benefit for
investors.

 Figure 1: Number of Exchange Traded Funds (ETFs) in the United States from 2003 to 2019 (9)
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Wait, a security that tracks thousands of
other securities can be traded on the open
market like a stock? To understand how
investors are able to reap the liquidity of
ETFs, we first have to understand how
they are created. Fund managers, or
“Sponsors”, create ETFs. These fund
managers will file a registration
statement with the Securities and
Exchange Commission (SEC), that
outlines the parameters and investment
plan of the ETF.(7) Then, an authorized
participant—typically an institutional
investor—deposits the daily creation
basket or cash with the ETF.(12)

The ETF issues to the authorized
participant a “creation unit” — a large
block of 25,00-200,000 shares—that
consists of a specified number of ETF
shares in return for the creation basket
or cash (or both).(6) The AP can choose
to sell all or part of the ETF shares that
comprise the creation unit on a stock
exchange, or keep them. ETF shares are
listed on a number of stock exchanges
where investors can purchase them as
they would shares of a publicly traded
company.(7) As such, prices of ETF
shares are very dependent on market
conditions: supply and demand.(6)
    

How are ETFs Created?
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Once listed, a fund manager (generally
automated) maintains the portfolio in
accordance with the underlying index.(6)
As odd as it may sound, authorized
participants utilize arbitrage—the
simultaneous buying and selling of
securities in derivative forms in order to
take advantage of differing prices for the
same asset—to regulate ETF prices.(6)
APs’ ability to create or redeem ETF
shares at the end of the trading day also
helps ETF trade at market prices that
approximate the underlying market value
of its portfolio.(11) When deviations
between an ETF’s NAV and its market
price occur, APs will buy or sell creation
units to capture a profit.(14) When an
ETF is trading at a premium, APs will
find it profitable to short the ETF during
the day while simultaneously buying the
underlying securities.(12) APs then
deliver the creation basket of securities to
the ETF in exchange for ETF shares that
they use to cover their short sales. 
 

These actions by APs, commonly
described as arbitrage opportunities,
help keep the market-determined price
of an ETF’s shares close to its net asset
value.(14) Sponsors want to see AUM
(Assets Under Management) grow, but
unlike a mutual fund that grows by
people sending in money, ETFs grow
by having more buyers (demand) than
sellers in the fund.(14) The AP acts as
the middleman, but of course would
wait until the arbitrage was enough to
warrant making the trade. Thus if
demand was growing, an ETF might
trade at NAV +1%, as buyers didn’t
have enough sellers to buy from and
had to buy from AP’s at a little above
NAV.(6) If a fund was shrinking, it
would work in reverse.
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Although the idea of large financial
institutions utilizing arbitrage sounds
unpleasant, ETFs, like mutual funds,
have to be approved by the SEC, and
thus have an independent board of
directors. Fund managers have a
fiduciary obligation to act in the best
interest of the fund holders. ETF
pioneer Ben Fulton mentions:
 

It is always nice when you have a prospectus 

wrapped around an idea. It has all the disclosures and 

has gone through a vetting process [with the SEC]. 

There is good governance around the product. It is a 

nice, neatly wrapped package that can give asset 

managers a nice turnkey way of getting exposure. 
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The composition of ETFs varies, but can
generally be categorized as “Physical”
ETFs and “Synthetic” ETFs.(6)  Physical
ETFs are actual shares of the securities
that makeup the ETF mandate. In their
creation process, APs trade baskets of
physical securities proportionate in value
to the ETF shares.(11) Physical ETFs
might own all the stocks in an index, or
just a portion of stocks in order to reduce
cost.(6) These types of ETFs resemble
the traditional mutual funds the most.
 

Synthetic ETFs, however, deviate more
from mutual funds since they are
composed of derivatives, rather than
physical assets.(6) Some of the
derivatives in synthetic ETFs are
options, forwards, futures, and swaps.
(14) Leveraged and Inverse ETFs are
common types of synthetic ETFs that
use derivatives to hedge, invert, or
magnify the exposure of a particular
index or commodity.
 
    

Types of ETFs
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Although the first ETFs were passive
funds intended to track major indexes,
such as the S&P 500, today’s ETFs have
much variation in terms of their
composition and what they track. The
most common types of ETFs are:
 
 1. Index-based ETFs – passively managed 

to replicate the returns of a traditional 
index (e.g. the SPDR funds, which track 
major indexes) (6)

Example: SPDR S&P 500 (SPY): The 
oldest surviving and most widely known 
ETF tracks the S&P 500 Index
Example: iShares Russell 2000 (IWM): 
Tracks the Russell 2000 small-cap index

     2. Sector ETFs – provide performance 
based on specific market sectors, e.g. energy, 
technology, financials, etc. (6) 

Example: SPDR Fund (XLK): Tracks 
technology stocks in the S&P 500

     3. Commodity ETFs – provide 
performance based on commodity futures 
prices (6)

Example: crude oil (USO) and natural gas 
(UNG)

    4. Country-specific ETFs – provide 
exposure to specific countries  (10)

Example: Currency ETFs, a type of 
Country-specific ETF, invests in foreign 
currency such as the Canadian dollar or 
the Japanese Yen

 

    5. Rules-based ETFs – passively managed 
to replicate the returns of a particular basket of 
individual securities (10)

Example: select high dividend stocks, etc.)  

    6. Inverse ETFs – attempt to provide the 
inverse of a given index’s return in order to 
earn gains from stock declines by shorting 
stocks. (Shorting is selling a stock, expecting a 
decline in value, and repurchasing it at a lower 
price) (12)

Example: ProShares short S&P 500 (SH)

    7.  Leveraged ETFs – aim to provide a 
multiple of returns on a given index using 
financial derivatives and/or debt. Traditional 
ETFs typically track the securities in its 
underlying index on a one-to-one basis, a 
leveraged ETF may aim for a 2:1 or 3:1 ratio. 
Thus, these types of ETFs are a double-edged 
sword, leading to either significant gains or 
significant losses.(6)  

Example: TQQQ (3x QQQ exposure)

    8. A combination of the above – e.g.a 
multiple of the increase or decrease in 
commodity prices, indexes, or other markets 
(14)
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 Within equities, there are ETFs based on small-cap companies, value 
shares, individual industries and every conceivable combination of 
countries and regions. In bonds, there are ETFs linked to government, 
corporate and high-yield debt and paper of varying maturities. Some ETFs 
are based on commodity indices and property markets, others are designed 
to appeal to the environmentally conscious or to devout Muslims. There are 
leveraged ETFs which offer a geared return on a given index, inverse ETFs 
which aim to go down when a benchmark goes up (and vice versa) and, 
inevitably, leveraged inverse ETFs.
                                                                            - The Economist (6)

 

They say that as a customer you can only get two of these three things: 
fast/good/cheap. If it's fast and good, it isn't cheap. If it is good and cheap, 
it isn't fast. And if it's cheap and fast, well, it probably isn't that good. 
Turns out, I have found two things that prove this wrong: Vietnamese 
restaurants and exchange-traded funds (ETFs). Those are two times when 
fast, good, and cheap all tend to exist in wonderful harmony.  
 
                                                                                          -Eric Balchunas (7)           
- The Economist
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All managed funds, regardless of
structure, incur operating expenses such
as administrative expenses, custody
costs, and portfolio management fees. (6)
However, as mentioned earlier, the
average asset-weighted fee of an ETF is
less than half that of a mutual fund, a
figure that is even lower for the top 20
largest ETFs.(7) In this sense, ETFs are a
gift from God to investors that have
traditionally bought pricey mutual funds.
In addition to having a low overhead,
ETF companies also experience lower
expenses in terms of notifications,
transfers, and monthly statements.(7)
This saving is passed on to
 

individual investors in the form of
lower fund expenses.(14)  Some mutual
funds also carry a transaction fee, called
a “load” that is paid to the fund
provider.(6) The ETF fee is a
commission and goes to the broker
while the asset weighted fee goes to the
fund manager.(14) Additionally, ETFs
have an absence of redemption fees,
which are found with mutual funds.(7)
Thus, while a traditional mutual fund or
index —such as the Vanguard REIT
Index Fund Investor Shares (VGSIX)—
has a ~ 1% redemption fee if held for
less than a year, its ETF counterpart,
The Vanguard REIT ETF (VNQ),
shares an identical portfolio and no
redemption fee.(8)
 
 

Low Cost

Advantages of ETFs
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In the modern economic and political
climate, liquidity may be the most
attractive feature of ETFs. ETF shares
can be traded at normal trading hours,
like a stock, allowing investors to take
advantage of short-term changes in
value. If an investor wants to buy the
technology sector at 11:38 am, they
could buy the Invesco QQQ (an ETF that
tracks the technology-heavy Nasdaq 100
index) , own it within seconds, and sell it
the same day, or hold it for 3 years.(7)
This process is more expedient and
convenient than going through a hedge
fund or mutual fund. (6)
 
 

The main tax advantage that ETFs have
over mutual funds is with regards to
capital gains.(8) Mutual fund managers
must constantly re-balance the fund by
selling securities to accommodate
shareholder redemptions or to re-
allocate assets.(7) This sale of securities
within the mutual fund portfolio creates
capital gains for the shareholders, even
for shareholders who may have an
unrealized loss on the overall mutual
fund investment. This results in mutual
funds incurring more capital gains taxes
than ETFs. (8)
 
 
    

Liquidity Tax Benefits
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These capital gains from mutual funds
are taxed throughout the lifetime of the
investment, while the taxes are passed on
from ETFs only upon a sale.(14) Like
mutual funds, ETFs distribute capital
gains each year (usually in December)
and pay dividends (monthly or quarterly,
depending on the ETF).(6) Although
such capital gains for index ETFs are
rare— since they are mostly eliminated
through the creation/redemption process
—investors sometimes face capital gains
taxes.(8) In short, Capital gains tax
  
 
 

on ETFs is lower on average, and
mostly only charged upon the sale of
the ETF, but as the figure below shows,
very few instances occur when the
taxable gains are passed on to investors.
(7) Furthermore, mutual funds that sell
“short-term winners” will generate
short-term gains (taxed at ordinary
income tax rates) for investors while
investors can choose to hold ETFs until
they are considered long-term (usually
more than a year) and pay the lower
long-term capital gains tax rate.(14)
 
 
    

Figure 2 : Percentage of Funds that paid a Capital Gain
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1. Shortability- the ability to both short an ETF share in order to benefit from 

a decrease in the price, and the use of an Inverse ETF to hedge a particular 

exposure (6)

2. Transparency- most ETFs disclose their holdings daily (8)

3. Derivatives- some ETFs have options capabilities and  ETF holders can buy 

protective puts or sell covered calls if their ETF has options  (12)

4. Diversification- Although Mutual Funds can also give exposure to 

thousands of stocks, sectors, and styles (7)

5. Immediately Reinvested Dividends- The dividends of the companies in an 

open-ended ETF are reinvested immediately, whereas the exact timing for 

reinvestment can vary for index mutual funds. (8)

 

  

 

 

Additional advantages that are were alluded to earlier include: 
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Although Mutual Funds still beat out ETFs in assets under management (AUM)— ~$19

trillion to $4 trillion, respectively— the latter is quickly gaining market share and

closing in, having grown in AUM by approximately 700% since 2008. (5&13) Some of

the disparity may not be attributed to the popularity of ETFs, but rather the increasing

popularity of passive management.(3) Investors have adopted more of a “buy and hold”

approach to investing over the past decade. This strategy has not only paid dividends

during this past bull-run (2010-2020), it also brought in more money into ETFs.(13)

Mutual funds can also be passively managed, but when analyzing both passive and

active management, the advantages of ETFs clearly surpass those of mutual funds, and

this gap will only increase going forward.(6) The many benefits that ETFs pose to

individuals and institutional investors make them a compelling option for investors to

consider for their portfolio.(14) The world of exchange-traded funds is ever growing,

and investor’s attraction to ETFs is continuously expanding. However, as with any

asset, investors should be cautious to closely examine the structure and risks of an ETF

before investing.
 

Conclusion
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          My name is Franko Jira, a junior studying economics and German literature at Harvard 
University. I currently reside in Atascadero, California, but I was born in Ethiopia and spent 
most of my childhood in Germany. If my time in these places has taught me anything, it is 
that I want to help others. Although my college application essay would tell you that I want 
to accomplish that through a study in medicine, I have found that the field of finance is where 
I want to make my impact. As an economics concentrator, I had the great pleasure of being 
taught by two of the last three Presidential Economic Advisors, and by the former Deputy 
Prime Minister of Russia. Throughout my time at Harvard, I have developed an affinity 
toward the markets and the impact that professionals in finance can have on the world and 
the communities around them. As such, I am currently pursuing a career in Asset 
Management and Private Equity. 
 
Aside from college and my professional endeavors, I am actively involved in my local 
church, love to play sports, and am an avid Beatles fan. I love helping my community and 
those around me, and I plan on using the field of finance to do that. I hope to move back to 
the Central Coast late in my career and help out the county through my experience in finance. 
Until then, I plan on going wherever God leads me and learning as much as I can.  

About The Author
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Disclaimer 
The views expressed are the views of Jacob Rothman on behalf of Rothman Investment 
Management, LLC through the period ending June 30, 2020 unless otherwise 
specifically indicated and are subject to change at any time based on market and other 
conditions. This newsletter is for informational purposes only and is being furnished on 
a confidential basis to a limited number of eligible clients and perspective clients.
All financial information in this newsletter is as of June 30, 2020 unless otherwise 
specifically indicated. Due to various factors, including changing market conditions, 
such information may no longer be reflective or current position(s) and/ or 
recommendation(s). Therefore, no client or prospective client should assume that any 
such discussion serves as a substitute for personalized advice from Rothman Investment 
Management, LLC.The information herein should not be considered a recommendation 
to purchase or sell any particular security. The securities and strategies discussed herein 
are meant to be examples of Rothman Investment Management investment approach but 
do not represent an entire portfolio or the performance of a Fund or Strategy and in 
aggregate may only represent only a small percentage of the portfolio holdings. It 
should not be assumed that any of the securities discussed herein were or will prove to 
be profitable, or that the investment recommendations or decisions made by Rothman 
Investment Management in the future will be profitable. Further, nothing in this letter 
should be taken as financial advice. The benchmark for US Large Capitalization stocks 
is the S&P 500 Net of total returns, a market capitalization weighted index containing 
the 500 most widely held companies.Past performance is not indicative of future results. 
Therefore, no current or prospective client should assume that future performance of 
any specific investment, investment strategy or product made reference to directly or 
indirectly in this letter or indirectly via a link to an unaffiliated third party web site, will 
be profitable or equal the corresponding indicated performance levels. Different types of 
investments involve varying degrees of risk, and there can be no assurance that any 
specific investment will either be suitable or profitable for a client or prospective 
client’s investment portfolio. Historical results for investment indices and/or categories 
generally may not reflect the deduction of transaction and/or custodial charges, nor the 
deduction of an investment management fee, the incurrence of which would have the 
effect of decreasing historical results.
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